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INTRODUCTION.

Please state your name and business address.
My name is David G. Hutchens and my business address is 88 East Broadway, Tucson,

Arizona, 85702.

Did you file Direct Testimony in this proceeding?

Yes.

On whose behalf are you filing your Rebuttal Testimony in this proceeding?
My Rebuttal Testimony is filed on behalf of UNS Electric, Inc. (“UNS Electric” or the

“Company”).

How is your Rebuttal Testimony organized?
My testimony is organized as follows:
Section II.  The Company’s current posiﬁon on three-part rates.
Section III.  Response to Staff’s Testimony.
Section IV.  Limited response to RUCO’s testimony.
Section V.  Net metering proposal.
Section VI. The Company’s current position on revenue requirement.

Section VII. Economic Development Rate.
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II.

THE COMPANY SUPPORTS THREE-PART RATES FOR ALL RESIDENTIAL

AND SMALL GENERAL SERVICE CUSTOMERS.

Briefly summarize the Company’s current position on three-part rates.

In our Direct Testimony, the Company proposed (i) mandatory three-part rates for all
residential and small commercial customers who installed distributed generation after
June 1, 2015 (collectively, “New DG Customers™) and (ii) optional three-part rates for

non-DG residential and small general service customers.

As I describe later in my testimony, the Company now supports Staff's proposed
migration of all residential and small general service ("SGS") customers to three-part

rates.

Why is the Company supporting three-part rates for all residential and SGS
customers?

Simply stated, we need rates that reflect reality. Our current rates were designed for use
in an earlier era with different technology, energy usage patterns, economic trends and
public policy priorities. We need a sustainable rate structure that is well adapted to
current conditions as well as the opportunities and challenges our industry will face going
forward. We could try to achieve this objective through adjustments to our current two-
part rates, such as higher basic service charges, minimum bills and declining block
volumetric rates. But our proposed three-part rate represents a clear step forward to a
more equitable, sustainable rate structure, and we support Staff’s recommendation that

we take that step now for all residential and SGS customers.
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A Three-Part Rate Structure is a Sustainable Pricing Model.

Three-part rates (i) can be applied equitably to various types of customers with varying
energy demands, (ii) encourage the adoption of emerging technologies such as energy
storage and demand-based energy efficiency, and (iii) provide flexibility to meet future
changes in the way customers use energy and access the grid. Over time, each
component of the three-part rate can be modified to respond to changes in our customers’

energy needs while sending more accurate cost-based price signals.

Three-part rates promote fairness and equity.

Three-part rates are fair in that they send accurate, cost-based price signals to all
customers. Unlike two-part volumetric rates, three-part rates allow utilities to match the
price they charge customers with the way the utility system must be built and maintained.
Regardless of technology developments and changing usage patterns, a utility must have
facilities in place to safely and reliably meet the maximum demand of every customer, 24
hours a day, 365 days a year. Even if a customer’s maximum usage occurs only once or
twice a year, we must have the resources in place to meet that demand. A demand
charge, by definition, captures and appropriately allocates these infrastructure costs to
customers more accurately than usage charges, thus mitigating inter- and intra-class

subsidies.

Properly designed three-part rates will send accurate economic signals that promote more

cost-effective energy options to all our customers, ultimately leading to more efficient

use of the grid and energy resources.




1 Q. Please provide your general thoughts on the Intervenor rate design testimony filed

2 in this proceeding as it relates to UNS Electric’s proposals for three-part rates and
3 net metering.
4 || A. I am pleased that certain parties acknowledge the need to modernize UNS Electric’s rate
5 structure in light of our customers’ evolving use of electricity and the grid. These parties
6 include ACC Staff', RUCO?, Arizona Investment Council (“AIC”)* and Arizona Public
7 Service (“APS™).*
8
9 The testimonies filed by the Alliance for Solar Choice (“TASC”), Vote Solar and the
10 Arizona Utility Ratepayer Alliance (“AURA”) ignore the very real cost shift that is
11 occurring between DG and non-DG customers. Their testimonies also failed to offer any
12 alternatives to the Company's net metering proposal.
13
14 In this proceeding, the Company is attempting to modify its rates to (i) recover costs
15 more equitably, (ii) provide flexibility to accommodate changing customer usage
16 patterns, (iii) encourage the integration of new energy technologies into the electric
17 system, (iv) promote the efficient use of the Company's electric system, and (v) ensure
18 the continued provision of safe, reliable and affordable electric services for the benefit of
19 all of our customers.
20
21
22
23
24
25

" Direct Rate Design Testimony of Thomas M. Broderick ("Broderick"), Executive Summary.

26 | ? Direct Testimony of Lon Huber ("Huber"), page 10 lines 2-3.

3 Direct Testimony of Daniel G. Hansen, page 20 lines 15-22, page 21 lines 1-5.

27 || * Direct Testimony of AhmadFaruqui ("Faruqui") page 13 lines 21-27 page 14; Direct Testimony of
Charles A. Miessner, page 4 lines 6-22.
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I11.

RESPONSE TO STAFF’S TESTIMONY.

Have you reviewed Staff’s rate design testimony?

Yes, I have.

Does the Company support Staff’s rate design recommendation to migrate all of
UNS Electric’s residential and SGS customers to a new tariff that includes a
demand charge?

Yes. If such rates are properly designed, the Company fully supports transitioning all of

our residential and SGS customers to three-part rates.

Did the Company consider a similar proposal in this proceeding?

Yes. The Company firmly believes that three-part rates provide fair and equitable price
signals while offering the flexibility to meet our customers' evolving energy needs.  We
stopped short of proposing their mandatory use in part because, when we were preparing
this rate filing in 2014 and 2015, the Company did not have the meters in place to
implement three-part rates for all residential and SGS customers. With that in mind, we
felt like our proposals in this case to (i) increase the basic service charge, (ii) eliminate
the third tier in the Company's inclining block volumetric rate structure, (iii) implement
three-part rates and a new net metering tariff for new DG customers, and (iv) make three-
part rates optional for all customers, would represent progress toward the future
introduction of three-part rates for all customers. Company witness Dallas Dukes alludes

to this in his Direct Testimony.

Although UNS Electric is proposing a three-part rate structure as an
option, it is not proposing to require all residential and small commercial
customers to migrate to a three-part rate structure... UNS Electric is




requesting to begin moving toward a more balanced rate structure that
would make such a move possible in the future.’

31 0. What rationale does Staff provide for transitioning all residential and SGS

4 customers to three-part rates?

S A Staff provides the following explanation for its recommendation regarding three-part

6 rates.

7 . . N
A three-part rate design better informs customers who are considering

8 adopting new technologies, including DG, about the utility bill impact of
their technology choices prior to purchase and installation. A three-part

9 rate design makes significant progress toward addressing essentially all of
the issues presented by the difficult transition underway to new DG

10 technologies.

11 . . .
A demand charge is a proven successful rate design component which

12 better reflects cost causation than rate designs which rely upon energy
charges only to recovery utility fixed costs. Metering and

13 communications technology improvements, DG penetration, and recent

14 regulatory issues have made its adoption for residential and small Ggeneral
service customers possible, appropriate, timely and even necessary.

15

16 || Q. Do you agree with Staff’s rationale?

17 1 A. Yes, [ do. The public interest is not well served by clinging to an outdated rate design

18 that does not properly address changes in the industry and that results in inaccurate price
19 signals and increasingly inequitable cost allocations. Properly designed three-part rates
20 provide many benefits, ranging from charging customers more equitably for electric
21 service to encouraging the integration of new technologies, as described by APS witness
22 Ahmad Faruqui.

23

Now is the time to take advantage of this opportunity to make cost-
24 reflective three-part rates a standard offering for all residential customers.
25 These rates will recover costs from customers in an equitable manner by
more accurately charging customers for their use of the power grid. A
26 more cost-reflective rate will also encourage the adoption of emerging

27 | ° Direct Testimony of Dallas J. Dukes, page 18, lines 8-13.
% Broderick, page 2, lines 5-9 and 20-25.
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energy technologies and changes in energy consumption behavior that will
lead to more efficient use of power grid infrastructure and resources.’

Three-part rates will incentivize customers to smooth their energy
consumption profile even if they are not equipped with enabling
technologies. More than 40 pilot studies and full-scale rate deployments
involving over 200 rate offerings over roughly the past dozen years have
found that customers respond to new price signals by changing their
energy consumption pattern. Further, there is some evidence that
customers respond not just to changes in the rate structure generally, but
specifically to demand charges.®

Q.  Does the Company currently have the ability to meter demand for all non-DG

customers?

A. No, but we expect to have demand meters installed for all residential and SGS customers
by the end of 2016.

Q. Earlier you mentioned that the Company supports a plan to move all residential and

SGS customers to three-part rates if these rates are “properly designed.” Please

elaborate.

A. Each component of a three-part rate must be cost-based and accurately reflect the
expenses and investments associated with providing electric service to a customer.

. The monthly basic service charge should recover a certain level of fixed costs,
such as the meter, service lines, customer service and billing functions, and
minimum distribution system costs.

. The demand charge must reflect the cost of meeting a customer's peak electricity
load over a specified period of time. Ideally, the demand charge would allow the
utility to recover the related generation, distribution and transmission costs and

investments necessary to satisfy a customer's demand on the system.

7 Faruqui, page 13 lines 21-27.
¥ Faruqui, page 14, lines 13-22.
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. Finally, the volumetric energy component should be a pass-through of the utility’s
actual fuel and purchased power costs. Staft's proposed volumetric energy charge

also includes a certain level of non-fuel revenue recovery.

Does the Company agree with Staff’s proposed basic service charge, demand charge
and energy charge?

Staff’s proposal to increase the residential basic service charge to $15 per month is a step
in the right direction. It is important to note that our proposed $20 basic service charge is
still far below the average cost to provide service to a residential customer. However, the
Company is willing to accept Staff’s proposed basic service charge if the Commission
adopts an acceptable three-part rate structure for all customers. The Company reserves
the right to maintain its original recommendation of $20 in the event the Commission

approves the continuation of two-part rates.

We are generally in agreement with Staff’s proposed demand and energy charges, with a
few modifications that are described in the Rebuttal Testimonies of Dallas Dukes and

Craig Jones.

Is the Company recommending any safeguards to protect customers from unusually
high bills once they are transitioned to demand-based rates?

Yes. During the transition period, the Company will put safeguards in place to promote a
smooth transition and minimize any unintended consequences.  Four important
safeguards include (i) a proposed transition period that will provide the Company with
ample time to analyze billing data and adjust rates as necessary to protect vulnerable
customers (as discussed by Staff), (ii) a temporary relief valve mechanism to limit

demand charge changes for low load factor customers to allow time to adapt to demand-

based rates (as discussed in the Rebuttal Testimony of Company witness Dallas Dukes),




1 (ii1) the measurement of customer demand over a one-hour period and (iv) making those

2 measurements during the Company's peak usage periods. As our customers become
3 accustomed to demand-based rates, we expect to phase out these safeguards as part of
4 UNS Electric's next rate case. The Rebuttal Testimonies of Dallas Dukes and Craig
5 Jones address this in more detail.
6
7 || Q. Please describe the Company's plans to help customers understand three-part rates.
8 || A We take very seriously our duty and obligation to make sure our customers receive open
9 and honest communication about their electric rates. The Company is developing a
10 comprehensive customer outreach and education plan that will include many of the
11 elements proposed by Staff, including:
12
13 . Usage data. We will provide customers with demand data for at least three
14 months prior to implementing three-part rates. Such data will also be made
15 available on an ongoing basis.”
16 . Phase-in. The Company believes the transition to new rates could begin as soon
17 as the first quarter of 2017. While Staff suggests that the transition could be
18 completed in phases'o, the Company is proposing to migrate all customers at the
19 same time. In addition, we are recommending that the transition occur in
20 February or March 2017.
21 . Unintended consequences. We support Staff's recommendation that the rate
22 design portion of the case remain open for at least 18 months to monitor the
23 transition and address problems as they occur.''
24
25

26 || ° Direct Rate Design Testimony of Howard Solganick ("Solganick Rate"), page 13 lines 17-20, page
30 lines 17-26.

27 || '° Solganick Rate, page 13 lines 22-26, page 14 lines 103.

"' Solganick Rate, page 14 lines 5-10.
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. Vulnerable customers. We support Staff's position on vulnerable customers.
Potentially vulnerable customers should self-identify; however, existing DG

customers do not comprise a vulnerable group.'?

Despite TASC’s claim that the Company would not educate customers about three-part
rates'’, we already are preparing a comprehensive plan to educate customers about all
important rate and rate design changes that are approved by the Commission at the
conclusion of this proceeding. We would also work closely with Commission Staff and
other stakeholders in developing and implementing this plan. In my Direct Testimony in

TEP’s rate case, | stated the following:

Equally important as getting the rate design right is promoting customer
awareness. If mandatory three-part rates are applied to all residential
customers, we, along with Commission Staff and other stakeholder
groups, would need to conduct outreach to educate our customers about
three-part rates. Any customer awareness efforts should include a phase-
in or transitional period in order to provide for a smoother implementation
of demand-based rates. A phase-in period should also include the ability
to make revenue-neutral rate design changes to avoid unintended
consequences.'*

Needless to say, we hold an identical view for UNS Electric. Moreover, I strongly
disagree with the intervenors who suggest that our customers will be unable to
understand three part rates. Company witness Dallas Dukes discusses the guidelines of

our transition plan in his Rebuttal Testimony.

" Broderick, page 9, lines 14-23, page 10 lines 1-8.

" Direct Rate Design and Cost of Service Testimony of Mark Fulmer ("Fulmer"), Page 23, lines 1-7.

" Direct Testimony of David G. Hutchens in Docket No. E-01933A-15-0322 (filed November 5, 2015),
page 19, lines 18-24).

10
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1v.

Does the Company support Staff’s position that existing DG customers be
transitioned to three-part rates?

Yes. Although the Company originally sought to exempt most existing DG customers
from mandatory use of three-part rates, we recognize that doing so would preserve
inaccurate price signals and lock in a cost-shift that increases rates for other customers.
Approved changes in base rates and rate design are typically applied to all customers,

including those with DG systems.

RESPONSE TO RUCO’S TESTIMONY.

Have you reviewed RUCO’s rate design testimony?

Yes.

Do you have any general comments on RUCO's testimony?

Yes. The Company opposes RUCO's recommendations to (i) keep the third tier in the
Company's existing two-part residential rates and (ii) increase the residential basic
service charge to just $12.26", which is far below the Company's and Staff's proposals.
If the Commission decides to continue offering two-part volumetric rates to customers, it
is critical that we address the Company's ability to recover its non-fuel revenues. As I

stated in my Direct Testimony:

...the “new normal” of flat or declining sales - resulting primarily from
DG and EE - limits the Company’s opportunity to recover its cost through
rates that feature an inclining block structure. This problem is exacerbated
by DG customers whose energy usage rarely reaches the upper tiers, thus
shift fixed costs to other customers who use more energy. UNS Electric is
proposing to eliminate certain upper tiers to reduce this cost shift and
enhance the Company’s ability to recover its fixed costs.'®

'S Huber, Exhibit 2 page 1.
'® Hutchens, page 13 lines 1-7.

11
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The Company’s billing data provides perspective regarding the ongoing decline in
residential use per customer. During 2014 (the test year used in this case), the Company
issued more than 23,000 bills that reflected zero electric use.'”'® This represents a 144%
increase over zero-consumption bills issued during the previous test year (12 months
ended June 30, 2012). Also during 2014, the Company issued over 14,000 bills to net

metering customers, of which 57% reflect zero electric use.

We also oppose RUCO's recommendations regarding net metering and three-part rates.
Please refer to the testimonies of Dallas Dukes, Carmine Tilghman and Craig Jones for

more information.

V. THE COMPANY'S NET METERING TARIFF SHOULD BE APPROVED IN

THIS RATE CASE.

Q. Briefly summarize the Company’s proposed net metering tariff

A. Under UNS Electric’s proposed Net Metering Tariff, new users of DG systems (i) would
not be allowed to “bank” or carry-forward excess kilowatt-hours (“kWh™) to offset future
electricity consumption and (ii) would be compensated for excess energy at the

Renewable Credit Rate.'”

Q. Is the Company willing to consider other net metering proposals or alternative
methodologies of valuing excess generation produced by DG customers?
A. Certainly. However, with the exception of RUCO, none of the other parties in this

proceeding provided any new net metering proposals or alternatives in their testimony.

'” Schedule H-5, page 1 (filed May 4, 2015 with the Company’s rate application).

'8 Of the 23,000 bills, over 8,000, or 35%, were issued to net metering customers.

' Equivalent to the most recent utility-scale renewable purchased power agreement connected to the
distribution system of Tucson Electric Power.
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Q. Is the current rate case proceeding the proper venue to approve a new net metering
tariff?

A. Yes, without question. I would like to point out that UNS Electric and its sister company,
TEP, filed applications in March 2015 to update their net metering tariffs.>° Although
both UNS Electric and TEP believe that the Commission can approve a net metering
tariff outside of a rate case, several parties who are intervenors in this rate case, including
TASC,*' Vote Solar,” the Arizona Solar Deployment Alliance® and the Arizona Solar
Energy Industry Association,” argued that a net metering tariff must be approved in a
rate case.”” Yet these parties have yet to offer any new net metering proposals in this

docket.

While we understand Staff’s desire to wait for the outcome of the Commission’s
investigation of the value and cost of DG (Docket No. E-00000J-14-0023),% this
proceeding is the proper venue for approval of a new net metering tariff for UNS Electric.
It is unclear when the value and cost of DG proceeding will conclude and what result it
will ultimately produce. On the other hand, this rate proceeding will provide sufficient
Company specific data and evidence to support the Commission’s approval, modification

or rejection of UNS Electric’s proposed net metering tariff.

9 March 25, 2015, Docket No. E-04204A-15-0099 (UNS Electric) and Docket No. E-01933A-15-
0100 (TEP).

! TASC brief (May 15, 2015, Docket No. E-01933A-15-0100), page 1 lines 23-24, page 4 lines 5-6.
* Vote Solar brief (May 15, 2015, Docket No. E-01933A-15-0100), page | lines 23-24, page 2 line 1,
and lines 11-24,

#* Arizona Solar Deployment Alliance brief (May 15, 2015, Docket No. E-01933A-15-0100) page |
line 16.

** Arizona Solar Energy Industry Association brief (May 18, 2015, Docket No. E-01933A-15-0100)
page 2 line 9.

* In light of the procedural posture in that docket, in June 2015, TEP withdrew its net metering
application and accelerated the filing of its rate case (Notice of Withdrawal of Application filed June
19,2015, Docket No. E-01933A-15-0100).

2 Broderick, Executive Summary; Solganick Rate, page 45 lines 16-25.
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Q. How would you respond to accusations that UNS Electric’s proposed net metering
tariff will “kill” solar in the Company’s service territory?

A. Despite the doom and gloom predictions by TASC,”” Vote Solar®™ and AURA,” DG
installations have continued to increase in UNS Electric’s service territory since the
Company announced it would request changes to its net metering tariff. As described in
the Direct Testimony of Dallas Dukes, new DG customers would still realize significant

savings under the Company’s proposed three-part rate structure and net metering tariff.

Q. Would you like to make any further comments on the third-part solar DG market?
A. Yes. In December 2015, Congress extended the solar investment tax credit to the end of
2021 thus preserving significant subsidies for the third-party solar DG market. The

following are excerpts from a Wall Street Journal article from December 16, 2015.%

U.S. home solar adoption has soared in recent years, thanks to heavy
government underwriting and falling prices for solar equipment. So far
this year nearly 1,500 megawatts of solar panels have been installed on
214,000 homes across the country, according to the Solar Energy
Industries Association and GTM Research.

Extending the tax credits would likely boost the amount of solar panels
installed over the next five years by more than half, to 72,000 megawatts,
GTM analysts predicted. That is enough power to serve nearly 12 million
homes, according to SEIA.

The nonpartisan Joint Committee on Taxation estimates that extending tax
credits for wind power will cost taxpayers $14.5 billion, while continued
solar tax credits will cost $9.3 billion.

7 Fulmer, page 17 lines 10-11.

28 Direct Testimony of Briana Kobor ("Kobor"), page 5 lines 21-22.

2% Rate Design Testimony of Thomas Alston ("Alston"), page 5 lines 2-3.

*0 http://www.wsj.com/articles/wind-solar-companies-get-boost-from-tax-credit-extension-
1450311501
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VII.

THE COMPANY IS STIPULATING TO CERTAIN ELEMENTS OF STAFEK'S

PROPOSED NON-FUEL REVENUE INCREASE.

Is the Company willing to stipulate to Staff’s proposed non-fuel revenue increase?

Yes. The Company will stipulate to an $18.5 million increase to adjusted test-year non-
fuel revenues, which reflects Staff’s recommendation of an $18.1 million®' base rate
increase with some minor adjustments that are described in the Rebuttal Testimony of
David Lewis. The primary difference between the Company’s proposed non-fuel
revenue increase of $22.6 million and Staff’s recommended $18.1 million increase relates
to return on equity and the return on the fair value increment. The Rebuttal Testimonies
of Ann Bulkley and Kentton Grant provide further explanation regarding these

differences.

ECONOMIC DEVELOPMENT RATE.

Briefly describe the Company’s proposed Economic Development Rate (“EDR?”).
As a way to help promote economic development in the Company’s service territories,
UNS Electric proposed to offer discounted rates to new or existing large business

customers that meet certain requirements, including a minimum load factor.

Would you like to make any clarifying remarks about the Company’s proposed
EDR?
Yes. The testimonies of Staff,32 RUCO,33 NUCOR,34 Walmart®> and AIC* generally

recognize the merits of UNS Electric’s EDR; however, some of these parties express

3! Staff’s revenue requirement testimony, Direct Testimony of Donna Mullinax, page 8 line 12.
32 Solganick Rate, page 52 lines 5-7.

33 Huber, page 8, lines 20-23, page 9 lines 1-6.

3* Direct Testimony of Dr. Jay Zarnikau page 30, lines 15-18.

33 Testimony of Gregory W. Tillman, page 9 lines 8-19.
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1 concerns about costs being shifted from EDR customers to other customer classes. |

2 would like to emphasize that the any lost non-fuel revenues resulting from discounts
3 provided to customers through the EDR will be borne by the Company. UNS Electric
4 will not seek recovery of any lost non-fuel revenues associated with the EDR in future
5 rate case proceedings. The long-term benefits of attracting or retaining large, high load
6 factor customers greatly outweigh the short-term costs. The Rebuttal Testimony of
7 Dallas Dukes provides further information regarding the Company's EDR proposal.

9 || Q. Does this conclude your Rebuttal Testimony?
10 §| A. Yes, it does.
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% Direct Testimony of GaryYaquinto, pages 8-9, lines 1-22.
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INTRODUCTION.

Please state your name and business address.
My name is Kentton C. Grant and my business address is 88 East Broadway, Tucson,

Arizona, 85702.

Did you file Direct Testimony in this proceeding?

Yes.

On whose behalf are you filing your Rebuttal Testimony in this proceeding?

My Rebuttal Testimony is filed on behalf of UNS Electric, Inc.

Which Commission Staff and/or Intervenor testimony do you address in your
Rebuttal Testimony?

My Rebuttal Testimony addresses the testimony of four witnesses. With respect to the
testimony of Dr. J. Randall Woolridge filed on behalf of The Alliance for Solar Choice
(“TASC”), I take issue with his use of a hypothetical capital structure for UNS Electric.
With respect to the testimony of Robert B. Mease filed on behalf of the Residential
Utility Consumer Office (“RUCO”), I discuss the shortcomings of the methodology he
used to calculate the rate of return on fair value rate base, which is commonly referred to
as the fair value rate of return (“FVROR”). Lastly, I address the cost of equity and
FVROR recommendations of Commission Staff (“Staff”’) witnesses Elijah Abinah and

Donna M. Mullinax.
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REBUTTAL OF TASC WITNESS DR. J. RANDALL WOOLRIDGE.

What capital structure does Dr. Woolridge use in his cost of capital analysis?

Dr. Woolridge uses a hypothetical capital structure consisting of 50% common equity
and 50% long-term debt. His only explanation for using this capital structure, instead of
the Company’s actual capital structure consisting of 52.83% common equity and 47.17%
long-term debt, is that UNS Electric “has a higher common equity ratio” than the two
proxy groups of electric utilities listed in Exhibit JRW-4 attached to his direct testimony.

(See page 13 of Woolridge Direct Testimony, lines 15-17.)

Is there any reasonable basis for using a hypothetical capital structure for UNS
Electric?

No. The Company’s capital structure is nearly identical to that adopted by the
Commission in UNS Electric’s last rate case (52.6% common equity), and it is also
comparable to that approved by the Commission in Arizona Public Service Company’s
last rate case (53.9% common equity). Additionally, the percentage of common equity in
UNS Electric’s capital structure is only slightly higher than the median value of common
equity in the two proxy groups cited by Dr. Woolridge (47.8% and 49.3%, respectively),
and it falls well within the range of values for both groups. By substituting his
hypothetical capital structure for the Company’s actual capital structure, Dr. Woolridge is
effectively assigning a 4.66% cost of debt to a portion of the common equity invested by

UNS Electric in plant and equipment used to serve customers.
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Is there a logical explanation as to why UNS Electric would have more common
equity in its capital structure relative to the median value for each of the proxy
groups cited by Dr. Woolridge?

Yes. As discussed in the Rebuttal Testimony of UNS Electric witness Ann Bulkley, the
common equity ratios cited by Dr. Woolridge are based on consolidated holding
company financials, and not on utility stand-alone financials. Second, and more
importantly, UNS Electric is much smaller than all of the publicly traded companies
included in each of the proxy groups, and the Company’s credit rating is also higher than
most of the companies in the two proxy groups. As may be seen in Exhibit JRW-4
attached to his testimony, the median credit rating assigned by Moody’s Investors Service
to the electric utilities in each of the proxy groups is “Baal”. By contrast, UNS Electric
has a Moody’s credit rating of “A3”, which is one notch higher than Baal. By deploying
less debt in its capital structure, UNS Electric enjoys a slightly higher credit rating,
resulting in more favorable debt pricing and improved access to credit, benefits which

ultimately accrue to the Company’s customers.

Is the capital structure of UNS Electric referenced in the 2014 Commission order
approving the merger of UNS Energy Corporation and Fortis Inc.?

Yes. In the Settlement Agreement approved by the Commission in Decision No. 74689
(August 12, 2014), Condition No. 16 restricts the ability of UNS Electric to pay
dividends for a period of five years or until its common equity ratio reaches 50%.
Although it is not determinative for rate making purposes, that decision implies that a
common equity ratio of 50% is the minimum amount of equity deemed by the

Commission to be reasonable for UNS Electric.
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II1.

Should the Commission reject the use a hypothetical capital structure for UNS
Electric?

Yes, for the reasons described above.

REBUTTAL OF RUCO WITNESS ROBERT B. MEASE.

What methodology does Mr. Mease use to calculate a FVYROR for UNS Electric?

As described in his Executive Summary, lines 30-36, he subtracts an inflation adjustment
of 1.35% from his recommended cost of capital of 6.61% to arrive at a FVROR of 5.26%.
In support of this approach, he cites two Commission rate orders involving UNS Electric
and its sister company, UNS Gas, Inc. On page 32 of his testimony, he also discusses the
need to eliminate a “double-counting” of inflation that would otherwise supposedly

occur.

Do you agree with the methodology used by Mr. Mease to determine the FVROR?

No, I do not. Although it has been adopted by the Commission on two occasions in the
past, it is a methodology that is not practically or theoretically sound. It also conflicts
with the methodology approved by the Commission in more recent rate cases - as well as

the methodology proposed by UNS Electric and by Commission Staff in this docket.

Please comment on the theoretical shortcomings of this methodology.

As noted by Mr. Mease, the difference between the Company’s original cost rate base
(“OCRB”) and the fair value rate base (“FVRB”) is caused by inflation. That is because
UNS Electric relied on a traditional 50/50 weighting of the OCRB and the reconstructed
cost new less depreciation (“RCND”) rate base in calculating the FVRB. However, since
the Company’s FVRB is 50% weighted by the OCRB, which includes no inflation over

original cost, Mr. Mease over-compensates for inflation by deducting a full rate of
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inflation from the weighted average cost of capital (“WACC”). Had he deducted only
50% of the rate of inflation from the WACC, his methodology would have been more

theoretically sound.

Are there other theoretical shortcomings associated with this methodology?

Yes. While the RCND rate base and 50% of the FVRB have been impacted by historical
inflation, the Company’s WACC is forward-looking, and is therefore impacted by future
expectations for inflation. To complicate matters even further, the Company’s embedded
cost of debt reflects expectations for inflation as of each historical debt issuance date,
whereas the cost of equity is a forward-looking estimate that reflects current expectations
for inflation. Consequently, there will always be a mismatch between the historical cost
of inflation embedded in the RCND rate base and the forward-looking rates of inflation
embedded in the cost of capital. There is simply no perfect way to eliminate the “double

counting” of inflation that is embedded in both the RCND rate base and the WACC.

What are some of the practical shortcomings of the FVROR methodology employed
by Mr. Mease?

One practical shortcoming is the choice of an appropriate forward-looking inflation rate.
Mr. Mease decided to average the forward-looking inflation rates observed over a seven-
year period ending in 2015. His decision to use a seven-year average, as opposed to a
more recent (and much lower) rate, is not discussed anywhere in his testimony. A second
practical issue, and one that the Commission should be more concerned about, is that this
methodology produces inherently unstable results as inflation expectations rise and fall

over time.




10
11
12
13
14
15
16
17
18
19
20
21
2
23
24
25
26
27

Please explain.

As an example, the inflation expectations calculated by Mr. Mease over the period 2009-
2015 ranged from a low of 0.48% in 2015 to a high of 2.23% in 2011. (See Schedule
RBM-4 attached to his testimony.) Even though this range of expected inflation is
modest by historical standards, the resulting FVROR would be very different if either of
those values had been selected in lieu of the 1.35% average rate used by Mr. Mease. The
following table illustrates the impact of using these different rates on the FVROR and
revenue requirement for UNS Electric, based on the Company’s proposed WACC and
FVRB:

Low Rate Avg. Rate High Rate
from RBM-4  from RBM-4  from RBM-4

WACC 7.67% 7.67% 7.67%
Inflation Adjustment -0.48% -1.35% -2.23%
FVROR 7.19% 6.32% 5.44%
x FVRB ($000s) $355,720 $355,720 $355,720
Return ($000s) $25,562 $22,482 $19,337
x Gross-Up Factor 1.6084 1.6084 1.6084
Return & Taxes ($000s) $41,114 $36,159 $31,101

As illustrated above, the impact of even minor changes in expected inflation can produce
very different results in terms of the FVROR and overall revenue requirement. During
periods of low inflation or déﬂation, the methodology used by Mr. Mease would produce
a large return premium for most utilities. Conversely, during periods of high inflation,
his proposed methodology would impose severe return penalties on most utilities, even if
the FVRB exceeded the OCRB by a wide margin. Since having a FVRB in excess of the
OCRB is a plus in terms of lowering perceived investor risk and the cost of capital to a
utility, the potential for a significant FVROR penalty is something the Commission

should be aware of in assessing the methodology proposed by Mr. Mease.
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1V.

Does the inflation adjustment proposed by Mr. Mease result in a FVROR penalty to
UNS Electric?

No, it does not. As illustrated in the table above, subtracting an inflation adjustment of
1.35% from the Company’s 7.67% WACC would result in a FVROR of 6.32%. This
value is higher than the FVROR of 6.22% proposed by UNS Electric. However, for the
reasons described above, the Company does not support the methodology used by Mr.

Mease in calculating the FVROR.

What FVROR does Mr. Mease recommend for UNS Electric?

As mentioned earlier, he recommends a FVROR of 5.26%. The reason it is lower than
the 6.32% value referenced above is that his WACC is based on a cost of equity of only
8.35% (200 basis points lower than the value proposed by UNS Electric). Company
witness Ann Bulkley addresses the cost of equity analysis of Mr. Mease in her Rebuttal

Testimony.

REBUTTAL OF STAFF WITNESSES ELIJAH ABINAH AND DONNA H.

MULLINAX.

What did Staff recommend regarding the FYROR for UNS Electric?

Staff witness Elijah Abinah recommends applying a rate of return (“ROR”) of 0.5% to
the fair value increment of rate base, which represents the difference between the
Company’s FVRB and OCRB. Staff witness Mullinax then used this rate, along with
Staff’s recommended values for FVRB, OCRB, and the WACC to arrive at a FVROR of
5.60%. This calculation is shown in Attachment DHM-2, lines 22-26 of Schedule D,

attached to the testimony of Ms. Mullinax.
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Did Ms. Mullinax use the same methodology proposed by UNS Electric in
calculating the FVROR?

Yes. Although some of the input values are different from those proposed by the
Company, namely the values for OCRB, FVRB, the cost of equity, and the ROR on the
fair value increment of rate base, the method she used to calculate the FVROR is the

same as proposed by the Company.

Did you find any mathematical errors in Staff’s calculation of the FYROR?

Yes. The relative weightings for long-term debt, common equity and the fair value
increment of rate base shown in column C, lines 23-25, of Attachment DHM-2 (Schedule
D) were incorrect. Had Ms. Mullinax used the correct weightings, Staff’s FVROR would

have been slightly higher at 5.63%, as shown below:

Balance % Total Cost Witd. Cost
OCRB L-T Debt $127,451 36.01% 4.66% 1.68%
OCRB Equity $142,738 40.33% 9.50% 3.83%
Fair Value Increment $83,707 23.65% 0.50% 0.12%
$353,896 100.00% 5.63%

What is the Company’s position with respect to the 9.5% cost of equity and 0.5%
return on the fair value increment of rate base recommended by Staff?

Both of these values are significantly lower than what the Company proposed, and what
can be reasonably justified based on the analysis of UNS Electric witness Ann Bulkley.
However, they are consistent with the values UNS Electric stipulated to as part of a
comprehensive settlement agreement in the Company’s last rate case. As long as the
overall revenue increase and rate design approved for UNS Electric provides the
Company with a reasonable opportunity to actually earn a 9.5% return on equity, the

Company would not be opposed to the adoption of Staff’s recommended values.




1 Q. Does this conclude your Testimony?

2 | A. Yes, it does,
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INTRODUCTION

Please state your name and business address.

My name is Ann E. Bulkley, and I am a Vice President of Concentric Energy Advisors,
Inc. (“Concentric”). My business address is 293 Boston Post Road West, Suite 500,

Marlborough, MA 01752.

On whose behalf are you submitting this testimony?

I am submitting this testimony on behalf of UNS Electric, Inc. (“UNS Electric” or the

“Company”).

Did you previously submit testimony in this proceeding?

Yes. I submitted Direct Testimony regarding the appropriate Return on Equity (“ROE™),
capital structure, and Fair Value Rate of Return (“FVROR?”) for UNS Electric in this

proceeding.

What is the purpose of your Rebuttal Testimony?

The purpose of my Rebuttal Testimony is to respond to the cost of capital issues within
the Direct Testimonies of Mr. Elijah Abinah on behalf of the Utilities Division Staff (the
“Staff”) of the Arizona Corporation Commission (the “Commission™), Mr. Robert B.
Mease on behalf of the Residential Utility Consumer Office (“RUCO”), Dr. J. Randall
Woolridge on behalf of The Alliance for Solar Choice (“TASC”), and Mr. Steve W.

Chriss on behalf of Wal-Mart Stores, Inc. (collectively, the “Opposing ROE Witnesses™).
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Have you prepared any exhibits to support your analysis and recommendations?

Yes. My updated analysis and recommendations are supported by the data presented in
Exhibits AEB-R-1 through AEB-R-12, which have been prepared by me or under my

direction.

How is the remainder of your Rebuttal Testimony organized?

The remainder of my Rebuttal Testimony is organized as follows:

¢ In Section I, I provide a summary and overview of my Rebuttal Testimony.

¢ In Section III, I provide a summary of capital market conditions and their effect
on the Cost of Equity for UNS Electric.

e In Section IV, I respond to Mr. Abinah’s recommendations.

¢ In Section V, I respond to Mr. Mease’s analyses and recommendations.

* In Section VI, I respond to Dr. Woolridge’s analyses and recommendations.

e In Section VII, I respond to Mr. Chriss’ recommendations.

* InSection VIIL I provide updated analyses regarding the Company’s ROE and
capital structure.

¢ Finally, in Section IX, I summarize my conclusions and recommendations.

SUMMARY AND OVERVIEW

Please provide an overview of the Opposing Witnesses ROE recommendations in

this proceeding.

The Opposing ROE witnesses have recommended ROE levels ranging from 8.35

percent in the case of Mr. Mease to 9.50 percent in the case of Mr. Abinah (see Table 1,
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below). The FVROR recommendations of the Opposing ROE witnesses range from

5.24 percent to 5.64 percent.

Table 1: Recommended ROE Ranges and Point Estimates of the Opposing ROE Witnesses

Recommended ROE Original Cost ROE FVROR
Witness Range Recommendation Recommendation
Mr. Abinah N/A 9.50% 5.64%
Mr. Mease 6.00%-8.95% 8.35% 5.26%
Dr. Woolridge 8.10%-9.00% 8.75% 524%
Mr. Chriss N/A Max of 9.50% NA

Please provide a brief overview of your response to Staff witness Abinah with

respect to the ROE for UNS Electric.

Staff recommends an ROE of 9.50 percent and a 0.50 percent Fair Value Increment for
UNS Electric.'  Staff’s recommendations are based on the analysis that was prepared
in two prior UNS Electric cases: Docket No. E-04204A-09-0206, and Docket No. E-
04204-12-0504.% I understand that, as explained in the Rebuttal Testimony of Company
witness Kentton Grant, UNS Electric would not oppose Staff’s recommendation as long
as the overall revenue increase and rate design approved provides UNS Electric a
reasonable opportunity to earn that ROE. [ also understand that the Company is not
opposing Staff’s recommendations for this specific case, while reserving the right to

challenge such an approach in future rate cases for UNS Electric and its affiliates.

Mr. Abinah correctly recognizes that the Cost of Equity is prospective-looking even as
he relies on the Staff witness analysis from two prior UNS Electric rate cases. Mr.

Abinah’s ROE recommendation is based on his view that a cost of capital analysis in

See Direct Testimony of Elijah Abinah, at 2.
Ibhid., at 3-4.
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this docket would produce a similar, if not identical, range as was recommended by
Staff in those cases of 8.5 percent to 10.5 percent. However, current capital market
conditions fully support an ROE well in excess of 9.5 percent, and that 9.5 percent is, at
best, the bottom of the range at this time. I disagree that the range identified by Staff in
the two prior rate cases is appropriate, particularly the 8.5 percent bottom bracket. UNS
Electric’s willingness to accept the 9.5 percent ROE should not be interpreted to support
the range previously recommended by Staff. My Rebuttal Testimony with respect to
Staff’s recommendation is intended to refute any assertions that the lower end of an
appropriate ROE range is less than 9.5 percent, let alone 8.5 percent. Indeed, none of
the ROE models in my Direct Testimony would support 8.5 percent as the low end of a

reasonable range for ROE and would support an ROE above 9.5 percent.

As discussed in my Direct Testimony, capital market conditions today are different than
the conditions that were present in Docket No. E-04204-12-0504.> In particular, credit
spreads are wider today, suggesting higher risk aversion among investors. Government
and corporate bond yields are projected to increase during the period in which rates are
likely to be in effect for UNS Electric. Furthermore, market conditions are very
different from when the Staff witness, Mr. Parcell, filed his analysis in Docket No. E-
04204A-09-0206 in November 2009. At that time, the capital markets were just
beginning to stabilize after the financial and credit crisis and the subsequent Great
Recession. It is not reasonable to draw comparisons to that time period because
financial markets were far from “normal”, as evidenced by the unprecedented level of

credit spreads and the extreme volatility in equity prices.

[ have reviewed the analyses that were presented by Mr. Parcell in Docket Nos. E-04204-

12-0504 and E-04204A-09-206, and I find that many aspects of those analyses are no

Direct Testimony of Ann E. Bulkley, at 16-17.
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longer relevant. For example, several of the proxy companies that were relied on in Mr.
Parcell’s analysis no longer exist as publicly traded companies due to merger activities,
and many of the assumptions used in the ROE estimation models have changed
significantly due to market conditions. Against the current economic and financial market
backdrop, but for the Company’s willingness to not oppose Staff’s recommendation in
this docket, it would certainly be reasonable to set the authorized ROE for UNS Electric

above the current level of 9.50 percent.

Please summarize your response to Staff witness Abinah with respect to the

FVROR.

The methodology that Staff relies on to develop the FVROR is consistent with the
methodology that was used in my Direct Testimony, assigning a return to the Fair Value
Increment of one half the rate of inflation. As discussed above, the Company is
prepared not to oppose Staff’s recommendation. Absent this position by the Company,
I believe that Staff’s proposed cost rate for the Fair Value Increment is lower than what
is reflective of current market conditions. Moreover, although this rate was approved by
the Commission in Decision No. 74235, it was approved as one component of a
settlement agreement that included many compromises between the parties in the case.
In Decision No. 74235, the Commission found that the Settlement Agreement provided
benefits to ratepayers, shareholders and the community “[bJased on the totality of
circumstances”. *  Therefore, the Commission did not specifically determine the
methodology or cost rate to use in setting the FVROR in that case. Simply updating the
inflation rate used in Staff’s FVROR to the rate used in my analysis results in an

increase in the FVROR of 24 basis points to 5.87 percent. Considering current

economic and financial market conditions and the analysis presented in my direct

Docket No. E-04204A-12-0504, Decision No. 74235, at 25.
5
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testimony, but for the Company’s willingness to not oppose Staff’s recommendation in
this docket, it would certainly be reasonable to set the FVROR above the current level

0f 0.50 percent.

Please summarize your response to RUCO witness Mease’s ROE recommendation

for UNS Electric.

As shown in Table 1 above, the range of ROE results presented by Mr. Mease is
between 6.00 percent and 8.95 percent. Mr. Mease establishes this range using the low
end of the range of his CAPM results and the mean result from his Constant Growth
DCF model. In setting his range, Mr. Mease ignores the 9.63 percent ROE estimate that
sets the high end of the range of his DCF analysis. Mr. Mease’s recommended ROE of
8.35 percent is 115 basis points below the return that was authorized for UNS Electric
in Docket No. E-04204-12-0504 and 95 to 205 basis points below the range of returns
that has been authorized for integrated electric utilities in 2014 and 2015. Mr. Mease’s
recommended ROE is not a reasonable estimate of the Cost of Equity for UNS Electric.
The specific areas of disagreement with Mr. Mease’s ROE analyses on which he bases

this recommendation are summarized below:

* Mr. Mease’s recommendation to lower UNS Electric’s currently authorized ROE
by 115 basis points is inconsistent with the historical relationship between ROEs
and interest rates. As discussed in my Direct Testimony, investors expect an
increase in interest rates. As shown by the Bond Yield Risk Premium analysis,
there is a positive relationship between interest rates and ROEs; therefore,
suggesting a decrease in UNS Electric’s authorized ROE in an increasing interest

rate environment ignores that historical relationship.

* While Mr. Mease outlines the assumptions regarding dividend growth that are the

foundation of the Constant Growth DCF model (i.e., dividends will grow at a
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constant rate into perpetuity, and the dividend payout ratio will remain at a
constant rate), he does not consider whether these assumptions are reasonable
given recent and current market conditions. Mr. Mease’s sole reliance on the
Constant Growth DCF model does not take into consideration the effect of current
market conditions. Other regulatory commissions have acknowledged that the
results of the traditional ROE estimation models can be affected by market
conditions. In particular, the FERC recently recognized that the DCF model
results have been affected by “anomalous market conditions” and has relied on
other ROE estimation models (such as the CAPM) for guidance on where within

the range of results the ROE should fall.

* Mr. Mease’s reliance on a historical market risk premium, calculated as an
arithmetic or geometric mean, is inconsistent with the theory of a forward-looking
ROE. Furthermore, the historical risk premium over the period from 2007-2009
decreased during the Great Recession, which is counterintuitive because risk
aversion was higher among investors during this period (as shown by elevated
market volatility and exaggerated credit spreads), suggesting that the market risk

premium should also have been higher.

* Mr. Mease’s sole reliance on the historical yields on U.S Treasury bonds in his
CAPM analysis does not take into consideration the market’s expectation that
interest rates will be increasing over the period when the rates established in this

proceeding are in effect.

* The results of Mr. Mease’s CAPM analysis range from 6.00 percent to 7.19
percent. Mr. Mease states that these returns exceed a 4.60 percent yield by 107 to
228 basis points, suggesting that this range is an appropriate equity risk premium

in current market conditions.” However, Mr. Mease’s range is also 153 to 272

See Direct Testimony of Robert B. Mease, at 14. The actual spread between Mr. Mease’s results and a 4.60
percent yield is 140 to 259 basis points.
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basis points below any authorized ROE for electric utilities in more than 30
years.® Therefore, it is not reasonable to afford any weight to the results of Mr.

Mease’s CAPM analysis.

e Applying reasonable adjustments to Mr. Mease’s CAPM analysis results in a
range of returns of 8.46 percent to 10.74 percent, with a mean of 9.93 percent.
This represents an increase in the range of results of approximately 250 to 350
basis points.

* Mr. Mease’s recommended FVROR is calculated by removiné inflation from the
Original Cost Rate of Return. Mr. Mease’s calculation overstates the inflation in
the FVRB by adjusting the FVROR by the full inflation rate. The FVRB is
estimated using equal weightings of OCRB, which does not include inflation, and
the estimated RCND, which is affected by inflation. Therefore, since only 50
percent of the FVRB is affected by inflation, it is not appropriate to adjust the
entire FVROR by inflation. Rather, in order to properly remove inflation using
Mr. Mease’s approach, the inflation factor that is applied to the equity and debt
cost rates should have been reduced by 50 percent, increasing Mr. Mease’s
FVROR by 67 basis points to 5.93 percent. Furthermore, adjusting the original
cost ROE recommendation used in Mr. Mease’s FVROR calculation to 9.36
percent increases the FVROR by 121 basis points to 6.47 percent.

Please summarize your response to TASC witness Dr. Woolridge’s ROE and equity

ratio recommendations for UNS Electrie.

Dr. Woolridge’s analyses and ROE recommendation do not provide a reasonable
estimate of UNS Electric’s cost of capital. In particular, I disagree with Dr.

Woolridge’s recommendation for several reasons:

Source: SNL Energy, Inc. RRA rate case data from 1979 through 2015.
8




10

11
12
13
14
15
16

17
18
19
20
21

22
23
24
25
26

* Dr. Woolridge’s 8.75 percent ROE recommendation is well below any recent

ROE awards for vertically-integrated electric utilities and would not allow UNS

Electric to compete for capital with other investments of comparable risk;

Dr. Woolridge’s Constant Growth DCF results of 8.70 percent to 9.00 percent are
not reasonable because of the growth rate assumptions he relies on to specify the
model. Dr. Woolridge’s analysis includes historical growth rates for earnings,
dividends and book value, projected internal or sustainable growth rates, and
negative forecasted earnings growth rates. My Rebuttal Testimony discusses each
of these assumptions and why it is more appropriate to rely on projected earnings

growth rates in a DCF model.

Dr. Woolridge’s CAPM results of 8.10 percent to 8.30 percent are substantially
lower than any authorized ROE for a vertically integrated electric utility in the
U.S. in the last 25 years. Dr. Woolridge’s analysis produces unreasonably low
results because of the assumption he uses for the market risk premium. Dr.
Woolridge has relied on a market risk premium of 5.50 percent, which does not

reflect the inverse relationship between the equity risk premium and interest rates.

Dr. Woolridge’s proxy group of 29 electric utilities is not risk comparable to UNS
Electric because he uses a revenue screen rather than an operating income screen;
the proxy group includes companies that derive a significant percentage of their
revenues from gas distribution operations, and companies that should be excluded

for company-specific reasons.

Dr. Woolridge has relied primarily on the results of his Constant Growth DCF
analysis to support his ROE recommendation. He has given little or no weight to
other, well-established models that I have used to estimate the Cost of Equity,
such as the Multi-Stage DCF, a forward-looking CAPM, and the Bond Yield Plus

Risk Premium analysis.
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e Dr. Woolridge’s 8.75 percent ROE recommendation fails to adequately consider
capital market conditions, including the fact that credit spreads have been
widening throughout 2015, and that interest rates on government and corporate

bonds are expected to increase substantially over the next few years.

* Dr. Woolridge’s proposal to impute a hypothetical capital structure consisting of
50 percent common equity and 50 percent long-term debt should be rejected. He
has provided no reasonable basis for deviating from UNS Electric’s actual test
year -capital structure which contains 52.83 percent common equity. The
Company’s proposed equity ratio is somewhat lower than the proxy group

average common equity ratio of 53.72 percent.

* Dr. Woolridge does not propose a methodology to estimate the FVROR, agreeing
to adopt the methodology relied on by Staff, substituting his recommendations for
the OCRB ROE and capital structure. Applying those assumptions to the Staff
methodology results in the lowest recommended FVROR of the Opposing ROE
witnesses of 5.24 percent. As discussed previously, I disagree with Dr.
Woolridge’s capital structure and original cost rate base ROE estimates.
Furthermore, as discussed in my response to the Staff, the use of a cost rate from
2009 and 2012 for the Fair Value Increment does not relate to the current market

conditions and is not reasonable.

Please summarize your response to Wal-Mart witness Mr. Chriss with respect to the

ROE for UNS Electric.

Mr. Chriss does not recommend a specific ROE for UNS Electric. Rather, he suggests
that the Commission should examine the Company’s proposed 10.35 percent request in

light of the customer impact of the resulting revenue requirement increases and recent

10
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returns on equity for electric utilities approved by commissions nationwide.” Mr. Chriss
testifies that the average authorized ROE for vertically-integrated electric utilities from
2012-2015 has been 9.98 percent, and that the trend in recent years has been toward
declining allowed returns on equity. Mr. Chriss ultimately recommends that the
Commission not allow an ROE higher than the current authorized level of 9.50 percent
unless there is a showing that economic or capital market conditions are significantly

different than at the time the current ROE was established.®

As discussed in my Direct and Rebuttal Testimony, economic and capital market
conditions today are, in fact, different than in late 2013 when the Commission approved
the settlement agreement, which included the current 9.50 percent ROE. As discussed in
my response to Mr. Abinah, credit spreads are substantially wider today, suggesting
higher risk aversion among investors, and both government and corporate bond yields are
projected to increase during the period in which rates are likely to be in effect for UNS
Electric, both of which suggest a Cost of Equity for UNS Electric above the current

authorized level of 9.50 percent.

Do you agree with Mr. Mease, Dr. Woolridge and Mr. Chriss that the Commission
should consider ROE awards in other jurisdictions as a practical benchmark for

assessing ROE recommendations?

Yes. I agree that ROE awards in other jurisdictions provide a useful benchmark to
assist the Commission in assessing overall reasonableness and send an important signal
to investors regarding whether there is regulatory support for financial integrity,
dividends, and financial growth, and fair compensation for business and financial risk.
The cost of capital represents an opportunity cost to investors. If higher returns are

available for other investments of comparable risk, investors have the incentive to direct

See Direct Testimony of Steve W. Chriss, at 4.
1bid., at 17.

11
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their capital to those investments. Thus, an ROE significantly below authorized ROEs
in other jurisdictions can inhibit the Company’s ability to attract capital for investment

in Arizona.

How do the ROE recommendations of the Opposing ROE witnesses compare to the

allowed ROE:s for other integrated electric utilities?

Chart 1 provides the range of recently authorized ROEs. As shown on Chart 1, the
ROE recommendations of Mr. Mease (8.35 percent) and Dr. Woolridge (8.75 percent)
are well below the lowest authorized ROE for an integrated electric utility between
January 1, 2012 and November 30, 2015. Both Messrs. Abinah and Chriss recommend
an ROE not to exceed 9.50 percent, which is at the low end of the range of authorized
returns for integrated electric utilities over this period, and well below the average ROE

for integrated electric utilities of 9.98 percent that Mr. Chriss cites.
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Chart 1: Authorized ROEs for Integrated Electric Utilities
January 1, 2012 — November 30, 2015°
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Have you updated your ROE analyses?

Yes. I have updated the analyses for the proxy group companies contained in my Direct
Testimony to reflect data through November 30, 2015. My updated analysis excludes
Southern Company and Duke Energy Corporation, which are both now parties to
merger agreements and no longer meet my screening criteria on that basis. The results

of my updated analyses are summarized in Table 2.

Source: SNL Energy, Inc.
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Table 2: Updated Analytical Results

Mean Low Mean Mean High
Constant Growth DCF
30-Day Average 8.41% 9.35% 10.32%
90-Day Average 8.50% 9.44% 10.42%
180-Day Average 8.52% 9.46% 10.43%
Multi-Stage DCF
30-Day Average 9.29% 9.52% 9.78%
90-Day Average 9.39% 9.63% 9.89%
180-Day Average 9.40% 9.64% 9.91%
CAPM
2017-2
Current Risk Free Prf)?:cstfdogisk Pro?:;edﬂf(lisk
Rate (2.98%) Free Rate (3.37%) Free Rate
(4.80%)
Bloomberg 9.67% 9.81% 10.34%
Value Line 11.21% 11.30% 11.61%
Bond Yield Plus Risk Premium
Low Mean High
Risk Premium 9.87% 10.04% 10.67%

What is your conclusion regarding the appropriate Cost of Equity for the

Company?

The ROE results presented in my Direct Testimony indicated a range of 10.00 percent
to 10.60 percent from a combination of models and alternative input assumptions. As
shown in Exhibits AEB-R-1 through AEB-R-6, 1 have updated my analyses through
November 30, 2015, using the same models to estimate the Cost of Equity for UNS
Electric. These updated results continue to support my initial ROE recommendation of
10.35 percent. ROEs at the levels proposed by Mr. Mease and Dr. Woolridge are not

reasonable and would not meet the standards established in Hope and Bluefield for a fair

return.

recommended 9.50 percent ROE, I believe that economic and financial market

14

Notwithstanding the Company’s willingness to not oppose Staff’s
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1.

conditions have changed since 2013 and that current conditions support an ROE higher
than 9.50 percent. In particular, credit spreads are wider, market volatility has increased
in 2015, and interest rates on government and corporate bonds are projected to rise over
the next few years. For these reasons, capital costs are now higher than in 2013 and

support my ROE recommendation of 10.35 percent for UNS Electric.

CAPITAL MARKET CONDITIONS AND THEIR EFFECT ON THE COST OF
EQUITY FOR UNS ELECTRIC

Have the Opposing ROE witnesses considered the effect of economic and capital

market conditions in establishing their respective ROE recommendations?

Messrs. Mease and Chriss, and Dr. Woolridge cite the current low interest rate
environment as an important consideration in the Cost of Equity and as support for their
low ROE recommendations. Staff does not discuss current economic and capital
market conditions.. Dr. Woolridge and Mr. Chriss also cite the recent trend of declining
average ROE awards for regulated electric utilities. The Opposing ROE witnesses’
recommendations, however, are based on capital market conditions over the past few
years, and do not adequately consider the changes that have occurred in recent months
or the prospects for financial markets on a going-forward basis. In particular, Mr.
Mease devotes a considerable portion of his testimony to discussing financial niarket
conditions and utility stock performance in 2014, but does not consider market
conditions in the last year or the expectations for changes in market conditions during
the period when the rates that are decided in this case will be in effect. In my view, it is
not reasonable to dismiss current and projected market conditions or to base the
authorized ROE for UNS Electric in this proceeding on economic and financial market

conditions from 2013 or 2014.

15
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Rather, the ROE that is authorized in this proceeding is intended to provide a reasonable
return to investors over the forward-looking period during which these rates will be in
effect. For that reason, it is important to consider the prospects for financial markets
during that period. As discussed in my Direct Testimony, extraordinary and persistent
federal intervention in capital markets has artificially lowered government bond yields
since the Great Recession of 2008-09, as the Federal Reserve has used monetary policy
(both reductions in short-term interest rates and purchases of Treasury bonds and
mortgage backed securities) to stimulate the U.S. economy. '°  This highly
accommodative monetary policy has resulted in government bond yields that have been
artificially suppressed by the Federal Reserve. However, as shown in Charts 2 and 3,
market data suggest that investors perceive greater risk in the current market environment
and expect rising interest rates. Therefore, it is important to consider the current and
prospective market conditions and investor expectations for higher interest rates, all of

which put upward pressure on utility capital costs going forward.

Please discuss the recent change in monetary policy by the Federal Reserve.

At its December 2015 meeting, the FOMC voted to increase short-term interest rates by
25 basis points, and indicated its intention to gradually raise interest rates in coming
months as economic conditions returned to normal after the financial and economic
shocks that took place during the credit crisis and the ensuing Great Recession. The
December 2015 FOMC decision provides confirmation that central bankers believe that
economic conditions have improved sufficiently so as to justify a gradual increase in
short-term rates. More importantly, yields on longer-term corporate and utility bonds,
which are directly controlled by market forces rather than monetary policy, have been

increasing throughout 2015. These market-based interest rates offer clear evidence that

Direct Testimony of Ann E. Bulkley, at 11-12.
16
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investors are requiring higher rates of return to assume the risks associated with corporate
debt. In short, capital costs are increasing and are expected to continue increasing as the

FOMC gradually raises short-term interest rates.

What is thevfinancial market’s perspective on the likelihood for future increases in
short-term interest rates by the Federal Reserve?

As previously discussed, in mid-December 2015 the Federal Reserve announced the first
increase in short-term interest rates since the financial market collapse in 2008. In its
statement, the Federal Reserve indicated that further in;reases in short-term interest rates
would be gradual as the economy strengthens further and inflation rises from undesirably
low levels. The January 2016 issue of the Blue Chip Financial Forecasts (“Blue Chip™)
surveyed leading economists and market participants concerning their views about the
likelihood of future increases in short-term interest rates by the Federal Reserve. Blue
Chip reports that 73 percent of market participants surveyed expect the Federal Reserve
to raise short-term interest rates again at the FOMC meeting in March with the

expectation that there could be up to three short-term interest rate increases in 2016.!!

According to Blue Chip, yields on 30-year Treasury bonds are forecasted to increase to
4.80 percent between 2017 and 2021.'2 Dr. Woolridge acknowledges the probability of
tighter monetary policy, and uses a risk free rate of 4.00 percent in his CAPM analysis.
However, Dr. Woolridge fails to recognize that current dividend yields of
approximately 3.90 percént for utility shares will not be competitive with higher yields
on government and corporate bonds. Consequently, the results of Dr. Woolridge’s

Constant Growth DCF analysis are understated because the current dividend yield

Blue Chip Financial Forecasts, Volume 35, No. 1, January 1, 2016, at 14.
Blue Chip Financial Forecasts, Volume 34, No. 6, June 1, 2015, at 14.
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component does not adequately reflect the higher interest rate environment that he

expects in his CAPM analysis.

What indications are there that investor risk sentiment is increasing?

The evidence of investors’ increased risk sentiment is strong. Even as Treasury bond
yields have remained relatively low in 2015, yields on corporate and utility bonds have
increased steadily throughout the year. Consequently, as shown on Chart 2, credit
spreads between government and utility bonds have increased to the highest level since
the credit and financial crisis. In particular, the spread between Baa-rated utility debt
and Treasury bonds is now more than 240 basis points, which is greater than the spread

that occurred just prior to the Great Recession.

Chart 2: Credit Spreads for Moody’s A- and Baa-rated Utility Bonds
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What do higher credit spreads indicate about the market?

Higher credit spreads are an indication that bond investors are becoming more
concerned about future economic conditions and the ability of corporations to withstand
any economic downturn that may occur. Recently, The Wall Street Journal reported on

the trend toward higher credit spreads:

The U.S. corporate-bond market is starting to flash caution signals
about the broader economy. The difference in yield, called the
“spread,” between bonds from America’s strongest companies and
ultrasafe U.S. Treasury securities has been steadily increasing, a trend
that in the past has foreshadowed economic problems. Wider spreads
mean that investors want more yield relative to Treasurys to own
bonds from U.S. companies. It can signal that investors are less
confident about companies’ business prospects and financial health,
though other factors likely also are at play.

Spreads in investment-grade corporate bonds — debt from companies
rated triple-B minus or higher — are on track to increase for the
second year in a row, according to Barclays data. That would be the
first time since the financial crisis in 2007 and 2008 that spreads

widened in two consecutive years.
ok ok

Investors and analysts say they are closely watching the action to
determine whether trouble is brewing once again. Concerns are
growing about companies’ ability to pay back the massive debt load
taken on in recent years, as ultralow interest rates spurred corporate
finance chiefs to sell record amounts of bonds."

How have equity markets reacted to widening credit spreads and the prospect for

higher interest rates?

Equity markets have been declining in recent weeks and widening credit spreads signal
possible economic distress ahead. As shown in Chart 3, utility stocks have
underperformed the broader market since February 2015, as investors reacted to the
gradual rise in Treasury bond yields. The broader market, as measured by the S&P 500,

has been particularly volatile since mid-August, as equity investors contemplated the

Mike Cherney, “U.S. Bonds Flash a Warning Sign,” The Wall Street Journal, September 28, 2015, at C1.
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prospect for higher interest rates and as global economic growth has slowed,

in China.

Chart 3: 2015 Stock Performance Relative to U.S. Treasury Yields
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Q. What is your conclusion regarding the effect of capital market conditions on the
authorized ROE for UNS Electric?
A. Wider credit spreads between government and utility bond yields and increased market

Moreover,

investors expect interest rates to increase as the Federal Reserve withdraws the

extraordinary level of monetary stimulus that has been provided to the U.S. economy

since the Great Recession. As interest rates rise, dividend yields on utility shares

become less competitive with higher yields on government and corporate bonds. As a

result of higher credit spreads, increased market volatility and rising interest rates, it is

20




10
11
12
13
14

15
16
17
18
19
20
21
22
23

Iv.

reasonable to expect that the cost of capital for electric utilities such as UNS Electric is

increasing, not decreasing.

RESPONSE TO STAFF WITNESS ABINAH
Please summarize Staff’s ROE recommendation.

Staff recommends an ROE for UNS Electric of 9.50 percent, based on the
Commission’s December 31, 2013 decision approving the Settlement Agreement filed
by the parties in Docket No. E-04204-A-12-0504. Staff cites the 2009 and 2012 rate
cases filed by UNS Electric, in which Staff retained Mr. David Parcell to conduct cost
of capital studies. Staff states that by approving the Settlement Agreement, the

Commission found that the resulting rates were just, fair and reasonable.'*

What is your response to Staff’s testimony and recommendation concerning the cost

of capital?

I do not agree that it is “relevant, reasonable and consistent” to rely on the 2013
Settlement Agreement to set the authorized ROE for UNS Electric in this proceeding.
One of the fundamental principles of the Hope and Bluefield decisions is that the cost of
capital should be commensurate with returns available to other companies with
comparable risk. :Another fundamental principle of those decisions is that the cost of
capital should be consistent with current economic and capital market conditions. As [
have stated, the current economic and financial market conditions are not similar to

those in 2013. Further, the 9.50 percent ROE recommendation is not consistent with

recently authorized ROE:s for vertically-integrated electric utilities in other jurisdictions.

Direct Testimony of Elijah Abinah, at 5.
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As shown in Chart 1, that recommendation is lower than almost all recently authorized

ROEs.

Do you agree with Staff that it is reasonable to conclude that the Cost of Equity for

electric utilities today is in the range of 8.50 percent to 10.50 percent?

No, I'do not. The basis for Staff’s conclusion is that the Commission should rely on the
Cost of Equity range presented in the testimony of Staff’s witness, David C. Parcell, in
the 2009 and 2012 UNS Electric rate cases. However, a reasonable cost of capital is
highly dependent on the time period in which it is being established. Numerous
changes have occurred since those 2009 and 2012 rate cases that make comparisons
difficult, if not impossible. For example, many of the companies in the proxy groups
used by Mr. Parcell have been involved in mergers and could not be used to estimate
the Cost of Equity for UNS Electric today. Furthermore, economic and capital market
conditions are very different in November 2015 than in June 2013 (when Mr. Parcell
filed testimony in the 2012 rate case) or in November 2009 (when Mr. Parcell filed
testimony in the 2009 rate case). In particular, monetary policy has evolved as the
Federal Reserve introduced and ultimately discontinued its Quantitative Easing
programs. Similaﬂy, the interest rate outlook is very different because economic
conditions have improved and unemployment has declined substantially, allowing the
Federal Reserve to start the new cycle of monetary tightening. Likewise, credit spreads
have increased significantly in 2015, as yields on utility bonds have risen more than 60
basis points since January, while yields on government bonds have been held down by
highly accommodative monetary policy.”> In addition, equity valuations have increased
substantially since 2009, as investors have been willing to pay higher multiples for the

earnings stream because the relative returns from bonds have been so depressed due to

The Moody’s A-rated utility bond index credit spread is 65 basis points. The spread for the Moody’s Baa-
rated utility bond index is greater than 100 basis points.
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the low interest rate environment since the Great Recession. These higher equity
valuations have been driven by monetary policy, which was intended to push investors
out of lower-risk asset classes such as savings accounts and certificates of deposit, into
higher-risk asset classes such as common equity. For all of these reasons, I do not agree
that it is reasonable to rely on equity cost rates that were established under very
different economic and capital market conditions, and using very different proxy groups

of electric utility companies.

Have you compared projected economic conditions today with those at the time

when Mr. Parcell filed testimony in the 2009 and 2012 UNS Electric rate cases?

Yes, I have compared the current outlook for the U.S. economy to projected conditions
in November 2009 and June 2013 when Mr. Parcell filed testimony in the two previous
UNS Electric rate cases. As shown in Table 3, projected unemployment rates have
declined substantially from 9.9 percent in November 2009 to 4.8 percent in November
2015. Similarly, projected growth in disposable personal income has increased from
1.4 percent in November 2009 to 2.7 percent in November 2015, as U.S. consumers are
feeling more confident about prospects for employment, wage gains and economic
growth. Forecasted real GDP growth has remained steady since 2009 as the economic
recovery has been weakér than after most recessions, while the projected inflation rate
is slightly lower than in November 2009, which allowed the Federal Reserve to

maintain its “highly accommodative™ monetary stance for longer than expected.
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Table 3: Projected Key Economic Indicators'®

2015 June 2013 (data Nov. 2009
Nov. 201 used in 2014 (data used in
(for 2016) Settlement 2010)
Agreement)
Unemployment Rate 4.8% 7.1% 9.9%
Real GDP (annualized) 2.6% 2.6% 2.7%
Inflation (CPI) 1.8% 1.9% 2.0%
Disposable Personal Income 2.7% 2.6% 1.4%

Based on stronger conditions in employment markets, the Federal Reserve announced at
the conclusion of the December 2015 FOMC meeting that it would increase short-term
interest rates by 25 basis points, which marks the first increase in the Fed Funds rate in

nine years.

How do interest rates and credit spreads in December 2015 today compare with
those at the time when Mr. Parcell filed testimony in the 2009 and 2012 UNS

Electric rate cases?

As discussed in Section III, credit spreads have increased steadily throughout 2015 as
yields on corporate and utility bonds have risen much more than yields on government
bonds, which are still held artificially low by monetary policy. As shown in Table 4,
90-day rolling average credit spreads between 30-year Treasury bonds and Moody’s
Baa and A-rated utility bonds are higher now than in June 2013. It is not reasonable to
compare the current market conditions to those in November 2009 because financial
and credit markets in 2009 were still impacted by the financial crisis, and credit spreads

were exaggerated.

Sources: Blue Chip Economic Indicators, Volume 40, No. 11, November 10, 2015, at 4, Blue Chip
Economic Indicators, Volume 38, No. 6, June 10, 2013, at 4, and Blue Chip Economic Indicators, Volume
34, No. 11, November 10, 2009, at 4.
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Table 4: Interest Rates and Credit Spreads'’

11/30/2015 6/28/2013 11/6/2009

90-day average yield U.S. Treasury

bonds 2.93% 3.14% 4.29%
90-day average yield Moody’s Baa-

rated bond 5.40% 4.73% 6.37%
Spread between 30-year U.S. Treasury

and Moody’s Baa-rated utility bond 2.47% 1.58% 2.08%
index

Spread between 30-year U.S. Treasury

and Moody’s A-rated utility bond 1.40% 1.07% 1.40%
index

Spread between Moody’s Baa and A-

rated bond index 1.07% 0.51% 0.68%

Rising credit spreads are an indication of increased investor risk aversion. Equity
markets have been more volatile in 2015, and stock prices have declined in 2015 for
dividend paying stocks such as electric utilities which are more sensitive to higher
interest rates. As such, rising credit spreads are another indication that capital costs are
higher today than at the time Mr. Parcell filed his testimony in the 2012 UNS Electric

rate case.

Which proxy group companies that were used by Mr. Parcell in his DCF, CAPM,
and Comparable Earnings analyses in the 2009 and 2012 rate cases could not be

used today to estimate the Cost of Equity for UNS Electric?

Consistent with most analysts, Mr. Parcell relies on a merger screening criteria,
excluding companies from his analysis that are involved in transformative transactions.
Several companies that were included in Mr. Parcell’s 2009 and 2012 analyses of the
Cost of Equity could not be used currently because they have either been acquired or

are involved in mergers/acquisitions. Based on his November 2009 testimony, three of

Source: Bloomberg Professional.
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seven companies would be excluded from his proxy group on this basis: Hawaiian
Electric; Pepco Holdings; and TECO Energy. Based on Mr. Parcell’s June 2013
testimony, four of the eight companies would be excluded from his proxy group: Cleco
Corp; Hawaiian Electric; Pepco Holdings; and UIL Holdings. In both cases, that would
leave only four companies in the Parcell proxy group, which is generally not considered

a sufficient sample size for an ROE analysis.

Is Staff’s ROE recommendation of 9.50 percent consistent with returns for

integrated electric utilities in other jurisdictions across the U.S.?

As shown in Chart 1, Staff’s ROE recommendation of 9.50 percent is on the lower end
of recent ROE awards for integrated electric utilities. Forward-looking economic and
capital market conditions as well as UNS Electric’s additional business risks support an
authorized ROE above the proxy group average and higher than 9.50 percent. As
discussed in my Direct Testimony, UNS Electric is smaller than the proxy group
companies, has an elevated level of capital expenditures compared to the companies in

the proxy group, and has above average regulatory risk in Arizona.'®

What is your conclusion regarding Staff’s ROE recommendation of 9.50 percent?

While UNS Electric would not oppose Staff’s ROE recommendation as long as the
overall revenue increase and rate design approved provides UNS Electric a reasonable
opportunity to earn that ROE, the results of the ROE estimation models and the risk
factors discussed in my Direct and Rebuttal Testimony demonstrate that the appropriate
ROE today is significantly higher than the 9.50 percent that was approved in the
Settlement Agreement in the Company’s last rate case. As I have demonstrated,

conditions in capital markets suggest that investors are more risk averse now than in

Direct Testimony of Ann E. Bulkley, at 41-49.
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2013, as shown by higher yields on corporate and utility bonds, wider credit spreads
between government and corporate debt, declining valuations for utility shares, and
more volatility in the broader equity markets. Furthermore, ROE awards for integrated
electric utilities have generally been above the 9.50 percent level in 2014 and 2015.
Taking into consideration UNS Electric’s above average business risk, I believe that an

authorized ROE above recent returns for other integrated electric utilities is justified.

Please summarize Staff’s proposed return on the FVROR and Fair Value

Increment.

Staff summarizes the FVROR that was adopted by the Commission in the UNS Electric
cases since 2009, noting that the Commission applied a cost rate of 2.10 percent to the
Fair Value Increment in Decision No. 71914 and 0.50 percent in Decision No. 74235.
Based on this review, Staff recommends that the Commission approve a cost rate of

0.50 percent for the Fair Value Increment in this proceeding.'’

Do you agree with Staff’s recommendation?

The methodology that was used in Decision Nos. 71914 and 74235 and are relied on
currently by Mr. Abinah is consistent with the methodology used in my Direct
Testimony, assigning a return to the Fair Value Increment. However, I believe that
current economic and market conditions would support a cost rate that is higher than
Staff proposes to apply to the Fair Value Increment. Similar to the ROE
recommendation, Staff’s proposed cost rate on the Fair Value Increment is based on the
recommendation of Mr. Parcell in Docket No. E-04204-A-12-0504, which relied on
data from 2012.

Direct Testimony of Elijah Abinah, at 11.
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While the Commission approved a 0.50 percent cost rate for the Fair Value Increment in
Decision No. 74235, that rate was approved as part of a Settlement Agreement. In the
conclusions in that decision, the Commission specifically noted that the Settlement
Agreement provided benefits to ratepayers, shareholders and the community and
represented a fair and balanced resolution of all issues “[blased on the totality of
circumstances”. Therefore, the Commission did not specifically determine that this cost

rate was the appropriate rate to be used for the Fair Value Increment.

Even if the Commission had specifically approved a 0.50 percent rate in Decision No.
74235, that cost rate was based on market conditions at the time of that proceeding,
which relied on data from 2012. As discussed in my response to Staff's ROE
recommendation, market conditions have changed significantly since December 2013.
Therefore, even though UNS Electric would not oppose Staff’s 0.50 percent rate
recommendation as long as the overall revenue increase and rate design approved
provides UNS Electric a reasonable opportunity to earn its authorized ROE, the data
presented in my Direct Testimony demonstrates that the inflation rate that could be
applied to the fair value increment rate is higher than the 0.50 percent in the Settlement

Agreement approved in the Company’s last rate case.

RESPONSE TO RUCO WITNESS MEASE
Please summarize Mr. Mease’s analyses and recommendations.

Based on his analyses, Mr. Mease develops a range of ROE results from 6.00 percent to
8.95 percent, and recommends an ROE for UNS Electric of 8.35 percent.”’ The mean
result of Mr. Mease’s Constant Growth DCF analysis forms the upper boundary of his

range of results, while the lower boundary is based on the lowest result from his CAPM

20

Direct Testimony of Robert B. Mease, at 14.
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analysis using a geometric mean market risk premium. Mr. Mease ignores the high end
of the range of results of 9.63 percent established using his DCF analysis. Mr. Mease
indicates that his point estimate of 8.35 percent is slightly above the midpoint of his
arithmetic mean CAPM result of 7.19 percent and his Constant Growth DCF result of
8.95 percent. Mr. Mease testifies that his ROE recommendation is consistent with the
current low interest rate environment®', and that electric utility shares enjoyed strong
returns in 2014 as compared to the broader market.”?> Mr. Mease supports the
Company’s proposed capital structure of 52.83 percent common equity and 47.17
percent long-term debt. Mr. Mease calculates the weighted average cost of capital of
6.86 percent, then deducts 0.25 percent as an inflation adjustment. Further, Mr. Mease
recommends a FVROR for UNS Electric of 5.26 percent, which he derives by
subtracting an inflation rate of 1.35 percent from his inflation adjusted weighted

average cost of capital of 6.61 percent.

Is Mr. Mease’s ROE recommendation of 8.35 percent fair and reasonable for UNS

Electric?

No, Mr. Mease’s ROE recommendation of 8.35 percent is 115 basis points below UNS
Electric’s currently authorized ROE and is substantially lower than returns available
from other comparable-risk investments. Mr. Mease provides no analysis that
demonstrates that the Cost of Equity has declined since UNS Electric’s last rate
proceeding to justify such a significant reduction in the Company’s Cost of Equity. Mr.
Mease’s discussion of economic and capital conditions is largely outdated and does not
reflect the reality of higher credit spreads, or prospects for higher interest rates, or the
volatility that has characterized the broader equity market in recent months. As a result,

Mr. Mease’s recommendation does not reflect the current and prospective market

21

1bid., at 26.
Ibid., at 21.
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conditions that UNS Electric will experience when the return that is decided in this case
will be in effect. Finally, Mr. Mease has failed to take into consideration additional
business and regulatory risks which differentiate UNS Electric from the proxy group
companies, such as UNS Electric’s significant capital expenditure requirements, the

Company’s small size, and the uncertain regulatory environment in Arizona.

What are your principal areas of disagreement with Mr. Mease?

I disagree with the following aspects of Mr. Mease’s analyses: (1) his sole reliance on a
Constant Growth DCF model and his failure to consider a Multi-Stage DCF analysis;
(2) his use of projected dividend growth rates in the Constant Growth DCF model; (3)
his failure to consider the full range of results in the DCF analysis; (4) his application of
the CAPM and the reasonableness of his CAPM results; (5) his failure to take into
consideration the higher business and regulatory risks to which UNS Electric is exposed
relative to the proxy group companies; and (6) his FVROR recommendation and the

method used to derive that recommendation.

A. Application of the Constant Growth DCF Model

What are your concerns with Mr. Mease’s sole reliance on the Constant Growth

form of the DCF model?

Mr. Mease’s analysis does not consider the possibility that growth rates may change
over time, something that is important to consider, especially as macroeconomic
conditions are recovering very slowly from a significant market shock. Mr. Mease
identifies specifically that the DCF model he relies on assumes that: 1) dividends will

grow at a constant rate into perpetuity, and 2) the dividend payout ratio will remain at a
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constant rate.> Mr. Mease notes that both assumptions are based on the underlying
assumption that earnings, dividends, book value and share growth all increase at the
same rate into infinity. Based on recent market conditions, it is reasonable to expect that
growth rates will change over time and to reflect that in the analysis using a Multi-Stage

model.

Do you agree with the proxy group that Mr. Mease relies on for his DCF analysis?

While the proxy group companies are generally similar to the group that I relied on in
my Direct Testimony, since that testimony was filed, Southern Company has entered
into a merger agreement. Therefore, Southern Company would no longer meet my
screening criteria and would be excluded from the proxy group during the analytical
period that Mr. Mease relied on. As shown on Exhibit AEB-R-7, removing Southern
Company from Mr. Mease’s analysis would increase the mean results of his DCF

analysis to 9.00 percent and the high end of the range to 9.71 percent.

What growth rate does Mr. Mease rely on in his Constant Growth DCF analysis?

Mr. Mease states that dividend growth can be measured using the product of a company’s
retention ratio and its return on book equity.?* This is the sustainable growth rate
commonly expressed as the “b” x “r” growth rate. However, in Exhibit RBM-5, Mr.
Mease’s analysis relies on both projected dividend growth rates, as reported by Value
Line, and analysts’ projected earnings growth rates as, reported by Yahoo! Finance, not

on sustainable growth, as his testimony implies.

23
24

Direct Testimony of Robert B. Mease, at 8.
Ibid, at 9.
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Do you agree with the growth rates that Mr. Mease relies on in the DCF analysis?

Not entirely. Mr. Mease relies on an average of projected dividend per share growth
and earnings per share growth rates to estimate the growth rate in the DCF model.
Estimates of earnings growth are more indicative of long-term investor expectations
than are dividend or book value growth estimates because earnings growth is least
influenced by capital allocation decisions that companies may make in response to near-
term changes in the business environment. Furthermore, earnings are the fundamental

driver of a company’s ability to pay dividends. As noted by Brigham and Houston:

Growth in dividends occurs primarily as a result of growth in
earnings per share (EPS). Earnings growth, in turn, results from a
number of factors, including (1) inflation, (2) the amount of earnings
the company retains and invests, and (3) the rate of return the
company earns on its equity (ROE).?

In the analysis presented in my Direct Testimony and the updated analysis presented in
my Rebuttal Testimony, the growth rate used in the Constant Growth DCF model is a

projected earnings per share growth rate.

How would the results of Mr. Mease’s DCF analysis change if he relied only on

projected earnings per share growth rates?

As shown on Exhibit AEB-R-7, the results of Mr. Mease’s DCF analysis excluding

Southern Company would increase by 35 basis points to 9.35 percent.

Eugene F. Brigham and Joel F. Houston, Fundamentals of Financial Management, at 317 (Concise Fourth
Edition, Thomson South-Western).
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Are there other assumptions in Mr. Mease’s DCF analysis that you disagree with?

Yes. Mr. Mease’s growth rates and the pricing data are not based on the same time
periods. Mr. Mease relies on pricing data for the period from July 1, 2015 through
September 30, 2015 from Yahoo! Finance, but uses earnings growth rates as of October
29, 2015. The more common approach to specifying the DCF model is to use growth

rates and pricing data for the same valuation period.

What is the appropriate correction to make for this error?

It is necessary to align the growth rates and the prices to the same analytical period. As
shown in Exhibit AEB-R-7, adjusting Mr. Mease’s analytical period to September 30,
2015, to be consistent with the pricing data that he has relied on increases his DCF

result using EPS growth rates and excluding Southern Company to 9.36 percent.
Please summarize the effects of the changes that you made to Mr. Mease’s DCF
results.

As shown in Table 5 below, by making corrections and appropriate changes to Mr.
Mease’s DCF analysis, the mean ROE range of results increases by 28 to 56 basis

points and overlaps my recommended range of 10.00 to 10.60 percent.

Table 5: Summary of Adjustments to Mease DCF

ROE Range
Filed 8.26%-9.63%
Excl. SO 8.28%-9.71%
Excl. SO, & Using EPS 8.44%-10.27%
Excl. SO, Using EPS & Using Sept. Data 8.54%-10.19%
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Do you agree with the range of results Mr. Mease relies on from his DCF analysis?

No, I do not. Mr. Mease’s DCF analysis estimates the ROE that results from using a
low, mean, and high growth rate. As shown in Exhibit RBM-5, the range of results
from that analysis is 8.26 percent to 9.63 percent, with a mean result of 8.95 percent.
Mr. Mease’s recommended ROE for UNS Electric of 8.35 percent is 60 basis points
below the mean result of his DCF analysis and only nine basis points higher than his
low DCF result. Mr. Mease provides no evidence to demonstrate why he believes that
the business risk that UNS Electric faces is lower than the average risk of the proxy
companies that he relies on. Furthermore, Mr. Mease disregards the high end of the

range of his DCF results without providing any rationale for excluding these results.

Have you reviewed the Potomac Electric Power decision that Mr. Mease cites as

support for relying on the DCF model?

Yes, I have. While the commission in that case did rely on the DCF model, there are
other important factors to be noted from this decision. First, the commission indicated
that while it has a preference for the DCF model, it does not preclude parties from filing
other approaches and most importantly, the commission considered the entire record,
“which may include actions taken by other commissions and recent changes in the law.”?
Furthermore, the commission set the upper bound of the ROE at the high end of the
range of the Constant Growth DCF results, calculated based on the high earnings per
share growth rates; similar to the calculation that Mr. Mease performed that resulted in
an ROE of 9.63 percent which was ignored in establishing his range. Finally, it is
important to note that the ROE that was established by that commission in 2014 for

Potomac Electric Power (a lower-risk transmission and distribution only utility) was

9.50 percent, or 115 basis points higher than the ROE recommended by Mr. Mease.

26

Public Service Commission of the District of Columbia, Order and Opinion No. 17424, March 26, 2014, p.
102-103.
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B. Application of Capital Asset Pricing Model

Please summarize Mr. Mease’s CAPM analysis and results.

Mr. Mease’s CAPM analysis relies on a historical market risk premium (“MRP”),
calculated using both the geometric and arithmetic averages, and the three month
historical average yield on 30-year Treasury bonds of 3.01 percent as the risk free rate.
That analysis produces an ROE estimate for UNS Electric of 6.00 percent using a
geometric mean MRP and 7.19 percent using an arithmetic mean MRP.?” Mr. Mease
relies on average Value Line Beta coefficients for the proxy group of 0.75, and a MRP
of either 4.0 percent (geometric mean) or 5.60 percent (arithmetic mean).”® Despite the
fact that Mr. Mease’s CAPM analysis produces an ROE estimate as much as 350 basis
points below the currently authorized ROE for UNS Electric, Mr. Mease does not
question the reasonableness of his CAPM results, establishing the low end of his range
for a cost of common equity for UNS Electric at 6.00 percent, which is the low end of

the results of his CAPM analysis.”

Please comment on the reasonableness of Mr. Mease’s CAPM results.

Mr. Mease’s CAPM results of 6.00 percent and 7.19 percent are entirely inconsistent
with the returns required by equity investors for companies with commensurate risk. As
noted previously, these results are 231 to 350 basis points below UNS Electric’s
currently authorized ROE and suggest an equity risk premium of only 134 to 253 basis
points above the Company’s embedded debt cost of 4.66 percent. The high end of this

range is approximately half of the equity risk premium implied by Staff’s

27
28
29

Direct Testimony of Robert B. Mease, at 14.
Exhibit RBM-6.
Direct Testimony of Robert B. Mease, at 14.
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recommendation, and a 6.00 percent ROE suggests an equity risk premium that is
slightly more than 25 percent of the equity risk premium proposed by Staff’s
recommended ROE. Furthermore, neither of Mr. Mease’s average CAPM results has
ever been observed as an authorized ROE for any electric utility in at least the past 25
years. Mr. Mease’s CAPM results are as low as 5.21 percent (geometric mean) and

6.09 percent (arithmetic mean) for an individual company (Southern Company).

Do you agree with Mr. Mease’s use of only the three month average yield on the 30-

year Treasury security as the risk free rate in his CAPM analysis?

No, I do not. As Mr. Mease notes, the Commission has stated that “the consideration of
both historical and projected data is appropriate in evaluating the Cost of Equity”.*
Therefore, the use of only the three month historical average yield of 3.01 percent as the
risk free rate in the CAPM analysis is not reasonable, especially when considering
investors’ expectation for rising interest rates during the period when this return will be
in effect. Furthermore, Mr. Mease fails to take into consideration the inverse
relationship between interest rates and the MRP. That is, if current interest rates are
approximately 300 basis points below historical levels, it is not appropriate to use the
three month average historical yield on 30-year Treasury securities as the risk free rate
in conjunction with the historical MRP from Morningstar. Furthermore, Mr. Mease
submitted the only independent CAPM analysis that does not consider the effect of
rising interest rates on the Cost of Equity. Projected yields on 30-year Treasury
securities indicate that investors are expecting substantially higher interest rates and

higher inflation over the next five years.

30

Direct Testimony of Robert B. Mease at 16. See also Decision No. 75268.
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Do you agree with the method Mr. Mease has used to derive his MRPs of 4.00

percent and 5.60 percent?

No. I disagree with Mr. Mease’s MRPs for three reasons. First, Mr. Mease has
subtracted the total return on government bonds rather than the income only return on
those bonds from the total return on large company stocks. Second, Mr. Mease relies on
both the geometric and arithmetic mean MRP. Third, as noted above, Mr. Mease has
failed to consider the inverse relationship between interest rates and the MRP, which
suggests that it is not appropriate to use a current risk free rate in conjunction with a
historical MRP when the current risk free rate is substantially lower than the
government bond yield that was used to derive the historical MRP. For all of these
reasons, Mr. Mease’s MRP is under-stated and does not reflect investors’ expectations

for future equity returns.

How would you correct the MRP used in Mr. Mease’s analysis?

It is important to take into consideration the relationship between interest rates and the
MRP. Therefore, if Mr. Mease is relying on the three month average historical yield on
Treasuries of 3.01 percent as the estimate of the risk-free rate, that same yield should
also be used in the estimation of the MRP. As shown in Schedule RBM-6, Mr. Mease’s
calculation of the MRP is based on a risk-free rate of 6.40 percent and relies on a three-
month historical risk-free rate of 3.01 percent in the CAPM. The estimation of the
MRP should reflect the current MRP and therefore should rely on the estimate of the
current risk-free rate. Correcting the MRP to rely on the current risk-free rate of 3.01

percent increases the MRP to 8.99 percent from 5.60 percent.
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Why is it not appropriate to use the total return on government bonds to derive the

MRP?

According to Morningstar, the historical MRP is appropriately calculated by subtracting
the income only portion of the government bond return from the total return on large

company stocks:

Another point to keep in mind when calculating the equity risk
premium is that the income return on the appropriate-horizon
Treasury security, rather than the total return, is used in the
calculation. The total return is comprised of three return components:
the income return, the capital appreciation return, and the
reinvestment return... The income return is thus used in the estimation
of the equity risk premium because it represents the truly riskless
portion of the return.’’

By subtracting the total return on government bonds from the total return on large
company stocks, Mr. Mease has understated the historical MRP by approximately 140
basis points (using the arithmetic mean).**> Based on Mr. Mease’s average Beta
coefficient of 0.75, the effect on his mean CAPM estimate is approximately 35 basis

points. Even that correction, however, renders results that are far too low to be

reasonable estimates of UNS Electric’s Cost of Equity.

What is the difference between the geometric and arithmetic mean for calculating

the MRP?

Although I do not endorse the use of a historical MRP, the arithmetic risk premium best
approximates the uncertainty associated with returns from year to year. The arithmetic
mean is the simple average of single period rates of return, while the geometric mean is
the compound rate that equates a beginning value to its ending value. The important

distinction between the two methods is that the arithmetic mean assumes that each

32

Morningstar, Ibbotson SBBI 2012 Valuation Yearbook, Market Results for Stocks, Bonds, Bills, and
Inflation 1926-2011, at 55.
Ibid., at 23.
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periodic return is an independent observation and, therefore, incorporates uncertainty
into the calculation of the long-term average. By contrast, the geometric mean does not
incorporate thé same degree of uncertainty because it assumes that returns remain
constant from year to year. In his review of literature on the topic, Cooper noted the

following rationale for using the arithmetic mean:

Note that the arithmetic mean, not the geometric mean is the relevant
value for this purpose. The quantity desired is the rate of return that
investors expect over the next year for the random annual rate of
return on the market. The arithmetic mean, or simple average, is the
unbiased measure of the expected value of repeated observations of a
random variable, not the geometric mean....[The] geometric mean
underestimates the expected annual rate of return.*

How can the projected MRP be estimated?

As discussed in my Direct Testimony, a reasonable method to estimate the forward-
looking MRP is to subtract the projected 30-year Treasury bond yield from the expected
return on the S&P 500 Index.>* Based on an estimated weighted-index dividend yield
of 2.13 percent and a weighted-index long-term growth rate of 11.26 percent, the
required S&P 500 market return is approximately 13.51 percent. The implied MRP
over the projected 30-year Treasury yield is 8.71 percent, or 311 to 471 basis points

higher than Mr. Mease’s estimates of 4.00 percent and 5.60 percent.

Have you estimated the change in the CAPM range of returns resulting from these

proposed adjustments?

Yes. Exhibit AEB-R-8 adjusts Mr. Mease’s CAPM analysis for the following changes:
1) updated the historical arithmetic mean market return; 2) adjusted the risk free rate

used in the calculation of the MRP to be consistent with the current risk free rate; and 3)

an
33
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lan Cooper, Arithmetic versus geometric mean estimators: Setting dzscount rates for capital budgeting,
European Financial Management 2.2, (1996): 158.
Direct Testlm_ony of Ann E. Bulkley, at 36-37.
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adjusted proxy group to exclude Southern Company. As shown in that Exhibit, the
range of returns increases to 8.46 percent to 10.74 percent, with a mean ROE estimate

01 9.93 percent.

What are your conclusions regarding Mr. Mease’s CAPM analysis?

Mr. Mease’s inputs to the CAPM analysis are based on historical data rather than
forward-looking investor expectations. Under the current interest rate environment, the
CAPM does not produce reliable results without making adjustments to certain inputs
and assumptions. Consequently, Mr. Mease’s CAPM analysis provides no meaningful
insight into the Cost of Equity for UNS Electric and should not be used to establish the

reasonable range of ROE estimates in this proceeding.

C. Fair Value Rate of Return

Please summarize Mr. Mease’s recommendation with respect to the FVROR for

UNS Electric.

Mr. Mease recommends a FVROR of 5.26 percent for UNS Electric, which is derived
by subtracting an inflation rate of 1.35 percent from his overall cost of capital of 6.61
percent.>> Mr. Mease’s inflation rate is based on a seven-year historical average
difference between the yield on Treasury Inflation Protected Securities (“TIPS”) and

comparable Treasury securities with similar liquidity and duration.

Direct Testimony of Robert B. Mease, at 5. Also, see Schedule RBM- 1, page 1.
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Do you agree with the methodology Mr. Mease has used to derive the FVROR for

UNS Electric?

No, I do not. First, I disagree with the application of the entire inflation factor to the
OCROR; in addition, I disagree with the specific estimate of inflation that was used in

Mr. Mease’s analysis.

Please explain why it is not appropriate to apply an inflation factor to the OCROR.

Based on the methodology that has been used to estimate the FVRB, it is not reasonable
to reduce the entire OCROR by the inflation factor. The FVRB is estimated by equally
weighing the Original Cost Rate Base (“OCRB”) and the Replacement Cost New
Depreciated (“RCND”) estimate of the value of the rate base. Only the RCND has an
inflation component. Therefore, the application of the inflation rate to the entire FVRB
incorrectly reduces the original cost portion of the rate base when that cost component
does not include inflation. Therefore, if the inflation factor is to be applied to the
OCROR, it should be reduced by 50 percent to reflect the fact that 50 percent of the

FVRB has no inflation component.

Does Mr. Mease recognize that the FVRB is based on OCRB and RCND?
Yes, Mr. Mease recognizes that it is the RCND that includes inflation and suggests that

the difference in the value of the OCRB and the FVRB is “due entirely to inflation.”¢

How does your proposed methodology for estimating the FVYROR address Mr.

Mease’s point regarding inflation in the FVRB?

The calculation proposed in my Direct Testimony is consistent with the methodology

proposed by Staff. This approach assigns a separate return on the Fair Value Increment,

RUCO response to UNS 3.1.
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which is the difference between the OCRB and the FVRB. As shown in Exhibit AEB-R-
11, I calculate the FVROR by applying the equity cost rate of 10.35 percent to the equity
component of the OCRB, and the debt cost rate to the debt component of the OCRB
without adjustment. The Fair Value Increment is then assigned a cost rate equal to one

half of the inflation rate.

Why do you disagree with the inflation rate relied on by Mr. Mease?

The inflation expectations over the historical period Mr. Mease relied on range from
0.48 percent in 2015 to 2.23 percent in 2011.%” Since 2011, the inflation rate that is
projected using Mr. Mease’s methodology has been declining. Therefore, relying on a
long-term historical average over this period significantly overstates the expected
inflation using his methodology. Furthermore, as discussed in the Rebuttal Testimony
of Mr. Grant, very minor changes in expected inflation produce significant changes in
the FVROR and overall revenue requirement. Significant variability in the revenue
requirement resulting from this methodology exposes UNS Electric to much greater risk

than the proxy companies.

Does the inflation adjustment proposed by Mr. Mease result in a FVROR penalty to
UNS Electric?

As discussed in the testimony of Company witness Grant, the application of Mr.
Mease’s 1.35 percent inflation factor to the Company’s proposed WACC would result
in a FVROR of 6.32 percent, which is slightly higher than the result of the methodology

developed in my Direct Testimony.

37

Schedule RBM-4.
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Do you agree then with Mr. Mease’s recommended FVROR?

No, I do not. Mr. Mease applies the inflation factor of 1.35 percent to his recommended
OCROR, which includes an equity rate of 8.35 percent. For the reasons discussed in
my response to Mr. Mease’s estimated ROE, I disagree with that proposed equity rate.

Mr. Mease’s recommended FVROR of 5.26 percent, which is developed from his

equity cost rate and FVROR methodology, is significantly below the returns for other

companies of similar risk and does not reflect the cost of capital for UNS Electric.

What changes would you propose to Mr. Mease’s recommended FVROR?

As discussed above, it is appropriate to adjust the inflation factor by 50 percent to reflect
the fact that the FVRB is derived only 50 percent from the RCND. In addition, it would
be appropriate to adjust the equity cost rate to a more reasonable estimate of the cost of

equity.

What is the resulting FVROR with your proposed changes to Mr. Mease’s analysis?

Exhibit AEB-R-9 provides the result of those proposed changes. Relying on the
adjusted DCF value shown in Table 5, and applying 50 percent of Mr. Mease’s inflation
factor results in a FVROR of 6.47 percent.*®

What is your conclusion with respect to the appropriate return on FVROR for UNS

Electric?

I continue to support the methodology used in my Direct Testimony to establish the

FVROR. That approach suggests a return on the Fair Value Increment between the

38

The use of a 9.35 percent ROE in this calculation does not suggest that this is the appropriate cost of equity
for UNS Electric. Rather, this analysis demonstrates that using a return that is more consistent with Staff’s
proposal and a reasonable inflation factor would result in a FVROR that is similar to the FVROR proposed
by the Company. '
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projected risk free rate and the ROE. The methodology that 1 have employed is
consistent with the approach proposed by Staff, though the inflation factors differ.
Specifically, I conclude that the minimum ROR that should be applied to the Fair Value
“Increment” of rate base is the real risk free rate, which I estimate to be 3.01 percent.*
The Company continues to advocate the use of 50.00 percent of the risk free rate in the
estimate of the FVROR calculation to moderate the effect of the rate increase on
customers. Applying 50 percent of the risk free rate to the Fair Value Increment results

in a FVROR of 6.22 percent, which I believe is conservative.

RESPONSE TO TASC WITNESS DR. WOOLRIDGE
Please provide a summary of Dr. Woolridge’s testimony and recommendations.

Dr. Woolridge develops a range of results from 8.10 percent to 9.00 percent, and
recommends an ROE for UNS Electric of 8.75 percent. Dr. Woolridge arrives at his
recommendation by relying primarily on the results of his Constant Growth DCF
analysis. He presents results for his proxy group of electric utilities, as well as my
original proxy group excluding Southern Company. Dr. Woolridge’s DCF results of
8.70 percent to 9.00 percent are based on his use of historical eamings growth rates,
projected dividend and book value growth rates, and retention growth rates, as well as
projected earnings growth rates from Value Line, First Call, Zack’s and Reuters. In
addition, Dr. Woolridge presents a CAPM analysis, which produces a Cost of Equity
estimate between 8.10 percent and 8.30 percent depending on the proxy group. Dr.
Woolridge also recommends a hypothetical capital structure comprised of 50 percent
common equity and 50 percent long-term debt, rather than UNS Electric’s actual test

year capital structure of 52.83 percent equity and 47.17 percent long-term debt.
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See Direct Testimony Exhibit AEB-R-11.
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Is Dr. Woolridge’s 8.75 percent ROE recommendation fair and reasonable for UNS

Electric?

No. Dr. Woolridge’s 8.75 percent ROE recommendation is not fair and reasonable
because it is not comparable to returns available from other investments of comparable
risk and could have a detrimental effect on the» financial integrity of the Company and |
its ability to access capital on reasonable terms. Furthermore, the rates set in this case,
including the ROE and capital structure, will directly affect UNS Electric’s cash flows
in the period during which rates are in effect. The Company’s cash flows, in turn, have
a direct bearing on its credit quality and investors’ perception of the riskiness of the
enterprise. Given this, Dr. Woolridge’s recommended ROE of 8.75 percent could exert
pressure on the credit metrics that are of the greatest concern to both debt and equity
investors. For these reasons, Dr. Woolridge’s ROE recommendation is not consistent
with the comparability and capital attraction standards established in Hope and

Bluefield, which were discussed in my Direct Testimony.*°

What are the principal areas of disagreement between you and Dr. Woolridge?

As discussed in more detail below, there are several areas in which Dr. Woolridge and 1
disagree, including: 1) the composition of our respective proxy groups; 2) the growth
rates to be applied in the Constant Growth DCF model; 3) the long-term growth rate to
be applied in the Multi-Stage DCF model; 4) the market risk premium and the risk free
rate inputs to the CAPM; 5) the applicability of the Bond Yield Plus Risk Premium
appfoach; 6) the relevance of market-to-book ratios; 7) the effect of business risks on

the Company’s ROE; and 8) the appropriate capital structure for UNS Electric.

45




10
11

12
13
14
15
16
17

18

19
20
21
22
23
24
25
26
27
28
29
30
31
32

A. Proxy Group Selection

Please explain your disagreement with Dr. Woolridge regarding the appropriate

proxy group for UNS Electric.

Dr. Woolridge and I have each developed a proxy group to estimate the Cost of Equity
for UNS Electric. However, we have used somewhat different screening criteria in
developing our respective proxy groups. Consequently, Dr. Woolridge’s proxy group
consists of 29 electric utility companies, whereas my initial proxy group was comprised
of 13 electric utilities (now reduced to 11 companies due to the exclusion of Southern

Company and Duke Energy Corporation).

What is the purpose of a proxy group?

An appropriate proxy group consists of companies that are comparable in business and
financial risk to UNS Electric. The importance of selecting a proxy group that is similar
in overall financial and business risk to the subject company was endorsed by the
United States Court of Appeals for the District of Columbia (the “Circuit Court™) in the
Petal Gas Storage decision. The Circuit Court acknowledged that the goal of a proxy
group is to rely on companies that possess similar risk to the subject company for the

determination of the Cost of Equity:

That proxy group arrangements must be risk-appropriate is the
common theme in each argument. The principle is well-established.
See Hope Natural Gas Co., 320 U.S. at 603 (“[T]he return to the
equity owner should be commensurate with returns on investments
in other enterprises having corresponding risks.”); CAPP 1, 254 F.3d
at 293 (“[A] utility must offer a risk-adjusted expected rate of return
sufficient to attract investors.”). The principle captures what proxy
groups do, namely, provide market-determined stock and dividend
figures from public companies comparable to a target company for
which those figures are unavailable. CAPP I, 254 F.3d at 293-94.
Market determined stock figures reflect a company’s risk level and,
when combined with dividend values, permit calculation of the
“risk-adjusted expected rate of return sufficient to attract investors.”
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What matters is that the overall proxy group arrangement makes
sense in terms of relative risk and, even more importantly, in terms
of the statutory command to set “just and reasonable” rates, 15
U.S.C. § 717c, that are “commensurate with returns on investments
in other enterprises having corresponding risks” and “sufficient to
assure confidence in the financial integrity of the enterprise . . . [and]
maintain its credit and . . . attract capital,” Hope Natural Gas Co.,
320 U.S. at 603.*

Consistent with the Circuit Court’s decision, I have selected a proxy group of
companies with comparable investment risk as UNS Electric. In contrast, Dr.
Woolridge has applied less stringent screening criteria, which result in a larger, less
comparable proxy group. Consequently, there are companies in Dr. Woolridge’s proxy

group that do not meet the standards established in the Petal Gas Storage decision.

Please explain the areas in which you disagree with either Dr. Woolridge’s screening

criteria or with specific companies in his proxy group.

While many of Dr. Woolridge’s screening criteria are similar to mine, there are several
important differences that affect the composition of our respective proxy groups. First,
Dr. Woolridge screens based on the percentage of regulated revenue derived from
electric operations rather than the percentage of regulated electric operating income.
Since equity investors are primarily concerned with earnings, a net operating income
screen is better aligned with the factor that matters most to investors. In addition, the
percentage of total revenue can fluctuate considerably from period to period, based on
the cost of purchased power or purchased fuel, even though the percentage of operating
income is not likely to change as commodity prices fluctuate. Reliance on an operating
income screen removes this distortion by excluding large pass-through costs such as the
cost of purchased fuel and purchased power that have some, but considerably less, risk

than other expense items.

41

Petal Gas Storage v. FERC, 496 F.3d 695, 699 (D.C. Cir. 2007).
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Second, Dr. Woolridge has included several companies in his proxy group that derive
more than 30 percent of their operating revenues from natural gas distribution operations,
which have a different risk profile than vertically-integrated electric utilities such as UNS
Electric. This includes the following companies: Avista Corporation, Black Hills
Corporation (which is also involved in a merger with SourceGas), CMS Energy

Corporation, and MGE Energy Corporation.

Third, I have concerns with several specific companies that Dr. Woolridge has included
in his proxy group. In particular, Dr. Woolridge has included Edison International, First
Energy Corp., and PG&E Corp., all of which I excluded from my proxy group due to
significant company-specific risk factors that are not reflective of the risks faced by UNS
Electric. As discussed in my Direct Testimony, 1 excluded Edison International from the
proxy group due to the ongoing financial implications of the bankruptcy of its subsidiary,
Edison Mission Energy.* With regard to First Energy Corp., in January 2014, First
Energy announced a 35 percent reduction in its dividend. In testimony in other
Jurisdictions, Dr. Woolridge has previously excluded companies that had reduced or
omitted their dividends during the prior three years.*® However, in this proceeding, Dr.
Woolridge has relaxed that screen to six months, which allows him to include First
Energy in his proxy group. Finally, I have excluded PG&E Corporation from the proxy
group because of the ongoing uncertainty regarding fines and penalties related to the San
Bruno incident. Until investors have more certainty with respect to PG&E’s liability, it is

not appropriate to include PG&E in the proxy group.
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Direct Testimony of Ann E. Bulkley, at 20.
See, for example, Green Mountain Power, Docket No. 8190, submitted March 21,2014, at 12.
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What is your conclusion with respect to the proxy group for UNS Electric?

My conclusion is that the proxy group developed in my Direct Testimony (now
excluding Southern Company and Duke Energy Corporation) is more risk comparable

to UNS Electric than the Woolridge Proxy Group.

B. Constant Growth DCF Analysis

Please summarize the results of Dr. Woolridge’s Constant Growth DCF analysis.

Dr. Woolridge’s Constant Growth DCF analysis produces ROE estimates of 8.70

percent to 9.00 percent, depending on the proxy group.

Have other regulators recognized the value of considering different models to

estimate the Cost of Equity as market conditions change?

Yes. Irecognize that the Commission has traditionally relied primarily on the results of
the DCF model. However, as discussed in my Direct Testimony, there are concerns that
the DCF models are producing anomalous results under current market conditions.**
For that reason, I believe it is appropriate to also consider the results of other models as
a check on the reasonableness of the DCF results. In addition to the example provided
in my Direct Testimony, in Opinion No. 531 the Federal Energy Regulatory
Commission (“FERC”) recently recognized that the inputs to the DCF model have been
affected by anomalous market conditions and therefore for the first time, is considering

the use of other ROE estimation models.

[W]e also understand that any DCF analysis may be affected by
potentially unrepresentative financial inputs to the DCF formula,
including those produced by historically anomalous capital market
conditions. Therefore, while the DCF model remains the

44

Direct Testimony of Ann E. Bulkley, at 18.
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Commission’s preferred approach to determining allowed rate of
return, the Commission may consider the extent to which economic
anomalies may have affected the reliability of DCF analyses in
determining where to set a public utility’s ROE within the range of
reasonable returns established by the two-step constant growth DCF
methodology.®
The FERC indicated that it will look at other ROE estimation methodologies to inform
their judgment as to where, within the zone of reasonableness, the ROE should be set.

In particular, the FERC found risk premium based approaches, such as the CAPM,

informative.

Are the results of Dr. Woolridge’s Constant Growth DCF analysis consistent with

ROEs awarded recently to electric utility companies?

No, as shown in Chart 1, Dr. Woolridge’s Constant Growth DCF results are not
consistent with the range of authorized ROEs for electric utility companies.
Furthermore, Dr. Woodridge’s results are not consistent with the results of other ROE
estimation models, such as the Multi-Stage DCF, the forward-looking CAPM analysis,

or the Bond Yield Plus Risk Premium analysis.

What growth rates does Dr. Woolridge use in his Constant Growth DCF analysis?

Dr. Woolridge arrives at growth rate estimates of 4.75 percent for his proxy group and
5.0 percent for the Bulkley Proxy Group.*® Dr. Woolridge’s growth rates are based on
consideration of both historical and projected growth in EPS, as well as historical and
projected dividends per share (“DPS™) and book value per share (“BVPS”), and the

internal growth rate. Dr. Woolridge obtains projected EPS growth rates from Value

45
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147 FERC § 61,234, para. 41. (Emphasis added.)
Direct Testimony of Dr. J. Randall Woolridge, at 21.
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Line, Yahoo! Finance, Zacks, and Reuters, and all other historical and projected DPS,

BVPS, and internal growth rates from Value Line.

How does Dr. Woolridge select the growth rate estimates he has used in his

Constant Growth DCF model?

Dr. Woolridge’s growth rate estimates appear to be subjectively set within the range for
each proxy group. Dr. Woolridge states that he has given “primary weight to the
projected EPS growth rate of Wall Street analysis,”*’ but the weight he has ascribed to
projected EPS growth rates is unclear and is inconsistent between proxy groups. For his
proxy group, Dr. Woolridge finds that the range of “projected growth rate indicators
(ignoring historical growth)” is from 4.20 percent (equal to Value Line’s projected
mean BVPS growth rates) to 4.80 percent (equal to Value Line’s projected mean DPS
growth rates and Zack’s projected EPS growth rate).*® For the Bulkley proxy group,
Dr. Woolridge finds that the range of growth rates is from 3.50 percent (equal to Value
Line’s 10-year historical mean BVPS growth rate and Value Line’s projected
sustainable growth rate) to 5.20 percent (which corresponds to the mean consensus

projected EPS growth rates from Zack’s, Reuters, and Yahoo! Finance).*

Do you agree with Dr. Woolridge that “there are several issues with using the EPS

growth rate forecasts of Wall Street analysts as DCF growth rates”?>’

No, I strongly disagree with Dr. Woolridge on this point. As discussed in my Direct
Testimony, earnings are the fundamental determinant of a company’s ability to pay

dividends.”" Further, both dividends and book value per share may be directly affected

47
48
49
50
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Ibid.

See Exhibit JRW-10.

Ibid.

Direct Testimony of Dr. J. Randall Woolridge, Appendix D, at D-15.
Direct Testimony of Ann E. Bulkley, at 25.
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by short run management decisions. As a result, dividend growth rates and book value
growth rates may not accurately reflect a company’s long-term growth. In contrast,

earnings growth is not affected by short run cash management decisions.

In addition, EPS growth rates are the only forward-looking growth rates available on a
consensus basis. With the exception of his EPS growth rates, the source for all of Dr.
Woolridge’s growth rates is Value Line. Dr. Woolridge’s reliance on Value Line’s
historical and forecasted DPS and BVPS growth rates, as well as Value Line’s estimates
of ROE and retention rates for his internal growth rate, unnecessarily introduces “sole
source” bias into his calculations. By contrast, my Constant Growth DCF analysis is
based on forecasted EPS growth rates from multiple sources, including Zack’s and

Thomson First Call, both of which provide consensus estimates from multiple analysts.

Do you share Dr. Woolridge’s concern that “long-term EPS growth rate forecasts of

Wall Street securities analysts are overly optimistic and upwardly biased”?>

No, I do not. Dr. Woolridge has provided no evidence that the growth rates for the
companies in my DCF analysis are the result of consistent and pervasive analyst bias.
Moreover, the 2003 Global Analysts Research Settlement (the “Global Settlement™)
served to significantly reduce the bias referred to by Dr. Woolridge. In fact, the Global
Settlement required financial institutions to insulate investment banking from analysis,
prohibited analysts from participating in “road shows,” and required the settling
financial institutions to fund independent third-party research. In addition, analysts
covering the common stock of the proxy companies certify that their analyses and
recommendations are not related, either directly or indirectly, to their compensation.
Thus, it is unclear why investors would assume that the proxy companies are

susceptible to a continuing upward bias in earnings projections.
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Direct Testimony of Dr. J. Randall Woolridge, Appendix D, at D-16.

52




prnwed
SO XN R W N

11
12
13
14

15
16

17
18
19
20
21
22
23
24
25
26

27

A 2010 article in Financial Analysts Journal found that analyst forecast bias declined

significantly or disappeared entirely since the Global Settlement:

Introduced in 2002, the Global Settlement and related regulations
had an even bigger impact than Reg FD on analyst behavior. After
the Global Settlement, the mean forecast bias declined significantly,
whereas the median forecast bias essentially disappeared. Although
disentangling the impact of the Global Settlement from that or
related rules and regulations aimed at mitigating analysts’ conflicts
of interest is impossible, forecast bias clearly declined around the
time the Global Settlement was announced. These results suggest
that the recent efforts of regulators have helped neutralize analysts’
conflicts of interest.”

Do you agree with Dr. Woolridge that historical measures of growth are relevant to

a forward-looking evaluation of the Company’s ROE?

No, I do not. The Constant Growth and Multi-Stage DCF models are both forward-
looking models that evaluate investors’ required returns based on future cash flows. As
such, the appropriate measure of growth to incorporate for DCF analyses is investors’
expectations, not historical results. Dr. Woolridge himself observes that historical
growth rates must be treated with caution because “in some cases, past growth may not
reflect future growth potential.”>* In addition, securities’ analysts forecasted growth
rates incorporate historical performance to the extent the analysts believe it is likely to
continue. Additional consideration of historical growth rates, therefore, provides no
meaningful incremental information regarding the proxy companies’ future growth

potential.

53
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Armen Hovakimian and Ekkachai Saenyasiri, Conflicts of Interest and Analyst Behavior: Evidence from
Recent Changes in Regulation, Financial Analysts Journal, Volume 66, Number 4, July/August 2010 at
195. Please note that this appears to be the published version of the working paper cited by Dr. Woolridge.
Direct Testimony of J. Randall Woolridge, Appendix D, at D-13.

53




1| Q. Do you agree with Dr. Woolridge’s use of retention growth rates as measured by the

2 product of earnings retention ratios and earned returns on common equity?
31 A No, I do not. Dr. Woolridge’s calculation of retention growth rates (also known as
4 “Internal growth rates” or “sustainable growth rates™) considers only the product of
5 earnings retention rates and earned returns on common equity, or what are commonly
6 known as internally-generated funds. In the sustainable growth formula, this is
7 commonly referred to as the product of “b X r”, where “b” is the retention ratio or the
8 portion of net income not paid in dividends, and “r” is the expected ROE on the portion
9 of net income that is retained within the Company as a means for future growth.
10 Dr. Woolridge fails to consider that earnings growth also occurs as a result of new
11 equity issuances, or what are commonly known as externally-generated funds. In the
12 sustainable growth formula, this is shown as the product of “s X v”, where “s”
13 represents the growth in shares outstanding and “v” is that portion of the M/B ratio that
14 exceeds unity. This methodology is recognized as a common approach to calculating
15 the sustainable growth rate.”® By only considering the funds from internally-generated
16 sources, Dr. Woolridge’s sustainable growth rate calculation understates the prospective
17 growth rates for his proxy group companies. As shown on Exhibit AEB-R-10, had Dr.
18 Woolridge included the “s X v” component in his computation, his median sustainable
19 grbwth rate would increase by approximately 20 basis points from 4.20 percent to 4.40
20 percent.
21

> See Roger Morin, New Regulatory Finance, at 306.
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Has the FERC recently abandoned the use of sustainable growth rates in its electric

transmission ROE methodology?

Yes. In Opinion No. 531, the FERC changed its approach on the DCF methodology to
be applied in public utility rate cases.>® In summary, the FERC adopted the same two-
step DCF methodology it has employed in gas and oil pipeline rate proceedings since
the mid-1990s, in place of the one-step methodology previously used. The FERC’s

two-stage DCF approach does not rely on a sustainable growth calculation.

Do you have other concerns with the reasonableness of Dr. Woolridge’s sustainable

growth rate calculation?

Yes, I do. Since the “r” in the “b x r”” approach refers to the ROE, Dr. Woolridge has
effectively pre-supposed Value Line’s ROE and payout ratio projections for his proxy
group companies. By using this growth measure, Dr. Woolridge has assumed the
reasonableness of Value Line’s ROE projections, yet, as shown on Dr. Woolridge’s
Exhibit JRW-10, page 4, the mean and median ROE projections for the électric utility
companies in his proxy group are 10.2 percent and 9.5 percent, respectively, which is

significantly higher than his recommended ROE for UNS Electric of 8.75 percent.

What would be the average growth rate for Dr. Woolridge’s proxy group companies

if he had used only analysts’ forecasted, positive EPS growth rates?

As shown in Exhibit AEB-R-11, if Dr. Woolridge had used only analysts’ forecasted
EPS growth rates for his proxy group companies, and if he had excluded negative EPS

growth rate projections for proxy companies that are not involved in mergers or

56

Opinion No. 531 147 FERC Y 61,234 (June 19, 2014).
55




10
11
12

13
14
15
16
17
18
19

20
2]
22
23

transformative transactions, his median growth rate would be 5.50 percent rather than

4.80 percent.

C. Multi-Stage DCF Model

Has Dr. Woolridge performed a Multi-Stage DCF analysis to estimate the Cost of

Equity for UNS Electric?

No, he has not. While Dr. Woolridge recognizes that the Dividend Discount Model or
three-stage model is commonly used to estimate the Cost of Equity, he does not develop

recommendations based on either of these forms of the DCF model.”’

Please summarize Dr. Woolridge’s criticisms of the assumptions relied on in your

Multi-Stage DCF model.

Dr. Woolridge does not take issue with the near-term growth rates (ie., analysts’
forecasts of EPS growth) used in my Multi-Stage DCF model. However, he asserts that
the long-term growth rate I have used is “clearly inflated.”>® In support of this
assertion, Dr. Woolridge points to recent trends in GDP growth that he states suggest

that “nominal GDP growth in recent decades has slowed.”’

Please summarize Dr. Woolridge’s criticism of your long-term growth rate.

Dr. Woolridge disagrees with the use of a long-term historical estimate of GDP growth,
stating that there is no empirical or theoretical support for the use of that time period.
Dr. Woolridge presents, in Table 4 of his testimony, five shorter term averaging periods

for GDP growth, demonstrating a range from 6.8 percent to 3.9 percent. Dr. Woolridge
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Direct Testimony of Dr. J. Randall Woolridge, Appendix D, at D-9.
Direct Testimony of Dr. J. Randall Woolridge, at 34.
1bid.
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concludes that economic growth in more recent historical periods has been lower than

the long-term historical average.

How do you respond to this criticism?

Investors understand that the U.S. economy goes through cycles of growth and
contraction. It is not appropriate to exclude certain periods simply because economic
growth was unusually weak or strong. Rather, as Morningstar explains, it is appropriate

to use the longest time period possible to measure historical real growth in GDP:

Growth in real GDP (with only a few exceptions) has been
reasonably stable over time; therefore, its historical performance is a
good estimate of expected long-term future performance. By
combining the inflation estimate with the real growth rate estimate, a
long-term estimate of nominal growth is formed...*

In response to Dr. Woolridge’s desire to use a more recent period to measure GDP

growth, I agree with Morningstar’s view on this issue as well. They write:

The 87-year period starting with 1926 is representative of what can -
happen: it includes high and low returns, volatile and quiet markets,
war and peace, inflation and deflation, and prosperity and
depression.  Restricting attention to a shorter historical period
underestimates the amount of change that could occur in a long
future period. Finally, because historical event-types (not specific
events) tend to repeat themselves, long-run capital market return
studies can reveal a great deal about the future. Investors probably
expect “unusual” events to occur from time to time, and their return
expectations reflect this.®'

Dr. Woolridge states that economists and various government agencies are

forecasting lower GDP growth rates.®* What is your response?

Nominal GDP growth rates of 4.20 percent to 4.70 percent, as published in the reports

cited by Dr. Woolridge, are well below the average nominal GDP growth rate in the

60
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Ibbotson and Associates, Stocks, Bonds, Bills and Inflation, 1926-2012, 2013 Valuation Yearbook, at 52.
1bid., at 59. :
Direct Testimony of Dr. J. Randall Woolridge, at 35.
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U.S. since 1929. By comparison, my historical GDP growth rate of 5.40 percent is
based on a projected inflation rate of 2.09 percent (based on three sources), and actual

historical growth in real GDP of 3.25 percent from 1929-2014.

Moreover, as discussed in my Direct Testimony, there has been a tendency to under-
estimate GDP growth in the decade after severe economic events.”® The financial crisis
and recession that began in 2007 were qualitatively different from most other U.S.
economic downturns, which were followed by a rapid return to pre-recession overall
output growth levels. The current U.S. economic growth situation is similar to that
following the two most severe economic events in U.S. history (i.e., the 1929 stock

market crash and the 1973 oil shock).

What is your conclusion regarding the appropriate GDP growth rate for the Multi-

Stage DCF analysis?

In my view, current estimates of real GDP growth are understated relative to the long-
term average because forecasters are placing too muchb weight on recent economic
weakness. For that reason, I believe that it is reasonable to use historical long-term
GDP growth as the terminal growth rate in the Multi-Stage DCF model, as I have done.
However, the Multi-Stage DCF model does not directly reflect the substantial increase
in interest rates that is projected over the next five years, as borrowing costs increase
from the artificially low levels of the recent past. For that reason, it is also appropriate
to consider the results of a forward-looking CAPM analysis, because that model is more

sensitive to expected changes in interest rates.

Direct Testimony of Ann E. Bulkley, at 28-29.
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D. CAPM Analysis

Q. Please summarize Dr. Woolridge’s CAPM results and explain how he uses that

analysis.

A. As shown in Table 2 of Dr. Woolridge’s Direct Testimony, his CAPM results are 8.10
for the Woolridge Proxy Group and 8.30 percent for the Bulkley Proxy Group. These
results are based on a risk free rate of 4.00 percent, a Beta coefficient between 0.75 and
0.78, and a MRP of 5.50 percent. The results of Dr. Woolridge’s CAPM analysis form
the lower boundary of his range of results for UNS Electric. Dr. Woolridge testifies
that he ultimately relies primarily on the results of his Constant Growth DCF model.®*

The results of Dr. Woolridge’s CAPM analysis are well below the authorized ROE for

any U.S. electric utility company in the past 25 years.®’

Q. What are the areas in which you disagree with Dr. Woolridge’s CAPM analysis?

A. I have two areas of concern with the inputs and assumptions that Dr. Woolridge has
relied on to derive his CAPM results. First, I do not believe that Dr. Woolridge’s risk
free rate of 4.00 percent adequately considers projected increases in Treasury bond
yields. Second, I take issue with Dr. Woolridge’s use of an MRP of 5.50 percent
because it is based on the results of investor surveys and academic research rather than
forward-looking market data, and does not reflect the inverse relationship between

interest rates and the equity risk premium.

Direct Testimony of Dr. J. Randall Woolridge, at 26.
Source: Regulatory Research Associates.
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Please explain your concern with the risk free rate that Dr. Woolridge has used in

his CAPM analysis.

The inputs and assumptions used in the ROE analysis should reflect the forward-
looking Cost of Equity. As discussed in Section III of my Rebuttal Testimony, leading
economists surveyed by Blue Chip are expecting a substantial increase in long-term
interest rates over the next five years. This is a very important consideration for equity
investors as they assess their return requirements. Dr. Woolridge attempts to take into
consideration the prospect for higher interest rates by choosing a risk free rate of 4.00
percent, which is approximately half-way between the current yield on 30-year Treasury
bonds and their projected yield of 4.80 percent for the period from 2017-2021.
However, I do not believe that Dr. Woolridge’s risk free rate of 4.00 percent adequately
takes into consideration the effect of the market’s expectation for higher interest rates
on the Cost of Equity for UNS Electric. For that reason, I believe that Dr. Woolridge’s

CAPM results are understated.

What MRP does Dr. Woolridge use in his CAPM analysis?

Dr. Woolridge estimates the MRP as being in the range of 4.00 percent to 6.00 percent.
From within that range, he chooses an MRP of 5.50 percent.®’

What is the basis for Dr. Woolridge’s MRP of 5.50 percent?

Dr. Woolridge, measures the equity risk premium as the difference between historical
average stock and bond returns based on information reported by Ibbotson and
Associates.®® Dr. Woolridge notes that most historical assessments of the equity risk

premium were in the range of 5.0 percent to 7.0 percent above the rate on long-term
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Blue Chip Financial Forecasts, Vol. 34, Issue No. 6, June 1, 2015, at 14.
Direct Testimony of Dr. J Randall Woolridge, at 25.
1bid., Appendix D, at D-21.
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1 U.S. Treasury bonds. However, Dr. Woolridge states that the use of historical MRPs

2 can be problematic because MRPs can change over time, and market conditions can
3 change such that historical returns are poor estimates of future returns.*’
4 The other way to measure the MRP, according to Dr. Woolridge, is to rely on investor
5 surveys and the results of academic research.”’ Dr. Woolridge presents the results of
6 several surveys that have been published since January 2010. The median MRP reported
7 in those surveys is 4.82 percent.”' In particular, Dr. Woolridge highlights a 2015 survey
8 of expected market returns of academics, financial analysts and companies which
9 included over 4,000 responses. The median equity risk premium for U.S. companies
10 derived from the Fernandez survey was 5.50 percent.”?
11

12 | Q. What is your concern with Dr. Woolridge’s MRP estimate of 5.50 percent?

13 | A Given the current low yields on Treasury bonds, and the inverse relationship between
14 interest rates and the MRP, my concern is that Dr. Woolridge’s MRP estimate of 5.50
15 percent is understated. The average historical income only return on long-term
16 government bonds that is used to calculate the historical MRP is 5.18 percent, while the
17 current 30-day average risk free rate on long-term government bonds is approximately
18 2.98 percent.” The historical MRP as reported by Ibbotson and Associates is 7.0
19 percent through 2014. Because interest rates on long-term government bonds are well
20 below the historical average of 5.18 percent, the inverse relationship between interest
21 rates and the MRP implies that the forward-looking MRP should be higher than 7.0
22 percent.

® Ibid.

70 Ibid., at D-22.

7! Exhibit JRW-11, page 6 of 6.

& Direct Testimony of Dr. J. Randall Woolridge, Appendix D, at D-25.

Using the regression equation in AEB-R-6, 1 calculated the ROE at the current 30-day average risk free rate
and the average historical risk free rate. Using the current 30-day average risk free rate of 2.98% as
compared to the historical average risk free rate of 5.18% results in an understatement of the ROE of
approximately 96 basis points. (9.87% vs. 10.83%).
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Do you have any concerns regarding the investor surveys that Dr. Woolridge has

relied upon to derive his range of 4.00 percent to 6.00 percent for the MRP?

Yes. Neither the Philadelphia Federal Reserve survey nor the Duke University/CFO
magazine survey asks participants to provide their expected MRP. Instead, both
surveys ask participants for expected returns on stocks and bonds without defining what
is meant by “returns.” To the extent that “return” does not include both income
(dividend yield) and growth (capital appreciation), the survey\ results may understate the

expected total return of survey respondents.

According to Dr. Woolridge, the February 2015 survey by the Philadelphia Fed reports
that the median long-term expected stock return is 5.79 percent. That return is generally
consistent with the GDP and EPS growth rates shown in Table 5 of Dr. Woolridge’s
Direct Testimony. The returns in Table 5 represent growth in the S&P 500 stock pricés
and the growth rate of nominal GDP and S&P 500 earnings per share. The Philadelphia
Fed’s survey does not specify whether the expected returns for the S&P 500 represent
total returns or only capital appreciation. To the extent the Philadelphia Fed survey
includes only capital gains and not dividends, the survey understates the actual return that
investors expect, which, in turn, suggests the MRP that Dr. Woolridge calculates using
this data is understated because the long-term growth rate for the S&P 500 is understated.
Further, as shown in Exhibit JRW-11, the Philadelphia Fed survey considered the
responses of 20 financial forecasters with regards to the expected returns for the S&P
500; howéver, about 40 financial forecasters participated in the 2015 first quarter survey,
meaning that approximately half (i.e., 19) of the survey participants did not respond to

the specific question on market returns.”

74

Survey of Professional Forecasters, Philadelphia Federal Reserve, February 13, 2015, at 17.
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Similarly, the Global Business Outlook Survey conducted quarterly by Duke University
and CFO magazine asks participants to predict the average annual return for the S&P 500
over the next ten years given the current annual yield on ten-year Treasury bonds. CFO
magazine uses this information to estimate the MRP by subtracting the current yield on
ten-year Treasury bonds from the expected return on the S&P 500. As with the
Philadelphia Fed survey, the Duke survey asks respondents for expectations regarding the

7 Moreover, while the

“average annual S&P 500 return,” but does not define return.
Duke survey addresses return expectations (however defined), it does not ask whether the
respondents would be willing to invest (i.e., meets their required return expectations) in
equity at those return levels. To the extent that expected and required returns differ, the

usefulness of survey responses for the purpose of establishing UNS Electric’s required

ROE becomes increasingly tenuous.

Have others also expressed concerns with the use of investor surveys to estimate the

equity risk premium?

Yes. For example, Finance Professor Aswath Damodoran, who has published
extensively on the question of how to estimate the equity risk premium, discussed his
concerns with using investor surveys to estimate the equity risk premium: '

While survey premiums have become more accessible, very few practitioners seem to
be inclined to use the numbers from these surveys in computations and there are several

reasons for this reluctance:
1. Survey risk premiums are responsive to recent stock price
movements, with survey numbers generally increasing after bullish
periods and decreasing after market declines...;

2. Surveys premiums are sensitive not only to whom the question is
directed at but how the question is asked. For example, asking the
question, “What do you think stocks will do next year?” generates

See CFO Magazine Survey, Q2-15, Section 9.
Aswath Damodoran, Equity Risk Premiums (ERP): Determinants, Estimation, and Implications — The
2013 Edition, Updated March 2013, at 19-20. ,
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different numbers than asking, “What should the risk premium be for
investing in stocks?”’;

3. In keeping with other surveys that show differences across sub-
groups, the premium seems to vary depending on who gets
surveyed...; and

4. Studies that have looked at the efficacy of survey premiums
indicate that if they have any predictive power, it is in the wrong
direction...

Dr. Damodoran ultimately concludes that “it is also likely that these survey premiums

will be more reflections of the recent past than good forecasts of the future.””’

What is Dr. Woolridge’s concern with the MRPs you have used in your CAPM

analysis?

Dr. Woolridge is concerned that my forward-looking MRP is over-stated because it was
developed using the expected return for the S&P 500 based on analysts’ forecasted EPS
growth rates. In particular, Dr. Woolridge testifies: “The bottom line is that Ms.
Bulkley’s estimated expected stock market return of 13.19% is not realistic.”’® Dr.
Woolridge also incorrectly states that I have only used a projected MRP of 10.67

percent in my CAPM analysis.”

Does Dr. Woolridge agree that the MRP can be estimated based on expected returns

for the S&P 500?

Yes. According to Dr. Woolridge: “The MRP is the difference in the expected total
return between investing in equities and investing in “safe” fixed income assets, such as

long-term government bonds.”*® Dr. Woolridge states that the expected total return for

77
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1bid., at 20.

Direct Testimony of Dr. J. Randall Woolridge, at 37.
1bid, at 5. :

1bid., at D-20.
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the market is often measured by reference to the S&P 500.®' This is consistent with the

approach 1 have used to estimate the forward-looking MRP in my CAPM analysis.

What is your response to Dr. Woolridge’s concern about your forward-looking

MRP?

Dr. Woolridge expresses concern that the forward-looking MRP in my CAPM analysis
1s based on five-year EPS growth rates from Wall Street analysts, which he claims are
“overly optimistic and upwardly biased.”®* He supports this assertion by arguing that
the EPS growth rate for the S&P 500 of 11.06 percent is significantly higher than long-
term nominal GDP growth and long-term EPS growth for the S&P 500.2> However, the
analysts’ forecasted growth rates are market-based growth rates upon which current
stock prices for the companies in the S&P 500 are based. In other words, 13.19 percent
is not my estimate of the expected market return; it is based on market data such as
forecasted earnings growth rates and dividend yield for the companies in the S&P 500.
Dr. Woolridge supports the use of the Constant Growth DCF model to estimate the Cost
of Equity for UNS Electric. Yet, he dismisses the expected five-year EPS growth rates
as overly-optimistic even though the model upon which he relies assumes that investors
set stock prices based on expectations for future growth in dividends and share price.
As discussed previously in my Rebuttal Testimony, recent academic research has found
that analyst bias has been reduced or eliminated, if it ever existed, after the financial

market reforms of the early 2000s.
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1bid.
Direct Testimony of Dr. J. Randall Woolridge, at 51.
1bid., at 38.
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What is your conclusion regarding the appropriate MRP in the context of current

market data?

My conclusion is that Dr. Woolridge’s estimated MRP of 5.50 percent is substantially
lower than (1) the historical MRP using large company stocks (7.0 percent); and (2) the
forward-looking MRP in my updated CAPM analysis, which was derived using
forecasted total returns for the S&P 500 less the risk free rate (between 8.71 percent and
10.53 percent). Dr. Woolridge’s MRP of 5.50 percent, when added to the 30-day
average yield on the 30-year Treasury as of November 30, 2015 of 2.98 percent,
suggests that market participants are expecting a total return for equities of around 8.48
percent. By contrast, the long-term average total return for large company stocks since
1926, as reported by Morningstar, has been 12.1 percent, or approximately 360 basis
points higher than Dr. Woolridge’s MRP estimate assumes. For these reasons, [

continue to support the method I used to estimate the MRP.

E. Bond Yield Plus Risk Premium Method

Please summarize Dr. Woolridge’s concerns with your Risk Premium analysis.

Dr. Woolridge has expressed several concerns with my Bond Yield Plus Risk Premium
analysis, including: (1) that I have used historical authorized ROEs and Treasury yields
and applied the resulting risk premium to projected Treasury yields; (2) that the analysis
is a gauge of regulatory commission behavior, not investor behavior; and (3) that my

analysis includes returns from settled as well as litigated rate cases.?*

84

Ibid., at 77-78.
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Does your Risk Premium analysis only apply a historical risk premium to a

projected Treasury yield?

No, it does not. As shown in Exhibit AEB-R-6, my Risk Premium analysis determines
the appropriate risk premium based on the relationship between historic authorized
ROEs and bonds yields. 1 derive three separate estimates of the ROE based on this
analysis, which forms the range of my results. I also disagree with Dr. Woolridge that it
is incorrect to apply the historical risk premium from this analysis to current and

projected Treasury yields in order to estimate the ROE at specified interest rates.

What is your response to Dr. Woolridge’s concern that your Risk Premium analysis

is a gauge of regulatory commission behavior rather than investor behavior?

While my Risk Premium analysis is based on authorized ROEs and the corresponding
Treasury yields at the time the regulatory decisions were issued, I believe that investors
are informed by allowed ROEs from hundreds of rate case decisions to frame their
return expectations. One of the fundamental principles in setting a just and reasonable
return is that the return must be comparable to returns available to investors in
companies with commensurate risk. In that regard, the returns that have been
authorized to other electric utility companies are a relevant consideration for investors.
My Risk Premium analysis simply shows what those returns are in relation to the risk
free rate, so that it is possible to use historical returns to estimate future returns given

investor expectations as shown by current and projected Treasury yields.
Do you share Dr. Woolridge’s concern that your Risk Premium analysis includes
settled rate case decisions?

No, I do not. In order to test Dr. Woolridge’s premise that settled rate decisions are

different than litigated rate decisions, I performed my Risk Premium analysis for
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electric utility companies for the period from 1992 through February 28, 2015 using
only litigated cases. Based on that analysis, as shown on Exhibit AEB-R-12, the
resulting ROE estimate ranges from 9.69 percent to 10.76 percent, with an average of
10.15 percent. As such, there is no basis for Dr. Woolridge’s concern that the inclusion

of settled rate case decisions impacted my Risk Premium analysis.

What is your conclusion regarding the Risk Premium analysis?

I continue to support the use of the Risk Premium analysis to corroborate the

reasonableness of my DCF and CAPM results.

F. Relevance of Market-to-Book Ratios

Please summarize Dr. Woolridge’s position regarding the relationship between the

Market-to-Book (“M/B”) ratio and authorized equity returns.

Dr. Woolridge states that a M/B ratio above 1.0 indicates that the company is earning a
return “above its Cost of Equity.”® Dr. Woolridge further asserts that there is a strong
positive relationship between the estimated ROE and M/B ratios for public utilities,

based on a regression analysis he performed using Value Line data.®

What is the M/B ratio?

The M/B ratio equals the market value (or stock price) per share divided by the total
common equity (or the “book equity”) per share. Book value per share is an accounting
construct which reflects historical costs. In contrast, market value per share (i.e., the

stock price) is forward-looking and is a function of many variables, including (but not

85
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Direct Testimony of Dr. J. Randall Woolridge, Appendix D, at D-2 through D-3.
1bid, at D-4.
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limited to) expected earnings and cash flow growth, expected payout ratios, measures of
“earnings quality,” the regulatory climate, the equity ratio, expected -capital
expenditures, and the expected return on book equity.?’ It follows, therefore, that the
M/B ratio is also a function of numerous variables in addition to the historical or

expected return on book equity.

Do you agree with Dr. Woolridge that utility companies with M/B ratios above 1.0

are earning returns above their Cost of Equity?

No, I do not. I have several concerns with Dr. Woolridge’s position. Chart 4 shows the
M/B ratio for companies in Dr. Woolridge’s proxy group for the period January 1, 2005
through December 31, 2014. Over that period, the proxy group average (represented by
the dotted line) was 1.49. Even though the proxy group companies were subject to
numerous ROE awards during that period, I am not aware of any state regulatory
commission that has set the authorized ROE for a public utility based on a M/B ratio of
1.0. The only time during this period that the M/B ratio for the Woolridge proxy group
approached 1.0 was during the Great Recession, clearly not an indicator of normal
market conditions. Based on this evidence, it appears that state regulatory commissions
do not share Dr. Woolridge’s concern that such companies are earning returns in excess
of their required returns, and that authorized returns should be set at levels that force the

M/B ratio to unity.

See Roger A. Morin, New Regulatory Finance, Public Utilities Reports, Inc., 2006 at 366.
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Chart 4: Proxy Group Average Market-to-Book Ratio®®
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Further, the notion that book values should be set at unity by regulatory commissions has

been refuted for many years. As noted by Stewart Meyers in 1972:

In short, a straightforward application of the cost of capital to a book
value rate base does not automatically imply that the market and
book values will be equal. This is an obvious but important point. If
straightforward approaches did imply equality of market and book
values, then there would be no need to estimate the cost of capital. It
would suffice to lower (raise) allowed earnings whenever markets
were above (below) book.*

What would be the practical effect of setting an allowed ROE for utility stocks that

reduced the M/B ratio to 1.0?

As a practical matter, no rational investor would invest in utility stocks if they believed
that utility commissions would set rates in an effort to move the M/B ratio to unity. If,
for example, an investor purchased a utility stock at the long-term average M/B ratio of

1.49 (i.e., the proxy group average), that investor would incur a loss of approximately

88
89

Source: Bloomberg.
Stewart C. Meyers, The Application of Finance Theory to Public Utility Rate Cases, The Bell
Journal of Economics and Management Science, Vol. 2, No. 1 (Spring, 1972) at 76.
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33 percent once the ratio reached unity (1.00 / (1.49 — 1) = -32.98%). Such a result
would impede a utility’s ability to attract the capital required to support its operations,

in direct contravention of the Hope and Bluefield standards.

Are you aware of any contemporary text suggesting that M/B ratios for utilities

should be expected to revert to 1.0?

No. To the contrary, Dr. Roger Morin provides an extensive review of the issue of M/B

reversion to unity and makes the following summation:

In short, economic principles do not support the notion that the
market value of utility shares should necessarily equal book value.
A basic economic principle holds that, in the long run, market value
should equal asset replacement cost in a given industry. In the
presence of inflation and absent significant technological advances,
replacement cost exceeds the original cost book value of assets.
Consequently it is quite reasonable for the market value of utility
shares to exceed their book value and there is no reason to conclude
that market value should equal book value when one recognizes that
regulation is intended to emulate competition.”

What is your conclusion regarding the relevance of M/B ratios in setting the allowed

ROE for UNS Electric in this proceeding?

My conclusion is that investors do not expect allowed returns for utilities to be set at
levels that would cause the M/B ratio to appro;(imate unity. Such returns would provide
unreasonably low equity risk premia and are inconsistent with prevailing levels of
authorized ROEs for comparable risk electric utilities. Dr. Woolridge’s own regression
analysis demonstrates that the market is expecting higher returns on equity than what he
is recommending for UNS Electric in this proceeding. For all of these reasons, the
Commission should not be concerned with setting the allowed ROE for UNS Electric in

this proceeding at a level that would cause the M/B ratio to move toward unity.

90

See, New Regulatory Finance, Roger A. Morin Ph.D., Public Utility Reports, 2006, at 376 - 378.
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G. Adjustment for Business Risk

Has Dr. Woolridge adjusted his recommended ROE for UNS’s business risk?

No, Dr. Woolridge has not adjusted his DCF and CAPM results to account for UNS
Electric’s above-average risk relative to the proxy group. As discussed in my Direct
Testimony, UNS Electric’s projected capital expenditures will remain elevated over
time which increases its overall risk.’’ This is especially important due to the fact that
UNS Electric is much smaller than the average proxy group company, which means that
investors’ return requirements are higher. While I did not adjust my ROE
recommendation for any of these risks individually, I did take them into consideration
in aggregate when selecting the appropriate ROE for UNS Electric. Specifically, based
on UNS Electric’s higher risk on these factors, my recommendation falls above the

midpoint of my range of results, but well within the range.

Do you agree with Dr. Woolridge that the small size of UNS Electric does not

support an authorized ROE above the proxy group average?

No, I do not. Dr. Woolridge contends that there is no need for a size adjustment or
premium because: 1) a company’s credit rating reflects the risk associated with the size
of the company; 2) the size premium is based on historical returns which are upwardly
biased measures of expected risk premiums; and 3) empirical studies show that size

premiums are not required for utilities.*?

Dr. Woolridge, however, fails to take into consideration that the authorized ROE for UNS
Electric should be set on a stand-alone basis. In other words, the stand-alone principle

requires that the authorized return be set at a level that allows the company on a stand-

91
92

Direct Testimony of Ann E. Bulkley, at 43.
Direct Testimony of Dr. J. Randall Woolridge, at 44,
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1 alone basis to attract capital. As discussed in my Direct Testimony, UNS Electric is
2 substantially smaller than the proxy group companies. As shown in Charts 5 and 6
3 below, UNS Electric is also smaller in terms of both net utility plant and customers than
4 all but four of the 36 operating companies that are held by the proxy group companies.
5 Even on this basis, UNS Electric is much smaller than average, which supports an

6 authorized ROE above the proxy group average.

8 Chart 5: Comparison of 2014 Net Plant ($000)”
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Wl"lll"""”"l" |
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O
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i Source: SNL Energy, Inc.
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Chart 6: Comparison of 2014 Customer Count™
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H. Proposal to Impute Capital Structure
Q. Please summarize Dr. Woolridge’s proposed adjustment to UNS Electric’s capital
structure.
A. Dr. Woolridge proposes an imputed capital structure consisting of 50.0 percent common

equity and 50.0 percent long-term debt, as compared to UNS Electric’s actual test year

capital structure of 52.83 percent common equity and 47.17 percent long-term debt.”

Dr. Woolridge states that the Company’s requested capital structure does not reflect the

capital structures of companies in the Woolridge or Bulkley proxy groups or the parent

company of UNS Electric, Fortis, Inc.”® In particular, Dr. Woolridge testifies that the

median common equity ratio for the companies in the Woolridge and Bulkley proxy

Direct Testimony of Dr. J. Randall Woolridge, at 5.

i Source: SNL Energy, Inc.
95
% Ibid., at 26-27.
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groups is 47.7 percent and 49.3 percent, respectively.97 On that basis, he concludes that

a hypothetical capital structure is more appropriate.

Have any of the other ROE witnesses in this proceeding recommended an

adjustment to UNS Electric’s proposed capital structure?

No, they have not. In fact, Mr. Mease explicitly testifies that he supports the
Company’s proposed capital structure as reasonable because it is consistent with the

capital structures of his proxy group companies.”®

Have you reviewed the analysis of proxy company capital structures that Dr.

Woolridge relies on?

Yes. The AUS report that Dr. Woolridge relies on for his analysis of the proxy

company capital structures reports the holding company capital structures.

Do you agree with Dr. Woolridge’s analysis of the capital structure?

No, I do not. The relevant capital structure for comparison purposes is at the operating
company level not the holding company, as used by Dr. Woolridge. The Commission
in this case will be setting the capital structure for UNS Electric, the operating
company, which will be used to finance investments in rate base that provides electric
utility service to customers. As shown in Exhibit JRW-4, Dr. Woolridge’s comparison
of UNS Electric’s common equity ratio to the median for the proxy group companies is
performed using data from AUS Utilities, which are reported at the holding company

level rather than the operating company level. As such, Dr. Woolridge’s analysis

97
98

1bid., Appendix C, at C-1. C
Direct Testimony of Robert B. Mease, at 30.
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includes corporate-level debt that is not part of the regulated or financial capital

structure of the operating utilities.

As discussed in my Direct Testimony, UNS Electric’s proposed common equity ratio of
52.83 percent is below the mean common equity ratio of the operating companies in my
proxy group of 53.72 percent.” The Company’s proposed capital structure is consistent
with the actual percentage of equity and debt that UNS Electric has used to finance its
rate base, consistent with the range of equity ratios at the operating company level for the
electric utility companies in my proxy group, and consistent with the requirements to
maintain the Company’s current credit rating. For those reasons, I continue to support

UNS Electric’s proposed capital structure as reasonable.

RESPONSE TO WAL-MART WITNESS CHRISS
Please briefly summarize Mr. Chriss’ testimony as it relates to the Company’s ROE.

Mr. Chriss does not recommend a specific ROE. Rather, he observes that the
Company’s proposed 10.35 percent recommendation exceeds recently authorized ROEs
across the country which, according to Mr. Chriss, have averaged 9.85 percent for all
electric utilities from 2012 through 2015, and 9.98 percentv for vertically-integrated

electric utilities. '

Mr. Chriss also testifies that the industry trend has been toward
declining ROEs for electric utilities over this time period.'® Mr. Chriss concludes that
the Commission should approve an ROE no higher than the currently allowed ROE of
9.50 percent unless the Commission “determines that UNSE has sufficiently and
substantially demonstrated a significant change in the economic environment faced by

55102

the Company” ™ since the Commission’s decision in the 2012 rate case.

99

100
10}
102

Direct Testimony of Ann E. Bulkley, at 50.
See Direct Testimony of Steve W. Chriss, at 8.
Ibid., at 9.

1bid.
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2 | Q. What are your responses to Mr. Chriss on those points?

31 A With respect to Mr. Chriss’ observation that the recommended ROE of 10.35 percent is

4 higher than returns authorized for electric utilities by other regulatory commissions, my
5 response is that those returns were set during a period when interest rates were generally
6 declining. Furthermore, UNS Electric’s business and regulatory risk is above average,
7 which supports an authorized ROE above the proxy group average. Mr. Chriss
8 recommends an allowed ROE of no more than 9.50 percent for UNS Electric, which is
9 almost 50 basis points below the average ROE of 9.98 percent for vertically integrated
10 electric utilities in recent years. Further, if the Commission finds recently authorized
11 ROE:s to be a useful benchmark in this proceeding, my recommended ROE and range of
12 10.00 percent to 10.60 percent is within the range of ROEs authorized for electric
13 utilities from 2012-2015 on a nationwide basis, while Mr. Mease’s and Dr. Woolridge’s
14 recommended ROEs of 8.35 percent and 8.75 percent, respectively, are well below the
15 lowest of all such authorizations, as shown in Chart 1
16 Lastly, both my Direct and Rebuttal Testimony explain how current economic and
17 forward-looking capital market conditions are different than those at the time of the
18 Commission’s decision in the 2012 rate case for UNS Electric. In particular, in Section
19 I of my Rebuttal Testimony, [ discuss how wider credit spreads and investor
20 expectations for higher interest rates provide support for the conclusion that the Cost of
21 Equity is higher now than in December 2013 and will continue increasing from current
22 levels.
23
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Have you updated your ROE analyses?

VIII. UPDATED ANALYSES AND RECOMMENDATION

Yes. I have updated the Constant Growth and Multi-Stage DCF analyses, the CAPM

analysis, and the Bond Yield Plus Risk Premium analysis based on market data through

November 30, 2015. The results of my updated analyses are shown in Table 6.

Table 6: Summary of Analytical Results

Mean Low Mean Mean High
Constant Growth DCF
30-Day Average 8.41% 9.35% 10.32%
90-Day Average 8.50% 9.44% 10.42%
180-Day Average 8.52% 9.46% 10.43%
Multi-Stage DCF
30-Day Average 9.29% 9.52% 9.78%
90-Day Average 9.39% 9.63% 9.89%
180-Day Average 9.40% 9.64% 9.91%
CAPM
Current Risk Free Prf)(j)elcst-ezdogisk Pr?)?el;ezdoillisk
Rate (2.98%) Free Rate (3.37%) Free Rate
(4.80%)
Bloomberg 9.67% 9.81% 10.34%
Value Line 11.21% 11.30% 11.61%
Bond Yield Plus Risk Premium
Low Mean High
Risk Premium 9.87% 10.04% 10.67%

Please summarize your analytical results and conclusions.

Based on the results of my updated analyses, I continue to recommend an ROE range

between 10.00 percent and 10.60 percent, with a point estimate of 10.35 percent. My

ROE recommendation is supported by mean high results of my Constant Growth DCF
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analysis,, and by the mean results of my CAPM analyses. In my view, 10.35 percent is
a reasonable ROE estimate for UNS Electric, particularly in light of the Company’s

higher than average business and regulatory risks.

What is your recommendation for the FVROR for UNS Electric?

I continue to recommend a FVROR of 6.22 percent, based on the analysis presented in
my Direct Testimony. The methodology used in my Direct Testimony is consistent
with the approach that Staff has recommended, updated for current inflation rates.
However, I understand that UNS Electric would not oppose Staff’s recommendations
related to the ROE and fair value increment rate underlying the FVROR as long as the
overall revenue increase and rate design approved provides UNS Electric a reasonable

opportunity to earn its authorized ROE.

Does this conclude your Rebuttal Testimony?

Yes, it does.
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Exhibit AEB-R-3



CALCULATION OF LONG-TERM GDP GROWTH RATE

Step 1
Real GDP ($ Billions) [1]

1929 $ 1,056.6

2014 $ 15,9617
Compound Annual Growth Rate 3.25%

Step 2
Consumer Price Index (YoY % Change) [2]

2022-2026 2.30%
Average 2.30%
Consumer Price Index (All-Urban) [3]

2025 2.89

2040 3.95
Compound Annual Growth Rate 211%
GDP Chain-type Price Index (2009=1.000) [3]

2025 1.31

2040 1.73
Compound Annual Growth Rate 1.85%
Average Inflation Forecast 2.09%

Long-Term GDP Growth Rate 5.40%
Notes:

[1] Bureau of Economic Analysis, November 24, 2015
[2] Blue Chip Financial Forecasts, Vol. 34, No. 6, June 1, 2015, at 14
[3] Energy Information Administration, Annual Energy Outlook 2015, Table 20
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BETA

AS OF NOVEMBER 30, 2015
(1] (2]
Bloomberg  Value Line
ALLETE, Inc. ALE 0.602 0.800
American Electric Power Company, Inc. AEP 0.569 0.700
Empire District Electric Company EDE 0.566 0.700
Eversource Energy ES 0.559 0.750
Great Plains Energy Inc. GXP 0.622 0.850
IDACORP, Inc. IDA 0.710 0.800
Otter Tail Corporation OTTR 0.759 0.850
Pinnacle West Capital Corporation PNW 0.626 0.750
PNM Resources, Inc. PNM 0.662 0.850
Portland General Electric Company POR 0.683 0.800
Westar Energy, Inc. WR 0.636 0.750
Mean 0.636 0.782
Notes:

{1] Source: Bloomberg Professional

[2] Source: Value Line; dated Sep. 18, 2015, Oct. 30, 2015, and Nov. 20, 2015.
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CAPITAL ASSET PRICING MODEL
(4] [5] [6] [7]
Market
Risk-Free Average Risk
Rate Beta Premium ROE

Proxy Group Average Bloomberq Beta
[1] Current 30-day average of 30-year U.S. Treasury bond yield 2.98% 0.636 10.53% 9.67%
[2] Near-term projected 30-year U.S. Treasury bond yield (Q4 2015 - Q1 2017) 3.37% 0.636 10.14% 9.81%
[3] Projected 30-year U.S. Treasury bond yield (2017 - 2021) 4.80% 0.636 8.71% 10.34%

Mean: 9.94%
Proxy Group Average Value Line Beta
[1] Current 30-day average of 30-year U.S. Treasury bond yield 2.98% 0.782 10.53% 11.21%
[2] Near-term projected 30-year U.S. Treasury bond yield (Q4 2015 - Q1 2017) 3.37% 0.782 10.14% 11.30%
[3] Projected 30-year U.S. Treasury bond yield (2017 - 2021) 4.80% 0.782 8.71% 11.61%

Mean: 11.37%

[1] Source: Bloomberg Professional

[2] Source: Blue Chip Financial Forecasts, Vol. 34, No. 11, November 1, 2015, at 2
[3] Source: Blue Chip Financial Forecasts, Vol. 34, No. 6, June 1, 2015, at 14

[4] See Notes [1], [2}, and [3]

[5] Source: Exhibit AEB-4

[6] Source: Exhibit AEB-5, at 2

(7] Equals [4] + ([5] x [6])
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MARKET RISK PREMIUM DERIVED FROM ANALYSTS LONG-TERM GROWTH ESTIMATES

[8] Estimated Weighted Average Dividend Yield [ 213% ]
[9] Estimated Weighted Average Long-Term Growth Rate | 11.26% ]
[10] S&P 500 Estimated Required Market Return [ 13.51% ]
[11] Risk-Free Rate [ 2.98% 337% 4.80% |
[12] Implied Market Risk Premium [ 10.53% 10.14% 8.71% ]

STANDARD AND POOR'S 500 INDEX

[13] [14] [15] [16}) [17]
Cap-Weighted
Weight in Estimated Cap-Weighted Long-Term Long-Term
Name Ticker Index Dividend Yield Dividend Yield Growth Est. Growth Est.

Alcoa Inc AA 0.06% 1.28% 0.00% 8.77% 0.01%
LyondellBasell Industries NV LYB 0.23% 3.26% 0.01% 5.86% 0.01%
American Express Co AXP 0.37% 1.62% 0.01% 10.00% 0.04%
Verizon Communications Inc vZ 0.98% 4.97% 0.05% 7.55% 0.07%
Avago Technologies Ltd AVGO 0.19% 1.29% 0.00% 20.11% 0.04%
Boeing Co/The BA 0.52% 2.50% 0.01% 12.42% 0.06%
Caterpillar Inc CAT 0.22% 4.24% 0.01% 9.00% 0.02%
JPMorgan Chase & Co JPM 1.30% 2.64% 0.03% 7.82% 0.10%
Chevron Corp CVvX 0.91% 4.69% 0.04% -3.57% -0.03%
Coca-Cola Co/The KO 0.98% 3.10% 0.03% 5.79% 0.06%
AbbVie Inc ABBV 0.50% 3.92% 0.02% 8.64% 0.04%
Walt Disney Co/The DIS 0.99% 1.16% 0.01% 11.58% 0.11%
El du Pont de Nemours & Co DD 0.31% 2.26% 0.01% 5.20% 0.02%
Exxon Mobil Corp XOM 1.80% 3.58% 0.06% -0.35% -0.01%
Phillips 66 PSX 0.26% 2.45% 0.01% 5.38% 0.01%
Generaf Electric Co GE 1.50% 3.07% 0.05% 7.86% 0.12%
HP Inc HPQ 0.12% 3.96% 0.00% 4.53% 0.01%
Home Depot Inc/The HD 0.90% 1.76% 0.02% 14.06% 0.13%
International Business Machines Corp {BM 0.72% 3.73% 0.03% 6.48% 0.05%
Johnson & Johnson JNJ 1.48% 2.96% 0.04% 5.91% 0.09%
McDonald's Corp MCD 0.55% 3.12% 0.02% 8.62% 0.05%
Merck & Co Inc MRK 0.78% 3.47% 0.03% 6.70% 0.05%
3M Co MMM 0.51% 2.62% 0.01% 9.05% 0.05%
Bank of America Corp BAC 0.96% 1.15% 0.01% 24.88% 0.24%
CSRAInc CSRA 0.02% n/a n/a nfa na

Pfizer Inc PFE 1.07% 3.42% 0.04% 4.66% 0.05%
Procter & Gamble Co/The PG 1.08% 3.54% 0.04% 741% 0.08%
AT&T Inc T 1.10% 5.58% 0.06% 4.42% 0.05%
Travelers Cos Inc/The TRV 0.18% 2.13% 0.00% 7.81% 0.01%
United Technologies Corp utx 0.45% 267% 0.01% 8.30% 0.04%
Analog Devices Inc ADI 0.10% 2.60% 0.00% 10.45% 0.01%
Wal-Mart Stores Inc WMT 1.00% 3.33% 0.03% 0.59% 0.01%
Cisco Systems Inc CSco 0.73% 3.08% 0.02% 7.86% 0.06%
Intel Corp INTC 0.87% 2.76% 0.02% 8.60% 0.07%
General Motors Co GM 0.30% 3.98% 0.01% 11.69% 0.03%
Microsoft Corp MSFT 2.30% 265% 0.06% 9.93% 0.23%
Doliar General Corp DG 0.10% 1.35% 0.00% 12.29% 0.01%
Kinder Morgan Inc/DE KMI 0.28% 8.66% 0.02% 8.13% 0.02%
Citigroup Inc [o} 0.85% 0.37% 0.00% 25.41% 0.22%
American International Group Inc AIG 0.42% 1.76% 0.01% 9.04% 0.04%
Honeywell International Inc HON 0.42% 2.29% 0.01% 9.69% 0.04%
Altria Group Inc MO 0.60% 3.92% 0.02% 7.78% 0.05%
HCA Holdings Inc HCA 0.15% n/a nfa 10.63% 0.02%
Under Armour Inc UA 0.08% n/a nia 23.43% 0.02%
International Paper Co IP 0.09% 4.21% 0.00% 8.56% 0.01%
Hewlett Packard Enterprise Co HPE 0.14% 1.48% 0.00% 4.09% 0.01%
Abbott Laboratories ABT 0.35% 2.14% 0.01% 11.95% 0.04%
Aflac Inc AFL 0.15% 2.51% 0.00% 8.53% 0.01%
Air Products & Chemicals Inc APD 0.16% 2.37% 0.00% 5.00% 0.01%
Airgas inc ARG 0.05% 1.74% 0.00% 7.47% 0.00%
Royal Caribbean Cruises Ltd RCL 0.11% 1.62% 0.00% 19.70% 0.02%
American Electric Power Co Inc AEP 0.15% 4.00% 0.01% 5.27% 0.01%
Hess Corp HES 0.09% 1.69% 0.00% -26.25% -0.02%
Anadarko Petroleum Corp APC 0.16% 1.80% 0.00% 8.33% 0.01%
Aon PLC AON 0.14% 1.27% 0.00% 11.68% 0.02%
Apache Corp APA 0.10% 2.03% 0.00% -1.92% 0.00%
Archer-Daniels-Midland Co ADM 0.12% 3.07% 0.00% 2.70% 0.00%
AGL Resources Inc GAS 0.04% 3.26% 0.00% 6.00% 0.00%
Automatic Data Processing Inc ADP 0.21% 2.46% 0.01% 10.33% 0.02%
Verisk Analytics Inc VRSK 0.07% nfa n/a 12.00% 0.01%
AutoZone Inc AZO 0.13% n/a n/a 12.40% 0.02%
Avery Dennison Corp AVY 0.03% 2.24% 0.00% 9.05% 0.00%
Baker Hughes inc BH! 0.12% 1.26% 0.00% 8.00% 0.01%
Ball Corp BLL 0.05% 0.75% 0.00% 6.05% 0.00%
Bank of New York Mellon Corp/The BK 0.25% 1.55% 0.00% 12.57% 0.03%
CR Bard Inc BCR 0.07% 0.51% 0.00% 13.78% 0.01%
Baxter International Inc BAX 0.1% 1.22% 0.00% 8.75% 0.01%
Becton Dickinson and Co BDX 0.17% 1.76% 0.00% 11.42% 0.02%
Berkshire Hathaway Inc BRK/B 0.89% nfa n/a 5.00% 0.04%
Best Buy Co Inc BBY 0.06% 2.89% 0.00% 10.00% 0.01%
H&R Block Inc HRB 0.05% 2.18% 0.00% 11.00% 0.01%
Boston Scientific Corp BSX 0.13% nfa n/a 9.12% 0.01%
Bristol-Myers Squibb Co BMY 0.59% 221% 0.01% 13.53% 0.08%
Brown-Forman Corp R BF/B 0.07% 1.33% 0.00% 8.36% 0.01%
Cabot Oif & Gas Corp COG 0.04% 0.42% 0.00% 48.42% 0.02%
Campbeli Soup Co CPB 0.09% 2.39% 0.00% 5.42% 0.00%

Kansas City Southern KSU 0.05% 1.45% 0.00% 9.60% 0.01%
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STANDARD AND POOR'S 500 INDEX

[13) [14] [15} [16) [17}
Cap-Weighted
Weight in Estimated Cap-Weighted Long-Term Long-Term
Name Ticker Index Dividend Yield Dividend Yietd Growth Est. Growth Est.

Carnival Corp CCL 0.16% 2.37% 0.00% 19.17% 0.03%
Qorvo Inc QRVO 0.04% n/a n/a 16.21% 0.01%
CenturyLink Inc CTL 0.08% 8.02% - 0.01% 0.19% 0.00%
Chubb Corp/The c8 0.16% 1.75% 0.00% 9.20% 0.01%
Cigna Corp Ct 0.18% 0.03% 0.00% 11.40% 0.02%
Frontier Communications Corp FTR 0.03% 8.42% 0.00% 3.00% 0.00%
Clorox Co/The CixX 0.08% 2.48% 0.00% 6.87% 0.01%
CMS Energy Corp CMS 0.05% T 331% 0.00% 6.25% 0.00%
Coca-Cola Enterprises Inc CCE 0.06% 2.23% 0.00% 6.04% 0.00%
Colgate-Palmaolive Co CL 0.31% 2.31% 0.01% 7.88% 0.02%
Comerica Inc CMA 0.04% 1.81% 0.00% 9.28% 0.00%
CAlnc CA 0.07% 3.56% 0.00% 5.50% 0.00%
Computer Sciences Corp CcsC 0.02% 1.79% 0.00% 3.60% 0.00%
ConAgra Foods inc CAG 0.09% 2.44% 0.00% 8.50% 0.01%
Consolidated Edison Inc ED 0.10% 4.18% 0.00% 2.74% 0.00%
SL Green Realty Corp SLG 0.06% 2.03% 0.00% 4.98% 0.00%
Coming Inc GLW 0.12% 2.56% 0.00% 5.55% 0.01%
CSX Corp csx 0.15% 2.53% 0.00% 8.59% 0.01%
Cummins Inc CMI 0.09% 3.89% 0.00% 6.90% 0.01%
Danaher Corp DHR 0.35% 0.56% 0.00% 12.90% 0.05%
Target Corp . TGT 0.24% 3.09% 0.01% 9.82% 0.02%
Deere & Co ) DE 0.14% 3.02% 0.00% 5.15% 0.01%
Dominion Resources Inc/VA D 0.21% 3.84% 0.01% 6.00% 0%
Dover Corp DoV 0.05% 2.55% 0.00% 12.00% 0.01%
Dow Chemical Co/The bow 0.32% 3.53% 0.01% 6.53% 0.02%
Buke Energy Corp DUK 0.25% 4.87% 0.01% 4.10% 0.01%
Eaton Corp PLC ETN 0.14% 3.78% 0.01% 8.09% 0.01%
Ecolab Inc ECL 0.19% 111% 0.00% 13.22% 0.02%
PerkinElmer Inc PKI 0.03% 0.53% 0.00% 6.14% 0.00%
EMC Corp/MA EMC 0.26% 1.82% 0.00% 8.53% 0.02%
Emerson Electric Co EMR 0.17% 3.80% 0.01% 7.82% 0.01%
EOG Resources Inc EOG 0.24% 0.80% 0.00% 2.05% 0.00%
Entergy Corp ETR 0.06% 5.10% 0.00% 1.64% 0.00%
Equifax Inc EFX 0.07% 1.04% 0.00% 10.00% 0.01%
EQT Corp EQT 0.05% 0.21% 0.00% 30.00% 0.01%
XL Group PLC XL 0.06% 2.10% 0.00% 9.50% 0.01%
FedEx Corp FDX 0.24% 0.63% 0.00% 13.78% 0.03%
Macy's inc M 0.07% 3.68% 0.00% 7.88% 0.01%
FMC Corp FMC 0.03% 1.54% 0.00% 9.00% 0.00%
Ford Motor Co F 0.30% 4.19% 0.01% 13.79% 0.04%
NextEra Energy Inc NEE 0.24% 3.08% 0.01% 7.00% 0.02%
Franklin Resources inc BEN 0.13% 1.43% 0.00% 7.69% 0.01%
Freeport-McMoRan Inc FCX 0.05% 2.45% 0.00% -55.40% -0.03%
TEGNA inc TGNA 0.03% 1.98% 0.00% 4.43% 0.00%
Gap Inc/The GPS 0.06% 3.44% 0.00% 8.79% 0.01%
General Dynamics Corp GD 0.25% 1.88% 0.00% 9.02% 0.02%
General Mills inc GIS 0.18% 3.05% 0.01% 7.50% 0.01%
Genuine Parts Co GPC 0.07% 271% 0.00% 8.62% 0.01%
WW Grainger Inc GWwW 0.07% 2.33% 0.00% 10.08% 0.01%
Haliiburton Co HAL 0.18% 1.81% 0.00% 6.02% 0.01%
Harley-Davidson Inc HOG 0.05% 2.53% 0.00% 10.13% 0.01%
Harman Intemational Industries Inc HAR 0.04% 1.36% 0.00% 16.00% 0.01%
Harris Corp HRS 0.05% 241% 0.00% n/a nfa
HCP Inc HCP 0.09% 6.36% 0.01% 2.78% 0.00%
Helmerich & Payne Inc HP 0.03% 4.72% 0.00% 1.10% 0.00%
Hershey Co/The HSY 0.07% 2.70% 0.00% 8.93% 0.01%
Synchrony Financial SYF 0.14% n/a n/a 5.34% 0.01%
Hormel Foods Corp HRL 0.10% 1.55% 0.00% 8.00% 0.01%
Starwood Hotels & Resorts Worldwide inc HOT 0.06% 2.09% 0.00% 8.35% 0.01%
Mondelez international Inc MDLZ 0.37% 1.56% 0.01% 10.76% 0.04%
CenterPoint Energy Inc CNP 0.04% 5.84% 0.00% 4.50% 0.00%
Humana Inc HUM 0.13% 0.69% 0.00% 12.33% 0.02%
Hiinois Tool Works Inc Tw 0.18% 2.34% 0.00% 8.20% 0.01%
Ingersoll-Rand PLC . IR 0.08% 1.98% 0.00% 10.11% 0.01%
Interpublic Group of Cos Inc/The PG 0.05% 2.09% 0.00% 6.50% 0.00%
International Flavors & Fragrances Inc IFF 0.05% 1.87% 0.00% 11.00% 0.01%
Jacobs Engineering Group Inc JEC 0.03% n/a n/a 7.22% 0.00%
Johnson Controls Inc JCI 0.16% 2.52% 0.00% 10.33% 0.02%
Hanesbrands Inc HBI 0.06% 1.30% 0.00% 16.30% 0.01%
Kellogg Co K 0.13% 2.91% 0.00% 4.06% 0.01%
Perrigo Co PLC PRGO 0.12% 0.33% 0.00% 12.73% 0.01%
Kimberly-Clark Corp KMB 0.23% 2.95% 0.01% 8.10% 0.02%
Kimco Realty Corp KiM 0.06% 3.91% 0.00% 4.49% 0.00%
Kohl's Corp KSS 0.05% 3.82% 0.00% 7.52% 0.00%
Oracle Corp ORCL 0.88% 1.54% 0.01% 7.72% 0.07%
Kroger Co/The KR 0.19% 1.12% 0.00% 10.19% 0.02%
Legg Mason Inc LM 0.03% 1.80% 0.00% 15.95% 0.00%
Leggett & Platt inc LEG 0.03% 2.75% 0.00% n/a n/a
Lennar Corp LEN 0.05% 0.31% 0.00% nfa nfa
Leucadia National Corp LUK 0.03% 1.41% 0.00% n/a n/a
Eli Lilly & Co LLY 0.48% 2.44% 0.01% 10.63% 0.05%
L Brands Inc LB 0.15% 2.10% 0.00% 10.91% 0.02%
Lincoln National Corp LNC 0.07% 1.82% 0.00% 10.18% 0.01%
Loews Corp L 0.07% 0.66% 0.00% n/a n/a
Lowe's Cos Inc LOW 0.38% 1.46% 0.01% 16.83% 0.06%
Host Hotels & Resorts Inc HST 0.07% 4.82% 0.00% 5.00% 0.00%
Marsh & McLennan Cos Inc MMC 0.15% 2.24% 0.00% 11.98% 0.02%
Masco Corp MAS 0.05% 1.27% 0.00% 14.79% 0.01%
Mattel Inc MAT 0.04% 6.11% 0.00% 9.43% 0.00%
McGraw Hill Financial Inc MHFI 0.14% 1.37% 0.00% 11.17% 0.02%

Medtronic PLC MDT 0.56% 2.02% 0.01% 8.18% 0.05%




STANDARD AND POOR'S 500 INDEX

[13] {14) [15) {16} [17)
Cap-Weighted
Weight in Estimated Cap-Weighted Long-Term Long-Term
Name Ticker Index Dividend Yield Dividend Yield Growth Est. Growth Est.

CVS Health Corp CvVs 0.55% 1.49% 0.01% 14.50% 0.08%
Micron Technology Inc MU 0.09% n/a n/a 2.22% 0.00%
Motorola Solutions Inc MSH 0.07% 2.28% 0.00% 3.00% 0.00%
Murphy Oil Corp MUR 0.03% 4.90% 0.00% 13.00% 0.00%
Mylan NV MYL 0.13% n/a n/a 9.75% 0.01%
Laboratory Corp of America Holdings LH 0.07% nfa n/a 10.26% 0.01%
Tenet Healthcare Corp THC 0.02% n/a nla 1317% 0.00%
Newell Rubbermaid Inc NWL 0.06% 1.70% 0.00% 9.42% 0.01%
Newmont Mining Corp NEM 0.05% 0.54% 0.00% 1.43% 0.00%
Twenty-First Century Fox Inc FOXA 0.18% 1.02% 0.00% 14.92% 0.03%
NIKE Inc NKE 0.47% 0.97% 0.00% 13.37% 0.06%
NiSource Inc NI 0.03% 3.23% 0.00% nfa n/a
Noble Energy Inc NBL 0.08% 1.96% 0.00% 1.23% 0.00%
Norfolk Southern Corp NSC 0.15% 2.48% 0.00% 8.14% 0.01%
Eversource Energy ES 0.09% 3.28% 0.00% 6.58% 0.01%
Northrop Grumman Corp NOC 0.18% 1.72% 0.00% 6.57% 0.01%
Wells Fargo & Co WFC 1.49% 2.72% 0.04% 11.28% 0.17%
Nucor Corp NUE 0.07% 3.59% 0.00% 10.10% 0.01%
PVH Corp PVH 0.04% 0.16% 0.00% 9.76% 0.00%
QOccidental Petroleum Corp OXY 0.31% 3.97% 0.01% 8.00% 0.02%
Omnicom Group Inc oMC 0.08% 2.71% 0.00% 5.33% 0.01%
ONEOK Inc OKE 0.03% 8.34% 0.00% 8.60% 0.00%
Owens-lliincis Inc o]} 0.02% n/a n/a 2.90% 0.00%
PG&E Corp PCG 0.14% 3.45% 0.00% 3.83% 0.01%
Parker-Hannifin Corp PH 0.08% 2.41% 0.00% 8.69% 0.01%
PPL Corp PPL 0.12% 4.44% 0.01% 1.94% 0.00%
PepsiCo Inc PEP 0.77% 281% 0.02% 6.04% 0.05%
Exelon Comp EXC 0.13% 4.54% 0.1% 5.18% 0.01%
ConocoPhillips COP 0.35% 5.48% 0.02% -0.45% 0.00%
PulteGroup Inc PHM 0.04% 1.64% 0.00% 17.19% 0.01%
Pinnacle West Capital Corp PNW 0.04% 3.95% 0.00% 5.20% 0.00%
Pitney Bowes Inc PBI 0.02% 3.47% 0.00% 14.00% 0.00%
Plum Creek Timber Co Inc PCL 0.05% 3.46% 0.00% 22.82% 0.01%
PNC Financial Services Group Inc/The PNC 0.26% 2.14% 0.01% 6.99% 0.02%
PPG Industries Inc PPG 0.15% 1.36% 0.00% 7.03% 0.01%
Praxair Inc PX 017% 2.54% 0.00% 6.85% 0.01%
Precision Castparts Corp PCP 0.17% 0.05% 0.00% 11.67% 0.02%
Progressive Corp/The PGR 0.10% 2.23% 0.00% 7.93% 0.01%
Public Service Enterprise Group Inc PEG 0.10% 3.99% 0.00% 3.94% 0.00%
Raytheon Co RTN 0.20% 2.16% 0.00% 7.41% 0.01%
Robert Half International inc RHI 0.04% 1.56% 0.00% 15.62% 0.01%
Ryder System Inc R 0.02% 2.4%% 0.00% 10.70% 0.00%
SCANA Corp SCG 0.04% 3.69% 0.00% 6.00% 0.00%
Edison International EIX 0.10% 2.81% 0.00% 3.42% 0.00%
Schlumberger Ltd sLB 0.52% 2.59% 0.01% 14.33% 0.07%
Charles Schwab Corp/The SCHW 0.23% 0.71% 0.00% 20.35% 0.05%
Sherwin-Williams Co/The SHW 0.14% 0.97% 0.00% 18.05% 0.02%
JM Smucker Co/The SIM 0.08% 2.21% 0.00% 9.38% 0.01%
Snap-on Inc SNA 0.05% 1.42% 0.00% 3.30% 0.00%
AMETEK Inc AME 0.07% 0.64% 0.00% 10.41% 0.01%
Southern Co/The SO 0.21% 4.87% 0.01% 3.83% 0.01%
BB&T Corp BBT 0.16% 2.80% 0.00% 11.30% 0.02%
Southwest Airlines Co LUV 0.16% 0.65% 0.00% 18.09% 0.03%
Southwestern Energy Co SWN 0.02% n/a nfa 9.33% 0.00%
Stanley Black & Decker Inc SWK 0.09% 2.02% 0.00% 10.67% 0.01%
Public Storage PSA 0.22% 2.83% 0.01% 4.80% 0.01%
SunTrust Banks Inc STl 0.12% 2.21% 0.00% 5.86% 0.01%
Sysco Corp SYyy 0.12% 3.02% 0.00% 9.02% 0.01%
TECO Energy Inc TE 0.03% 3.42% 0.00% 6.00% 0.00%
Tesoro Corp TSO 0.07% 1.74% 0.00% 16.14% 0.01%
Texas Instruments inc TXN 0.31% 262% 0.01% 9.48% 0.03%
Textron Inc TXT 0.06% 0.19% 0.00% 9.26% 0.01%
Thermo Fisher Scientific Inc T™MO 0.29% 0.43% 0.00% 11.60% 0.03%
Tiffany & Co TIF 0.05% 2.01% 0.00% 10.53% 0.01%
TJX Cos Inc/The TJX 0.25% 1.19% 0.00% 10.96% 0.03%
Torchmark Corp TMK 0.04% 0.89% 0.00% 7.19% 0.00%
Total System Services Inc 7SS 0.05% 0.71% 0.00% 11.00% 0.01%
Tyco Internationat Pic TYC 0.08% 2.32% 0.00% 10.60% 0.01%
Union Pacific Corp UNP 0.38% 2.62% 0.01% 8.66% 0.03%
UnitedHealth Group Inc UNH 0.57% 1.77% 0.01% 11.83% 0.07%
Unum Group UNM 0.05% 2.02% 0.00% 9.00% 0.00%
Marathon Oil Corp MRO 0.06% 1.14% 0.00% -3.70% 0.00%
Varian Medical Systems Inc VAR 0.04% n/a n/a 11.37% 0.00%
Ventas Inc VTR 0.08% 5.47% 0.01% 2.63% 0.00%
VF Corp VFC 0.15% 2.29% 0.00% 11.53% 0.02%
Vornado Realty Trust VNO 0.10% 2.60% 0.00% 4.90% 0.00%
ADT Corp/The ADT 0.03% 2.37% 0.00% 8.47% 0.00%
Vulcan Materials Co VMC 0.07% 0.39% 0.00% 44.44% 0.03%
Weyerhaeuser Co WY 0.08% 3.85% 0.00% 3.60% 0.00%
Whirlpool Corp WHR 0.07% 2.22% 0.00% 16.65% 0.01%
Williams Cos Inc/The WMB 0.15% 7.00% 0.01% n/a nfa
WEC Energy Group inc WEC 0.08% 3.71% 0.00% 4.35% 0.00%
Xerox Corp XRX 0.06% 2.65% 0.00% 8.55% 0.00%
Adobe Systems Inc ADBE 0.24% n/a nfa 18.87% 0.05%
AES Corp/VA AES 0.04% 4.00% 0.00% 3.71% 0.00%
Amgen Inc AMGN 0.65% 1.96% 0.01% 8.38% 0.05%
Apple Inc AAPL 3.48% 1.76% 0.06% 13.50% 0.47%
Autodesk Inc ADSK 0.08% nia nfa -1.51% 0.00%
Cintas Corp CTAS 0.05% 1.15% 0.00% 11.60% 0.01%
Comcast Corp CMCSA 067% 1.64% 0.01% 13.39% 0.09%
Molson Coors Brewing Co TAP 0.08% 1.78% 0.00% 12.10% 0.01%
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KLA-Tencor Corp KLAC 0.05% 3.13% 0.00% 13.47% 0.01%
Marriott International Inc/MD MAR 0.10% 1.41% 0.00% 12.67% 0.01%
McCormick & Co inc/MD MKC 0.05% 2.00% 0.00% 6.50% 0.00%
Nordstrom Inc JWN 0.06% 2.63% 0.00% 8.22% 0.00%
PACCAR Inc PCAR 0.10% 1.85% 0.00% 9.14% 0.01%
Costco Wholesale Corp COST 0.37% 0.99% 0.00% 9.80% 0.04%
St Jude Medical Inc RIN] 0.09% 1.84% 0.00% 11.25% 0.01%
Stryker Corp SYK 0.19% 1.43% 0.00% 11.00% 0.02%
Tyson Foods Inc TSN 0.08% 1.20% 0.00% 8.60% 0.01%
Altera Corp ALTR 0.08% 1.36% 0.00% 10.45% 0.01%
Applied Materials Inc AMAT 0.12% 2.13% 0.00% 12.08% 0.01%
Time Warner Inc TWX 0.30% 2.00% 0.01% 12.37% 0.04%
Bed Bath & Beyond Inc BBBY 0.05% n/a n/a 7.35% 0.00%
American Airlines Group Inc AAL 0.14% 0.97% 0.00% 18.37% 0.03%
Cardinal Heaith Inc CAH 0.15% 1.78% 0.00% 12.36% 0.02%
Celgene Corp CELG 0.46% n/a n/a 24.08% 0.11%
Cerner Corp CERN 0.11% n/a n/a 17.28% 0.02%
Cincinnati Financial Corp CINF 0.05% 3.01% 0.00% n/a n/a
Cablevision Systems Corp CvC 0.04% 1.97% 0.00% 2.30% 0.00%
DR Horton Inc DHI 0.06% 0.99% 0.00% 19.20% 0.01%
Flowserve Corp FLS 0.03% 1.56% 0.00% 7.14% 0.00%
Electronic Arts Inc EA 0.11% nfa n/a 14.33% 0.02%
Express Scripts Holding Co ESRX 0.31% nfa n/a 16.70% 0.05%
Expeditors Intemational of Washington Inc EXPD 0.05% 1.48% 0.00% 10.06% 0.00%
Fastenal Co FAST 0.06% 2.76% 0.00% 12.65% 0.01%
M&T Bank Corp MTB 0.12% 2.23% 0.00% 6.98% 0.01%
Fiserv Inc FisVv 0.12% nfa nfa 12.80% 0.01%
Fifth Third Bancorp FITB 0.09% 2.52% 0.00% 4.58% 0.00%
Gilead Sciences Inc GILD 0.81% 1.62% 0.01% 11.70% 0.09%
Hasbro Inc HAS 0.05% 2.52% 0.00% 9.55% 0.00%
Huntington Bancshares Inc/OH HBAN 0.05% 2.40% 0.00% 8.28% 0.00%
Welltower Inc . HCN 0.12% 5.22% 0.01% 4.49% 0.01%
Biogen inc BB 0.34% n/a nfa 12.00% 0.04%
Linear Technology Corp LLTC 0.06% 262% 0.00% 6.76% 0.00%
Range Resources Corp RRC 0.03% 0.56% 0.00% 13.48% 0.00%
Northern Trust Corp NTRS 0.09% 1.92% 0.00% 13.71% 0.01%
Paychex Inc PAYX 0.10% 3.10% 0.00% 8.39% 0.01%
People's United Financial Inc PBCT 0.03% 4.00% 0.00% n/a n/a
Patterson Cos Inc PDCO 0.02% 1.93% 0.00% 9.50% 0.00%
QUALCOMM Inc QCOM 0.39% 3.94% 0.02% 11.27% 0.04%
Roper Technologies inc ROP 0.10% 0.52% 0.00% 11.77% 0.01%
Ross Stores Inc ROST 0.11% 0.90% 0.00% 10.79% 0.01%
AutoNation inc AN 0.04% nfa nfa 13.29% 0.00%
Starbucks Corp SBUX 0.48% 1.30% 0.01% 18.16% 0.09%
KeyCorp KEY 0.06% 2.29% 0.00% 7.34% 0.00%
Staples Inc SPLS 0.04% 3.98% 0.00% 0.71% 0.00%
State Street Corp STT 0.16% 1.87% 0.00% 8.62% 0.01%
US Bancorp use 0.41% 2.32% 0.01% 5.75% 0.02%
Symantec Corp SYMC 0.07% 3.06% 0.00% 6.72% 0.00%
T Rowe Price Group Inc TROW 0.10% 2.73% 0.00% 10.83% 0.01%
Waste Management Inc WM 0.13% 2.86% 0.00% 7.98% 0.01%
CBS Corp CcBS 0.12% 1.19% 0.00% 14.02% 0.02%
Allergan plc AGN 0.65% n/a n/a 11.91% 0.08%
Whole Foods Market Inc WFM 0.05% 1.85% 0.00% 10.96% 0.01%
Constellation Brands Inc 8712 0.13% 0.88% 0.00% 13.62% 0.02%
Xilinx Inc XLNX 0.07% 2.50% 0.00% 8.12% 0.01%
- DENTSPLY International Inc XRAY 0.04% 0.48% 0.00% 9.07% 0.00%
Zions Bancorporation ZION 0.03% 0.80% 0.00% 7.15% 0.00%
Invesco Ltd \74 0.08% 3.21% 0.00% 10.48% 0.01%
Intuit Inc INTU 0.14% 1.20% 0.00% 17.57% 0.02%
Morgan Stanley MS 0.35% 1.75% 0.01% 17.07% 0.06%
Microchip Technology Inc MCHP 0.05% 2.97% 0.00% 7.51% 0.00%
ACE Ltd ACE 0.20% 2.33% 0.00% 11.20% 0.02%
Chesapeake Energy Corp CHK 0.02% n/a nfa 0.28% 0.00%
O'Reilly Automotive Inc ORLY 0.14% n/a nfa 17.70% 0.02%
Allstate Corp/The ALL 0.13% 1.91% 0.00% 8.00% 0.01%
FLIR Systems Inc FLIR 0.02% 1.44% 0.00% 15.00% 0.00%
Equity Residential EQR 0.15% 2.77% 0.00% 5.99% 0.01%
BorgWarner Inc BWA 0.05% 1.22% 0.00% 10.59% 0.01%
Newfield Exploration Co NFX 0.03% nia n/a 6.86% 0.00% ‘
Urban Qutfitters Inc URBN 0.01% n/a n/a 13.26% 0.00% ‘
Simon Property Group Inc SPG 0.31% 3.44% 0.01% 8.75% 0.02%
Eastman Chemical Co EMN 0.06% 2.20% 0.00% 7.03% 0.00%
AvalonBay Communities Inc AVB 0.13% 2.75% 0.00% 6.13% 0.01%
Prudential Financial Inc PRU 0.21% 3.24% 0.01% 11.00% 0.02%
United Parcel Service Inc upPs 0.38% 2.83% 0.01% 11.44% 0.04%
Apartment Investment & Management Co AV 0.03% 3.15% 0.00% 8.34% 0.00%
Walgreens Boots Alliance Inc WBA 0.48% 1.71% 0.01% 15.90% 0.08%
McKesson Corp MCK 0.23% 0.59% 0.00% 14.73% 0.03%
Lockheed Martin Corp LMT 0.36% 3.01% 0.01% 7.80% 0.03%
AmerisourceBergen Corp ABC 0.11% 1.38% 0.00% 12.50% 0.01%
Cameron International Corp CAM 0.07% nfa nfa -5.90% 0.00%
Capital One Financial Corp COF 0.22% 2.04% 0.00% 6.62% 0.01%
Waters Corp WAT 0.06% nfa n/a 9.59% 0.01%
Dollar Tree Inc DLTR 0.09% n/a n/a 19.67% 0.02%
Darden Restaurants Inc DRI 0.04% 3.92% 0.00% 12.50% 0.00%
SanDisk Corp SNDK 0.08% n/a n/a 11.00% 0.01%
Diamond Offshore Drilling Inc DO 0.02% 2.21% 0.00% 13.40% 0.00%
NetApp Inc NTAP 0.05% 2.35% 0.00% 9.98% 0.00%
Citrix Systemns Inc CTXS 0.C6% n/a n/a 14.38% 0.01%

Goodyear Tire & Rubber Co/The GT 0.05% . 0.80% 0.00% 7.00% 0.00%
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DaVita HealthCare Partners Inc OVA 0.08% n/a n/a 9.29% 0.01%
Hartford Financial Services Group Inc/The HIG 0.10% 1.84% 0.00% 9.25% 0.01%
Iron Mountain Inc IRM 0.03% 6.98% 0.00% 7.30% 0.00%
Estee Lauder Cos Inc/The EL 0.10% 1.43% 0.00% 12.36% 0.01%
Yahoo! Inc YHQO 0.17% n/a nfa 10.25% 0.02%
Principal Financial Group Inc PFG 0.08% 2.95% 0.00% 11.50% 0.01%
Stericycle Inc SRCL 0.05% nla n/a 15.40% 0.01%
Universal Health Services Inc UHS 0.06% 0.33% 0.00% 10.35% 0.01%
E*TRADE Financial Corp ETFC 0.05% n/a nfa 16.36% 0.01%
Skyworks Solutions Inc SWKS 0.08% 1.25% 0.00% 18.90% 0.02%
National Oilwell Varco Inc NOV 0.07% 4.93% 0.00% -5.45% 0.00%
Quest Diagnostics Inc DGX 0.05% 2.22% 0.00% 10.46% 0.01%
Activision Blizzard inc ATVI 0.15% 061% 0.00% 11.33% 0.02%
Rockwell Automation Inc ROK 0.07% 2.72% 0.00% 8.98% 0.01%
Kraft Heinz Co/The KHC 0.47% 3.12% 0.01% 15.87% 0.08%
American Tower Corp AMT 0.22% 1.85% 0.00% 14.88% 0.03%
Regeneron Pharmaceuticals Inc REGN 0.29% nfa nfa 21.69% 0.06% ‘
Amazon.com inc AMZN 1.65% n/a n/a 62.40% 1.03% ‘
Ralph Lauren Corp RL 0.04% 1.61% 0.00% 12.85% 0.00%
Boston Properties Inc BXP 0.10% 2.08% 0.00% 6.06% 0.01%
Amphenol Corp APH 0.09% 1.02% 0.00% 8.70% 0.01%
Pioneer Natural Resources Co PXD 0.11% 0.06% 0.00% 5.60% 0.01%
Valero Energy Corp VLO 0.18% 2.78% 0.01% 2.7%% 0.01%
L-3 Communications Holdings Inc LLL 0.05% 2.12% 0.00% 6.69% 0.00%
Western Union Co/The wu 0.05% 3.29% 0.00% 6.73% 0.00%
CH Robinson Worldwide inc CHRW 0.05% 2.25% 0.00% 10.63% 0.01%
Accenture PLC ACN 0.35% 2.05% 0.01% 10.37% 0.04%
Yum! Brands Inc YUM 0.17% 2.54% 0.00% 11.45% 0.02%
Prologis Inc PLD 0.12% 3.74% 0.00% 4.77% 0.01%
FirstEnergy Corp FE 0.07% 4.59% 0.00% -0.30% 0.00%
VeriSign Inc VRSN 0.05% n/a nl/a 8.40% 0.00%
Quanta Services Inc PWR 0.02% n/a n/a 8.00% 0.00%
Henry Schein Inc HSIC 0.07% nla nfa 10.78% 0.01%
Ameren Corp AEE 0.06% 3.88% 0.00% 7.10% 0.00%
Broadcom Corp BRCM 0.16% 1.03% 0.00% 12.36% 0.02%
NVIDIA Corp NVDA 0.09% 1.45% 0.00% 8.53% 0.01%
Sealed Air Corp SEE 0.05% 1.15% 0.00% 9.50% 0.00%
Cognizant Technology Solutions Corp CTSH 0.21% nfa n/a 16.28% 0.03%
Intuitive Surgicat Inc ISRG 0.10% nl/a n/a 14.53% 0.01%
CONSOL Energy Inc CNX 0.01% 0.51% 0.00% 14.40% 0.00%
Affiliated Managers Group Inc AMG 0.05% n/a n/a 13.01% 0.01%
Aetna Inc AET 0.19% 0.97% 0.00% 11.95% 0.02%
Republic Services inc RSG 0.08% 2.73% 0.00% 6.77% 0.01%
eBay Inc EBAY 0.19% nfa n/a 7.25% 0.01%
Goldman Sachs Group Inc/The GS 0.43% 1.37% 0.01% 831% 0.04%
Sempra Energy SRE 0.13% 2.82% 0.00% 8.35% 0.01%
Moody's Corp MCO 0.11% 1.32% 0.00% 13.00% 0.01%
Priceline Group Inc/The PCLN 0.33% n/a nfa 18.71% 0.06%
F5 Networks Inc FFIV 0.04% n/a n/a 15.90% 0.01%
Akamai Technologies Inc AKAM 0.05% na nfa 15.40% 0.01%
Reynolds American Inc RAI 0.35% 3.11% 0.01% 6.48% 0.02%
Devon Energy Corp DVN 0.10% 2.09% 0.00% 6.99% 0.01%
Alphabet Inc GOOGL 1.18% n/a n/a 18.08% 0.21%
Red Hat Inc RHT 0.08% n/a n/a 18.58% 0.01%
Allegion PLC ALLE 0.03% 0.60% 0.00% 14.89% 0.01%
Netflix Inc NFLX 0.28% nfa n/a 27.33% 0.08%
Agilent Technologies Inc A 0.07% 1.10% 0.00% 11.80% 0.01%
Anthem Inc ANTM 0.18% 1.92% 0.00% 961% 0.02%
CME Group Inc/lL CME 017% 2.05% 0.00% 12.61% 0.02%
Juniper Networks Inc JNPR 0.06% 1.33% 0.00% 11.38% 0.01%
BlackRock Inc BLK 0.32% 2.40% 0.01% 11.97% 0.04%
DTE Energy Co DTE 0.08% 3.63% 0.00% 5.30% 0.00%
Nasdaq Inc NDAQ 0.05% 1.71% 0.00% 6.88% 0.00%
Philip Morris Intemnational inc PM 0.72% 4.67% 0.03% 6.12% 0.04%
Time Warner Cable Inc TWC 0.28% 1.62% 0.00% 5.50% 0.02%
salesforce.com inc CRM 0.28% nfa nfa 27.72% 0.08%
MetLife Inc MET 0.30% 2.94% 0.01% 7.38% 0.02%
Monsanto Co MON 0.22% 227% 0.01% 9.82% 0.02%
Coach Inc COH 0.05% 4.25% 0.00% 10.67% 0.00%
Fluor Corp FLR 0.04% 1.73% 0.00% 5.73% 0.00%
Dun & Bradstreet Corp/The DNB 0.02% 1.72% 0.00% 10.15% 0.00%
Edwards Lifesciences Corp EW 0.09% nfa n/a 15.20% 0.01%
Ameriprise Financial Inc AMP 0.10% 2.37% 0.00% 13.00% 0.01%
Xcel Energy Inc XEL 0.10% 3.59% 0.00% 4.75% 0.00%
Rockwell Collins Inc CcoL 0.06% 1.42% 0.00% 7.97% 0.01%
FMC Technologies inc FTI 0.04% nfa n/a -11.80% 0.00%
Zimmer Biomet Holdings Inc ZBH 011% 0.87% 0.00% 10.48% 0.01%
CBRE Group Inc CBG 0.07% nfa nla 10.50% 0.01%
MasterCard Inc MA 0.57% 0.65% 0.00% 16.50% 0.09%
Signet Jewelers Ltd SIG 0.06% 0.67% 0.00% 12.50% 0.01%
GameStop Corp GME 0.02% 4.11% 0.00% 12.74% 0.00%
CarMax Inc KMX 0.06% n/a n/a 15.27% 0.01%
Intercontinentai Exchange Inc ICE 0.15% 1.15% 0.00% 15.83% 0.02%
Fidelity National Information Services inc FIS 0.10% 1.63% 0.00% 12.78% 0.01%
Chipotle Mexican Grill Inc CMG 0.10% n/a n/a 19.93% 0.02%
Pepco Holdings inc POM 0.03% 4.21% 0.00% 5.53% 0.00%
Wynn Resorts Ltd WYNN 0.03% 3.19% 0.00% 8.93% 0.00%
Assurant Inc AlZ 0.03% 2.34% 0.00% 8.62% 0.00%
NRG Energy Inc NRG 0.02% 4.69% 0.00% 26.60% 0.01%
Regions Financial Corp RF 0.07% 2.37% 0.00% 2.08% 0.00%

Monster Beverage Corp MNST 0.17% nfa n/a 16.63% 0.03%
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Teradata Corp TDC 0.02% nfa nfa 8.22% 0.00%
Mosaic Co/The MOS 0.06% 3.48% 0.00% 15.37% 0.01%
Expedia Inc EXPE 0.08% 0.78% 0.00% 21.25% 0.02%
Discovery Communications Inc DISCA 0.02% nia n/a 15.50% 0.00%
CF Industries Holdings Inc CF 0.06% 2.60% 0.00% 20.00% 0.01%
Viacom Inc VIAB 0.09% 3.21% 0.00% 9.10% 0.01%
Wyndham Worldwide Corp WYN 0.05% 2.21% 0.00% 9.00% 0.00%
Alphabet Inc GOOG 1.36% n/a n/a 18.08% 0.25%
Spectra Energy Corp SE 0.09% 5.65% 0.01% 4.63% 0.00%
First Solar Inc FSLR 0.03% n/a n/a 1.03% 0.00%
Mead Johnson Nutrition Co MJN 0.08% 2.05% 0.00% 8.80% 0.01%
Ensco PLC ESV 0.02% 3.50% 0.00% . -4.00% 0.00%
TE Connectivity Ltd TEL 0.14% 1.97% 0.00% 10.00% 0.01%
Discover Financial Services DFS 0.13% 1.87% 0.00% 8.59% 0.01%
TripAdvisor Inc TRIP 0.06% nfa n/a 15.73% 0.01%
Dr Pepper Snapple Group Inc DPS 0.09% 2.14% 0.00% 7.70% 0.01%
Scripps Networks Interactive Inc SNI 0.03% C1.82% 0.00% 11.46% 0.00%
Visa Inc v 0.81% 0.71% 0.01% 17.37% 0.14%
Xylem Inc/NY XYL 0.04% 151% 0.00% 11.30% 0.00%
Marathon Petroleum Corp MPC 0.16% 2.19% 0.00% 2.62% 0.00%
Level 3 Communications Inc LVLT 0.10% n/a na 8.00% 0.01%
Tractor Supply Co TSCO 0.06% 0.90% 0.00% 15.69% 0.01%
Transocean Ltd RIG 0.03% n/a nfa 26.29% 0.01%
Essex Property Trust Inc ESS 0.08% 2.50% 0.00% 6.25% 0.01%
General Growth Properties Inc GGP 0.12% 2.98% 0.00% 7.05% 0.01%
Realty Income Corp o] 0.07% 4.61% 0.00% 4.30% 0.00%
Seagate Technology PLC STX 0.06% 7.01% 0.00% 7.06% 0.00%
WestRock Co WRK 0.07% 2.96% 0.00% nfa n/fa
Western Digital Corp WDC 0.08% 3.20% 0.00% 5.00% 0.00%
Twenty-First Century Fox Inc FOX 0.13% 1.00% 0.00% 14.92% 0.02%
Comcast Corp CMCSK 0.11% 1.64% 0.00% 13.38% 0.02% |
Fossil Group Inc FOSL 0.01% n/a n/a 0.00% 0.00% ;
JB Hunt Transport Services Inc JBHT 0.05% 1.07% 0.00% 14.13% 0.01% }
Lam Research Corp LRCX 0.07% 1.53% 0.00% 5.48% 0.00% |
Mohawk Industries Inc MHK 0.07% n/a n/a 12.00% 0.01% |
Pentair PLC PNR 0.05% 2.26% 0.00% 7.23% 0.00% \
Vertex Pharmaceuticals Inc VRTX 0.17% n/a nfa 30.00% 0.05%
Facebook Inc FB 1.25% n/a n/a 28.98% 0.36%
United Rentals Inc URt 0.04% n/a n/a 12.64% 0.00%
United Continental Holdings Inc UAL 0.11% nfa nfa 19.72% 0.02%
Baxalta Inc BXLT 0.12% 0.81% 0.00% 2.30% 0.00%
Delta Air Lines Inc DAL 0.19% 1.16% 0.00% 21.88% 0.04%
Navient Corp NAVI 0.02% 5.37% 0.00% n/a n/a
Mallinckrodt PLC MNK 0.04% n/a n/a 13.18% 0.01%
News Corp NWS 0.02% 1.38% 0.00% 13.95% 0.00%
Keurig Green Mountain Inc GMCR 0.04% 2.48% 0.00% 12.08% 0.00%
Macerich Co/The MAC 0.07% 3.48% 0.00% 5.70% 0.00%
Martin Marietta Materials Inc MLM 0.06% 1.02% 0.00% 18.99% 0.01%
PayPal Holdings inc PYPL 0.23% n/a nfa 16.33% 0.04%
Alexion Pharmaceuticals Inc ALXN 0.21% n/a n/a 21.71% 0.05%
Columbia Pipeline Group Inc CPGX 0.03% 261% 0.00% 36.00% 0.01%
Endo International PLC ENDP 0.07% nfa n/a 12.13% 0.01%
News Corp NWSA 0.03% 1.39% 0.00% 13.95% 0.00%
Crown Castle International Corp ccCl 0.15% 412% 0.01% 22.80% 0.03%
Delphi Automotive PLC : DLPH 0.13% 1.14% 0.00% 10.61% 0.01%
Advance Auto Parts Inc AAP 0.06% 0.15% 0.00% 11.85% 0.01%
Michael Kors Holdings Ltd KORS 0.04% n/a nfa 7.45% 0.00%
llumina Inc ILMN 0.14% nfa n/a 20.48% 0.03%
Alliance Data Systems Corp ADS 0.09% n/a n/a 14.50% 0.01%
Nielsen Holdings PLC NLSN 0.09% 2.40% 0.00% 12.33% 0.01%
Garmin Ltd GRMN 0.04% 5.39% 0.00% 8.45% 0.00%
Cimarex Energy Co XEC 0.06% 0.54% 0.00% -2.79% 0.00%
Zoetis Inc AR 0.12% 0.71% 0.00% 9.85% 0.01%
Equinix Inc EQIX 0.10% 2.28% 0.00% 17.00% 0.02%
Discovery Communications Inc DISCK 0.04% n/a nla 15.50% 0.01%

Notes:

[8] Equals sum of Cal. [15]

{9] Equals sum of Col. [17]

[10] Equals ([8] x (1 + (0.5 x [9]))) + [9]
[11] Source: Exhibit AEB-5, at 1

[12] Equals [10) - [11]

[13} Equals weight in S&P 500 based on market capitalization
[14] Source: Bloomberg Professional
{15] Equals [13] x [14]

[18] Source; Bloomberg Professional
[17] Equals [13] x [16]
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] 12] B
Average 30-year
Authorized us.

Electric Treasury Risk
ROE Bond Premium
1992.1 12.38% 7.84% 4.55%
19922 11.83% 7.88% 3.94%
1992.3 12.03% 7.42% 4.62%
19924 12.14% 7.54% 4.60%
19931 11.84% 7.01% 4.83%
1993.2 11.64% 6.86% 4.78%
19933 11.15% 6.23% 4.92%
1993.4 11.04% 6.21% 4.84%
19941 11.07% 6.66% 4.40%
1994.2 11.13% 7.45% 3.68%
1894.3 12.75% 7.55% 5.20%
1994 .4 11.24% 7.95% 3.28%
1995.1 11.96% 7.52% 4.44%
1995.2 11.32% 6.87% 4.45%
19953 11.37% 6.66% 4.71%
19954 11.58% 8.14% 5.45%
1996.1 11.46% 6.39% 5.07%
1996.2 11.46% 6.92% 4.54%
1996.3 10.70% 7.00% 3.70%
1996.4 11.56% 6.54% 5.02%
1997.1 11.08% 6.90% 4.18%
1997.2 11.62% 6.88% 4.73%

1997.3 12.00% 6.44% 5.56%
1997.4 11.06% 6.04% 5.02%
1998.1 11.31% 5.89% 5.43%
1998.2 12.20% 5.79% 6.41%
1998.3 11.65% 5.32% 6.33%

1998.4 12.30% 5.11% 7.20%
1989.1 10.40% 5.43% 4.97%
1999.2 10.94% 5.82% 5.12%

1999.3 10.75% 6.07% 4.68%
1999.4 11.10% 6.31% 4.79%

2000.1 11.21% 6.15% 5.06%
2000.2 11.00% 5.95% 5.05%
2000.3 11.68% 5.78% 5.90%
2000.4 12.50% 5.62% 6.88%

2001.1 11.38% 5.42% 5.96%
2001.2 10.88% 577% 511%
2001.3 10.76% 5.44% 5.32%
2001.4 11.57% 521% 6.36%
2002.1 10.05% 5.55% 4.50%
2002.2 11.41% 5.57% 5.83%
2002.3 11.25% 4.96% 6.29%
20024 11.57% 4.93% 6.863%
2003.1 11.43% 4.78% 6.65%
2003.2 11.16% 457% 6.60%
2003.3 9.88% 5.15% 4.72%
2003.4 11.09% 5.11% 5.98%
2004.1 11.00% 4.86% 6.14%
2004.2 10.64% 531% 5.33%
2004.3 10.75% 5.01% 5.74%
2004.4 10.91% 4.87% 6.04%
20051 10.56% 4.69% 5.87%
2005.2 10.13% 4.34% 5.78%
2005.3 10.85% 4.43% 6.41%
2005.4 10.59% 4.66% 5.93%
2006.1 10.38% 4.69% 5.69%
2006.2 10.63% 5.19% 5.44%
2006.3 10.06% 4.90% 5.16%

2006.4 10.39% 4.70% 5.69%
20071 10.38% 4.81% 5.58%
2007.2 10.27% 4.98% 5.28%

2007.3 10.02% 4.85% 5.16%
2007.4 10.43% 4.53% 5.90%
2008.1 10.15% 4.34% 581%
2008.2 10.54% 4.57% 5.97%
2008.3 10.38% 4.44% 5.95%
2008.4 10.38% 3.49% 6.89%
2009.1 10.45% 3.62% 6.83%
2009.2 10.58% 4.23% 6.35%
2009.3 10.46% 4.18% 6.28%

2009.4 10.54% 4.35% 6.19%
2010.1 10.45% 4.59% 5.86%
2010.2 10.08% 4.20% 5.87%
2010.3 10.29% 3.73% 6.56%
20104 10.34% 4.14% 6.20%
20111 9.96% 4.53% 5.44%
20112 10.12% 4.33% 5.79%
2011.3 10.36% 3.54% 6.82%
20114 10.34% 3.03% 7.32%
20121 10.30% 3.12% 7.18%
2012.2 9.92% 2.84% 7.08%
20123 9.78% 268% 7.10%
2012.4 10.07% 287% 7.20%
20131 9.77% 3.12% 6.65%
2013.2 9.84% 3.22% 6.62%
20133 9.83% 367% 6.16%
~ 2013.4 9.82% 3.81% 6.02%
2014.1 9.57% 3.58% 5.99%
20142 9.83% 3.38% 6.45%
20143 9.79% 3.20% 6.59%
2014.4 9.78% 2.90% 6.88%
20151 9.66% 2.45% 7.21%
2015.2 9.50% 2.92% 6.58%
2015.3 9.40% 2.91% 6.49%
2015.4 9.77% 2.95% 6.82%

MEDIAN 10.73% 4.97% 5.82%

|
AVERAGE  10.80% 5.11% 5.69% !
|
i
i




Exhibit AEB-6
Page 2 of 2




Exhibit AEB-6
Page 3 of 2

8.00%
7.00%
y =-0.5613x + 0,0856
R =0.7418
600%
5
§ 5.00% *
2 o,
@
4.00% &
* *
*
3.00%
200% 8 > .
3.00% 4.00% 5.00% 6.00% 7.00% 8.00% 9.00%
U.S. Government 30-year Treasury Yield
SUMMARY OUTPUT
Regression Statistics
Muitiple R 0.881251
R Square 0.741754
Adjusted R Square 0.739007
Standard Error 0.004667 B
Observations 96
ANOVA
df SS MS F Significance F
Regression 1 0.005879 0.005879 269.993823 0.000000
Residual 94 0.002047 0.000022
Total 95 0.007926
Coefficients _ Standard Error t Stat P-vajue Lower 95% _ Upper 95% Lower 95.0% Upper 95.0%
intercept 0.0856 0.001809 47.33 0.000000 0.082012 0.089193 0.082012 0.089193
30-year U.S. Treasury Bond (0.5613) 0.034160 {16.43) 0.000000 (0.629122) (0.493472) (0.629122) (0.493472)
m 8] ©l
U.S. Govt.
30-year Risk
Treasury Premium ROE
Current 30-Day Average [4] 2.98% 6.89% 9.87%
Blue Chip Consensus Forecast (Q1 2015-Q2 2018) [5] 3.37% 8.67% 10.04%
Blue Chip Consensus Forecast (2016-2020) {6] 4.80% 5.87% 10.67%
MEAN 10.19%
Notes:
{1] Source: Y A
(2} Source: P i bond yields are the average of the last trading day of each month in the quarter

(3} Equals Column {1] - Column {2]

(4} 'Source: Bloomberg Professional

[5] Source: Blue Chip Financial Forecasts, Vol. 34, No. 11, November 1, 2015, at 2
[8] Source: Blue Chip Financial Forecasts, Vol. 34, No. 6, June 1, 2015, at 14

[7] See notes [4], [5] & [6]

[8] Equals 0.085602 + (-0.561297 x Column [7])

[9] Equats Column [7] + Column (8]
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UNS ELECTRIC
FAIR VALUE RATE OF RETURN
RUCO PROPOSED METHODOLOGY

Exhibit AEB-9
Page 1 of 1

Weighted
Amount Amount
($M) Weighting ($M)
Original Cost Rate Base (OCRB) $ 2720 50.00% $ 136.0
Reptacement Cost New, Depreciated Rate Base (RCN $ 4394 50.00% 219.7
Fair Value Rate Base (FVRB) 355.7 [1]
Appreciation Above OCRB $ 837 [2]
FVRB / OCRB Multtiple 1.31
FVROR Adjusted for 50% Inflation Factor
Weighted
Amount Cost Cost
Capital (M) Percent Rate Rate
Proposed Equity Ratio 4717% [3]
Proposed Debt Ratio 52.83% [4]
Inflation Rate 1.35% [5] 0.68%
Debt Cost Rate 4.66%
Equity Cost Rate 8.35%
Long-Term Debt $ 167.8 16} 47.17% 3.99% (8] 1.88%
Common Equity 187.9 [7] 52.83% 7.68% [9] 4.05%
Capital Financing FVRB $ 3557 100.00% 5.93%
[1] Direct Testimony of Dalias J. Dukes, Schedule B-1
[2] Direct Testimony of Dalias J. Dukes, Schedute B-1
{3] JMM-2
4] JIMM-2
5] JMM-1
[61=011"{3}
{71=[1]"{4]
{8} = [5]*.5*debt cost rate
[9] = Equity cost rate -([3]*.5)
FVROR Adjusted for 50% Inflation Factor and Adjusted ROE
Weighted
Amount Cost Cost
Capital [E10)] Percent Rate Rate
Proposed Equity Ratio 47.17% [3)
Proposed Debt Ratio 52.83% [4]
Inflation Rate 1.35% [5] 0.68%
Debt Cost Rate 4.66%
Equity Cost Rate
Long-Term Debt $ 167.8 (6} 47.17% 3.99% (8] 1.88%
Common Equity 187.9 {71 52.83% 8.69% [9] 4.59%
Capital Financing FVRB $ 355.7 100.00% 6.47%

[1] Direct Testimony of Dallas J. Dukes, Schedule B-1
[2] Direct Testimony of Dallas J. Dukes, Schedule B-1
[3] JMM-2

[4] JIMM-2

[5] IMM-1

(6] ={11(3}

[71=11114]

[8] = [5]*.5*debt cost rate

[9] = Equity cost rate -([3]*.5)
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Exhibit AEB-12
Page 10f2

BOND YIELD PLUS RISK PREMIUM

] 12] B3]

Average 30-year
Authorized us.

Electric Treasury Risk
ROE Bond Premium
19921 12.29% 7.84% 4.46%
19922 11.86% 7.88% 3.97%
1992.3 11.89% 7.42% 4.48%
1992.4 12.23% 7.54% 4.69%
19931 11.91% 7.01% 4.90%
1993.2 11.64% 6.86% 4.78%
1993.3 11.08% 6.23% 4.86%
1993.4 11.09% 6.21% 4.88%
1994.1 11.19% 6.66% 4.53%
1994.2 11.29% 7.45% 3.84%
1994.3 12.75% 7.55% 5.20%
1994.4 11.25% 7.95% 3.30%
1995.1 11.90% 7.52% 4.37%
1985.2 11.36% 6.87% 4.50%
1995.3 11.28% 6.66% 461%
1995.4 11.67% 6.14% 5.53%
1996.1 12.25% 6.39% 5.86%
1996.2 12.06% 6.92% 5.14%
1996.3 11.00% 7.00% 4.00%
1996.4 11.40% 6.54% 4.86%
1997.1 11.08% 6.90% 4.18%

19972 11.62% 6.88% 4.73%
1997.3 12.00% 6.44% 5.56%

1997.4 11.12% 6.04% 5.08%
1998.1 12.00% 5.89% 8.11%
1998.2 12.20% 5.79% 6.41%
1998.3 11.65% 5.32% 6.33%
1998.4 12.15% 511% 7.05%
1999.1 10.40% 5.43% 4.97%

1999.2 10.94% 5.82% 5.12%
1999.3 10.75% 6.07% 4.68%

2000.1 1.21% 6.15% 5.06%
2000.2 11.00% 5.95% 5.05%
2000.3 11.68% 5.78% 5.90%
2000.4 12.50% 562% 6.88%
2001.1 11.50% 5.42% 6.08%
2001.2 10.75% 577% 4.98%

2001.3 10.76% 5.44% 5.32%
2001.4 12.69% 521% 7.48%
2002.1 10.10% 5.55% 4.55%
2002.2 11.57% 557% 6.00%
2002.3 11.25% 4.98% 6.29%

2003.1 11.49% 4.78% 6.72%
2003.2 11.58% 457% 7.01%
2003.3 9.75% 5.15% 4.60%
2003.4 11.28% 511% 6.17%
2004.1 11.00% 4.86% 6.14%

2004.2 10.67% 531% 5.36%
2004.3 11.00% 5.01% 5.99%

2004.4 11.18% 4.87% 6.30%
2005.1 10.65% 4.69% 5.96%
2005.2 10.00% 4.34% 5.66%
2005.3 11.63% 4.43% 7.19%
2005.4 10.65% 4.66% 5.99%
2006.1 10.38% 4.69% 5.68%
2006.2 10.60% 5.19% 5.41%

2006.3 10.05% 4.90% 5.15%
2006.4 10.49% 4.70% 5.79%

20071 10.40% 481% 5.59%
2007.2 10.31% 4.98% 5.32%
2007.3 10.00% 4.85% 5.15%
2007.4 10.12% 4.53% 5.60%
2008.1 10.04% 4.34% 5.70%
2008.2 10.57% 4.57% 6.00%
2008.3 10.52% 4.44% 6.08%
2008.4 10.50% 3.49% 7.01%
2009.1 10.44% 3.62% 6.82%
2009.2 10.56% 4.23% 8.33%
2009.3 10.25% 4.18% 6.07%
2009.4 10.41% 4.35% 6.06%
20101 10.37% 4.59% 5.78%
2010.2 9.97% 4.20% 5.77%
20103 10.05% 3.73% 6.32%
20104 10.27% 4.14% 6.13%
20111 9.90% 4.53% 5.37%
20112 10.12% 4.33% 5.79%
20113 10.66% 3.54% 711%
20114 10.47% 3.03% 7.44%
20121 10.25% 3.12% 7.13%
2012.2 9.98% 2.84% 7.15%
20123 9.69% 2.68% 7.01%
20124 10.13% 2.87% 7.26%
2013.1 9.98% 3.12% 6.86%
20133 9.45% 3.67% 577%
20134 9.64% 3.81% 5.83%
2014.1 9.68% 3.58% 6.10%
2014.2 9.93% 3.38% 6.55%
20143 9.62% 3.20% 6.42%
20144 9.76% 2.90% 6.85%
2015.1 9.50% 2.41% 7.09%

AVERAGE 10.89% 5.19% 5.70%

MEDIAN  10.76% 5.06% 5.78%
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8.00%
7.00%
y = -0.5523x + 0.0857
R? = 0.8555
6.00% oo
13
E
E
2 5.00%
[
x *
z *
4.00% *e
. * > &
*
3.00%
2.00% - - > :
3.00% 4.00% 5.00% 6.00% 7.00% 8.00% 9.00%
U.S. Government 30-year Treasury Yield
SUMMARY OUTPUT
Regression Statistics
Multiple R 0.809611
R Square 0.655469
Adjusted R Square 0.651554
Standard Error 0.005515
Observations 90
ANOVA
df SS MS F Significance F
Regression 1 0.005091 0.005091 167.419934 0.000000
Residual 88 0.002676 0.000030
Total 89 0.007767
C jé Standard Error t Stat P-value Lower 95% Upper 95% _ Lower 95.0% _Upper 95.0%
Intercept 0.0857 0.002280 37.41 0.000000 0.081130 0.090232 0.081130 0.090232
30-year U.S. Treasury 8ond (0.5623) 0.042688 (12.94) 0.000000 {0.637176) {0.467509) (0.637176) (0.467509)
U} 8] 9]
U.S. Govt.
30-year Risk
Treasury Premium ROE
Current 30-Day Average [4] 2.51% 7.18% 9.69%
Blue Chip Consensus Forecast (Q1 2015-Q2 2016) {§] 3.20% 6.80% 10.00%
Blue Chip C: Forecast (2016-2020) [6] 4.90% 5.86% 10.76%
AVERAGE 10.15%
Notes:

(1] Source: Regulatory Research Associates

[2] Source: Bloomberg Professional, quarterly bond yields are the average of the last trading day of each month in the quarter
(3] Equals Column {1] ~ Column [2}

[4] Source: Bloomberg Professional

{5) Source: Blue Chip Financial Forecasts, Vol. 34, No. 2, February 1, 2015, at 2

[6] Source: Blue Chip Financial Forecasts, Vol. 33, No. 12, December 1, 2014, at 14

(7] See notes (4], [5] & [6]

(8] Equals 0.085681 + {(-0.552342 x Column [7])

[9] Equals Column {7] + Column [8}
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INTRODUCTION.

Please state your name and business address.
My name is David Lewis and my business address is 88 East Broadway, Tucson, Arizona,

85702.

Did you file Direct Testimony in this proceeding?

Yes.

On whose behalf are you filing your Rebuttal Testimony in this proceeding?
My Rebuttal Testimony is filed on behalf of UNS Electric, Inc. ("UNS Electric" or

"Company").

Which Commission Staff and/or Intervenor testimony do you address in your
Rebuttal Testimony?

I address certain adjustments that Staff witness Donna Mullinax recommends in her
Direct Testimony. I also address adjustments that Residential Utility Consumer Office
(*RUCO”) witness Jeffrey Michlik proposes in his Direct Testimony. While the
Company will agree to most of Staff’s adjustments for purposes of this rate case only, I
am addressing only those adjustments where the Company is not in agreement. Any
inadvertent omission of discussion of any adjustment should not be considered an

acceptance of the position or recommendation.




S W N

O e NN Y W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

27

Il

COMPUTATION CORRECTIONS TO STAFF'S AND RUCO'S DIRECT FILINGS.

Are there computation errors that you have identified within Staff’s or RUCO’s

adjustments?

Yes, I have provided an attachment, Exhibit DJL-R-1, which summarizes and explains

the computation cotrections that 1 have identified and sets forth the appropriate

computation.

What computation errors did you identify?

As explained in Exhibit DJL-R-1, the following errors were identified.

1.

Correction of Staff’s adjustment E-3 Injuries and Damages. Staff inadvertently did
not apply the ACC Jurisdictional factor in its calculation.

Correction of Staff’s adjustment E-4 Payroll Expense & Taxes. This correction is
needed to correct for the double exclusion of incentive compensation. Staff’s
adjustment was prepared based on information provided in data response STF 6.12.
The question asked to “explain the Incentive Compensation shown on the Payroll
Expense work papers.” UNS Electric's response addressed the question by stating
“the Incentive Comp as shown on the Payroll Expense work papers represents the
amount of incentive compensation that is attributable to the labor dollars charged for
each corresponding FERC account. This is also reflected in FERC Form on page
354.” UNS Electric's response intended to identify how the incentive compensation
was reconciled to FERC Form 1. It was not our intent to suggest that the Payroll
Expense adjustment included incentive compensation dollars.

Correction of Staff”s adjustment E-5 Incentive Compensation. Staff inadvertently did
not apply the ACC Jurisdictional factor in the calculation.

Correction of Staff”s Schedule D — Capital Structure. On Schedule D, the Fair Value

Rate of Return (“FVROR”) calculation was linking to UNS Electric’s original filed

ro
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position and not to Staff’s recommended position. Once corrected the FVROR
should be 5.63%.

5. Correction of RUCO’s Base cost of fuel Schedule IMM-13. RUCO adjusted the
Company’s updated base cost of fuel to revert the base cost of fuel back to the base
cost of fuel authorized in the Company’s last rate case. Using the updated base cost
of fuel is standard practice in electric rate cases, and this approach was used in the
Company’s last rate case. Fuel costs are recovered on a dollar-for-dollar basis (no
profit) through the purchased power and fuel adjustment mechanism. In a rate case, it
is appropriate to update the base cost of fuel to provide a new base for the adjustment
mechanism. If the revised revenue from base cost of fuel is not updated in this way,
then the difference must be reflected in the revenue requirement through a
corresponding adjustment to expenses. RUCO agrees that a correction is needed. In
response to the Company’s data request UNSE 2.14, RUCO states: "... RUCO agrees
if Test Year Revenues are adjusted to reflect an updated Base Cost of Power, then
expenses should reflect the adjusted level of power expense; as fuel revenues must
equal fuel expense, RUCO will revise operating income adjustment no. 1, in its

Surrebuttal testimony.”

Did you contact Staff or RUCO to address the computation corrections?
Yes. I contacted Staff witness Donna Mullinax. UNS Electric witness Craig Jones spoke

to RUCO witness Jeffrey M. Michlik.

Did Donna Mullinax agree with the Company's recommended corrections?
Yes, Donna Mullinax accepted our recommended corrections and it is the Company's

understanding that she will be revising Staff’s base rate increase to $18.5M in her

surrebuttal testimony.
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REBUTTAL TO OPERATING INCOME ADJUSTMENTS.

A. Short Term Incentive Compensation,

Did Staff or RUCO reduce the pro forma Short-Term Incentive Compensation cost
contained within the Company’s requested revenue requirements?

Yes, Both Staff and RUCO witnesses recommended that the pro forma level of Short-
Term Incentive Compensation expense be reduced. Although Staff and RUCO
adjustments differ slightly in their calculations, they both support the conclusion that the
Company’s compensation program should be borne equally by the shareholders and

ratepayers.

The Company strongly disagrees with the “who benefits” analysis as a tool for what
percentage of recovery to be afforded to the Company. The decision to allow recovery
should be based on whether the total compensation, including incentive pay, is fair and
reasonable. If so, it is part of the cost of service and should be allowed. Neither Staff nor
RUCO contend that the overall compensation, including incentive pay, is unreasonable or
imprudent. Accordingly, it should be fully recoverable. To allow only partial recovery
based on a “who benefits” approach is inappropriate. Almost any expense could be seen
to "benefit" both ratepayers and shareholders. The Commission should allow the
Company to recover its cost of service, which does not occur under Staff and RUCO's

proposals to allow recovery of only a percentage of reasonable expenses.

Are the arguments for full recovery of Short-term incentive compensation in your
direct testimony similar to arguments in UNS Electric's previous rate case?
Yes, the arguments are essentially unchanged. The Company recognizes that recent

Commission decisions rejected recovery of 100% of Short-Term incentive compensation.
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However, the Commission recently allowed EPCOR Water Arizona, Inc. (“EPCOR”)
(Decision No. 75268) to recover in rates incentive compensation so long as the total
compensation, including incentive pay was reasonable. The Company believes the costs

associated with the short- term incentive program is reasonable, fair and prudent.

B. Rate Case Expense.

Did Staff or RUCO dispute the Company’s pro forma rate case expense?
Staff did not object to the Company’s Rate Case Adjustment in their Direct Testimony.
RUCO recommend the inclusion of $350,000 normalized over 3 years as opposed to

$400,000 normalized over 3 years. See RUCO Schedule IMM-18.

Do you agree with RUCO’s recommendation of a normalized annual allowance of
$116,667?

No. As of January 1, 2016 UNS Electric has already incurred costs well in excess of the
$400,000 requested in its Application through the use of substantial TEP employee time
(which is allocated to UNS Electric) and outside consulting services and is expected to
increase. These costs are the incremental real cost associated with filing this case and
should be fully recoverable. Moreover, there are additional factors present in this rate
case that are outside of the control of the Company that has generated additional rate case
expense. For example, there are 19 Intervenors in this rate case and the Company has
responded to over 1,700 data requests, and there are approximately 40 witnesses that have
pre-filed testimony which will result in a lengthy and costly hearing. Although the
Company could easily update its rate case expense request to include these additional

costs, it has elected to not do so.
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Iv.

What is the reason for RUCO's recommendation to allow recovery of $350,000 of
rate case expense?

RUCO seems to have predicated their recommendation based on the $300,000 authorized
amounts from the prior three rate cases with an additional $50,000 due to the
complexities in this case. This grossly understates the additional complexities and costs
that I just discussed.

To base a recommendation purely on what was approved in UNS Electric's 2008 rate case
and ignore the additional expenses that the Company has no choice but to incur, is simply

unfair to the Company and is inherently unreasonable under the circumstances.

CONCLUSION.

What is the Company’s recommendation for revenue requirement?

While UNS Electric strongly believes that the requested increase in non-fuel base rates of
$22.6 million represents the true “Cost of Service” of providing dependable and reliable
service to their customers, for purposes of this rate case, UNS Electric accepts Staffs

revised non-fuel base rate increase of $18.5M.

Does this conclude your Testimony?

Yes, it does.
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II.

INTRODUCTION.

Please state your name and business address.
My name is Jason Rademacher and my business address is 88 East Broadway, Tucson,

Arizona, 85702.

Did you file Direct Testimony in this proceeding?

Yes.

On whose behalf are you filing your Rebuttal Testimony in this proceeding?
My Rebuttal Testimony is filed on behalf of UNS Electric, Inc. ("UNS Electric" or the

"Company").

Which Commission Staff and/or Intervenor testimony do you address in your
Rebuttal Testimony?

My Rebuttal Testimony addresses the Direct Testimony of Jeffrey M. Michlik on behalf
on the Residential Utility Consumer Office (“RUCO”).

NET OPERATING LOSS CARRYFORWARD (“NOLC”).

Has RUCO proposed an adjustment to remove UNS Electric’s NOLC ADIT from
rate base?

Yes. RUCO recommends increasing the ADIT balance by $7,467,062 from $35,161,108
to $42,628,170.
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Please explain what NOLC ADIT is.

An ADIT credit balance is typically included as a reduction to rate base in setting rates
because it represents an interest-free loan from the government and a source of non-
investor capital. The ADIT credit balance is generated primarily through the difference
between accelerated tax depreciation and regulatory depreciation methods. NOLC ADIT
is the recognition that the company did not receive an interest-free loan from the
government for the full amount of the depreciation difference. The ADIT credit balance
generated from accelerated depreciation is offset by a NOLC ADIT balance to reflect the

actual interest-free loan obtained by the Company.

Please summarize why UNS Electric included NOLC AbIT in rate base.

In order to retain and continue to claim valuable accelerated tax depreciation deductions
which reduce rate base and customer rates, UNS Electric was required to include the
NOLC ADIT under Internal Revenue Code (“IRC™) §168, and the rules adopted

thereunder.

Please explain how IRC §168 places such a requirement on UNS Electric.

I discuss the IRS normalizations in detail on pages 8 and 9 of my Direct Testimony. The
rules limit the accelerated depreciation ADIT rate base reduction to the amount of Federal
income tax liability deferred from using accelerated depreciation methods. Simply put,
only the ADIT that reduced taxable income to $0 can reduce rate base. If the
normalization rules are not followed, a utility is not allowed to claim accelerated
depreciation. The utility would be required to use straight line regulatory depreciation
methods, which do not create any ADIT. Violating the normalization rules would harm

customers by increasing rate base and increasing customer rates.
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How is UNS Electric certain that the normalization rules under §168 apply to
NOLCs?

As a result of bonus depreciation allowed by Congress, many utilities are in the same
position as UNS Electric and have large NOLCs. There have been several instances
where a utility and their respective state commissions are uncertain as to whether the
regulatory treatment of NOLCs is following the normalization rules. As a result, Private
Letter Rulings (“PLR’s) have been requested from the IRS. Each PLR is specific to the
facts and circumstances of the utility and its commission’s treatment of NOLC’s. As 1
stated in my Direct Testimony on page 9, line 17, 3 PLR’s had been issued for the NOLC
issue. In each case the IRS ruled that a reduction of a taxpayer’s rate base by the full
amount of its ADIT balance (i.e. not reduced by the balance of its NOLC ADIT) would
be a violation of the normalization rules. These three PLR's along with 3 others that I

refer to later in my testimony have been attached as Exhibit JJR-R-1.

Have there been additional PLRs issued since UNS Electric filed its rate case?

Yes. The IRS has issued PLRs 201519021 and 201534001. In both, the IRS again ruled
that a reduction of a taxpayer’s rate base by the full amount of its ADIT balance
unreduced by the balance of its NOLC ADIT would be a violation of the normalization

rules.

Is UNS Electric’s treatment of NOLC’s in compliance with the five PLRs you refer
to?

Yes. UNS Electric’s treatment of the NOLC is consistent with the PLRs, is consistent
with the normalization rules, and will allow the Company to retain and continue to claim

accelerated depreciation deductions for the benefit of customers.
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Is RUCO’s proposed removal of the NOLC ADIT from rate base consistent with the
PLRs?

No. Based on the PLRs, RUCO’s approach would violate the normalization rules, would
eliminate the Company’s ability to claim accelerated depreciation, would reduce or

eliminate the ADIT rate base reduction in future rate cases, and harm customers.

RUCO mentions a 6" PLR that you have not yet referred to, PLR 201418024 ("'6th
PLR"). What did the IRS rule in this 6th PLR?

The IRS ruled that excluding the NOLC did not violate the normalization rules.

Why did you exclude this ruling from your Direct Testimony?

This PLR addresses a different situation. Specifically, the method of computing deferred
income tax expense in the 6th PLR is not consistent with how UNS Electric computed
deferred income tax expense in this rate case or in any prior rate case. In addition, it is
inconsistent with how UNS Electric’s affiliates, Tucson Electric Power and UNS Gas,
have computed deferred income tax expense in prior rate cases. Further, UNS Electric is
not aware of the Commission approving deferred income tax expense calculated in the

manner presented in the 6th PLR in any rate case.

What does the 6th PLR state with respect to the calculation of deferred income tax
expense?
The ruling contains the following language:
“Both Commission and Taxpayer have intended, at all relevant times, to
comply with the normalization requirements. Commission has stated that,
in setting rates it includes a provision for deferred taxes based on the

entire difference between accelerated tax and regulatory depreciation,

including situations in which a utility has an NOLC or MTCC. Such a
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provision allows a utility to collect amounts from ratepayers equal to
income taxes that would have been due absent the NOLC and MTCC.
Thus, Commission has already taken the NOLC and MTCC into account

in setting rates.

If deferred income tax is calculated “based on the entire difference between
accelerated depreciation and regulatory depreciation", the ruling allows the NOLC
ADIT to be excluded from rate base?
Yes. The ruling contains the following language:
We therefore conclude that the reduction of Taxpayer's rate base by the full
amount of its ADIT account without regard to the balances in its NOLC-
related account and its MTCC-related account was consistent with the
requirements of § 168(1)(9) and § 1.167(1)-1 of the Income Tax

regulations.”

Did UNS Electric calculate deferred income tax “based on the entire difference
between accelerated depreciation and regulatory depreciation?”

No, UNS Electric calculates deferred income tax only on the portion of accelerated
depreciation that reduces taxable income to $0. As I state later in my Direct Testimony,
the deferred income tax on the difference between accelerated depreciation and

regulatory depreciation was $0.

Did RUCO calculate deferred income tax “based on the entire difference between
accelerated depreciation and regulatory depreciation?”
No. RUCO introduces the 6th PLR as support for its position to remove the NOLC ADIT,

but then violates the deferred income tax expense calculation requirement of the ruling.
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Should the Commission calculate deferred income tax expense “based on the entire
difference between accelerated depreciation and regulatory depreciation?”
No. Doing so would unnecessarily increase deferred income tax expense and the overall

revenue requirement.

What is the deferred income tax expense on “the entire difference between
accelerated depreciation and regulatory depreciation”?

As shown on page 3 of the Income — Income Taxes.pdf pro forma adjustments
workpapers, Deferred Fed column, tax depreciation is $45,579,823 and regulatory
depreciation is $13,953,220 resulting in a difference of $31,626,603. The Federal
deferred income tax on this difference would be $10.753,045 ($31,626,603 x 34%

Federal Tax Rate) on a total company basis, or $8,192,745 on an ACC jurisdiction basis.

How much deferred income tax expense did UNS Electric inciude in this rate case
for “the entire difference between accelerated depreciation and regulatory
depreciation”.

As shown on Schedule C-1 of UNS Electric's filing, the total deferred income tax
expense included in this rate case was $1,291,000. Of that amount, $0 relates to the
difference between accelerated depreciation and regulatory depreciation. As shown on
page 8 of the Income — Income Taxes.pdf pro forma adjustments workpapers UNS
Electric had a $35,045,106 loss for income tax purposes. Since the income tax loss
exceeds the $31,626,603 difference between tax and regulatory depreciation, the deferred
income tax on the depreciation difference was $0. To be in compliance with the 6th PLR,
an additional $8,192,745 would need to be added to deferred income tax expense.
Clearly, a deferred income tax expense increase of $8,192,745 far exceeds the revenue

requirement impact of reducing rate base by the $7,467,062 NOLC ADIT.
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Is RUCO’s proposal to remove the NOLC ADIT without a corresponding deferred
income tax expense adjustment a normalization violation?
Yes. RUCO must include the $7,467,062 NOLC ADIT in rate base or it must add

$8,192,745 to income tax expense. Excluding both is a normalization violation.

RUCO claims that the Commission is not bound by the IRS code or GAAP. How do
you respond to this claim?

They are not relevant as it relates to this issue. The issue is how the treatment of the
NOLC ADIT in a rate case proceeding impacts the Company’s ability to claim
accelerated depreciation and maximize tax deductions for the benefit of customers. As |
demonstrated above, RUCO’s proposal is a normalization violation and would result in a

loss of accelerated depreciation tax deductions. It would harm ratepayers.

Does UNS Electric’s inclusion of NOLC ADIT in rate base provide the most benefit
to customers?
Yes. UNS Electric’s inclusion of NOLC ADIT is the only way to maximize customer

benefits from accelerated depreciation in this rate case and in future rate cases.

PROPERTY TAX.

Did RUCO accept the Property Tax Deferral as proposed on pages 15-19 of your
Direct Testimony?

No. RUCO bifurcates the deferral and rejects the proposal to defer 100% of the Arizona
property taxes above or below the test year level caused by changes in the composite tax
rate. RUCO recommends a 50/50 sharing between shareholders and ratepayers for the
benefits and costs from appealing Gila River property values. In addition, RUCO

proposes a cap on the costs associated with the Gila River appeal.




[\

L=l - - SV S N

10
11
12

14
15
16
17
18
19
20
21
22
23
24
25
26
27

Why does RUCO reject the tax rate component of the deferral?
RUCO claims on page 36, line 15 of Mr. Michlik's Direct Testimony that, “There is
nothing extraordinary about the Company’s request for a deferral of property taxes in this

case, other than APS received one.”

How do you respond to this claim?

RUCO misses the “extraordinary” aspect of the Property Tax Deferral by attempting to
bifurcate the deferral into two components. The potential benefits from the Gila River
appeal is what makes UNS Electric’s total proposal unique and potentially a benefit for

ratepayers.

Mr. Michlik claims on page 37, line 6 that the Gila River appeal will save the
Company’s shareholders money in the long-term. Is this accurate?

No. Property taxes are one of expense categories included in cost of service.
Shareholders can benefit in between rate cases if property taxes decrease from the test
year level. However, that shareholder benefit is short lived. It can help delay the filing of

a rate case, but when a rate case is filed those benefits are forever passed onto customer.

In the absence of a deferral mechanism, would shareholders benefit if UNS Electric
is successful in its Gila River appeal?

Yes, but only until UNS Electric’s next rate case. From that point forward, ratepayers
would receive 100% of the benefits from lower Gila River property values. If UNS
Electric’s proposal were approved, customers would start receiving 100% of the benefits

immediately and not have to wait until the next rate case.
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If UNS Electric loses its appeal, why should ratepayers cover the costs?
Since ratepayers will benefit over the entire 35 year remaining life of the Gila River plant
with a successful appeal, it is appropriate for the ratepayers to cover 100% of the costs

even if UNS Electric 1s not successful.

RUCO proposes a cap on expenses. Is this reasonable?
No. Projecting how hard the Arizona Department of Revenue (“ADOR”) will fight and
how many levels of court UNS Electric will have to work through would be difficult if

not impossible.

What factors should the Commission be aware of that will mitigate costs?
UNS Electric is not the first to litigate Gila River property tax values with the ADOR.
Sun Devil Holdings, the owners of Gila River Block 1 & 2, are already in Tax Court

litigating the same exact issue UNS Electric plans to litigate.

How does the Sun Devil litigation mitigate UNS Electric’s costs?

If Sun Devil wins its case, the Tax Court should not need to devote as much effort to
hearing interpretations of statutes from UNS Electric and the ADOR. Precedent will have
been set and UNS Electric’s focus would be on proving that its facts are the same as Sun
Devil’s. If Sun Devil loses, UNS Electric has the opportunity to drop its case and avoid

further litigation costs.

If UNS Electric prevails, will its costs be covered by the ADOR?

Recovery of legal fees and expenses in tax cases is discretionary under A.R.S. §12-
348(B), and is subject to the maximum hourly fee specified in A.R.S. §12-348(E)(3) and
the maximum total amounts in A.R.S. §12-348(E)(5), subject to the inflation adjustment

specified in A.R.S. §12-348(E)(6). Any amounts that are recovered from the ADOR under
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these statutes will be included as a credit to the Property Tax Deferral. While some costs
may be covered, UNS Electric does not expect 100% of its outside services costs to be

recovered from the ADOR.
Should RUCO?’s Property Tax Deferral changes be accepted?
No, the Property Tax Deferral as originally proposed in my Direct Testimony are in the

public interest and should be accepted by the Commission.

Does this conclude your Testimony? |

Yes, it does.

10
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Checkpoint Contents
Federal Library
Federal Source Materials
IRS Rulings & Releases
Private Letter Rulings & TAMs, FSAs, SCAs, CCAs, GCMs, AODs & Other FOIA Documents
Private Letter Rulings & Technical Advice Memoranda (1950 to Present)
2014
PLR/TAM 201418067 - 201418001
PLR 201418024 -- IRC Sec(s). 168, 05/02/14

Private Letter Rulings

Private Letter Ruling 201418024, 05/02/14, IRC Sec(s). 168

UIL No.

Accelerated cost recovery system-rate base
calculations-normalization rules-consistency
requirements-public utilities.

Headnote:

Commission's reduction of public utility's rate base by full amount of its accumulated deferred income
tax without regard to balances in its net operating loss carryforward account and its minimum tax credit
carryforward account was consistent with normalization requirements of Code Sec. 168(i}{3}; and Reg
§ 118711

Reference(s): Code Sec. 168;
Full Text:

Number: 201418024

Release Date: 5/2/2014

Index Number: 167.22-01




Third Party Communication: None
Date of Communication: Not Applicable
Person To Contact: [Redacted Text]
[Redacted Text], ID No.

Telephone Number: [Redacted Text]
Refer Reply To:

CC:PSI:B06

PLR-133813-13

Date:

January 27, 2014

LEGEND:

Taxpayer =
Parent =
State =
Commission =
Year A =
Year B =
Year C =
Year D =

Yeark =

Date A =

Date B =




Date C=

Date D =

Date E =

Case =

Director =

Dear [Redacted Text]:

This letter responds to the request, dated July 30, 2013, of Taxpayer for a ruling on whether the
Commission's treatment of Taxpayer's Accumulated Deferred Income Tax (ADIT) account balance in
the context of a rate case is consistent with the requirements of the normalization provisions of the
Internal Revenue Code.

The representations set out in your letter follow.

Taxpayer is a regulated public utility incorporated in State. It is wholly owned by Parent. Taxpayer
distributes and sells natural gas to customers in State. Taxpayer is subject to the regulatory jurisdiction
of Commission with respect to terms and conditions of service and particularly the rates it may charge
for the provision of service. Taxpayer takes accelerated depreciation where available and, for the
period beginning in Year A and ending in Year E, Taxpayer has, in the aggregate, produced more net
operating losses (NOL) than taxable income. After application of the carryback and carryforward rules,
Taxpayer represents that it has net operating loss carryforward (NOLC), produced in Year C and Year
E, of $X as of the end of Year E. The amount of claimed accelerated depreciation in Year C and Year E
exceeded the amount of the NOLCs for those years. In Year D, Taxpayer produced regular taxable
income as well as alternative minimum taxable income (AMTI); the regular taxable income was offset
by the NOLCs from Year B and year C but could not offset the entire alternative minimum tax (AMT)

liability due to the limitation in § 56(d). Taxpayer paid $Y of AMT in Year D and had a minimum tax

credit carryforward (MTCC) as of the end of year E of $Y.

On its regulatory books of account, Taxpayer "normalizes” the differences between regulatory
depreciation and tax depreciation. This means that, where accelerated depreciation reduces taxable
income, the taxes that a taxpayer would have paid if regulatory depreciation (instead of accelerated tax
depreciation) were claimed constitute "cost-free capital" to the taxpayer. A taxpayer that normalizes
these differences, like Taxpayer, maintains a reserve account showing the amount of tax liability that is
deferred as a result of the accelerated depreciation. This reserve is the accumulated deferred income
tax (ADIT) account. Taxpayer maintains an ADIT account and also maintains an offsetting series of
entries that reflect that portion of those “tax losses' which, while due to accelerated depreciation, did not
actually defer tax because of the existence of an NOLC. With respect to the $Y AMT liability from Year
D, Taxpayer carried that amount as an offset to the ADIT because the AMT increased the payment of




tax.

Taxpayer filed a general rate case on Date A (Case). The test year used in the Case was the 12 month
period ending on Date B. In establishing the income tax expense element of its cost of service, the tax
benefits attributable to accelerated depreciation were normalized in accordance with Commission policy
and were not flowed thru to ratepayers. In establishing the rate base on which Taxpayer was to be
allowed to earn a return Commission generally offsets rate base by Taxpayer's plant based ADIT
balance, using a 13-month average of the month-end balances of the relevant accounts. Taxpayer
argued that the ADIT balance should be reduced by the amounts that Taxpayer calculates did not
actually defer tax due to the presence of NOLCs or the AMT. Commission, in an order issued on Date
C, did not use the amounts that Taxpayer calculates did not defer tax due to NOLCs or AMT but only
the amount in the ADIT account. Taxpayer filed a petition for reconsideration based on the
normalization implications of the order. On Date D, Commission rejected Taxpayer's request. Taxpayer
again requested reconsideration and the Commission denied that request on Date E. Commission
asserts that, in setting rates it includes a provision for deferred taxes based on the entire difference
between accelerated tax and regulatory depreciation, including situations in which a utility has, such as
in this case, an NOLC or AMT. Thus, Commission asserts that it has already recognized the effects of
the NOCL in setting rates and there is no need to reduce the ADIT by the other amounts due to NOLCs
or AMT.

Taxpayer requests that we rule as follows:

Under the circumstances described above, the reduction of Taxpayer's rate base by the full amount of
its ADIT account without regard to the balances in its NOLC-related account and its MTCC-related

account was consistent with the requirements of = §168(i)(9) and . § 1.167(I)-1 of the Income Tax

regulations.
Law and Analysis

Section 168(f)(2) of the Code provides that the depreciation deduction determined under
section 168 shall not apply to any public utility property (within the meaning of section 168(i)(10)) if

the taxpayer does not use a normalization method of accounting.

In order to use a normalization method of accounting, /== section 168(i)(9)(A)(i) of the Code requires

the taxpayer, in computing its tax expense for establishing its cost of service for ratemaking purposes
and reflecting operating results in its regulated books of account, to use a method of depreciation with
respect to public utility property that is the same as, and a depreciation period for such property that is
not shorter than, the method and period used to compute its depreciation expense for such purposes.
Under |

: section 168(i)(9)(A)ii), if the amount allowable as a deduction under % section 168 differs




from the amount that-would be allowable as a deduction under section 167 using the method,

period, first and last year convention, and salvage value used to compute regulated tax expense under
section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve to reflect the deferral of

taxes resulting from such difference.

i Section 168(i)(9)(B)(i) of the Code provides that one way the requirements of "= section

168(i)(9)(A) will not be satisfied is if the taxpayer, for ratemaking purposes, uses a procedure or

adjustment which is inconsistent with such requirements. Under (% section 168(i)(9)(B)(ii), such

inconsistent procedures and adjustments include the use of an estimate or projection of the taxpayer's

tax expense, depreciation expense, or reserve for deferred taxes under [ section 168(i)(9)(A)(ii),

unless such estimate or projection is also used, for ratemaking purposes, with respect to all three of
these items and with respect to the rate base.

"%

Former

section 167(1) of the Code generally provided that public utilities were entitled to use

accelerated methods for depreciation if they used a "normalization method of accounting.” A

normalization method of accounting was defined in former - section 167(1){(3)G) in a manner

consistent with that found in . section 168(1}(9)(A). Section 1.167(1)-1(a)(1) of the Income Tax

Regulations provides that the normalization requirements for public utility property pertain only to the
deferral of federal income tax liability resulting from the use of an accelerated method of depreciation
for computing the allowance for depreciation under " section 167 and the use of straight-line

depreciation for computing tax expense and depreciation expense for purposes of establishing cost of
services and for reflecting operating results in regulated books of account. These regulations do not
pertain to other book-tax timing differences with respect to state income taxes, F.I.C.A. taxes,
construction costs, or any other taxes and items.

‘== Section 1.167(1)-1(h)(1)(i) provides that the reserve established for public utility property should

reflect the total amount of the deferral of federal income tax liability resulting from the taxpayer's use of
different depreciation methods for tax and ratemaking purposes.

Section 1.167(1)-1(h)(1)(iii) provides that the amount of federal income tax liability deferred as a

result of the use of different depreciation methods for tax and ratemaking purposes is the excess
(computed without regard to credits) of the amount the tax liability would have been had the
depreciation method for ratemaking purposes been used over the amount of the actual tax liability. This
amount shall be taken into account for the taxable year in which the different methods of depreciation
are used. If, however, in respect of any taxable year the use of a method of depreciation other than a

subsection (1) method for purposes of determining the taxpayer's reasonable allowance under




section 167(a) results in a net operating loss carryover to a year succeeding such taxable year which
would not have arisen (or an increase in such carryover which would not have arisen) had the taxpayer

= subsection (1) method,

determined his reasonable allowance under . section 167(a) using a |
then the amount and time of the deferral of tax liability shall be taken into account in such appropriate
time and manner as is satisfactory to the district director.

Yt Section 1.167(1)-1(h)(2)(i) provides that the taxpayer must credit this amount of deferred taxes to a

reserve for deferred taxes, a depreciation reserve, or other reserve account. This regulation further

provides that, with respect to any account, the aggregate amount allocable to deferred tax under

section 167(1) shall not be reduced except to reflect the amount for any taxable year by which Federal
income taxes are greater by reason of the prior use of different methods of depreciation. That section
also notes that the aggregate amount allocable to deferred taxes may be reduced to reflect the amount
for any taxable year by which federal income taxes are greater by reason of the prior use of different
methods of depreciation under ' section 1.167(1)-1(h)(1)(i) or to reflect asset retirements or the

expiration of the period for depreciation used for determining the allowance for depreciation under

section 167(a).

‘=" Section 1.167(1)-(h)(6)(i) provides that, notwithstanding the provisions of subparagraph (1) of that

paragraph, a taxpayer does not use a normalization method of regulated accounting if, for ratemaking

purposes, the amount of the reserve for deferred taxes under section 167(1) which is excluded from

the base to which the taxpayer's rate of return is applied, or which is treated as no-cost capital in those

rate cases in which the rate of return is based upon the cost of capital, exceeds the amount of such
reserve for deferred taxes for the period used in determining the taxpayer's expense in computing cost
of service in such ratemaking.

Section 1.167(1)-(h)(6)(ii) provides that, for the purpose of determining the maximum amount of the

reserve to be excluded from the rate base (or to be included as no-cost capital) under subdivision (i),
above, if solely an historical period is used to determine depreciation for Federal income tax expense
for ratemaking purposes, then the amount of the reserve account for that period is the amount of the
section 1.167(1)-1(h)(2)(i)) at the end of the historical period. If such

reserve (determined under |

determination is made by reference both to an historical portion and to a future portion of a period, the
amount of the reserve account for the period is the amount of the reserve at the end of the historical
portion of the period and a pro rata portion of the amount of any projected increase to be credited or
decrease to be charged to the account during the future portion of the period.

i=~ Section 55 of the Code imposes an alternative minimum tax on certain taxpayers, including

corporations. Adjustments in computing alternative minimum taxable income are provided in i::* § 56.



- Section 56(a)(1) provides for the treatment of depreciation in computing alternative minimum
taxable income. ' Section 56(a)(1)(D) provides that, with respect to public utility property the

Secretary shall prescribe the requirements of a normalization method of accounting for that section.

iZ* Section 1.167(1)-1(h) requires that a utility must maintain a reserve reflecting the total amount of the

deferral of federal income tax liability resulting from the taxpayer's use of different depreciation methods
for tax and ratemaking purposes. Taxpayer has done so. . Section 1.167(1)-(h)(6)(i) provides that a

taxpayer does not use a normalization method of regulated accounting if, for ratemaking purposes, the
amount of the reserve for deferred taxes which is excluded from the base to which the taxpayer's rate
of return is applied, or which is treated as no-cost capital in those rate cases in which the rate of return
is based upon the cost of capital, exceeds the amount of such reserve for deferred taxes for the period
used in determining the taxpayer's expense in computing cost of service in such ratemaking.

Section 56(a)(1)(D) provides that, with respect to public utility property the Secretary shall prescribe the
requirements of a normalization method of accounting for that section.

In the rate case at issue, Commission has excluded from the base to which the Taxpayer's rate of
return is applied the reserve for deferred taxes, unmodified by the accounts which Taxpayer has
designed to calculate the effects of the NOLCs and MTCC. There is little guidance on exactly how an

NOLC or MTCC must be taken into account in calculating the reserve for deferred taxes under > §§
1.167(1)-1(h)(1)(iii) and 56(a)(1)(D). However, it is clear that both must be taken into account in

calculating the amount of the reserve for deferred taxes (ADIT) for the period used in determining the
taxpayer's expense in computing cost of service in such ratemaking.

Both Commission and Taxpayer have intended, at all relevant times, to comply with the normalization
requirements. Commission has stated that, in setting rates it includes a provision for deferred taxes
based on the entire difference between accelerated tax and regulatory depreciation, including situations
in which a utility has an NOLC or MTCC. Such a provision allows a utility to collect amounts from
ratepayers equal to income taxes that would have been due absent the NOLC and MTCC. Thus,
Commission has already taken the NOLC and MTCC into account in setting rates. Because the NOLC
and MTCC have been taken into account, Commission's decision to not reduce the amount of the
reserve for deferred taxes by these amounts does not result in the amount of that reserve for the period
being used in determining the taxpayer's expense in computing cost of service exceeding the proper
amount of the reserve and violate the normalization requirements. We therefore conclude that the
reduction of Taxpayer's rate base by the full amount of its ADIT account without regard to the balances

in its NOLC-related account and its MTCC-related account was consistent with the requirements of

§ 168(i)(9) and § 1.167(1)-1 of the Income Tax regulations. .

This ruling is based on the representations submitted by Taxpayer and is only valid if those




representations are accurate.

Except as specifically determined above, no opinion is expressed or implied concerning the Federal
income tax consequences of the matters described above. In particuiar, while we accept as true for
purposes of this ruling Commission's assertions that it inciudes a provision for deferred taxes based on
the entire difference between accelerated tax and regulatory depreciation, inciuding situations in which
a utility has an NOLC or AMT, we do not conclude that it has done so and those assertions are subject
to verification on audit.

This ruling is directed only to the taxpayer who requested it. /.., Section 6110(k)(3) of the Code

provides it may not be used or cited as precedent. In accordance with the power of attorney on file with
this office, a copy of this letter is being sent to your authorized representative. W e are also sending a
copy of this letter ruling to the Director.

Sincerely,

Peter C. Friedman

Senior Technician Reviewer, Branch 6
(Passthroughs & Special Industries)

cc: [Redacted Text]

€ 2018 Thomson Rauters/Tax & Accounting. All Rights Reserved
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Dear [Redacted Text]:

This letter responds to the request, dated November 25, 2013, of Taxpayer for a ruling on the
application of the normalization rules of the Internal Revenue Code to certain accounting and regulatory
procedures, described below.

The representations set out in your letter follow.

Taxpayer is a regulated public utility incorporated in State A and State B. It is wholly owned by Parent.
Taxpayer is engaged in the transmission, distribution, and supply of electricity in State A and State C.
Taxpayer is subject to the regulatory jurisdiction of Commission A, Commission B, and Commission C
with respect to terms and conditions of service and particularly the rates it may charge for the provision
of service. Taxpayer's rates are established on a rate of return basis. Taxpayer takes accelerated
depreciation, including "bonus depreciation" where available and, for each year beginning in Year A
and ending in Year B, Taxpayer individually (as well as the consolidated return filed by Parent) has or
expects to, produce a net operating loss (NOL). On its regulatory books of account, Taxpayer
"normalizes” the differences between regulatory depreciation and tax depreciation. This means that,
where accelerated depreciation reduces taxable income, the taxes that a taxpayer would have paid if
regulatory depreciation (instead of accelerated tax depreciation) were claimed constitute "cost-free
capital” to the taxpayer. A taxpayer that normalizes these differences, like Taxpayer, maintains a
reserve account showing the amount of tax liability that is deferred as a resuit of the accelerated
depreciation. This reserve is the accumulated deferred income tax (ADIT) account. Taxpayer maintains
an ADIT account. In addition, Taxpayer maintains an offsetting series of entries - a "deferred tax asset"
and a "deferred tax expense"” - that reflect that portion of those “tax losses' which, while due to
accelerated depreciation, did not actually defer tax because of the existence of an net operating loss
carryover (NOLC). Taxpayer, for normalization purposes, calculates the portion of the NOLC
attributable to accelerated depreciation using a "with or without" methodology, meaning that an NOLC
is attributable to accelerated depreciation to the extent of the lesser of the accelerated depreciation or
the NOLC.

Taxpayer filed a general rate case with Commission B on Date A (Case). The test year used in the

Case was the 12 month period ending on Date B. In computing its income tax expense element of cost
of service, the tax benefits attributable to accelerated depreciation were normalized in accordance with
Commission B policy and were not flowed thru to ratepayers. The data originally filed in Case included
six months of forecast data, which the Taxpayer updated with actual data in the course of proceedings.
In establishing the rate base on which Taxpayer was to be allowed to earn a return Commission B

offset rate base by Taxpayer's ADIT balance, using a 13-month average of the month-end balances of



the relevant accounts. Taxpayer argued that the ADIT balance should be reduced by the amounts that
Taxpayer calculates did not actually defer tax due to the presence of the NOLC, as represented in the
deferred tax asset account. Testimony by various other participants in Case argued against Taxpayer's
proposed calculation of ADIT. One proposal made to Commission B was, if Commission B allowed
Taxpayer to reduce the ADIT balance as Taxpayer proposed, then Taxpayer's income tax expense
element of service should be reduced by that same amount.

Commission B, in an order issued on Date C, allowed Taxpayer to reduce ADIT by the amount that
Taxpayer caiculates did not actually defer tax due to the presence of the NOLC and ordered Taxpayer
to seek a ruling on the effects of an NOLC on ADIT. Rates went into effect on Date C.

Taxpayer proposed, and Commission B accepted, that it be permitted to annualize, rather than
average, its reliability plant additions and to extend the period of anticipated reliability plant additions to
be included in rate base for an additional quarter. Taxpayer also proposed, and Commission B
accepted, that no additional ADIT be reflected as a result of these adjustments inasmuch as any
additional book and tax depreciation produced by considering these assets would simply increase
Taxpayer's NOLC and thus there would be no net impact on ADIT.

Taxpayer requests that we rule as follows:

1. Under the circumstances described above, the reduction of Taxpayer's rate base by the full
amount of its ADIT account balances offset by a portion of its NOLC-related account balance
that is less than the amount attributable to accelerated depreciation computed on a "with or

without" basis would be inconsistent with the requirements of .- * § 168(i}(9) and §

1.167(1)-1 of the Income Tax regulations.
2. The imputation of incremental ADIT on account of the reliability plant addition adjustments

described above would be inconsistent with the requirements of ~ §168(i)9and -~ §

1.167(1)-1.
3. Under the circumstances described above, any reduction in Taxpayer's tax expense
element of cost of service to reflect the tax benefit of its NOLC would be inconsistent with the

requirements of §168(i)(9) and .. > § 1.167(1)-1.

Law and Analysis

Section 168(f)(2) of the Code provides that the depreciation deduction determined under
section 168 shall not apply to any public utility property (within the meaning of section 168(i)(10)) if

the taxpayer does not use a normalization method of accounting.

In order to use a normalization method of accounting, section 168(i)(9)(A)i) of the Code requires



the taxpayer, in computing its tax expense for establishing its cost of service for ratemaking purposes
and reflecting operating results in its regulated books of account, to use a method of depreciation with
respect to public utility property that is the same as, and a depreciation period for such property that is
not shorter than, the method and period used to compute its depreciation expense for such purposes.

section 168(i)(9)(A)ii), if the amount allowable as a deduction under =* section 168 differs
from the amount that-would be allowable as a deduction under " section 167 using the method,

period, first and last year convention, and salvage value used to compute regulated tax expense under
section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve to reflect the deferral of

taxes resulting from such difference.

", Section 168(i)(9)(B)(i) of the Code provides that one way the requirements of - section

168(i)(9)(A) will not be satisfied is if the taxpayer, for ratemaking purposes, uses a procedure or
adjustment which is inconsistent with such requirements. Under |z section 168(i)(9)(B)(ii), such

inconsistent procedures and adjustments include the use of an estimate or projection of the taxpayer's
section 168(i)}{(9)(A)(ii),

tax expense, depreciation expense, or reserve for deferred taxes under

unless such estimate or projection is also used, for ratemaking purposes, with respect to all three of
these items and with respect to the rate base.

section 167(1) of the Code generally provided that public utilities were entitled to use

accelerated methods for depreciation if they used a "normalization method of accounting.” A
normalization method of accounting was defined in former " section 167(1)(3)(G) in a manner

consistent with that found in - section 168(i)}(9)(A). -~ ~ Section 1.167(1)-1(a)(1) of the Income Tax

Regulations provides that the normalization requirements for public utility property pertain only to the
deferral of federal income tax liability resulting from the use of an accelerated method of depreciation

for computing the allowance for depreciation under .. section 167 and the use of straight-line

depreciation for computing tax expense and depreciation expense for purposes of establishing cost of
services and for reflecting operating results in regulated books of account. These regulations do not
pertain to other book-tax timing differences with respect to state income taxes, F.1.C.A. taxes,
construction costs, or any other taxes and items.

. Section 1.167(1)-1(h)(1)(i) provides that the reserve established for public utility property should

reflect the total amount of the deferral of federal income tax liability resulting from the taxpayer's use of
different depreciation methods for tax and ratemaking purposes.

ection 1.167(1)-1(h)(1)(iil) provides that the amount of federal income tax liability deferred as a

result of the use of different depreciation methods for tax and ratemaking purposes is the excess




(computed without regard to credits) of the amount the tax liability would have been had the
depreciation method for ratemaking purposes been used over the amount of the actual tax liability. This
amount shall be taken into account for the taxable year in which the different methods of depreciation
are used. If, however, in respect of any taxable year the use of a method of depreciation other than a

subsection (1) method for purposes of determining the taxpayer's reasonable allowance under -

section 167(a) results in a net operating loss carryover to a year succeeding such taxable year which
would not have arisen (or an increase in such carryover which would not have arisen) had the taxpayer

determined his reasonable allowance unde : section 167 (a) using a subsection (1) method, then the

amount and time of the deferral of tax liability shall be taken into account in such appropriate time and
manner as is satisfactory to the district director.

v Section 1.167(1)-1(h)(2)(i) provides that the taxpayer must credit this amount of deferred taxes to a

reserve for deferred taxes, a depreciation reserve, or other reserve account. This regulation further
provides that, with respect to any account, the aggregate amount allocable to deferred tax under

section 167(1) shall not be reduced except to reflect the amount for any taxable year by which Federal |
income taxes are greater by reason of the prior use of different methods of depreciation. That section

also notes that the aggregate amount allocable to deferred taxes may be reduced to reflect the amount

for any taxable year by which federal income taxes are greater by reason of the prior use of different

methods of depreciation under [ section 1.167(1)-1(h)(1)(i) or to reflect asset retirements or the

expiration of the period for depreciation used for determining the allowance for depreciation under | .

section 167(a).

Section 1.167(1)-(h)(8)(1) provides that, notwithstanding the provisions of subparagraph (1) of that

paragraph, a taxpayer does not use a normalization method of regulated accounting if, for ratemaking

purposes, the amount of the reserve for deferred taxes under section 167(1) which is excluded from

the base to which the taxpayer's rate of return is applied, or which is treated as no-cost capital in those
rate cases in which the rate of return is based upon the cost of capital, exceeds the amount of such
reserve for deferred taxes for the period used in determining the taxpayer's expense in computing cost
of service in such ratemaking.

-7 Section 1.187(1)-(h)(6)(ii) provides that, for the purpose of determining the maximum amount of the

reserve to be excluded from the rate base (or to be included as no-cost capital) under subdivision (i),
above, if solely an historical period is used to determine depreciation for Federal income tax expense
for ratemaking purposes, then the amount of the reserve account for that period is the amount of the

reserve (determined under - section 1.167(1)-1(h)(2)(i)) at the end of the historical period. If such

determination is made by reference both to an historical portion and to a future portion of a period, the

amount of the reserve account for the period is the amount of the reserve at the end of the historical




portion of the period and a pro rata portion of the amount of any projected increase to be credited or
decrease to be charged to the account during the future portion of the period.

"% Section 1.167(1)-1(h) requires that a utility must maintain a reserve reflecting the total amount of the

deferral of federal income tax liability resulting from the taxpayer's use of different depreciation methods
for tax and ratemaking purposes. Taxpayer has done so. - Section 1.167(1)-(h)(6)(i) provides that a

taxpayer does not use a normalization method of regulated accounting if, for ratemaking purposes, the
amount of the reserve for deferred taxes which is excluded from the base to which the taxpayer's rate
of return is applied, or which is treated as no-cost capital in those rate cases in which the rate of return
is based upon the cost of capital, exceeds the amount of such reserve for deferred taxes for the period
used in determining the taxpayer's expense in computing cost of service in such ratemaking. |

Section 56(a)(1)(D) provides that, with respect to public utility property the Secretary shall prescribe the
requirements of a normalization method of accounting for that section.

In Case, Commission B has reduced rate base by Taxpayer's ADIT account, as modified by the
account which Taxpayer has designed to calculate the effects of the NOLC. ' Section

normalization purposes. Further, while that section provides no specific mandate on methods, it does
provide that the Service has discretion to determine whether a particular method satisfies the
normalization requirements. "% Section 1.167(1)-(h)(6)(i) provides that a taxpayer does not use a

normalization method of regulated accounting if, for ratemaking purposes, the amount of the reserve for
deferred taxes which is excluded from the base to which the taxpayer's rate of return is applied, or
which is treated as no-cost capital in those rate cases in which the rate of return is based upon the cost
of capital, exceeds the amount of such reserve for deferred taxes for the period used in determining the
taxpayer's expense in computing cost of service in such ratemaking. Because the ADIT account, the
reserve account for deferred taxes, reduces rate base, it is clear that the portion of an NOLC that is
attributable to accelerated depreciation must be taken into account in calculating the amount of the
reserve for deferred taxes (ADIT). Thus, the order by Commission B is in accord with the normalization
requirements. The "with or without" methodology employed by Taxpayer is specifically designed to
ensure that the portion of the NOLC attributable to accelerated depreciation is correctly taken into
account by maximizing the amount of the NOLC attributable to accelerated depreciation. This
methodology provides certainty and prevents the possibility of "flow through" of the benefits of
accelerated depreciation to ratepayers. Under these facts, any method other than the "with and without"
method would not provide the same level of certainty and therefore the use of any other methodology is
inconsistent with the normalization rules.

Regarding the second issue, § 1.167(1)-(h)(6)(i) provides, as noted above, that a taxpayer does not

use a normalization method of regulated accounting if, for ratemaking purposes, the amount of the

reserve for deferred taxes which is excluded from the base to which the taxpayer's rate of return is




applied exceeds the amount of such reserve for deferred taxes for the period used in determining the
taxpayer's expense in computing cost of service in such ratemaking. Increasing Taxpayer's ADIT
account by an amount representing those taxes that would have been deferred absent the NOLC
increases the ADIT reserve account (which will then reduce rate base) beyond the permissible amount.

Regarding the third issue, reduction of Taxpayer's tax expense element of cost of service, we believe
that such reduction would, in effect, flow through the tax benefits of accelerated depreciation
deductions through to rate payers even though the Taxpayer has not yet realized such benefits. This
would violate the normalization provisions.

We rule as follows:

1. Under the circumstances described above, the reduction of Taxpayer's rate base by the f_ull
amount of its ADIT account balances offset by a portion of its NOLC-related account balance
that is less than the amount attributable to accelerated depreciation computed on a "with or

without" basis would be inconsistent with the requirements of § 168(i)9) and -~ §

1.167(1)-1 of the Income Tax regulations.
2. The imputation of incremental ADIT on account of the reliability plant addition adjustments

described above would be inconsistent with the requirements of |- § 168()(%) and - §

1.167(1)-1.
3. Under the circumstances described above, any reduction in Taxpayer's tax expense
element of cost of service to reflect the tax benefit of its NOL.C would be inconsistent with the

requirements of [ § 168(i)(9) and § 1.167(1)-1.

This ruling is based on the representations submitted by Taxpayer and is only valid if those
representations are accurate. The accuracy of these representations is subject to verification on audit.

Except as specifically determined above, no opinion is expressed or implied concerning the Fe