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ARKANSAS PUBLIC SERVICE COMMISSION 
DOCKET 08-103-U 

DIRECT TESTIMONY OF WILLIAM B. MARCUS 
ON BEHALF OF THE ARKANSAS ATTORNEY GENERAL 

I. In traduction 

Q. Please state your name, husincss affiliation and address. 

A. 1 am William B. Marcus. I am Principal Economist for JBS Energy, Inc., 3 I 1  D 
Street, West Sacramento, California 95605. 

Q. Plcase provide your qualifications. 

A. My qualifications are attached as Eshibit WBM-1. I have over 30 years 

experience with cncrgy utility issues. I have previously testified or made forma1 

comments bcforc about forty federal, state, provincial, and local utility and 

cnvironmental regulatory bodies in the U.S. and Canada on issues including 

utility restructuring and performance-based ratemaking, revenue requirements, 

resource planning, and cost-of-scrvice and rate design. I have filed testimony at 

this Commission on a number of occasions, inchding the recent Entcrgy 

Arkansas, Inc. (“EAJ”), OIcIahoma Gas and Electric (“OG&E”) Arkansas Electric 

Cooperative Corporation (“AECC”), The Empire District Electric Company 

(ILEDEI’), Arkansas Western Gas Company (“AWG”), Arkansas Oklahoma Gas 

Corporation (L‘AOG) and Centerpoint Energy Arkla (“Arkla”) mfc cases 

(Dockets 06-1 01-U; 06-070-U; 04-141-U; 04-100-U; 06-124-U and 04-1764 and 
02-227-U ; 04-1 00-U; 07-026-U, 05-006-U and 02-0244; and 06- 1 G 1-U, 04-121 - 
U and 0 1-2434 respectively), several other cases involving Entergy (Dockets 08- 

149-U, 06-152-U, 01-041-IJ and 01-1 84-U), the AWG Weatherization case 

(Docket 05-1 1 l-P), both the September, 2000 and September, 2001 phases of the 

Commission’s restructuring investigation (Docket 00-1 9O-U), Docket 98-3394 

(the last Southwestcm Electric Power Company [SWEPCO] rate case), and 

approsinintely 20 unbundling cases for co-ops and investor-owned utilities, most 

of which were settIed. 
Direct Testimony of W.B. Marcus 
On bchalf of tlie Arkansas Attorney General 
APSC Dockct No. 08-1 03-U, OGgLE Rate Case Page 6 
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Q. On mhosc behalf are you appearing? 

A. I am appearing on behalf or the Arkansas Attorncy General. I was retained to 

review n number of aspects of the general rate application filed by Oklahoma Gas 

and Electric Company (“OG&E“ or “the Company”). 

Q. What is fhc ovcraII contest of this rate case? 

A. OG&E has requested a rate increase of $26.9 niiIIion 

The Attorney General’s invcstigation does not involve the detailed accounting 

audit provided by the Staff but looks at a number of specific areas. This anaIysis 

bas identified at lcast $10.87 million in reductions from ArkIa’s requested rate 

increase in weas including the capital structure and return on equity, incentive 

bonuses including stock-based compensation, directors’ and officers’ (D&O) 

liability insurance, dues and donations, normnlizztion and diangcs to the 

jurisdictional allocation of windpowcr costs, LIFO accounting for inventory, and 

treatment of the Red Rock project. We expect that the S ta r s  detailed audit, 

including its sampling of invoices, will support additional rate reductions. To the 

estent that the Commission acccpts recommendations of Staff reducing rate base 

or expenses, or increasing revenues, this would at Ieast furtlier reduce OG&E’s 

requested base rate increase. 

Q. What arc your dctaiIed recommcndations? 

A. With respect to rate of return and revenue requirements, I rccommend that the 

Commission: 

1. Use hypothetical capital structure of 45% equity and 55% debt (including 
short-term debt) aAer considering comparison companies, instead of OG&E’s 
actuaI capital structure with over 55% equity. 

2. Stay the course and Ieave the authorized return on equity (ROE) at its current 
level of 10.00% rather than adopting OG&:E’s requested 12.25%. (The 
combination of the two recommendations on capital structure and rate of 
return creates a $9,3 15,000 reduction at EAI’s proposed rate base). 

Direct Tcstimony of W.B. Marcus 
On behalf of the Arkansas Attorncy Gcncml 
APSC Docket No. OS-I 03-U, OG&E Ratc Casc Page 7 
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3. 

4. 

5. 

6.  

7. 

8. 

3. 

Reduce expenses by a total of $713,000 (Arkansas jurisdictional) for incentive 
programs. Of this amount, $472,000 results from sharing the portion of the 
COSB of incentive programs for exempt employees, managers, and executives 
that are related to financial gods on a 50-50 basis to reflect that payments are 
heavily dependent on goals that benefit shnrehoIders. The remaining 
$241,000 rcsults from removing costs of performance shares, and similnr 
long-term incentive programs that are awarded preponderantly to a few top 
managers using criteria largely based on OGE Energy’s share price 
performance. 

Follow the Commission’s long-standing precedent and eIiminate $22,000 in 
the Arkansas jurisdictiond portion of Chamber of Commcrcc dues and 
miscellaneous civic dues, donations and country club dues. 

Reduce Edison Electric Institute dues by approximatdy 50% (Arkansas 
jurisdictional $14,000 more than OG&E‘s reduction) to reflect lobbying, 
marketing, public relations, and advocacy expenses. 

Follow past commission precedent and share Directors and Officers (D&O) 
1iabiIity insurance 50-50 between ratepayers and shareholders, reducing 
Arkansas jurisdictional expenses by $41,000. 

If the Red Rock project amortization is approved (an issue requiring further 
investigation), reduce espenses by $2 15,000 (Arkansas jurisdiction) to 
aniortize them over four years rather than two years. 

Reduce Arkansas jurisdictional rate base by $3,402,000 to reject OG&:E’s 
proposal to mark its cod  and gas inventory to market and instead continue to 
apply the Last In First Out inventory accounting specified in OGW’s 10-K 
annual report to the SEC. These inventory reductions reduce OG&E’s 
revenue requirement by about $3 1 1,000 at the Attorney General’s 
recornmcndcd rate of return and by a greater amount if the rate of return is 
higher. 

Normalize wind power operation and maintenance expenses to reflect the 
expiration of an expensive contract in 2008, reducing Arkansas jurisdictional 
expenses by $6 1,000. 

IO. Change the jurisdictional allocation of OG&E’s Ccntcnnial Windfarm to 
folIow the standard energy allocation percentage of 10.59% to Arkansas 

Direct Tcstimony of W.B. Marcus 
On bclialf of tho Arkansas Attorncy General 
APSC Docket No. 08-103-U, OGsLE Rate Case 
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instead of an undocumented 1 1.28%. 
jurisdictional revenue requirement by about $180,000. 

This change reduces the Arkansas 

Additional disallowances are likely to be reasonable, based on our Curther 

investigation and information brought forward by Staff and other parties. 

With respect to class cost of service and allocation, I recommend that the 

Commission: 

1 .  In general, accept the broad outlines of OG&:E’s cost of service study, and 
in particular the average and pcak allocation for generation and the 
classification of distribution plant and cspcnses as demand-related except 
for meters and services. 

2. Make two adjustments to costs in Accounts 307-916 to directly assign the 
cost of major account representatives to the cIasses which they serve and 
to allocate economic development expenses by a broad-based allocation 
factor such as base rate rcvcnuc. 

With regard to residential rate design, I recommend that the Commission take the 

following steps to encourage conservation and reduce the highly promotional 

nature of OG&E’s rates in promoting electric space and water heating, while 

mitigating customer impacts. 

I .  Reject OG&E‘s 80% increase to ihc residentid customer charge. 

2. Reject OG&E’s proposal to put all energy charge increases on the summer 
months, which promotes use of electricity instead of natural gas for space 
and water heating. Instead, provide an average winter rate increase that is 
7040% as large in cents per kWh as the average summer increase. 

3. Acccpt OG&E’s proposal in principle to increase the inversion between 
first and second tier summer rates but mitigate the increase to prevent rate 
shock with a target tier inversion of 25% of base rates in this case. Further 
increases in tier inversion should be pursued in future cases. 

4. Reduce the difference between the declining blocks in the winter months 
by about 50% (0.7 cents per kWh) to balance the need to reduce 
promotion of electric use while mitigating customer impacts. 

Direct Testimony of W.B. Marcus 
On bchalf of the Arkansas Attorney General 
APSC Dockct No. OS- 103-U,OG&:E Rate Case Page 9 
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11. 

A. 

Q* 
A. 

Q* 

A. 

Rate of Return 

What capital structure has OG&E proposed? 

OG&E proposes its actual capital structure of 44.3% long-term debt to 55.7% 

equity, after adjusting out all short-term debt. However, in the text of his 

testimony, Dr. Murry makes an incorrect comment claiming that the Arkansas 

equity capital percentage that he recommends is lower than that of utilities in 

other states (onIy 41.96%).’ He compares the Arkansas data to VaIue Line data in 

Schedule D A M 4  without recognizing that the data are not comparable. 

Why do you disslgrcc with Dr. Murry’s contention that OG&E’s Arkansas 

rcqucst is for much lcss cquity than othcr utilities? 

Dr. Murry has implicitly assumed that all of the capital used to h d  Arkansas rate 

base that isn’t equity is debt. He compares his figures for the Arkansas equity 

capitalization (which excludes short-term debt, customer deposits, Current and 

Other LinbiIities, and Accumulated Deferred Income Taxes) to VaIue Line 

capitalization (which does not include them). He has thus made a significant 

mistake because he apparently didn’t understand the Arkansas Modified Balance 

Sheet Approach (MBSA), where approsirnately 22.9% of the rate base is covered 

by no-cost capital (deferred tax and balance sheet Iiabilities) and customer 

deposits. The equity capitalization calcdated on the same basis as VaIue Line is 

55.7%. This is the figure that should be compared to Value Line’s 48%. When 

that proper comparison is made, we can sce the cxcessivc nature of OG&E’s 
rcqucst. 

We can easily see that Dr. Mumy’s claim that OG&E is being given far less equity 

than other utilities is wrong by referencing a state that does not use the MBSA 
(like Oklahoma). For csarnple, in Oklahoma, deferred t a c s  are not a part of the 

’ Docket No. 08-103-U, Dircct Testimony of Donald A. Murry, p. 12, lines 21-24. 

Dircct Tcstimony of W.3. Marcus 
On behalf of thc Arkansas Attorney General 
APSC Docket No. 08-1 034, OGBLE Rate Case Page 10 
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capital structure. They are an offset to rate base. The ratemaking impact is 
virtually the same as in Arkansas, but the mechanism by which it is achievcd is 

different. A cash working capita1 study is done in Oklahoma instcad of including 

all assets in rate base and all 1iabiIities in no-cost capiIaL2 

Has Dr. Murry madc this mistakc in Arkansas testimony before? 

Yes,  in Docket No. 04-100-U (Empire District Electric Company) he made a 

different erroneous calculntion for the same reason - because he did not properly 

consider the MBSA? 

Asidc from thc corrcction of thc mistakc, what is your cvaluation of h i s  

request for 55.7% common cquity? 

OG&E‘s capital structure (excludinq balance sheet Iiabilities, deferred income 

tmes, and deposits) is actually much more heavily weighted to equity than many 

utilities, including Dr. Murry’s entire comparison group, as is shown by 

comparing OG&E’s request to the proxy companies on Schedule DAM-6. 

Dr. Murry also does not consider short-term debt as part of capitdizition when 

using Value Line. While OG&E is adjusting out a significant mount  of short- 
term dcbt, other utilities use it, and it should be considered when looking at utility 

debt-equity ratios, particularly in the Arkansas context of the MBSA. The Table 

below shows thc capital structure (dcbt and equity) for Dr. Murry’s comparison 
companies and as requested for OG&E, averaged over four quarters, from 44 
2007 to 43 2008. Data are taken from Google Finance except for Northeast 

Utilities where securitized off-balance sheet financing of rate reduction bonds was 

escluded from the capitalization. 

In most states. including OkIahoma, undcr Dr. Murry’s proposal: them would bc a smaller rate base 
funded with about 55.7% cquity and 44.3% dcbt. wilh items such as dcrcrrcd taws, customer dcposits, and 
customcr advances for construction trcatcd as ntc base offscts, and rcccivablcs and payables nclting 
through thc cash working capital study. 

Scc Dircct Tcstimony of Donald A. Murry in Docket 04-100-U, page 31 h c s  5-18 and Sclicdule DAM- 
24 and Dircct Tcstirnony of William Marcus in Dockct 04-1 004, pp. 13 linc 15 to P. 14, linc 16. 

Direct Tcstirnony 0TW.B. Marcus 
On bdialf of tlic Arkansas Attorney Genenl 
APSC Docket No. 08-103-U, O G M  Ratc Casc 
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This table shows that OG&E is requesting a capital structure containing more 

equity than of thc six comparison companies and more than 8 percentage 

points above the average equity percentage for the comparison group (even as 

calculated without short-term debt). If one includes the comparison companies' 

short-term debt in the structure calculation, OG&E's equity is 13 percentage 

points above the comparison companies. 

Tablc 1: Capital Structure Data 
Common Common (wlo 

Proxy Company 
DPL, Inc 
Northeast Utilites 
Nstar 
Pepco 
Pinnacle West 
Scana 
Wisconsin Electric Power Co. 

STD** 
11.2% 
5.0% 

11.8% 
7.2% 
7.0% 

37.2% 
8.4% 

LTD Preferred (with STD) 
46.1% 1.0% 41 -7% 
52.4% 1.6% 41 .O% 
51.6% 0.0% 36.6% 
49.7% 0.0% 43.1% 
42.9% 0.0% 50.1% 
47.4% 1.5% 42.8% 
40.8% 0.1% 41.9% 

Average 9.7% 47.3% 0.6% 42.4% 
Adjusted avg. " 9.7% 47.6% 0.0% 42.7% 

' Assfgnlng 50% of preferred stock to debt and 50% to equity 
'. tnctudes current maturity of long-term debt 
Source: Gocgle Finance (average of quarterly balance statements, four quarters ending Sept 30.2008) 

OG&E Request"' 0% 44.3% 0% NIA 
*** Derived from Mumy, page 12 

STD) 
46.9% 
43.1% 
41.5% 
46.5% 
53.8% 
46.7% 
50.6% 

47.0% 
47.3% 

55.7% 

Q. What do you rcconimcnd? 

A. This Conirnission has been asked on many occasions to adopt a hypotheticd 

capital structure for utilities with a relatively small amount of equity (like 

Centerpoint Energy Arkla). It has adopted hypothetical capita1 structures for 
several gas companies. Here, we have a company with considerabIy more equity 

than comparison utilities, 

I recommend moving OG&E from a 55.7% equity position to a hypothetical 

capital structure with 45% equity (inchding short-term debt as part of the 

capitalization), based generally on this review of the comparison group's capital 

Direct Tcstimony of W.B. Marcus 
On bclialf of thc Arkansas Attorney General 
APSC Docket No. 05-103-U, OG&E Ratc Cast: 
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Q. 

A. 

B* 

1. 

Q. 

A. 

structures. Because OG&E has adjusted out short-term debt, I include the extra 

capita1 as long-term debt. 

I may revise my recommendation once I have had the chance to review StafPs 

larger cohort of proxy companies and Staff‘s trcatment of short-term debt. In any 

case, I will use OG&E’s long-term debt interest ratc (6.39%) for the entire 

amount of the remaining capital. 

This capital structure - with 45% equity and 55% debt (long-term plus short-tcrm) 

is stronger than the capitalization of comparison companies and meets thc 

comments by Standard and Poor’s, cited by Dr. Murry (page 12 of his testimony 

in Docket No. 06-070-U) in the past, which are that “the majority of utilities want 

to get (or keep) their debt-to-capital ratios well below the 55% level.”4 

Do you Iiavc any adjustnicnts to OG&E’s capital structurc other than dcbt 

and equity? 

Yes. 1 recommend that the Commission use the current customer deposit intcrest 

rate of 2.80% instead of the 4.41% used by OG&E. 

Retrrrri os1 Eqrrify 

Current and Expectcd Fu turc Economic Conditions and fhcir PotcntiaI 
Effcct on OG&E goiw fonvard 

Whnt is your asscssment of Dr. Murry’s description of the ccononiic 

cnvironmcnt, OG&E’s risk profiIc, and the intcrplay bctwccn the two? 

Dr. Murry’s description of the economic environment focuses on high energy 

prices, increased inflation, continuing contraction of the housing and mortgage 

markets, further credit market write-downs, increasing unemployment, low 

consumer confidence, and relativdy high long-term interest rates. Dr. Murry’s 

assessment of the consequences of the conditions he enumerates is that the 

“challcngcs facing the credit and capital markets compound the risks to capital- 

‘ Dockct 06-070-U, Direct Testimony of Donald A. Muny, p. 12, lincs 1-2. 

Dircct Tcstimony of W.B. Marcus 
On bel~alC of the Arkansas Attorney GencmI 
APSC Dockct No. 08-1 03-U,OG&E Rate Case Page I3 
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intensive utility companies[,]. . .rising inflation and rising interest rates erode 

earnings and adversely affect the cost of a utiIity’s debt and equity[,] ... eroding 

utility margins...[, and] rising inflation and rising interest rates in the longer term 

increase the risk that conunon stockholders will not achieve their anticipated 

returns on investment.” ’(~urry, pp. 1 11 

Much has changed since August 29,2008, when Dr. Murry wrote his description 

of the economy and assessment of how the economic environment would affect 

OG&E. We have espericnced the full unveiling of the credit crisis and seen the 

government bailout of the financial institutions. Fears of inflation have 

evaporated, with the Federal Open Market Committee stating in its December 

meeting that “inflationary pressures have diminislied appreciably.”‘ (This is a 

very different stance than it took in June, when it said (according to Dr. Murry’s 

testimony7), “[allthough downside risks to growth remain, they appear to have 

diminished somewhat, and the upside risks to inflation and inflation expectations 

have increased.”) Commodities prices of all types, including energy, havc fallen 

dramaticalIy. When Mwry filed his testimony, it barrel of oil was around $1 14. 

As of January 8, 2009, it is $41.9Imx Long-term treasury bond interest rates have 
come down with the 10- and 30-year Treasury notes declining from BlueChip 

forecasts of about 4.2% and 4.8% in Q1 of2009 (DAM-3) to 2.43% and 3.03%, 

mspectivdy, as of January Svg However, Long-term corporate bond rates have 

increased. Moreover, the economy is now officially in recession. 

As a result of these changes to the economic environment since August, some of 

the concerns voiced by Dr. Murry no longer apply. The earnings erosion from 

inflation is no longer a dominant featurc of market conditions, which should 

Dockct No. 08-103-U, Dircct Testimony of Donald R. Mutry, p. 1 1, lines 8-13. 

Board of Govcrnors of thc Fcdcml Reserve System. Press Release, Deccmber IG,200&. Availablc: 

Docket No. OS-I 034, Dircct Testimony of Donald R. Murry, p. 10, lines 13-15. 

Rcutcrs. Available: www.rcutcrs.com/financdcommodities/cncr~ 

Rculcrs. Available: www.rcutcrs.com/finnncc/bonds. 

5 

6 

~~vww.fcdenlrcserve.~ov/newvscvcntslpress/monc~ary/2008 I21 Gb.htm. 
7 

‘1 
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comfort utility investors, especially since Dr. Murry noted in his testimony that 

“[clurrent and forecasted Iong-term interest rates and investors’ fears of inflation 

are the backdrop for electric utility rates of return at this time.”’0 Additionally, 

high energy prices have been pierced-also welcome news to investors. 

On the other hand, the interest rate environment is problematic but for a different 

reason. The decline in long-term treasury bonds results from a continued 

shakiness in the credit markets and diminished confidence in corporate earnings 

and solvency. Fear pervades in the markets at c m y  turn. Even the corporate 

bond market seems risky. Indeed, one of the biggest indicators of a topsy-turvy 

market is the spread between long-term Federal bond rates and corporate bond 

rates. The two figures below illustrate this sprcad (between the 20-year Treasury 

bond and both the (Moody’s ‘seasoned’) Aaa- and Bbb-rated corporate bonds for 
the last 10 years (monthly basis). 

Dircct Tcstimony of Donald R. Mum, p. 5,  fines 7-8. I O  
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I Figure 1: Comparison of Corporate and Government Bond Yields 1998-200s 
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Figure 2: Comparison of Corporate and Government Bond Yiclds 2007-2005 
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The graphic indicates a spread with the Aaa bonds of aImost 2.0% and with the 

Bbb bonds of about 5.3%. Compare these spreads with the spreads we saw in the 

last recession (1.7% in October of 3001 for Aaa bonds, and 2.7% in October of 

2002 for Bbb bonds). The spread is clearly and substantially higher now (a full 

96% higher for Bbb bonds) than it was in the last recession. 

Thc question that a regulatory agency must answer is the appropriate long-term 

response to this spike in riskiness of corporate debt and the "flight to quality" that 

reduced interest rates on treasury bonds. 

Q. WouId you put thcsc conditions into context for this rate case? 

A. Yes, I would. First, the conditions in place are, without doubt, highly 

problematic. It is obvious just from Iooking at the corporate bond spread (against 

the Treasury bonds); that the spread is, in fact, a syinpfom that something is out of 
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whack and the system is failing. However, the Federal government has taken 

aggressive steps to turn the system around, with the recent financial bailout 

package and the Federal Reserve Board's (Fed) December interest rate cuts to the 

lowest recorded rates being the most obvious exampIes of the Federal 

government's activist stance. The Fed adds that it expects to keep the federal 

funds rate set at "exceptionally low leveIs ... for some time."" And the Federal 

government gives every indication that it will continue its aggressive 

interventions. For esnmple, the Federal Rescrve is making plans to "circumvent 

lendins-wary banks and target specific markets where credit is jammed."" 

Specifically, it madc the following assurances in its December meeting: 

As previously announced, the Federal Rcserve will purchase large 
quantities of agency dcbt and mortgapbacked securities to 
provide support to thc mortgage and housing markets, and it stands 
ready to expand its purchases of agency debt and mortgage-backed 
securities as conditions warrant. The Committee is also evaluating 
the potential benefits of purchasing longer-term Treasury 
securities. Early next year, the Federal Rescrve will also 
implement the Term Asset-Backed Securities Loan Facility to 
facilitate the estension of credit to households and small 
businesses. The Federal Rcserve wiII continue to consider ways of 
using its balance sheet to further support credit markets and 
economic a~tivity.'~ 

There are also strong indications that the new presidential administration will 
push for, and receive, a Federal stimulus package. Current estimates regarding 

the size of the stimulus package put it in the $800 billion range. For context, $800 
billion is about double what the Federal government spent on the interstate 

I '  Fcdcml Rcserve Board of Govcmors. Prcss Releasc, Dcccmber 16,2008. Available: 
www. fcdenIrescrve.~ov/newsevcndprcss/monetO~S 12 1 G b.litm 

If Yahoo! Ncrvs. "Fed cuts rates to rccord Ioiv" Decenibcr 16,2008. Available: 
ne~~s.yahoo.comlslnrn~008 12 1 7 / b s ~ n m / u s ~ u s ~ ~ f c d ~ r c v i c ~ ~ ~  1 1 

Federal Rcserve, December IG, ZOOS. 

Dircct Testimony of W.B. Marcus 
On bchnlfof the Arkansas Attorney Gencrnl 
APSC Docket No. 08-103-U, OG&E Rate Casc 



1 

2 

10 

1 1  

12 

13 

14 

I5 
16 

17 

18 

19 

20 

21 

highway system, in today’s dollars’4, In any case, it will include the biggest 

investment in infrastructure since the 1950s”. 

The information contained in such citations illustrates that the government is 

taking strong and multi-faceted to steps to ease credit and stimulate growth and 

jobs. It is important to keep in mind as w e  move though the following andysis 

that economic conditions we are experiencing right now are part of a cycle that 

should reverse itself during the rate-effective period; the government 

interventions only serve to speed up this process and make the recovery more 

robust. 

There is a subtler point, howevcr, and one that rate makers should keenly 

understand: jf ecommic mid filrrnicinl condiiliom persis!, 01‘ gel HJOI’SC, then rrll 

contpmiies will have dificirltv o btaiiiiiwf capital and ntnkiitg profits for iiivesiors. 

If the advent of the “doom and gloom” scenario is at hand, OG&E’s renulated 

business will look like a safe haven to investors, compared to the alternatives in 

other industries with no similar regulatory protection of returns in a howling 

recession. 

Moreover, when the market does return from this recession, OG&B shareholders 

will earn a tidy return on their outstanding sharcs as the market gains steam. 

Essentially OG&E could be paid for “doom and gloom” through a higher than 

appropriate return on equity but not have to face the regulators to reduce rates 

when the “doom and gloom” ultimatcly lifts. . 

~ 

CBS Ncivs. 12/22/08. Obniim Sfiimlris Packoge Coiild Grow To S83 Billion Available: 
www,cbsncws.comlblo~~OOS/12/22/po1 iticslpoliticalhotsl~e~~cntrv4G83490.sh~l 

Is Newsday. 12/08/08, Ecomntic stbiriliis package coirldreaclt S I 2  Trilliort. Availablc: 
~~~~~~~.newvsday.com/news/printcditian/~ation/nv-t~sstim0&S95698,?decOS.0.5~80976.storv 
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Q* 

A. 

2. 

Q. 
A. 

Q* 

A. 

Plcasc explain how the rest of your analysis is organized in light of your 

previous coni ni cn ts , 

The main focus of the rest of my analysis is on providing an alternative to Dr, 

Murry’s calcuIations and ConcIusions, as they relate to OG&E specifically. 

However, I will return to thesc key issues throughout the rest of the testimony to 

placc Dr. Murry’s and my results in contest and to support my conclusions and 
recommendation. 

Financial and Business Risk 

Please rcvicw Dr. Murry’s asscssrncnt of financial risk. 

Dr. Murry looks at two items in terms of business risk: 1) low common equity 

ratio, and 2) bond ratings and Value Linc “financial strength.” In terms of the 

first item (low common equity), OG&E’s ratio is actually considerably higher 

than comparison companies. This is simply the same mistake I discussed earlier. 

In rems of terms of the Value Line “financial strcngth” rating, OGE Energy is A, 

according to Dr. Mur~y. Dr. Murry notes that S&P rates OGE Energy bonds as 

BBB+. But the purpose of this exercise is not to address OGE Energy, but to 

address OG&E. FitcIi rates OG&E’s bonds at OGE Energy bonds are 

rated lower because of the more risky unregulated Enogex subsidiary (discussed 

below). These ratings do not indicate financial distress in the Ieast, particularly 

for the regulated utility. 

Plcnsc rcvicw Dr. Murry’s asscssnicnt of busincss risk. 

Dr. Murry misrepresents the meaning and interpretation of Value Line’s “Safety” 

and ‘Timeliness” rankings. First, it is important to keep in mind that these are 
rankings”, so it is not accurate to state, as Dr. Murry does,I8 that a utility h t  has 

’’ Fitch Ratings. Lctter addrcsscd to OGE Energy Corp., Deccmbcr 9,2008. Provided in rcsponse to AG 

” Value Linc cxplnins its ranking at t~tt~://rvr~v.vaIuclinc.comlvl~4-vloaee.htmI . 
’’ Docket No. 08-1034, Direct Tcstimony of Donald A. Muny, p. lS, lines 1-2. 

DR 2-79. 
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a ranking of 3 bas average metrics for safety and timeliness. When there are only 

five ranks given to over 1,700 stocks, the most one could say is that a company 

with a mnk of 3 falls somewhere in the “middle of the pack.” 

In terms of “Safety,” specifically, the average of the comparison group is 2.3, 

whereas OG&E’s is 2. Value Line specifically slates that 1 and 2 are most 

suitable for conservative investors, so it is difficult to see how Dr. Murry would 

indicate that his proxy group and the target utility (OG&E) sire highly risky 
investments. 

In tcrms of “Timeliness,” the link between a ranlcing of how stocks’ expected 

price performs relative to the market is not as clear as Dr. Murry would have us 

be1 ied .  Indeed, Value Line, itself, actually explicitly states: 

Just one word of caution. Stocks ranked I for Timeliness are ofien 
more volatile than the overall market and tend to have smaller 
capitalizations (the total value of a company‘s outstanding shares, 
calculated by multiplying the number of shares outstanding by the 
stock’s price per share). Conscrvative investors may want to select 
stocks that also have high Safety ranks because they are more 
stable issues.”’ 

So, there is nothing necessarily special of about having a high “‘Timeliness” rank, 
and indeed, a high timeliness rank can correspond to high business risk. 

Additionally, Dr. Murry gives a very cursory and general overview of the 

supposed business risk faced by OG&E and OGE Energy. He “reviewed 

analysts’ reports that noted thc business risk facing OG&E and OGE Energy,” but 

gave no refcrcnces and no reason as to why OGE Energy’s business risks, 
including Enogex and other unreguhted activities, are relevant to a discussion of 

OG&E as a regulated utility. Dr. Murry concludes based on this “review” that 

WG&E faces the usual business risks which are familiar to investors in electric 

utilities in today’s markets[-]incIude[ing] such factors as timely recovery of fuel 

l9 ibid., p. 14, lines 31-26. 

2o Valuc Line. Availablc: www.Valuc Line.com/vI~I4-~l~a~e.I i tml,  click on the numbcr “1” on the Value 
Linc page description. 
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5 Q. 
6 

7 A. 

8 

9 

and storm related operating expenses and market pressure on a utility’s securities 

resulting from large capital expenditure There is nothing new in Dr. 
Murry’s argument to suggest that OG&E has unusual risks, and the AA- bond 

rating from Fitch would suggest othcnvise. 

What does OGE Energy Corp’s stock price and market-to-book ratio say 

about its financial and business risk? 

The figure below is an index of OGE Energy’s stock price relative to the overall 

market (S&P 500) and Dr. Murry’s comparison group of utility stocks, year-to- 

date. 

21  Docket No. 08-103-U, Direct Testimony of Donald R. M u q ,  p. 15, lines 8-12. 
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Figure 3: Pricc Indcx for OGE Encrpv, S&P 500, and Prow Group 
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Whereas, the S&P 500 had fallen nearly 40% through Dcccmber 2 of last year, 

Dr. Murry's prosy group and OGE Energy have fallen 20% and 30 %, 

respectively, indicating that the market thinks more highly of OG&E and other 

utility stocks, relative to the broader market. Basically the utilities approximately 

tracked the broad market through the first major stock market trough on October 

10,2008 but have done considerably better than the market since that time. 

A look at the market-to-book ratios of OGE Energy and Dr. Murry's prosy 

companies shows that the market to book ratios of utilities have been declining 

during the year 2008 as the stock market has declined. This can be espcctcd, as 

shown below. 
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1 FiEure 4: Market-to-book Ratios for OGE E n e m  and its Proxv Conipanics 
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While the ratios of all of thcse particular companies have fallen over the last year, 

it is noteworthy that most of the companies (a11 but Pinnacle West and Pepco) 

have maintained a market-to-book ratio above 1.0 (so that issuing stock wouId not 

diIutc thc value of misting shares). This is despite the recent erosion of market 

value of thcsc companies as well as the overall market. On Decembcr 19, 2008, 

OGE Energy was at a ratio of 1.26, not as solid a position as in the past but 
nevertheless above the dilution point despite recent adverse market and credit 

10 conditions. 

11 

12 

13 

OG&E's position at 1.26 is particularly significant because it is not a pure play 

electric utility. While it is the Commission's job to provide appropriate regdation 

for a regulated electric utility - without reference to other riskier businesses 
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owned by the utility - the activities of the riskier business affdiate of OG&E 

provides contest to what othenvisc might appear on the surface to be a low 

market-to-book ratio. 

Will you briefly dcscribc OGE Encrgy’s unregdatcd activities? 

OGE Energy’s main unregulated activity is operated through its Enogex 

subsidiary. Enoges is involved in mid-stream services, including well connect, 

gas gathering and gas processing operations. Like many similar companies, to 

prepare pipeline quality gas, Enoges produces natural gas liquids (NGLs). NGLs 
are marketable commodities that typically seII at prices tied to oil. The recent 

rapid decline in oiI prices worsened the position of mid-stream processors at a 

time when the market was skeptical of any risk?2 

Enogex estracted and sold 385 miIIion gallons of NGLs in 2007. As such, there 

is price risk and volatiIity that affects OGE Energy’s market price, increasing the 

volatility of what would ohenvise be a relatively stable company wcre OG&E the 

only subsidiary of OGE Energy. OGE Energy says the following in its most 

recent 10°K statement: 

[AIS a seller of NGLs, Enogex is exposed to commodity price risk 
associated with downward movcinents in NGL priccs. NGL prices 
have experienced volatility in recent years in response to changes 
in the supply and demand for NGLs and market uncertainty.= 

Although OGE Energy goes on to say that it has taken steps to decrease the effect 

of such volatility, the fact remains that Enoges injccts more risk and voIatiIity into 

the market price of OGE Energy shares than OG&E would as a sole subsidiary. 

Jason Stephens, “Finding True VaIue in Master Limited Partnerships” Morningstar.com 
hnp:llbiz.vnhoo.comIms10S 132613,69266.11trnl?.v= 1 UBS Invcstment Research MLP Insight, 25 Novcmber 
2008, pp. 3-4. 

OGE Energy Coy. 1 O X ,  February 28,2005 pp. 13. 
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Indeed, even Fitcli Ratings has included comments about the volatility of Enogex 

in its ratings of OGE Energy. The foIIowing were extracted from Fitch Ratings 

press rclcascs from 2OOjZ4 (for OGE Enersy) and 2006 (for OG&E): 

OG&E’s credit ratings continue to be supported by tlic strong 
financia1 position and low business risk of its integrated electric 
utility subsidiary OG&E ..., OGE’s ratings also take into 
consideration the higher risk nature of the non-regulated natural 
gas related activities of Enogex.. . 25 

The ratings of the senior notes reflects OG&E’s consistently strong 
operational and financial perfomlance . . .. The rating also reflects 
the Iinka es between OG&E and its parent company and affiliate 
Enogex. P 

And whereas the 2006 OG&E rating noted that OG&E senior notes werc ratcd at 

AA-, Enogex was rated BBB.” This shows that Enogex is a drag on tlic overall 

safety of OGE Energy, which is the company that investors are actually interested 

in. This also shows that OG&E, with an M- rating, is a relatively safe company. 

3. Equitv Returns from Pension and Dccomniissioning Funds 

Q. Do you liave any comments an the analysis of thc rctum on equity (ROE) 
that Dr. Murry conducted? 

A. Yes. I have two general comments. First, the Commission should rcjcct inflated 

estimates of investors’ alleged expectations and unjustified methodologies that 

inflate the rate of return. 

Second, the Commission must not forgct that the purpose of this case is to set a 

return on equity for the regdated operations of an electric and gas utility, and 

’‘ Thc AG asked OGsLE to provide more current ratings in AG DR 2-79, but none \vas forthcoming, csccpt 
for a Deccmbcr 8,2008 rating for OG&E (not OGE Energy), which did not discuss Enogcx at all, so this is 
thc most rcccnt rating ivc hnvc that discusses EnoScs. 

,Provided in rcsponsc to AG DR 2-79: Fitch Rating of QGE Energy, September 9,2005. 

Ibid.. Fitch Rating of OGE Energy, January 5,2006 2h 

’’ Ibid 
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must prevent higher returns from unregulated activities from influencing its 

decisions. 

Q. H a w  you dcvelopcd sornc additionaI information to cxamine thc rcqucstcd 

return an cquity? 

A. Yes. It is vaIuable for the Commission to look beyond the calculation of 

competing mathematical models when considering the return on equity and look 
at what utiIities and analysts are saying about the stock market when they are not 
trying to convince regulatory commissions to give them a specific return on 

equity. 

There are severaI sources of this kind of information, including data presented by 

utilities in their roles as muIti-bilIion-dollar investors in nuclear decommissioning 

funds and as pension fund mma~ers .  In the context of investing in these funds, 

many utilities are, in fact, trying to convince regulatory commissions to give them 

more money by providing very low estimates of equity rctums on their own 

investments. 

Q, Can you providc an cxuamplc? 

A. Yes, Pacific Gas and Electric Company conducted a survey of 10 actuarial firms, 

to inform the California PUC that its expectation of an 8.3% equity return and a 

7.0% overall return was reasonable. The study showed expectations of average 

US stock market equity returns of only 7.51% in early 2006. This is one of the 

lowest market return estimates in rcccnt tirncs. Exhibit WBM-2 contains this 

document?' PG&E has since increased the figure to a still-low 9% equity return. 

Q. Have you Iooked at cquity rcturn cstiniatcs in the pcnsion field? 

A. Yes, 1 have analyzed the equity rcturn cstimatcs made by actuaries when setting 

parameters for the rate of rcturn on assets used in calcdating funding for pensions 

and other post retirement benefits (OPEBs). 

28 Thc suwcy was providcd as n response to Data Request 3 4  of The Utility Reform Network in California 
PUC Application 05-12-002. 
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Utility annual reports now contain the data that are used to make these 

assumptions, inchding ( I )  the expected return on assets invested in the pension 

plan, and (2) the target and actual percentages of debt and equity investments. 

Even though niany of the nnnual reports do not state expected earnings by asset 

class, they do providc the overall fund earnings expectation in addition to the 

aIIocsltion the fund managers accord each of the funds’ asset classes. OG&E 

Energy’s Securities and Exchange Commission Fonn 10°K for the year ending 

Deccmbcr 31, 2007 provides an esample?’ OG&E expects a pension return of 
8.50% with an allocation of 61% cquity and 37% debt. This is consistent with a 

return of 10.05% on equity with debt at the discount rate of 6.25%?’ See Exhibit 

WBM-3 for a copy of this excerpt, which shows an example of the data that are 

analyzed. 

Q. Docs an csnmination of pension fund returns for other utility companies 

have m y  applicitbility in this casc, in particular? 

A. Yes. I have calcuIatcd the implicit cquity return on the pension funds of all of Dr. 

Murry’s comparison companies. One can look at other companies by making the 

simplifying assumption that the returns on US stocks, international stocks, and 

real estate are simihr over the Iong run (an assumption that wiII not have a large 

impact on the results because of relatively small quantities in international stocks 

and real estatc). Based on this assumption, one can estimate the stock markc1 

return that would r e d  with a bond return of, for esample, 5% or G%. In this 

analysis, for each utility I set the bond return equaI to the discount rate that the 

pension actuary uses (generally the actuary uses the corporate bond rate).3’ This 

method also calculates the equity risk premium (over corporate debt) for each 

company by using their own debt return estimates. The estimates of the 

’’ OG&E Corporation. SEC Form 1 0 4  Filing for ycar cnding Dcccinbcr 3 1,2007, Filed on 2/28/08. P. 72 
& 77. Avaihblc at: ccbn.1 O~~izard.co~~mYdownload.pbp?rcpo~cnk~ipa~e=549709G8:format=PDI: . 
’’ Tliesc calculations assumc that the limited amount of cash cams 3%. 

3’ ~ i i s  ntc is tIic prc-mortgse crisis rate. 
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comparison group’s pension actuaries yield an average equity return of 10.4% 

with an implied risk premium of4.5%. 

Tnblc 2: Pension Return Assumptions for Comparison Companies 

Proxy Company 

DPL. Inc 
Northeast Utilites 
Nstar 
p e w  
Pinnacle West 
Swna 
Wisconsin Eleclrlc Pwer Co. 

Discount Rat0 [or 
flxed Income 

return tf stated) 

average 

rlsk prcmlum rclatlvo to corporate bonds 

Soum: Dah taken from ulility 2007 10-Ks 

0.0575 
0.050 

0.0625 
0.06 

0.059 

0.0575 
0 . 0 5 ~  

0.0590 

Equity relum 
Penslon %cash If (debt@ dlscount 10-K 
Return X equlty X debt stated mte, cash @ 3%) Refemnea 

0.085 0.56 0.33 0.11 11.20% pp. 85-86 
0.0875 0.71 0.24 0.05 10.15% pp. 4142 
0.084 0.68 0.14 0.25 9.96% pp. 73-74 

o.oaz5 0.58 0.33 0.09 10.34% pp. 184.185 
P.09 0.68 0.25 0.07 10.76% pp. 104-105 
nag 0.71 0.29 0 10.29% pp. 66 

0.085 0.63 0.37 0 10.12% pp. 89-90 

0.09 0.65 0.28 0.08 10.40% 

4.50% 

In addition, we prcpmcd an “Arkansas Group” of utilities with data from 
company 10-K statements. The spread in equity return estimates was from 9.22% 

to 10.0% (average 9.6%). Results are siniiIar to those of the comparison 

Companies. 

Tablc 3: Pension Return Assumptions for Other Arkansas Utilitics 
Southwestern 

Electric Power) Entergy Empire Arkansas group 
Energy (American Average of 

Year 

Equity, Real Estate. etc. 
Debt 
Cash 

Return 
Discount Rate 

Equity Return (Fhed 
Inwmc @ disc rate) 

10-K reference 

Dircct Testimony of W.B. Mnrcus 
On bchaIf of the Arkansas Attorncy Gcncml 
APSC Dockct No. OS-103-U, OG&E Rate Case 

2007 2007 2007 

63% 64% 72% 66.27% 
36% 34% 28% 32.73% 
1 .O% 2% 0% 1.00% 

8.00% 8.50% 8.50% 8.33% 
6.00% 6.00% 5.90% 5.97% 

9.22% 10.0% 9.5% 9.6% 

pp. A-27 pp. 145.149 pp. 104.105 
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Arc thcsc implicit cstiniatcs of stock market returns by utiIity pension 

actuaries consistent with other information providcd by u tiIitics in tIicir role 

as investors? 

Yes. In their role as managrs  of decommissioning trust funds, utiIities also must 

project stock and bond market returns to assure the adequacy of funds. We 
provide some recent examples from filings by Entergy Arkansas, Inc. (EAI) and 
Southern California Edison Company (Edison). 

EAI’s workpapers on future decommissioning find returns filed in the November 

1, 2006 Rider 26 update in Docket 87-16G-TF show an expected equity return of 
7.1% in excess of the CPI inflation rate or an average of 9.3% from 2007-201 I .  

(Eshibit WBM-4). 

What is particulady interesting about this estimate is that EAI’s analysis of the 

same historical data from Ibbotson that Dr. Murry uses does not agree with Dr. 
Murry’s testimony. The equity return estimate that Entergy used to estimate 

decommissioning finding needs is based on a long-run equity return of 7.1% 

above the CPI. Dr. Muny asks the Commission to base OG&E‘s rate of return 

(using the CAPM model) on the assumption that the equity return will exceed the 

bond refrmw (which is higher than the CPX) by 7. I %. 

As for Edison, its consuItant (Global Insight, 2005) provided an arithmetic 

average estimate of stock market returns of 8.45% over the nest 20 years (see 

Exhibit WBM-532). Even more importantly, Global Insight assumed a yield of 

5.85% on the IO-year Treasury bond, which is consistent with a stock market risk 

premium of only 260 basis points. Similarly, PG&B used a Russell and 

Associates long-run equity market return estimate of 8.5%. These figures are 

generaIIy consistent with the equity return estimates that Edison and PG&E used 

when setting returns for their pension funds. 

A portion of the Testimony and Workpapcrs of Southern California Edison Company in California PUC 32 

Application 05-1 1-008 is esccrptcd ;IS Eshibit WBM-S. 
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Q. PIeasc comment on Iiory thc cspectcd return of pension and nucIear 

dccornmissioning funds rclatcs to thc rcturn that prospcctivc invcstors in 

utiIities “rcquirc.” 

A. Explicitly defining thc two terms is helpful: 

Expected return is the weighted-average most likely outcome of an 

investment in a particular security or portfolio of securities. 

Required return is the minimum return that an investor requires to 

compensate him for assuming a given leveI of risk. 

Pension and decommissioning funds’ stated expectations for returns from equities 

in which they have invested must be greater than or equal to their required returns 

for the stock market or the individual stocks they hold. Otherwise, their managers 

would not have invested in those individual stocks. If they did not like the 

“cspectcd” return for the market as a whole, the managers would theoretically 

shift to a portfolio with more fixed-income securities-all the way up to a ratio of 

100% if they did not like the espected return of a single available stock. Despite 

the possibility of more heavily-weighted fixed-income portfolios, these funds vote 

with their dollars to stay heavily invested in the stock market because the 

cxpected return is at least as great as the minimum return that they require to 

assume the for the Ievel of risk they are assuming. These managers make such 

decisions notwithstanding returns that are lower than those which Dr. Murry 

bdieves are “required.” 

In essence, fund investors are matching their r‘requirernentS’’ to their 

“espectations.” They simply do not “require” a 12.25% return when the Dr. 
Murry-supplied federa1 bond rate was 4.63%, as Dr. Murry recommends. By 

staying in the market despite their stated pre-financial crisis “expectations” of 

10.4% equity returns and 5.9% corporate bond returns, pension funds can provide 

dollars to retired workers with fewer contributions by corporations and 

governments. Investors tvouId not require such a return even more so now, given 

Dircct Tcstimony of W.B. Marcus 
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APSC Dockct No. OX- 103-U, OG&E Rate Case Page 3 1 



7 

8 

9 

10 

11 

12 Q. 

13 A. 

14 

15 

I6 
17 

18 

19 

that the federal bond rate has now fallen to 2.57%?3 Because of the standards 

written into the Employee Retirement Income Security Act of 1 9X3‘ (ERISA), 

we can reasonably assume that pension fund managers are providing those returns 

at a level of risk that they deem prudent. Pension fund behavior in the face of 
current expectations of relatively low equity returns shows that those low returns 

meet or exceed their “required return” on equity investments. 

We do not need to make a cdculation going back to 1926 to figure out thc 

required return (which is what Dr. Murry implicitly does when he uses the 

lbbotson data set as inputs into his CAPM calculations). Instcad, all we have to 

do in order to uncover the required return is look at what market participants are 

actually doing with their own money in the face of current expectations. 

Do you Iiavc an csaniple of a pcnsion fund’s holdings? 

Yes. Whilc utiIitics do not generally pubiicnlly identify their pension funds’ 

holdings, the California Public EmpIoyees’ Retirement System (CalPERS) docs. 

Of CalPERS’s investments, only 24.4% were in fixed income; the rest were in 
public equity (59.5%), real estate (8.0%), private equity (6.7%), and cash 
(1.4%).% As of June 30, 2007, it IieId 13.4% of the totaI market valuc of its 

$100.6 billion in equity holdings in 10 stocks, nine of which arc pubIicIy traded; 

they are shown in the following tabIe. 

33 Deccmbcr avvcrap (Dcc. 1,7008 -Jan. 2, ZOOS), avaiIable: 
~ v ~ v ~ v .  fcdcrtllreserve.Sov/releasesff 11 Sldata/Business-day/H 1 S_TCMNOM-Y30.L-t 
3JERISA is n Fcdcml law that cstablishcs minimum standards for pension plans in private indusiry and 
provides for cstcnsive rules on the feden1 income tas cffccls of transactions associatcd with crnploycc 
bciiefit pIans. 

35 CalPERS, Annual Investment Rcport, Junc 30,2007. Available: 
~vvww.cnlpcrs.ca.~ov/invcstlinvestmen1rcport-~007/equitv/cquities.asp?report=domest ic cqui tv . 
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Table 4: Statistics on CafPERS Top 10 Eauitv Holdinm 
Yo of TotaI Invested Google VaIueLlno 

Security Holdlng Market Value of Shares in Equity' Betab Beta' 

Exxon MobiI Corp 2.412,035,545 2.4% 0.61 0.8 

Microsoft Corp 1,429,221,325 1 .4% 1-01 0.8 
Relational Investors LLP 1,416,163,607 1.4% NA NA 
AT&T Inc 1,212,935,565 1.2% 0.71 0.8 
Citigroup Inc 1,179,817,356 1.2% 3.61 1.45 
Bank of America C o p  I,I20,531,030 1.1% 1.17 1.4 
Pfirer [ne. 976,250,020 1 .O% 0.49 0.7 

Walrnart Stores Inc. 962,728.873 I .O% 0.15 0.65 

General Electric Co 1 ,841,444,126 1.8% 1 .oi 0.45 

Chevron Corp 969,9&4,U 3 1 .O% 0.75 0.9 

TotaI of Top 10 HoldIngs 13,521,911,960 13.4% 
Average of Top 10 HoIdings 1,352,191,196 1.3% 0.71 0.88 

It is instructive that the average beta (as calculatcd by Value Line) of CalPERS's 

nine largest publicly traded holdings is 0.S8-somewhat larger than the average 

beta Dr. Murry identifies (0.8 1) for his utility comparison group. The GoogIe- 

calculated beta of CalPERS's nine largest pubIic holdings averaged 0.7 1, which is 
about the same as the current Value Line proxy group beta (0.70, see below) and 

much larger than the average of Dr. Murry's comparison group betas as calculated 

by Google, Yahoo!, and Reutcrs (0.57, see below). Of additional interest, 

CalPERS holds shares in all of the companies in the utility proxy group. 

Q, Do you have any niorc evidencc that supports the usc of pension funds as a 

bcncIininrlc €or ROE tcstimony? 

A. More evidence supporting the use of pension funds as benchmarks for ROE 

testimony is available if one inspects the composition of the funds that respected 

multi-manager investment firms, such as Russell, offer to their ERISA-qualified 

purchasers (Le., companies with federalIy-regulaled pension funds). These funds 

have myriad levels of risk from which to choose. Exhibit WBM-6 shows the 

h n d s  that the Russell Investment Group offers to its pension fund clients. These 

funds are availabk in virtually a11 risk levels-from target-date and conscrvative 

funds to growth funds, small cap funds, and aggressive funds. 
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Q. Docs thc Russell Invcstnicnt Group usc the same typcs of matIicniatica1 

tccliniqucs that Dr. Murry uses to estimate future stock markct rcturns? 

A. Yes. In particular, Russell uses a modified discounted cash flow methodology, 

which it calls the dividend discount model, to derive an equity risk premium. See 

Exhibit WBM-736. Russell’s analysis suggests a stock market return of 9%, 

composed of 3% inflation, a 3% real return on zovernment bonds, and a 3% 

equity premium. The real equity return is divided into two components, an 
average long-term dividend yield of 2.3% and real earnings growth of 3.9% - 
components that arc very similar to those used in R DCF method. 

4. 

Q. 

Other Information on Stack Market Returns 

What information can you bring to bear froni other marIcct participants on 

future stock rnarkct returns? 

A. There is a considerable amount of information-both in the popular press and the 

academic literature-suggesting that stock market returns are likely to be less 

now than in the past. 

To give a rather fiiglztening statistic from the current market meltdown, the S&P 

500 closed at 903 at the end of December 2008. It was S37 at the end of August, 

1997. In eleven years and four months, a buy-and-hold investor in the broad 

market would have received virtually nothing except the benefits of reinvested 

dividends. 

Q. What inforniation have you found in thc popular prcss nddrcssed to 

individual investors? 

A. In the popuIar financial prcss: 

Warren Buffctl has been projecting Iong-term stock market returns in the 

s m e  range as, or even below, the pension actuaries for over five years, 

Tf i is  information was provided by Pacific Gas & Electric in Responsc to TURNlAgncWCAN DR 4 1 in 30 
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1 In May of 3008, Mr. Buffett stated that he would be happy to generate 

2 gains of 10% a year from common stocks over the long-term but 

3 questioned whether that will happen. The Berkshire Vice Chairman, 
4 Charlie Munger, said that Berkshire I-lathaway is “very happy to make 

5 money at a rate in the future that’s way less than we have in the past and I 

G suggest that YOU adopt the same ~ttitude.”~’ [emphasis added] 

7 

8 

This position is consistent with his 2005 letter to Berkshire Hathaway 

sharehoIders, discussing the company’s stock portfoIio, lie stated: 

9 
10 
11 
I2 
I3 
14 
15 
16 
17 

Expect no miracles from our equity portfolio. Though ivc 
own major interests in a number of strong, highly- 
profitable businesses, they are not selling at anything like 
bargain prices. As a group, they may double in value in tcn 
years. The likelihood is that their per-share earnings, in 
aggregate, will grow 64% per year over the decade and 
that their stock prices will more or Iess match that growth. 
(Their managers, of course, think my expectations are too 
modest - and I hope they’re right.)3s 

18 Mr. Buffett dso made a similar statement in 2003 .3’ 

19 

20 

21 

22 

23 

24 (see Exhibit WBM-8).”’ 

Seeking Alpha finds that from the end of 1968 through October 2008, the 

dividend-reinvested S&P 500 has earned a 1.5% premium over corporate 

stocks and just a 1.10% premium over government bonds. Through 

October 2008, the long-term Treasury bond has oiirpeifolnted stocks since 

the summer of 1987 and have come in just behind stocks since late I980 

37 “Buffctt Cautions on Long-term Returns”. MarkctWatch (May 3,2008). Available: 
www.mnrkctwntcli.com/newslstorv/buffet~-~va~s-lon~-tc~-s~oc~- 
rcturn~storv.tlspx?~irid=%7BF74Ej BEC-FBFC-4C72-93EE-9DB9S7BCB I B7%7D 

3s Warrcn Buffett, Lcttcr to thc SharchoIdcrs of Bcrltsbire Hathaway, Inc., 2005, pagc 15. 
http:ll~vvww.bcrksliircbtli~~~~v.co1n/~c~tc~~OO5 1tr.pdf 

3’‘‘Stock Investors Should Expect 6-7 Pcrccnt Annual Rclurn, Buffctt Says.” Bloomberg News Service 
(May 3,2003). httn://auote.bloomber~.comlapp~ncws?pid= 10000 1 03&sid=a 1 .neDMvSDEU&rcfcr=us 

cquitv-risk-nrcmium . 
Sccking Alpha. “What Equity Risk Prcmium?”. Availablc: ~ v \ ~ ~ v . s c c k i n ~ ~ l p I i a . c o m / a ~ i c l ~ ~ 8 7 8 4 - ~ v ~ i ~ ~ -  
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Exhibit WBM-9 is a July 11,2005 Fortune magazine article entitled “Gct 

Real About Your Future” where a panel of five experts all suggest returns 
in the overall equity market of less than 10%. 

Exhibit WBM- 10 is an August 29,2005 8arron’s magazine article entitled 

“Preparing for Low Returns” by Kcith Wibel. Mr. Wibel suggests that 

over the next ten years, S&P 500 returns will be in the vicinity of 6% 

including dividends (aIthough with a relatively wide range); with 

historical earnings growth plus dividends, the return would be closer to 

8%. 

Q. What information has been developed in rcccnt academic literaturc that 

rclatcs to the ratc of return? 

In the academic literature, there has been considerable focus on the “risk 

premium”-the difference in returns between stocks and bonds. This is a key 

input into the Capital Asset Pricing Mode1 (,‘CAPM”) used to analyze the rate of 

return. 

Arnott and Bernstein’s‘“ paper (Exhibit WBM-11 specifically states that 

“observed” excess returns to stocks and the “prospective” or expected risk 

premium are two different concepts and that the Ibbotson method of looking at 

historical data does not provide a risk premium. Their paper suggests that stock 

prices increase in real terms approximately equally to the real per capita GDP 
growth over the Iong term. 

A. 

0 “The consensus that a normal risk premium is about 5 percent WRS shaped 

by deeply rooted naivete in the invcstmcnt community-y142 

‘I Robcrt D. Amott and Peter L. Bcrnstcin, ‘What Risk Premium Is ‘Normal’?” Financial Analysts 
Journal, Vol. 58, No. 2 64-85. (March-April2002) 

Jz Id.. p. 81. 
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“The observed real stock returns and the escess returns for stocks relative 

to bonds in the past 75 years havc been extraordinary, IargeIy as a resuIt of 
important nonrecurring c~eve~opments.*~’~ 

“The historical average equity risk premium measured relative to IO-year 

government bonds as the risk premium investors might objectively have 

expected on their equity investments is about 2.4 percent, half what most 
investors belie~e.’’~ 
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Clark and da SiIv&” (Exhibit WBM-12) suggest that the equity risk premium as 

observed in the marketplace can be decomposed into several components - the 

dividend yield on stocks, pIus the rcal earnings growth associated with stocks, 

plus changes in the pricdcarnings ratio of the market, minus the real rcturn on 
government bonds. One of those components - changes in the pricelearnings 

ratio - caused a large increase in stock prices through the 1980s and 199Os, but is 

estimated to be near zero going forward. These analysts therefore estimatc a 

long-run risk premium (without PIE efrects) in the vicinity of 4% and cite a 

number of other studies in the 2.4% to 4.5% range (with one outlier of 7%). 

17 

18 
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Harvcy and G r h m  have conducted estensive empirica1 studics of the equity risk 

premium, by interviewing CFOs of Iarge companies and asking them what they 

expect as a risk premium!‘ They have found a 10-year equity risk premium 

(relative to IO-year treasury bonds) declining from about 4.5% in 2000 to the 

3.8% range recently (Exhibit WBM-13 contains the most recent report). The 

average from 2000-2008 is about 3.46%. Graham and Harvey state, based on 

interviews with CFOs, that it is an especlcd return over 10 years based on a buy- 

Id., p. SO. 

Id., p. 81. 44 

Roger G. CIarkc and Hmindn dc Silva, “Rcasonablc Espectations for thc Long-Run U.S. Equily Risk 
Prcmium,” Airulyiic Iiivcsfors, Risk Ilfatiagetiient Perspectiva (April, 2003). 

‘I6 John R. Graham and Muny R I-larvey, “Thc Lon2 Run Equity Risk Premium” Social Science Rcscarch 
Nctwork. Download from papcrs,ssm.com/so13/papers.cfm?abstnct~id=795369 and John R. Gnham and 
Murry R. Hawcy, ”Tfic Equity Risk Premium in January 2008: Evidcncc from thc GlobaI CFO Outlook 
Survey“ (July 22,2008). Available at SSRN: papers.ssm.comlsol3/papers.cfm?abs~~ct~id= I 1 GXO9. 
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and-hold strategy. The equity risk premium was found to be significantly, though 

relatively weakly correlated to thc & rate of interest, as paid on Treasury 

Inflation Indexed Notes (not to be confused with nomina1 rates including 

inflation). They found the equity risk premium to be higher with higher real rates, 

rising by about 21 basis points for every 100 basis points in the real rate of 
interest. Graham and Harvey also asked the CFOs to assess a one-in-ten chance 

that the market would exceed or fa11 below a certain level. The 30"' percentilc 

rcturn for the entire market estimated by these CFOs averaged 11 ~ 1 %  from 

2002 to the present. The risk premium associated with this 90'" percentile return 

was 6.94%. 

Donaldson, Kamstra, and Kramer claim that it is simplistic to estimate the a flm? 

risk premium expected by investors soIely using historical data on ex post returns 

without considering other aspects of the data d a t e d  to market returns. J7 This 

information specifically includes dividend yields, Sharpc ratios (measuring the 

riskiness of a portfolio based on the portfolio return minus the risk free rate 

divided by the standard deviation of portfolio returns), and return volatility. 

When all of this information is used to simulate the perIbnnslnce of the US 

markets over the past 50 years, these authors computc an ex aiile risk premium of 
3.5%. Exhibit WBM-14contains the abstract of this paper. 

Ivo Welch's 2007 "Welch Survey" (published in 200X)4x is a survey of 400 

finance professors. It indicates a one-year equity premium and a 30-year 

geometrically-~veragcd equity premium of between about 5%, or in the 

interquartile range of betivecn 4% and 6%. Participants in thc Welch Survey 

estimate a 30-year arithmetic equity premium at about 75 basis points above the 

geometric equivalent, and they estimate that the 30-year geometric expected rate 

47 Donaldson, Glcn, Kamstm, Mark J. and ECnmer, Lisa A., "Estimaling the Equity Premium" (Novcmbcr 
ZOOS). Rotman School of MiliiaScment Working Paper Avaihbblc at SSRN: 
littp://ssm.co1nlnbstncr-945 1 92 

Available at: Welch. Ivo, "Vie Consensus Estimatc for the Equity Premium by Acadcmic Financial 48 

Econoniisls in Dcccmbcr 2007" (January 2008). Cowles Foundation Discussion Paper No. 1325. Available 
at SSRN: bttp:/lssm.com/nbstnct=2S5 169. 
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of return on the stock market at about 9%. While higher than some of the other 

estimates, the arithmetic mean is still 1.35% below Dr. Murry’s figure of 7.1%. 

Please see the 2007 Welch Survey’s abstract in Exhibit WBM-IS. 

As R final esampIe, E. Dimson, P.R. Marsh, M. Stanton, in an articIe that focuscs 

on how big the equity risk premium has been, historically, and what risk premium 

investors, corporate managers, and regulators can expect going forward conclude 

that “(a) plausible, forward-looking risk premium for the world’s major markets 

would be on the order of 3% on a geometric mean basis, while the corresponding 

aritlimetic mean risk premium would be around 5%.”49 

Tlic Effect of Unrcpulated Operations on Prom Group Earnings 

Will you conimcnt further on the need to set a rcturn for rcgulwtcd 

operations onIy? 

It should be self-evident that the Commission is estimating the rate of return for a 

regulated utility. OG&E’s evidence does not follow this principle adequatdy, 

however, and therefore overstates the return on equity required by the utiIity 

operations of electric companies. 

Dr. Murry’s proxy company selection criteria were based on 60% of revenue from 

electricity operations. Although we understand that in this day and age it is 

diffcuIt to find a pure reguIated utility to which to compare return for return when 

setting the regulated rate of rctum, we recommend that the Commission should 

recognize the impact of unrcgulated activities on utility earnings growth 

judgmentally by using the lower cnd of ranges, particulady when considering 

“betas” for the capita1 asset pricing model and when considering the results of the 

comparable earnings and discounted cash flow (DCF) analysis. 

While I do not make spccific c h g e s  to Dr. Murry’s proxy group at this time 

(because it is so small a sample), I am especially skepticd about the incIusion of 

5. 

Q. 

A. 

‘’I E. Dirnson, P.R. Marsh, M. Stanton, “Global Evidence of the Equity Risk Premium”, Journal of Applied 
Corporate Finance, Vo1.15, No.4 (2003). 
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DPL in his proxy group.so I may have further comments and explicit adjustmcnts 

regarding proxy companies after reviewing the Staff’s comparison group. 

6. Use of the Capital Asset Pricing ModcI (CAPM) to Analvzc fhc Effcct of 
Lower Equitv Rcturns from Pension and Litcraturc Sourccs 

Q. WiII you discuss how tIic Capita1 Asset Pricing ModcI (CAPM) niethod is 

imp1ementcd to provide sonic background? 

A. The Capital Asset Pricing Model (CAPM) relates the required return to two 

components -the risk free rate of return, and the market risk premium (amount by 

which typical stock market returns exceed the risk-free rate of return) - using a 

measurc called “beta” that qumtifics the riskiness of the individud stock or 

investment as compared to the market risk. 

Return = Risk Free Rate + Beta X Market Risk Premium 

The risk free rate for purposes of setting a utility return is typicaIIy a Iong-tern 

government bond rate. Dr. Murry uses two separate rates, based on hvo separate 

set of approaches. One approach examines the IiistoricaI risk premium of 
conimon stock over high-grade corporate bonds, which Dr. Murry estimates to be 

6.2%. The other uses a risk-free rate based on long-tcm govcrnment bonds 

(culled from recent markets), which Dr. Murry estimates to be 4.62%. I do not 

subscribe to the use of corporate bonds as a substitute for the risk-fiee rate. While 

I can understand not wanting to use the customary short-term government bond, it 

is a curious choice to apply corporate bonds, given the highly risk averse 

environment that is pushing ihc yield on corporate bonds up. Dr. Murry suggcsts 

that long-term government bonds are no1 a good substitute for short-term bonds in 

developing the risk-frec rate because of the “flight to quaIity” situation that is the 

current economic situation engenders. But with the use of the corporatc bond as a 

50 Including DPL in prosy groups is a mistake [hat many ntc of return analysts m k c  bccnusc thc utility 
has not placcd its gcncnting units operating in Ohio’s dcrcgulatcd markct in n scpamtc nfilintc from asscts 
under mlc of rcturn regulation. Tlicrdorc, the scrccning rncchanisms used by Dr. Muny and by Staff w i I I  
ollcn crroncously trcat DPL as n utility cven BouSb most of its profits come from unrcgulated gencration. 
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risk-free proxy, one has an equally-powerful “flight Eom risk” phenomenon. For 

thc morncnt, I wiII use the long-tenn government bond (20-year Treasury bond, 

which averaged 2.87% during the 30 days ending January 2, 2009) in order to 

illustrsttc the difficulty these market: conditions present. 

Besides the decision to use corporate bonds as the “risk-free rate,” the “market 

risk premium” is the other of the more contentious items, here. Dr. Murry has 

used two diffcrent methods. One is the “size-adjusted” CAPM, in which Dr. 

Murry uses a historical risk premium, calculated by Ibbotson, of 7.1% based on 

stock and bond returns data starting in 1926. I believe that the risk premium is 

considerably lower than this historical risk premium would indicate, based on the 

information from pension fund actuaries and the Iiterature cited above. 

Additionally, the very notion that Dr. Murry’s calculations need size adjustment 

(of I .02%) to reflcct that small firms tend to have higher returns than larger firms 

for the same beta does not make sense given the type of firms-regulated-that 

we are talking about. I do not dispute as a matter of empirical analysis or 

financial theory that such an adjustment might be reasonable when examining 

unregulated firms - where size and risk have some relationship and where 

investrnciit analysts’ coverage of small firms is more limited. However, I do not 

believe that such an adjustment should be appIied to a regulated utility. A 

regulated utility gcncmlly faccs risks that are lcss than thosc of an unregulated 

“small” company, and the market understands that issue. Indeed, as we noted 

above, VaIuc Line mnked OGE Energy’s stock “Safety” as a ‘2’, which indicates 

that it should be in the conservative investor’s portfolio, and the Fitch rating 

service OG&E’s utility bonds as AA-. 

In Dr. Murry’s second application of CAPM uses historical returns of 14.7%- 

again, presumably using Ibbotson’s data that datc back to 1326-md then 

calculates a risk premium of 8.5% from that historical rate using the corporate 

bond rate 6.2% of to arrive at a risk premium. 
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“Beta,” or the risk of individual stock or stocks, is calcuIated by comparing the 

returns on individual stocks to the market return over a period of time. A beta of 

less than one indicates that a stock will tend to increase at a rate that is less than 

the market return when the market goes up and decrease at a rate that is less than 

the market decline when it drops. Conversely, a beta greater than one nieans that 

a stock will increase or decrease more rapidly than the rate at which an increasing 

or decreasing market wouId. Again, the greater beta is from one, the greater this 

effect. 

Theoretically, beta is the portion of systematic or non-diversifiable risk associated 

with a given stock. The source of “beta” traditionally uscd in utility rate cases 
comes from Value Line, which has made such calculations for over 30 years. 

Nowcver, new sources of beta, calculated in different ways, have become 

availnbk in the Internet age (from Google, Yahoo!, and Reuters). These betas at 

the moment are considerably lower than Value Line betas. 

Q. What rnctliods docs Dr. FvIurry use to estimate the historical “risk prcniium” 

forthc CAPM? 

A. Both of Dr. Murry’s CAPM caIculsltions rely on long-run historical estimates of 
ex post returns, based on the arithmetic mean of data from 19262007 from 

Schedule DAM-22 of his direct testimony. The first (7.1%) comes directly 

from Ibbotson. The second is derived by taking some supposedly-supportable 

total market return of 14.70% (presumably fTom Ibbotson, based on the footnote 

to Exhibit DAM-22) and subtracting out a particular corporate bond rate (6.2%) to 

arrive at a risk premium of 8.5%. The point is that both of these methods rely on 
Ibbotson, which typically uses a data set that starts in 1926. 

Q, WiII you cvaIuatc Dr. Murry’s historical estimating nicthod for computing 

the historicaI %qui@ risk premium” used in his CAPM analysis? 

5’ Dr. Muny uses the lbbotsoa Associates 2008 SBBI Yearbook: Valuation Edition Market Total Returns; 
Ibbotson market data typically besins with 1926; ivc makc thc assumption that Dr. Murry’s data follows 
that pnttcm. 
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A. A constant risk premium can only bc justified from the narrow perspcctivc of pure 

statistics. Because returns on stocks and bonds are volatile from year to year, it is 

impossible to discern trends in highly aggregated data on returns using standard 

statistical techniques without analyzing other information (for example, the 

information analyzed in a more sophisticated way by Donaldson, Kamstra, and 

Gamer, provided in Exhibit WM-14. However, the statistical perspective is a 

narrow onc. It statcs that statistical methods cannot discern a trend in data, not 

that such a trend is absent. 

While investors do not necessarily believe that every year will be economically 

rosy, by using data beginning from 1926, Dr. Murry is assuming that investors 

today give significant weight to recurrence of the economic conditions of 60-80 
years ago (the Great Depression, World War 11, and Federal Reserve Board 

monetary policy designed to keep interest rates down for the purpose of financing 

government war debt cheaply)? The Federa1 Reserve Board itself recently 

rejected use of data all the way back to I927 when calculating the return on equity 

capita1 used to estimate returns on Federal Reserve Bank priced services. It made 

the determination to use only 40 years of historical data, not 80 years.s3 

As discussed above, considerable amounts of the academic literature are 

identifying a risk premium in the range of 3.5 to 4%. Corporate CFOs are 

identifying a risk premium of 3.6% and are stating that a risk premium above 

7.21% would only be observed with a 10% probability. Most utilities’ own 

pension actuaries and decommissioning fund managers are showing 9-1 0% stock 

market returns with fixed income returns in the 6% rmgc. 

In addition, as we said above, we are firm in our position that if current economic 

and financial conditions continue or worsen, then investors are going to be lucky 

to get a return on their capital anywhere near what regulated utilities are allowed 

cvcn allowing that thcsc conditions are currently making capital more expensive. 

’’ Donaldson, Knmstn, and Knmcr, OP. cit., p. 9 stated that “modem monetary policy” began in 1951. 

’’ 70 Fcdcral Registcr, 60341-60347, Octobcr 17,2005. Notice in Dockct OP-1229. 
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Therefore, Dr. Murry’s estimate of the Iong run risk premium-whether it be 
7.1 % or 8.5Yt-i~ not a reasonable predictor of investors’ expectations or 

requirements over the long-term, regardless of long-ago history or statistical 

niceties or the difficult climate wc presently face-granting of course that we 

currentIy have special circumstances with the current financial and economic 

climate that may push short-term risk-premiums higher than is appropriate for the 

long-term. 

Have you preparcd any comparisons of historid stock market returns, 

refurns on utility stocks, and bond returns over a Iong period of time (i.c., A 

period of time that could be used in a historical CAPM)? 

Yes. While I have deliberately not gone all the way back to 1926, I have prepared 

a comparison of returns for electric utilities, gas utilitics, the S&P 500 and bonds 

(using electric and gas utility return and bond return data presented by Dr. Roger 

Morin]” and S&P SO0 data developed by Dr. James Vmder Weide, a utility 

witness in a recent Pacific Gas and Electric Company cost of capital case. 

I used the period 1955-2001. I purposely chose the beginning of the period to 

start after the end of the Korean War and the ensuing 1954 recession, as well as 

after the beginning of “modern monetary poIicy.” The period of time that 

includes the Great Depression and World War I1 and its aftermath does not reflect 

conditions that current investors believe hoId today or are likely to recur in the 

future, even though reaching farther back in history produces higher risk premium 

numbers that utility rate of return andysts like to use. The end of the period 

EIcctric utility and bond rcturn from Exhibit RAM-3 of his testimony in Arkansas PSC Dockct 06-101-U 
(Eiitcrg Arkansas), available: http://www.npscscrviccs. iafo/PDF/O6/06- I 0 1 -u- 1 6- 1 .pdf; gas utility rclurn 
from Exhibit RAM-3 of Arkansas PSC Docket 04-176-U (an Arkansas Western Gas Company rate case), 
availablc: 
l ~ ~ t p : l l w w w . n p s c s e r i c e s . i n f o / c ~ l ~ n ~ ~ D o c ~ e t ~ S c a ~ c l ~ ~ D o c u m e n ~ s , ~ p ? D o c ~ c ~ O 4 % ~ D  176%2I>U&DocNu 
mVal=9. 
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(3,001) was the last year for which Dr. Morin presented data in his recent rate case 

filings.55 

Tablc 5: Rctiims and Risk Prcniiums for Elcctric Utilitics. Gas Utilitics, 
the S&P 500. and LonpTcrm Trcasurv Bonds 

S8P 500 rntum 
ElcMc UWW Rsturn 
Gas Utaily relurn 
Bond Raturn 
Eleclric UWily risk premium 
Gas Utility dsk pmmiurn 
sap 500 risk premium 

19512001 1%60.2001 1967-2001 1983.2001 1955-1966 1967-1982 

11.86% 1137% 12.31% 15.33% YO.57% 8.73% 
1Y.53% 11.47% 11.53% 15.3D% 11.52% 7.05% 
12.16% 11.79% 12.25% 15.07% 11.91% 8.91% 
6.33% 7.27% 7.90% 11.17% 1.73% 4.02% 
5.20% 4.20% 3.62% 4.13% 9.79% 3.03% 
5.84% 4.52% 4.35% 3.89% 10.10% 4.89% 
S A %  4.51% 4.41% 4.15% 8.84% 4.71% 

Etecidc ulltity return 8s %of sap  SOD 97.1% 97.4% 93.6% 99.8% 109.0% 80.8% 
Gas utility rolum 11s %of Sap 500 t02.5% 100.1% 49.5% 98.3% 112.7% YO2 1% 

Ovcr the 46 years from 1955-2001, the S&P 500 had a return that averaged 5.54% 
above long-term treasury bonds. This is approximately 156 basis points below 

the risk premium derived by Ibbotson (7.1%), and about 300 basis points below 

the risk premium that Dr. Murry derived using thc total return on bonds for 1926- 

2007, vis -his  Dr. Murry’s corporate bond rate (6.20%0). Using 40 years of data 

gives a risk premium of about 4.5% for the S&P 500. 

Q. Will you camparc the rcturns on utility stocks vcrsus thc S&P 500 in tlic 

Table above? 

A. The rest of this chart is even more interesting than the risk premium estimate. 

Ovcr the 46 years cnding in 2001, electric utilities underperformed the S&P 500 

by only 32 basis points (2.9%) despite being considerably less risky (with betas 

less than I).  Over sub-periods, the return ranged from 81% to 109% of the S&P 

500. The lowest return was experienced in the 1967-1982 period, a time when 
elcctric utilities in particular faced depressed prices due to the lack of fuel 

adjustment clauses in the 1974 oiI shock coupled with dramatic reductions in 

55 In Docket No. 06-101-U Dr. Morin respondcd to a dah rcqucst by thc Attorney General that tlic data 
scries on which he relied to do this analysis wcrc discontinucd after 200 1 .  It is also difficult to update this 
analysis because the prevalence of deregulation this decadc mcans that fcwer and fewer utilities arc close to 
bcing purely regulated. However, thc point rcgarding tlic bias that prc-modcm monctnry policy returns 
(those that include the Dcprcssion, W\W, and thc Korcnn War) introduce to 2009 cr ante expectations 
rcmains robust and relevant to our discussion rczardlcss of tlic Iack of a dataset that does not go past 700 1. 
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demand growth, massive capita1 spending programs, and burgeoning interest 

rates. In the 1383-2001 period, elcctric utiIities provided a return virtually 

identicd to the S&P 500. 

Gas utilities had even batter performance. Gas utilities outperfornied tlic S&P 
500 by 30 basis points (2.5%) despite being less risky (with betas Iess than I over 

the vast portion of the historical period). Over sub-periods, the return ranged 

from 98% to 113% of the S&P 500 - a return virtually identical to the market as a 

whole. 

This finding needs to be compared with a principle cited in key court cases on rate 

of return-that the authorized return on common equity should be the same as 
returns on investments in other firms with similar risks. For a group of Iess risky, 

lowbeta regulated utility stocks to perform equivalent to the market as whole 

violates this risk principle. 

This may cven suggest there has been some kind of long term “Tree lunch” for 

utiIity investors, which the markct may not yet have fully recognized, The “free 
lunch” may potentially arise froni the circular naturc of the setting of utiIity 

returns - high returns in the past beget requcsts by utilities for high returns in [lie 

future, which in turn begets stock performancc equaI to thc S&P 500 over the 

long run with considerably Iess risk (particularly in the past) than the S&P 500. 

Q. Have any rcccnt tas cliangcs affected utilities’ cost of capital? 

A. YCS. The new Iower lax rates on both dividends and capital gains have increased 

the after-tax returns for at Ieast some investors in the market, which all else being 

equal, should lower the cost of equity capital relative to the period before 2003. 

Q. Arc you providing any additional quantitativc inforniation as a checlc on the 

information prcscnted by Dr. Murry? 

A. Yes. We provide CAPM caIculations over a range of market assumptions. 

Before pursuing these ca~culations in detail, however, it is first usefuI to focus on 
tIic choice Dr. Murry made for beta. As seen in TabIe 6, Dr. Murry arrives at his 

Direct Tcstiniony of W.B. Marcus 
On behalf or the Arkansas Attomcy Gcncnl 
APSC Dockct No. OS-I 03-U,OG&E Rate Case Pngc 46 



1 
I 7 

3 

4 

5 

6 
7 
8 

9 

IO 
11 

12 

13 
I4 

15 

16 
17 
18 

19 

20 

21 

beta of 0.81 by averaging the Value Line-sourced betas from his proxy group. 

First, this figure requires updating. The average of the current (as of January 5"', 

2009) Value Line beta estimate for Dr. Murry's comparison group is 0.7. Table 6 

also contains the average beta from a group of alternative sources, which 

comprise Google Finance, Yahoo! Finance, and Reuters (we initid this group 

with GYR)56. The GYR group of beta sources contains raw beta estimates for the 

comparison group that average 0.57, which is considerably Iower than the 0.70 

average that Value Line offers (from November 28, 2008) or the one that Dr. 
Murry supplied (from Value Line at the time of his filing) of 0.81. Value Line 
adjusts its betas upward if they are less than one. I applied an upward adjustment, 

as well, using the Empirical Capital Asset Pricing Model (ECAPM) on the GYR 
raw betas with an average result of 0.68. (I do not support Empirical CAPM as a 

matter of theory but use it here for the purpose of stating the Value Line and GYR 
results on a roughly comparable basis). 

Table 6: Alternative Betas Tor Dr. MurTv's Comparison Group 

Alternative Sources of Beta' Average of 
Average of AIternalive 

Google Yahoo! Allemalive Sources with 
Company Murry ValueLine' Finance Finance Reuters Sources ECAPM 

DPL. Inc 
Nnrlhcast UiJMcs 
NStar 
Pepm Holdings 
Pinnnda Wost 
S w n i  
W c o n s h  Uoclric 

0.B 0.65 0.65 0.57 0.6 0.61 0.71 
0.75 0.75 0.67 0.71 0.68 0.69 0.77 
0.8 0.7 0.31 0.27 0.34 0.31 0.48 
0.9 0.75 0.80 0.8 0.79 0.80 0.85 
0.8 0.7 0.54 0.55 0.57 0.55 0.67 

0.85 0.7 0.50 0.63 0.61 0.58 0.69 
0.B 0.65 0.46 0.47 0.47 0.47 0.60 

Average 0.81 0.70 0.56 0.57 0.58 0.57 0.68 

'ValucLlno. January 5.2009. 
'Accessed on tho XIUICCS' mspeclivn Websites on Dewrnbar 19, 2008. 

The average of the ECAPM-adjusted GYR bcta is very close to (yet still smaller 

than) the current beta calculated by Value Line. This is a change from a year ago 

when there was a wider divergence between the two data sources. The 

unadjusted bcta as cnlcul~ited by the GYR group is quite a bit smaller than the one 

Gooslc Finnncc, Yahoo! Finance, Rcutcrs, Value Line, E-Tmdc, and prcsumably a numbcr of other 
financial scrviccs all liavc thcir own betas which diffcr by time pcriods and whcthcr adjustment factors arc 
used. 

SL 
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Value Line calculates, suggesting that there is less risk for stocks in h e  

comparison group if ECAPM is not used. 

Do low Treasury bond ratcs prcscnt a challenge to classicaI CAPM analysis? 

Yes, low Treasury bond rate (with a large spread between Treasuries and 
corporate bonds) is an indicator of relatively high risk as discussed above, but the 

CAPM model is not specifically designed to capture that risk. The very low 

current Treasury bond rate presents this problem. On the other hand, using 

corporate bond rates, as Dr. Murry has done in his alternative CAPM andysis, 

and then adding on figures based on historic long-term stock-bond differentials is 

also wrong under current market conditions for the opposite reason. It does not 

reflect the fact that it is virtually impossible to obtain the long-term average 

differential return between stocks and bonds in a market that is subject to the 

present short-tern risk shown by the current differential between treasury and 

corporate bonds. 

Have you pcrformcd CAPM calculations over a range of markct return 

assumptions? 

Yes. Table 7 depicts our CAPM calculations over a range of market return 

assumptions, using both Dr. Murry’s risk-free rate (4.62%) and the current risk- 

free rate (2.78%) (in a11 cases escept Case $, the California decommissioning Cund 
estimate, where the higher risk-Cree rate contained in that analysis was used), and 

a selection ofbeta choices from TabIe G. 
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Table 7: Range of Capital Assct Pricing Mcthod RcsuIts 
Case 1 Case 2 Case3 Case4 Case5 Case6 Case7 Average 

Rtsk-fme rat8 (MUV) 4.62% 4.62% 4.62% 4.62% 4.62% 4.62% 5.83% 
Risk-free rate (current') 2.87% 2.87% 2.87% 2.87% 2.87% 2.87% 5.83% 

Rlsk premium (over Muny risk-free rale, 4.62%) 5.54% 5.78% 4.68% 5.77% 4.00% 3.59% 2.62% 
Rlsk premium (over current risk-free rate. 287%) 5.54% 7.53% 6.43% 7.52% 4.00% 3.59% 2.62% 

Return on equity vtl Murry beta (0.81) & Mrmy risk- 

Market equity return 10.40% 9.30% 10.39% 8.45% 

, ,  
free rate (426%) 9.13% 9.33% 0.43% 9.32% 7.88% 7.54% 7.96%f' 8.51%1 
Return on equliiy wl current beta (0.70') & Murry risk. t .' 1 
free rate (4.62%) 8.50% 8.67% 7.90% 8.66% 7.42% 7.13% 7.66%1 7.99%I 

risk-free mle (2.87%) 6.75% 8.$4% 7.37% 8.13% 5.67% 5.38% 7.55%1. 1 7.02% .I Rslurn on equiity wl current beta (0.702) & current 

risk-free rate (2.87%) 6.63% 7.98% 7.23% 7.97% 5.58% 5.30% 7.61%1 ' ' 6.90% " 'I Return on equlity wlcurrent beta (0.687 &current 

Retum on equlty w l  current beta (0.5?) & current 
fisk-free rate (2.87%) 6.03% 7.17% 6.54% 7.16% 5.15% 4.92% 7.33% 

Case 1 -Nistorlcal Rlsk Premium - 1955-2001 average S&P risk premlum 
Case 2 - Penslun equity returns 7 comparison electricity wmpadles 
Case 3 - Entergy nuclear decommlssloning rslurn - geometric mean with current lnflallon 
Case 4 - Entergy nuclear decommlsslonlng return - approxlmate arithmetic mean with current Inflatlon 
Case 5 -Clark and da Silva risk premlum estimate 
Case 6 - Graham and Harvey average risk premhm 2000-2005 (dose to Donaldson. Kamstra and Kramer estimate) 
Case 7 - Califomla utilities' equity and debt market estlmates (decornmislonlng funds) 

added 109 bask polnb for difference between geometric and arithmetic means for S&P-500 mlnus GDP 
lmpllcit price deflator for $955-2001, Note that I do not accept [he contention that the arithmetic mean 
Is the only appropriate measurement of equity returns but am providing I U S  figure to show the Impact. 

' 20-year Treasury Bond rate, average from Dec. 1.2008 - Jan 2,2009 (US Federal Reserve, 

'Value Line's beta (aceossed January 5,2008). 
'Average of Google Flnance. Yahoo! Finance, and Reuters betas with ECAPM applied; raw beta estimates come from 

'Average of Google Fhanee. Yahoo! Finance, and Reuters raw betas (accessed December 19,2008). 

accessed: w.federalreserve. gavlreleaseslh 1 Sldatalf3usiness-day/H 1 5-TCM NOM-Y30.txt on December 5 th 2009) 

respective sources' Websites. accessed on December 19,2008. 

2 
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The average returns in Table 8 range widely, fiom 6.33% (using GYR beta and 

current risk-free rate) to 8.5 1% (using the Dr. Murry’s beta and risk-free rate); the 

returns of the individual cases range r ~ o m  4.32% to 9.33%, with Dr. Murry’s beta 

and risk-fiee rate causing larger values than current betas and rates. 

While I do not think that returns on the high end of this range are unreasonable, 

the returns on the low end are certainly unreasonable. I point them out, however, 

to illustrate two things. First, it is important to remember the effects of using the 

correct inputs (such as the correct beta and risk-free rates]. Second, the recession 

is responsibk Cor creating the low return numbers by creating the low risk-free 
rate. But, as I stated above, if we me truly going to realize these returns going 

forward, then investors are going to be scrambhg to reaIize returns comparabk 

to those on the high end of this C M M  range for comparably risky assets. 

I would also point out that tlic higlicst possible number calculatcd using the 

highest risk prcniium and highest bcta (9.33%) is already bcIow thc currcnt 

authorizcd rate of return for OG&E (10%). Also, figures at or below 9% are 

not unheard of, and have previously been adopted. The Alberta Energy and 

Utilities Board’s current formula for setting the utility cost of capital, based on a 
risk premium method, which started out at 9.6% in 2004, was indexed at 8.5 I% in 

2007 and 8.75% in 2008. See Exhibit WBM-16. Indeed, a figure of 7.49% would 

flow from the AIbcrta formuIa applied to the current 2.87% risk-free rate. 

I wouId also note that the betas for electric utiIities have been declining recently 

from about 0.3 in 2007 to 0.7 now. All else being equal such a decline in beta 

should cause the rate ofreturn to decline. 

In sum, my CAPM results show that Dr. Murry’s back-to-1 926 and VaIue-Line- 

Pollyanna-economy methods are unreasonable, and that a CAPM analysis 

supports considerably lower numbers than have been adopted, and that a 

reasonable CAPM estimate taking all of the information into account is at or 

below 9%. 
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7. Discounted Cash Floiv Modcls 

Q. Is there a problcm with the Discounted Cash FIow mode1 that Dr. hlurry 

used? 

A. There is a probIcm with the DCF models inasmuch as Dr. Murry relies on 

fonvard-looking forecasts of future cash flows. These forecasts are based on 
market analysts’ shorter-term, and Iess fundamentally based, approaches. Given 

the current down market, analysts predictions are weighed hcavily with 

espectations the market will lurn around, which produces Iargcr growth estimates 

of dividends and earnings than is sustainable over the long-term. The market 

analysts never prcdicted the original drop when calcuIating rate of rcturn, but they 

do not hesitate to use the abnormally high rebound from that drop. 

Conversely, the fundamental, or “earnings retention”, method measures the 

sustainabk increase in book value (related to ROE for an clectric utility under rate 

base regulation), which is a way of indicating a utility’s long-nm ability to 

increase its earnings, and hence dividends. It is based on the earned rate of return, 

multiplied by the retention ratio (the percentage of earnings not paid out in 
dividcnds), plus an adder €or the accretion to book value that arises when a utility 

finances construction by selling stock at a price above book value. This 

hndamentds method wouId take out the short-tcrm volatility of this down 

market, giving a more realistic view of what we could expect of the long-term. 

Additionally, I would note that current market conditions and the drop in utility 

stock prices have causcd the dividend yield of utility stocks to increase 

significantIy. To the extent that the credit crisis and the associated risk aversion is 

ameliorated, one could espect the dividend yield component of the DCF method 

to fall over the next year or two. 

Therefore, this discussion and as well as the conclusions that can be drawn from 

tIic pension fund and CAPM discussions, above, the Commission should give 

little weight to Dr. Murry’s stated “relevant range” of I 1.17%-13.70%. 
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A. Yes. Dr. Murry’s results in Schedules DAM-17, DAM-18, and DAM-19 bave 

results on the Iow end of the calculated range of 10.03%, 11.35% and I0.44%, 
and yet Dr. Murry only states that the relevant range is 11 ~7%-13.7%, which is 

merely the lowest and highest of the high end of the range in each DCF 
calculation. 

8. ROES approved bv Other commissions 

Q. Arc therc other commissions that h a w  approvcd rates of rcturn that arc on 

thc ordcr of what your results suggest? 

A. Yes, in addition to the Alberta decision that we provided above, there are a 

number of state commissions in thc U.S. that have approved ROES of less than 

10% in recent years. (These arc meant to be illustrative; we do not mean to imply 

that other exampIcs do not exist.) 

In 2008, the New York Public Service Commission approved a return of 9.1% for 

electric distribution service (Consolidated Edison Company of New York, Inc., 

Case 074-0523’’). In 2006, it approved 9.8% (Orange and Rockland Case 05-G- 
1494),58 and 9.6% (Central I-Iudson, Cases 05-E-0934 & 05-G-0335, and St. 

Lawrence Gas, Case 05-G-1 63s5’). 

’’ New York Public Scwice Commission, Ordcr Esiablishing Rates for Elcctric Scrvicc in Casc 074-0573 
(March 25,200&), slip op. p. 126. 
l i t t ~ : / / ~ ~ ~ ~ v w v 3 . d p s . s t a t c . n v . u ~ ~ s c w c b n v 7 8 ~ 3  125 1 jOA3 E3 S 857,574 I 70067DDB4/$Fi 
le130 1 07c05230RDER FINAL.pdf?OnenElement 

Ncw York Public Scrvicc Commission, Order Making Tcrnpomry Rates Subject to Refund in Case 06-E- 
1433-Procccding on Motion of the Conimission as to the Rates, Chargcs. Rules and Regulations of 
Orange and Rockland Utilities, Inc. for Electric Scrvice. 

for St. Laiwcnce Gas, Available: http://~v~vvw.stIawrence~~s.comlprcssrcllPress%~ORclease%~O- 
%20Novcmbe~/o202006.pdf. 

58 

Ncw York Public Service Commission. Press Rclcase on 1 1/8/06: PSC Approvcs Tlirec-year Rate Plan 59 
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The New Mexico Public Regulation Commission approved an ROE of 9.5% in 

June, 2007 (Public Service Company of New Mexico)60. 

3 The New Hampshire Public Utilities Commission approved a rate of return of 
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9.63% on generation (Public Service Company of New I-Iampshire, Docket DE 
04- 1 77)6' in 2005. 

In sum, other commissions have authorized singlc-digit rates of return in the 

recent past. We grant that this past does not include the current financial 

meltdown, but has we have stated above, it if financial and economic conditions 

stay as they are, any guaranteed return in the high singIe-digits will be welcome 
news to potential and current investors. 

WiII you summarizc your position rcgarding thc ratc of rcturn? 

The requested 12.25 % return on equity for a utility like OG&E is simply not 

reasonable under the circumstances. 

1. OG&E itself expects that the broad equity market will earn 10.05% when 

making pension fund projections. 

2. The average equity return espected by the pension actuaries of the 7 utilities 

identified by Dr. Murry as a comparison group to OG&B is 10.4%, given an 

average discount rate (high grade long-term corporate bond rate) of 5.9%. 

3. The 90"' percentile return for the entire market from Graham and I-lmey's 

CPO survey averaged 11 5% from 2002 to the present. The CFOs' slvcmge 

cxpected return was around 8% (risk premium of 3.5%). 

.~ 

6o Ncw Mcxico Public Regulation Commission. Prcss Rclcasc on 15/29/07: PRC Rcduccs Proposed PNM 
Rate Hike. Available: http://~viviv.nrn~rc.state.nm .udnc~vs/ndf/O62907pnm ratchick.pdf . 
" New I-Iampshirc PubIic Utilities Commission. Ordcr No. 24,473, Transition and Default Service Rates, 
Ordcr Following Hearing Regardins Return on Equity. The ordcr indicatcd that the appropriate rate of 
rcturn on a diversified utility wouId be 9.42% and added 21 basis points for risks ofrcg,ulatcd gcnct'ation. 
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4. Other academic literature, as weH as the analysis by the Russell Investment 

Group suggests a risk premium of 3% to 5%, which corresponds to an overall 

stock market return below 10%. 

5. HistoricaI data that does not reach back to the Depression and World War I1 
supports equity returns of 10% or less. 

In addition to these factors, we must look carefully at the context. Current market 

conditions are both abnormal and unsustainable and aIso cause models typically 

used when analyzing the rate of return IO yield results that are unreasonable or 

difficult to interpret. 

The spread between corporate bonds and government bonds has been increasing, 

as investors’ appetite for risk is reduced. The very low rate on govcrnment bonds 

renders some of the resuIts of a cIassicaI capital asset pricing modcl (CAPM) 

formulation to be unrepresentative of anything except the results that would be 

likely to occur in a deep credit-based recession (returns in the 7-8% rangc). 

The DCF mode1 resuIts have tlic opposite infirmity under current market 

conditions that could tend lo overstate long-term equity returns: (1) unusually 

high current stock dividend yields that are (2) coupled (particularly in Dr. Murry’s 

analysis) with growth estimates that are unsustainable long-term and me 
consistent with falling dividend yields in the future. 

Either this risk aversion (marked by Iarge spreads between govcrnment and 

corporate bonds) wiI I  continuc for a significant period of time, or it will return to 

more normal Ievels. 

If the spread returns to more nornial IeveIs, it wouId be a mistake to give utilities 
n rate of rcturn that could be in place for several years on the basis of transitory 

market conditions. 

If, on the other hand, the outsized spreads between government and corporate 

bonds continues, the resulting credit crisis (spread far beyond the housing sector) 

will contribute to an extremely deep recession. Under such reccssionary 
Direct Tcstiinoriy of W.B. Marcus 
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conditions, investors niight desire high returns to compensate for risks, but those 

high returns will simpIy not be redized. In essence, a high rate of return does not 

flow from a prediction of a continuing high risk premium. The credit conditions 

and real economic conditions that would flow from forecasting a continued IiigIi 

risk premium would ensure that stock market investors are unlikely to reaIize the 

returns that they would allegedly “require”. Under these conditions, utilities 

would be a relatively safe haven compared to many other investrncnt choices and 

should be priced accordingIy with lower rcturns than are in place today. 

While we do not know what will  happen, we can state that using current 

dysfunctional market conditions as the basis for adopting large upward changes to 

investors’ required returns on utility equity is likely to be the wrong answer - 
either because the conditions generating such "required" returns will be transitory 

or because, if not transitory, the conditions generating such “required” returns will 

make it impossible for the returns to be achicvcd in the real world. 

Faced with a highly uncertain economy and a situation where standard rate of 

return models do not provide tcrribly good forecasts, I recommend that tlie 

Commission simply stay the course. As noted above, a higher return is not 

reasonably justifiable based on an appeal to current markc1 conditions, though I 

might consider raising the ROE if ncccssary in a specific case to keep a utility 

market-to-book ratio at or a little above 1 .O to maintain some financing flexibility 

(a concern that OG&E does not face). A lower return could be justified by the 

type of nnalysis that is presented in this testimony u d e r  noma/ ecortoiitic 

condilioits; normally, a CAPM return for utilities between 8.8% and 9.5% range 

is generally reasonable and would support the low end of a typical DCF-based 

analysis. 

Nowcvcr, in a period of financial and credit uncertainty verging on the irrational, 

while I do not recommend an increase to the ROE, the Commission should also 
not reduce the rate of return below current Ievels, as it could oxacerbate fear in 

Direct Tcslimony of W.B. Marcus 
On bdialf of tlie Arkansas Attorney General 
APSC Docket No. 08-103-U, OG&E Ralc Case 



I 

2 

3 

4 

5 

G 
7 

8 

9 

IO 

11 
12 
13 
14 
15 
16 

I7 

Q. 

A. 

Q. 

A. 

credit markets. I therefore recommend continuation of the 10% return on equity 

for OG&E. 

Will you confirni the rate of rcturn that you are recommending? 

Given financia1 market and economic conditions, I am recommending that the 

Commission leave OWE’S ROE at the currently approved 10%. 

Hiivc you prcpared a summav showing your proposcd rate of return on ratc 

base? 

YCS, it is provided bclow, including the AG’s capital structure, ROE and customer 

deposit rate. 

Tablc 8: AG’s Capital Structure and Rate of Return 

long Term Debt 

Pref Stk 

Common Equity 

Accumulated Def Inc Taxes 

Pie 1971 ADlTC 

Post 1970 ADITC 
Equity 
tong-Term Debt 
Short-Term Debt 

Customer Deposits 

Short Tennllnterkn Debt 

Cur. Accrued and Other Liab 

long-term debt + equity + short-term debt 

Interest synchrorizatnn percentage 

Amount 

S I .779.705.083 

s 
S I ,456.122.MO 

S 644.688.707 

S 

S 21,970,123 
S 9,886,555 

s 
$ 53,633,284 

s 
S 338,577,290 

S 4.2%4,646,827 

S 3,235,061,720 

5 12.0a3.~a 

Capital Weighted Tax Gross-Up 
Ratio Rate cost 

41.44% 6.40% 2.65% 2.65% 

0.00% 0.00% 0.00% 0.00% 

33.91% 10.00% 3.39% 5.58% 

15.01% 0.00% 0.00% 0.00% 

0.00% 0.00% 0.00% 0.00% 

0.51% 
0.23% 10.00% 0.02% 0.03% 
0.28% 6.40% 0.02% 0.02% 
0.00% 

1.25% 2.80% 0.03% 0.03% 

0.00% 5.25% 0.00% 0.00% 

7.88% 0.00% 0.00% 0.00% 

1 00.00% 6.11% 8.33% 

2.70% 

Q. WilI you coniparc your ratc of return with OGSrE’s? 

A. OG&E proposes a rate of return of 7.38% before and 10.72% after tax. The 

differences between us can be disaggregated into 47 basis points before tax ( I  12 
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basis points after tax) for differences in the capital structure at OG&E’s 12.25% 

mtc of return, 77 basis points before tax (126 basis points after t a )  for the AG’s 

10.0% rate of return; and 3 basis points (before and after tas) for the lower 

customer deposit rate. 

With OG&E’s requested rate basc, the Attorney General’s capital structure and 

rate of return reduce the required ratc increase by $9,315,000 or 35.3% of the 

proposed increase. 

Expenses and Rate Base 

Ii? cell f ive Com?pel?srlf ion 

Short-Term Xnccn tivc Programs 

Have you wnalyzed OGBE’s short-tcri inccntivc programs? 

Yes. Based on information contained in AG DR 2-21 I have divided the costs 

into three general categories: 

1. Corporafe financial costs include earnings per share and 0 & M  and capital 

spending targets at the utility (and unregulated earnings per share for the 

CEO). 

2. Deparlmental financial costs include departmental budgets and spending 

levels. Note that OG&E specifically treats worker safety as a financial 

issue, not a benefit of its own. In its discussion of safety, OG&E states 

that benefits to customers me provided because workpIace safety results in 
“Control of employee and company health espenses and Worker’s 

Compensation costsaYyG2 

3. All othcr non-financial metrics (e&, customer service, accuracy in 
transmission switching, etc., as well as metrics that affect fuel costs - 

where ratepayers receive 100% of benefits though fueI adjustment riders). 

‘’ OGWE Response to AG DR 2-2 1, Attaclimcnt 3, “2007 pg I” workslicct, scc cell AC 193 for example. 
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The results are summarized in the table below with disaggrcgated data taken from 

AG ~ ~ 2 - 2 1 . ~ ~  

OG&E OG8E Energy except CEO CEO 

S 2,506,116 S 2,257,079 S 734,518 S 759,632 S - s  
S 2.999,557 S 2,932,669 S 1.077.945 S 1,326.244 5 - s  

Actual Taroel Actual Tame1 Aduat Targel 
S 4,430,225 S 3.132,811 S 3,305,732 S 2,328,545 S 1,358,055 S 974,257 

S 9,935,898 S 8,322,559 S 5.118,195 $ 4,416,421 S 1,358,055 S 974,257 
L 

Tablc 3: OG&E Short-Term Inccntivc Program Pavout Summnrv 

I I 
,% Cow financial 
,% depl financial 
56 non-finaodal 

I 
44.6% 37.6% 64.6% 52.7% 100.0% 100.0% 
25.2% 27.1% 34.4% 17.2% 0.0% 0.0% 
30.2% 35.2% 21.<% 30.1% 0.0% 0.0% 

OG&E has significantly excceded target performance in 2007 on its financial 

mctrics, while coming in slightly below target on non-financial customer service 

and business process metrics - particularly in OGE Energy. 

Q. What do you recommend? 

A. Following the Arkansas Commission's past practice, I recommend sharing the 

finstncial rnetrics 50-50 between ratepayers and shareholders, and allowing 100% 

of the incentives associated with non-financial mctrics. I also specifically 

recommend that the CEO's short-term incentives (50% cmings per share, 25% 
utility capifal and O&M budget, and 25% unregulated earnings) be set at 100% of 

target instead of thc 141.25% of farget that the CEO actuaIIy earned in the test 

year. 

My recommendation reduces total company payroll expenses by $5,Z 8 1,782 and 

Arkansas jurisdictional payroll by $444,187. I also reduce payroll taxes by 

$28,292 (Arkansas jurisdictional) using OG&E's 7.22% of payroll ratio for d l  but 
the CEO and Medicare tax only Cor the CEO. The table below shows thc 

calculation. 

'' Note that thcrc arc discrcpancies between AG DR 2-21 Attachment 3 and AUD-25 rcviscd attachmcnt 2. 
ivliich purport to show the samc quantitics. Wc do not know thc rcason for thc ditkrences. Wc use AG 
DR 2-21 Attachment 3 (disaggregated da@ to divide incentives into corpomate financial, departmcnt 
fiuancial, and non-financial. tVc h a w  used AUD-25 (aggrgatcd data) to dcvclop total dollar 
disallowmccs and jurisdictional allocation. 
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Table 10: Atforncv GcncmI’s Rccommendcd Adiustnicnt for Stiort-Tcml Iacentivcs 

2. Stock-Based Conipcnsation 

4 Q* 
5 

G A. 

7 

8 

9 

10 

11 Q. 

12 A. 

13 

I4 

I5 
IG 
I7 

Wbat is thc amount of Iong-term stocl-based incentive compensation 

rcqucsted for rate recovery in the tcst ycar? 

OG&E is requesting $3,482,868 for inclusion in rates, according to AG DR 2-24. 

Using the A&G allocation factor, thc Arkansas jurisdictional portion is $24 1,086. 

Stock-based compensation has approsimately quadrupled from 2005 to 2007, 

based on information that I reviewed in OGdkE’s last rate case (Docket 06-070- 

VI- 

IS it reasonable to pay for stocli-based long-term incentive compcnsation? 

No. Long-term incentive compensation is tied largeIy to stock prices and has very 

little benefit to ratcpayers. For OG&E, 75% of long-term incentive compensation 

is tied to the differential bctwecn OG&E‘s stock price and that of 80 other 

companies in the Standard and Poor’s Utility Index, and 25% is tied to OG&E’s 

own carnings per share (including unrcgulated earnings).& If OG&E‘s stock 

prices go up, shareholders can provide the compensation to the executives. 

I* OG&E, proxy statement for 2008 Annual Shareholdcrs meeting, p a ~ e  22. 
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Moreover, if stock prices drop, shareholders would be cushioned by the provision 

of cash to cover the cost of performance stock. Long-term incentive 

compensation also fluctuates dramatically in value over time depending on the 

performance of the stock market. We asked AG DR 4-4 to gain an understanding 

of how poor stock market performance would affect the fair value of Iong-term 

incentive compensation. It is included as Exhibit WBM-17. Tlic fair value of 

performance sIimcs granted in 2006-3008 as of tlic date granted was $18.0 
miIIion. The fair value of the same compensation is $11.3 million, as of 

Decembcr 18, 2008. The 2007 shares are actually worthless at the moment 
despite having a fair value of $4.3 million when granted. The amount expensed 

on the income statement (and thus the amount that OG&E requests in cash from 

its ratepayers) is unaffected by this type of fluctuation, but the corporation 

ultimately pays out less if markei performance is poor. 

In sum, long-term incentive compensation is not a cash expense, fluctuates in 

value based on options value calculations, is concentrated in a few executives, and 

does not provide significant ratepayer bencfits with its focus on stock prices and 

earnings per share. In fact, all else being equaI, larger rate increases from the 

utility’s regulators would increase the value of stock and increase the value of 
cxccutive compensation, 

The Commission should adopt the s a c  outcome for OG&E as for Entergy in 

Docket No. 06-1 0 1 -U. There, the Commission found: 

The Commission, however, does not find substantive evidence of 
any material benefit to ratepayers attributable to those programs 
strictly tied to the stock prices of Entergy Corp. Although E N  
witnesses testify to some general benefits ratcpayers may enjoy, 
EA1 offers no substantial evidence of ratepayer benefit which 
would justify including these stock-driven incentives in 

The rejection of stock-based long-term incentive compensation would reduce 

OG&E’s rate request in Arkansas by $24 1,086. 

‘’ Arkansas Public Scrvice Commission, Docket No. 06-1 0 l-U, Order No. IO (June 15,2007), p. 68. 
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What has OGSrE requested for tIic Directors and Officcrs (D&O) liability 

insurance? 

OG&E has requested recovery of 100% of the cost based on a 2008 estimate of 

$1,04234 1 (ScheduIe C-2.29) and an allocation of 75.45% to the utility for a total 

of $786,445. The Arkansas jurisdictional portion of this amount is $76,364. 

Have you rcvicwcd this figure? 

Yes. The response to AG DR 2-34 indicates that it is too high. OG&E’s 1ioIding 

company has spent $879,734 in the I 1  months ending in November 2008. This 

annualizes into $959,775. Using the current utility allocation factor of 74.86%, 
this Icaves $7 1 8,487, a further adjustment of $67,357. 

What is your policy position with rcspcct to ratcniaking for the Dircctors’ 

and Officers' (Dbt 0) liability insurancc policy? 

It is not appropriate to allocate 100% of the cost of directors’ and officers’ 

insurance to utiIity ratepayers. Instead, it is reasonabIe to share the cost of this 

insurance on a 50-50 basis between ratepayers and shareholders, since directors’ 

and officers’ insurance is often called into play when shareholders of publicly 

traded companies sue company management. 

Ratepayers should pay something for D&O insurance because the existcncc of the 

insurance does improve the ability to attract and retain qualified directors and 

enables them to make decisions without fear of personal liability. 

At the same time, D&0 insurancc provides a mechanism for aggrieved 

sharehoIders to collect funds under certain circumstances. In the absence of 

insurance, many of the cases in which shareholders could collect funds (related to 

inadequate or misleading discIosures to shareholders of material company 

activities), would be below thc line from the perspective of ratepayers. 
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Because shareholders are the major beneficiaries of the payouts made under these 

insurance policies, the policies reduce the risk of common equity investment in 

the event of a bad decision by management or directors. I thus recommend that 

sbareholders share in the cost of the poIicy because not only do shmeholders gct 

the payoff from the insurance policy when something goes wrong, but without the 

insurance, ratepayers would not be liable in any event for any portion of the 

payment to shareholders. 

Q. H a w  sonic state commissions sIiared D&O insurancc bctwccn ratcpnycrs 

and shareholders? 

A. Yes. The APSC has adopted 50-50 sharing of such expenses, based on this 

rationale. In its Orders in four contested the Arkansas Public Service 

Commission adopted the 50-50 sharing of these expenses based on thc rationale 

given above. Excerpts from two decisions are quotcd bcIow: 

The news (T. 1040) is replete with stories about companies 
experiencing lawsuits by shareholders. The Commission agrees with 
the AG that more often than not it is the current shmeholders who sue 
management and who receive a large portion of the proceeds from the 
D&O insurance payouts. AccordingIy, the Commission finds that 
Arkla's misting asset-based allocation for D&O insurance should be 
maintained and that the espensc for D&O insurance should be shared 
on a 50-50 basis between shareholders and  ratepayer^."^ 

The Commission agrccs that ratepayers, as well as shareholders, 
benefit from good utility management, which D&O Insurance heIps 
secure. However, as found in prior dockets, the direct monetary 
benefits of D&O Insurance flow to shareholders as recipients of any 
payment made under these policies. That monctay protection is not 
enjoyed by ratepayers. The Commission therefore finds that, because 
shareholders materially bcncflt from this insurance, the costs of D&O 
Insurance shouId be equally shared bctwccn shareholder and ratepayer, 
68 

Dockets 02-227-U, 04-121-U,04-17G-U, and 06-1014. 

'' (Arkansas PSC Docket No. 04-121-U, Order No. 16, page 40, Scptcrnbcr 18,2005 
I~ttn://~vww.apscscrviccs.info/~df/O4/04-12 1 -u 2S6 1 .ndf ) 
'' Arkansas PSC Docket No. 06-101-U Order No. 10, Page 70, June 15,2007, foolnote omittcd. 
http://wivw.;lpscse~iccs.infolpdf/OG/06-10 1 -u 303 I .ndf 
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Q. 
A. 

C. 

Q. 
A. 

Similarly, the California Public Utilities Commission has required a 50-50 sharing 

of this cost since 1936. '' The 1936 decision specifically cited information 

brought forward by the Commission's Division of Ratepayer Advocates that the 

bulk of lawsuits using this insurance were brought by shareholders and that the 

one such shareholder suit that Southern Cdifornia Edison settled resulted in a 

beIow-the-Iinc payment of amounts less than the policy deductible. The 

Commission concluded: 

In D. 87-12-066, 26 CPUC 2d 392,422, wc permitted these types of 
premiums to be recovered in rates. However, the statistics provided by 
DRA pivision of Ratepayer Advocates] from 1986-1933, which were 
not available in 1987 when we decided D. 87-13-066, illustratc that 
shareholders also benefit from this insurance. Therefore, we will 
allow haIf af the espenses requested by Edison for this item. By 
making this allocation, we are not implying that it is not necessary for 
Edison to maintain such insurance. To the contrary, we are funding 
half of the premium with ratepayer finds. EIowevcr, to the extent that 
shareholders also benefit from this insurance, they should also share in 
the espense." 

What is the effcct of your proposed 50-50 s11;iring of D&O insurancc? 

My recommendation is to charge ratepayers for $353,244 for D&O insurance, 

which is 50% of the 2008 figure of $71 8,488. This is a downward adjustment of 
$427,201 - $359,244 for the 50% sharing with shareholders and $67,957 because 

of my lower forecast of the total amount. The Arkansas jurisdictional reduction is 
$41,481. 

Nurmnlize Wiiid Power Miiirtteitmce E S ~ C I H C  

Do you have any concerns rcgarding UGStE's wind powcr espenses? 

Yes. In the first two years of operations, expenses are relatively high under a 

maintenance contract with General Electric but we expected to be reduced 

significantIy when the contract expires in 200s. The response to AG DR 2-62 

* California PUC Decision No. 96-0 1-0 1 1 in Applicalion No. 93-1 2-023 slip. op. nt 140-14 1, Janunry 15, 
1996, regarding Southern CaIifomia Edison Company; and California PUC Decision No. 00-07-046 in 
Application No.. 97-12-030, slip op. at 309, Fcbruary 17, 2000, regarding Pacific Gns and Elcctric 
Company. 

'I0 CPUC Decision No. 96-0 1-01 1, p. I4 I .  
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shows $3,447,000 in costs in 2007, but this amount falls to $3,127,000 in 2008 

and $2,G93,O0O7’ in 2009. The major reason for the reduction is a decline in 

maintenance contract costs from $2,788,000 in 2007 to $2,496,000 in 2008 and 
$1,517,000 in 2009 (offset in part by materials and supplies costs), as OG&B 
espects to obtain savings by choosing a new vendor to take over contract 

maintenance. The known and measurable change in maintenance practices 

should be recognized by using a hvo-year average of 2008-03 ($2,9 10,000, which 

is a reduction of $537,000 from the test year. The Arkansas jurisdictional amount 

is $60,58 1. 

Dries and Dorrnfioms 

Edison EIectric Institute 
Have you rcvicivcd OGSrE’s dues pymcnfs  to the Edison EIectric Institute 

(EN)? 

Yes. OG&E spent $560,504 on EEI dues and requests $439,303 (78.4 % or the 

total dues) as a utility expense according to the response to AG DR 2-52. OG&E 
places $13 1,201 below the Iine (in FERC Account 436.4). Using the itemized 
invoice72 that EEI submitted to OG&E, the breakdown is $505,004 for regular 

activities of EEI, $50,500 for the industry structure assessment and $5,000 for the 

mutual assistance program fee. To obtain the amount for which it is not seeking 

recovery, OG&E is not charging ratepayers for 20% of the Regular Activities of 
EEI and 40% of the fee for industry structure assessment, based on percentages 

footnotcd on the invoice. 

What is your recommendation regarding EEI dues? 

I recommend that a larger reduction be taken from regular activities dues. The 

Commission should disallow 49.93% of the Regular Activirics dues for 

ratemaking purposes, as it did in the Entergy case (Docket 06-101-U). This 

” EscIuding insurance which is covcrcd clscwherc and a S250,OOO crane that could bc reused that should 
bc capilalizcd. 

EEI breaks down thc total membership dues into RcSulnr Activitics of Edison Elcclric Institute, Industry 
Structurc Assessmcnt, and Mutual Assistance Program (Attachment to AG DR 2-52). 
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5 

amount is larger than the non-taxable amount that even EEI identifies as lobbying, 

because 49.93% of EEI costs go for legislative and regulatory advocacy, 

advertising, marketing, and public relations. The table below shows how EEI 

spends its money. 

Tablc 11: EEI Spending 
Edison EIectric Institute 

Schedule of Expenses by NARUC Category 
For Core D u e s  Activities 

For the Year Ended December 31,2005 

% of 
Dues NARUC ODeratIna Exuense Cateaoq - 

LsglsIaUve Advocaey 20.38% 

LaglslaUue Pollcy Research 6.02% 

Regulatory Policy Rnssarcb 13.99% 

Ad Vf3 el SI ll Q 1.67% 

MarReUng 3.68% 

UtllIty Operatlnns and Englneerlng 11.31% 

Ftnance. Legal. Plannlng and Customer Service 18.75% 

Publlc Relatlons 7.71% 

Total Expenses 100.00% 

In addition, 40% is removed from the Industry Structure Assessment portion of 

the dues (like OWE’S original request). The Attorney GeneraI, therefore, 

proposes to disallow EEI-dated espenses, per thc following table: 
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I Tablc 12: EEI Disallowancc 
Lobbying and 

si rn i I a r 
Gross activities AG disallowance 

Regular Activities 505,004 49.93% 252,j48 
Industry Structure 50,500 40% 20,200 
Mutual Assistance 5,000 0% " 

Total 560,504 272,348 

OG&E reduction 121,201 

2 Additional AG reduction 151,148 

3 

4 

5 
G adjustment is $14,312. 

So, while OG&E places $121,201 of EEI dues below the line (in FERC Account 

426.41, we recommend the Commission place $273,348 in FERC Account 426.4, 

which is an additional $ I5 I,  148. The Arkansas jurisdictional portion of this 

7 2. Otlier Orgslnizations 
8 Q. What othcr ducs have you reviewed? 

9 A. I started by reviewing the dues, donations, and cspenses in Schedule C-6. It is 

noteworthy that SdieduIe C-6 failed to include luncheon and country dub dues 

for which OG&E requests ratepaycr funding (See AG DR 2-3 I). 

10 

I 1  

12 Q. 

13 

Aside from tIic Edisan Elcctric Xnstitutc what has OG&E rcqucstcd for ducs 

and donations in SchcduIc G-4.3a? 

14 A. It requested $287,433 above the line. 

15 Q. Do you have any reconirnendcd disallorvanccs? 

IG A. Yes. I first rmove $160,555 in dues to chambers of commerce (and the chamber- 

17 affdiated Associated Industries of Arkansas). Chambers of conimcrcc are 

18 political organizations that ratepayers should not subsidize. The Arkansas PSC 

19 has disallowed chamber of commerce dues in a number of past cases including 

20 Docket 06-1 014 .  I have also identified $13,010 in charitabIe donations, club 

21 dues, and similar costs for 29 organizations that should be disallowed under Iong- 
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1 

2 

3 item individuaIIy. 

4 

5 amount is $16,474. 

6 3. CIubDucs 

standing Arkansas PSC policy. There is an additional $81 8 to 15 organizations 

under $I00 each, of which I disallowed 50% or $409 rather than examining cadi 

The total of all of these disallowances is $1 73,974. The Arkansas jurisdictional 

7 Q m  

8 A. 

9 

10 

11 

I2 Q. 

13 A. 

14 

15 

Docs OG&E request ratcpaycr funding for lunchcon and country club ducs? 

Yes, it does. According to AG DR 2-3 1 , the holding company spent %129,5 1 1 in 
2007, of which $34,481 was directly assigned to Enogex, leaving $95,030. The 

Distrigas allocation assigns 76.76% of these costs to Oklahoma Gas and Electric 

Company, or $72,945. The Arkansas jurisdictional adjustment is $6,907. 

Should tIic Commission allow this cspcnse in rates? 

No. Club dues are not a cost necessary to provide utiIity service and are routinely 

disallowcd by not only the Arkansas PSC but statc commissions across the 

country. 

I G E. Ariveriisiitg E. ‘1 ‘p emses 
I7 Q. Have you rcvicwed 0G&E’s proposed advertising cxpenses? 

1s A. 

19 

20 

21 

22 

23 

24 

25 

Yes. Through ScheduIe C-7 and pro forma adjustmcnt C-2.2-13, OGkE requests 

ratepayer funding of $1,836,839 in advertising costs in Accounts 909, 913, and 

930.1, of which $153,334 is allocated to Arkansas. A significant portion of thcsc 

costs should not be dowed for mtcmaking purposes in Arkansas. I recornniend 

disdowing a further $295,612 (beyond the $1,423,639 removcd from costs in 

adjustment 2-13) and using direct assignment for many costs where costs are 

incurred separately for Arkansas and Oklahoma markets. In sum, of the 

$1 ,GO 1,227 of aIIowable expcnses, direct assignment plus aIIocation yields onIy 
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$88,928 in Arkansas jurisdictional expenses, becausc OG&E heavily concentrates 

its advertising in Oklahoma. 

The Table below revises Schedule C-7 to show the Attorney General’s proposed 

adjustment for advertising. OG&E’s responses to AG DRs 2-41 and 2-42 provide 

hrthcr information supporting the disallowances and direct assignments. 

Table 13: Aitornev Gcneml’s Advertisine Adiustnieiits to Schedule C-7 

Account 909 

Wind Rider 
We!y OK 
Ell lnscrls OK 
Regulated busIncss 
Community affalrs OK 
Environmental 
Wlnd power 
cncrgy efidency OK 
m n  devehpment OK 
storm outage 
OK city rqatta 
Bill Inscrts AR 
Miseclbneous 
Safew AR 
Community analrs AR 

Total A m u n l  
Amnsas atlocatbn 
Arltansas cost pcr AG 
Arkansas cost pcr OGtE 
kkansas lurisdktional adjustment 

Account 913 faftar C2.2-13 adlusi 

WInd m e r  
Energy elficieney tips 
Supplcmntal Sarety 
Prormrllonal Ilcms 
Advcrtislng agcncy 

TolJl account 
Arkansas cost per AG 
Arkansas cost per OGEE 
Arkansas juMiMnal adjuslmenl 

Account 930.1 

Company Slom 
kkansas cost per AG 
Arkansas cos1 pr OG8E 
Arkansas Judsdlctional adjustment 

Arkansas cost per OG&E 

Tola1 pr 
OGBE 

255.044 
213.919 
162.535 
154,507 
110,4n 
99,940 
75,ow 
65,201 
53.433 
36.771 
31.250 
6.738 

1.420 
1,484 

788 

I ,268,507 

25.138 
106,555 
81.417 

5,000 
220,459 
295.703 
58,918 
22.748 

6 0 2.8 2 8 
45.268 
50.638 
5.369 

25,m 

2,142 
2.142 

1.898.839 
70,406 

q59,334 

- 
aa 928 L 

diSaUoW 

99,940 
75,PPD 

31.250 

206.1 90 

5.000 

50.918 

63.918 

25,5orl 

- 
295.612 

allocate lo 
states 

154,507 

36.77nf 

1.484 

192,762 
8.409 

16,192 

229459 
295.703 

22.748 

538.81 0 
45.258 

- 
731.672 
61.460 

lirect assign ~ 

OK 

255.W 
213.91! 
162.53! 

1 10,4K 

65.20 
53.43: 

B60.60! 
0.00‘ 

- 
8 6 0.6 0 1 

direct asstgn 7 
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Q. Will you esplain the basis for thc specific reductions that you rccomniend? 

A. Starting with Account 909, I recommend removing the wind power advertising 

($249,522). According to AG DR 4-8, this advertising expense was incurred to 

encourage Oklahoma customers to sign up for a “green power” tariff to purchase 

wind power. While OG&E claims it is an “enersy conscrvation” cost under 

Arkansas rules, it was certainly not used and usefuI to Arkansas ratepayers, 

because they could never sign up for the tariff in question. Moreover, the 

advertisement had a significant image component (by encouraging custoniers to 

see OG&E as an environmentally friendly company because of the wind power, 

even whiIe OG&E was Iobbying to oppose a rencwble portfolio standard). TIE 

wind advertising cost is therefore entirely Oklahoma jurisdictiond and never 

should have been allocated lo Arkansas in the first place. In sum, Arkansas 

customers should not pay for it. I also directly assign advertising on safety, 

community affairs, and biII inserts to the state for which they were produced, 

along with economic development advertising (Oklahoma only) and energy 

efficiency advertising for Oklahoma’s specific programs. 

In Account 909, I aIso recommend disallowing other advertising for wind power 

and environmental purposes as image and politically da t ed .  The wind power 

costs were for a ride at the OIcIdioma State Fair, as well as sending out mailers 

announcing the opening of the Ccntcnnial Wind Farm and taking dignitaries to 

lunch after the opening ceremony. The environmental advertising was designed 

to encourage ratepayers to see OG&E as environmentally friendIy and to support 

OG&E’s views of environmental issues in the poIiticnI arena (e.g., opposing 

renewable portfoIio standards and supporting coal-fired power generation). 

In AG DR 242, OG&E provided details of the Account 913 spending aAer costs 

were removed for Adjustment C3.2-13. Of the remaining $603,000, I recommend 

disallowing $5,000 for wind power-related image advertising (a sponsorship of an 

event at Tinker Air Force Base) and $58,918 for promotional gear such as fans, 

trading cards, and children’s’ backpacks. 
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1 In account 930.1, I recommend removing the $25,504 cost of company 

2 promotional items, which the Commission has typically removed for ratemaking 

3 purposes in other cases as not necessary to provide utility service. 

4 Q. WiII you summarkc your recommcndation? 

5 A. Arkansas jurisdictional costs are reduced from OG&E’s request of $159,334 to 

6 $70,406, a reduction of $88,328. These changes result from a total cost 

7 disallowance of $2!X,6 12 and use of direct assignment for jurisdictional 

8 allocation of many advertising expenses in Account 909. 

9 1;: Fiiel Iiiueiitory R d e  Brrse 
10 Q. Do you propose any adjustments €or gas inventory? 

11 A. 

12 

13 

14 

15 

16 

17 

18 

13 

20 

21 

Yes. I propose a reduction of $1 1 ,612,000 in totaI company mte base ($1,230,000 

Arkansas jurisdictional rate base, lowering the revenue requirement by 

approximatdy $1 02,000 at the AG’s rate of return and $13 1,000 at OG&E’s rate 

of return) to reflect OG&E’s actual method of accounting and the lower actual 

cost of gas than OG&E forecast in 2008. OG&E’s end of year gas inventory in 

2007 was $8,552,905, Its 13-month average gas inventory was $7,846,437. 

OG&E computed its 2005 gas inventory by marking the end of year quantity in 

2007 to a 2008 forecast market pricc of $10.3G/MMBtu, obtaining a figure of 

$2 1,056,534. This inventory amount failed to consider the fact that over 2 miIIion 

MMBtu were contained in inventory at the end of 2007 at a price far lower than 

the 2008 forecast market price. 

22 

23 

24 

25 

Moreover, OG&E uses Last-in-First-Out (LIFO) accounting for he1 invento~y.’~ 

This fact alone makes it absohtely illegitimate for O W E  to mark the entire 

inventory quantity to market as it proposes to do in this rate case. To add insult to 

injury, OG&E‘s market price forecast aIso turned out to be higher than prices that 

’’ Okld~orna Gas and Elcclric Company 2007 SEC Form IO-K, p. 56. 
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1 

2 

actually occurred (which were only $8.97 at Henry Hub and considerably lower at 

locations where OG&E would purchase gas in Oklahoma). 

3 Q. What is your rccommcndation? 

4 A. Updating the figures to actual 2008 figures could be appropriate. I recommend 

5 that actual gas inventory quantities and prices be used. I have created a 

G placcholdcr figure of $9,894,692 - a reduction of $I 1,GI 1,882, which uses LIFO 

7 accounting forecast prices as gas is added to inventory and uses the average of 

8 Henry Hub spot prices on the weekdays closest to the first and fifteenth of each 

9 month to value inventory additions. A 13-rnonth average quantity of gas is also 

I O  used, which is less than OG&E’s end-of-year quantity of gas. 

I 1  Q. 
12 invcnto ry ? 

Do you proposc an adjustment to OG&:E’s request for additiona1 c o d  

13 A. Yes. I propose a reduction of $30,503,576 in total company rate base ($2,17&000 

14 Arkansas jurisdictional rate base, lowering the revenue requircmcnt by 

15 approximately $I 80,000 at the AG’s rate of return and $233,000 at OG&E’s rate 

16 ofreturn) to recognize LIFO accounting. OG&E has proposed a 75-day inventory 

17 level of 2,475,000 tons, which it valued on a “mark to market” basis at a 2008 

18 forecast price of $29.1734 per ton or $72,219,015. 

19 

20 

21 

22 

23 

I take no position on the reasonableness of whether OG&E actually needs 75 days 

of inventory at this time, although the requirement for 75 days appears high to me 

based on past information. I do note that OG&E was in the process of increasing 

inventory late in 2007 and was carrying about 58 days of inventory at the end of 

2007, a higher amount than earlier in the year, 

24 
25 

26 

27 

28 

However, even if one were to assume that OG&E needs 75 days of inventory, 

OG&E incorrectly computed the value of that inventory by again ignoring its o w  
LIFO accounting practice. If a 75-day inventory is adopted, the inventory at the 

beginning of the year will IikeIy rcmain in inventory for accounting purposes 

throughout the year because it would be unlikely to be burned except under 
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8 Q- 

3 A. 

10 
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17 A. 
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13 

20 
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adverse conditions. OG&E should have added the nrIdifions2 tonnage beyond 

end-of-year 2007 (557.61 1 tons) at its forecast price of $39.1794 per ton to the 

esisting end-of-year 2007 inventory of 1,317,389 tons at a cost of $35,444,685. 

Adding the figures together, the appropriate inventory cost, after appIying LIFO 
accounting to OG&B's requested 75 days of inventory, becomes $5 1,7 15,433, a 

reduction of $20,503,576 from OG&E's request. 

Red Rock C o d  Plmit 

What is thc Rcd Rock projcct? 

It is a coal-fired power project that was pIanned by a consortium of seveml 

utilities including OG&E. The project was rejected by the OkIahoma Corporation 

Commission, but only after approximately $ I7 million in costs were incurred. 

Ultimately in Oklahoma, the Commission approved recovery of 50% of the 

Oklahoma jurisdictional costs with no carrying charges. OG&E has requested 

similar treatment hcrc and has asked for $860,000 amortized over two years at 

$430,000 per year. 

H a w  other statc conmissions faced qucstions rcgarding abandoned pInnt? 

Yes. I am parliculslrly fmiIiar with several cases when the CaIifomia PUC faced 

these questions in thc 1980s. Pacific Gas and Electric Company had continued to 

include a number of discontinued projects in Construction Work in Progress 

(CWIP) and Plant Held for Future Use (PI-IFU), while at the same time requesting 

to place CWlP in the rate base and collecting on PHFU. In 1983, PG&B 

requested rccovcry of the costs. In Decision S3-12-OGS, the Commission laid out 

the general framework: 

We begin by analyzing these projects under used and useful 
principles, long foIIowed by our Commission. Under these 
principles, ratepayers are requircd to bear onIy tlic rcasonablc costs 
of those projects which provide direct or ongoing benefits, or are 
used and useful in providing adequate and reasonable service, to 
the ratepayers. Those projects which never reach fruition by 
definition fail to be used and useful to the ratepayers. As a resuIt 
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the costs incurred in determining the feasibility of a given project 
which is later abandoned are borne by the shareholders. 

By our requiring shareholders to absorb feasibility study costs, 
management has an economic incentive to seIect only those 
projects that are reasonably likely to succeed. Importantly, it is 
management alone that decides which projects to pursue and which 
to ab~indon.~" 

Despitc these principles, the California PUC eventually alIowed recovery of costs 

of a number of projects undertaken in the 1370s, with a four-year amortization, no 

return, and no MUDC,  in large part because of the specific uncertainties that 

occurred in that decade after the oil embargo.75 On rehearing, the Commission 

partially rcversed itself and completely disallowcd rccovcry for one nucIenr 

project that was cancelled earlier in the 1970s before the oil embargo because it 

was Iocatcd on an earthquake 

UItiniately the California PUC set down some specific principles that a utiIity 

"should not recover the cost of a pIant not used or useful, unIess the utility can 

show:" 

(1) that the project ran its course during a period of unusual and 
protracted uncertainty. (2) that the project was reasonabk through 
the project's duration in light of both the relative unccrtaintics that 
then existed and of the alternatives for meeting the service needs of 
the customers, (3) when the projects were canceIIed, and (4) that 
they were cancelIed promptly when conditions warranted.77 

Thc California PUC followed these principles in this decision to deny recovery 

for Southern CaIifornia Edison's costs of the California-Oregon Transmission 

. .. 

'' CPUC Dec. No. 83-17-068 14 CPUC 2d 15 at 50. 

'51bid at 50-52. 
''CPUC Dccision No. 84-05-1 00, slip. op at 6. 

GgS, which in turn quotcd from Decision No. 89-12-057,34 CPUC2d 199 at 169. 
CPUC Decision No. 96-01-01 1, slip. op. at 54, quoting from Decision No. 91-12-076,42 CPUC2d 645 at n 
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Project after the Commission rejected a certificate of Public Convenience and 

Nccessity for t11at project.78 

Do you h a w  a rccornmendation on whether the project should be 

disallowed? 

Not at this timc. I present this information to assist the Commission by providing 

SL fmmetvork for considering the project. I may have some further comments of a 

policy nature after reviewing the factual context laid out in further testimony from 

Staff and the Company. 

If rccovery is allomcd for this project sIiauId it bc amortized over two years 

as proposcd by OG&E? 

No. I would recommend a longer amortization (k, four years) as a further 

means of sharing any risk. A four year amortization would reduce OG&E’s rate 

request by $215,000. 

What is your conccrn regarding thc allocation of thc Windfarm bctrvccn 

Arkansas and Oklahoma? 

OGBE allocated wind farm production plant costs on an energy basis to customer 

classes in Arkansas, but allocates 11.28% of the total cost to Arkansas (and 

86.72% to Oklahoma) instead of 10.59% to Arkansas (and 89.41% to Oklahoma) 

like all other energy-dated costs. This difference is not esplaincd. In the 

absence of an explanation, wind farm production plant costs should be treated Iike 

all other energy costs. 

What is thc approaimatc impact of using thc same 10.59% allocation for fIic 

wind projcct as for other encrgy-rclatcd espenscs? 

’’ Dec. No. 96-0 1-1 I ,  pp. 54-57. 
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A. Using the same energy allocation factor for all energy rather than aIIocating more 
of the Windfarm to Arkansas would reduce Arkansas jurisdictional rate base by 

$1,352,550 (reducing the revenue requircment by $1 12,000 ai the AG’s rate of 

return and $145,000 at OG&E’s rate of return). It wouId also reduce O&M 
expenses by $24,000 (assuming OG&E’s O&M expenses) and depreciation 

expense by $55,000. The total impact is about E 1 80,000. 

XV. Cost of Service and Rate Dcsign 

A. Cost of Service Study 

Q. WilI you discuss the OG&E cost of scrvicc study in gcncral terms? 

A. OG&E provided a cost of service study for Arkansas that uses the parameters on 
wliich the parties settled in the last rate case (Docket 06-070-U). I believe fhaf 

study to be reasonable in its broad outhe .  OG&E has also reasonably addressed 

my concern from the last case regarding the jurisdictiond allocation of Accounts 

583 and 593. 

As a result, I recomniend only two minor changes, related to the class allocation 

of costs of espenses for major account representatives and economic deveIopment 

programs. 

Q. What is a major account rcprcscntntivc? 

A. A major account representative is a utiIity staff member who provides service to 

large customers. In the case of OG&E, the response to RG DR 3-01 shows that 

OG&E spends $3,414,000 on major account reprcscntativcs, of which $3,144,000 

is above the line and $3,061,986 is in customer service and information and sales 

and marketing accounts 908-916. The remainder is largely in Account 926 

(pensions and benefils for staff) and Account 930.2. Arkansas is allocated 8.4% 
of the costs in Accounts 908-916 based on the number of customers, and the costs 

are spread over all customer classes by equal numbers of customers. 
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Q- 

A. 

Q. 

A. 

Q* 

A. 

Q. 

A. 

Q* 

A. 

Who do major account representatives sewe in OG&E’s service territory? 

According to AG DR 3-2, thcy serve 95% power and Iiglit customers and 5% 

genera1 service customers. 

What is the totaI amount of costs allocatcd to Arkansas powcr and Iiglit 

customers (both rcguIar and TOW in Accounfs 301,905, and 307-316 (mctcr 

rcading, customcr accounting, customer service, and sales and marketing but 

cscIuding mctcr reading and bad debt)? 

The amount is $36,7 18. 

What is 95% of thc Arkansas jurisdictional cost of major account 

rcprcscntntivcs in Accounts 908-916? 

The amount is $164,546. 

Do you belicvc it to  be rcasonallle for small customers to pay for scrviccs 

provided to Inrgc customers? 

NO. 

What is your rccommcndation? 

I have added 95% of the Arkansas jurisdictional major account representatives 

costs to the power and light and power and light TOU classes. From this figure, I 

have netted out the existing allocation to the light and power class in Accounts 

308-91 6 (escept aIIocated economic deveIopment espenses dealt with below) and 

half of the power and light allocation in Account 905 ($10,480) lo recognize that 

some functions like call centers are not used by large customers who use major 

account representatives. I aIso assigned the remaining 5% of the Arkansas 

jurisdictional costs of major account representatives to the general service cIass 

consistent with AG DR 3-2. 
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A. 

Q. 

A. 

Q* 

A. 

I took account of the direct assignment by reducing the costs allocated io the 

residential, gcneral service, pumping, and lighting classes in proportion to the 

original allocation of their costs. 

After inchding the impact on A&G allocated by O&M expenses, the residcntial 

decrcase from this change would be about $1 84,000. 

Has tBc Arlcansas PSC previously wgrccd with you on this issue for another 

u tiIity? 

Yes, in large part. The Commission rejected a customer-based allocation factor 

for Accounts 908-9 I5 in the last Entergy Arkansas case (Docket 06-1 0 I-U), based 

on my testimony. It stated: 

[TJhe Commission also finds that, in view of the andysis provided 
by Mr. Marcus, the actual expenditures reflect that the “customer- 
count” allocation would not be appropriate. Many of these costs 
appear to directIy benefit commercial and industrial customers. 79 

Will you discuss economic dcvclopmcnt program spending? 

OG&E spent $626,858 in Accounts 912 and 913 on economic deveIopment 

($53,656 Arkansas jurisdiction). The costs were allocated by number of 

customers, so that the residential cIass was aIIocated 84% of Arkansas spending. 

Should thesc costs be allocatcd prcdorninan tly to rcsidentid custoniers or 

should a broader allocation factor be uscd? 

The broader allocation is more appropriate. Exhibit WBM-18 (the response to 

AG DR 3-3) shows OG&E’s rationale for economic development spending. 

%c APSC Ordcr No. I O  iii Docket No. O G - 1 0 1 4 ,  p a p  95-96. Tfic mctliodology lliat I used in tbc EA1 
casc and iliat the Commission adopted for E M  (allocating costs by a utility plant factor) is diffcrcnt than 
tlic dircct assignmcnt method that I propose here for major account rcprcsentntivcs, bccause (1) EA1 used it 
for sales and rnnrkcting costs and (2) EA1 included other costs Iike dues, sponsorships, ctc. in Accounts 
908-915 tlint should be broadly allocated, cven though they should not bc assigncd dircctly to largc 
customcrs. 0Glk.E docs not appear to have included such costs in tlicsc accounrs, so dircct assignment of 
tIic cost of major account rcprcscntatives is the morc appropriatc rcsponsc to the i s m  hcre. 
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While these activities may be laudable, they have nothing to do with the number 

of customers. 

It is unrcasonable to think, for examplc, that the benefits to a General Service or 

Light and Power retail store from having a new factory locate in the nrca due to 

the utility’s efforts would be the same as the bencfits of the average residentid 

customer. And if economic development efforts arc successful, all custoniers 

would benefit by deferring the time of future rate cases andor reducing the 

amount of future increases. The benefit would be roughly in proportion to base 

revenue. 

Entergy uses a broad allocation factor for sales and marketing expenses including 

econoniic development (utility property), rather than a customcr-based alIocation. 

I propose a similar broad allocation factor here - base rcvenuc. 

Q. What is the impact of your recommendations? 

A. The changes to major account rcpresentntives and economic development 

allocation liave the following impacts on O&M expenses in Accounts 908-916. 

With changes to A&G expense and general plant allocation (through the 

“Supervised 0&M’ allocation factor) consequential to these changcs, the total 

impact on the class allocation would be about 50% greater. 

TabIc 14: Impact oil O&M Cost Allocntion of AG’s Allocatia~i nfExpctiscs for 
Maior Account Rcnrcscntdvcs and Economic Devclopmcnt 

Major 
Account Reps 

Residential (1 26,534) 
General Service (12,692) 
Light and Power 130,400 
Light and Power TOU 9,142 
Lighting (61 1 
Pumping (181 1 
Athletic Lighting (74) 

Economic 
Development 

(23,4 16) 
(1,553) 
12,347 
10,730 
1,903 

(17) 
6 

Total 
(149,950) 
(I 4,24 5) 
142,747 
19,872 

1,842 
(1 98) 
(68) 

Q. I-lnve yau prepared f i  cost of scrvicc study with thc Attorncy Gcncral’s 

rccomnicndations? 
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Not at this time. I will prepare one for rebuttal testimony whcn I receive a better 

vcrsion of the COSS. When I turned to my analysis of cost-of-service issues, I 

found that the company gave me SL version of the COSS that did not have active 

sprendslicet formulas and was aIso password protected so that 1 couId not revise it 

myself. 

Would any ratc classes requirc mitigation of ratc shock givcn tlic results of 

tlic cost of sci-vicc study as proposed by OGISSE and as you ivvould modify 

them? 

Yes. The AthIetic Field lighting class is slated for a Iarge increase that should be 

mitigated. It is my understanding that Staff is investigating this issue. 

WiII you dcscribe OG&E’s current rate design? 

OG&E currently has a rate structure with a customer chargc, an inverted block 

rate for Iarge users (over 1500 kWh) in the summer months, and SI very 

pronounced declining block rate in the winter months for uscrs over 1000 kWh. 

The basic residential rate structure is now a customer charge of M.50, SL summer 

first block (up to I500 kWh per month) of 4.066 centskWh, a second block (over 

1500 kWIi per month) of 4,335 cents per kwh, a winter first block of 2.948 

centskwh up to GOO kWi per month, and a wintcr tail block of 1.600 centskWh. 

There are different rates for a few time-of-use customers. 

What has OG&E proposed in this case? 

In the context of its proposed increase, it proposes to increase the customer charge 

by 80% from $6.50 to $1 1.70 and to increase the summer rates by 28.8% (with a 

13% increase on the first block rate and an 83% increase on the second inverted 

tier rate). Winter rates wouId be virtuaIIy constant (a minor first block increase). 

Why has OG&E proposed to incrcasc the customcr chargc to $11.70? 
Direct Tcstimony of W.B. Marcus 
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A. 

Q. 

A. 

Q* 

A. 

Q* 

A. 

It proposes to raise the charge to what it considers the full cost of service leveI. 

(see AG DR 3-16] In other words, cost incurrence is the most important factor. 

Is thc rcsidcntial customer-rclatcd cost really $1 1.70? 

No. After taking into account the Attorney General’s Iower rate of return (and 

associated lower income tases), the disaIIowance of advertising costs in Accounts 

909 and 913, and the reaIIocation of costs of major account representatives and 

economic deveIopment, the cost is considerably lower. 

Should thc custonicr chargc be raiscd in this case? 

No, for reasons discussed below. A higher customer charze is inimicd to the 

efficient use of energy, as well as providing disproportionate increases to lower 

income people, who on averagc arc likcly to use less energy than higher income 

people. 

What is your opinion of the proposal to provide almost no incrcasc to winter 

ratcs in the contest of a 2S.S% annuaI base rate incrcnse for rcsidcntia1 

customcrs? 

WhiIc costs should be somewhat lower in winter than in summer, I do not believe 

it is rcasonabk to discount the average winter base rate by 56% from the average 

summer kWh or 10 provide a11 usage above 600 k W h  per month at a 66% base 

mte discount to average summer usage. 

It appears to me that with this rate design OG&E is positioning itself to fight gas 

companies over whether gas or electricity will be used as a heating source, with a 

combination of extremely Iow winter base rates and the customer charge increase. 

In recent years, approximately 20% of new Arkansas customers h a w  bccn 

choosing electric heat in the OG&E service area. (AG DR 3-20, Exhibit WBM- 

19) 
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2. PoIicv Considcrations 

Q. Will you describc thc Attorney GeneraI’s Iong-term policy €or residentid 

rate dcsign? 

A. In the long term, residential rate design shouId have as s1 significant goal the 

encouragement of conservation of energy (inchding encouraging the use of 

ImttUraI gas where it is more efficient than electricity). To do this, we have an 

ultimate goal to minimize reliance on Bsed charges (customer chargcs) and 

declining block rates. We recognize that gradualism is important so that existing 

customers who have instalkd equipment in reliance on certain types of rate 

structures are not harnied. A flat or inverted summer rate, a moderately lower flat 

winter rate, and limited rdiance on customer charges would satisfy this long-term 

goal. Inverted rates in the summer months aIso tend to reflect costs for residential 

customers, since base levels of use d a t e  to non-weatlicr-sensitivc use such as 

refrigeration, lighting, etc. The weather-sensitive use creates the system peak and 

therefore should be charged more. 

Q. Will you commcnt on tIic impact of custonicr chargcs and dcclining bIoclc 

rates on energy cffcicncy? 

A. All else being equal an increased residential customer cliarge will decrease the 

cost-effectiveness of measures that save electricity. Moreover, n high customer 

charge decreases the effectiveness of energy efficiency programs operated by the 

utility by making it less cost-effective for customers to conserve. The end rcsult 

of having rate design compete with efficiency programs is either higher rebates 

raising program costs or lower penetration of the programs or both. Given the 

Commission’s move toward the deveIoprnent of significant energy efficiency 

programs it should not be driving with one foot on the gas (efficiency programs) 

and the other foot on the brake (promotional rate design). Rate design and 

efficiency policy should be harmonized, not at cross-purposes with each other. 

Q. Have you nnaIyzcd tlic rclativc use of cncrgy by gas and clcctric cnd uses? 
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The table below (with supporting data in the workpapers) shows the energy 

efficiency of gas versus electric use for spacc heating, watcr hcating, and clothes 

drying." For electric heat, the issue is whether the customer uses a heat pump or 

electric resistance heating. The resistance heating is far less efficient than burning 

gas directly in the residence. While a gas combined cycle fucIing a lieat pump is 

slightly more energy efficient than a gas furnace. However, a heat pump 

generally does not stand alone but comes with other eIectric appIiances. When 

these appliances are brought along into the all-eIectric home, they dramatically 

reduce the efficiency of total energy use. Moreover, when coal-fired electric 

generation is at the margin, the amount of both energy use and greenhouse gas 

emissions burgeons due to eIectric heat, even with a heat pump, 

Propanc hcat would have similar efficiency to gas at the end use, but may have somewhat more energy 
losscs in delivcry to the customer. 
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Table 15: Totnl Encrw Efiicicncv of Natural Gas vs. Elcctric Service 
for Residentid End Uses 

p s  us. electric r ~ s l s ~ s ~ o  h eat 
md-usc efflfrdency 
mveuton and delivcry criidcncy. 
mpricit heal rate Btw'kWh 
!I ti d c n cy 
:new required for endqsc cleclrldty dative IO gas 
:02 per MMBtu ol heal Input (pounds) 

202 for Same useful output as 1 MMBlu of gas heal Input 
idditlonal CO2 for electric option 

jas vs.air.sourca heat uumD Weatha Seasonal 
yodormancr, Factor = 8.21 
!nd-use cHiclency 
anverslon and dcriverj clfidancy 
rnplld! heat rate BluRWh 
2 fli c i e n cy 
m r g y  requtrcd for end-uso electricity relative to gas 
202 per MMBlu of heat Input (pounds) 

202 for same useful outpu! as 1 MMBIu ot gas heat Input 
Iddillonal CO2 tor electrlc option 

vatcr heater 
md-use cflidency 
xlnverslon and delivery efficiency 
mplidt heat ratn BtullrWh 
!Iiicicncy 
mergy reqdred for end-use clectrIcity relallve to gas 
202 per MMBtu ot heat Input (pounds) 

:02 for same uselut output as 1 MMBtu of gas heat input 
!ddiUonal C02 for eledrlc optton 

:lothcs dwer 
!nd.usa efficiency (relative to electricity to dry same 
imount of clothes) 
xrnverston and delivery eIiideney 
rnplfcit heal rate B W W h  (adjusted for SIighVy l m r  gas 
!nd.usa dlylng efiicicncy) 
!ffidencj 
:nerQy requlred for endmuse eleclridty relahe lo gas 
:02 per MMBlu ol heat Input (pounds) 

:02 for same useful oulpul as I MMBtu of gas heat Input 
idditional CO2 for electrlc option 

gas 

90% 
98% 

3,870 
00% 

115 

115 

9D% 
90% 

88% 

115 

115 

3.870 

63% 
98% 

5.528 
62% 

115 

I15  

89% 
98% 

3,926 
87% 

115 

115 

eleclric 
mmblned 

w e  

100% 
45% 

7.630 
45% 

197% 
115 

227 
97% 

240% 
45% 

3.176 
107% 
82% 
115 

94 
-18% 

03% 
45% 

8.204 
42% 

148% 
115 

171 
40% 

1OP% 
45% 

7.630 
45% 

194% 
115 

223 
94% 

mal steam 

100% 
31% 

10.900 
31% 

28291 
21( 

582 
4149 

240% 
3191 

4.537 
75% 

117% 
211 

246 
114H 

83% 
31# 

11.720 
299 

212H 
211 

445 
207# 

1PDH 
3191 

10.900 
3154 

278% 
ZIC 

583 
407% 

Gas delivery Iesses b e W n  the sfte of a powerplant and a resfdence. Elecbicelfieiency based 
on comblned evcle heal mto of 7000 Btulkwh. coal heat rate of 10000 BtullrWh. g% line loss. 

4 Q. What policy concerns daes thc Commission face in light of this information? 
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A. 

Q* 
A. 

3. 

Q. 

A. 

The Commission needs to balance two concerns: ( I )  the need to price electricity 

to support energy efficiency and reduce thc increased use of energy that arises 

fiom the unwise promotion of electric heat; and (2) the need to avoid potentia1 

harm to existing customers who have relied on existing and past promotionaI 

rates. 

How can the Commission baIance tIicse competing canccms? 

It can graduaIIy make the rate design less promotional (by decreasing the absolute 

difference behveen first block and tailblock rates and adopting an inverted 

summer rate). 

Recommended Ratc Design PrincipIcs @lock Rates and Customcr Chnrgcs) 

What is your ratc dcsign reconimcndation in this case? 

I recommend that rates be designed on the following principIes if there is a 

significant increase: 

No increase to the customer charge for the reasons discussed above. 

In a case with a significant rate increase, rates should be increascd in both 

seasons unlike OG&E's proposal, but the average increase in the summer 
(measured in cents per kWh, not percentage of the bill) should bc grcater 

than in the winter. We recommend an increase in the winter rate 

(averaged over the two blocks) that is in the range of 7040% of the 

increase in cents per kWh in the summer months. 

We spccificaIIy agree with the principle of an inverted block summer ratc 

as proposed by OG&E and also agree with a disproportionate increase on 
the second summer bIock. However, unIike OG&E, we believe that 

gradualism is needed rather than raising rates for very large users by as 

much as 27% including the ECR (the increase proposed by OG&E for a 

user of 3000 k W h  per month). We would recommend that in this rate 

case, the base rate tiering be increased fiom the current relatively nomirial 
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21 
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25 

Ievel of 6.6% of base rates to approximately 25%. Further increases in the 

second tier inverted bIock relative to the base rate are reasonable in the 

longer term but should not be adopted a11 at once. 

The first tier winter rate should not be reduced. 

The winter declining bIock rate differential is 1.4 cents per kWh. A god 

for this case should be to cut that amount approximately in half to 0.7 to 

0.8 centskWi to the extent possible. 

It may not be feasible to meet all of these gods at once, particularly if there is no 

mtc increase or only a very Iimited increase. With a very limited increase (e.g., 

base rate increase of 3% or Iess), first block rates should be frozen along with the 

customer charge and at least a limited amount of summer inversion and closure of 

the winter declining block should be pursued, though the full 25% tier inversion 

and reduction of the declining block by 50% may not be feasible. If a decrease is 
approved, all decreases should apply to the first blocks in both seasons in equal 

cents per kWh, and the second tier should be frozen. 

I have prepared two ahernathe rate designs showing the appIication of the rate 

design principles above. The first assumes that the Company’s revenue 

requirement is adopted. It is presented onIy as a comparison to the Company’s 

ratc design, as 1 do not expect a 28.8% residential base rate increase to be 

adopted. The second rate design shows the application of thcsc principlcs 

assuming a 10% base rate increase, to reflect a range of outcomes taking into 

account cases presented by the Staff and thc Allorney General. 

The table on the next page cornpares current rates, OG&E’s proposd, and the 

ahernative ratc designs. The following table compares bill impacts (including the 

ECR and EECR riders). 
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customer charge 
Summer 
up lo 1500 kWh 
*I600 kWh 
avamge 

up lo 600 kvlm 
2600 kiW 
average 

OGgE Pmpsal 

mtes reuenue €nuease Increase 

$ 11.70 7,528,669 S 5.20 80.0% 

0 . 0 4 ~ ~ 0  f 2 m . g a a  0.00534 13.1% 
0.08200 5 . 5 0 1 . 1 ~  0 . 0 3 m  89.2% 

0.030oo 5,818,170 0.00052 1.8% 

am % 

0.05305 o.oiim 2 a . w  

0.01800 2.859776 0.0% 

bllling 
determlnanls 

643.476 

275.478.000 
67.087.000 

i g 3 , ~ 3 ~ , a o o  
17a,m.aao 

AG Alternative OGEE Rev Req 

rates revenue Increase lnaease 

S 6.50 4,182,594 0 0.05 

0.05070 1 3 . ~ 6 ~ 3 5  o.oia04 24.791 
0 . 0 6 ~  4 . 2 5 ~ 0 3  o.ozaoz 46.2% 

0.03550 6 . 8 8 4 , ~  0.006oz 20.4% 

a W h  % 

0 . 0 5 3 ~ 1  0,01199 29.1% 

0.02850 5,093,978 0.01250 7B.IpA 

Table 16: Corn parisoil of OG&Et Rate Design and Alternatives Based o n  Attornev General’s Principles 

0.02329 0.00027 1.2% 
34.370~737 

Present Rates 

rates ravenue 

s 6.50 4.1az.m 

0 . ~ 3 3 5  2.9n8.221 
0.04066 11.200,935 

O . M l l D  

0.02940 5.717.322 
0.01600 2.859.776 
0.0 2 3 0 1 

26.888.849 
0.03214 0.00913 39.79 

34,379.442 
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closure of winlet declining bIacCP 
summer Tier 2 vs. Tier 1 

-3.0% 
78.3% 

40.1% 
25.0% 

AGAllernathe 10% Increase 

rales revenue Increase lnerease 

6.5 4.1 82,594 0 0.0% 

OM340 11.955.745 0.00274 6.7% 
0.#5425 3,639,470 0.01090 25.1% 
0.W552 0.00434 10.5% 

mm % 

a.03000 5,818,170 0.00~52 1.8% 
0.02216 3$60,7D0 0.00616 38.5% 

0.00322 14.0% 0.02624 

74.3% 
41.8% 
25.0% 

29,5 5 6.769 
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5.73 
6.27 
6.80 

7.07 
8 4 0  
894 
8.47 

1RO1 
10.54 
11.07 
11.61 

12.14 
3266 
132t 
f7.N 
ZRBC 
24.81 
2867 
3254 
51.86 
71.18 

1 m . a  
129.15 
148.44 

7.34 

80.51 

20.72 
29.73 
3875  
47.n 
50.79 
65.80 
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=.a4 
92% 
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27114 
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462.40 
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101.a7 

2 1 ~ 0 5  
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27 
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41 
49 
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0 
74 

80 
B6 
82 
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t41 
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s 1599 
5 25.47 
S 34-96 
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S 63.42 
S 7291 
s a240 
S 91.89 
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S 110.85 
S 120.35 
5 129.84 
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5 14801 
$ 159.57 
S 170.32 
f 18f.07 
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5 2 5 2 9  
S 2B438 
S 310.13 

5 417.67 
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S 525.22 

s 44.45 

s m m  

383% s 
26.7% 5 
21.3% S 
1a1x 5 
1K1% 5 
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13.6% S 
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9.9% f 
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33% s 
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11.04 
1205 
13.05 
$409 
t5.W 
f7.M 
10.08 
21.07 
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s l!T% 
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5 17723 
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$ a 8 2  
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s 48235 
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5.25 
4.30 
5.30 
5.41 
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5.51 
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5.51 
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551 
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5.51 
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5.51 
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5.51 
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5.51 
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Note: Rate impacts iiicludc not only base rates but ECR and EECR rates from Sclicdule 1-1. 
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The rate design proposed above would encourage the efficient use of energy, 

reduce the promotion of electric heat, and would have Iess undue bill impacts than 

OG&E’s proposal. The Commission should adopt it. 

4 Q. Does this complete your testimony, Mr. Marcus? 

5 A. Yes, it does. Thank you. 

6 

7 
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