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Are you the same Joelle R. Steward who previously submitted direct testimony
in this proceeding on behalf of PacifiCorp d/b/a Pacific Power (PacifiCorp or the
Company)?
Yes.

I. PURPOSE AND SUMMARY
What is the purpose your reply testimony?
My reply testimony provides PacifiCorp’s general policy positions. I summarize the
Company’s reply case reflecting certain corrections and information updates. I also
respond to various Public Utility Commission of Oregon (Commission) Staff and
intervenor (collectively, the Filing Parties) positions in opening testimony, and
provide recommendations to the Commission for its decision in this proceeding.
Which parties to the rate case filed opening testimony?
The following parties filed opening testimony: Staff, the Alliance of Western Energy
Consumers (AWEC), the Oregon Citizens’ Utility Board (CUB), AWEC-CUB, the
Northwest & Intermountain Power Producers Coalition, Klamath Water Users
Association and the Oregon Farm Bureau Federation, Small Business Utility
Advocates (SBUA), Walmart, Inc., and Vitesse, LLC.
Please summarize your reply testimony.
In my reply testimony, I address and make recommendations regarding the following
topics:
o Overall Reasonableness of Rates
° Amortization of COVID-19 Deferral;

o Wildfire Mitigation and Vegetation Management Costs;
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Renewable Adjustment Clause Deferrals;
Depreciation/Exit Orders; and
Changes to the Transition Adjustment Mechanism (TAM) and the Power Cost

Adjustment Mechanism (PCAM).

Please identify PacifiCorp’s witnesses providing reply testimony.

In addition to myself, the following witnesses are submitting reply testimony:

PAC 1300, Nikki L. Kobliha — Cost of Debt, Capital Structure, Taxes, Pensions
PAC 1400, Ann E. Bulkley — Cost of Equity

PAC 1500, Michael G. Wilding — PCAM, TAM

PAC 1600, Allen Berreth — Wildfire and Vegetation Management

PAC 1700, Matthew McVee — Schedule 273, Accelerated Commitment Tariff, the
Company’s proposed voluntary renewable energy tariff

PAC 1800, Kenneth L. Elder, Jr. — Load Forecast

PAC 1900, James Owen — Fuel Stock, Mining and Environmental Remediation
Costs

PAC 2000, Sherona L. Cheung — Revenue Requirement

PAC 2100, Robert M. Meredith — Cost of Service and Pricing

II. GENERAL POLICY ISSUES

A. Reasonableness of Overall Rate Change

Q. Has the Company updated its revenue requirement to reflect corrections and
updates?

A. Yes. The Company’s initial filing supported a base rate revenue requirement increase

of $84.4 million, which includes the impact of moving the Oregon Corporate Activity
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Tax (OCAT) into base rates, or $82.2 million net of the OCAT change and the
rebalancing of the rate mitigation adjustment. The base rate revenue requirement
increase in the Company’s initial filing also included $7.7 million in proposed
amortization of approved deferrals. The Company’s reply filing supports an increase
of $93.8 million, including OCAT and PacifiCorp’s proposed amortization of
deferrals. This reflects an increase of $9.7 million from the Company’s initial filing
due to the current rising cost environment. Because the Company is agreeing to
move the amortization of deferrals to separate schedules as proposed by Staff, the
reply revenue requirement without the deferrals is $86.4 million.

What corrections and updates are included in the Company’s reply filing?

As explained in more detail in the reply testimony of Ms. Sherona L. Cheung, the

reply revenue requirement reflects the updates and corrections outlined in Table 1.

Reply Testimony of Joelle R. Steward
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Table 1: Reply Adjustments to the Company’s Initial Revenue Requirement

GRC
Revenue Requirement (FILED) S 844
Corrections:
Interest Sync Correction (1.3)
Remove AMI Replacement Amort. (1.0)
Remove Clean Fuels Prog. Amort. (1.3)
Updates:
Cost of L/T Debt 7.0
Present Revenues Update 3.5
Escalation Factors 2.8
Pension Non-Service Exp. 1.8
TAM Revenue Sensitive 0.9
Wages & Benefits 0.7
Deferral Amort. to Tariff (7.7)
Jurisdictional Loads Update (2.1)
Fuel Stock Update (0.5)
Remove Merwin In-Lieu (0.4)
OCAT & Metro BIT (0.3)
Other Updates (0.1)
Reply Revenue Requirement $ 86.4
|Amortization of Deferrals | $ 7.4 I
ITotaI Rev. Req + Amort. (Reply) | $ 938 |
Q. Please provide a general explanation of the drivers behind the increase in the
reply revenue requirement.
A. In short, the increase is driven primarily by market pressures including interest rates

impacting the cost of long-term debt and pension expense, and other cost increases.
Additionally, the Company has identified an update and correction to present
revenues that is driving a $3.5 million increase. Corresponding reductions are from

corrections and a jurisdictional load update.
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Notwithstanding the increase in its reply revenue requirement, is PacifiCorp
willing to cap its increase at the revenue requirement proposed in PacifiCorp’s
initial filing?

Yes. PacifiCorp’s reply filing supports the new revenue requirement of $86.4 million
and PacifiCorp will establish the reasonableness of base rates at that level. Therefore,
any adjustments the Commission adopts should be applied to the $86.4 million
request. But if the final revenue requirement exceeds the $84.4 million request
contained in the Company’s initial filing, less the deferral amortization, the Company
will agree to cap the increase at $76.7 million ($84.4 million less the $7.7 million in
deferral amortizations). This approach moderates the impact of this rate case on
customers and ensures that customers will not experience a higher base rate increase
than contained in the Company’s Notice Proposed Rate Revision, published in March
2022 in compliance with OAR 860-022-0017.

Staff has proposed to amortize the Company’s COVID-19 deferral in this case.
Is that included in the Company’s reply revenue requirement?

No. Over a four-year period, Staff’s proposal to amortize the COVID-19 deferral
increases the revenue requirement by an additional $4.7 million annually. While the
Company is open to Staff’s proposal, as I discuss below, this is not a part of the
Company’s request, so the Company has excluded it from its proposed revenue
requirement on reply. The amortization of this deferral through a separate
supplemental schedule is, however, included in the Company’s pricing models for this

case. [ discuss the COVID-19 deferral in more detail below.
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Please provide a comparison of the revenue change proposed by the Filing
Parties in their opening testimony.

The revenue change proposed by each of the parties as stated in their testimonies is
indicated in Table 2 below.

Table 2: Filing Parties’ Monetary Positions

Filing Party Proposed Revenue Change
(in millions)
Company — as filed $84.39
Staff (1) $41.61
AWEC (2) ($2.96)
(1) Ex. Staff/100, Muldoon/4, Table 1
(2) Ex. AWEC/100, Mullins/3, Table 1.

Other Filing Parties seek adjustments but did not make an overall revenue
requirement proposal.
What are the major drivers causing the divergence between Staff’s position and
the Company’s filing?
Staft’s largest adjustments relate to cost of equity, capital structure, pensions costs
and labor expense. As outlined by Company witnesses Ms. Nikki L. Kobliha and Ms.
Ann E. Bulkley, the Company’s financing costs are increasing at a time where access
to capital is critical to meet Oregon’s policy goals around decarbonization and
wildfire mitigation. As outlined by Ms. Cheung, the Company’s labor costs are
similarly increasing as it faces a growing need for a workforce capable of meeting
transformative challenges.

Reducing the Company’s financing and labor costs at this critical juncture
undermines the Company’s efforts to comply with two recent Oregon legislative

mandates: emissions reductions required by House Bill (HB) 2021 and wildfire
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mitigation required by Senate Bill (SB) 762. PacifiCorp’s continued transition to a
non-emitting energy resource mix under HB 2021, coupled with the investments
necessary to protect its system and customers from the increasing wildfire threat and
increasing costs of vegetation management under SB 762 are major drivers of this
case.

Q. Please comment on AWEC’s proposal to reduce PacifiCorp’s revenue
requirement by approximately $87 million for a rate decrease of approximately
$3 million.

A. In the current context, AWEC’s proposal to decrease PacifiCorp’s rates is manifestly
unreasonable. AWEC has proposed over 20 adjustments in this case, which include
challenging cost items that have been in rates for many years (such as the costs of the
Trapper Mine) and costs recently found to be prudent and beneficial for customers
(such as the wind project deferrals). As a whole, AWEC’s adjustments appear
designed to drive down the Company’s revenue requirement, irrespective of the
reasonableness of the Company’s costs.

Q. Please explain why AWEC’s proposal to decrease PacifiCorp’s rates at this time
is so extreme.

A. This is only the second rate case PacifiCorp has filed since 2013. In Order No. 20-
473 in PacifiCorp’s last general rate case, docket UE 374, the Commission allowed a
base rate increase of $20.9 million, or 1.6 percent.! Since 2013, inflation rates

averaged 2.55 percent per year, for a cumulative increase of 25.47 percent.?

! In the Matter of PacifiCorp, dba Pacific Power, Request for a General Rate Revision, Docket No. UE 374,
Order No. 20-473 (Dec. 18, 2020).
2 https://www.bls.gov/data/inflation_calculator.htm.
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PacifiCorp’s proposed rate increase of 6.8 percent in this case would still leave the
Company in a position where its total rate increases since 2013 are only a fraction of
the overall inflation it has experienced. In this context, a proposal to decrease
PacifiCorp’s rates is facially unreasonable.

Do PacifiCorp’s recent results of operations underscore the need for a rate
increase in this case?

Yes. PacifiCorp filed its 2021 Results of Operations in April 2022. PacifiCorp’s
Type 1 (adjusted actual) return on equity (ROE) was 5.60 percent. PacifiCorp’s Type
3 (normalized pro forma) ROE was 5.48 percent. PacifiCorp’s 2021 results in
Oregon were the worst of all the states in which it operates.

Staff raises concerns about the combined impact of the general rate increase, a
net power cost increase in the TAM, and deferral amortizations, claiming that
the aggregate increase could lead to rate shock.> But Staff also claims that it
may not have all the information necessary to analyze this issue.* Have you
provided information regarding the aggregated rate impacts of different
Company filings?

Yes. In response to Bench Request 5, PacifiCorp provided this information.
PacifiCorp’s response demonstrates that, in addition to the rate case, the Company is
seeking rate changes in the TAM (5.6 percent), the PCAM (4.0 percent) and under the
Wildfire Mitigation and Vegetation Management mechanism (WMVM) (1.1 percent).

PacifiCorp has also provided additional information to Staff in discovery.

3 Staff/100, Muldoon/10.
4 Staff/100, Muldoon/11.
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Does the Company have any updates to Bench Request 5?

Yes. The Company recently amended its PCAM filing, so that it now results in a

4.2 percent rate change request in that docket. In addition, as a part of the Company’s
automatic adjustment clause (AAC) filing for Wildfire Protection Plan (WPP) costs,
the Company is seeking incremental 2022 WPP expenses of $19.9 million or

1.6 percent.

Is the Company seeking to amortize deferrals other than those included in the
general rate case request?

No. Staff has proposed to amortize the COVID-19 deferral, however, which I address
below.

Has the Company now reached an agreement in principle to resolve the TAM?
Yes. Parties have worked together to moderate the expected net power cost (NPC)
increase and help address concerns about the combined rate impacts of the TAM and
this general rate case.

Has the Company proposed any programs which could help mitigate the impact
of rate increase on low-income customers?

Yes. In June 2022, the Company filed Advice No. 22-008, requesting authorization to
implement PacifiCorp’s interim low-income bill discount to residential customers
consistent with HB 2475.5 PacifiCorp’s proposed low-income discount would help
reduce energy burden for customers experiencing lower than average income. For
some residential customers, this program will mitigate the impact of cost increases

proposed in this case.

5 Schedule 7 Low-Income Bill Discount and Schedule 92 Low-Income Discount Cost Recovery Adjustment,
Advice No 22-008 (June 16, 2022).
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Is the Company open to other approaches to mitigate the rate increase in this
case?

Yes. PacifiCorp is willing to consider other approaches to reducing the impact of this
case on customers. This could include some version of AWEC’s proposal to decrease
depreciation expense by extending the useful lives of certain generation resources.
As addressed below, the Company is still analyzing AWEC’s proposal related to Jim
Bridger Units 1 and 2 in light of their conversion to natural gas.

B. Amortization of COVID-19 Deferral

Please summarize Staff’s proposal to amortize the Company’s deferral for
COVID-19-related expenses.

As Ms. Cheung explains in more detail, Staff is proposing to begin amortizing
amounts accrued in the COVID-19 deferral, docket UM 2063, for 2020 and 2021
over a three-year amortization period, with an earnings threshold of 50 basis points
below ROE for category (a) expenses and at ROE for all other expenses. Staff
proposes a disallowance of $376,593 in the Arrearage Management Program (AMP)
associated with high-usage customers. Staff’s application of the earnings test did not
result in a disallowance of any of the COVID-19 deferral for 2020 and 2021.°

Please respond generally to Staff’s proposal.

While the Company does not object to Staft’s basic proposal to begin amortizing the
first two years of the COVID-19 deferral, the Company strongly disagrees with the
disallowance for AMP expense. As Mr. Robert Meredith explains, at the urging of

Staft and other parties, the Company implemented its COVID-19 programs quickly

6 Staff/200, Fox/16-26.
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and offered them universally to covered groups. The after-the-fact claim that
PacifiCorp should have more carefully administered and audited the program is
disconnected from the reality that this was an emergency program designed to
provide relief to all residential customers. At the time of implementation, no party
ever flagged high-usage customers as potentially ineligible for the program.

In addition, even though it does not impact the amortization of the deferral in
this case, the Company disagrees that the earnings test for large emergency deferrals
should be set below ROE because this effectively caps the Company’s return below
its authorized level.

CUB’s witness, Mr. William Gehrke, recommends delaying addressing
PacifiCorp’s deferral for COVID-19 until 2023 after the proposed rate effective
date of this case, to enable all three years of deferred costs (2020-2022) to be
amortized simultaneously.” Please respond.

To meld CUB’s proposal to delay amortization of the COVID-19 deferral by one year
with Staff’s position to commence amortization in 2023, the Company proposes to
apply a four-year amortization period to the COVID-19 deferral instead of the three-

year period proposed by Staff to reduce the rate impact.

7 CUB/200, Gehrke/36.

Reply Testimony of Joelle R. Steward



10

11

12

13

14

15

16

17

18

PAC/1200
Steward/12

Q. SBUA witness, Mr. William A. Steele, recommends delaying addressing
PacifiCorp’s deferral for COVID-19 as the Company did not include this issue in
its original filing and, therefore did not give adequate notice to the Commission
or ratepayers that it would be including this issue in this docket.® Do you believe
SBUA'’s reason for delaying COVID-19 deferrals is reasonable?

A. No. Staff was clear in its response to PacifiCorp’s motion for consolidation that it
intended to address amortization of the 2020 and 2021 COVID-19 deferrals in this
case. Staft’s response was filed on March 30, 2022, so SBUA has had more than
three months’ notice that this issue would be reviewed in this case.’

Q. Mr. Steele raises the concern that small businesses will be unfairly saddled with
costs created by the residential class as related to COVID-19 costs on the system;
therefore, Mr. Steele recommends that intervenor funding be fairly apportioned
among qualified intervenors to ensure intervenor compensation for
representation of Schedule 23 customers.!’ Is SBUA’s recommendation
reasonable?

A. No. Eligibility for intervenor funding is covered by Commission statutes and
regulations. Amortization of the COVID-19 deferral does not override those

guidelines.

8 SBUA/100, Steele/20.
® Corrected Staff Response to PacifiCorp Motion to Consolidate, Docket No. UE 399 (Mar. 30, 2022).
10SBUA/100, Steele/21-22.
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C. Wildfire Mitigation and Vegetation Management Costs

Does Staff support the Company’s capital investment and operation and
maintenance expense levels in this case for wildfire mitigation and vegetation
management?

Yes. As addressed in the reply testimony of Mr. Allen Berreth, Staff does not contest
the reasonableness or prudence of the Company’s wildfire mitigation and vegetation
management costs.!! Staff does, however, disagree with the Company’s level of costs
in Oregon and the Company’s proposed changes to the Wildfire Mitigation and
Vegetation Management mechanism (WMVM). I respond to the policy issues Staff
raises, while Mr. Berreth addresses cost and operational issues.

Can you summarize the Company’s positions on wildfire mitigation and
vegetation management cost recovery?

Yes. The Company recommends that the Commission:

Reflect the $20 million associated with WPP implementation in 2023 in base
rates, with recovery for incremental WPP costs through the Company’s proposed
SB 762 AAC, Schedule 190;

e Reflect the full amount of the balance of the Company’s vegetation management
costs ($50 million) in base rates, without an arbitrary disallowance of costs based
on the growth of Oregon costs relative to other states (addressed by Mr. Berreth in
his reply testimony), and without a 10 percent “holdback” subject to the WMVM;

e Require PacifiCorp to track and report its expenditures and defer unspent dollars;

e Asaddressed by Mr. Berreth in his reply testimony, reset (increase) the thresholds

1 Staff /1300, Moore/3,5.
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in the WMVM for 2022 and 2023 to reflect that PacifiCorp is transitioning to a
more accelerated vegetation management cycle (from four years to three years,
starting in 2022) and needs a transition period to get to “steady state” violation
levels;

e As also addressed by Mr. Berreth in his reply testimony, apply the WMVM
through the transition period (end of 2024) by counting violations only in areas
that have been trimmed under the three-year cycle program; and

e Replace the earnings thresholds in the WM VM with a sharing mechanism for
costs incremental to those included in base rates.

Q. Starting with relevant updates, in your direct testimony you indicated that
PacifiCorp filed its WPP on December 30, 2021. Has the Commission now
approved PacifiCorp’s WPP?

A. Yes. In April 2022, the Commission approved PacifiCorp’s WPP without conditions
in Order No. 22-131."2

Q. Has the Company filed for cost recovery for the first year of the WMVM, 2021?
Yes. On May 5, 2022, the Company filed Advice No. 22-006, to recover
$14.3 million in incremental costs under the WMVM.!* Based on the Company’s
significant under-earning in 2021, the performance metrics and associated earnings

thresholds in the WM VM do not limit the Company’s recovery.

12 In the Matter of PacifiCorp, dba Pacific Power, 2022 Wildfire Mitigation Plan, Docket No. UM 2207, Order
No. 22-131 (April 28, 2022).

13 Wildfire Mitigation and Vegetation Management Cost Recovery Adjustment, Advice No. 22-006 (May 5,
2022).
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Q. In your direct testimony, you stated that the Company intended to file an
application for approval of an AAC for recovery of costs related to

implementation of its WPP. Has the Company now made this filing?

A. Yes. On July 12, 2022, the Company filed its application for an AAC for recovery of

WPP implementation costs. This filing was docketed as UE 407/ Advice 22-009.'*
The filing includes incremental WPP implementation costs of $19.9 million for 2022,
or 1.6 percent, which reflects PacifiCorp’s forecast WPP expense for 2022 (but
excludes 2022 capital, which will be added after the investments go into service).
Please describe the Company’s AAC filing.
This filing proposes a new rate tariff Schedule 190, a balancing account, and an AAC
for the WPP. The Company will make an annual advice filing adjusting Schedule 190
rates to reflect collection for the Company’s projections of the WPP incremental
expense and capital investment for the coming year, as well as incorporating any
variances from the previous year. The forecast WPP expense for the next calendar
year will be based on the annual WPP. The residual amounts in the balancing account
may result in an increase or a decrease in the amounts to be collected through the
adjustment schedule. The combined forecast amounts plus residual balance amount
will be the total amount to be collected through Schedule 190 rates for the year.

Q. When does the Company seek to implement the WPP AAC?
The Company has requested an effective date of August 24, 2022, and has proposed
that the AAC cover all WPP-related expense beginning in 2022. These costs are

currently being tracked in the Company’s WPP deferral, docket UM 2221.

14 Application of PacifiCorp for Approval of the Wildfire Protection Plan Cost Recovery Adjustment, Advice
No. 22-009/Docket No. UE 407 (May 5, 2022).
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In this case, does the Company continue to propose that incremental WPP
implementation costs be collected through an AAC, not through the WMVM,
beginning in 2022?

Yes, this ensures compliance with SB 762.

What is your understanding of how SB 762 has changed the scope of the
WMVM?

The Commission adopted the WMVM before passage of SB 762. That law
specifically addresses cost recovery for WPP implementation through an AAC or
other method to allow timely recovery. In PGE’s most recent rate case, docket UE
394, the Commission addressed but did not resolve exactly what type of cost recovery
mechanism would comply with SB 762. But the Commission rejected Staft’s
proposal for a mechanism based on the WMVM as unsupported. '

What expenses should be covered by the WMVM after the passage of SB 762
and the filing of PacifiCorp’s WPP?

With the filing of PacifiCorp’s WPP and proposed AAC, the WM VM should now
cover only incremental vegetation management expense unrelated to WPP
implementation.

Does Staff agree that the plain language of Section 8 of SB 762 allows PacifiCorp
to file for an AAC to recover costs for implementing a Commission-approved
WPP?

Yes. '

15 In the Matter of Portland General Electric Company Request for a General Rate Revision, Docket No. UE
394, Order No. 22-129 at 24 (Apr. 25, 2022).
16 Staff/1700, Storm/59-60.
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Does Staff agree that WPP costs should be removed from the operation of the
WMVM and covered instead by the Company’s AAC?

Not yet. Staff recommends that until the Company has an approved AAC, all wildfire
mitigation and vegetation management expense be recovered through the WMVM. !’
After reviewing PacifiCorp’s proposed AAC mechanism, however, Staff indicates
that it may recommend removing some of the vegetation management cost from the
“rate case” cost recovery mechanism and moving it to the AAC, along with wildfire
related costs.'® Now that PacifiCorp has applied for an AAC, the Company hopes
that Staff will agree that all WPP costs should be recovered through Schedule 190,
instead of through the WM VM.

Does Staff propose a disallowance of the Company’s prudent wildfire mitigation
and vegetation management costs on the basis that Oregon’s costs have grown
relative to system costs?

Yes. As Mr. Berreth explains, the Company’s budget-based approach to forecasting
costs for Oregon ensures that Oregon pays the costs of wildfire mitigation and
vegetation management projects within the state. This is a more accurate and fair
approach than Staff’s disallowance based on relatively meaningless historical
expenditure levels.

Does Staff also recommend a 10 percent holdback of the Company’s wildfire
mitigation and vegetation management test year expenditures?

Yes. After reducing the Company’s Oregon-allocated expense level to $64.2 million,

Staff recommends a baseline of $57.8 million, which represents 90 percent of the test

17 Staff/1700, Storm/61-62.
18 Staff/1700, Storm/62.
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year expenses. The remaining 10 percent (or $6.4 million) would be held back and
subject to the WMVM’s earnings test.

First, is it appropriate to include WPP-related costs in a WMVM “holdback”?
No. Under SB 762, the Company is entitled to full and timely recovery of prudent
WPP-related wildfire mitigation and vegetation management expense in base rates or
under an AAC or other mechanism. As interpreted by Staff, the current construct of
the WMVM does not satisfy this standard because it subjects a portion of
PacifiCorp’s prudent WPP-related costs in base rates to a full or partial disallowance.
Irrespective of the outcome of PacifiCorp’s pending AAC filing, the Commission can
ensure compliance with SB 762 in this case by adopting PacifiCorp’s proposal to
exclude incremental WPP-related costs from the WMVM and rejecting Staff’s
proposal for a base rate holdback.

Q. Please explain why Staff’s base rate holdback misapplies Order No. 20-473 from
the Company’s last rate case.

A. Staff relies on Order No. 20-473 in docket UE 374 to justify its proposed $6.4 million
hold-back. In that case, however, PacifiCorp updated its proposed wildfire and
vegetation management expenses in its reply testimony, increasing its base rate
request from $24.4 million to $33.2 million.!® Staff responded by agreeing to support
$26.6 million in base rates, but urged the Commission to treat the $6.6 million
balance of the update as an incremental expense subject to the WMVM.?° The

Commission ultimately allowed $30 million in base rates, and treated the balance of

19 In the Matter of PacifiCorp dba Pacific Power Request for a General Rate Revision, Docket No. UE 374,
Order No. 20-473, n.577 (Dec. 18, 2020).
0 1d. at 116.

Reply Testimony of Joelle R. Steward



10

11

12

13

14

15

16

PAC/1200
Steward/19

PacifiCorp’s reply update costs ($3.2 million) as incremental costs subject to the
WMVM.?!

Here, unlike in docket UE 374, Staff is not arguing that some portion of a
reply update increase should be disallowed and instead be recoverable only as an
incremental expense under the WM VM. Instead, Staff is proposing that a portion of
PacifiCorp’s original base rate increase (the prudence of which Staff has not
contested) be subject to the WMVM. This is an unreasonable extension of Order No.
20-473, especially in light of the intervening passage of SB 762.

In rejecting Staff’s proposal for wildfire mitigation and vegetation management
mechanism for PGE, did the Commission note that the PacifiCorp holdback
related to an updated forecast, not the original forecast?

Yes. With respect to the holdback, the Commission noted that in docket UE 374, it
“applied a ten percent holdback to an increased level of test year spending that the
company had adjusted midway through the case.”* In the PGE case, as here, Staff
proposed to apply the holdback to the original test year forecast, a proposal the

Commission rejected as unsupported.

2L Id. at 121-122.
22 Order No. 22-129 at 25 (emphasis added).
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Q. Instead of a holdback, did the Commission require PGE to report on its actual
wildfire mitigation and vegetation management expenditures and establish a
deferral for unspent dollars?

A. Yes.?

Q. Does PacifiCorp agree to the same reporting and deferral treatment for its
wildfire mitigation and vegetation management expenses?

A. Yes.

Q. The Company has proposed several changes to the WMVM, including increasing
the violation levels tied to sharing thresholds for costs incurred incremental to
those in base rates. Why is this reasonable?

A. As explained by Mr. Berreth, higher targets (similar to those Staff proposed for PGE)
are necessary to allow PacifiCorp a reasonable opportunity to meet these targets as
the Company transitions to a three-year trimming cycle from 2022-2024.

Q. PacifiCorp also proposed a sharing mechanism to replace the earnings test in the
WMVM. Did Staff respond to this proposal?

A. No, other than Staff’s general recommendation that the Commission reject all

changes the Company proposed to the WMVM.**

2 Id. at 26. (“We direct PGE to establish a deferral to track any underspending from its planned budgets for
these programs. We also direct PGE to submit a filing annually that includes a narrative description of its
activities and spending by program. In this filing, PGE shall address with specificity its spending relative to the
budgeted amounts for the test year, any planned changes in the budget for the following year, and an
explanation for why any anticipated costs did not materialize as expected. We direct Staff to review this filing
and present a memorandum summarizing any recommendations. To the extent that PGE is not expending the
planned resources on these important programs, any underspend relative to test year budget will be evaluated to
determine whether such funds should be returned to ratepayers. PGE should work with Staff to determine the
appropriate timing for this annual filing and anticipate revisiting the timing and content of this filing, as well as
the length of time this deferral and filing requirement should persist before being reevaluated, in the context of
establishing any future recovery mechanism for wildfire mitigation plan costs.”)

24 Staff/1700, Storm/73.
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Does the Company continue to believe that the WMVM should include a sharing
mechanism for incremental costs tied to specified violation levels, instead of an
earnings test?

Yes. A virtue of a sharing mechanism is that it creates a clear and easily applied
incentive. Using an earnings test in the WMVM means that the Company’s recovery
under the mechanism can be tied to many factors unrelated to the Company’s
performance on wildfire mitigation and vegetation management. This blunts the
performance incentive in the WMVM. The operation of the WMVM in 2021
illustrates this point. The Company’s earnings in 2021 were so low as to make the
violation thresholds under the WM VM irrelevant to the Company’s recovery.

In addition, earnings thresholds under the Company’s authorized ROE work to
effectively cap the Company’s ROE below authorized levels and deprive the
Company of a reasonable opportunity to earn its ROE.

D. Renewable Adjustment Clause Deferrals

Does Staff challenge the deferrals for Cedar Springs II and TB Flats?

Not on the merits. Staff does propose certain adjustments to the calculation of the
Cedar Springs II deferral balance, to which Ms. Cheung responds.

AWEC opposes the Cedar Springs II wind project deferral because “the minor
amount of regulatory lag with respect to Cedar Springs II in December 2020 is
not a valid reason to defer those costs.”?S Is AWEC’s objection reasonable?
No. The deferrals are based on the Renewable Adjustment Clause mechanism

(RAC), to which AWEC’s predecessor the Industrial Customers of Northwest Utilities

25 AWEC/100, Mullins/22.
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stipulated in docket UM 1330. In that stipulation, approved by the Commission in

Order No. 07-572, the parties agreed to “support the use of deferred accounting to

allow for recovery of prudently incurred costs of an eligible resource for the period

between when the resource is placed in service and when the resource enters rates.”2°
The agreement to support deferred accounting was not subject to a minimum cost
level, as AWEC now appears to claim. As Ms. Cheung also notes in her testimony,
the Commission determined that Cedar Springs II was prudent in docket UE 374 and
the benefits of this project are currently reflected in the TAM. The deferral is thus
necessary to match costs and benefits in rates, a concept also embedded in the UM
1330 stipulation.?’

Q. AWEC also opposes deferring the costs for TB Flats wind project because
customers should be held harmless in connection with the severe delay in the in-
service date for TB Flats.”® Is this argument against PacifiCorp’s proposed cost
deferrals reasonable?

A. No, for the same reasons. The Commission determined that TB Flats was prudent in
docket UE 374. AWEC does not challenge the prudence of TB Flats, just the use of a
RAC deferral. There is no provision in the RAC preventing the Company from filing

a deferral when a project is delayed, especially when, as here, the evidence is clear

that the delay was a result of forces outside of the Company’s control.?

26 In the Matter of Public Utility Commission of Oregon Investigation of Automatic Adjustment Clause Pursuant
to SB 838, Docket No. UM 1330, Order No. 07-572 (Dec. 19, 2007).

27 Id. at Appendix A, Section 6(j).

28 AWEC/100, Mullins/22.

2 See PAC/500, Hemstreet/4-6.
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Finally, AWEC recommends against deferring costs for the TB Flats wind
project because PacifiCorp had the opportunity to file a rate case in 2021 to
incorporate the costs of the TB Flats wind project but did not do so. How does
the Company respond?

AWELC also ignores the provisions of the RAC stipulation on how and when a utility
must file a rate case to include costs covered by the RAC in base rates. Suffice it to
say, there is no requirement for PacifiCorp to file a rate case if at all possible to avoid
a RAC filing or a RAC deferral. Ms. Cheung also points out the practical flaws
associated with AWEC’s argument

AWEC ultimately recommends removing the wind project deferrals, which
would produce a $6,348,530 reduction to revenue requirement. Does the
Company find this recommendation to be reasonable?

No, for the reasons stated above and in Ms. Cheung’s testimony.

E. Depreciation/Exit Orders

Does Staff support PacifiCorp’s recommendations regarding coal unit
depreciation end dates and Exit Orders in this docket?

Yes.

Has Staff raised a concern about the conversion of Jim Bridger Unit 1 to natural
gas?

Yes. Staff is concerned that if Jim Bridger Unit 1 is not converted to gas by
December 31, 2023, coal-fueled operations at Jim Bridger Unit 1 could continue

beyond the Exit Date for that unit—requiring Oregon to exit the unit on that date.*°

30 Staff/300, Anderson/7.
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Staft recommends that the Commission direct PacifiCorp to file a notification with
the Commission as soon as the Company becomes aware that coal-fueled operations
at Jim Bridger Unit 1 are expected to continue past December 31, 2023—but at any
rate, no later than September 31, 2023 to provide the Commission adequate time to
respond.’!

Please respond to Staff’s issue regarding the exit order for Jim Bridger Unit 1.
If necessary, the Company agrees to file the notice recommended by Staff, and
request a change to the Exit Order for Jim Bridger Unit 1 that resolves the issue
identified by Staff. As Staff suggests, the Exit Date for Jim Bridger Unit 1 could then
be extended until after the expected, delayed in-service date of the gas-converted
unit.>?

Is it also the Company’s understanding that AWEC supports PacifiCorp’s
proposed changes to the updating of depreciable lives for Craig 2, Hayden 1 and
2?

Yes.

AWEC recommends that the depreciable life of Colstrip Units 3 and 4 be
maintained at 2027 as this reduces system depreciation expense by $12 million
and does not preclude retirement in 2025.33 Is AWEC’s recommendation
reasonable?

No. To avoid potential increased rate pressure in the future or stranded investment,

the depreciable life of Colstrip should match its most likely retirement date. While

31 Staff/300, Anderson/S.
32 Staff/300, Anderson/8.
3 AWEC/200, Kaufman/12.
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maintaining a 2027 depreciable life would not technically foreclose Colstrip Units 3
and 4’s retirement in 2025, it could leave the Company and customers with significant
undepreciated investment or an even more truncated recovery timeline. The
Company’s proposal to move to a 2025 depreciable life for Colstrip Units 3 and 4 is
designed to avoid this outcome, now that the Company’s 2021 Integrated Resource
Plan has selected a 2025 retirement date for Colstrip Units 3 and 4.

AWEC also recommends extending the depreciable life of Jim Bridger Units 1
and 2 to 2038 to reflect conversion to gas, thereby reducing system depreciation
expenses by $31 million and $16 million respectively.’* How does the Company
respond?

While the Company finds this suggestion to be a constructive approach to potentially
mitigate near-term rate pressures, it may be premature to implement an extension of
depreciation expenses to the expected operating life of the converted units, 2037, until
the Commission has determined that conversion is prudent for Oregon customers. As
such, the Company has not incorporated this proposal in its reply case, however, will
engage further with parties in settlement to see if a mutually acceptable approach is
feasible.

F. Changes to the TAM and PCAM

Does the Company continue to advocate for refinements in the TAM and PCAM
to allow the Company a reasonable opportunity to recover its NPC?

Yes. As outlined in Mr. Michael G. Wilding’s reply testimony, the proposed changes

to the TAM will result in a more accurate NPC, are consistent with good policy, and

3% AWEC/200, Kaufman/12-14.
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will not lead to increased administrative burdens on the parties. The Company agrees
with Staff’s recommendations regarding the rate year update and the inclusion of
hydrological forecasts in the TAM proceeding.

Additionally, the proposed changes to the PCAM are necessary and
appropriate. PacifiCorp has provided evidence on how the fundamental risk balance
has shifted as a result of larger changes in the resource mix at PacifiCorp and across
the west. This has introduced a systemic bias into the PCAM so that it is not a
revenue neutral mechanism for the Company. To remedy this issue, PacifiCorp has
proposed modest changes as a step towards addressing this issue.

Q. Does this conclude your reply testimony?

Yes.
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Are you the same Nikki L. Kobliha who previously submitted direct testimony in
this proceeding on behalf of PacifiCorp d/b/a Pacific Power (PacifiCorp or the
Company)?

Yes, I am.

I. SUMMARY AND PURPOSE OF TESTIMONY

What is the purpose of your reply testimony?

I will respond to certain issues raised in the opening testimony filed by Matt Muldoon

for the Public Utility Commission of Oregon (Commission) Staff (Staff), by Michael

P. Gorman for the Alliance of Western Energy Consumers (AWEC) and the Oregon

Citizens’ Utility Board (CUB), Lloyd C. Reed for the Klamath Water Users

Association and the Oregon Farm Bureau Federation (KWUA-OFBF), Bradley G.

Mullins for AWEC, Steve Storm for Staff, and Ming Peng for Staff.

Please explain how your testimony is organized and the issues you will address in

your reply testimony.

I will comment on the following issues and recommendations.

1. In Section II, I respond to the recommendations by Mr. Muldoon, Mr. Gorman
and Mr. Reed, on the Company’s proposed capital structure and explain why
the Company’s proposed capital structure is reasonable and necessary.

2. In Section III, I address Ms. Peng’s recommendation for an updated cost of debt
and discuss why my updated recommendation is reasonable.

3. In Section IV, I respond to Mr. Mullins’ testimony on the Tax Benefit of
Holding Company Interest explaining how his testimony mischaracterizes the

nature of affiliate debt, particularly related to the protections established
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through ring-fencing, during the 2006 acquisition of PacifiCorp make his
proposed adjustment inappropriate. In addition, I explain how his adjustment
for State Net Operating Losses Carryforwards is in error by demonstrating how
customers benefit through lower income tax expense.

4. In Section V, I explain why Mr. Storm’s recommendation to increase the
Company’s expected return on assets for the Company’s pension and other
post-retirement employee benefits (OPEB) plan should be rejected. I also offer
an update for the discount rate on both plans based on recent market conditions
and consultation with the Company’s actuaries rather than a blanket 50 basis
point increase.

II. CAPITAL STRUCTURE

Please comment on the recommendation from Staff for a 50 percent equity level.

Staff has recommended a 50 percent equity level based on consistency with recent

orders for all Oregon utilities and the fact that Berkshire Hathaway Inc. (BHI) has

significant cash reserves which insulate it, and presumably PacifiCorp, from concerns
about inflation and credit worthiness. Staff’s recommendation does not account for
any differences between the utilities, in particular the significant forecasted capital
spending the Company presented in this case,! which is an important consideration
driving the need for the Company to frequently access the debt capital markets. In
addition, the recommendation does not acknowledge the ring-fencing provisions
agreed upon during the acquisition of PacifiCorp by Berkshire Hathaway Energy

Company (BHE) (formerly MidAmerican Energy Holding Company), which isolates

' PAC/200, Kobliha/9.
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customers from the operations of any parent company. Staff wrongly surmises that
PacifiCorp has easy access to the consolidated cash position of BHI and that the
Company’s only driver for requesting the thicker equity is to maximize BHI return
for shareholders.

The Company’s request for thicker equity is based on a real concern around
increased costs for customers if the Company were to be downgraded by Moody’s or
Standard & Poor’s (S&P). The incremental 12 basis point higher cost of capital, or
an estimated $5.0 million in revenue requirement, as noted in my direct testimony,? is
reasonable considering the 46 basis points savings the Company realized from being
single A rated since its acquisition by BHE.

Mr. Muldoon suggests your direct testimony indicates PacifiCorp is facing
“more difficult financing challenges than the other Commission jurisdictional
energy utilities.”> Do you agree with that characterization of your direct
testimony?

No. In my direct testimony I provide reference to PacifiCorp’s 2021 Rate Case order
where the Commission points to other utilities having a 50/50 capital structure as
being a key reason for PacifiCorp’s capital structure being set at that same level.* My
position is that there are a number of factors that support why a one size fits all
capital structure is not appropriate. I specifically call out the lower credit metrics of
Portland General Electric Company (PGE) being easier to achieve than PacifiCorp’s

metrics in addition to other factors surrounding PacifiCorp’s need to access the

2 PAC/200, Kobliha/12.
3 Staff/100, Muldoon/5-6.
4+ PAC/200, Kobliha/8.
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capital markets on a regular basis due to the Company’s need for significant capital
expenditures. Accessing the debt capital markets on a least cost basis and the ability
to access the debt capital markets in times of tight liquidity is always top-of-mind for
the Company and the thicker capital structure will support strong credit metrics and
PacifiCorp’s current credit ratings, particularly while it spends a significant amount of
capital expenditures needed to transform its resource portfolio, including the need to
meet the energy policy goals of the state of Oregon.
Mr. Muldoon’s testimony asks whether the Company is “actually facing dire
economic conditions in which they are unlikely to meet financial obligations and
face credit ratings downgrades based on usual and customary Commission
decisions.”> Can you respond to this?
Mr. Muldoon’s hyperbole is misplaced. The Company is not facing dire economic
conditions or unable to meet its financial obligations and my direct testimony did not
imply as much.

What my direct testimony does is present evidence that a less than
52.25 percent equity component of the capital structure increases leverage and puts
the Company at risk of missing its Moody’s-outlined credit metrics, which could
potentially result in a downgrade. A downgrade of the Company’s credit ratings will
result in higher interest rates on subsequently issued first mortgage bonds, require
increased posting of cash collateral on wholesale energy contracts, and higher interest
costs on short-term credit facility borrowings (approximate 12.5 basis point increase)

all of which increase costs to customers.

3 Staff/100, Muldoon/14.
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My direct testimony also refers to a quote from Moody’s indicating that
commission decisions do play an important part in a company’s credit ratings.® Less
supportive commission decisions have influenced rating agency decisions to
downgrade other companies’ credit ratings.

Mr. Muldoon makes reference to cash held by BHI at December 31, 2021, as
proof that PacifiCorp is insulated from concerns potentially realized by other
investor-owned utilities.” Please comment about the cash held at BHI and its
relevance to this proceeding.

The financial health and consolidated cash position at BHI is in no way relevant to
this proceeding. As previously noted, when Warren Buffett and BHI through BHE
acquired PacifiCorp in 2006, all parties agreed to provisions that would ring-fence the
operations of the utility from that of its parent company. These provisions protect
PacifiCorp and its customers in the event that PacifiCorp’s indirect parent BHE,
ultimate parent BHI or any of their subsidiaries finds themselves in bankruptcy,
isolating PacifiCorp and its customers from any impacts. PacifiCorp operates
independent of BHI and funds its own operations through its ongoing cash from
operations, holding its own debt through periodically accessing the debt capital
markets, and paying dividends when necessary to balance its capital structure. This
independent operation is consistent with merger commitments prohibiting cross-
subsidization (GC 9), requiring PacifiCorp to maintain separate debt (GC 15) and
preventing PacifiCorp from pledging any assets to support the securities of BHI,

BHE, or any of their subsidiaries (GC 20). These merger commitments mean not

b1d.

7 Staff/100, Muldoon/20.
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only that the Company and its customers are isolated from negative consequences of
a bankruptcy, but it also means PacifiCorp does not have ready access to the cash
Mr. Buffett referred to as having on hand, particularly because a large portion of the
cash is held at its insurance and other companies for use in their operations.
Furthermore, if PacifiCorp were to need additional liquidity from BHE or BHI, it
would be in the form of an equity contribution that would increase its equity.
PacifiCorp has not received an equity contribution from BHE or BHI since 2010 and
does not anticipate receiving one in the near future.

Mr. Muldoon testified that the “[a]ctual capital structure for PacifiCorp is at the
Company...discretion.”® Do you agree with that statement?

Not entirely. While the Company is making decisions regarding its actual capital
structure, those decisions are largely influenced by the capital structure approved
across the six jurisdictions in which the Company operates. This gives the
Commission indirect control from the perspective that the Company targets its five-
quarter average common equity to equal the weighted average common equity level
authorized across those six jurisdictions. This enables the Company to earn its
authorized return.

Mr. Gorman argues that a capital structure with only 50.95 percent equity and
his overall rate of return is clearly adequate given the Company’s current rating
by S&P. Is Mr. Gorman’s reliance on S&P reasonable for ratemaking
purposes?

No. PacifiCorp is not individually rated by S&P but rather part of a group rating

8 Staff/100, Muldoon/19.
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methodology performed at the BHE level. As a result, the conclusion that
PacifiCorp’s equity ratio in 2019 and 2020 presented by Mr. Gorman was adequate to
support the Company’s bond rating is not accurate. Under the group methodology,
the rating of the Company is impacted by the entire family of BHE companies. Also,
to assess whether ratings will be maintained based on the performance of just
PacifiCorp, let alone just the Oregon jurisdiction within PacifiCorp as Mr. Gorman
has alleged, is not possible. This is one of the reasons PacifiCorp looks more towards
achieving the Moody’s credit metrics when assessing its capital structure, and in
particular the Moody’s Cash from Operations pre-Working Capital targets.
Furthermore, while Mr. Gorman’s proposal in excess of the currently
authorized 50/50 is helpful, it does not fully consider the significant and sustained
capital spending I reference in my direct testimony that is needed to meet the energy
policy and wildfire mitigation objectives of the state of Oregon and as a result of
PacifiCorp’s 2021 Integrated Resource Plan (IRP).
Mr. Reed suggests the Company’s modification to its capital structure is simply
a maneuver to “increase its profit margin.”® Do you agree with that
characterization?
I disagree with Mr. Reed’s suggestion that the Company is increasing its capital
structure to simply increase its profit margin, and in fact the Company has recently
needed to maintain a capital structure thicker than its weighted average authorized
level, further compromising the Company’s ability to earn its authorized return. As

described in my direct testimony, the Company has an obligation to serve its

? KWUA-OFBF/100, Reed/11.
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customers with safe, reliable electricity. The capital structure proposed in this case
will enable the Company to do so on a least-cost, least-risk basis through continued
access to the capital debt market during a time when the Company is transforming its
portfolio mix to meet the energy policy and wildfire mitigation objectives of the state
of Oregon and as a result of PacifiCorp’s 2021 IRP.

III. COST OF DEBT
Did you consider the adjustments made to your initial filing by Staff in arriving
at their recommended Cost of Long-Term Debt of 4.588 percent?
Yes. Iagree that it is appropriate to update the pro-forma long-term debt and
Pollution Control Revenue Bond rates included in my direct testimony based on more
recent forward market rates. However, I do not agree with the tenor used by
Ms. Peng when selecting the rate to apply on the Company’s pro-forma long-term
debt issuance. The Company typically issues bonds with a 30-year maturity to match
the long-lived nature of the Company’s assets. Use of 10-year maturities occurs on
occasion, depending on market conditions and liquidity requirements when multi-
tranche financing can provide for a larger pool of investors, to fill in gaps in maturity
towers and for times when 10-year term bonds provide significantly lower rates than
longer term bonds. The Company has never issued the less conventional 20-year
term first mortgage bond and given the nearly identical current indicative issuance
prices for 20-year and a 30-year maturity bonds, it makes more sense to select the
longer term and lock in a near equivalent and still relatively low rate for the added
10 years of duration. While a 20-year issuance is possible, the Company’s current

plans do not anticipate the use of that term in the near future and hence believe any
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revised cost of debt calculation should continue to reflect a mix of 10- and 30-year
tenors.

What is your recommendation regarding the Company’s cost of long-term debt?
I recommend an updated cost of debt of 4.717 percent rather than the Staff
recommended 4.588 percent. This updated rate uses a current treasury rate and
indicative spread as provided by PacifiCorp’s relationship bank on June 23, 2022, for
the Company’s planned 2022 issuance, updated forward treasury rates from June 29,
2022, for the Company’s planned 2023 issuances, and updated forward one month
borrowing rates as the basis for adjusting the test period variable-rates for the
Company’s Pollution Control Revenue Bond portfolio. This updated pricing reflects
the current market closer to the Company’s planned 2022 issuance and other test
period borrowing activity. Please refer to Confidential Exhibit PAC/1301 Proforma
Cost of Long-Term Debt for calculations.

What overall cost of capital are you now recommending for PacifiCorp?

I am recommending an overall cost of capital of 7.37 percent. This cost includes the
return on equity recommendation of 9.8 percent, supported by the reply testimony of

Company witness Ann E. Bulkley, and the capital structure and costs as shown in

Table 1.
Table 1: Overall Cost of Capital
Weighted

Component $m % of Total Cost % Ave Cost %
Long-Term Debt $ 9,989 47.74% 4.72% 2.25%
Preferred Stock 2 0.01% 6.75% 0.00%
Common Stock Equity 10,933 52.25% 9.80% 5.12%

$ 20,924 100.00% 7.37%
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IV.  AWEC ADJUSTMENTS TO INCOME TAXES
What is the purpose of this section of your testimony?
In this section of my testimony, I address AWEC witness Mr. Mullins’ proposed
adjustments to income taxes for the tax benefit of holding company interest and state
net operating loss carryforwards. Mr. Mullins’ proposed adjustment to income taxes
for the injuries and damages deferred tax asset is addressed in the reply testimony of
Company witness Sherona L. Cheung.
A. Tax Benefit of Holding Company Interest
Do the amounts included for income taxes in this proceeding meet the
requirements of Oregon Revised Statute (ORS) 757.269?
Yes. In testimony, Staff has acknowledged ORS 757.269 and reports: “Overall, Staff
concludes that the Company’s provision for tax appears to be correctly calculated for
ratemaking purposes.”!?
Can you explain the nature of the specific adjustment Mr. Mullins is proposing
and its relevance to this case?
Mr. Mullins has taken the position that BHE has borrowed money at the holding
company level in an effort to receive incremental tax benefits beyond what is being
passed on to customers through rates. While such a tax benefit might be realized by
BHE through their activity in the debt capital markets, neither the interest expense nor
the potential tax deduction of BHE’s borrowing activities are in any way connected to
or dependent on PacifiCorp’s operations due to the ring-fenced and independent

operation of PacifiCorp. This ring-fenced and independent operation was the

10 Staff/200, Fox/40, Lines 6-7.
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structure that was agreed to through various merger commitments made at the time
PacifiCorp was acquired and the agreed upon structure has been consistently applied
ever since.

Q. On what basis does AWEC argue the Commission should adjust PacifiCorp’s

estimated income tax in this proceeding?

A. Citing subsection (3) of ORS 757.269, Mr. Mullins testifies that the corporate

structure under which PacifiCorp is held results in the affiliated group paying federal
and state income taxes that are less than the amounts that would be paid if PacifiCorp
were an Oregon-only regulated utility!' and proposes an adjustment accordingly.
However, Mr. Mullins has not presented any evidence that PacifiCorp’s affiliated
group,!? Berkshire Hathaway Inc. and Subsidiaries, has ever paid less income taxes
than the income taxes PacifiCorp would pay if PacifiCorp were an Oregon-only
regulated utility operation, let alone that Berkshire Hathaway Inc. and Subsidiaries
has a “history” of doing so pursuant to ORS 757.269(3)(a). In fact, Mr. Mullins has
not demonstrated how the BHE interest expense for which he imputes a tax benefit to
PacifiCorp would change the tax liability of Berkshire Hathaway Inc. and
Subsidiaries in any way if the same amount was instead incurred by PacifiCorp; it

would not.

' AWEC/100, Mullins/5, Lines 16-18.
12 Pursuant to ORS 757.269(5), “affiliated group” means a group of corporations of which the public utility is a
member and that files a consolidated federal income tax return.
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Q. Is AWEC’s characterization of debt issuances by BHE consistent with the
merger commitments adopted by the Commission when it approved the
acquisition of PacifiCorp by BHE (formerly MidAmerican Energy Holdings
Company (MEHC))?

A. No. AWEC states that rather than PacifiCorp issuing its own debt, debt is instead
issued by BHE and that BHE is borrowing against future PacifiCorp dividends.'?

As part of its approval of the acquisition, the Commission adopted robust

ring-fencing provisions designed to ensure the financial stability of PacifiCorp as a

regulated utility.!* As particularly relevant here:

o GC 11D established an organizational structure for PacifiCorp that, among
other items, includes maintaining separate books and records, no commingling
of assets, paying its own liabilities out of its own funds, not holding out its
credit as being available to satisfy obligations of others, and maintaining
adequate capital, all which ring-fence PacifiCorp such that it will not get

pulled into a bankruptcy proceeding if BHE ever files for bankruptcy

J GC 9 agreed to not cross-subsidize between regulated and non-regulated
businesses

o GC 15 agreed to maintain separate debt

. GC 20 committed that PacifiCorp will not assume any obligation or liability

as a guarantor, endorser, surety or otherwise for MEHC, BHI or any of their

13 AWEC/100, Mullins/5, Lines 10-13
14 In the Matter of MidAmerican Energy Holdings Company Application for Authorization to Acquire Pacific
Power & Light, dba PacifiCorp, Docket No. UM 1209, Order No. 06-082 at 7 (Feb. 24, 2006).
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subsidiaries and that neither MEHC nor BHI will pledge any of the assets of

the business of PacifiCorp as backing for any securities.

In support of the ring-fencing provisions, Staff noted that the commitments
mitigated the “potential harms of the transaction related to debt or leverage at MEHC
[and] its effect on PacifiCorp’s credit ratings and the resulting increase in
PacifiCorp’s cost of debt.”!> CUB likewise supported the “stringent ring-fencing
provisions that ensure PacifiCorp is adequately capitalized and separated from the
parent’s other business activities.”'® AWEC’s predecessor, the Industrial Customers
of Northwest Utilities (ICNU), also supported the ring-fencing provisions and argued
that they will “help to potentially mitigate the threats to PacifiCorp’s financial
stability and reduce the possibility that MEHC may manipulate PacifiCorp’s common
equity.”!”

These merger commitments run contrary to AWEC’s characterizations of the
borrowings made by BHE and PacifiCorp including that BHE is issuing debt rather
than PacifiCorp and borrowing against future dividends.!® Additionally, as it does
today, BHE has held debt since the acquisition of PacifiCorp and there has been no
demonstrable change in circumstances since that would warrant AWEC’s proposed
adjustment.

Why are the ring-fencing provisions and independent operation so important?

The ring-fencing provisions noted above were put in place to protect PacifiCorp

customers from any consequences of a bankruptcy filing at BHE, BHI or their

5 1d.
16 1d.
71d.

18 AWEC/100, Mullins/5, Lines 10-13.
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subsidiaries. These provisions ensure only the costs and benefits applicable to the
operations of PacifiCorp are reflected in customer rates. PacifiCorp, BHE and BHI
take the ring-fencing provisions seriously and do not enter into any transactions that
could violate the merger commitments around ring-fencing and pierce the corporate
veil putting customers at risk. The Commission has clearly recognized the
importance of such provisions not only in the BHE and PacifiCorp acquisition but
prior to that in the 1997 acquisition of PGE by Enron. Similar ring-fencing measures
put in place by the Commission for PGE protected it from bankruptcy when Enron
filed for Chapter 11 bankruptcy protection in 2001.

Including the tax benefits of the interest expense deduction for debt that is
clearly held at BHE undermines those ring-fencing provisions because the adjustment
indirectly assigns some portion of the parent company debt to PacifiCorp.

What is your recommendation regarding AWEC’s proposed adjustment for the
tax benefit of holding company interest?

AWEC has mischaracterized BHE’s debt issuances in a manner that clearly runs
contrary to PacifiCorp’s merger commitments and imputing tax benefits on interest
incurred on BHE debt exposes customers to risk that ring-fencing is designed to
mitigate; AWEC has failed to demonstrate how the BHE interest for which they
impute a tax benefit to PacifiCorp would change the tax liability of PacifiCorp’s
affiliated group, Berkshire Hathaway Inc. and Subsidiaries, in any way if the same
amount of interest expense was instead incurred by PacifiCorp; and AWEC has not
presented any evidence to support its assertion that Berkshire Hathaway Inc. and

Subsidiaries pays less income taxes than the income taxes PacifiCorp would pay if
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PacifiCorp were an Oregon-only regulated utility operation. For these reasons, the
Commission should reject AWEC’s proposed adjustment.
B. State Net Operating Loss Carryforwards

Q. What is AWEC’s proposal for the State Net Operating Loss (NOL) Deferred
Tax Assets (DTA)?

A. AWEC proposes that PacifiCorp’s State NOL DTA should be removed from rate base
because the DTA does not represent a benefit to customers.!” AWEC goes on to say
that if the DTA is included in rate base, it would be appropriate for the benefit of the
state NOL to be passed on to customers.?°

Q. Has the benefit of the state NOL been passed on to customers?

Yes. Consistent with its longstanding ratemaking practices in Oregon, PacifiCorp
uses a normalized method of accounting for income taxes. As a result, the tax
benefits that produced the NOL have been accounted for in a manner that reduces
income tax expense. In this way, customers have received the benefit of the state
NOL. PacifiCorp, however, has yet to realize those benefits and has properly
recorded a DTA and included the DTA in rate base. An illustrative example of the
accounting mechanics is provided in Exhibit PAC/1302 NOL Example.

Q. How do you respond to AWEC’s assertion that other Oregon utilities have
eliminated state income taxes from revenue requirement?

A. To the best of my knowledge, the common ratemaking practice in Oregon is for

19 AWEC/100, Mullins/7, Lines 13-14. The State NOL DTA consists of two secondary accounts in FERC
Account 190. Secondary account 287437 DTA NOL Carryforward-State (Total Company $66,981,587; Oregon
Allocated $18,200,961), and secondary account 287449 DTA Federal Detriment of State NOL (Total Company
-$14,100,336; Oregon Allocated —$3,831,496). AWEC’s testimony incorrectly states the total company and
Oregon allocated balances of secondary account 287437 and incorrectly excludes secondary account 287449.

20 AWEC/100, Mullins 7, Lines 20-21.
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federal and state income taxes to be included in rates using a normalized method of
accounting. AWEC did not provide a citation for any of the filings that Mr. Mullins
reviewed in support of his statement that “other utilities with large state carryforward
balances, such as Avista, have eliminated state taxes from revenue requirement.”?!
Accordingly, PacifiCorp has not had an opportunity to review those filings?? to
understand if the facts and circumstances of those “other utilities” are similar to
PacifiCorp’s.

Q. What is your recommendation for AWEC’s proposed adjustment for state NOL

carryforwards?

A. As demonstrated in Exhibit PAC/1302, contrary to AWEC’s assertion otherwise,

customers do receive the tax benefit of state NOLs. Accordingly, AWEC’s proposed
adjustment is in error, in addition to being inconsistent with longstanding ratemaking
practices for PacifiCorp in Oregon where state income taxes are included in revenue
requirement. For these reasons AWEC’s proposed adjustment for state NOL

carryforwards should be rejected by the Commission.

21 AWEC/100, Mullins/7, Lines 24-25.

22 PacifiCorp sought clarification in discovery regarding the filings reviewed by Mr. Mullins that eliminated
state income taxes from revenue requirement. Notwithstanding that Mr. Mullins indicated in testimony that
other ‘utilities’ have eliminated state income taxes from revenue requirement, only Avista’s general rate case
docket UG 433 was provided in a data request response. PacifiCorp has not had the chance to review this filing
due to timing of receipt of the response and reserves the right to address further in sur-reply testimony.
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V. PENSION AND POST-RETIREMENT MEDICAL BENEFITS

Q. Mr. Storm challenges the Company’s expected return on plan assets and
discount rate assumptions utilized for its defined benefit pension and post-
retirement plans, indicating the Company has “considerable discretion” over
these assumptions.?> Mr. Storm also performed his own analyses of the expected
return on assets and discount rate assumptions for the plans and recommends
revised net periodic benefit cost for the plans. Do you agree with Mr. Storm’s
view and recommended adjustments?

A. No, I do not. While there is some discretion in selecting the expected return on assets
and discount rate assumptions for the Company’s defined benefit plans, the
assumptions are determined in accordance with generally accepted accounting
principles and are based on plan-specific details, including projected cash flow
obligations of the plans, investment mix and investment strategy of plan assets, and
the funded status of the plans.

I also disagree with Mr. Storm’s analyses and recommendations related to the
expected return on assets assumption as discussed below. While I do not disagree
with the discount rate being impacted by changes in the market, I do not agree with
Mr. Storm’s calculation and recommend updates based on the latest projections

performed by the Company’s actuaries as described below.

23 PacifiCorp sought clarification in discovery regarding the filings reviewed by Mr. Mullins where Oregon
utilities eliminated state income taxes from revenue requirement. Mr. Mullins’ testimony at AWEC/100,
Mullins 7, Lines 24-25, leads the Company to believe that more than one filing had been reviewed and that
more than one utility was eliminating state income taxes from revenue requirement in Oregon. In response to
PacifiCorp Data Request No. 2 to AWEC, Mr. Mullins identified only Avista’s general rate case, Docket No.
UG 433. PacifiCorp has not had the chance to review Avista’s filing due to timing of receipt of the response
and reserves the right to address further in surrebuttal testimony.
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Why do you disagree with Mr. Storm’s analysis and recommendations related to
the expected return on plan assets and discount rate assumptions?

Mr. Storm’s analysis involved averaging discount rates and expected return on assets
assumptions of multiple entities and using those along with the sensitivity analyses to
compute a downward adjustment to the Company’s net periodic benefit cost. Such an
approach is flawed as it is both unreasonable to rely on assumptions from others’
plans and is unacceptable under Accounting Standards Codification Topics 715-30,
Defined Benefit Plans-Pension (ASC 715-30) and 715-60, Defined Benefit Plans-
Other Postretirement (ASC 715-60).

Why is it unreasonable to consider assumptions from other entities’ defined
benefit plans in determining net periodic benefit cost for the Company’s pension
and OPEB plans?

Each defined benefit plan differs in the types of benefits provided, participant
population and demographics, plan experience, timing of benefit payments,
investment mix and strategy, unrecognized actuarial gains and losses, prior service
costs, etc. The determination of discount rate and expected return on plan asset
assumptions are influenced by factors specific to a defined benefit plan and therefore
are determined on a plan-specific basis.

Why is it unacceptable under ASC 715-30 and 715-60 to consider other entities’
assumptions in determining the Company’s net periodic benefit cost for its
pension and OPEB plans?

Both ASC 715-30 and ASC 715-60 require the use of explicit assumptions

individually representing the best estimate of future activity associated with the plans’
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specific obligations. For example, with respect to discount rates, ASC 715-30-35-44
states in part “...The objective of selecting assumed discount rates using that method
is to measure the single amount that, if invested at the measurement date in a portfolio
of high-quality debt instruments, would provide the necessary future cash flows to
pay the pension benefits when due...” ASC 715-60-35-79 similarly states “In making
that assumption, employers shall look to rates of return on high-quality fixed-income
investments currently available whose cash flows match the timing and amount of
expected benefit payments.” Thus, the timing and amount of future benefit payments
under the Company’s pension and OPEB plans must be considered in determining the
discount rates and it is unacceptable to rely on the discount rates of other entities.
The Company’s independent third-party actuaries match the timing and capacity of
high-quality fixed-income investments to the plan-specific projected cash flows in
determining the discount rate. In accordance with ASC 715-30 and 715-60, this is
performed each year-end when the projected benefit obligation is remeasured and
thus is dependent upon rates at that point in time and the plan-specific projected cash
flows.

With respect to the expected return on assets assumption, ASC 715-30-35-47
states:

The expected long-term rate of return on plan assets shall reflect the

average rate of earnings expected on the funds invested or to be

invested to provide for the benefits included in the projected benefit

obligation. In estimating that rate, appropriate consideration shall be

given to the returns being earned by the plan assets in the fund and

the rates of return expected to be available for reinvestment. The

expected long-term rate of return on plan assets is used (with the

market-related value of assets) to compute the expected return on

assets. In the context of its use in this paragraph, funds to be invested
refers only to the reinvestment of returns on existing plan assets.
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ASC 715-60-35-84 similarly states:
The expected long-term rate of return on plan assets shall reflect the
average rate of earnings expected on the existing assets that qualify
as plan assets and contributions to the plan expected to be made
during the period. In estimating that rate, appropriate consideration
shall be given to the returns being earned on the plan assets currently

invested and the rates of return expected to be available for
reinvestment.

As aresult, it is not acceptable under ASC 715-30 or 715-60 to rely on or utilize other
entities’ expected return on assets as the basis for the Company’s asset return
assumptions. Each plan’s investment portfolio differs, for example, in investment
mix, which is influenced by investment strategies that may change over time
depending on a plan’s funded status.

How do you respond to Mr. Storm’s statement that the Company’s expected
return on assets is lower than that of its peers and CalPERS?

As indicated above, it is unreasonable to compare the Company’s assumptions to
those of other entities’ plans that do not have the same benefit obligations, future cash
flow projections, funded status, etc. The Company’s expected return on assets
assumption is influenced by the plans’ funded status, investment strategies and
investment mix. Due to the favorable funded status of the plans, the investment
portfolio has been de-risked over time resulting in a lower allocation to equities and
return-seeking assets, which result in a lower return on plan assets. The path toward
de-risking has been in place for several years as the funded status improved and helps
mitigate having excess plan assets at the end of the plans which would be stranded or
otherwise subject to significant income taxes if reverted to the Company (50 percent

for pension plans and 100 percent for OPEB plans).
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Mr. Storm compares the Company’s expected return on assets assumption to
that of peer utilities and CalPERS. Using CalPERS as an example as to why it is
inappropriate to compare the Company’s assumption to others, CalPERS currently
has an expected return on assets assumption of 6.8 percent yet is not in a similar
position as the Company’s plans. CalPERS disclosed an actual funded status of
70.6 percent and target funded status of 80-82 percent and a current investment mix
of 8.3 percent private equities, 9.6 percent real assets, 29.8 percent global fixed
income and 51.4 percent public equity. On a comparable tax funded status basis, the
Company’s pension plan was 114 percent funded at December 31, 2021. It is
inappropriate to expect plan asset investment strategies to be similar with such a
drastic difference in funded status and thus also inappropriate to expect the expected
return on assets assumption to be similar.

Mr. Storm’s recommended increase in the expected return on assets assumption
also factors in historical asset return experience. Do you agree with this
adjustment?

No. As Mr. Storm indicates in his testimony, this assumption is intended to be
forward looking and will differ from actual results as markets fluctuate. Any
difference between expected and actual return on assets is reflected in pension and
OPEB expense over time (average remaining participant lives for pension and
average remaining service lives for OPEB) as part of the amortization of gain/loss
component of net periodic benefit cost. Thus, to the extent actual returns differ from
those included in the expected returns during the test period, there will not be an

immediate impact to expense. Rather, any gain or loss will be recognized to expense
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over a long period of time along with other actuarial gains and losses such as those
that arise from changes in the discount rate with the opportunity to update in the
Company’s next general rate case.

How do you respond to Mr. Storm’s statements that the discount rate
assumption may be impacted by changes in the market?

While the Company’s benefit obligations are valued only upon a remeasurement as
required under generally accepted accounting principles at which time the discount
rate is refreshed, Mr. Storm is correct that if the Company were to remeasure its
obligations today, the discount rate would have increased since the last
remeasurement. The Company has experienced this in its 10-year plan projections
provided by its actuaries. While Mr. Storm proposes a 50 basis point increase from
the 2.90 percent discount rate reflected in the test period and the Company’s last
remeasurement, current projections reflect a 165 basis point increase to 4.55 percent
based on discount rates determined as of April 30, 2022 for the Company’s 10-year
plan.

How is the discount rate assumption determined for the Company’s plans?

The Company utilizes its actuaries’ bond matching analysis to compute an effective
yield that incorporates high quality corporate bonds (average AA quality rating from
S&P, Moody’s and Fitch and excluding affiliate company bonds) with cash flows
aligning to the expected cash flows of the plans. The results of the bond matching
analysis are generally rounded to the nearest five basis points. The 2.90 percent
discount rate utilized for the test period was determined as of December 31, 2021, in

conjunction with the annual year-end remeasurement of the plan assets and benefit
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obligations. The Company’s actuaries provided updated projections in May 2022 for
use in the Company’s 10-year plan using the bond matching analysis as of April 30,
2022. As aresult of changes in the market, the discount rate has increased to

4.55 percent.

What is your recommendation regarding the Company’s net periodic benefit
cost for its pension and OPEB plans?

For the reasons set forth above, I recommend Mr. Storm’s adjustments be rejected
and that the latest projections provided by the Company’s actuaries for 10-year plan
purposes be reflected in order to capture the discount rate increase resulting from
market changes. On a total-company basis, the updated projections result in an
increase in 2023 base net periodic benefit cost of $6.0 million for pension and OPEB
combined including higher interest cost due to the higher discount rate and lower
expected asset returns primarily due to projected 2022 asset performance, partially
offset by lower loss amortization. This leads to an increase in total pension and
OPEB expense of $1.6 million on an Oregon-allocated basis inclusive of an update to
the projected 2022 settlement loss to $11.9 million from the $9.8 million projected at
the time my direct testimony was filed and with it being treated in the same manner as
reflected in PacifiCorp’s original filing.

Does this conclude your reply testimony?

Yes.
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Kobliha/1
NOL Example Caclulation
Item Amount
Pre-Tax Book Income 100
Temporary Book-Tax Difference: Depreciation (500) [B]
Taxable Income / (Loss) before NOL Carryforward (400)
Net Operating Loss Carryforward 400 [A]
Taxable Income per Tax Return 0
Tax Rate 25% [C]
Current Income Tax (Benefit) / Expense 0
Deferred Income Tax (Benefit) / Expense: NOL Carryforward =[A] X [C] (100)
Deferred Income Tax (Benefit) / Expense: Depreciation =[B] X [C] 125
Total Income Tax (Benefit) / Expense 25
Journal Entry #1
Acct. Description FERC Acct. DR CR
Accumulated Deferred Income Tax Asset / (Liability): NOL Carryforward 190 100
Deferred Income Tax (Benefit) / Expense: NOL Carryforward 411 (100)
To record the deferred tax asset for the NOL carryforward generated during the tax year.
Journal Entry #2
Acct. Description FERC Acct. DR CR
Deferred Income Tax (Benefit) / Expense: Depreciation 410 125
Accumulated Deferred Income Tax Asset / (Liability): Depreciation 282 (125)

To record the deferred tax liability for the current-period temporary book-tax difference for depreciation.

The example above clearly illustrates how income tax expense is reduced for income tax accounting and ratemaking purposes for
the tax benefits of a net operating loss (NOL) in the year the NOL is generated. Because the NOL has not yet been realized by the

company, it is recorded as a deferred tax asset (DTA), which is properly included in rate base.
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Yes.

I. PURPOSE AND SUMMARY OF TESTIMONY

The purpose of my reply testimony is to respond to the opening testimony of

Mr. Matt Muldoon on behalf of the Staff of the Public Utility Commission of Oregon
(Commission) (Staff), Mr. Michael P. Gorman on behalf of the Alliance of Western
Energy Consumers (AWEC) and Oregon Citizens’ Utility Board (CUB), Mr. Alex J.
Kronauer on behalf of Walmart, Inc. (Walmart), Mr. Bradley G. Mullins on behalf of
AWEC, and Mr. Lloyd C. Reed on behalf of the Klamath Water User’s Association
(KWUA) and Oregon Farm Bureau Federation (OFBF), as it relates to the just and
reasonable return on equity (ROE) and the appropriate capital structure for PacifiCorp

in Oregon.

Yes, I am sponsoring Exhibits PAC/1401 through PAC/1404, which have been

prepared by me or under my direct supervision.

The remainder of my reply testimony is organized as follows:
o In Section II, I provide a summary and overview of my reply testimony and
the important factors to be considered in establishing the authorized ROE for

PacifiCorp;
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In Section III, I compare the other ROE witnesses’ recommendations in this
proceeding to the returns for comparable vertically integrated electric utilities
nationwide;

In Section IV, I discuss the changes in capital market conditions since my
direct testimony was filed and respond to the other ROE witnesses’ testimony
regarding the effect of economic and capital market conditions on the cost of
equity and the implications for the financial models used to estimate the
authorized ROE in this proceeding;

In Section V, I respond to Staff witness Mr. Muldoon’s ROE and capital
structure analyses and recommendations;

In Section VI, I respond to AWEC/CUB witness Mr. Gorman’s ROE and
capital structure analyses and recommendations;

In Section VII, I respond to Walmart witness Mr. Kronauer’s testimony as it
relates to ROE;

In Section VIII, I respond to AWEC witness Mr. Mullins regarding the effect
of the Company’s proposed changes to the transition adjustment mechanism
(TAM) and the power cost adjustment mechanism (PCAM) on the ROE;

In Section IX, I respond to KWUA/OFBF witness Mr. Reed’s testimony as it
relates to ROE; and

Finally, in Section X, I summarize my conclusions and recommendations.
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IL. SUMMARY AND OVERVIEW

Q.

A The primary factors that should be considered are: (i) the importance of investors’
actual return requirements and the critical role of judgment in selecting the
appropriate ROE; (ii) the importance of providing a return that is comparable to
returns on alternative investments with commensurate risk; (iii) the need for a return
that supports a utility’s ability to attract needed capital at reasonable terms; and (iv)
the effect of current and expected capital market conditions.

Q.

A. I have organized my key conclusions by topic for the efficient review of the issues

that are in dispute in this proceeding as well as provide an overview of my testimony

by topic:

Reliance on Model Results

1. Staff witness Muldoon relies solely on the results of his Multi-Stage Discounted
Cash Flow (DCF) analysis to develop his range of reasonableness of 8.95
percent to 9.38 percent of which he selects the midpoint of 9.20 percent as his
recommended ROE for PacifiCorp. However, these results are biased
downwards due to the inputs Mr. Muldoon has selected to calculate his Multi-
Stage DCF model. I have applied reasonable adjustments to his Multi-Stage

DCF model such as:
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a. rely only on the results using my proxy group given the lack of
comparability of Mr. Muldoon’s proxy group to PacifiCorp;

b. rely on Mr. Muldoon’s “Model Y which is the version of his model
that considers earnings growth projections from Value Line;

C. include the most current Value Line data ' (i.e., dividends per share,

earnings per share (EPS), etc.) and more recent stock price data (first
trading day of May, June and July 2022);

d. update the Hamada adjustment to include the most current Value Line
data, rely on the equity risk premium of 7.85 percent that Mr. Muldoon
used in his Capital Asset Pricing Model (CAPM) analysis and rely on
the Company’s proposed equity ratio of 52.25 percent; and

e. develop the range of reasonable ROEs for PacifiCorp based on the
Multi-Stage DCF results using Mr. Muldoon’s historical Gross
Domestic Product (GDP) growth rate of 4.95 percent and my GDP
growth rate of 5.49 percent which Mr. Muldoon considered in
PacifiCorp’s last rate case, docket UE 374.

Thus, by making reasonable adjustments, the results of Mr. Muldoon’s Multi-

Stage DCF analysis increase to a range of 9.80 percent to 10.22 percent, with an
approximate midpoint of 10.0 percent which is greater than the Company’s proposed
ROE of 9.80 percent.

2. Mr. Muldoon developed a CAPM and concludes that the results of the analysis

support the high-end of his range of reasonableness of 9.38 percent. However,

!'Value Line Reports dated: April 22, 2022, May 13, 2022, and June 10, 2022.
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his CAPM results range from 9.60 percent to 9.80 percent which are 22 to 42
basis points higher than the high-end of Mr. Muldoon’s range of reasonableness
of 9.38 percent. Thus, Mr. Muldoon’s CAPM results provide support for the
conclusion that his Multi-Stage DCF model is understating the cost of equity
for PacifiCorp.

Mr. Muldoon calculates a Constant Growth DCF model which results in an
ROE range of 8.60 percent to 8.80 percent. As a result, Mr. Muldoon concludes
that these results support the low-end of his range of reasonableness of 8.95
percent. However, making reasonable adjustments to his Constant Growth DCF
model to reflect more recent market data, rely only on my proxy group, and
consider projected EPS growth rates in addition to projected dividend growth
rates, increases the results of Mr. Muldoon’s Constant Growth DCF model from
8.80 percent to 9.40 percent. Furthermore, similar to the Multi-Stage DCF
results, if Mr. Muldoon’s Hamada (51 basis points for my proxy group) and
Flotation cost (12.5 basis points) adjustments are added to the adjusted Constant
Growth DCEF results of 9.40 percent, the resulting ROE is 10.02 percent which
is above the Company’s requested ROE of 9.80 percent and clearly does not
support the Multi-Stage DCF range estimated by Mr. Muldoon.

Mr. Gorman recommends an ROE of 9.25 percent for PacifiCorp, which is the
midpoint of his estimated range of 8.80 percent to 9.70 percent. Mr. Gorman’s
DCEF result sets the low end of this range and his CAPM sets the high end of

the range. Here, too, when reasonable adjustments are made to Mr. Gorman’s
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DCEF, Risk Premium and CAPM analyses, the range of results from his analyses

become similar to the range developed using my methodologies:

a.

While I do not propose a specific adjustment to Mr. Gorman’s DCF, 1
recommend that the Commission disregard Mr. Gorman’s Multi-Stage
DCF results since these results are unreasonably low and below any
comparable authorized ROE for a vertically integrated electric utility in
the past 40 years. The remaining DCF results are Mr. Gorman’s
Constant Growth DCF model that relies on analysts’ projected growth
rates and his Constant Growth DCF analysis using “sustainable growth
rates,” which produce an approximate ROE range of 8.50 percent to
9.70 percent.

Adjusting Mr. Gorman’s Risk Premium analysis to calculate the risk
premium using the methodology he has applied in prior cases, rely on
the most recent Blue Chip Financial Forecasts report and projected
utility bond yields to be consistent with his use of projected Treasury
bond yields, his Risk Premium would result in an ROE range of 10.45
percent to 10.69 percent. The average of these adjusted Risk Premium
results is 10.57 percent which is 157 basis points higher than the 9.00
percent ROE that Mr. Gorman indicates his Risk Premium supports.
Finally, adjusting Mr. Gorman’s CAPM analyses to update the risk-free
rate to reflect more current data than as of the end of April 2022 data on
which Mr. Gorman relies; and reflect the current Value Line current

betas of the proxy group, results in an updated CAPM range of 11.00
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percent to 11.03 percent which is significantly higher than the ROE

requested by the Company in this proceeding.

Mr. Gorman’s recommended ROE is based on the midpoint of his ROE
analyses. The midpoint of the results of Mr. Gorman’s ROE analyses—when
reasonably adjusted—would be 10.06 percent, or higher than the Company’s requested
ROE of 9.80 percent in this proceeding.

Fair Return Standard

5. As noted above, the other ROE witnesses in this proceeding recommend an
authorized ROE for PacifiCorp ranging from 9.20 percent to 9.50 percent,
which is below the average authorized ROE of 9.65 percent for comparable
vertically-integrated electric utilities since 2019. While authorized ROEs
provide a reasonable benchmark for investors’ expectations as of the date of

these decisions, interest rates have been increasing and inflation remains at a

40-year high. Comparing these macroeconomic indicators to the 2019-2021

period demonstrates that the investor required return should be higher than was

set over this time period.

Further the other ROE witnesses have not provided any analytical basis
for assuming that the Company has less risk than other comparable vertically-
integrated electric utilities across the United States, nor that it is a good
regulatory practice to set returns in Oregon below the historical national
average, particularly when market conditions demonstrate significantly higher

cost and risk than over the historical period. Based on these factors, the

Reply Testimony of Ann E. Bulkley
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recommendations of Mr. Muldoon, Mr. Gorman, and Mr. Reed would not meet

the comparable return standard of Hope and Bluefield.

Capital Market Conditions

6.

Interest rates have increased and are expected to continue to increase to combat
inflation. Since utility stock prices are inversely correlated with the yields on
long-term government bonds, rising interest rates are projected to result in
declining utility stock prices and increasing utility dividend yields. This means
ROE models that rely on current and historical market data (i.e. current share
prices in the DCF model and current yields on Treasury bonds in the CAPM)
will likely underestimate the cost of equity over the near-term.

None of the other ROE witnesses in this proceeding have fully considered the
effect of a rising interest rate environment or the effects of inflation on the cost
of equity for PacifiCorp when developing their respective ROE
recommendations. Since interest rates are expected to increase, it is reasonable
to conclude that the DCF and CAPM results presented by Mr. Muldoon and Mr.
Gorman are likely understating the cost of equity for PacifiCorp. Moreover, as
noted in my direct testimony, the expected increase in interest rates warrants
consideration of other ROE estimation models such as the CAPM, and Risk
Premium analyses, using projections of where interest rates may be during the
period that rates will be in effect to estimate the investor-required return over

that same period.?

2 PAC/300, Bulkley/23.
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The recent increase in interest rates has increased capital costs for the Company.
For example, as discussed in the reply testimony of Company witness Nikki
Kobliha (PAC/1300), the Company’s projected long-term debt cost (4.38
percent to 4.72 percent) and discount rate assumption (2.90 percent to 4.55
percent) for the Company’s defined pension and post-retirement plan have
increased from the rates that were assumed in the projected test year filed on

March 1, 2022.

Business Risks

9.

Mr. Mullins appears to conclude the authorized ROE for the Company should
be reduced if the Commission approves the proposed change to TAM and the
PCAM to reflect the fact that the changes will reduce PacifiCorp’s risk.
However, it is not reasonable to recommend a reduction in the ROE because a
company proposes a change to an existing cost recovery mechanism. The
appropriate approach is to compare the regulatory mechanisms of the Company
to the regulatory mechanisms of the proxy group being used to develop the ROE
to determine a company’s relative regulatory risk as compared to the proxy
group. As shown in Figure 24 below and Exhibit PAC/310, 88.10 percent of the
operating companies held by the proxy group are allowed to pass through fuel
costs and purchased power costs directly to customers, without deadbands,
sharing bands, and earnings tests. PacifiCorp’s proposal still includes a
deadband and earnings test; therefore, while the changes will move the
Company’s PCAM closer to those approved for the proxy group, the changes

still result in increased fuel cost recovery risk relative to the proxy group.

Reply Testimony of Ann E. Bulkley



10

11

12

13

14

15

16

17

18

19

20

21

22

23

PAC/1400
Bulkley/10

10. Mr. Mullins has not conducted any analysis to estimate the ROE for PacifiCorp
nor has he reviewed the proxy groups of any of the ROE witnesses in this case
to determine which cost recovery mechanisms have been approved for the
proxy group companies. Absent this comparison, there is no basis to conclude
that PacifiCorp’s ROE should be reduced due to the Company’s proposed
changes to the TAM and PCAM.

Capital Structure

11. The Company’s proposed capital structure, which includes 52.25 percent
equity, is consistent with the actual capital structures of the utility operating
companies owned by the proxy group companies as shown in Exhibit PAC/311
and is therefore, reasonable.

I11. OVERVIEW OF RETURN ON EQUITY RECOMMENDATIONS AND

COMPARABLE RETURN STANDARD

A. Figure 1 below summarizes the results of the ROE analyses presented by the other

witnesses in this proceeding and their final recommendations. The other ROE

witnesses in this proceeding recommend an authorized ROE for PacifiCorp between

9.00 percent and 9.50 percent. The following are important considerations when

reviewing the range of results and recommendations in Figure 1:

o While Mr. Muldoon has determined his ROE recommendation of 9.20 percent
based exclusively on the results of the Multi-Stage DCF model, as I will

discuss in more detail in Section V, the results of his Multi-Stage DCF model

Reply Testimony of Ann E. Bulkley
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are biased due to his selection of the proxy group and long-term growth rate.
Furthermore, primary reliance on the DCF model is inappropriate given
current market conditions and the expectation that interest rates are expected
to increase.

Many of the results of the analytical models developed by Mr. Gorman do not
support his ROE recommendation.

Mr. Gorman'’s criticisms of my methodologies challenge the validity of his
own analyses. Mr. Gorman criticizes my use of projected earnings growth
rates in the Constant Growth DCF model; however, the only version of the
DCF model that supports his recommendation for PacifiCorp of 9.25 percent
is his Constant Growth DCF model that relies on projected earnings growth.
Further, Mr. Gorman criticizes the methodology I have used to estimate the
long-term growth rate in my Multi-stage DCF model, while he applies the
same methodology in establishing the expected market return used in his
CAPM analysis.

Mr. Reed has not conducted any independent analysis in this proceeding to
support his ROE and capital structure recommendations. Without considering
the investor required return in the current market, or the effect of market
conditions on the Company’s capital structure, Mr. Reed simply proposes that
the Company’s capital structure and ROE should be set at the level approved

in the Company’s last rate case.’

3 KWUA-OFBF/100, Reed/11.
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Figure 1: Summary of Other ROE Witnesses’ Model Results*

Mr. Gorman

Mr. Muld
: St:ﬁ)"‘m (AWEC/CUB)
Mean/Median

Constant Growth DCF — Projected Dividend 8 .60%—8.80% N/A%
Growth Rate °
Constant Growth DCF — Projected Earnings N/A 9.55%/9.65%
Growth
Constant Growth DCF — Sustainable Growth N/A 8.34%/8.45%

Multi-Stage DCF

8.95%-9.38%

7.89%/7.96%

CAPMS 9.6%-9.8% 9.45%-9.70%
Risk Premium N/A 8.98%—9.00%
ROE Recommendation 9.20% 9.25%

Q. Are authorized returns in other jurisdictions a relevant benchmark to evaluate

the reasonableness of the ROE recommendations of the other ROE witnesses?

A. Yes. The Hope and Bluefield cases establish that authorized ROEs be comparable to

other investments of commensurate risk. Therefore, the regulatory decisions of other

utility regulatory commissions provide a basic test of reasonableness and a

benchmark that investors consider in assessing the authorized ROE of one utility

against the returns available from other regulated utilities with comparable risk.

However, it is important to recognize the market conditions that were present at the

time that the return was authorized. Typically, the data that is used in a regulatory

proceeding can be several months prior to the decision date, therefore, it is important

4 Walmart witness Mr. Kronauer and KWUA/OFBF witness Mr. Reed did not perform their own ROE analysis
and Mr. Kronauer did not provide his own specific ROE recommendation. Therefore, they are not included in

this summary table.

3 Staff does not rely on the results of the Constant Growth DCF model, but rather uses this as a check on the

Multi-Stage DCF results.

6 Staff does not rely on the results of the CAPM, but rather uses this as a check on the Multi-Stage DCF results.
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to consider the differences in market conditions between the evidence in a rate case
and the current market conditions to understand whether or not an ROE is reasonable

based on current market conditions.

Yes. Mr. Muldoon, Mr. Gorman, and I agree that the principles established in Hope
and Bluefield are fundamental requirements in setting the ROE for a regulated utility.
Mr. Muldoon, Mr. Gorman as well as Mr. Kronauer do consider the returns
authorized for electric utilities in other jurisdictions; however, the analyses conducted
by these witnesses do not address the comparability of the companies in the
authorized return sample, which biases the conclusions reached by these witnesses.
Mr. Muldoon relied on the simple annual average of authorized ROEs for all
electric utilities in 2021 and 2022 Q1 to conclude that Company’s requested ROE of
9.80 percent does not have “any correlation” to the recent returns authorized for
electric utilities.” Furthermore, Mr. Muldoon reviewed the simple annual average of
authorized ROE:s for all electric utilities from 1990 through 2021 to conclude that
authorized ROEs have declined over the time period as the yields on long-term
Treasury bonds have declined.® Mr. Gorman reviewed the annual averages of
authorized ROEs for other electric utilities across the United States (U.S.) from 2006
to 2022 to support his recommendation.” Mr. Gorman concluded that a majority of

the authorized ROEs for electric utilities in 2022 have been below the 2022 average

7 Staff/100, Muldoon/29.
8 Staff/100, Muldoon/40.
® AWEC-CUB/100, Gorman/6.
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of 9.35 percent. Finally, Mr. Kronauer considers the average authorized return for
vertically-integrated electric utilities since 2019 as well as the annual average
authorized returns for each year from 2019 through 2022. From this information, he
concludes that the Company’s requested ROE of 9.80 percent is “counter to broader

electric industry trends”.!”

No. While it is useful to consider the historical authorized ROEs, an analyst cannot
simply rely on the average returns as a benchmark for the return that is reasonable for
the subject company. Much like the development of a comparable proxy group that is
used to draw meaningful results about the cost of equity using traditional ROE
estimation models, it is important to establish a comparable data set in reviewing
authorized ROE:s if this data is to be used as more than a general range of results.
While the other ROE witnesses review this data, none of these witnesses have used
this data to develop any meaningful analysis of the current ROE for PacifiCorp.
While the average result may have some appeal due to its simplicity, the principles
for estimating the cost of equity are not based on simplicity. Rather, in applying the
Hope and Bluefield comparability standards, it is appropriate to consider recently
authorized ROEs for electric utilities that investors would consider generally
comparable in risk to the PacifiCorp. Therefore, in order to conduct an analysis of
the authorized ROE data that meets the comparability standards, it is necessary to

refine the data to identify a sample group that is reasonably comparable to the subject

10 Walmart/100, Kronauer/9.
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company. None of the other ROE witnesses in this proceeding have conducted an
analysis of recently authorized ROEs that meets the Hope and Bluefield comparability

standard.

Yes. For example, PacifiCorp is a vertically-integrated electric utility; therefore, it
would be reasonable to exclude the authorized ROEs for transmission and
distribution-only electric utilities because vertically-integrated electric utilities often
have greater risk than transmission and distribution-only utilities due to the

incremental risk of generation.

Mr. Muldoon and Mr. Gorman included the authorized returns for transmission
and distribution-only electric utilities, which would likely bias the average
authorized ROE calculation downwards.

Mr. Kronauer recognizes the additional risk associated with a vertically-integrated
electric utility and thus excludes distribution-only electric utilities; however, his
sample of vertically-integrated electric utilities incorrectly includes the authorized
returns for companies that were determined pursuant to a specified formula, as
well as the authorized returns for companies operating in Arizona that relies on
fair value rate base.

It appears that none of these witnesses have conducted a more detailed review of
the authorized returns used in their averages to determine whether the ROEs were

in fact market determinations, or whether there were other factors addressed
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through the ROE, such as reductions to the ROE to penalize the company for

performance metrics.

Yes, [ did. In order to narrow the sample of recently authorized returns, I applied the

following screening criteria to establish returns for companies that are of a similar

risk profile as PacifiCorp:

1.

Include only vertically-integrated electric utilities because they can typically
have greater risk than transmission and distribution-only utilities due to the
incremental risk of generation;

Exclude limited issue rider cases because these cases address only a specific
issue or issues, such as generation assets being constructed and incremental
construction risk, and not a utility’s entire operations, so the returns authorized
would not be comparable to a vertically-integrated utility;

Exclude jurisdictions subject to a ROE that is established using a formula as
opposed to following an approach that is similar to what the Commission has
typically considered in setting the ROE;

Exclude returns awarded in Arizona because it is a state that relies on fair value
rate base usually calculated based on a weighting of original cost rate case and
rate base estimated using the replacement cost new less depreciation method.
In Arizona, a return is awarded on the rate base increment above original cost;
however, the commission in Arizona has recently reduced the ROE for

companies to account for the return granted on the fair value increment.
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Therefore, recent ROEs in Arizona would not be considered comparable to the
ROEs established in states that use original cost ratemaking and should be
excluded.

5. Exclude authorized returns that reflect a utility-specific penalty because an
authorized ROE that includes a penalty is not indicative of a market-derived
cost of equity. For example, Central Maine Power Company was authorized an
ROE in 2020 of 8.25 percent that reflected a 100-basis point penalty for
management inefficiency, and is therefore not representative of a market-
derived cost of equity and should be excluded from the recently authorized
return data. It is important to note that Mr. Muldoon, and Mr. Gorman have
included the authorized return for Central Maine Power, which is not only a
distribution-only utility but also subject to a ROE penalty, in their respective
analyses.

What do you conclude from this analysis?

Figure 2 shows the authorized returns for vertically-integrated electric utilities in

other jurisdictions since January 2019 excluding limited issue riders, ROEs

established pursuant to a formula, and authorized returns that included a penalty,
compared to the returns recommended by Mr. Muldoon (9.20 percent), Mr. Gorman

(9.25 percent), and Mr. Reed (9.50 percent). Recent comparable authorized ROEs

range from 8.75 percent to 10.60 percent, with an average of 9.65 percent.

Furthermore, as shown in Figure 2, the majority of authorized returns for vertically-

integrated electric utilities (i.e., 39 out of 77 decisions, or 51 percent) from 2019

through June 2022 have been greater than 9.50 percent, which is the high end of the
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recommendations for the other ROE witnesses. The recommendations offered by the
other ROE witness range from 15 basis points to 45 basis points below the average of
comparable authorized ROEs for vertically-integrated electric utilities over the past
three and a half years.

Figure 2: U.S. Authorized ROEs—Vertically-integrated Electric
Utilities January 2019 through June 20221
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Proposing a return below the mean would indicate that each of the other ROE
witnesses believe PacifiCorp has less risk than other comparable vertically-integrated
electric utilities across the U.S.; however, none of the other ROE witnesses provide
any evidence to support this conclusion because they do not consider the relative risk
of PacifiCorp. Finally, none of the other ROE witnesses consider their
recommendations and recently authorized ROEs in the context of current market
conditions. Further, while the range of results presented in Figure 2 provides an

indicator of the investor-required return over this time period, in determining the

11 S&P Capital IQ Pro. Data through June 15, 2022.
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appropriate ROE for PacifiCorp, it is necessary to consider current inflationary
pressures and the expectations for rising interest rates over the near-term which will

increase the cost of equity for utilities going forward.

Yes. As shown in Figure 13 of my direct testimony, I analyzed authorized ROEs
from 2009 through 2021 and evaluated how authorized ROEs in Oregon for electric
utilities have compared with the national averages for vertically integrated electric
utilities. As discussed in my direct testimony, the authorized returns for regulated
electric utilities in Oregon from 2009 through 2021 have been consistently below the
national average for vertically integrated electric utilities.!? 1 attribute this, in large
part, to the Commission’s primary reliance on the results of the Multi-Stage DCF
model to establish a utility’s authorized ROE. While the Commission has considered
whether the results of the Multi-Stage DCF model are reasonable by reference to
other models such as the Constant Growth DCF model, the CAPM and the Risk

Premium model, the Commission has not placed weight on those other models.

The risk-premium based models directly rely on interest rates as an input to the ROE
calculation. Based on the current environment, where interest rates have been
increasing, and the Federal Reserve has indicated that they will continue to increase

interest rates to address inflationary pressures, it is important for the Commission to

12 PAC/300, Bulkley/56-57.
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consider, the results of methodologies that estimate the changes in the ROE based on
changes in interest rates to ensure that the authorized return is just and reasonable.
Oregon utility subsidiaries must compete for capital within their own corporate
structure, which must in turn compete for capital with other utilities and businesses
across the country. If the authorized ROE for PacifiCorp is set at a level consistent
with authorized ROEs outside Oregon, this will support PacifiCorp’s access to capital

and financial integrity over the longer-term.

Yes. Recently authorized ROEs provide a signal to investors as to the range of
returns that can be expected in the industry. It is also necessary to consider the
market conditions at the time that the returns were authorized and the lag that is
inherent in the process. While a decision in an adjudicated proceeding is issued on a
given date, it is often true that the data used as the basis for the decision in that
proceeding are from a prior time period. Therefore, it is reasonable to rely on this
information as a benchmark, but I would caution against using the specific averages

as representative of the ROE at any given time without consideration of this time lag.

Yes. As discussed in my direct testimony, ALLETE, Inc., CenterPoint Energy

Houston Electric, and Pinnacle West Capital Corporation (PNW) each received credit
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rating downgrades following a recent rate case decision for reasons that included a

below average authorized ROE."?

As outlined in Hope and Bluefield, the return authorized for PacifiCorp must be
comparable to the returns on assets with comparable risk. Therefore, when
considering authorized return data, it is equally important to determine if the sample
of recently authorized returns is comprised of electric utilities that would be
considered to have comparable risk to PacifiCorp. By including the returns of
transmission and distribution-only electric utilities (i.e., such as Mr. Muldoon and Mr.
Gorman have done) and not excluding the returns in jurisdictions that do not
determine the authorized ROE using a similar methodology as the Commission (i.e.,
such as Mr. Muldoon, Mr. Gorman and Mr. Kronauer have done), the other ROE
witness that have considered authorized returns have developed a data set of
authorized returns that are not comparable to PacifiCorp, and therefore should not be
used to determine the reasonableness of each witnesses” ROE recommendation.
When a more reasonable sample of authorized returns is used, the ROE
recommendations of each of the other ROE witnesses are below the average of
comparable authorized ROEs for vertically-integrated electric utilities over the past
three and a half years, and therefore would not meet the comparable return standard
of Hope and Bluefield.

Furthermore, considering current and prospective market conditions of increasing interest

13 PAC/300, Bulkley/57-58. ALLETE, Inc. and PNW were downgraded due to a recent rate case decision for
one of each company’s operating subsidiaries. For ALLETE, Inc., this was a recent rate case decision for
Minnesota Power while for PNW, it was a recent rate case decision for Arizona Public Service Company.
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rates that investors expect to continue to increase over the near-term, authorized
ROE:s for vertically integrated electric utilities are based on data that is likely lagging
by several months by the time the Commission’s order is issued. Since the other
ROE witnesses’ recommendations are not even comparable to recently authorized
ROE:s, using data that lags current interest rates, suggests that their respective
recommendations, which range from 9.20 percent to 9.50 percent, are likely to

understate the cost of equity for utilities over the near-term as interest rates increase.

Iv. CAPITAL MARKET CONDITIONS AND THE IMPLICATIONS FOR

THE COST OF EQUITY

No, they do not. Mr. Muldoon’s review of current and expected capital markets
conditions is limited. Specifically, Mr. Muldoon develops two conclusions regarding
current capital market conditions: 1) interest rates are not a “key driver” of utility
shares prices'?; and 2) while the Federal Reserve has proposed to raise interest rates,
the Federal Reserve, to date, has only increased interest rates by less than 100 basis
points resulting in Treasury yields that are still close to historical lows. !

Mr. Gorman reviews the recent monetary policy of the Federal Reserve and
projections of interest rates over the short- and long-term and concludes that the cost

» 16

of capital is expected to remain low “over at least the intermediate future”.

According to Mr. Gorman, while there is the potential for the cost of capital to

14 Staff/100, Muldoon/13.
15 Staff/100, Muldoon/40.
16 AWEC-CUB/100, Gorman/13.
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increase, increases in capital costs are not expected to be significant.!” Furthermore,
Mr. Gorman concludes that utilities have maintained “strong” valuations indicating
that utilities have had access to capital markets at reasonable terms.!® Finally,
according to Mr. Gorman, while utilities followed the market through “downturns and
recoveries’” over the last few years, the sector has been less volatile during downturns;
thus, Mr. Gorman concludes that investors view the utility sector as a “moderate- to

low-risk investment option”."”

No, I do not. Mr. Muldoon’s review of interest rates fails to recognize the Federal
Reserve’s actions and plans for addressing inflation which include seven additional
rate increases in 2022 and two in 2023, increasing the Federal Funds rate to 3.4
percent and 3.8 percent. Mr. Gorman’s conclusion that the cost of capital is expected
to remain low is unsupported by a review of rising interest rates and high inflation.
Mr. Gorman provides no evidence that the market shares his conclusion.

As is discussed in more detail in the remainder of this section, when setting
the authorized ROE for PacifiCorp, it is important to consider whether current market
conditions are expected to continue over the period during which the rates set in this
proceeding will remain in effect. My review of market conditions demonstrates that

the current market conditions likely result in market-based assumptions that will

17 AWEC-CUB/100, Gorman/16.
18 AWEC-CUB/100, Gorman/9.
19 AWEC-CUB/100, Gorman/10.
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understate the cost of equity when applied in traditional ROE estimation models. The

following key points support that conclusion:

1.

The Federal Reserve is aggressively normalizing monetary policy in response
to sustained elevated levels of inflation. This change has resulted in increases
in long-term government bond yields over the past few months and is likely to
result in continued increases in long-term government bond yields over the
near-term.

The share prices of utilities are inversely related to interest rates. Investors
expect interest rates to increase over the near-term, which will likely result in a
decline in the share prices of utilities. A decline in share prices will increase the
dividend yield and thus the cost of equity estimate of the DCF model. Therefore,
current DCF results, which are based on historical data, are likely understating
the cost of equity during the period that the Company’s rates will be in effect.
Current market conditions have affected the results of each of the ROE
estimation models, requiring consideration of the results of multiple models and
the use of informed judgment.

While the ROE estimation models use some historical data (i.e., stock prices
and dividends in the DCF model, and bond yields in the CAPM), I believe it is
appropriate to also consider near-term projections in the ROE estimation
models based on the expectation that interest rates will increase.

None of the other ROE witnesses in this proceeding have appropriately

considered the effect of a rising interest rate environment or the effects of
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inflation on the cost of equity for PacifiCorp when developing their respective

ROE recommendations.

Q. Are current stock prices and bond yields the best indicator of future market
conditions?
A. No. The argument that capital markets are perfectly efficient and thus current interest

rates are the best measure of future interest rates completely disregards other factors
that are influencing the cost of equity for regulated utilities, including growing
inflationary pressure and changes in monetary policy by central banks. Reliance on
current interest rates can lead to incorrect conclusions regarding the cost of equity,
particularly when capital market conditions are changing and are not expected to be
stable over the near-term. This is particularly important in the current proceeding
because the DCF model relies on historical utility stock prices for calculating
dividend yields that are projected to increase with rising interest rates. Furthermore,
while interest rates are expected to rise, Mr. Muldoon selected the spot yield on the
30-year Treasury bond as of June 3, 2022 as the risk-free rate in the CAPM.?® The
spot yield on the 30-year Treasury bond as of June 3, 2022 was 3.11 percent;
however, as of June 24, 2022, the spot yield on the 30-year Treasury bond was 3.26
percent, an increase of 15 basis points. Moreover, the spot yield as of the middle of
June was: (1) only 22 basis points lower than the near-term projected yield of 3.48
percent for 30-year Treasury bonds for the period of 2022 Q3 to 2023 Q3 as

published by Blue Chip Financial Forecasts*' and (2) well above the-then near-term

20 Mr. Muldoon indicated that he has relied on the yield on the 30-year Treasury bond as of June 3, 2022 of
2.94 percent as his estimate of the risk-free rate; however, the yield on the 30-year Treasury bond as of June 3,
2022 was 3.11 percent.

21 Blue Chip Financial Forecasts, Vol. 41, No. 6, June 1, 2022, at 2.
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projected yield of 2.52 percent for 30-year Treasury bonds that I relied on in the
CAPM analysis in my direct testimony.

Therefore, given the increase in interest rates over the prior few months and
the expectation that interest rates will increase over the near-term, it is important to
rely on models that directly reflect these changes, such as the CAPM and Risk
Premium models. Further, it is important to consider in those models the expected
interest rates over the forward-looking period when rates will be in effect. Exclusive
reliance on current Treasury yields in the CAPM is likely to understate the cost of
equity over the near-term or the period that PacifiCorp’s rates will be in effect.

Q. Please summarize any changes in the monetary policy of the Federal Reserve
that have occurred since you filed your direct testimony.

A. Since I filed my direct testimony, the Federal Reserve has continued to accelerate the
normalization of monetary policy in response to the significant increase in inflation
that will be discussed in more detail below. As of the June 15, 2022 meeting, the
Federal Reserve:

o Completed its taper of Treasury bond and mortgage-backed securities
purchases;?
J Increased the target federal funds rate from 0.00 — 0.25 percent to 0.25 — 0.50

percent at the March 16, 2022 meeting,? from 0.25 — 0.50 percent to 0.75 to

22 Federal Reserve Bank of New York, https://www.newyorkfed.org/markets/domestic-market-
operations/monetary-policy-implementation/treasury-securities/treasury-securities-operational-details#monthly-
details.

23 Press Release, Federal Reserve, (Mar. 16, 2022).
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1.00 percent at the May 4, 2022 meeting?* and then from 0.75 to 1.00 percent
to 1.50 percent to 1.75 percent at the June 15, 2022 meeting;*

o Forecasted a total of seven additional 25 basis point rate increases in 2022 and
two 25 basis point rate increases in 2023 which resulted a median forecast of
the federal funds rate of 3.4 percent and 3.8 percent, respectively; and

J Started reducing its holdings of Treasury and mortgage-backed securities on
June 1, 2022. The Federal Reserve will reduce the size of its balance sheet by
only reinvesting principal payments on owned securities after the total amount
of payments received exceeds a defined cap. For Treasury Securities, the cap
will be set at $30 billion per month for the first three months and $60 billion
per month after the first three months while for mortgage-backed securities
the cap will be set at $17.5 billion per month for the first three months and
$35 billion per month after the first three months.?

Q. Has the Federal Reserve provided additional support for the expectation that it
will continue to aggressively normalize monetary policy to reduce inflation?
A. Yes. Specifically, Federal Reserve Chairman Powell noted at his press conference on

June 15, 2022, that reducing inflation to the long-term goal of 2 percent was the

primary objective and that additional rate increases will be necessary with a 50 or 75

basis point increase likely needed at the next meeting:

24 Press Release, Federal Reserve (May 4, 2022).

25 Press Release, Federal Reserve (June 15, 2022).

26 Federal Reserve, Summary of Economic Projections, June 15, 2022, at 2.

%7 Federal Reserve, Plans for Reducing the Size of the Federal Reserve's Balance Sheet, Press Release, May 4,
2022.
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Over coming months, we will be looking for compelling evidence
that inflation is moving down, consistent with inflation returning to
2 percent. We anticipate that ongoing rate increases will be
appropriate; the pace of those changes will continue to depend on
the incoming data and the evolving outlook for the economy.
Clearly, today’s 75 basis point increase is an unusually large one,
and I do not expect moves of this size to be common. From the
perspective of today, either a 50 or 75 basis point increase seems
most likely at our next meeting. We will, however, make our
decisions meeting by meeting, and we will continue to communicate
our thinking as clearly as we can. Our overarching focus is using our
tools to bring inflation back down to our 2 percent goal and to keep
longer-term inflation expectations well anchored.

Making appropriate monetary policy in this uncertain environment
requires a recognition that the economy often evolves in unexpected
ways. Inflation has obviously surprised to the upside over the past
year, and further surprises could be in store. We therefore will need
to be nimble in responding to incoming data and the evolving
outlook. And we will strive to avoid adding uncertainty in what is
already an extraordinarily challenging and uncertain time. We are
highly attentive to inflation risks and determined to take the
measures necessary to restore price stability. The American
economy is very strong and well positioned to handle tighter
monetary policy.?

Q. Mr. Muldoon states that as of the filing of his opening testimony, the Federal
Reserve has increased the federal funds rate less than 100 basis points.?® Is that
correct?

A. No, it is not. Mr. Muldoon filed his opening testimony on June 22, 2022; however, as
noted above, as of June 15, 2022, the Federal Reserve had increased the federal funds
rate by 150 basis points. Furthermore, Mr. Muldoon has failed to acknowledge that
the Federal Reserve has projected a federal funds rate of 3.80 percent by 2023 which
would imply an additional increase over the next year of approximately 225 basis

points to arrive at a target federal funds rate range of 3.75 to 4.00 percent. Finally, as

28 Federal Reserve, Transcript of Chair Powell’s Press Conference Opening Statement, June 15, 2022, at 4-5.
29 Staff/100, Muldoon/40.
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shown in Figure 3 below, if the Federal Reserve increases the federal funds rate to
3.80 percent by 2023 as expected, the federal funds rates will be at a level not seen
since prior to the Great Recession of 2008/09. Counter to the claim of Mr. Muldoon,
it is likely that monetary policy normalization of this magnitude and pace will result
in increases in long-term government yields. In fact, as [ will discuss in more detail
below, long-term government bond yields have increased significantly over the past
few months and are not close to all-time lows as Mr. Muldoon contends.

Figure 3: Effective Federal Funds Rate — January 2002 — June 20223

A. Yes, it has. As noted in my direct testimony, the year-over-year (YOY) change in the
Consumer Price Index (CPI) was 1.37 percent in January 2021 and 7.12 percent in

December 2022.3! As shown in Figure 4, which updates Figure 2 from my direct

30 Federal Reserve Bank of New York, Effective Federal Funds Rate [EFFR], retrieved from FRED, Federal
Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/EFFR, June 27, 2022.
3 PAC/300, Bulkley/17.
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testimony, the U.S. Bureau of Labor Statistics recently reported that the CPI
increased at an annual rate of 8.52 percent for the 12-month period ending May 31,
2022. This is an increase inflation of 1.4 percent in five months, since the data used
in my direct testimony. The 8.52 percent YOY in the CPI in May 2022 is down
slightly from the high of 8.56 percent in March 2022 which was the largest 12-month
increase since 1981.

Figure 4: CPI - YOY Percent Change — January 2008 — May 2022

Do any of the other ROE witnesses consider the effects of inflation in their
recommended ROEs?

No, they do not. While Mr. Muldoon?? and Mr. Gorman®* note that the Federal
Reserve 1s currently normalizing monetary policy to respond to increased inflation,

both witnesses seemingly conclude that this change in market conditions will not

32 Bureau of Labor Statistics, shaded area indicates a recession.
33 Staff/100, Muldoon/10 and 13.
3% AWEC-CUB/100, Gorman/11-16.
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affect the cost of equity for the utility sector. The failure to consider inflation in the
estimate of the ROE in this proceeding is unreasonable given the rapid rise in
inflation in recent months and the ongoing uncertainty regarding the magnitude and

pace of monetary policy tightening by the Federal Reserve.

Yes. One measure of investors’ expectations regarding inflation is the breakeven
inflation rate calculated as the spread between the yield on a Treasury bond and the
yield on a Treasury Inflation-Protected bond, which would account for the effect of
inflation. The maturity of the bond selected would then reflect investors’ views of
inflation during the holding period of the bond.

For example, the 10-year breakeven inflation rate is calculated as the spread
between the 10-year Treasury bond yield and the 10-year Treasury Inflation-Protected
bond yield. As shown in Figure 5, the 10-year breakeven inflation rate is currently
greater than any level seen since January 2003. Furthermore, the 30-day average of
the 10-year breakeven inflation rate as of June 15, 2022 was 2.69 percent, indicating
that investors expect inflation will remain well above the Federal Reserve’s 2 percent
target over the next 10 years. There are many factors as to why inflation is expected
to remain elevated. For example, Kiplinger recently noted a few factors, including
supply shortages due to COVID-19 and Russia’s war in Ukraine, which led Kiplinger

to forecast an inflation rate of 8 percent for 2022:
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Gasoline prices continued their strong rise in June, and the overall
inflation rate is likely to stay at the same high level in June. It should
peak at about 9% by the end of the summer, then decline gradually
after that, ending the year at about 8.0% before dropping to 3-4%
next year. The higher cost of housing will still keep inflation rates
elevated for some time to come. Gasoline prices and heating costs
are likely to stay high for a good while because of the war in
Ukraine, but energy prices are likely to peak during the summer and
ease after that. The price of cars and trucks will also stay at a high
level until the semiconductor shortage ends sometime next year.
Continued spot shortages of various items will drive their prices up,
adding to the overall inflation rate. The latest is a shortage of
tampons.*
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3 David Payne, Inflation Should Peak This Summer at About 9%, Kiplinger (June 10, 2022).
36 Federal Reserve Bank of St. Louis, 10-Year Breakeven Inflation Rate [T10YIE], retrieved from FRED,
Federal Reserve Bank of St. Louis: https://fred.stlouisfed.org/series/T10YIE, June 16, 2022.
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Yes. To develop his estimate of projected inflation for his Multi-Stage DCF model,
Mr. Muldoon used a similar calculation as was described above and shown in Figure
5 and estimated in addition to the 10-year breakeven inflation rate, the five-year and
seven-year breakeven inflation rates. As shown in workpaper, UE 399 Staff OT
Exhibit 108 WP Muldoon TIPS Implied Inflation, Mr. Muldoon estimated a five-year
breakeven inflation rate of 3.03 percent and a seven-year breakeven inflation rate of
2.82 percent as of 2022 Q1. Therefore, by Mr. Muldoon’s own estimation, inflation
is expected to remain well above the Federal Reserves’ target inflation rate of 2

percent for the next five and seven years.

As discussed in my direct testimony, inflation and the Federal Reserve’s
normalization of monetary policy will likely result in continued increases in long-
term interest rates.’’” This is because inflation will reduce the purchasing power of the
future interest payments; thus investors will require higher yields to compensate for

the increased risk of inflation, resulting in increases in interest rates.

Yes, they have. As shown in Figure 6, since the Federal Reserve’s December 2021

meeting, as the process of normalizing monetary policy has accelerated to respond to

STPAC/300, Bulkley/18.
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inflation, the yield on the 10-year Treasury bond has increased over 186 basis points

from 1.47 percent on December 15, 2021, to 3.33 percent on June 15, 2022. The

increase 1s due to the Federal Reserve’s announcements at its December 2021,

January 2022, March 2022, May 2022 and June 2022 meetings and the continued

increased levels of inflation that are now expected to persist much longer than the

Federal Reserve and investors had originally projected.

Figure 6: 10-Year Treasury Bond Yield — January 2021 — June 20223

4.00%

3.50%

3.00%

2.50%

2.00%

1.50%

1.00%

Federal Reserve Meeting
(December 16, 2021)

0.50%

&P
& &
NP

N
P
o>

N

N4
oS

‘9\\'\

Qv

O '90
cc,\"\ «\"’\

"

"a Oy e

Qv v % v

D Q \,\9 D
0‘»

v
R

"

"

Q)

Q'
N

o

N

v
Qv
\,\"’

A4
R
SR

o g
&S
iR
R

o
L
¢S
o

Q. Have equity analysts adjusted their forecasts of long-term government bond

yields since you filed your direct testimony?

Yes, they have. As shown in Figure 3 of my direct testimony, equity analysts at the

time were forecasting a range for the 10-year Treasury yield of between 1.75 percent

38 S&P Capital IQ Pro.
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and 2.50 percent by the end of 2022. However, as shown in Figure 7 below, equity
analysts have adjusted their forecasts for the yield on the 10-year Treasury bond yield
upwards and are now projecting a range of between 3.15 percent and 4.00 percent
through the end of 2022. In addition, it is important to note that the current 30-day
average yield on the 10-year Treasury Bond as of June 15, 2022 is already 3.12
percent and was trading as high as 3.49 percent as of June 14, 2022.

Figure 7: Equity Analysts Forecast of the 10-year Treasury Yield

Actual

30-Day Average as of June 15, 2022 3.12%
2022 Forecast

Advocate Capital Management *° 4.00%

Goldman Sachs*’ 3.30%

Blue Chip Financial Forecasts (Consensus Estimate)*! 3.28%

BMO Economics* 3.15%

A. No, I do not. As shown in Table 1 of Mr. Gorman’s Direct Testimony, the Blue Chip

Financial Forecasts (Blue Chip) report for June 2022 shows an increase in the yield

39 MarketWatch, “This bond expert who called the spike in U.S. yields forecasts the 10-year to reach 4%,” May
7, 2022. https://www.marketwatch.com/story/this-bond-expert-who-called-the-spike-in-u-s-yields-forecasts-the-
10-year-to-reach-4-11651843223.

40 Amelia Pollard, Goldman Lifts Yield Forecasts, Sees 10-Year Treasuries at 3.3%., Bloomberg.com (May 12,

2022).

41 Blue Chip Financial Forecasts, Vol. 41, No. 6, June 1, 2022, at 2.

42 BMO Economics, “Rates Scenario for May 11, 2022,” May 11, 2022.

4 AWEC-CUB/100, Gorman/13.

Reply Testimony of Ann E. Bulkley



10

11

12

13

14

15

16

17

18

19

20

21

PAC/1400
Bulkley/36

on the 30-year Treasury Bond Yield of 130 basis points from 2.3 percent in Q1/2022
to 3.6 percent in Q3/2023.4 Additionally, according to the Blue Chip report in June
2021, the five-year average yield on the 30-year Treasury Bond from 2024 to 2028 is
expected to be 3.8 percent.** Furthermore, it is important to note that the yield on the
30-year Treasury bond may increase more significantly than is forecasted by Blue
Chip. For example, the yield on the 30-year Treasury Bond was 3.45 percent as of
June 14, 2022, which is already slightly higher than the Blue Chip forecast for
Q4/2022 of 3.4 percent and only 15 basis points below the Blue Chip forecast for
Q3/2023 of 3.6 percent as of June 2022. Therefore, the yields on long-term interest
rates are expected to increase over the period that PacifiCorp’s rates will be in effect.
While Mr. Gorman has reviewed projected interest rates, his conclusion that interest
rates will not affect the cost of equity for PacifiCorp over the near-term runs counter

to the historical relationship between interest rates and the cost of equity.

A. Yes, it has. As discussed in the reply testimony of Company witness Nikki Kobliha
(PAC/1300), the Company’s projected long-term debt cost is currently 4.72 percent
which is an increase of 34 basis points from Company’s proposed long-term debt cost
of 4.38 percent as of the filing of the Company’s Direct Testimony on March 1,
2022.* Furthermore, as also discussed by Ms. Kobliha, the discount rate assumption

for the Company’s defined pension and post-retirement plan has also increased

4 AWEC-CUB/100, Gorman/14.
4 Blue Chip Financial Forecasts, Vol. 41, No. 6, June 1, 2021, at 14.
4 PAC/1300, Kobliha/9.
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significantly over the past few months. The discount rate assumption as of April 30,
2022 is 4.55 percent which is an increase of 165 basis points from the discount rate
assumed in the test period and measured as of December 31, 2021 of 2.90 percent.*’
As noted by Ms. Kobliha, the updated discount rate increases the Company’s pension
and post-retirement benefits costs. The recent increases in interest rates due to
inflation and the Federal Reserve’s normalization of monetary policy have caused

significant increases in capital cots for the Company.

No, it is not. Interest rates and utility share prices are inversely correlated, which
means, for example, that an increase in interest rates will result in a decline in the
share prices of utilities. As noted in my direct testimony, Goldman Sachs and
Deutsche Bank both recently observed that utility share prices had one of the
strongest negative relationships with bond yields.* In fact, the inverse correlation
between interest rates and utility share prices is noted in a Wall Street Journal article
referenced by Mr. Muldoon and provided in Exhibit Staff/109:

Still, the sector’s rally is something of an anomaly given the
macroeconomic environment. Utility stocks tend not to take well to
rising interest rates for two reasons: First, utilities have large debt
burdens, with those in the S&P 500 on average carrying net debt that
is more than five times earnings before interest, taxes, depreciation
and amortization, according to S&P Global Market Intelligence.
Second, they are a bond substitute. When interest rates rise,
utilities’ dividend vields start looking less attractive compared
with Treasurys. At one point during the early-2020 recession, the
dividend yield on utility stocks was nearly 4 percentage points

47PAC/1300, Kobliha/23 - 24.
48 Staff/100, Muldoon/13.
4 pAC/300, Bulkley/21.
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higher than the yield on 10-year Treasury notes. That edge is now
just 0.17 percentage point.°

In fact, the Wall Street Journal article ultimately concluded that “[i]n a
softening stock market, though, these power lines are starting to look stretched,”
indicating that given the recent increases in interest rates and the high valuations of

utilities, investors should seek better investment alternatives.

Yes, they do. In fact, Barron’s and Fidelity, each of which was referenced in my
direct testimony, have published updated reports continuing to underweight the utility
sector. For example, in Barron’s most recent Big Money poll, which closed in mid-
April and surveyed 112 money managers regarding the outlook for the next 12
months, the professional investors selected the utility sector as the least attractive of
all industries for investment.”> Additionally, Fidelity noted that its underweight
recommendation on the sector reflected a combination of “poor fundamentals and

expensive valuations.”*

As discussed, the Federal Reserve is aggressively normalizing monetary policy in

response to inflation, which is expected to increase long-term government bond

30 Staff/109, Muldoon/23-24. Jinjoo Lee, How Utility Stocks Have Kept Their Spark, Wall Street Journal (May
14, 2022) (emphasis added).

STPAC/300, Bulkley/21-22.

52 Nicolas Jasinski, Bearish Now, Bullish Later: How Investors Are Sizing Up Stocks, Barron’s, updated (April
24, 2022).

33 Denise Chisolm, Chisolm: Top sectors to watch in Q2, Fidelity (May 4, 2022).
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yields. If interest rates increase as expected, then the share prices of utilities will
decline, and dividend yields will increase. Consequently, the DCF model, which
relies on historical average share prices, is likely to understate the cost of equity.**
Likewise, relying on current interest rates (which will be well in the past by the time
PacifiCorp’s rates are made effective) in the CAPM will also tend to understate the
cost of equity. Since interest rates are expected to increase, it is reasonable to
conclude that both the DCF and CAPM results presented by Mr. Muldoon and Mr.
Gorman are likely understating the cost of equity for PacifiCorp. Moreover, as noted
in my direct testimony, the expected increase in interest rates warrants consideration
of other ROE estimation models such as the CAPM, and Risk Premium analyses,
which may better reflect expected market conditions through the use of forward-

looking inputs.>

Mr. Gorman concludes that the dividend yields for his proxy group are currently
lower than the yield on A-rated utility bonds which means the valuations of utilities
are returning to more normal levels since historically the yield on A-rated utility
bonds has exceeded the dividend yield for utilities.’” Therefore, since utilities have
returned to more reasonable valuations, Mr. Gorman concludes that the dividend
yield component of his DCF model is reasonable. First, while I disagree with

Mr. Gorman’s conclusion, it is important to note that Mr. Gorman appears to

3 PAC/300, Bulkley/22-23.

35 PAC/300, Bulkley/23.

%6 AWEC-CUB/100, Gorman/4-5.
37 AWEC-CUB/100, Gorman/4-5.
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acknowledge that the dividend yield component of the DCF model may not produce
an “economically logical return estimate” if the valuations of utilities are too high.
Second, Mr. Gorman’s conclusion that utilities have returned to more normal
valuations is incorrect and is in direct conflict with his conclusion on a subsequent
page in his opening testimony. For example, Mr. Gorman also states subsequently
that utilities currently have robust valuations with electric utilities having a price-to-
earnings (P/E) ratio in 2021 of 20.96 as compared to the 20-year average P/E ratio of
17.19.5% This would imply that electric utilities still have valuations well above the
historical average. Therefore, the current dividend yields that Mr. Gorman used to
estimate his DCF model would not be representative of the dividend yields expected

over the near-term if the valuations of utilities return to historical levels.

Yes. As noted above, the utility sector is classified as a defensive sector/“bond
proxy” and is inversely related to changes in interest rates. Therefore, in the current
market environment, the current high valuations and low dividend yields cited by

Mr. Gorman are the primary reason investors expect the utility sector to underperform
over the near-term. As the yield on long-term government bonds increases and
becomes more comparable to the dividend yields for the utility sector, investors will
rotate out of utility stocks and into government bonds which are offering more

comparable returns with less risk.

% AWEC-CUB/100, Gorman/ 9.
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Yes, [ have. I examined the yield spread between the dividend yields of utility stocks
and the yields on long-term government bonds from January 2010 through May 2022.
I selected the dividend yield on the Standard and Poor’s (S&P) Utilities Index as the
measure of the dividend yields for the utility sector and the yield on the 10-year
Treasury Bond as the estimate of the yield on long-term government bonds. As
shown in Figure 8, the yield spread as of May 31, 2022 was 0.00 percent indicating
that yield on the 10-year Treasury Bond is currently equivalent to the dividend yield
for the S&P Utilities Index. Furthermore, the current yield spread of 0.00 percent is
well below the long-term average since January 2010 of 1.46 percent. Given that the
yield spread is well below the long-term average as well as the expectation that
interest rates will continue to increase, it is reasonable to conclude that utility sector
will underperform over the near-term. This is because investors that purchased utility
stocks as an alternative to the low yields on long-term government bonds will likely
begin to rotate back into government bonds as the yields on long-term government
bonds continue to increase, thus resulting in a decrease in the share prices of utilities

and a concomitant increase in their dividend yields.
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Figure 8: Yield Spread between the Dividend Yield on the S&P Utilities Index and the
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V. RESPONSE TO STAFF WITNESS MR. MULDOON

Mr. Muldoon develops a range of results of 8.95 percent to 9.38 percent, based on the
results of his Multi-Stage DCF model.®® Mr. Muldoon’s ROE recommendation is
based solely on the results of the Multi-Stage DCF model, from which he selects the
approximate midpoint return of 9.20 percent. Mr. Muldoon also considers a Constant
Growth DCF analysis and a CAPM analysis to test the reasonableness of his Multi-
Stage DCF results, but does not give those other models any weight in establishing
the recommended ROE for PacifiCorp.%! Further, Muldoon recommends a capital

structure comprised of 50.00 percent common equity, 49.99 percent long-term debt

59 S&P Capital 1Q Pro and Bloomberg Professional.

60 Staff/1

00, Muldoon/23.

1 1d., at 23.
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and 0.01 percent preferred equity.5?

Even though Mr. Muldoon cites the Hope and Bluefield decisions, which requires that
the return for a regulated utility be comparable to returns available to investors in
other investments with comparable risk, as shown in Figure 2 above, Mr. Muldoon’s
ROE recommendation is substantially below the average authorized return for
comparable vertically integrated electric utilities since 2019 of 9.65 percent.

Mr. Muldoon has not provided any evidence or supporting documentation that
demonstrates why the authorized ROE for PacifiCorp should be set 45 basis points

below the average return for comparable vertically integrated electric utilities.

Mr. Muldoon’s ROE recommendation of 9.20 percent is based entirely on the results
of his Multi-Stage DCF model. Mr. Muldoon contends that the results of his Multi-
Stage DCF model are reasonable as compared with the ROE estimates produced by
the Constant Growth DCF and CAPM methodologies. However, as explained later in
my reply testimony, Mr. Muldoon’s estimates resulting from those models are based
on flawed inputs and assumptions. In addition, as noted above, Mr. Muldoon fails to
consider how his recommended ROE for PacifiCorp compares to authorized ROEs
for comparable vertically integrated electric utilities in other jurisdictions. Lastly,

Mr. Muldoon does not consider the incremental business risks of PacifiCorp relative

21d., at 18.
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to the proxy group, in establishing his ROE recommendation. In doing so,

Mr. Muldoon effectively ignores the Hope decision to which they refer where the
U.S. Supreme Court stated that “the return to the equity owner should be
commensurate with returns on investments in other enterprises having corresponding

risks.”

While there are many areas of disagreement with the technical aspects of

Mr. Muldoon’s analyses, as a practical matter, the most important area of
disagreement is that Mr. Muldoon’s ROE recommendation of 9.20 percent would
place PacifiCorp’s authorized return at the low end of the range of returns for

vertically integrated electric utilities.

Mr. Muldoon and I disagree on the following aspects of the ROE estimation models and

considerations in developing a recommended ROE: (1) the composition of the proxy
group; (2) the relevance of the Multi-Stage DCF results and the time period over
which those results should be calculated; (3) the application of the Multi-Stage DCF
model, particularly the long-term growth rate assumption; (4) the importance of
considering the results of multiple models, including the Constant Growth DCF,
CAPM, and Risk Premium analyses to check the reasonableness of the DCF results
and to inform the ultimate ROE recommendation; (5) other factors that support a cost
of equity above the proxy group mean, including elevated capital spending levels and
above average business risks relative to the proxy group; and (6) the appropriate

capital structure for PacifiCorp.
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A. Proxy Group Composition

A. Yes, [ do. As shown in Figure 9 below, Mr. Muldoon’s screening criteria results in
the exclusion of 11 companies that would be considered comparable to PacifiCorp.

As a result, there are four main areas where I disagree with the screening criteria that

Mr. Muldoon has applied to the companies classified by Value Line as Electric

Utilities:

1. The requirement that a company have a credit rating within two notches above
or below the current ratings for PacifiCorp, which, as shown in Figure 9, four
companies included in my proxy group did not pass;

2. The regulated electric utility revenue screen, which, as shown in Figure 9, three
companies included in my proxy group did not pass;

3. The capitalization screen that requires a company have a long-term debt ratio
as calculated by Value Line between 45 percent and 55 percent, which, as
shown in Figure 9, eight companies included in my proxy group did not pass;
and

4. The requirement that a company not be involved in merger or acquisition
activity for the last five years, which, as shown in Figure 9, three companies

included in my proxy group did not pass.
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Figure 9: Bulkley Proxy Group Companies Eliminated Due to Mr. Muldoon’s

Screening Criteria

63

Company Credit | Regulated | Debt M&A
Rating Electric Ratio | Activity
Revenue
ALLETE, Inc. Pass Fail Fail Pass
American Electric Power Company, Inc. Pass Pass Fail Fail
Avista Corporation Fail Pass Pass Fail
CMS Energy Corporation Pass Pass Fail Pass
Entergy Corporation Pass Pass Fail Pass
IDACORP, Inc. Fail Pass Pass Pass
NextEra Energy, Inc. Pass Fail Fail Fail
NorthWestern Corporation Fail Pass Pass Pass
Otter Tail Corporation Fail Fail Fail Pass
Southern Company Pass Pass Fail Pass
Xcel Energy Inc. Pass Pass Fail Pass
Credit Rating Screening Criterion
Why do you not agree with Mr. Muldoon’s credit rating screen?
A While all of the witnesses in this proceeding who develop ROE estimates rely on a

credit rating screen, Mr. Muldoon’s credit rating screening criterion is very narrow,

eliminating companies that do not have credit ratings within plus or minus two

notches of PacifiCorp’s A rating from S&P and A3 rating from Moody’s. Both

8 Source: Staff/102 Muldoon/2
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Mr. Gorman and I agree that investment grade credit ratings are a reasonable criterion

to establish comparability.

Mr. Muldoon excludes companies from the proxy group if their credit rating is lower
than BBB+ from S&P and Baa2 from Moody’s. There are four companies (Avista
Corporation (AVA), IDACORP, Inc. (IDA), NorthWestern Corporation (NWE), and
Otter Tail Corporation (OTTR)) included in my proxy group that did not meet

Mr. Muldoon’s credit rating screening criterion.

The development of the screening criteria is intended to establish a proxy group that
is reasonably comparable to the subject company, yet not unnecessarily restrictive
such that one individual estimated result can bias the analysis. In order to balance
these interests, it is reasonable to include all companies with an investment grade
rating in the proxy group because investors generally differentiate between
investment grade and non-investment grade companies. Moreover, Mr. Muldoon has
provided no support for his conclusion that two electric companies that have
investment grade credit ratings separated by more than two notches would have
substantially different business and financial risks that one would not be consider

comparable to the other company.

Yes. Inthe case of AVA, IDA, and OTTR, each of the companies has a Moody’s

credit rating within two notches of PacifiCorp’s Moody’s credit rating but are
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excluded because AVA, IDA and OTTR have a S&P credit rating two notches below
PacifiCorp’s S&P credit rating. The requirement that a company have both a
Moody’s and S&P credit rating within two notches of PacifiCorp’s credit ratings is
unreasonably restrictive. It is unlikely that an investor would view a company as not
comparable because a company’s S&P credit rating was more than two notches from
the subject company’s S&P credit rating while the Moody’s credit rating was less
than two notches from the subject company’s Moody’s credit rating. As a result, I
conclude that Mr. Muldoon’s credit rating screen is too narrow and excludes
companies that are reasonably comparable to PacifiCorp in terms of business and

financial risk.

2. Regulated Electric Revenue Screening Criterion

No, I do not. Mr. Muldoon has selected companies for his proxy group that are
“heavily regulated electric utility revenue”. While this is not quantified in the
testimony, in Exhibit Staff/102, it appears that Mr. Muldoon is applying a regulated
revenue screen that excludes companies with less than 80 percent of revenues from
regulated operations. I have two main concerns with Mr. Muldoon’s “heavily
regulated electric utility revenue” screen. First, the way that Mr. Muldoon applies
this screen does not accomplish what he suggests, establishing a proxy group with

significant regulated electric revenue. Mr. Muldoon’s screening criterion, as

applied, only ensures that the companies included in his proxy group have 80 percent
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or greater revenues from regulated operations. Therefore, this screen does not

ensure that the companies are primarily regulated electric utilities.

Second, I disagree with the use of revenue as the screening criterion. The use of revenue can

skew the results of this screen based on changes in fuel costs and other operating
costs. It is more appropriate to rely on net operating income because net operating
income is more representative of the contribution of that business segment to

earnings.

Yes, it does. As noted above, Mr. Muldoon contends he has relied on a screening
criteria that ensures the companies included in his proxy group derive a substantial
portion of total revenues from regulated electric operations. However,

Mr. Muldoon’s screen only determines if a company derives 80 percent of its total
revenue from regulated operations. Mr. Muldoon does not determine the percentage
of revenue derived from regulated electric operations. This results in the inclusion of
companies that derive a significant portion of revenue from other regulated operations
such as natural gas. For example, WEC Energy Group, Inc. was included in

Mr. Muldoon’s proxy group; however, as shown in Exhibit PAC/1401, WEC Energy
Group, Inc. derived only 57 percent of its total revenue from regulated electric
operations for the three-year period of 2019-2021. WEC Energy Group, Inc. has
significant regulated natural gas operations and therefore, from 2019-2021, WEC

Energy Group, Inc. derived 41.96 percent of its total revenue from regulated natural
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gas operations. It is clear that had Mr. Muldoon relied on a screen that ensured
companies had “heavily regulated electric utility revenue” similar to PacifiCorp that

WEC Energy Group, Inc. would not have been included in his proxy group.

Net operating income is more representative of the contribution of that business
segment to earnings and the corporation’s overall financial position than total
revenue. Specifically, a significant portion of electric utility company revenue is
derived from the costs of purchased fuel and purchased power, which, in most cases,
are recoverable through tracking mechanisms and do not, therefore, contribute to
earnings. Furthermore, this portion of total revenue can fluctuate considerably based
on the cost of fuel and purchased power. Therefore, relying exclusively on a revenue
screen does not provide a clear or necessarily consistent indication of the contribution
of the regulated utility operations to a company’s earnings. Net operating income
excludes the cost of purchased commodity and therefore more closely represents the

contribution of the business segment to a company’s earnings.

Yes, I do. While Mr. Muldoon does not explicitly reference in his testimony the data
source he has relied on to develop his regulated revenue screen, in Exhibit Staff/102,
it appears Mr. Muldoon has developed his regulated revenue screen using data
reported in the SEC Form 10-K. However, I am unable to verify the regulated

revenue percentages that Mr. Muldoon has reported in Exhibit Staff/102 using from
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the Form 10-K data for each of the companies. For example, Mr. Muldoon estimated
that ALLETE, Inc. derived only 75 percent of its total revenue from regulated
operations. As aresult, ALLETE, Inc. did not meet Mr. Muldoon’s regulated revenue
screen which required regulated revenue of greater than 80 percent. However, in its
2021 Form 10-K, ALLETE, Inc. reported that the company derived between

84 percent and 87 percent of its total revenue from regulated operations for the period
of 2019-2021.%* Therefore, the company would meet Mr. Muldoon’s regulated
revenue screen.® It is unclear why Mr. Muldoon’s regulated revenue percentage for

ALLETE, Inc. deviated substantially from that reported by the company.

3. M&A Screening Criterion

The purpose of applying an M&A screen is to isolate companies that are involved in
transformative transactions, that is transactions that will cause a fundamental change
in a company and its financials. The larger the size of the transaction, the greater
likelihood the transaction will have a significant effect on the share prices of the firms
involved. Thus, it is important to exclude the companies from the proxy group that
are involved in transformative transactions so that the temporary effect of the
transaction does not affect the ROE model results. Excluding companies based on
either smaller, non-transformative transactions or transactions that occurred well
before the analytical period being relied on to estimate the ROE unnecessarily

reduces the size of the proxy group and eliminates companies that investors would

% ALLETE, Inc., 2021 Form 10-K, at 8.

5 While ALLETE, Inc. would meet Mr. Muldoon’s regulated revenue screen, the company does not meet Mr.
Muldoon’s debt ratio screen and would still be excluded from his proxy group. However, as I will discuss in
more detail below, I disagree with Mr. Muldoon’s use of a debt ratio screen.
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consider comparable.

No, it is not. Mr. Muldoon’s merger screening criterion excludes companies that
have been involved in significant M&A activity at any time during the past five years,
when the market data that he relies on uses average stock prices on the first of the
months of April through June 2022. It is unreasonable to assume that a transaction

from five years ago would unduly influence the prices on these three days in 2022.

Second, Mr. Muldoon’s application of the M&A screen resulted in American Electric Power

Company, Inc. (AEP) not meeting his M&A screen even though AEP was not
engaged in a transaction that would be considered transformative. Transactions that

are smaller in size are less likely to affect the market data of the company.

Yes. As shown in Exhibit Staftf/102, Mr. Muldoon indicates that NextEra Energy,
Inc. (NEE) would not have met his M&A screen due to two proposed transactions
that were terminated several years ago and therefore could not have reasonably been
expected to affect the stock prices on the three days Mr. Muldoon relied on in 2022.
The first transaction was NEE’s attempt to acquire Hawaiian Electric Industries, Inc.
(HE) which was terminated in 2016 and the second was NEE’s attempt to acquire
Oncor Electric Delivery Company LLC which was terminated in 2017. First, NEE’s
acquisition of HE was terminated over five years so it is unclear why Mr. Muldoon is

still listing this transaction for his M&A screen. Second, Mr. Muldoon relied on
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stock price data as of the first trading day of April, May, and June 2022. As noted
above, NEE’s acquisition of Oncor was terminated in 2017 which is well outside of
the historical data set used by Mr. Muldoon in his analysis. Since NEE’s merger
activity could not reasonably be expected to influence its stock price used in

Mr. Muldoon’s analysis, there is no basis to exclude NEE on M&A activity.®

Yes, [ did. Figure 10 provides the detail behind the transaction that Mr. Muldoon
deemed transformative for AEP. AEP has agreed to sell its subsidiary Kentucky
Power Company to Liberty Utilities for $2.85 billion. However, as shown in Figure
10, AEP has total net utility plant as of 2020 of $59.53 billion which means this
transaction represented only 4.79 percent of 2020 net plant. Figure 11 is an event
study that compares the stock price of AEP to the S&P 500 index prior to and
following the announcement of the transaction. As shown in this study, the stock
price of AEP was not unduly influenced by the announcement of the sale of Kentucky
Power Company. Therefore, it is reasonable to continue to include AEP in the proxy
group.®’

Figure 10: Mr. Muldoon — Review of AEP M&A Transaction

% While NEE should not be excluded on the basis of M&A activity, the company does not meet Mr. Muldoon's
revenue and debt ratio screens and would still be excluded from his proxy group. However, as I discussed
above, I disagree with the use of a revenue screen and do not believe Mr. Muldoon’s regulated revenue
calculation is correct. Moreover, as [ will discuss in more detail below, I also disagree with Mr. Muldoon’s use
of a debt ratio screen.

7 While AEP should not be excluded on the basis of M&A activity, the company does not meet Mr. Muldoon’s
debt ratio screen and would still be excluded from his proxy group. However, as I will discuss in more detail
below, I disagree with Mr. Muldoon’s use of a debt ratio screen.
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Ticke Price Announced Close Net Plant / Net
Company r Description (SBillions) Date Date (SBillions) | Plant
American Electric Sale of Kentucky 4.79
AEP $2.85 10/26/2021 N/A $59.53
Power Company, Inc. Power Company %

Figure 11: AEP Stock Price

A-Jan-21 4-Feb-214-Mar-21 4-Apr-21 4-May-21 4-Jun-21 4-Jul-21 4-Aug-21 4-Sep-21

AEP ====S5S&P500 == == M&A - Announce Date

Q. Are there other companies that Mr. Muldoon should have excluded from his
proxy group based on aberrations in stock price?

A. Yes. Mr. Muldoon should have excluded PNW from his proxy group. As I discussed
in my direct testimony, I excluded PNW from my proxy group because PNW’s stock
price declined approximately 24 percent over a two-month period from August 2021
to November 2021 due to a negative regulatory decision for its largest operating
company, APS. Based on this information, the dividend yield for Pinnacle West has

been affected by a one-time event. Further, the Value Line five-year projected EPS
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growth rates for this company have fallen from 5.0 percent in July 2021, prior to the
deliberations in the rate proceeding to “Nil” in October 2021 and most recently

1.5 percent in April 2022. This recent Value Line report noted that PNW’s earnings
would “almost certainly decline in 2022 primarily related to the APS rate order.
Based on the fact that the assumptions used in the DCF model have been affected
significantly by this rate decision, I believe Mr. Muldoon should have excluded PNW

from his proxy group.

4. Long-term Debt Ratio Screening Criterion

Mr. Muldoon includes companies in the proxy group if their capital structure has
between 45 and 55 percent long-term debt according to Value Line. Mr. Muldoon

provides no support for why this range is appropriate for PacifiCorp.

No. Mr. Muldoon’s use of a credit rating screen and a capital structure screen is
unnecessary in that the financial risk that it apparently is being used to assess is
addressed in another screen. Therefore, this criterion merely serves to reduce the size
of the group without providing any benefit of making the group more comparable to
PacifiCorp. As discussed previously, the development of the proxy group necessarily
balances the size of the group with comparability. The use of a credit rating screen

achieves this balance without overly restricting the sample size.
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Mr. Muldoon’s testimony and workpapers are not clear in this regard. While

Mr. Muldoon has relied on Value Line’s projection of the long-term debt ratio for
each company as of 2022, it is not readily apparent if Mr. Muldoon has considered
the long-term debt ratio estimates provided by Value Line for 2023 and 2025-2027.
For example, Mr. Muldoon has included Eversource Energy (ES) in his proxy even
though the company had a long-term debt ratio of 55.50 percent which exceeded the
high-end of Mr. Muldoon’s criteria of 55 percent. Considering the Value Line report
dated February 11, 2022 for ES that Mr. Muldoon relied on for his analysis, it would
appear that Value Line is projecting that ES will increase its long-term debt ratio from
55.5 percent to 57.0 percent by 2025-2027. Given the expected increase in ES’s
long-term debt ratio, it is reasonable to conclude that ES should have been excluded
from Mr. Muldoon’s proxy group. Moreover, consideration of Value Line’s forecast
for 2025-27 is reasonable particularly because Mr. Muldoon has relied on the
dividend forecasts provided by Value Line for the same time period in his Multi-
Stage and Single-Stage DCF analyses. Further, this example highlights the increased
level of subjectivity that must be applied when relying on the long-term debt ratios

projected by Value Line.

Yes. As shown in Figure 12 below, there are eight companies that were included in
my proxy group that did not meet Mr. Muldoon’s long-term debt ratio screen. Of
those eight companies, four companies (CMS Energy Corporation, Entergy

Corporation, Southern Company and Xcel Energy, Inc.) met each of the remaining

Reply Testimony of Ann E. Bulkley



10

11

12

PAC/1400
Bulkley/57

screens applied by Mr. Muldoon and thus were only excluded due to his long-term
debt ratio screen. Given the number of companies excluded due to the long-term debt
ratio screen, [ believe the screen is overly restrictive. The use of a long-term debt
ratio screen is even less relevant considering that Mr. Muldoon, ultimately, adjusts his
Multi-Stage DCF results using the Hamada equation. While I do not agree with his
specific adjustment, and address this separately in my reply testimony, the Hamada
equation specifically accounts for differences in financial risk as a result of capital
structure between the subject and proxy group companies. Therefore, the additional
use of a long-term debt ratio screen is unnecessary and overly restricts the proxy
group.

Figure 12: Proxy Companies Excluded by Mr. Muldoon based on the Capitalization

Ratio Screen

Company

ALLETE, Inc.

American Electric Power Company, Inc.

CMS Energy Corporation

Entergy Corporation

NextEra Energy, Inc.

Otter Tail Corporation

Southern Company

Xcel Energy Inc.
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5. Generation Ownership Screening Criterion

Yes, I do. Mr. Muldoon has not applied a screen to ensure the companies included in
his proxy group: 1) own generation and 2) own coal-fired power plants. In fact,
Mr. Muldoon notes that he saw my thermal generation fuel mix screen as “largely a

distraction”.%®

I have selected companies that own regulated generation assets because they have a
different risk profile than companies that do not own generation (i.e., transmission
and distribution (T&D) only utilities). Furthermore, in order to increase the risk
comparability to PacifiCorp in Oregon, I have applied an additional screen based on
the percentage of coal-fired generation. Mr. Muldoon, on the other hand, has not
applied a generation screen, and has therefore included companies that own very
limited regulated generation. In particular, Mr. Muldoon’s proxy group includes
Consolidated Edison, Inc. and ES, both of which own very limited regulated

generation assets and therefore are not risk comparable to PacifiCorp.

The generation function is generally regarded by investors as being higher risk than
electric transmission or distribution. As stated by Moody’s in its 2017 ratings

methodology for regulated electric and gas utilities:

8 Staff/100, Muldoon/25.
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Generation utilities and vertically integrated utilities generally
have a higher level of business risk because they are engaged in
power generation, so we apply the Standard Grid. We view
power generation as the highest-risk component of the electric
utility business, as generation plants are typically the most
expensive part of a utility’s infrastructure (representing asset
concentration risk) and are subject to the greatest risks in both
construction and operation, including the risk that incurred costs
will either not be recovered in rates or recovered with material
delays.

6. Conclusion

A. While I believe it was Mr. Muldoon intention to identify risk-comparable companies

using his criteria, based on the following five reasons, I conclude that the proxy group

developed by Mr. Muldoon is not comparable to PacifiCorp and therefore should not

be considered by the Commission in setting the ROE for the Company:

1. Mr. Muldoon’s “heavily regulated electric utility revenue” screen: 1) is not
applied to achieve a proxy group based on electric utility revenue and includes
companies that have significant natural gas operations; and 2) as in the example
for ALE, does not appear to match the data source (i.e., Form 10-K) that
Mr. Muldoon notes is the source of his regulated revenue calculation.

2. Mr. Muldoon’s M&A screen inappropriately excludes companies: 1) based on
transactions that closed or were terminated up to five years ago which clearly
would not have any effect on the three days of market data Mr. Muldoon relied
on to calculate his DCF and CAPM analyses; and 2) excludes companies such

as AEP which had smaller transactions that would not be considered

% Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, at 21.
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transformative, and 3) fails to exclude companies that did experience significant
unsustainable changes to market data, specifically PNW.

3. Mr. Muldoon’s credit rating screen is overly restrictive and results in the
exclusion of companies that would be considered comparable to PacifiCorp. He
has provided no evidence that investors would not consider comparable a
company with an investment grade credit rating that is more than two notches
from the subject company’s credit rating.

4. Mr. Muldoon’s long-term debt ratio screen is not appropriate because: 1) he has
applied a credit rating screen which also considers financial risk; and 2) he
applies the Hamada adjustment to his DCF results to account for any difference
in financial risk between PacifiCorp and the proxy group.

5. Mr. Muldoon fails to consider a key risk factor that has been identified by
investors and credit rating agencies, generation ownership. This results in the
inclusion of two companies that own minimal generation and therefore are not

comparable to PacifiCorp, a vertically integrated utility.

A. Mr. Gorman relies on the same proxy group as I have in my direct testimony to

develop his recommended ROE for the Company.’®

It is reasonable to conclude that Mr. Gorman did not disagree substantially with the

screening criteria relied upon to establish the group. Further, it is reasonable to

70 AWEC-CUB/100, Gorman/30.
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conclude that Mr. Gorman agrees that this proxy group is reasonably risk-comparable
to PacifiCorp.

B. Multi-Stage DCF Analysis

1. Reasonableness of Mr. Muldoon’s Multi-Stage DCF Results

No. The ROE range selected by Mr. Muldoon from his Multi-Stage DCF analysis is
8.95 percent to 9.38 percent, with a midpoint of approximately 9.20 percent. The low
end of this range of results is 70 basis points below the average of comparable
authorized ROEs for vertically integrated electric utilities since 2019 of 9.65 percent,
and Mr. Muldoon’s ROE recommendation is 45 basis points lower than the average
authorized return over that period. Only three of 77 decisions for vertically integrated
electric utilities have authorized an ROE of 9.20 percent or less since January 2019.7!
The Hope and Bluefield decisions require the authorized return to be just and
reasonable, as well as comparable to other returns available to investors in companies
with similar risk. Mr. Muldoon’s Multi-Stage DCF results clearly violate this

standard.

2. Share Prices

Mr. Muldoon’s Multi-Stage DCF analysis is based on average stock prices for three

" Source: S&P Capital 1Q Pro.
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days; the first trading day of April, May, and June 2022.7?

No, I do not. Mr. Muldoon’s approach of relying on three individual days to establish
the average price for the proxy companies is an insufficient time period to minimize
the effect of market volatility. It is more effective to rely on longer averaging
periods, such as was relied upon in my analysis and that of Mr. Gorman to minimize
the effect of day-to-day movements in stock prices. For example, in my direct
testimony, I have relied on 30-, 90- and 180-day averaging periods. Similarly,
AWEC/CUB witness Mr. Gorman uses 13-week average stock prices as of April 14,
2022, in his DCF analyses.

Furthermore, as discussed in Section IV above, the use of average stock prices
in the DCF model is particularly important given current market conditions. The
Federal Reserve is normalizing monetary policy in response to sustained increase
levels of inflation due to supply constraints as a result of the COVID-19 pandemic
and the conflict between Russia and Ukraine. This creates uncertainty in the market
regarding the pace of the policy normalization and the effect of the Federal Reserve’s
policy normalization on the economy and inflation. As shown in Figure 13 below,
Chicago Board Options Exchange (CBOE) Volatility Index (VIX) has varied
significantly since December 2021 when the Federal Reserve announced that the
process of normalizing monetary policy would be accelerated to respond to inflation.

Since that time investors have responded to both positive and negative developments

72 Staff/100, Muldoon/35.
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regarding the effect of inflation, the effect of the Federal Reserve’s policy on the
economy as well as the global economic effects of the war in Ukraine. The use of
average closing prices on the first trading day of three months subjects any analysis to
over or understating the ROE based on the relative position of the market on the three
dates that the underlying data was accessed.

Figure 13: CBOE VIX — December 2021 to June 202273

12/1/2021
12/8/2021 1
12/15/2021
12/22/2021
12/29/2021
1/5/2022 1
1/12/2022 1
1/19/2022 1
1/26/2022 1
2/2/2022 1
2/9/2022 A
2/16/2022 1
2/23/2022 1
3/2/2022 1
3/9/2022 1
3/16/2022 1
3/23/2022 1
3/30/2022 1
4/6/2022 1
4/13/2022
4/20/2022
4/27/2022
5/4/2022 1
5/11/2022 T
5/18/2022 T
5/25/2022 T
6/1/2022 T
6/8/2022 T
6/15/2022 T
6/22/2022 T
6/29/2022

For example, Ameren Corporation’s adjusted close stock price ranged from
$81.39 to $97.89 over the period of April 1, 2022 through June 30, 2022. Similar
short-term stock price changes can be seen with the other proxy group members.
Therefore, the average of a small number of data points could bias the average over
this time period, depending on the individual days chosen. This issue can become

even more pronounced when there are significant market events (e.g., immediately

3 Chicago Board Options Exchange, CBOE Volatility Index: VIX [VIXCLS], retrieved from FRED, Federal
Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/VIXCLS, June 30, 2022.

Reply

Testimony of Ann E. Bulkley



10

11

12

13

14

15

16

17

18

19

20

21

22

PAC/1400
Bulkley/64

prior to and after the stock market crash in 2007 due to the financial crisis and
immediately prior to and after the stock market crash in March 2020 that occurred
due to the economic effects of COVID-19).

Thus, Mr. Muldoon’s approach is prone to error by relying on a dataset that is
too narrow and susceptible to short-term variations that are not representative of
longer-term market conditions. It is for this reason that most analysts and
Commissions rely on an average of utility stock prices over some time period to

ensure that one or two unusual data points cannot bias the results of the analysis.

3. Short-term and Long-Term Growth Rate Assumptions

The Multi-Stage DCF models that Mr. Muldoon and I have relied on are generally
similar in structure; we both use a three-stage model that relies on near-term growth
in the first five-year period, transitional growth rates for the second stage (years six—
10), and a long-term growth rate in year 11 and beyond. The primary difference in
our analyses is the appropriate near-term and long-term growth rate used in the first
and third stages of the model. Mr. Muldoon uses dividend and earnings growth rates
from Value Line in the first stage, while I have used earnings growth rates from
Value Line, Thomson First Call and Zacks Investment Service. For the long-term
growth rate, Mr. Muldoon relies on multiple sources for a nominal GDP growth rate

{74

ranging from 4.00 percent to 4.95 percent’®, while I have used a GDP growth rate of

74 Staff/100, Muldoon/31-32.
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5.49 percent based on historical real GDP growth and projected inflation.

As explained in my direct testimony, I used EPS growth rates based on equity
analysts’ forecasts because dividend growth ultimately can only be sustained by
earnings growth.”> As noted by Brigham and Houston:
Growth in dividends occurs primarily as a result of growth in
earnings per share (EPS). Earnings growth, in turn, results from a
number of factors, including (1) inflation, (2) the amount of earnings

the company retains and invests, and (3) the rate of return the
company earns on its equity (ROE).”®

In contrast, changes in a company’s dividend payments are based on
management decisions related to cash management and other factors. For example, a
company may decide to retain certain earnings rather than include those earnings in a
dividend issuance. Therefore, dividend growth rates are less likely than earnings
growth rates to reflect investor perceptions of a company’s growth prospects.
Furthermore, investment analysts report predominant reliance on EPS growth
projections. In a survey completed by 297 members of the Association for
Investment Management and Research, the majority of respondents ranked earnings
as the most important variable in valuing a security (more important than cash flow,

dividends, or book value).”’

5 PAC/300, Bulkley/34.

76 Eugene F. Brigham and Joel F. Houston, Fundamentals of Financial Management, at 317 (Concise Fourth
Edition, Thomson South-Western, 2004).

7 Stanley B. Block, 4 Study of Financial Analysts: Practice and Theory, Financial Analysts Journal
(July/August 1999).
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Academic research also supports the use of EPS growth estimates in the DCF
model. A 2002 study in the Journal of Accounting Research, examined “the
valuation performance of a comprehensive list of value drivers” and found that
“forward earnings explain stock prices remarkably well” and were generally superior
to other value drivers analyzed.”® A 2012 study from the journal Contemporary
Accounting Research found that the sell-side analysts with the most accurate stock
price targets were those whom the researchers found to have more accurate earnings
forecasts.” This conclusion is consistent with the findings of Professors Jung, Shane
and Yang who concluded in their 2012 article in the Journal of Accounting and
Finance that investors respond more strongly to the recommendations of analysts
who publish long-term earnings growth projections. Specifically, the results of the
study indicated that:

We speculate that publication of LTG forecasts signals effective
analyst investment in a process that provides the analyst with a
valuable long-term perspective of firms’ prospects, and more so in
the post-Reg. FD period when analysts have a more level playing
field. We document robust results consistent with this conjecture.
We find that stock recommendations accompanied by LTG forecasts
elicit a stronger market reaction than recommendations
unaccompanied by LTG forecasts. In addition, analysts publishing
LTG forecasts are less likely to leave the profession or be demoted
from large to smaller brokerage houses. Finally, post-Reg. FD
observations drive most of our results.

Since we also find no evidence of market under- or overreaction to
stock recommendation revisions accompanied by LTG forecasts, we
conclude that publication of LTG forecasts plays a meaningful role

8 Jing Liu, et al., Equity Valuation Using Multiples, Journal of Accounting Research, Vol. 40 No. 1, March
2002.

" C.A. Gleason, et al., Valuation Model Use and the Price Target Performance of Sell-Side Equity Analysts,
Contemporary Accounting Research.
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in promoting price discovery and efficient allocation of resources in
capital markets.®

Q.

A. There were a number of companies that suspended dividend payments as a result of
the increased uncertainty due to COVID-19. For example, more than 40 S&P 500
companies temporarily suspended their dividends in 2020 due to COVID-19.3! These
dividend suspensions occurred because companies believed earnings over the short-
term would decline and, therefore, elected to conserve cash to offset the financial
effects of COVID-19. This decision will affect the dividends and the payout ratio in
the short-term but is not necessarily indicative of a firm’s long-term earnings growth.

Q.

A. Yes. Value Line is the only source of dividend growth rates of which I am aware.

Mr. Muldoon’s reliance on dividend growth rates from Value Line is a concern
because those dividend growth rates are based on the views of a single analyst,
whereas the EPS growth rates from Thomson First Call and Zacks Investment

Research are consensus estimates based on the average EPS growth rates from

multiple analysts.

As shown in Table 7 of Mr. Muldoon’s opening testimony, Mr. Muldoon uses four

80 Boochun Jung, et. al., Do financial analysts' long-term growth forecasts matter? Evidence from stock
recommendations and career outcomes, Journal of Accounting and Economics, Vol. 53 Issues 1-2, February-
April 2012.

81 Karen Langley, U.S. Companies Slashed Dividends at Fastest Pace in More Than a Decade, Wall Street
Journal (July 8, 2020).
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different sources of GDP growth in his Multi-Stage DCF model: 1) a blended growth
rate of 4.62 percent based on 50.0 percent weight given to the Bureau of Economic
Analysis (BEA) nominal historical GDP growth rate of 4.95 percent and 12.5 percent
weight to the following sources of projected GDP: Energy Information
Administration; PricewaterhouseCoopers; Social Security Administration; and
Congressional Budget Office (CBO); 2) a projected growth rate of 4.00 percent based
on the CBO long-term 20-year budget outlook; 3) a growth rate of 4.95 percent based
on the BEA nominal historical GDP growth rate; and 4) my long-term GDP growth

rate of 5.49 percent.

As a practical matter, none of the GDP growth rates used by Mr. Muldoon with the
exception of my GDP growth rate of 5.49 percent produce ROE results that are
consistent with the average of comparable authorized returns of 9.65 percent for
vertically integrated electric utilities in other jurisdictions across the country since
2019. However, it should be noted that while Mr. Muldoon estimates a scenario of
his Multi-Stage DCF model using my GDP growth rate, he does not rely on these
results in the determination of the ROE for PacifiCorp because he concludes that my
GDP growth rate is “excessive”.

Furthermore, while Mr. Muldoon estimates his Multi-Stage DCF model using
the projected and blended GDP growth rates of 4.00 percent and 4.62 percent,
respectively, he does not rely on these results when determining his range of

reasonable ROEs for PacifiCorp of 8.95 percent to 9.38 percent.
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Mr. Muldoon appears to rely solely on the results of his Multi-Stage DCF
model using his historical GDP growth rate of 4.95 percent to develop his range of
reasonable ROEs and ROE recommendation for PacifiCorp. For example, the lower
boundary of Mr. Muldoon’s range of 8.95 percent is calculated based on his proxy
group and historical GDP growth rate of 4.95 percent, which produces a Multi-Stage
DCEF result of 8.51 percent, which Mr. Muldoon then adjusts for leverage using the
Hamada-equation to a return of 8.82 percent, plus flotation costs of 12.5 basis points
to arrive at the 8.95 percent return. Similarly, the upper boundary of Mr. Muldoon’s
range of 9.38 percent is calculated based on my proxy group and his historical GDP
growth rate, which produces a Multi-Stage DCF result of 8.75 percent, which Mr.
Muldoon then adjusts for leverage using the Hamada-equation to a return of 9.26

percent, plus flotation costs of 12.5 basis points to arrive at the 9.38 percent return.

A. Yes, he has. In docket UE 374 for PacifiCorp, Mr. Muldoon relied on my GDP
growth rate methodology and calculation in his Multi-Stage DCF analysis to establish
the upper boundary of his range of reasonable ROEs of 9.39 percent.®? This is
inconsistent with his position in the current proceeding where he disregards his Multi-
Stage DCF results using my GDP growth rate because he concludes that my growth

rate is “excessive”.%?

82 In the matter of PacifiCorp, dba Pacific Power, Request for a General Rate Revision, Docket No. UE 374,
Staff/205 Muldoon-Enright /1 (June 4, 2020).
83 Staff/104, Muldoon/1.
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As discussed previously, Mr. Muldoon relied upon my GDP growth rate to set his
range in the Company’s last case. In docket UE 374, that GDP growth rate was

5.53 percent. In the current case, my estimate of a GDP growth is 5.49 percent which
is lower than the estimate he actively accepted and relied upon in the Company’s last
proceeding. It is unreasonable for Mr. Muldoon to conclude today that my GDP
growth rates is “excessive,” when he actively relied on my methodology and the

resulting (higher) estimate in the last proceeding.

The upper end of Mr. Muldoon’s range would have increased from 9.38 percent to

9.80 percent.

4. Hamada Equation

No, I do not. Specifically, I disagree with the equity risk premium that Mr. Muldoon
relied on to calculate the Hamada adjustment. Mr. Muldoon relied on an equity risk
premium of 4.50 percent which he notes is based on the historical market risk

premium calculated by Ibbotson.
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There are several reasons why I disagree with the equity risk premium used in

Mr. Muldoon’s Hamada equation. First, the equity risk premium relied on by

Mr. Muldoon in the Hamada equation is inconsistent with the equity risk premium he
uses in his CAPM. Mr. Muldoon has relied on the historical risk premium as
estimated by Ibbotson of 4.50 percent in his Hamada equation but an equity risk
premium of 7.85 percent in his CAPM analysis. While I will discuss in more detail
below why I disagree with Mr. Muldoon’s calculation of the risk premium of

7.85 percent in his CAPM, he should have been consistent and also relied on a risk
premium of 7.85 percent in his Hamada equation. Mr. Muldoon provides no
explanation as to why he assumed a different risk premium for the Hamada equation
than the CAPM.

Second, I disagree with the use of the historical market risk premium because
it fails to consider the inverse relationship between interest rates and the market risk
premium. As shown in my Bond Yield plus Risk Premium analysis, as interest rates
decrease, the market risk premium increases. Lastly, it is not clear what time period
Mr. Muldoon used to estimate the historical risk premium from Ibbotson; however,
Mr. Muldoon’s calculation does not appear to incorporate recent data since his risk
premium estimate has not changed from the historical risk premium he reported in his

opening testimony in PacifiCorp’s last rate case, docket UE 374, in June 2020.54

84 In the matter of PacifiCorp, dba Pacific Power, Request for a General Rate Revision, Docket No. UE 374,
Staft/205 Muldoon, Enright /1 (June 4. 2020).
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5. Adjustments to Mr. Muldoon’s Multi-Stage DCF Analysis

Yes, I have. I adjusted and updated Muldoon’s Multi-Stage DCF analysis to reflect

the following:

1.

Rely on Mr. Muldoon’s “Model Y” which assumes the sale of the stock at year
30 and calculates the sale price based on a P/E ratio and projected EPS. It is
this version of his Multi-Stage DCF that considers earnings growth projections
from Value Line.

Rely only on the results of his Multi-Stage DCF model using the proxy group
that I rely on in my direct testimony.

Include the most current Value Line data® (i.e., dividends per share, EPS, etc.)
and more recent stock price data (first trading day of May, June and July 2022).
Update the Hamada adjustment to include the most current Value Line data
(i.e., beta coefficients, income tax rates, etc.), rely on the equity risk premium
of 7.85 percent that Mr. Muldoon used in his CAPM analysis and rely on the
Company’s proposed equity ratio of 52.25 percent as opposed to
Mr. Muldoon’s proposed equity ratio of 50.00 percent.

Develop the range of reasonable ROEs for PacifiCorp based on the Multi-Stage
DCEF results using Mr. Muldoon’s historical GDP growth rate of 4.95 percent
and my GDP growth rate of 5.49 percent which Mr. Muldoon considered in

PacifiCorp’s last rate case, docket UE 374.

8 Value Line Reports dated: April 22, 2022, May 13, 2022, and June 10, 2022.
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As shown in Figure 14, (see also Exhibit PAC/1402), as a result of these
updates and reasonable adjustments, the results of Mr. Muldoon’s Multi-Stage DCF
analysis increase to a range of 9.80 percent to 10.22 percent, with an approximate
midpoint of 10.0 percent.

Figure 14: Summary of Adjustments to Mr. Muldoon’s Multi-Stage DCF Analysis®°

Midpoint ROE Range
As Filed 9.2% 8.95% - 9.38%
Adjusted Multi-Stage DCF Results 10.0% 9.80% - 10.22%

A. My primary conclusions are as follows:

1. Mr. Muldoon estimates his Multi-Stage DCF model using a projected GDP
growth rate, a blended GDP growth rate, a historical GDP growth rate and my
GDP growth rate. However, the results of his Multi-Stage DCF model relying
on his projected and blended GDP growth rates are well below the nationwide
average ROE for vertically integrated electric utilities since 2019 and therefore
are not reasonable. It appears Mr. Muldoon agrees as he has not relied on these
results when developing his range of reasonable ROEs for PacifiCorp.

2. While Mr. Muldoon calculates his Multi-Stage DCF model using my GDP

growth rate, he disregards the results because he concludes that my GDP growth

8 Multi-Stage DCF results include Hamada and Flotation Cost Adjustments.
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rate of 5.49 percent is “excessive”. However, his conclusion is in direct conflict
with his position in PacifiCorp’s last rate case, docket UE 374, where he
developed the high end of his range of reasonable ROEs using my GDP growth
rate of 5.53 percent which is greater than the 5.49 percent GDP growth rate that
I relied on in the current proceeding.

Ultimately, Mr. Muldoon relies on the results of his Multi-Stage DCF model
calculated using his historical GDP growth rate of 4.95 percent. This results in
a range of reasonable ROEs (after the Hamada and Flotations cost adjustments
are applied) of 8.95 percent to 9.38 percent. However, even the high end of Mr.
Muldoon’s range of results is 27 basis points lower than the national average
for integrated electric utilities and does not take into consideration the fact that
PacifiCorp has higher overall business risk than the proxy group due to the
sharing band on the fuel cost adjustment mechanism, and the absence of
revenue decoupling.

Reasonable updates and adjustments to Mr. Muldoon’s analysis to reflect more
recent market data, rely only on the risk comparable proxy group agreed to by
myself and Mr. Gorman, consistent consideration of my GDP growth rate, and
making Mr. Muldoon’s equity risk premium in the Hamada equation consistent
with the equity risk premium used in his the CAPM, the midpoint of Mr.
Muldoon’s Multi-Stage DCF model increases by approximately 80 basis points

from 9.20 percent to 10.0 percent.
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6. Reliance on Multi-Stage DCF Model

As discussed in Section IV, interest rates have increased significantly over the past
several months and investors expect interest rates to continue to increase over the
near-term as the Federal Reserve accelerates the process of monetary policy
normalization in response to increased levels of inflation not seen in approximately
40 years. The share prices of utility stocks are inversely correlated to interest rates,
and thus investors expect the utility sector to underperform over the near-term. This
suggests that the cost of equity will be increasing over the near-term and thus, current
estimates of the DCF model are likely understating the forward-looking cost of equity
for PacifiCorp. Therefore, Mr. Muldoon’s ROE recommendation of 9.20 percent
based solely on the results of his Multi-Stage DCF analysis is most likely
understating investors’ return requirements over the period that PacifiCorp’s rates
will be in effect. Moreover, current and prospective market conditions support
consideration of other ROE estimation models such as the CAPM, and Risk Premium,
which may better reflect expected market conditions during the period that

PacifiCorp’s rates will be in effect.

Yes. As discussed in my direct testimony, while the Commission has generally relied
on the Multi-Stage DCF model, while using the Single-Stage DCF and the CAPM

methodologies to test the reasonableness of the Multi-Stage DCF results, the
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Commission has previously considered the results of many ROE estimation models
and determined, based on the results of those models, whether or not to place any
weight on the model in its final determination.®’

C. Alternative ROE Methodologies

Yes. Mr. Muldoon has considered alternative ROE methodologies, such as the

Constant Growth DCF model and the CAPM analysis to test the reasonableness of his
Multi-Stage DCF model results.®® However, Mr. Muldoon has not placed any weight
on the results of these alternative methodologies in establishing his range of results or

his ROE recommendation.

As explained in my direct testimony, investors consider the results of multiple
methodologies in order to inform their view of the cost of equity, including the DCF
model, the CAPM, and the risk premium analysis.®® This is particularly important
because each ROE estimation model has its own strengths and shortcomings. When
the results of one model cannot be corroborated by the results of alternative models, it
is reasonable and appropriate to consider the individual and collective results of

multiple methods to establish the return on equity.

87 PAC/300, Bulkley/31-32.
88 Staff/100, Muldoon/23.
8 PAC/300, Bulkley/30-42.
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1. Constant Growth DCF

As discussed in my direct testimony, one of the assumptions of the Constant Growth
DCF model is a constant growth rate for earnings and dividends in perpetuity.®°
Regulated utilities are in a mature industry and therefore the growth rates for this
industry are not likely to be as volatile as start-up companies, or companies that
experience greater volatility in the competitive market. Therefore, it is a reasonable
to rely on the Constant Growth DCF. In fact, the Constant Growth model was
developed by Professor Myron Gordon in the 1960s for the purpose of estimating the
cost of equity for companies that pay dividends, that have steady growth rates and
which operate in mature industries. The Multi-Stage DCF model was developed
later, as a variation on the Constant Growth DCF model, in order to allow for the
possibility that the near-term growth rate for a company would change over the
longer term. However, for regulated utilities, the near term growth rate is generally
sustainable over the longer term because these are mature companies with relatively
stable demand. My current concern with the DCF model (both Constant Growth and
Multi-Stage) is that given the inverse relationship between utility share prices and
interests rates and the expectation that interest rates will increase as the Federal
Reserve normalizes monetary policy, the DCF model is currently understating the

cost of equity over the near-term or the period that PacifiCorp’s rates will be in effect.

%0 PAC/300, Bulkley/33.
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No. There are two primary issues with Mr. Muldoon’s Constant Growth DCF model.
First, similar to his Multi-Stage DCF model, Mr. Muldoon relies on the average stock
prices for the first trading day of April, May, and June 2022. Similar to Mr. Gorman
and myself, Mr. Muldoon should have relied on average share prices over a specified
time period such as 30-days trading days rather than a limited three-day average,
which can be biased by short-term variations in the market. Second, Mr. Muldoon
has relied solely on projected dividend growth rates provided by Value Line. As I
discussed above, analysts’ projected earnings growth rates are the more appropriate
estimate of growth in the Constant Growth DCF model because projected dividend
growth rates are: 1) only sustained by earnings growth; and 2) susceptible to changes
in management decisions which do not reflect the long-term growth prospects of firm.
Moreover, the use of earnings growth is supported by the academic literature.
Finally, Mr. Muldoon’s sole reliance on projected dividend growth rates is not
consistent with his specification of the Multi-Stage DCF model where he also

considered projected earnings growth rates from Value Line.

Yes, I have. I adjusted and updated Muldoon’s Constant Growth DCF analysis to: 1)
rely only on the results of his Constant Growth DCF model using my proxy group
given the lack of comparability of Mr. Muldoon’s proxy group to PacifiCorp; 2)

include the most current Value Line data °! (i.e., dividends per share, EPS, etc.) and

°! ' Value Line Reports dated: April 22, 2022, May 13, 2022, and June 10, 2022.
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more recent stock price data (first trading day of May, June and July 2022); and 3)
rely on projected EPS growth rates from Value Line, Yahoo! Finance and Zacks
Investment Research in additional to the projected dividend growth rates from Value
Line. As shown in Exhibit PAC/1402, by making reasonable adjustments to

Mr. Muldoon’s Constant Growth DCF analysis, his results using my proxy group
increase 60 basis points from 8.80 percent to 9.40 percent.

The adjusted DCF result of 9.40 percent is slightly greater than the high-end
of his range of reasonableness of 9.38 percent based on the results of his Multi-Stage
DCF model including the Hamada and Floatation cost adjustments. Furthermore, if
Mr. Muldoon’s Hamada (51 basis points for my proxy group) and Flotation cost
(12.5 basis points) adjustments are added to the adjusted Constant Growth DCF
results of 9.40 percent, the resulting ROE is 10.02 percent which is consistent with
my recommended ROE range of 9.90 percent to 10.75 percent and above the

Company’s requested ROE of 9.80 percent.

No, he did not. Further, he did not provide an explanation as to why the Hamada and
Flotation cost adjustments were not applied to his Constant Growth DCF results. It
would stand to reason that if Mr. Muldoon determined the adjustments were
appropriate for the Multi-Stage DCF model that each adjustment should also be
applied to the Constant Growth DCF model. By excluding Hamada and Flotation
cost adjustments from his Constant Growth DCF model results it is not reasonable to

compare the results of this analysis with the range he establishes for his Multi-Stage
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DCF analysis, which includes both adjustments

In order to compare Mr. Muldoon’s Constant Growth DCF results to the range he
establishes from his Multi-Stage DCF analysis, it is necessary to apply both the
Hamada adjustment, of 51 basis points and the flotation cost adjustment of 12.5 basis
points to his Constant Growth DCF results for my proxy group. These adjustments
increase the result for my proxy group from 8.80 percent to 9.47 percent. An ROE of
9.47 percent is greater than the high-end of Mr. Muldoon’s range of reasonableness of
9.38 percent and clearly would not support the low-end of 8.95 percent as he
originally concluded.

2. CAPM and Risk Premium

Risk premium-based models are also commonly used by investors to estimate the cost
of equity. Both the CAPM and Risk Premium approaches rely on a risk-free rate (i.e.,
30-year Treasury bonds) plus a risk premium to compensate investors for the
additional risks associated with owning common equity. Risk premium-based models
provide another view on the cost of equity based on the historical relationship
between risk-free rates and equity returns. In the CAPM, beta is the measure of risk
for a specific company or industry relative to the broad market. Research has shown
that beta tends to understate the expected return for companies such as regulated

utilities that typically have beta coefficients less than 1.0, while overstating the
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expected return for companies with betas greater than 1.0. The CAPM and Risk
Premium results in my direct testimony indicate that the cost of equity for regulated
electric utilities is higher than the ROE estimates that are being produced by the DCF
models at this time. This conclusion is also supported by the CAPM results
calculated by Mr. Muldoon which are greater than the results produced by his
Constant Growth DCF and Multi-Stage DCF models. This suggests that it is not
appropriate for the Commission to base its decision for PacifiCorp solely on the
results of the Multi-Stage DCF model, when other well-regarded models do not

corroborate the results of the Multi-Stage DCF model.

No, I do not. Mr. Muldoon’s CAPM results range from 9.60 percent to 9.80 percent
which are 22 to 42 basis points higher than the high-end of Mr. Muldoon’s range of
reasonableness of 9.38 percent. Thus, Mr. Muldoon’s CAPM results provide support
for the conclusion that his Multi-Stage DCF model is understating the cost of equity

for PacifiCorp.

No, I do not. First, while Mr. Muldoon indicates that he has relied on the 30-year
Treasury bond yield as of June 3, 2022 of 2.94 percent as his estimate of the risk-free
rate, the yield on the 30-year Treasury bond as of June 3, 2022 was 3.11 percent and
not 2.94 percent. Second, as previously discussed and as shown in Figure 15 below,

interest rates have increased significantly in the past few months and are expected to
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continue to increase during the period in which PacifiCorp’s rates will be in effect.

Figure 15: Yield on 30 Year Treasury Bond - December 1, 2021, through June 30, 2022
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The cost of equity 1s being estimated for the forward-looking period when the
Company’s rates will be in effect. Therefore, it is equally important that the risk-free
rate be reflective of the expected risk-free rate during PacifiCorp’s rate period, which
1s increasing. Thus, it is not reasonable to assume that recent historical market
conditions reflect the market conditions that will exist in the future, and it is more
appropriate to rely on forward-looking interest rates that are expected to prevail
during the period that the Company’s rates will be in effect.

Have current interest rates exceeded the near-term interest rate projections that
you relied on in your Direct Testimony?

Yes, they have. As shown in Figure 16 below, current yields on the 30-year Treasury
Bond are well above the near-term projection (Q2/2022-Q2/2023) of 2.52 percent

published by Blue Chip Financial Forecasts that I relied on in my direct testimony
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and are very close to the near-term projection (Q3/2022-Q3/2023) of 3.48 percent
also published by Blue Chip Financial Forecasts as of June 2022. Therefore,
considering the recent increases in the yield on the 30-year Treasury bond as a result
of inflation and the Federal Reserve’s aggressive normalization of monetary policy, it
appears that the near-term projection published by Blue Chip is currently understating
future interest rates. This highlights the importance of relying on interest rate
projections, as the use of current interest rates 1s likely to vastly understate the interest
rates that will prevail during the period that PacifiCorp’s rates will be in effect.
Figure 16: Yield on 30 Year Treasury Bond - December 1, 2021, through June 30, 2022
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Q. Have any of the other ROE witnesses relied on projected interest rates as the
estimate of the risk-free rate in the CAPM?
A. Yes. Mr. Gorman also relies on the near-term projection of the 30-year Treasury

bond yield in both his CAPM and Risk Premium models.®?> Therefore, Mr. Muldoon

92 AWEC-CUB/100, Gorman/49, 57.
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is the only ROE witness in this proceeding to rely on a historical spot yield of the 30-

year Treasury Bond as the estimate of the risk-free rate.

Yes, I do. As shown in Exhibit Staff/105, Mr. Muldoon calculates the market risk
premium as the difference between the 30-year return on the S&P 500 Index and the
yield on the 30-year Treasury bond yield as of June 3, 2022. While I disagree with
Mr. Muldoon’s selection of the risk-free rate for the reasons I discuss above, my
primary concern with Mr. Muldoon’s MRP is his selection of the market return.
First, it is unclear how Mr. Muldoon estimates his 30-year return for the S&P 500
Index as Mr. Muldoon has not provided either a description of the calculation in this
opening testimony or workpaper as to how he arrived at the 10.79 percent return.
Second, Mr. Muldoon’s selection of a 30-year period conflicts with his discussion of
the market risk premium in his opening testimony where he references the MRP
estimated by Ibbotson and the MRP estimated by Morningstar which he notes
“measures averages returns since 1926”.%> While I do not agree with the use of a
historical risk premium in the CAPM, each MRP referenced by Mr. Muldoon was
estimated considering historical data for a much longer time period than 30-years.
For reference, based on historical data from Kroll, the market return from 1926-2021
is 12.34 percent” which is much greater than Mr. Muldoon’s estimated market return

of 10.79 percent.

3 Staff/100, Muldoon/46.
%¥Kroll, Valuation Handbook: Guide to Cost of Capital, 2022
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A. No, I do not. While Mr. Muldoon does not indicate which input (i.e., market return or
risk-free rate) comparing our market return estimates, I assume that the assumption
that he does not agree with is my estimate of the market return. However, as noted
above, the average market return from 19262021 is 12.34 percent as reported by
Kroll which is generally consistent with the market return that I relied on in my direct
testimony of 12.63 percent. Moreover, as shown in Figure 9 of my direct testimony,
reviewing the range of annual equity returns that have been observed over the past
century, in 49 out of the past 95 years (or roughly 52 percent of observations), the
realized equity return was at least 12.63 percent or greater. Therefore, my estimate of
the market return is more than reasonable considering the historical returns achieved

by Large Company Stocks.

A. Yes, he has. In docket UE 374 for PacifiCorp, Mr. Muldoon, estimated his CAPM
analysis using my estimate of the market return which was 12.60 percent.’® The
12.60 percent market return estimate that I and Mr. Muldoon relied on in docket UE
374 for PacifiCorp is generally consistent with the 12.63 percent market return that I
relied on in my CAPM in my direct testimony in the current proceeding. Therefore, it

is not reasonable for Mr. Muldoon to conclude that my market return and thus MRP

95 Staff/100, Muldoon/27.
% In the matter of PacifiCorp, dba Pacific Power, Request for a General Rate Revision, Docket No. UE 374,
Staff/206, Muldoon, Enright /1 (June 4, 2020).
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are “overstated” when he has relied on a similar market return and MRP in

PacifiCorp’s last rate case, docket UE 374.

Yes, I have updated Mr. Muldoon’s CAPM analysis to: 1) rely only on the results of
his CAPM model using my proxy group; 2) include the most current Value Line
Betas;’’ 3) rely on the near-term projected 30-year Treasury Bond yield of

3.48 percent from Blue Chip Financial Forecast as of June 2022; and 3) rely on my
estimate of the market return of 12.63 percent. As shown in Exhibit PAC/1402, these
updates and adjustments result in an increase in Mr. Muldoon’s CAPM result from

9.80 percent to 11.29 percent.

My primary conclusion is that when reasonable adjustments are applied to

Mr. Muldoon’s Constant Growth DCF and CAPM analyses, the results of these
models increase to 9.40 percent and 11.29 percent, respectively. The updated results
clearly indicate that Mr. Muldoon’s range of reasonableness of 8.85 percent to 9.38
percent and ROE recommendation of 9.20 percent both of which are based on the
results of his Multi-Stage DCF analysis understate the cost of equity during the period
that PacifiCorp’s rates will be in effect. Finally, had Mr. Muldoon placed weight on
his CAPM analysis, his ROE recommendation would have been significantly higher
than the results of his Multi-Stage DCF model and more consistent with Company’s

request of 9.80 percent.

7 Value Line Reports dated: April 22, 2022, May 13, 2022, and June 10, 2022.
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D. Business Risks

No. The only additional considerations Mr. Muldoon outlines in his testimony,
beyond the results of his models, is the fact that PacifiCorp will be able to meet its
current financial obligations even if there is an economic downturn and the
Company’s credit ratings will not be downgraded as a result of a “usual and
customary” decision by the Commission in this rate proceeding because of
PacifiCorp’s affiliation with Berkshire Hathaway, Inc. (BRK) which maintains a

significant cash and cash equivalents position.”

The stand-alone principle of ratemaking holds that regulated rates should be based on
the risks and benefits of the regulated utility, not its investors, parent or affiliates.”’
Since the stand-alone principle requires that the PacifiCorp’s authorized cost of
capital be based on the business and financial risk of the Company individually, it is
necessary to establish a group of companies that are both publicly traded and
comparable to PacifiCorp in certain fundamental business and financial respects to
serve as a “proxy” for determining the ROE. Mr. Muldoon’s consideration of the
Company’s affiliation with BRK should not be considered in determining the ROE.
The ROE for PacifiCorp should be based on the financial and business risk of
PacifiCorp as a stand-alone entity. In fact, it is important to note that while S&P

maintains an A credit rating with a stable outlook for PacifiCorp, S&P recently

%8 Staff/100, Muldoon/ 14.
% New Regulatory Finance, Roger A. Morin Ph.D., Public Utility Reports, 2006, at 215-216.
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downgraded the Company’s stand-alone credit profile from “a-” to “bbb+” citing
increased business risk associated with wildfires in the Company’s California,
Oregon and Utah operating jurisdictions.'®

Furthermore, as I discussed in my direct testimony, considering the stand-
alone risk profile of company, I concluded that PacifiCorp has greater regulatory risk
than the proxy group companies due to the earnings sharing component of the PCAM,
and the absence of a revenue decoupling mechanism.!'”! Additionally, the Company’s
significant capital expenditures plan to meet Oregon’s emissions requirements will
require continued access to capital at reasonable terms which means authorizing an
ROE in this proceeding that supports the Company’s financial metrics.!’> All of these
factors indicate that PacifiCorp has greater business risk than the proxy group, which
means that investors should be compensated for this additional risk through an
authorized return that is above the median for the proxy group companies.

E. Capital Structure

Mr. Muldoon recommends a capital structure comprised of 50.00 percent common
equity, 49.99 percent long term-debt and 0.01 percent preferred equity for
PacifiCorp.! Mr. Muldoon concludes that while the “precise” optimal capital
structure is not known, a capital structure consisting of 50 percent equity and

50 percent debt appears to be in the range of optimal capital structures. '

100 S& P Global Ratings, Research Update: PacifiCorp Rating Affirmed, Outlook Stable; Business Risk
Reassessed On Company's Exposure to Wildfires," June 23, 2022.

101 PAC/300, Bulkley/59-60.

102 pAC/300, Bulkley/60-65.

103 Staff/100, Muldoon/18.

104 Staff/100, Muldoon/21.
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Furthermore, Mr. Muldoon notes that the other five utilities regulated by the
Commission each have an authorized equity ratio within 10 basis points of

50 percent. Mr. Muldoon’s recommended capital structure differs from PacifiCorp’s
proposed capital structure for the test year, which includes 52.25 percent common

equity, 47.74 percent long-term debt and 0.01 percent preferred equity.

As discussed in my direct testimony, the Company’s proposed equity ratio of

52.25 percent common equity is slightly below the average equity of 52.71 percent of
my proxy group (at the operating utility level) that I rely on in my direct testimony
and that Mr. Muldoon relies on to set the high end of his range of results and
therefore is reasonable. If the Commission were to adopt Mr. Muldoon’s proposed
capital structure of 50.00 percent common equity, 49.99 percent long-term debt and
0.01 percent preferred equity that would increase the financial risk of PacifiCorp
relative to the proxy group, which would in turn support a higher authorized ROE.

VI. RESPONSE TO AWEC/CUB WITNESS MR. GORMAN

Mr. Gorman relies on three analytical approaches to estimate the cost of equity for the
Company: (1) a DCF model (a Constant Growth DCF using analyst growth rates, a
Constant Growth DCF using what Mr. Gorman terms “sustainable” growth rates, and
a Multi-Stage DCF); (2) a Bond Yield Plus Risk Premium analysis, and (3) a CAPM
analysis. As summarized in Figure 17, Mr. Gorman’s ROE estimation models result

in a range from 8.80 percent to 9.70 percent, with a midpoint of 9.25 percent, which
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is the ROE that Mr. Gorman is recommending for the Company in this proceeding. '%°

Figure 17: Summary of Mr. Gorman’s ROE Estimation Results

Recommended Overall
ROE by Recommended
ROE Model ROE Results Model ROE

Constant Gwth DCF (consensus gwth) 9.55% to 9.65%
Constant Gwth DCF ("sustainable" gwth) |8.34% to 8.45% 8.80%
Multi-Stage DCF 7.89% to 7.96% 9.25%
Bond Yield Plus Risk Premium 9.00% 9.00%
CAPM 9.45% to 9.70% 9.70%

In addition, Mr. Gorman recommends a ratemaking capital structure of

50.95 percent common equity, 49.04 percent long-term debt and 0.01 percent

preferred equity for PacifiCorp, which he asserts will support the Company

maintaining its current “A” bond rating from S&P.!%

A. The following are the key points that should be considered with respect to

Mr. Gorman’s testimony in this proceeding:

° Academic studies demonstrate that Mr. Gorman’s reliance on his “sustainable

growth rates” in the Constant Growth DCF model is not appropriate.

. Mr. Gorman'’s criticism that my EPS growth rates in the DCF analysis are too

high is unfounded considering his EPS growth rates are actually higher than

those on which I have relied.

105 AWEC-CUB/102, Gorman/2-3.
106 AWEC-CUB/100, Gorman/3, 26.
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The results of Mr. Gorman’s Multi-Stage DCF analysis are below any
authorized return for a utility in the past 40 years, are approximately 170 basis
points below the average authorized ROE for electric utilities since 2019, and
as such, do not meet the comparable return standard of Hope and Bluefield
and should be disregarded.

Mr. Gorman’s Bond Yield Plus Risk Premium analyses suffer from

numerous issues, including:

o A fundamental flaw in that Mr. Gorman’s analyses fail to account
for the inverse relationship between equity risk premia and interest
rates.

o Without explanation or justification, a significantly modified
approach to estimating the equity risk premium as compared to Mr.
Gorman’s prior testimony, which simply lowers his ROE result.

o Reliance on outdated Treasury bond and utility bond yields.

Adjusting Mr. Gorman’s Bond Yield Plus Risk Premium analyses to correct

for these errors and inconsistencies results in an ROE estimate of

10.45 percent to 10.69 percent, both of which are higher than the ROE

requested by the Company in this proceeding.

Two adjustments should reasonably be made to Mr. Gorman’s CAPM

analyses: (1) updating the risk-free rate to reflect more current data than as of

the end of April 2022 data on which Mr. Gorman relies; and (ii) reflecting the

current betas of the proxy group. With these two changes, Mr. Gorman’s
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CAPM results are significantly higher than the ROE requested by the
Company in this proceeding.

o Mr. Gorman’s recommended ROE is based on the midpoint of his ROE
analyses. The midpoint of the results of Mr. Gorman’s ROE analyses—when
reasonably adjusted—would be 10.06 percent, or higher than the Company’s
requested ROE of 9.80 percent in this proceeding.

o I disagree with the changes that Mr. Gorman suggests making to my Multi-
Stage, CAPM and Bond Yield Plus Risk Premium models, particularly since
his adjustment to the CAPM utilizes a market return that he is not sponsoring
in this proceeding and there is no explanation or indication that he supports an
adjustment to the Bond Yield Plus Risk Premium model.

A. Analysis

As noted, Mr. Gorman conducts three forms of the DCF analysis, a Constant Growth
DCEF using analyst growth rates, a Constant Growth DCF using what Mr. Gorman

terms “sustainable” growth rates, and a Multi-Stage DCF.

A. Yes. The premise of Mr. Gorman’s analysis is that the “sustainable growth rate is
based on the percentage of the utility’s earnings that is retained and reinvested in
utility plant and equipment,” and thus the “internal growth methodology is tied to the

percentage of earnings retained by the utility and not paid out as dividends.”!'"’

107 AWEC-CUB/100, Gorman/35.
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Accordingly, Mr. Gorman’s sustainable growth rate calculation assumes that future
earnings will increase as the retention ratio (i.e., the portion of earnings not paid out
in dividends) increases. In other words, his approach assumes that future earnings
growth is inversely related to the dividend payout ratio. However, Mr. Gorman’s
assumption does not hold in the real world. For example, management may decide to
(1) conserve cash for capital investments; (ii) manage the dividend payout for the
purpose of minimizing future dividend reductions; or (iii) signal future earnings
prospects. These decisions can and do influence the dividend payout (and therefore
earnings retention) in the near-term, and such decisions have been seen recently in the
market. For example, as noted in my response to Mr. Muldoon above, as a result of
the economic effects of COVID-19, more than forty S&P 500 companies temporarily
suspended their dividends.!® Counter to Mr. Gorman’s assumption, a company’s
management will alter dividend policy to respond to changes in earnings, and

therefore dividend growth will not always reflect earnings growth (and vice versa).

Yes. In 2006, two articles were published in the Financial Analysts Journal that
discussed the theory that high dividend payouts (i.e., low retention ratios) are

associated with low future earnings growth.!?” Each of those articles cited to a 2003

108 Karen Langley, U.S. Companies Slashed Dividends at Fastest Pace in More Than a Decade, Wall Street
Journal (July 8, 2020).

199 Ping Zhou and William Ruland, Dividend Payout and Future Earnings Growth, Financial Analysts Journal,
Vol. 62, No. 3,2006. See also Owain Gwilym, James Seaton, Karina Suddason, and Stephen Thomas,

International Evidence on the Payout Ratio, Earnings, Dividends and Returns, Financial Analysts Journal, Vol.

62, No. 1, 2006.
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Specifically, Arnott and Asness concluded:

Unlike optimistic new-paradigm advocates, we found that low
payout ratios (high retention rates) historically precede low earnings
growth. This relationship is statistically strong and robust. We found
that the empirical facts conform to a world in which managers
possess private information that causes them to pay out a large share
of earnings when they are optimistic that dividend cuts will not be
necessary and to pay out a small share when they are pessimistic,
perhaps so that they can be confident of maintaining the dividend
payouts. Alternatively, the facts also fit a world in which low payout
ratios lead to, or come with, inefficient empire building and the
funding of less than-ideal projects and investments, leading to poor
subsequent growth, whereas high payout ratios lead to more
carefully chosen projects. The empire-building story also fits the
initial macroeconomic evidence quite well. At this point, these
explanations are conjectures; more work on discriminating among
competing stories is appropriate.'!?

PAC/1400
Bulkley/94

study by Arnott and Asness'!® who found that, over the course of 130 years of data,

future earnings growth is associated with high, rather than low payout ratios.'!!

All three studies found that there is a negative, not a positive, relationship

between earnings growth rates and retention ratios. As such, Mr. Gorman’s reliance

on the sustainable growth rates in the Constant Growth DCF model is not appropriate.

No. First, both Mr. Gorman and I use consensus forecasts of EPS growth rates in our
respective Constant Growth DCF analyses. To the extent Mr. Gorman has concerns

with the analyst growth rates used in my DCF model, those same concerns would

110 Robert Arnott and Clifford Asness, Surprise: Higher Dividends = Higher Earnings Growth, Financial
Analysts Journal, Vol. 59, No. 1, January/February 2003.
1 Since the payout ratio is the inverse of the retention ratio, the authors found that future earnings growth is
negatively related to the retention ratio.
112 Robert Arnott, Clifford Asness, Surprise: Higher Dividends = Higher Earnings Growth, Financial Analysts
Journal, Vol. 59, No. 1, January/February 2003.
113 AWEC-CUB/100, Gorman/62.
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apply to his model. Second, Mr. Gorman’s claim that my average growth rate for the
proxy group of 5.90 percent is too high is unfounded considering that both the

average EPS growth rate (6.13 percent) and median growth rate (5.94 percent) that he
uses in his Constant Growth DCF model are higher than the average EPS growth rate

in my DCF analysis (5.90 percent).!!*

No. The 2003 Global Analysts Research Settlement (Global Settlement) served to
significantly reduce if not eliminate bias in analysts’ forecasts. The Global
Settlement required financial institutions to insulate investment banking from
analysis, prohibited analysts from participating in “road shows,” and required the
settling financial institutions to fund independent third-party research. In addition,
analysts covering the common stock of the proxy companies certify that their
analyses and recommendations are not related, either directly or indirectly, to their
compensation. A 2010 article in Financial Analysts Journal found that analyst
forecast bias declined significantly or disappeared entirely since the Global
Settlement:

Introduced in 2002, the Global Settlement and related regulations

had an even bigger impact than Reg FD on analyst behavior. After

the Global Settlement, the mean forecast bias declined significantly,

whereas the median forecast bias essentially disappeared. Although

disentangling the impact of the Global Settlement from that or

related rules and regulations aimed at mitigating analysts’ conflicts

of interest is impossible, forecast bias clearly declined around the
time the Global Settlement was announced. These results suggest

114 AWEC-CUB/106 and PAC/304.
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that the recent efforts of regulators have helped neutralize analysts’
conflicts of interest.!!®

A. No. The results of Mr. Gorman’s Multi-Stage DCF analysis are below any authorized
return for a utility in the past 40 years,!!¢ and as noted previously, are approximately
170 basis points below the average authorized ROE for electric utilities since 2019.
As such, Mr. Gorman’s Multi-Stage DCF results do not meet the comparable return

standard of Hope and Bluefield.

Mr. Gorman claims that [ have ignored the results of the Multi-Stage DCF in my
ROE recommendation because the results of the analysis are below the ROE range
that I recommend.!'” (Mr. Gorman also makes the same claim regarding my Constant
Growth DCEF results as well). In addition, Mr. Gorman states that my third-stage
growth rate is “substantially higher” than the long-term sustainable growth rates
published by independent economists, and that this is a function of forward-looking
real GDP growth rate based on actual historical GDP growth over the period 1929

through 2020.!8

First, there is no basis to Mr. Gorman’s suggestion that I have ignored the results of

my Multi-Stage DCF analysis (and Constant Growth DCF analysis). I established the

5 Armen Hovakimian and Ekkachai Saenyasiri, Conflicts of Interest and Analyst Behavior: Evidence from
Recent Changes in Regulation, Financial Analysts Journal, Vol. 66, No. 4, July/August 2010, at 195.

116 Consistent with my analysis of authorized ROEs discussed previously herein, the authorized ROEs exclude
electric utilities with formula rates in Illinois and Vermont, and utilities’ ROEs that included a penalty.

17 AWEC-CUB/100, Gorman/65.

118 1d., at 66.
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recommended range for the Company’s ROE in this proceeding based on the totality
of the results of the ROE models evaluated, including results that were both below
and above my recommended range. The results of the Multi-Stage DCF are largely
below my recommended ROE range; however, the results of my CAPM analysis are
higher than my recommended range, a fact that Mr. Gorman fails to mention in his
testimony.

Second, Mr. Gorman suggests that my third-stage growth rate is unreasonably
high because I derive a forward-looking real GDP growth estimate based on historical
real GDP growth over the period 1929—2020 and then add forecasted inflation.
However, Mr. Gorman cannot have it both ways, since, as discussed later herein, he
has relied on historical real return data plus forecasted inflation for estimating the
market return in his CAPM analysis. Further, while Mr. Gorman suggests that my
third-stage growth rate is too high, the results of my Multi-Stage DCF are within the
range of recently authorized ROEs for electric utilities. In contrast, Mr. Gorman’s
Multi-Stage DCF results are well below any authorized ROE in past 40 years.

B. Bond Yield Plus Risk Premium Analysis

Mr. Gorman performs two Bond Yield Plus Risk Premium analyses—one that relies
on Treasury bond yields and the premium of authorized returns for electric utilities
over Treasury bond yields (referred to herein as his “Treasury Bond Approach”), and
the other that relies on A-rated utility bond yields and the premium of authorized
returns for electric utilities over those utility bond yields (referred to herein as his

“Utility Bond Approach”). Specifically, for Mr. Gorman’s Treasury Bond Approach,
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he relies on (i) the near-term projected 30-year Treasury bond yield from Blue Chip
Financial Forecasts as of April 1, 2022 of 3.30 percent; and (ii) an equity risk
premium of 5.70 percent, which he calculates as the long-term average spread
between the annual average authorized ROE for electric utilities and the annual
average 30-year Treasury bond yield in each year from 1986 through 2021.!"
Mr. Gorman’s Treasury Bond Approach results in an ROE of 9.00 percent.

For Mr. Gorman’s Utility Bond Approach, he relies on (i) a 13-week historical
average through April 11, 2022 of the Moody’s A-rated utility bond yield of
3.83 percent; and (ii) a weighted average equity risk premium of 5.15 percent, which
he calculates as the five-year rolling average spread between the annual average
authorized ROE for electric utilities and the average annual A-rated utility bond yield
in each year from 1986 through 2021, with the maximum five-year rolling average
over the period weighted 75 percent and the minimum of the five-year rolling average
over the period weighted 25 percent. Mr. Gorman’s Utility Bond Approach results in
an ROE of 8.98 percent.

Based on the results of these two analyses, Mr. Gorman estimates a ROE of

9.00 percent for his Bond Yield Plus Risk Premium approach.

No, there are numerous issues with Mr. Gorman’s specification of his Bond Yield
Plus Risk Premium analyses. First, Mr. Gorman’s analyses suffer from a
fundamental flaw in that they both fail to account for the fact that the equity risk

premium changes as nominal interest rates change. By applying a historical equity

19 AWEC-CUB/100, Gorman/44-45 and AWEC-CUB/113.
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risk premium to a current or projected interest rate, Mr. Gorman fails to account for
any relationship between interest rates and equity risk premia in his Bond Yield Plus
Risk Premium analyses. For example, in his Treasury Bond Approach, Mr. Gorman
estimates the ROE by adding the long-term historical average risk premium from for
the period 19862021 to the near-term projected Treasury bond yield. Therefore,
Mr. Gorman'’s application of the Bond Yield Plus Risk Premium methodology
violates the underlying principles of a risk premium approach and, as a result,
understates the cost of equity for the Company.

Mr. Gorman and I agree that the first step in conducting a risk premium
analysis is to develop a risk premia data set over a lengthy period of time and to
calculate the risk premium as the difference between authorized ROEs for electric
utilities and interest rates. Mr. Gorman and I also agree that that the relationship
between the risk premia and interest rates changes over time. Despite agreeing with
these principles, Mr. Gorman adds risk premia and interest rates from different time
periods to develop his estimate of the ROE, which yields results that are meaningless.

If Mr. Gorman wishes to derive any meaningful information from historical
bond yields, he must use risk premia and interest rate data from the same time
periods. As discussed, the regression analysis in my direct testimony estimates a
relationship between interest rates and the risk premia over time. The regression
results can then be used to estimate the risk premium given a specified interest rate,
and projected interest rates can be relied on in the regression equation to develop an
estimate of the projected risk premium. This results in a statistically significant

estimate of the ROE during the time-period that Company’s rates will be in effect. In
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contrast, Mr. Gorman’s approach using risk premia and interest rates from different
time periods (i.e., historical average risk premia and current and projected interest
rates) severs the relationship between these two market variables, and the costs of

equity that result from the model are meaningless.

Yes. For example, in his Treasury Bond Approach, Mr. Gorman adds the near-term
projected Treasury bond yield as of April 1, 2022 of 3.30 percent to his historical
average Treasury bond risk premium of 5.70 percent, which results in his estimated
ROE of 9.00 percent. However, as shown in Exhibit AWEC-CUB/113, the average
30-year Treasury bond yield over the 1986-2021 period was 5.25 percent, or

195 basis points higher than the near-term projected Treasury bond yield relied on by
Mr. Gorman. While it does not correct the fundamental flaw of Mr. Gorman’s
approach, matching his estimated historical average equity risk premium of

5.70 percent with the historical average interest rate during the same period (i.e.,

5.25 percent) would produce a cost of equity of 10.95 percent, highlighting the

arbitrary downward bias of Mr. Gorman’s Bond Yield Plus Risk Premium approach.

Yes. Although fundamentally flawed as just discussed, Mr. Gorman’s Bond Yield
Plus Risk Premium analyses are also internally inconsistent in their approach. To
estimate the equity risk premium in his Treasury Bond Approach, Mr. Gorman simply

relies on the long-term average spread between the annual average authorized ROE
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for electric utilities and the annual average 30-year Treasury bond yield in each year
from 1986 through 2021.12° However, in contrast, to estimate the equity risk
premium for his Utility Bond Approach, Mr. Gorman relies on the five-year rolling
average spread between the annual average authorized ROE for electric utilities and
the average annual A-rated utility bond yield in each year from 1986 through 2021, 2!
with the maximum five-year rolling average over the period weighted 75 percent and
the minimum five-year rolling average over the period weighted 25 percent.!?? In
other words, in one approach of his analysis, Mr. Gorman relies on a simple long-
term historical average to estimate the equity risk premium, while in the other
approach he relies on a five-year rolling average plus a weighting of the maximum

and minimum results, or a completely different methodology.

A. No. As support for relying on the five-year rolling-average results for his Utility
Bond Approach, Mr. Gorman states that the “rolling average risk premiums mitigate
the impact of anomalous market conditions and skewed risk premiums over the entire
business cycle.”'?* While Mr. Gorman calculates a five-year rolling average for both
his Treasury Bond Approach and his Utility Bond Approach in Exhibits AWEC-
CUB/113 and AWEC-CUB/114, respectively, Mr. Gorman does not explain why he
fails to apply the same five-year rolling average and weighting methodology to his

Treasury Bond Approach.

120 AWEC-CUB/113.
121 AWEC-CUB/114.
122 AWEC-CUB/100, Gorman/50.
123 AWEC/CUB/100, Gorman/45.
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Yes. As shown on Exhibit AWEC-CUB/114, the spread between the maximum result
and minimum result of Mr. Gorman’s five-year rolling average equity risk premium
in his Utility Bond Approach is 302 basis points (i.e., the difference between

5.90 percent and 2.88 percent). Similarly, as shown on Exhibit AWEC-CUB/113, the
spread between the maximum result and minimum result of Mr. Gorman’s five-year
rolling average equity risk premium in his Treasury Bond Approach is 284 basis
points, or consistent with the spread associated with his Utility Bond Approach.
Therefore, if the basis for Mr. Gorman’s reliance on the five-year rolling average
equity risk premia was to mitigate the impact of anomalous market conditions under
his Utility Bond Approach, then presumably the same logic would also apply to his

Treasury Bond Approach since the circumstances are effectively the same.

No. On February 11, 2021, Mr. Gorman filed direct testimony on behalf of the
Citizens Utility Board before the Illinois Commerce Commission in docket 20-0810,
which was a North Shore Gas Company rate proceeding. In his testimony in the
North Shore Gas Company proceeding, Mr. Gorman also conducted a Treasury Bond
Approach and a Utility Bond Approach for his Bond Yield Plus Risk Premium
analysis; however, Mr. Gorman has now changed the methodology he uses to

estimate the risk premium, thus lowering his resulting ROE estimate.
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Specifically, as summarized in Figure 18 below, in the North Shore Gas
proceeding, Mr. Gorman estimated the equity risk premium for both of his
approaches based solely on the maximum five-year rolling average over the 1986 to
2020 period.'>* However, in contrast, Mr. Gorman is now relying on a simple
historical average as opposed to five-year rolling average in his Treasury Bond
Approach and is weighting the minimum and maximum five-year rolling average
results in his Utility Bond Approach instead of relying solely on the maximum result.

Figure 18: Comparison of Mr. Gorman’s Bond Yield Plus Risk Premium Analyses —
North Shore Gas Company v. Current Proceeding

Gorman Gorman Selected
Description Risk Free Rate Equity Risk Premium

North Shore Gas

Near-term projected

Treasury Bond Approach 30-yr Treasury yield

Maximum 5-Yr Rolling Avg

13-week avg A-rate

Utility Bond Approach utility bond yield

Maximum 5-Yr Rolling Avg

PacifiCorp Oregon

Near-term projected

Treasury Bond Approach 30-yr Treasury yield Long-term Historical Avg
. 13-week avg A-rate . .
Utility Bond Approach utility bond yield Wgtd Max/Min 5-Yr Rolling Avg
Q.
A. No. Mr. Gorman offers no explanation or justification for changing his methodology

in this proceeding relative to the approach he applied in the same analysis previously.

124 In the matter of North Shore Gas Company, Proposed increase in rates for gas distribution service (tariffs
filed October 15, 2020, 11l. Commerce Comm’n, Docket No. 20-0810, CUB Exhibit 1.0, Direct Testimony and
Exhibits of Michael P. Gorman at 58 (Feb. 11, 2021).
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Yes. For both his Treasury Bond Approach and Utility Bond Approach, Mr. Gorman
relies on outdated data. Specifically, Mr. Gorman relies on a near-term projected 30-
year Treasury bond yield as of April 1, 2022 of 3.30 percent; however, as shown
Table 1 of Mr. Gorman’s testimony, the near-term projected 30-year Treasury bond
yield as of June 1, 2022 was 3.60 percent. Likewise, for his Utility Bond Approach,
Mr. Gorman relies on a 13-week average A-rated utility bond yield through April 11,
2022 of 3.83 percent. However, the 13-week average A-rated utility bond yield
through June 17, 2022 was 4.55 percent. Since the ROE to be established in this
proceeding is to be forward-looking, there is no basis for using the outdated data as

reflected in Mr. Gorman’s analyses other than to lower the ROE estimate.

Yes. As shown in Exhibit PAC/1403 and as summarized below in Figure 19, I have
modified Mr. Gorman’s Bond Yield Plus Risk Premium analyses in two stages to
highlight the impact of the changes. First, I have adjusted Mr. Gorman’s Treasury
Bond Approach to estimate the equity risk premium using the same five-year rolling
average approach and 75 percent/25 percent weighting that Mr. Gorman utilizes in
the Utility Bond Approach. In addition, I have also utilized the most recent near-term
projected 30-year Treasury bond yield and A-rated utility bond yields in the analyses.
Second, I have applied the same five-year rolling average equity risk premium

approach that Mr. Gorman utilizes in the Utility Bond Approach to his Treasury Bond
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Approach; however, rather than applying the 75/25 weighting in both approaches, I
have used the maximum result (i.e., no weighting) consistent with Mr. Gorman’s
approach in his prior testimony. In addition, I have also utilized the most recent near-
term projected 30-year Treasury bond yield and A-rated utility bond yields in the
analyses.

As shown in Figure 19, by reflecting only changes to maintain consistency
with Mr. Gorman’s own analyses and using updated bond yield data, the results of
Mr. Gorman’s Bond Yield Plus Risk Premium analyses are substantially higher than
he has relied upon as the basis for his recommended ROE in this proceeding, and are

in fact higher than the Company’s requested ROE.

Figure 19: Summary of Mr. Gorman’s Adjusted Bond Yield Risk Premium Analyses

Description Amount
(a) (b)
Gorman As-Filed
Treasury Bond Approach 9.00%
Utility Bond Approach 8.98%

Gorman As-Adjusted for 5-Yr Rolling Avg, 75/25 Weighting & Updated Yields
Treasury Bond Approach 9.98%
Utility Bond Approach 9.70%

Gorman As-Adjusted for 5 Yr Rolling Avg, Max Result Only & Updated Yields

Treasury Bond Approach 10.69%
Utility Bond Approach 10.45%

Mr. Gorman states that I have erroneously ignored two-thirds of the results of my

Bond Yield Plus Risk Premium analysis, even though they are consistent with the
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most recent eight quarters of authorized ROEs.!?® Regardless, Mr. Gorman notes that

my results are largely consistent with his results.!?°

No, I do not agree with Mr. Gorman’s characterization. As shown in Exhibit
PAC/308 at Bulkley/3, I relied on three estimates of the risk-free rate in my Bond
Yield Plus Risk Premium analysis: (1) the current 30-day average yield on 30-year
Treasury bonds of 1.87 percent; (2) the projected 30-year Treasury yield for Q2/2022
through Q2/2023 of 2.52 percent; and (3) the average projected 30-year Treasury
bond yield for the period 2023 through 2027 of 3.40 percent. However, as discussed
in Section IV, the current 30-day average yield on the 30-year Treasury bond was
3.12 percent as of June 15, 2022, and the yield on the 30-year Treasury Bond reached
as high as 3.45 percent on June 14, 2022. As I discussed throughout my direct
testimony, interest rates were (and still are) expected to increase and in fact have
increased since the analysis in my direct testimony was conducted, thus my decision
to place greater weight on the high-end of my Bond Yield Plus Risk Premium
analysis when developing my recommended range was correct.

C. CAPM Analysis

Mr. Gorman conducts two forms of the CAPM analysis, which he refers to as the
“Normalized Market Risk Premium” and the other as the “Current Market Risk

Premium,” with the difference being the risk-free rate on which he relies.

125 AWEC-CUB/100, Gorman/62, 71.
126 74 at 71.
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Specifically, for the “Normalized Market Risk Premium Approach,” Mr. Gorman’s
CAPM analysis is based on the following inputs: (i) a near-term projected risk-free
rate from Blue Chip Financial Forecasts as of April 1, 2022 of 3.30 percent; (ii) a
beta estimate of 0.73 that reflects the long-term average of the betas published by
Value Line for the proxy group companies; and (iii) a forward-looking market risk
premium of 8.74 percent, which is based on a market return of 12.04 percent (i.e., the
long-term historical arithmetic average real return of the S&P 500 from 1926 through
2021 as reported by Kroll of 9.20 percent plus a projected inflation rate based on the
CPI of 2.60 percent as reported by Blue Chip Financial Forecasts as of April 1, 2022)
minus the risk-free rate of 3.30 percent.'?’

For the “Current Market Risk Premium Approach,” Mr. Gorman’s CAPM
analysis is based on the following inputs: (i) a risk-free rate based on the 30-year
Treasury yield as of the end of March 2022 of 2.37 percent; (ii) the same long-term
average beta estimate of 0.73; and (iii) a historical market risk premium of
9.67 percent, which reflects the difference between the expected market return of

12.04 percent calculated in the “Normalized Market Risk Premium” approach and the

current 30-year Treasury yield of 2.37 percent.!?

127 AWEC-CUB/100, Gorman/51-57.

128 g,
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Figure 20: Summary of Mr. Gorman’s CAPM Analyses

Current Normalized
Mkt Risk Mkt Risk

Description Premium Premium
Risk Free Rate 2.37% 3.30%
Market Return
Long-term historical avg. real return on S&P 500 9.20% 9.20%
Projected inflation 2.60% 2.60%
Market Return 12.04% 12.04%
Market Risk Premium 9.67% 8.74%
Beta 0.73 0.73
CAPM Result 9.45% 9.70%

Based on his analyses, Mr. Gorman concludes that “the most reasonable
CAPM return estimate for PacifiCorp in this case” is 9.70 percent, which is consistent
with the result of his Normalized Market Risk Premium approach.'?

1. Risk Free Rate

Yes, while Mr. Gorman does not consider a long-term projected risk-free rate such as
I have done, in general, I agree with considering a current and near-term projected
risk-free rate for purposes of the CAPM analysis. However, I disagree that the
CAPM analysis should rely on the current and near-term projected risk-free rates as
of April 1, 2022, as Mr. Gorman has done, and rather should instead reflect the most
current data. The cost of equity is being estimated for the forward-looking period

when the Company’s rates will be in effect, and there is no basis to reflect historical

1291d., at 57.
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data particularly when more current data is available. Thus, the risk-free rate should
reflect where the market expects it to be during the period in which rates will be in
effect, not where the risk-free rate was in the past. As discussed previously herein,
the Federal Reserve is expected to increase short-term interest rates to combat
inflation, and analysts expect that government bond yields are expected to increase as

well, and indeed, this is what has occurred from April to June 2022.

No. It is unclear why Mr. Gorman relied on data as of April 1, 2022 when his
testimony was filed on June 22, 2022, particularly considering that in Table 1 of his
testimony he includes the near-term projected 30-year Treasury yield as reported by

Blue Chip Financial Forecasts as of June 1, 2022.

As shown in Figure 20, Mr. Gorman relies on the current 30-year Treasury yield of
2.37 percent in his “Current Market Risk Premium” approach. However, the current
30-year Treasury yield as of June 15, 2022 was 3.39 percent, or 102 basis points
higher than what Mr. Gorman has relied upon.'*® Similarly, Mr. Gorman relies on the
near-term projected Treasury yield of 3.30 percent as reported by Blue Chip
Financial Forecasts as of April 1, 2022 in his “Normalized Market Risk Premium”
approach.’*! However, as shown in Table 1 of Mr. Gorman’s testimony, the near-

term projected 30-year Treasury yield as reported by Blue Chip Financial Forecasts

130 St. Louis Federal Reserve.
131 AWEC-CUB/100, Gorman/14, Table 1, projected 30-year Treasury bond as of April 2022 for 3Q/2023.
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as of June 1, 2022 is 3.60 percent, or 30 basis points higher than what he has relied
upon.'*?

2. Beta Coefficient

Mr. Gorman states that the average Value Line beta for the proxy group is currently
0.88.!3 However, he states that the average beta of the proxy group has been
between 0.60 and 0.80 prior to the COVID-19 pandemic, after which time they
became elevated.'** As such, Mr. Gorman concludes that the current betas for the
proxy group are abnormally high and relies on a “normalized” historical average beta
estimate of 0.73 for the proxy group, which reflects the average Value Line beta of

the proxy group from 3Q/2014 through 1Q/2022.'%

No. Mr. Gorman relies solely on the historical average beta estimate for the proxy
group of 0.73 in both his “Current Market Risk Premium” approach and “Normalized

Market Risk Premium” approach to the CAPM analysis.

Yes. In his direct testimony in the North Shore Gas Company rate proceeding

132 Id., projected 30-year Treasury bond as of June 2022 for 3Q/2023.
133 AWEC-CUB/117, Gorman/1.

13 AWEC-CUB/100, Gorman/52; AWEC-CUB/117, Gorman/2.

135 AWEC-CUB/100, Gorman/53.
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previously discussed, Mr. Gorman conducted a CAPM analysis just as he has done in
this proceeding, and in that proceeding, he noted that the current betas were above the
longer-term average, yet he nonetheless relied on the current betas for the proxy
group for his CAPM analysis. In that testimony, Mr. Gorman states:

As shown on my CUB Exhibit 1.16, page 1, the average beta of

my proxy group is 0.88. This means that my proxy group is less

risky than the market as a whole. I also review the long-term trend

of Value Line betas reported for the proxy group companies. As

shown on CUB Exhibit 1.16, page 2, the proxy group’s betas

generally range between 0.63 and 0.85, or an average of

approximately 0.73. Thus, the current beta estimates of around

0.88 have recently increased and are now above the high end of

the historical range. Nevertheless, I will use the current average
utility beta in my CAPM analysis of approximately 0.88.'3

Therefore, the historical average range of the beta estimates in that proceeding
was similar to the historical average range in this proceeding, and in fact, the current
average beta for the proxy group in the North Shore Gas proceeding was 0.88, or the
same as the current average beta of the proxy group in this proceeding. Although the
facts are consistent, in that prior proceeding, Mr. Gorman relied on the current beta of
the proxy group for his CAPM analysis, yet in this proceeding, he has solely relied on
the lower long-term historical average beta of the proxy group. Mr. Gorman fails to
explain why, when faced with the same facts, he determined that it was appropriate to
use the current beta in that prior recent proceeding, yet now has decided to disregard

consideration of the current beta for his CAPM analysis.

136 In the matter of North Shore Gas Company, Proposed increase in rates for gas distribution service (tariffs
filed October 15, 2020), 111. Commerce Comm’n, Docket No. 20-0810, CUB Exhibit 1.0, Direct Testimony and
Exhibits of Michael P. Gorman at 58 (Feb. 11, 2021).
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3. Market Return / Market Risk Premium

No, I have a number of concerns with Mr. Gorman’s calculation of his market return.
As discussed, Mr. Gorman calculates what he terms a “forward-looking” estimate of
the market return that reflects the long-term historical arithmetic average real return
of the S&P 500 from 1926 through 2021 of 9.20 percent plus a projected inflation rate
based on the CPI of 2.60 percent as reported by Blue Chip Financial Forecasts as of
April 1, 2022.

Mr. Gorman'’s use of historical market returns and the current risk-free rate
mixes data for two separate periods and thereby ignores the fact that there is an
inverse relationship between interest rates and the market risk premium (i.e., as
interest rates decrease, the market risk premium increases and vice versa).

Mr. Gorman'’s application of a current or projected interest rate to a historical market
return is arbitrary and inaccurate, as it violates the fundamental relationship between

interest rates and the equity premium.

Yes. The Maine Public Utilities Commission (Maine PUC), and the Federal Energy
Regulatory Commission (FERC) have also relied on the Constant Growth DCF model
to estimate the market return. The Maine PUC has used the CAPM results as a check

on the reasonableness of the DCF results and did not dispute the use of the forward-
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looking market risk premium by the parties in their calculation of the CAPM."*’ In
Opinion No. 569-A4, the FERC continued to support the use of the Constant Growth
DCF model to calculate the market return for the CAPM noting:

We also continue to find that the CAPM should use a one-step DCF for
its risk premium. This is because the rationale for using a two-step DCF
methodology for a specific group of utilities does not apply when
conducting a DCF study of the dividend-paying companies in the S&P
500, as the Commission found in Opinion Nos. 531-B and 569. A long-
term component is unnecessary because of the regular updates to the
S&P 500, which allows it to continue to grow at a short-term growth
rate and because S&P 500 companies include stocks that are both new
and mature, the latter of which have a moderating effect on the short-
term growth rates.!3®

A. No. Neither of Mr. Gorman’s CAPM analyses that he conducts rely on this market

risk premium. Mr. Gorman does not explain why he discusses this in his testimony.

A. No, Mr. Gorman’s criticism is not valid. Mr. Gorman’s issue regarding my reliance

on a single analytical method for determining an input to the CAPM analysis is

137 In the matter of Emera Maine, Request for Approval of Proposed Rate Increase, Maine Pub. Util. Comm’n,
Docket No. 2017-00198, Order at 43 (June 28, 2018).

138 Federal Energy Regulatory Commission, Opinion No. 569-A, at P 85 (footnotes omitted).

139 AWEC-CUB/100, Gorman/54-44.
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unfounded considering he has done the same thing in terms of his beta and market
return estimates by also relying on a single analytical method. As discussed,

Mr. Gorman disregards the current beta in favor of the long-term average beta for
both of his forms of the CAPM, which as noted, is contradictory to his prior approach
in the North Shore Gas proceeding to specifying the beta under similar circumstances.
Further, Mr. Gorman has relied on one estimate of the market return, 12.04 percent
(i.e., the long-term historical arithmetic average real return of the S&P 500 from 1926
through 2021 as reported by Kroll of 9.20 percent plus a projected inflation rate based
on the CPI of 2.60 percent as reported by Blue Chip Financial Forecasts as of

April 1, 2022).

Consistent with the analysis presented in Figure 9 of my direct testimony, given the
range of annual equity returns that have been observed over the past century, a
current expected market return of 12.63 percent as reflected in Exhibit PAC/307 is
not unreasonable. In 50 out of the past 96 years (or approximately 52 percent of the
observations), the realized equity return was at least 12.63 percent or greater.
Furthermore, as shown in Figure 21 below, my estimate of the market return of
12.63 percent is well below the actual average market return for Large Company
Stocks from 2009 to 2021 (i.e., the period after the Great Recession of 2008/09

through the most current data available) of 16.55 percent.

140 AWEC/CUB/100, Gorman/62.
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Figure 21: Total Return for Large Company Stocks — 2009-202114!

Large
Company

Stock
Year Total Return
2009 26.46%
2010 15.06%
2011 2.11%
2012 16.00%
2013 32.39%
2014 13.69%
2015 1.38%
2016 11.96%
2017 21.83%
2018 -4.38%
2019 31.49%
2020 18.40%
2021 28.70%
Average 16.55%

Yes, Mr. Gorman states that my analysis can be revised “to reflect a more reasonable

estimate of the market risk premium,” and does so by subtracting my risk-free rates

(i.e., the current, near-term projected and long-term projected 30-year Treasury bond

yields) from what Mr. Gorman’s claims is his average return on the market of

11.37 percent.'*? Mr. Gorman then states by applying these “corrected” market risk

premiums to my beta estimates produces CAPM results ranging from 8.85 percent to

10.46 percent (mean) and 8.85 percent to 10.17 percent (median

) 143

No. Mr. Gorman claims that he is “correcting” my analysis by using his market

return of 11.37 percent; however, that is not Mr. Gorman’s market return.

141 Kroll, Cost of Capital Navigator.
142 AWEC/CUB/100, Gorman/69.
3 1d., at 70.
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Mr. Gorman’s market return is 12.04 percent. While I do not agree with

Mr. Gorman’s market return of 12.04 percent for the reasons discussed, his
adjustment to my CAPM analysis is clearly not valid since he relies on data that he is
not even using in his own analysis.

4. CAPM Results

Yes. As discussed, two adjustments that should reasonably be made to Mr. Gorman’s
CAPM analyses are: (i) updating the risk-free rate to reflect more current data than as
of the end of April 2022 data on which Mr. Gorman relied; and (ii) reflecting the

current betas of the proxy group.

I have updated Mr. Gorman’s analysis for both of these changes individually, as well
as collectively, and the results of these updates are reflected in Figure 22 as well as in
Exhibit PAC/1404. As shown in Figure 22, when the current risk-free rate that

Mr. Gorman relies on in his “Current Market Risk Premium” CAPM analysis is
updated to the current 30-day Treasury yield as of June 15, 2022, his model result
increases from 9.45 percent to 9.72 percent. Likewise, when the near-term projected
30-year Treasury yield that Mr. Gorman relies on in his “Normalized Market Risk
Premium” CAPM analysis is updated, his model result increases from 9.70 percent to

9.78 percent.
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Figure 22: Adjusted Results of Mr. Gorman’s CAPM Analyses

Current Normalized
Mkt Risk Mkt Risk

Description Premium Premium
As-Filed 9.45% 9.70%
Update 1 : Updated Risk-Free Rate 9.72% 9.78%
Update 2 . Updated Current Beta 10.88% 10.99%
Both Updates: Updated Risk-Free Rate & Current Beta 11.00% 11.03%
Difference b/t Gorman As-Filed and Both Updates 1.55% 1.33%

Similarly, as shown in Figure 22, when the current betas for the proxy group
are used in Mr. Gorman’s CAPM analyses, the results of his “Current Market Risk
Premium” and “Normalized Market Risk Premium” CAPM analyses would increase
to 10.88 percent and 10.99 percent, respectively.

When both of these reasonable adjustments are made to Mr. Gorman’s CAPM
analyses, his CAPM results increase substantially to 11.00 percent and 11.03 percent.

D. Overall ROE Recommendation

Based on the midpoint of the results of his three ROE estimation models, Mr. Gorman

recommends an ROE of 9.25 percent.

As shown in Figure 23 below, the midpoint of the results of Mr. Gorman’s ROE

analyses when reasonably adjusted would be 10.06 percent, or higher than the
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Company’s requested ROE in this proceeding. This reflects removal of the results of
the Multi-Stage DCF analysis from consideration because they were below any
authorized utility ROE in the past 40 years, correcting the inconsistencies and
updating the data in the Bond Yield Plus Risk Premium analysis, and reflecting the
updated risk-free rate and betas in the CAPM analysis.

Figure 23: Midpoint of Mr. Gorman’s Adjusted ROE Results

Recommended Overall
ROE by Recommended
ROE Model ROE Results Model ROE
Constant Gwth DCF (consensus gwth) 9.55% to 9.65%
Constant Gwth DCF ("sustainable" gwth) | 8.34% to 8.45% 9.10%
Multi-Stage DCF n/a 10.06%
Bond Yield Plus Risk Premium 10.45% to 10.69% 10.57%
CAPM 11.00% to 11.03% 11.03%
Company Requested ROE 9.80%
Q.

A. Yes. While Mr. Gorman recommends an ROE of 9.25 percent based on the midpoint
of the results of his three ROE estimation models, he also states that, “[s]hould the
Commission adopt a lower equity ratio that is more in-line with the industry as well
as the proxy group,”!** he concludes that an ROE of 9.20 percent is reasonable for the

Company.

14 AWEC-CUB/100, Gorman/71.

Reply Testimony of Ann E. Bulkley



10

11

12

13

14

15

16

17

18

19

20

21

22

PAC/1400
Bulkley/119

No. If the Commission authorizes an equity ratio that is lower than what the
Company has requested, there is no basis that the ROE should also be arbitrarily
lower by 5 basis points. All else equal, a lower equity ratio would increase the
Company’s leverage and thus directionally increase risk, which means that the ROE
should be higher not lower as Mr. Gorman suggests.

VII. RESPONSE TO WALMART WITNESS MR. KRONAUER

Mr. Kronauer does not conduct an ROE analysis and does not provide a specific ROE
recommendation for PacifiCorp in this proceeding. Mr. Kronauer states that Walmart
is concerned about the reasonableness of the Company’s requested ROE given the
Company’s use of a future test year which reduces regulatory lag, and Mr. Kronauer’s
analysis of recently authorized ROEs for other integrated electric utilities in Oregon
and other jurisdictions across the U.S.!* Mr. Kronauer urges the Commission to
consider the effect of the proposed ROE on the Company’s revenue requirement and
customer rates.

By way of evidence, Mr. Kronauer provides data from Regulatory Research
Associates on authorized returns for electric utilities in other jurisdictions from 2019—
2022. Specifically, Mr. Kronauer provides average returns in each year for all

electric utilities and for integrated electric utility companies. Mr. Kronauer suggests

145 Walmart/100, Kronauer/6.
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that recently authorized ROEs have been declining and thus the Company’s proposed
ROE of 9.80 percent is “counter to broader electric industry trends”.'*® Further,

Mr. Kronauer notes that the Company’s requested ROE of 9.80 percent, which is
within the range of results presented in my direct testimony, is in the top third of
authorized ROEs for vertically integrated electric utilities since 2019. While

Mr. Kronauer reviewed authorized return data, he recognizes that the decisions of
other state regulatory commissions are not binding on the Commission and that each
commission considers the specific circumstance in each case in the determination of

the proper ROE.!%’

I have several concerns with Mr. Kronauer’s analysis of authorized ROEs. First
while Ms. Kronauer is correct to exclude distribution-only electric utilities, his
sample of vertically integrated electric utilities incorrectly includes the authorized
returns for companies that were determined as part of an annual formula filing and the
authorized returns for companies operating in Arizona that relies on fair value rate
base. As discussed in Section III, ROEs established pursuant to a formula should be
excluded because the ROE is inconsistent with the approach that the Commission has
typically considered in setting the ROE. Additionally, in Arizona, a return is awarded
on the rate base increment above original cost; however, the commission in Arizona
has recently reduced the ROE for companies to account for the return granted on the

fair value increment. Therefore, recent returns in Arizona would not be considered

146 Walmart/100, Kronauer/9.
147 Walmart/100, Kronauer/10.
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market-based given the applied reduction and should be excluded. Excluding ROEs
established pursuant to a formula and the authorized returns in Arizona would
increase Mr. Kronauer’s average authorized ROE since 2019 from 9.60 percent to
9.65 percent, and result in a range of returns from 8.75 percent to 10.60 percent.
Thus, the average authorized ROE of 9.65 percent would be 15 basis points greater
than the Company’s current authorized ROE of 9.50 percent. Further, while

Mr. Kronauer appears to indicate that the Company’s current authorized ROE of
9.50 percent is reasonable based on his review of authorized ROEs in Oregon and
across the U.S., this would imply that Mr. Kronauer believes that PacifiCorp has less
risk than comparable vertically-integrated electric utilities. However, Mr. Kronauer
has not evaluated the relative risk of PacifiCorp. Furthermore, Mr. Kronauer has not
considered recent authorized ROEs in the context of current capital market
conditions. As discussed in Section IV, interest rates have increased over the past
few months and are expected to increase over the near-term as the Federal Reserve
normalizes monetary policy; therefore, the cost of equity is expected to increase
during the period that the Company’s rate will be in effect. Finally, if the
Commission finds recently authorized ROEs to be a useful benchmark in this
proceeding, the Company’s requested ROE of 9.80 percent is only slightly greater
than the average authorized ROE of 9.65 percent since 2019 shown in Figure 2 in my
reply testimony which is reasonable considering the Company’s above average

business risk and the expectation that interests rates will increase over the near-term.
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VIII. RESPONSE TO AWEC WITNESS MR. MULLINS

Without any analysis to support his recommendation, Mr. Mullins suggests that the
Company’s overall risk profile is reduced and the Company ROE should be reduced

based on the Company’s proposed changes in the TAM and the PCAM.'*8

The investor-required ROE in this proceeding is being determined based on a proxy
group of risk-comparable companies. Therefore, the premise of Mr. Mullins’s
argument is incorrect and the conclusion that follows is unsubstantiated. The relevant
question in determining the risk mitigating effect of the Company’s proposed changes
to the TAM and PCAM is not whether the Company will have less risk as a result of
the implementation of the changes. Since the ROE is being developed based on data
for a proxy group, the relevant comparison is the risk of the Company as compared to
the proxy group overall.

Mr. Mullins has not conducted any analysis that compares the Company’s
regulatory mechanisms to the regulatory mechanisms of the proxy group being used
to develop the ROE to determine if a company has greater regulatory risk than the
proxy group. Absent this comparison, there is no basis to conclude that PacifiCorp’s
ROE should be reduced due to the Company’s proposed changes to the TAM and

PCAM.

148 AWEC/100, Mullins/39-40.
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A. Yes. As shown in Figure 24 below and Exhibit PAC/310, 88.10 percent of the
operating companies held by the proxy group are allowed to pass through fuel costs
and purchased power costs directly to customers, without deadbands, sharing bands
and earnings tests. PacifiCorp’s proposal still includes a deadband and earnings test;
therefore, while the changes will move the Company’s PCAM closer to those
approved for the proxy group, the changes still result in increased fuel cost recovery
risk relative to the proxy group. Furthermore, as I discussed in my direct testimony, I
concluded that PacifiCorp has greater regulatory risk than the proxy group companies
due to the earnings sharing component of the PCAM, and the absence of a revenue
decoupling mechanism. !’

Figure 24: Alternative Ratemaking Mechanism!>°

Alternative Ratemaking Percentage of the Operating
Mechanism Subsidiaries in the Proxy Group

Fuel Cost Recovery w/o deadband 88.10%
Full/ Partial Forward Test Year 50.00%
Year-End Rate Base 45.24%
Non-Volumetric Rate Design (Revenue 55.95%
Decoupling, SFV Rate Design, and FRP)

Capital Cost Recovery Mechanism 52.38%

149 PAC/300, Bulkley/59-60.
150 PAC/310
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IX. RESPONSE TO KWUA/OFBF WITNESS MR. REED

Mr. Reed does not perform any quantitative analyses of the appropriate ROE for
PacifiCorp. Rather, he recommends that PacifiCorp’s authorized ROE and capital
structure be continued at the current level that was approved by the Commission in
PacifiCorp’s last rate case, docket UE 374.'>! Thus, Mr. Reed is recommending for
the Company an ROE of 9.50 percent and a capital structure consisting of

50.00 percent common equity, 49.99 percent long-term debt and 0.01 percent

preferred equity.

Mr. Reed’s analysis is deficient in that it does not consider the significant changes in
market conditions that affect the investor-required return since the Company’s last
rate proceeding. Without any consideration of these significant changes in
macroeconomic conditions, or a quantitative analysis, Mr. Reed’s recommendation
should be disregarded.

As discussed in my direct testimony, the authorized ROE for a regulated
utility such as PacifiCorp must meet the three legal standards outlined in the Hope
and Bluefield decisions.!>?> Those are: 1) sufficient to maintain the financial integrity
of the utility; 2) comparable to the returns available to investors in companies with
commensurate risk; and 3) adequate to support credit quality and access to capital on

reasonable terms. The ROE analysis in my direct testimony for PacifiCorp was based

S KWUA-OFBF/100, Reed/11.
152 PAC/300, Bulkley/9.
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on market data, which indicated that the reasonable range of returns for the Company
was from 9.90 percent to 10.75 percent. The market expected range reflects the range
of results for the proxy group companies, the relative risk of PacifiCorp as compared
to the proxy group, and current capital market conditions. Considering the market
expected range, the Company’s proposed ROE of 9.80 percent ROE is conservative.

In summary, it is not reasonable to recommend the ROE that was approved in
a prior case as Mr. Reed has because the ROE was based on prevailing market data at
the time which may no longer be relevant in the current proceeding. The ROE in the
current proceeding must be based on an analysis of current market data and the
relative risk of PacifiCorp to the proxy group to ensure that the recommended ROE
meets the legal standards outlined in Hope and Bluefield.

X. SUMMARY AND RECOMMENDATION

Nothing in the other ROE witnesses’ testimony has caused me to change my
recommended range of results or my conclusion that the Company’s proposed ROE
of 9.80 percent is reasonable. The results of the ROE estimation models that have
been developed by the other ROE witnesses in this case have not considered current
and prospective market conditions including the expectation that interest rates are
expected to increase over the near-term in response to increased inflation and the
Federal Reserve’s normalization of monetary policy. Therefore, the
recommendations of the other ROE witnesses are likely understating the cost of
equity during the period that PacifiCorp’s rates will be in effect. Furthermore,

reasonable changes to Mr. Muldoon’s and Mr. Gorman’s analyses demonstrate that
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their ROE model results would be supportive of my recommended range of returns of
9.90 percent to 10.75 percent. Therefore, I continue to believe that the Company’s
proposed ROE of 9.80 percent is reasonable and appropriate. An authorized ROE at
this level balances the interests of PacifiCorp’s customers and shareholders and

enables PacifiCorp to attract capital on reasonable terms and conditions.

An authorized ROE of 9.80 is reasonable and appropriate for PacifiCorp because it:

1. Is supported by the analyses contained in my direct testimony;
2. Is consistent with current and prospective capital market conditions;
3. Is consistent with the range of ROE awards for integrated electric utilities in

other state jurisdictions;

4. Is consistent with the updated results of the other ROE witnesses’ ROE
estimation models reflecting reasonable changes to the inputs and assumptions;

5. Considers the unique business and operating risks of PacifiCorp’s electric
operations in Oregon; and

6. Will support PacifiCorp’s ability to attract capital to finance investments at
reasonable rates, which will provide long-term benefits to ratepayers by

limiting the long-term cost of capital.

PacifiCorp’s proposed capital structure consisting of 52.25 percent common equity,
47.74 percent long-term debt and 0.01 percent preferred equity is reasonable relative
to the operating utilities held by the proxy group companies. Therefore, I recommend

the Commission adopt PacifiCorp’s proposed capital structure.
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A. Yes, it does.
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Exhibit Accompanying Reply Testimony of Ann E. Bulkley

Adjustment to Muldoon’s Constant Growth DCF Model;
Adjustment to Muldoon’s Hamada Equation;
Adjustment to Muldoon’s Multi-Stage DCF Model Y;
Adjustment to Muldoon’s CAPM Analysis;
Adjustment to Muldoon’s ROE Analysis
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