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Kentucky Power Company
Case No. 2011-00401
Direct Testimony: S.G. Hill

I. INTRODUCTION / SUMMARY

. PLEASE STATE YOUR NAME, OCCUPATION AND ADDRESS.

. My name is Stephen G. Hill. I am self-employed as a financial consultant, and principal

of Hill Associates, a consulting firm specializing in financial and economic issues in
regulated industries. My business address is P.O. Box 587, Hurricane, West Virginia,

25526 (e-mail: hillassociates@ gmail.com).

. BRIEFLY, WHAT IS YOUR EDUCATIONAL BACKGROUND?

. After graduating with a Bachelor of Science degree in Chemical Engineering from

Auburn University in Auburn, Alabama, I was awarded a scholarship to attend Tulane
Graduate School of Business Administration at Tulane University in New Orleans,
Louisiana. There I received a Master’s Degree in Business Administration. I have been
awarded the professional designation “Certified Rate of Return Analyst” by the Society
of Utility and Regulatory Financial Analysts. This designation is based upon education,
experience, and the successful completion of a comprehensive examination. I have also
been on the Board of Directors of that national organization for several years. A more
detailed account of my educational background and occupational experience appears in

Appendix A.

. HAVE YOU TESTIFIED BEFORE THIS OR OTHER REGULATORY

COMMISSIONS?

. Yes, I have testified previously before this Commission. In addition, over the past 30

years I have testified on cost of capital, corporate finance and capital market issues in
more than 275 regulatory proceedings before the following regulatory bodies: West
Virginia Public Service Commission, Pennsylvania Public Utilities Commission, the

Oklahoma State Corporation Commission, Public Utilities Commission of the State of
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California, Texas Public Utilities Commission, Maryland Public Service Commission,
Public Utilities Commission of the State of Minnesota, Ohio Public Utilities
Commission, Insurance Commissioner of the State of Texas, North Carolina Insurance
Commissioner, Rhode Island Public Utilities Commission, City Council of Austin,
Texas, Texas Railroad Commission, Arizona Corporation Commission, South Carolina
Public Service Commission, Public Utilities Commission of the State of Hawaii, New
Mexico Corporation Commission, Virginia Corporation Commission, Massachusetts
Department of Public Utilities, State of Washington Utilities and Transportation
Commission, Georgia Public Service Commission, Public Service Commission of Utah,
Illinois Commerce Commission, Kansas Corporation Commission, Indiana Utility
Regulatory Commission, Washington Ultilities and Transportation Commission, Montana
Public Service Commussion, Public Service Commission of the State of Maine, Public
Service Commission of Wisconsin, Vermont Public Service Board, Federal
Communications Commission and Federal Energy Regulatory Commission. I have also
testified before the West Virginia Air Pollution Control Commission regarding
appropriate pollution-control technology and its financial impact on the company under
review and have been an advisor to the Arizona Corporation Commission on matters of

utility finance.

. ON BEHALF OF WHOM ARE YOU TESTIFYING IN THIS PROCEEDING?
. T'am appearing on behalf of the Kentucky Industrial Utility Customers, Inc. (KIUC).

. WHAT IS THE PURPOSE OF YOUR TESTIMONY?
. In these proceedings, Kentucky Power Company (Kentucky Power, KPCO), a subsidiary

of American Electric Power Company (AEP), is requesting a surcharge to recover the
costs of planned environmental construction. The environmental surcharge allowed

pursuant to Section 278.183 of the Kentucky Code includes “a reasonable return on
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construction.” Utility construction is normally undertaken using monies provided
predominantly through the issuance of short-term debt, which is ultimately replaced with
a mix of long-term capital. This means of financing utility construction is the most
economical (least expensive) to the utility and to its customers as well. Therefore a
reasonable or normal cost associated with utility construction is that of short-term debt.

The Companies have requested that the return aspect of the environmental
surcharge be calculated using KPCO’s overall cost of capital. That overall cost of capital
requested by the Companies is based on an after-tax equity return of 10.50% and a capital
structure consisting of 53.48% common equity and 46.52% debt.1'> According to the
testimony of the Company’s witness Lila Munsey, the return on equity requested by the
Company is that determined in the settlement its most recent rate case (Docket No. 2010-
00020).

My testimony presents the results of studies I have performed related to the
determination of the cost of capital for the integrated electric utility operations of KPCO.
That analysis shows that, by relying on a 10.50% return on equity capital, the Company
has significantly overstated the current cost of common equity for integrated electric
utility operations similar in risk to KPCO.

Moreover, in their requested overall return, the Companies have ignored the fact
that the return recovery method utilized in the environmental surcharge mechanism,
which allows recovery of costs during construction only two months after those costs are
incurred, represents a very low-risk alternative to the normal used-and-useful regulatory
paradigm. In a normal utility plant construction process, the company is not allowed to
recover the costs associated with construction until that plant is “used and useful,” in the

same way an auto manufacturer is unable to recover the costs of building a new

I Testimony of Company witness Munsey, Exhibit LPM-3, ROE based on that approved in Docket No.
2010-00020, capital structure: 56.065% debt and 42.943% equity.

20na pre-tax, ratemaking basis, the Company’s requested equity return is 16.55% (10.50% + (1-36.56%
tax rate). A 36.56% tax rate is equivalent to the 1.5762 Gross Revenue Conversion factor used in Docket
No. 2010-00020.
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production facility until cars are rolling off the assembly line and the cars are sold.

The ability of KPCO to recover, through a surcharge to customers, the total cost
of environmental construction just two months following cost incurrence, including a
return and prior to the completion of the construction project represents a lower
operational risk than normal rate base/rate of return utility operations. As a result, if the
Commission elects to base its allowed return included in the environmental surcharge on
the Company’s overall return, the return on equity included in that overall return
calculation should be at the lower end of a reasonable range in order to account for the
lower risk afforded by the environmental surcharge.

Finally, it is especially important in these difficult economic times of high
unemployment that, if the Companies are afforded low-risk treatment in the manner in
which they are allowed to recover mandated environmental costs, then that lower
operational risk should also provide a benefit for the Company’s customers and be passed
on by means of a lower allowed return in the surcharge.

In summary, if the Commission elects to use an overall return to calculate the
Company’s environmental surcharge, then KIUC recommends that the Commission
recognize that the current cost of equity capital is below the 10.50% requested by the
Companies and, further, that the allowed return be set at the lower end of a reasonable
range to account for the low-risk nature of the manner in which environmental

construction costs are recovered in Kentucky.

. HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR TESTIMONY?
. Yes, Exhibit_(SGH-1) consists of 12 Schedules and provides the analytical support for

the conclusions reached regarding the cost of common equity, capital structure and
overall cost of capital for KPCO presented in the body of the testimony. This Exhibit was
prepared by me and is correct to the best of my knowledge and belief. Also, I have

provided four Appendices (“A” through “C”), which contain additional detail regarding
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certain aspects of my narrative testimony in this proceeding.

. PLEASE SUMMARIZE YOUR TESTIMONY AND FINDINGS CONCERNING THE

RATE OF RETURN THAT SHOULD BE UTILIZED IN SETTING RATES FOR
KPCO’S ENVIRONMENTAL SURCHARGE IN THESE PROCEEDINGS.

. My testimony is organized into three sections. First, I review the current economic

environment in which my equity return estimate is made and evaluate the current state of
that environment in light of the financial crisis underway during the Company’s last rate
proceedings.

Second, I review the Company’s capital structure and the average capital structure
existing in the electric utility industry in order to determine an appropriate capital
structure for rate-making purposes.

Third, I evaluate the cost of equity capital for utility operations that are similar in
risk to KPCO using Discounted Cash Flow (DCF), Capital Asset Pricing Model (CAPM),
Modified Earnings-Price Ratio (MEPR), and Market-to-Book Ratio (MTB) analyses.

The current cost of equity capital for electric utility firms of similar risk to KPCO
falls in a range of 9.00% to 9.75%. Moreover, because Kentucky law allows the
Companies to recover investments in environmental plant during the construction phase
with only a two-month lag, investment in environmental plant is low compared to normal
utility plant investment. Therefore, the return afforded the Companies for their
environmental surcharge should be in the lower end of that reasonable range, or 9.0%-
9.375%.

Applying the mid-point of that 9.0%-9.375% equity capital cost range (9.2%) to
KPCO’s requested capital structure and embedded cost rates indicates overall capital
costs of 7.41%. Those overall costs of capital afford the Companies the opportunity to
achieve pre-tax interest coverage levels on their environmental plant investment of 2.87

times for KPCO, respectively. (See Exhibit__(SGH-1), Schedule 12) In other words,
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allowed a 9.2% return on the equity portion of their investment in environmental plant,
the Companies have the opportunity to earn an amount of net income on that plant that is
approximately 2.87 times greater than the interest costs incurred. This level of interest
coverage exceeds KPCQO’s average interest coverage over the 2008-2020 period, 2.13
times, according to data available in the Company’s 2010 Annual Report published on
AEP’s website. 3 The overall return I am recommending, then, is sufficient to maintain

the Company financial integrity and meets the requirements of Hope and Bluefield.

. IS THERE INDEPENDENT EVIDENCE IN THE RECORD IN THIS PROCEEDING

THAT CONFIRMS THE REASONABLNESS OF YOUR EQUITY COST ESTIMATE
FOR KPCO?

. Yes. At page 31 of its 2010 S.E.C. Form 10-K, KEPCO’s parent company, AEP,

indicates that one-half of its pension fund retirement portfolio (totaling approximately $4
Billion) is comprised of investments in common equity. In addition, AEP informs its
investors that over the long term it expects to earn a return on its equity investments of
9.0%. This expected return on equity is for common stocks in general or the broad market
for stocks, not for utility stocks, which have lower risk than the market. This information
confirms that investors’ equity return expectations (and the cost of equity capital to a
firm) are modest.

In addition, based on the Company’s long-term return expectations for their own
equity investments, my estimate for the cost of equity capital for companies similar in
risk to KPCO of 9.0% to 9.75% is conservative. It is conservative because electric
utilities are less risky investments than U.S. equities as a whole (which is the basis for the
Company’s return expectations). Therefore, if the Company’s long-term equity return
expectation of 9.0% for U.S. stocks is representative of investor expectations, then a

reasonable expected return for electric utilities would be below that level. The

3 http://www .aep.com/investors/financialfilingsandreports/edgar/kentuckypower.aspx
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Company’s expected return on its own equity investments in the U.S. stock market falls
below my estimated range for the cost of equity capital for electric utilities, indicating
that my equity cost estimate is, at the very least, reasonable, and should be considered

conservative.

. MR.HILL, ISN°T IT REASONABLE TO BELIEVE THAT PENSION FUND

RETURN EXPECTATIONS ARE MODERATE (LLOWER) IN ORDER TO AVOID
OVERSTATEMENT OF THE FUTURE VALUE AND SUBSEQUENT UNDER-
FUNDING OF THE FUND?

. Yes. Neither the Companies nor their investment managers would use equity return

expectations that are too high for its pension fund assets because that would overstate the
expected future value of that fund. If the expected returns are overstated, the current
funding requirement would be understated and the firm would be left with unfunded
pension liabilities that could add unnecessarily to its financial risk profile.

However, it is also reasonable to believe that the Company would not
significantly under-estimate the pension fund return estimates, either. Under-estimating
the expected return would call for an unnecessarily high annual contribution every year to
reach the future targeted amount of pension funds. Any unnecessarily large annual
pension expense would reduce profitability —an undesirable outcome for any company.
In addition, if ultimate returns turn out to be higher than predicted through under-
estimating the portfolio return, the firm will, effectively, have funded its pension
requirements with internally generated funds that could have been put to other uses such
as production, distribution, or required environmental facilities. Also, the Company is
relying on the advice of its portfolio investment mangers and that investment firm’s
assessment of long-term equity return expectations for the U.S., who would have no
interest in “shading” the return expectation in either direction.

Therefore, because there are negatives associated with either over- or under-
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stating expected pension portfolio returns, it is reasonable to assume that KPCO
management (as well as AEP management) seeks to accurately estimate its expected
investment returns and believes that, over the long-term, the common equity return

expectations for its pension fund investments are in the 9.0% range, cited above.

Q. WHY SHOULD THE COST OF CAPITAL SERVE AS A BASIS FOR THE PROPER

ALLOWED RATE OF RETURN FOR A REGULATED FIRM?

. The Supreme Court of the United States has established, as a guide to assessing an

appropriate level of profitability for regulated operations, that investors in such firms are
to be given an opportunity to earn returns that are sufficient to attract capital and are
comparable to returns investors would expect in the unregulated sector for assuming the
same degree of risk. The Bluefield and Hope cases provide the seminal decisions
(Bluefield Water Works v. PSC), 262 US 679 [1923]; FPC v. Hope Natural Gas
Company, 320 US 591 [1944]). These criteria were restated in the Permian Basin Area
Rate Cases, 390 US 747 (1968). However, the Court also makes quite clear in Hope that
regulation does not guarantee profitability and, in Permian Basin, that, while investor
interests (profitability) are certainly pertinent to setting adequate rates, those interests do
not exhaust the relevant considerations.

As a starting point in the rate-setting process, then, the market-based cost of
capital of a regulated firm represents the return investors could expect from other
investments, while assuming no more and no less risk. Because financial theory holds
that investors will not provide capital for a particular investment unless that investment is
expected to yield the opportunity cost of capital, the correspondence of the cost of capital

with the Court’s guidelines for appropriate earnings is clear.
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Q. THE COST OF EQUITY CAPITAL IS OFTEN ESTIMATED USING A COMPLEX

ARRAY OF ECONOMIC MODELS AND ALGEBRAIC FORMULAS. IS THERE A
SIMPLE WAY TO UNDERSTAND THE CONCEPT OF THE COST OF EQUITY
CAPITAL?

. Yes. In aregulated ratemaking context such as this, the cost of equity capital can be most

easily understood as the percentage profit that should be allowed for the regulated firm.
A firm’s profit is the amount of money that remains from its revenues after a firm has
paid all of its costs—operating costs (commodity supply costs, depreciation, equipment
maintenance costs, salaries, fees, retirement obligations, property taxes), as well as
income taxes and interest costs. That dollar amount of profit, divided by the book value
of the common equity capital used to finance the firm’s regulated assets equals the
percentage rate of return on equity. If, for example, the profit earned by a utility is
$10/year and the firm has $100 of equity capital on its books, the firm’s earned return on
equity (ROE), or it’s profit, is 10%.

The purpose of all of the economic models and formulas in cost of capital
testimony is to estimate, using market data of similar-risk firms, the market-based rate of
return equity investors require for a particular risk~class of firms—in this case, electric
utility operations. If the profit allowed in the ratemaking process, as a percent of the
firm’s equity capital, is set equal to the cost of equity capital (the investors’ required
market-based return), the utility, under efficient management, will be able to attract the
capital necessary to maintain the firm’s financial integrity, and the interests of investors
and ratepayers will be balanced, as called for in the U.S. Supreme Court cases cited
above.

Simply put, the amount of profit the utility should be allowed the opportunity to
earn, as a percentage of the total equity investment, should be equal to the cost of equity

capital.
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II. ECONOMIC ENVIRONMENT

Q. WHY IS IT IMPORTANT TO REVIEW THE ECONOMIC ENVIRONMENT IN

WHICH AN EQUITY COST ESTIMATE IS MADE?

. The cost of equity capital is an expectational, or ex ante, concept. In seeking to estimate

the cost of equity capital of a firm, it is necessary to gauge investor expectations with
regard to the relative risk and return of that firm, as well as that for the particular risk-
class of investments in which that firm resides. Because this exercise is, necessarily,
based on understanding and accurately assessing investor expectations, a review of the
larger economic environment within which the investor makes his or her decision is most
important. Investor expectations regarding the strength of the U.S. economy, the direction
of interest rates and the level of inflation (factors that are determinative of capital costs)
are key building blocks in the investment decision. The analyst and the regulatory body
should review those factors in order to assess accurately investors’ required return—the

cost of equity capital to the regulated firm.

. WHAT ARE THE INDICATIONS WITH REGARD TO THE COST OF CAPITAL IN

THE CURRENT ECONOMIC ENVIRONMENT?

. Although three years have passed since the events of late 2008 and early 2009, any

review of the current economic environment and the current cost of capital must take into
account what was the most significant disruption in the financial markets since the Great
Depression in the 1930s. In the tumultuous economic environment that existed during
the third and fourth quarters of 2008 and early 2009, the signals with regard to the cost of
capital were difficult to discern. Stock prices fell dramatically, increasing dividend
yields, which would indicate increasing capital costs if expected growth rates were
constant. However, fundamental indicators of capital cost rates —long-term U.S.
Treasury bond yields—declined, signaling that investors actually required and expected

lower returns during that difficult economic time.
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As shown in Chart I below, there have been wide fluctuations in short-term
interest rate levels over the past ten years as the Federal Reserve Board (the Fed) raised
and lowered the Federal Funds rate to slow down and encourage (respectively) economic
growth. However, long-term interest rates have ranged from 4.5% to 5.5% over most of
that time, with a slow downward trend. As a result of that 2008/2009 economic
downturn, long-term Treasury bond yields dipped, for a time, below the lower end of that
historical range as investors turned to bonds as a safe haven. As the economic downturn
moderated and a modest recovery began to appear, long-term T-bond yields returned to
their historical trend.

More recently, with new concerns about the international banking industry,
centered primarily with the smaller economies in the European Union, long-term
Treasury rates have again taken a dip below historical trends. That drop in Treasury
yields results, again, from investors turning to U.S. Treasuries as reliable and safe
investments. According to the most recent Federal Reserve Statistical Release H.15, the
average 30-year T-Bond yield in November 2011 was only 3.0% 4

The interest rate data in Chart I on the next page also indicate that the Fed
lowered short-term interest rates to near zero to attempt to lessen the impact of the
recession and, continues to take a very accommodative stance regarding monetary policy,
with short-term T-Bills yielding a near zero. (The average 3-month T-Bill rate in
December 2011 was only 0.01%.) As a result, fundamental long-term capital costs have
not increased as a result the financial crisis in 2008/09 and, in fact, are currently
somewhat below the long-term downward trend in capital costs begun prior to the

financial crisis.

4 http://www.federalreserve.gov/Releases/H15/Current/, December 15, 2011.
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Chart 1.

Relative Interest Rate Changes
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Data from Federal Reserve Statistical Release H.15

Because the market for U.S. Treasury securities remained liquid throughout the
2008/09 financial crisis and because the liquidity problems existing during that crisis
eventually subsided, it is reasonable to believe that the yields on long-term Treasuries are
representative of investors’ general long-term risk-free return expectations. Absent the
recent downturn in T-Bond yields due to international banking concerns, the trend in
long-term T-Bond yields, as shown in Chart I, above, indicates a current “normative”
long-term risk-free yield expectation of approximately 4%. Therefore, this fundamental
building block of capital costs (long-term T-bond yields) provides an indication that in
the current economic environment, capital costs are lower than they were prior to the
economic troubles of late 2008 and early 2009.

However, it is also important to note that a review of corporate bond yield history

indicates that, during the financial crisis of 2008/2009 declining yields was not the case
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with corporate bonds. Following the demise of Lehman Brothers and the near-collapse of
the financial community in the U.S. and abroad due to enormous debt obligations related
to mortgage-back securities and credit default swaps—even with the commitment of
government support of the successor financial institutions —there was a temporary lack of
liquidity in the corporate sector of the bond market. The banks, investment brokerage
firms, and other institutional investors were holding on to capital in order to shore up
their own balance sheets rather than re-injecting those monies into the financial system
through lending (buying corporate debt). As a result, even though the Fed was driving
down short-term Treasury rates to provide additional liquidity for the economy in
general, that liquidity was not passed through to the corporate bond market and, with a
lack of capital supply, corporate bond yields increased in late 2008 and early 2009. The
relative movement of BBB-rated corporate bond yields and U.S. Treasury yields is shown

in Chart II, on the next page.
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Chart I
Financial Crisis: Bond Yield Changes
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Following the failure of Lehman Brothers, as the full extent of the debt/derivative
risk overhang in the financial industry became known, BBB-rated corporate bond yields
increased, even as long-term Treasury yields remained relatively steady at about 4.5%.
According to the database of the Federal Reserve, BBB-rated corporate bond yields rose
dramatically by 250 basis points as the risk of default, and the nervousness of investors
increased and, as a result the spread between corporate bonds and U.S. Treasuries
widened to about 4% —approximately double the more normal 2%.

As liquidity began to be restored to the bond markets, initially through direct

government intervention and subsequently through the return of modestly positive
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economic growth, corporate bond yields have declined substantially from the highs
established in the fall of 2008. More recently, investors’ concerns have eased, the stock
market has rebounded (exceeding the 12,000 mark), and corporate bond yields have
declined below pre-crisis levels. As a result, the yield spread differential between
corporate bonds and long-term Treasury securities declined to a more normal level.
Therefore, because both the absolute level of the risk-free rate and the yield spread
between Treasury bonds and corporate bonds have declined since the financial crisis, any
concern that the 2008/09 financial crisis implies continuing financial difficulty for
utilities would be an incorrect assessment.

Chart II also shows that bond yield spreads have increased somewhat since
September of 2011 due to the European bank default concerns (the BBB Corporate-to-20-
year T-Bond yield spread in November 2011 was approximately 2.5%; 50 basis points
higher than normal). However, that increase is due to the decline in T-Bond yields, not an
increase in corporate yields. In fact, BBB-rated corporate yields have also recently
declined, just not as rapidly as long-term Treasuries.

For example, for BBB-rated utilities, Value Line reports that 25/30-year bonds are
yielding an average of 4.84% over the most recent six-week period. One year ago, BBB-
rated utility bonds were providing average yields of 5.97% —more than 100 basis points
higher.> Therefore, in terms of relative capital costs, the broad economic environment
currently is more benign than it was prior to the financial crisis—capital costs are
lower—and, thus, more favorable for capital intensive industries like utilities.

On balance, then, the fixed-income data available in the financial marketplace
indicate that while there were technical difficulties in the corporate bond market that
drove up yields for a period of time, those difficulties have not proven to be a long-term

phenomenon and the high corporate bond yields experienced in the latter part of 2008 and

5 The Value Line Investment Survey, Selection & Opinion; the most recent six weekly editions: November
11 through December 16,2011.
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