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DONALD MURRY PHD
DIRECT TESTIMONY

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

MY NAME IS DONALD MURRY MY BUSINESS ADDRESS IS 5555 NORTH GRAND BLVD

OKLAHOMA CITY OKLAHOMA 73112

BY WHOMARE YOU EMPLOYED AND IN WHAT POSITION

AM VICE PRESIDENT AND ECONOMIST WITH GUERNSEY COMPANY WORKING

PRIMARILY OUT OF THE OFFICES IN OKLAHOMA CITY AND TALLAHASSEE AM ALSO PROFESSOR

EMERITUS OF ECONOMICS ON THE FACULTY OF THE UNIVERSITY OF OKLAHOMA

10

11 WHAT IS YOUR EDUCATIONAL BACKGROUND

12 HAVE IN BUSINESS ADMINISTRATION AND MA AND PHD IN ECONOMICS FROM

13 THE UNIVERSITY OF MISSOURI COLUMBIA

14

15 PLEASE DESCRIBE YOUR PROFESSIONAL BACKGROUND

16 FROM 1964 TO 1974 WAS AN ASSISTANT AND ASSOCIATE PROFESSOR AND DIRECTOR OF

17 RESEARCH ON THE FACULTY OF THE UNIVERSITY OF MISSOURI ST LOUIS FOR THE PERIOD 1974

18 98 WAS PROFESSOR OF ECONOMICS AT THE UNIVERSITY OF OKLAHOMA AND SINCE 1998

19 HAVE BEEN PROFESSOR EMERITUS AT THE UNIVERSITY OF OKLAHOMA UNTIL 1978 ALSO SERVED

20 AS DIRECTOR OF THE CENTER FOR ECONOMIC AND MANAGEMENT RESEARCH IN EACH OF THESE

21 POSITIONS DIRECTED AND PERFORMED ACADEMIC AND APPLIED RESEARCH PROJECTS RELATED TO

22 ENERGY AND REGULATORY POLICY DURING THIS TIME ALSO SERVED ON SEVERAL STATE AND

23 NATIONAL COMMITTEES ASSOCIATED WITH ENERGY POLICY AND REGULATORY MATTERS AND

24 PUBLISHED AND PRESENTED NUMBER OF PAPERS IN THE FIELD OF REGULATORY ECONOMICS IN THE

25 ENERGY INDUSTRIES

26

27 PLEASE DESCRIBE YOUR REGULATORY EXPERIENCE

28 SINCE 1964 HAVE CONSULTED FOR NUMBER OF PRIVATE AND PUBLIC UTILITIES STATE AND

29 FEDERAL AGENCIES AND OTHER INDUSTRIAL CLIENTS REGARDING ENERGY AND REGULATORY MATTERS



IN THE UNITED STATES CANADA AND OTHER COUNTRIES IN 197 172 SERVED AS CHIEF OF THE

ECONOMIC STUDIES DIVISION OFFICE OF ECONOMICS OF THE FEDERAL POWERCOMMISSION

FROM 1978 TO EARLY 1981 WAS VICE PRESIDENT AND CORPORATE ECONOMIST FOR STONE

WEBSTER MANAGEMENT CONSULTANTS INC AM NOW VICE PRESIDENT WITH

GUERNSEY COMPANY IN ALL OF THESE POSITIONS HAVE DIRECTED AND PERFORMED WIDE

VARIETY OF APPLIED RESEARCH PROJECTS AND CONDUCTED OTHER PROJECTS RELATED TO REGULATORY

MATTERS RECENTLY HAVE ASSISTED BOTH PRIVATE AND PUBLIC COMPANIES AND GOVERNMENT

OFFICIALS IN AREAS RELATED TO THE REGULATORY FINANCIAL AND COMPETITIVE ISSUES ASSOCIATED

WITH THE RESTRUCTURING OF THE UTILITY INDUSTRY IN THE UNITED STATES AND OTHER COUNTRIES

10

11 HAVE YOU PREVIOUSLY TESTIFIED BEFORE OR BEEN AN EXPERT WITNESS IN PROCEEDINGS

12 BEFORE REGULATORY BODIES

13 YES HAVE APPEARED BEFORE THE US DISTRICT COURTWESTERN DISTRICT OF LOUISIANA

14 US DISTRICT COURTWESTERN DISTRICT OF OKLAHOMA DISTRICT COURTFOURTH JUDICIAL

15 DISTRICT OF TEXAS US SENATE SELECT COMMITTEE ON SMALL BUSINESS FEDERAL POWER

16 COMMISSION FEDERAL ENERGY REGULATORY COMMISSION INTERSTATE COMMERCE

17 COMMISSION ALABAMA PUBLIC SERVICE COMMISSION REGULATORY COMMISSION OF

18 ALASKA ARKANSAS PUBLIC SERVICE COMMISSION COLORADO PUBLIC UTILITIES COMMISSION

19 FLORIDA PUBLIC SERVICE COMMISSION GEORGIA PUBLIC SERVICE COMMISSION ILLINOIS

20 COMMERCE COMMISSION IOWA COMMERCE COMMISSION KANSAS CORPORATION

21 COMMISSION KENTUCKY PUBLIC SERVICE COMMISSION LOUISIANA PUBLIC SERVICE

22 COMMISSION MARYLAND PUBLIC SERVICE COMMISSION MISSISSIPPI PUBLIC SERVICE

23 COMMISSION MISSOURI PUBLIC SERVICE COMMISSION NEBRASKA PUBLIC SERVICE

24 COMMISSION NEW MEXICO PUBLIC SERVICE COMMISSION NEW YORK PUBLIC SERVICE

25 COMMISSION POWER AUTHORITY OF THE STATE OF NEW YORK NEVADA PUBLIC SERVICE

26 COMMISSION NORTH CAROLINA UTILITIES COMMISSION OKLAHOMA CORPORATION

27 COMMISSION SOUTH CAROLINA PUBLIC SERVICE COMMISSION TENNESSEE PUBLIC SERVICE

28 COMMISSION TENNESSEE REGULATORY AUTHORITY THE PUBLIC UTILITY COMMISSION OF

29 TEXAS THE RAIKOAD COMMISSION OF TEXAS THE STATE CORPORATION COMMISSION OF

30 VIRGINIA AND THE PUBLIC SERVICE COMMISSION OF WYOMING



WHAT IS THE NATURE OF YOUR TESTIMONY IN THIS CASE

OKLAHOMA GAS AND ELECTRIC COMPANY INC OGE WHICH IS WHOLLYOWNED

SUBSIDIARY OF 0GB ENERGY CORPORATION RETAINED ME TO ANALYZE ITS CURRENT COST OF

CAPITAL AND TO RECOMMEND RATE OF RETURN ON COMMONEQUITY IN THIS PROCEEDING ALSO

REFER TO OGE AS THE COMPANY IN THIS TESTIMONY CONSIDERED NUMBER OF

INFLUENCES ON OGES COST OF CAPITAL AND REVIEWED RELEVANT MARKET INFORMATION

II SUMMARY OF FINDINGS AND RECOMMENDATIONS

PLEASE SUMMARIZE YOUR FINDINGS AND RECOMMENDATIONS IN THIS MATTER

10 AFTER RECOGNIZING WIDE DIVERGENCE OF EARNED RETURNS AND COST OF CAPITAL ESTIMATES FOR

11 ELECTRIC UTILITIES COMPARABLE TO OGE CONCLUDE THAT AN ALLOWED RETURN IN THE RANGE

12 OF 1175 PERCENT TO OF 1225 PERCENT IS APPROPRIATE FOR OGE IN THIS PROCEEDING AT THIS

13 TIME TO DETERMINE THIS RETURN STUDIED THE RECENT VOLATILE CREDIT AND EQUITIES MARKETS

14 NUMBER OF CURRENT FINANCIAL STATISTICS CURRENT ELECTRIC UTILITIES EARNINGS AND MARKET

15 BASED MEASURES OF CAPITAL COSTS

16 REVIEWED THE COMPANYS PROPOSED RATEMAKING CAPITAL STRUCTURE FOR THIS

17 PROCEEDING THE CRITICALLY IMPORTANT COMMONEQUITY RATIO IS JUST 4196 PERCENT THE

18 LONGTERM DEBT RATIO IS 3338 PERCENT OGE HAS AN EMBEDDED COST OF LONGTERM DEBT

19 AT 640 PERCENT ALTHOUGH OGE ESTIMATED THAT ITS COST OF SHORTTERM DEBT IS 554

20 PERCENT ITS SHORTTERM DEBT FOR RATEMAKING IS CURRENTLY ZERO IN ADDITION OGE HAS

21 INCLUDED IN ITS CAPITAL STRUCTURE FOR RATEMAKING IN THIS PROCEEDING THE FOLLOWING

22 ACCUMULATED DEFERRED INCOME TAXES OF 1501 PERCENT AT ZERO PERCENT PRE1971

23 ACCUMULATED DEFERRED INCOME TAX CREDITS ADITC OF AT ZERO PERCENT POST1970

24 ADITCLONG TERM DEBT OF 023 PERCENT POST1970 ADITCSHORT TERM DEBT OF ZERO

25 PERCENT POST1970 ADITCEQUITY OF 028 PERCENT CUSTOMER DEPOSITS OF 125 PERCENT

26 AT COST OF 441 PERCENT AND CURRENT ACCRUED AND OTHER LIABILITIES OF 789 PERCENT AT

27 ZERO PERCENT WHEN COMPARED THE COMMONEQUITY RATIO FOR OGE TO THE SIMILAR

28 RATIOS OF THE COMPARABLE ELECTRIC UTILITIES NOTED THAT OGES COMMONEQUITY RATIO IS

29 AN EXTREMELY LOW COMMONEQUITY RATIO

30 IN MY OPINION THE CURRENT AND PROBABLY THE NEARTERM VOLATILITY IN THE DEBT AND

31 EQUITY MARKETS ARE IMPORTANT FACTORS AFFECTING THE COST OF CAPITAL CURRENTLY AND SOME



OF THE MARKET CONSEQUENCES OF THE EVOLVING CIRCUMSTANCES ARE STILL UNCLEAR THIS

UNCERTAINTY AND THE PROSPECT OF CONTINUING INFLATION ARE UNDOUBTEDLY CONCERNS AND

PERCEIVED RISKS TO INVESTORS AND ARE OF COURSE SOME OF THE REASONS FOR THE MARKET

VOLATILITY ALTHOUGH THE FEDERAL RESERVE HAS AGGRESSIVELY ENHANCED CREDIT AVAILABILITY

AND FORCED DOWN SHORTTERM INTEREST RATES TO DATE THE RELEVANT LONG TERM RATES HAVE NOT

RESPONDED IN KIND AND ANALYSTS EXPECT LONGTERM RATES TO INCREASE

THE COMPARABLE COMPANIES WHICH REPRESENT HEALTHY ELECTRIC UTILITIES ARE

STANDARDS FOR OGE ALLOWED RETURN IN THIS PROCEEDING FOR EXAMPLE VALUE LINE

ESTIMATES THAT THE COMPARABLE ELECTRIC UTILITIES WILL PRODUCE AVERAGE COMMONEQUITY

10 RETURNS OF 122 PERCENT IN 2008 TO DETERMINE THE MARKETBASED COST OF COMMONSTOCK

11 USED DISCOUNTED CASH FLOW AND CAPITAL ASSET PRICING MODEL ANALYSES USING THESE

12 METHODS ESTIMATED THE MARKETBASED COSTS OF THE COMMONSTOCKS FOR OGE ENERGY

13 THE PARENT COMPANY OF OGE AND FOR EACH OF THE COMPARABLE COMPANIES HOWEVER

14 THE RESULTS WERE WIDE RANGING IN THE CURRENT VOLATILE MARKETS THE MOST RELEVANT DCF

15 RESULTS FOR THE COMPARABLE COMPANIES ARE 1117 PERCENT AND 1370 PERCENT FOR 0GB

16 ENERGY THE MOST RELEVANT DCF RESULTS ARE 931 PERCENT AND 1170 PERCENT THE MORE

17 STABLE LONGER PERSPECTIVE CAPM RESULTS RANGE FROM 1132 PERCENT TO 1259 PERCENT

18 EXPECTATIONS FOR CONTINUING INCREASES IN INFLATION AND INTEREST RATES ALONG WITH

19 THE CURRENT MARKET VOLATILITY SUGGEST THAT RETURN CLOSE TO CURRENT EARNINGS OF THE

20 COMPARABLE ELECTRIC UTILITIES AND THE MIDPOINT OF THE MARKETBASED RESULTS IS

21 APPROPRIATE AT THIS TIME THE CURRENT COMPETITIVE MARKET RETURNS SUPPORT THIS LEVEL

22 CONCLUDE THAT AN ALLOWED RETURN ON COMMON EQUITY OF 1175 TO 1225 PERCENT IS

23 APPROPRIATE FOR OGE IN THIS PROCEEDING

24 THE VERY RECENT SHARP DECLINES IN COMMONEQUITIES VALUES DEMONSTRATETHAT AT

25 LEAST THE MIDPOINT OF THIS RANGE OR 1200 PERCENT IS CONSERVATIVE RETURN AND THE

26 MINIMUM RETURN NECESSARY TO ATTRACT COMMONEQUITY CAPITAL AT THIS TIME FURTHERMORE

27 THESE MARKET DECLINES PLUS FORECASTED INFLATION AND INTEREST RATE GROWTHSHOWTHAT THE

28 UPPER END OF MY RECOMMENDED RANGE OR 1225 PERCENT IS PRUDENT IN THE CURRENT

29 MARKETS

30 FINALLY TESTED MY ALLOWED RETURN BY COMPARING OGE AFTERTAX INTEREST

31 COVERAGE AT MY RECOMMENDEDRANGE TO THE COVERAGES OF THE COMPARABLE COMPANIES



BY THIS COMPARISON CONFIRMED THAT THE UPPER END OF MY RECOMMENDED ALLOWED

RETURN RANGE IS REASONABLE IN CURRENT AND PREDICTED MARKETS

III METHODOLOGY

HOWDID YOU CONDUCT YOUR ANALYSIS AND DETERMINE YOUR RECOMMENDATION

STUDIED THE CURRENT ECONOMIC ENVIRONMENT TO PROVIDE PERSPECTIVE FOR MY ANALYSIS

CURRENT AND FORECASTED LONGTERM INTEREST RATES AND INVESTORS FEARS OF INFLATION ARE THE

BACKDROP FOR ELECTRIC UTILITY RATES OF RETURN AT THIS TIME AS AN IMPORTANT STANDARD OF

CURRENT RETURNS ON COMMONEQUITY ALSO NOTED THE CURRENT RETURN ON COMMONEQUITY

10 EARNED BY GROUP OF COMPARABLE ELECTRIC UTILITIES THAT WERE SIMILAR TO OGE IN MANY

11 RESPECTS REVIEWED PUBLISHED FINANCIAL INFORMATION FOR OGE OGE ENERGY

12 CORPORATION AND THE COMPARABLE ELECTRIC UTILITIES BECAUSE OF THE RECENT AND

13 PROSPECTIVE VOLATILITY OF THE EQUITIES MARKETS TOOK SPECIAL NOTE OF THE FINANCIAL AND

14 BUSINESS RISKS FACED BY OGE ALSO APPLIED THE GENERALLY ACCEPTED DCF AND CAPM

15 METHODS TO THE COMPARABLE COMPANIES TO DEVELOP MARKETBASED MEASURE OF THE COST

16 OF COMMONEQUITY FOR OGE THE COMPARABLE COMPANIES ARE ELECTRIC UTILITIES THAT ARE

17 SIMILAR TO OGE SO AS REPRESENTATIVE PROXY ELECTRIC UTILITIES THEIR COSTS OF COMMON

18 EQUITY ARE RELEVANT TO OGE
19 AS AN IMPORTANT MEASURE OF ADEQUACY IN DETERMINING SUFFICIENT BUT NOT

20 HIGHER THAN NECESSARY RETURN TESTED MY RECOMMENDEDRETURN BY EVALUATING THE AFTER

21 TAX INTEREST COVERAGE RATIO AT MY RECOMMENDED RETURN THEN COMPARED THIS

22 COVERAGE TO SIMILAR COVERAGES FOR THE COMPARABLE ELECTRIC UTILITIES

23

24 WHAT CRITERIA DID YOU USE TO SELECT THE COMPARABLE COMPANIES IN YOUR ANALYSIS

25 IDENTIFIED CRITERIA THAT WOULD PROVIDE GOOD REPRESENTATIVE SAMPLE OF FINANCIALLY

26 HEALTHY REGULATED ELECTRIC UTILITIES SIMILAR TO OGE FIRST IDENTIFIED ELECTRIC UTILITY

27 COMPANIES THAT HAVE PUBLICLY TRADED COMMON STOCK USED THE ELECTRIC UTILITIES

28 IDENTIFIED BY VALUE LINE AS THE PRIMARY SAMPLING FRAME FROM WHICH TO SELECT

29 COMPANIES COMPARABLE TO OGE THEN EXCLUDED ALL COMPANIES ACTIVELY INVOLVED IN

30 MERGER THE COMMON STOCK VALUE OF COMPANY INVOLVED IN MERGER WILL BE

31 AFFECTED BY INVESTORS EVALUATION OF THE MERGER RATHER THAN JUST ITS UTILITY OPERATIONS SO



IT WOULD NOT MAKE GOOD PROXY FOR OGE NEXT SELECTED FIRMS THAT HAVE NOT

REDUCED OR ELIMINATED THEIR DIVIDEND IN THE PAST FIVE YEARS COMPANIES THAT HAVE FAILED

TO MAINTAIN DIVIDENDS ARE LIKELY TO BE UNDER SOME FINANCIAL STRESS THIS MEANS THAT

THEY WOULD NOT BE GOOD STANDARD FOR DETERMINING THE COST OF CAPITAL OF FINANCIALLY

HEALTHY UTILITY IN CURRENT MARKETS REMOVED THOSE UTILITIES FOR WHICH VALUE LINE IS

FORECASTING ZERO OR NEGATIVE EARNINGS GROWTH AGAIN THIS CRITERION HELPS ASSURE THAT MY

ANALYSIS FOCUSES ON HEALTHY UTILITIES FURTHER NARROWED THE GROUP BY FOCUSING ON

COMPANIES THAT HAVE MARKET CAPITALIZATION GREATER THAN BILLION AND LESS THAN

BILLION THE SIZE OF COMPANY MAY AFFECT ITS COSTS OF OPERATIONS AND THE MARKET COST OF

10 CAPITAL AND THIS CRITERION IDENTIFIES COMPANIES WITH SIMILAR CHARACTERISTICS TO OGE
11 FINALLY COMPANIES MAY HAVE INVESTMENTS IN NONELECTRIC UTILITY ENTERPRISES IN ORDER TO

12 ASSURE THAT THE COMPANIES IDENTIFIED AS ELECTRIC UTILITIES ARE PRINCIPALLY IN THE ELECTRIC

13 UTILITY BUSINESS EXCLUDED ANY COMPANY THAT EARNED LESS THAN 60 PERCENT OF ITS

14 OPERATING INCOME FROM ELECTRIC UTILITY OPERATIONS USING THESE CRITERIA SELECTED

15 GROUP OF ELECTRIC UTILITIES SIMILAR TO OGE IN KEY RESPECTS

16

17 CAN YOU EXPLAIN IN MORE DETAIL WHY YOU USED VALUE LINE AS THE SOURCE FOR

18 CHOOSING COMPARABLE ELECTRIC UTILITIES FOR YOUR ANALYSIS

19 VALUE LINE IS RESPECTED FINANCIAL INFORMATION SOURCE THAT IS READILY AVAILABLE TO

20 INVESTORS AND IS FOUND IN MOST LIBRARIES SO IT IS SOURCE THAT IS LIKELY TO INFLUENCE

21 INVESTORS DECISIONS SECOND IMPORTANT CONSIDERATION FOR SELECTING VALUE LINE IS THAT

22 IT IS INDEPENDENT FROM THE INVESTMENT COMMUNITY VALUE LINE DOES NOT UNDERWRITE

23 SECURITIES IN THE PAST CRITICS HAVE JUSTIFIABLY CRITICIZED ORGANIZATIONS THAT PUBLISH

24 FINANCIAL DATA WHILE BENEFITING DIRECTLY FROM RELATIONSHIP WITH THE COMPANY UNDER

25 REVIEW HOWEVER VALUE LINE JUST SELLS FINANCIAL INFORMATION AND DOES NOT HAVE THOSE

26 CONFLICTS OF INTEREST

27

28 WHAT UTILITIES DID YOU CHOOSE AS COMPARABLE TO OGE
29 THE UTILITIES THAT SELECTED ARE DPL INC NORTHEAST UTILITIES NSTAR PEPCO HOLDINGS

30 PINNACLE WEST SCANA CORP AND WISCONSIN ENERGY



ARE YOU SPONSORING ANY EXHIBITS WITH YOUR TESTIMONY

YES AM SPONSORING EXHIBIT NO WHICH CONSISTS OF SCHEDULES DAMI THROUGH

DAM25

DID YOU OR SOMEONEUNDER YOUR DIRECT SUPERVISION PREPARE THIS EXHIBIT

YES

IV ECONOMIC ENVIRONMENT

WHAT ECONOMIC FACTORS ARE IMPORTANT TO YOUR ANALYSIS OF OGES COST OF CAPITAL

10 IN THIS PROCEEDING

11 EXPECTATIONS REGARDING INFLATION AND INTEREST RATES ARE MAJOR ECONOMIC FACTORS THAT

12 INFLUENCE INVESTORS DECISIONS GENERALLY INFLATION EXPECTATIONS CAUSE INVESTORS TO

13 REQUIRE RETURNS SUFFICIENT TO COMPENSATE FOR ANY LOSS OF PURCHASING POWEROVER THE LIFE

14 OF SECURITY IN MANY CASES INCREASING INFLATION LEADS TO HIGHER LONGTERM INTEREST

15 RATES HIGHER INTEREST RATES IN TURN LEAD TO HIGHER OVERALL COSTS OF CAPITAL IN THE CASE OF

16 REGULATED UTILITY SUCH AS OGE THE REGULATORY ENVIRONMENT IS ALSO CRITICAL

17 COMPONENT OF THE BUSINESS ENVIRONMENT ANTICIPATED REGULATORY ACTIONS AS WELL AS

18 FORECASTS OF INFLATION AND INTEREST RATES AFFECT INVESTORS EXPECTATIONS OF UTILITY RETURNS

19 AND THEIR EVALUATIONS OF THE RISKS AND RETURNS OF ALTERNATIVE INVESTMENTS

20

21 HOWWOULDYOU DESCRIBE THE CURRENT ECONOMIC ENVIRONMENT

22 MIDWAY THROUGH THE THIRD QUARTER OF 2008 THE US ECONOMY CONTINUES TO FACE

23 HISTORICALLY HIGH ENERGY PRICES INCREASING INFLATION CONTINUING CONTRACTION OF THE

24 HOUSING AND MORTGAGE MARKETS FURTHER CREDITMARKET WRITEDOWNS INCREASING

25 UNEMPLOYMENT AND LOW CONSUMER CONFIDENCE THE SP 500 IS DOWN ALMOST 20

26 PERCENT FROM THE HIGHS REACHED IN OCTOBER 2007 AS OF AUGUST 18TH THE PRICE OF

27 BARREL OF CRUDE OIL WAS TRADING FOR OVER 14MORE THAN FORTY PERCENT HIGHER THAN THE

28 PRICE YEAR EARLIER DESPITE THE RECENT RAPID FALL IN OIL PRICES GOLDMAN SACHS

29 CONTINUES TO PREDICT THAT CRUDE WILL SELL FOR 149 AT YEAR END 2008 YEAROVERYEAR

30 CONSUMER PRICES ROSE AT AN ANNUAL RATE OF 50 PERCENT AS OF JULY WHILE THE



REUTERSJEFFRIES CRB INDEX OF RAW MATERIALS PRICES IS UP 22 PERCENT OVER THE SAME

PERIOD

FINANCIAL INSTITUTION ASSET WRITEDOWNS AND CREDIT LOSSES HAVE TOTALED

APPROXIMATELY 500 BILLION SINCE 2007 AND SEVERAL HUNDRED BILLION MORE MAY BE

WRITTEN OFF BY THE END OF 2009 THE HOUSING MARKET CONTINUES TO BE IN SEVERE SLUMP

RISING MORTGAGE RATES STRICTER BORROWING RULES AND GLUT OF UNSOLD HOMES INDICATES

THE HOUSING MARKET STILL FACES LONG PERIOD OF ADJUSTMENT NEW HOME SALES FELL TO AN

ESTIMATED ANNUAL RATE OF 530000 IN JUNE 2008 332 PERCENT BELOW THE RATE IN JUNE

2007 HOUSING STARTS AND BUILDING PERMITS SUGGEST THE SLUMP IN HOUSING MAY INTENSIFY

10 HOUSING STARTS IN JULY 2008 ARE 296 PERCENT BELOW THE LEVEL OF JULY 2007 WHILE

11 BUILDING PERMITS ARE DOWN 324 PERCENT FROM THE SAME TIME YEAR AGO

12 THE SECOND QUARTER REAL GDP ROSE AT AN ESTIMATED 17 PERCENT ANNUAL RATE

13 PROBABLY AS RESULT OF THE GOVERNMENTS STIMULUS PROGRAM AND STRONG US EXPORT

14 ACTIVITY MANY ANALYSTS BELIEVE THAT THESE INFLUENCES PLUS THE LAGGED EFFECT OF THE FEDS

15 SEVEN RATE CUTS SINCE SEPTEMBER WILL COUNTER THE OVERALL GENERAL ECONOMIC MALAISE AND

16 RESULT IN LOW INCREASE IN ECONOMIC ACTIVITY FOR THE REMAINDER OF 2008 AND INTO 2009

17 BLUE CHIP FINANCIAL FORECASTS CONSENSUS FORECAST FOR GDP IS SHOWN IN SCHEDULE

18 DAMI

19

20 HAVE THE FEDERAL RESERVES INTEREST RATE CUTS LOWERED RELEVANT LONGTERM INTEREST

21 RATES

22 UNFORTUNATELY NO THE FEDERAL OPEN MARKET COMMITTEE FOMC HAS SLASHED THE

23 TARGET FEDERAL FUNDS RATE SEVEN TIMES SINCE SEPTEMBER TO 200 PERCENT FROM 525

24 PERCENT HOWEVER THE AGGRESSIVE CUTTING OF THE FEDERAL FUNDS AND DISCOUNT RATES BY THE

25 FED HAS NOT RESULTED IN LOWER LONGTERM RATES TO CONSUMERS OR BUSINESSES SIMILAR TO THE

26 REDUCTION IN SHORTTERM RATES ALTHOUGH THE FEDS ACTIONS DIRECTLY AFFECT SHORTTERM

27 BORROWING RATES BETWEEN BANKS LONGTERM RATES ARE SET COMPETITIVELY IN THE

28 MARKETPLACE AND ONLY ARE INDIRECTLY AFFECTED IF AT ALL AS SHOWON SCHEDULE DAM2

29 90DAY TBILL RATES HAVE DECREASED FROM 494 PERCENT TO 165 PERCENT IN THE LAST YEAR

30 IN CONTRAST THE YIELDS ON BAABBBRATED UTILITY BONDS HAVE INCREASED OVER THE PAST

31 YEAR FROM 637 PERCENT TO 686 PERCENT



HAS THE FEDERAL RESERVE UNDERTAKEN ANY EXCEPTIONAL POLICIES IN RESPONDING TO

THESE MARKET CONDITIONS

YES IN DECEMBER 2007 THE FED ANNOUNCED IT WOULD INJECT EMERGENCY SHORTTERM

FUNDS INTO THE MARKET THROUGH NEVER BEFORE USED TERM AUCTION FACILITY TAF TO

ADDRESS HEIGHTENED LIQUIDITY PRESSURES IN TERM FUNDING MARKETS ON MAY THE FED

ANNOUNCED IT WOULD BOOST THE TAF TO 150 BILLION PER MONTH FROM 100 BILLION PER

MONTH THE THIRD INCREASE SINCE THE PROGRAM BEGAN IN DECEMBER 2007 THE TAFS

BEGAN AS COORDINATED EFFORT WITH THE CENTRAL BANKS OF THE UNITED KINGDOM CANADA

SWITZERLAND AND THE EUROPEAN UNION TO INCREASE SHORTTERM FUNDS AFTER LOSSES ON

10 SUBPRIME MORTGAGES UNHINGED NORMAL BANK LENDING PRACTICES ON MARCH 11 2008 THE

11 FED ANNOUNCED ANOTHER NEW VEHICLE THE TERM SECURITIES LENDING FACILITY TSLF TO

12 ADDRESS THE DEEPENING CRISIS IN THE CREDIT MARKETS UNDER THIS NEW PROGRAM THE

13 FEDERAL RESERVE WILL LEND UP TO 200 BILLION OF TREASURY SECURITIES TO PRIMARY DEALERS

14 TO PROMOTE LIQUIDITY AND TO FOSTER THE FUNCTIONING OF THE FINANCIAL MARKETS GENERALLY

15 THE TSLF PROGRAM SUBSEQUENTLY EXPANDED THE LIST OF ACCEPTED COLLATERAL THAT COULD BE

16 PUT UP AS COLLATERAL FOR LOANS IN MARCH THE FED ALSO ESTABLISHED THE PRIMARY CREDIT

17 DEALER FACILITY THAT MADE THE FED THE LENDER OF LAST RESORT TO BROKERS AS WELL AS BANKS

18 THIS MARKED THE FIRST TIME THE FED LENT MONEY DIRECTLY TO NONDEPOSITORY INSTITUTIONS

19 SINCE THE 1930S

20 ON MARCH 16 2008 THE FED ARRANGED 30 BILLION BAIL OUT OF INVESTMENT BANK

21 BEAR STEARNS COS USING JP MORGAN ANOTHER INVESTMENT BANK AS CONDUIT THE

22 EXTRAORDINARY MEASURES NEEDED TO BE TAKEN BY THE FED HIGHLIGHT HOWTHE CRISES IN THE

23 CREDIT AND CAPITAL MARKETS HAVE INCREASED RISKS TO INVESTORS

24

25 WHAT ARE SOME OF THE CONSEQUENCES OF THE CURRENT ECONOMIC SITUATION

26 FORECASTS FOR ECONOMIC GROWTH HAVE DECREASED OVER THE PAST SEVERAL MONTHS WHILE

27 FORECASTS OF INFLATION HAVE GONE UP BLUE CHIP FINANCIAL FORECASTS BLUE CHIP

28 PREDICTS 10 PERCENT REAL GDP GROWTH FOR THE THIRD QUARTER OF 2008 AND 03 PERCENT REAL

29 GDP GROWTH FOR THE FOURTH QUARTER BLUE CHIP FORECASTS 51 PERCENT INCREASE IN THE

30 CPI IN THE THIRD QUARTER OF 2008 AND INCREASING INTEREST RATES THROUGH THE FOURTH QUARTER

31 OF 2009



WHY DID YOU USE BLUE CHIP INFORMATION AND FORECASTS IN YOUR ANALYSIS

BLUE CHIP IS RESPECTED PUBLICATION THAT REPORTS THE CONSENSUS FORECASTS OF FORTYSIX

LEADING FINANCIAL FORECASTERS THESE CONSENSUS FORECASTS WHICH EMBODY THE

EXPECTATIONS OF THE LEADING ANALYSTS OF MAJOR FINANCIAL INSTITUTIONS WILL INFLUENCE THE

MARKET FOR THIS REASON ALONE THESE FORECASTS ARE MORE LIKELY TO MOVE THE MARKET THAN

INDIVIDUAL FORECASTS AFTER ALL IN THIS ANALYSIS WE ARE TRYING TO DETERMINE THE OVERALL

OPINIONS OF INVESTORS AND THIS IS INFORMATION THAT INVESTORS RELY UPON

YOU MENTIONED THE INFLATION RATE AS AN IMPORTANT FACTOR TO EXAMINE WHAT ARE THE

10 CURRENT INFLATION CONSIDERATIONS

11 THE FORECAST FOR CORE INFLATION WHICH EXCLUDES FOOD AND ENERGY PRICES IS 24 PERCENT

12 FOR 2008 WHICH IS ABOVE THE FED COMFORT ZONE OF PERCENT TO PERCENT IN ITS JUNE

13 25 2008 PRESS RELEASE THE FOMC STATED ALTHOUGH DOWNSIDE RISKS TO GROWTHREMAIN

14 THEY APPEAR TO HAVE DIMINISHED SOMEWHAT AND THE UPSIDE RISKS TO INFLATION AND

15 INFLATION EXPECTATIONS HAVE INCREASED

16

17 WHAT IS THE FORECASTED LEVEL OF BOND INTEREST RATES

18 GENERALLY ANALYSTS EXPECT LONGTERM BOND RATES TO INCREASE FURTHER DESPITE THE FEDERAL

19 RESERVES EFFORTS TO LOWER SHORTTERM RATES FOR EXAMPLE IN THE NEARTERM BLUE CHIP

20 FORECASTS SHOW INCREASES FROM 458 PERCENT TODAY TO 51 PERCENT FOR THE 30YEAR

21 TREASURY THROUGH THE FOURTH QUARTER OF 2009 HAVE SHOWNTHE FORECASTS FOR THE 10YEAR

22 AND 30YEAR TREASURIES IN SCHEDULE DAM3 AS AN EXAMPLE OF LONGER TERM FORECASTS

23 VALUE LINE RECENTLY PREDICTED THE AAA CORPORATE BOND YIELD WOULD INCREASE FROM 57

24 PERCENT TODAY TO 65 PERCENT OVER THE 20112013 PERIOD THESE FORECASTS ARE SIGNIFICANT

25 FOR THIS PROCEEDING LONGTERM CORPORATE INTEREST RATES ARE THE MOST RELEVANT

26 COMPETITIVE BENCHMARK RATES FOR UTILITY RETURNS HAVE SHOWN THE LONGERTERM

27 FORECASTS FOR LONGTERM CORPORATE YIELDS AND SOME TREASURY SECURITIES IN SCHEDULE

28 DAM4

10



CAN YOU SUMMARIZE HOW THE ECONOMIC ENVIRONMENT WAS IMPORTANT TO YOUR

ANALYSIS AND RECOMMENDATIONS IN THIS PROCEEDING

THE RISKS FACING THE CREDIT AND CAPITAL MARKETS ARE SIGNIFICANT BANKS ARE FACING SEVERE

WRITEDOWNS AND IMPAIRMENTS AND HAVE LITTLE ROOMTO EXTEND CREDIT AMID RISING LOSSES

ENERGY PRICES ARE AT OR NEAR ALLTIME HIGHS AND INFLATION IS ACCELERATING

CONTEMPORANEOUSLY UTILITIES ARE FACING RECORD HIGH ENERGY PRICES INCREASING

INFRASTRUCTURE AND ENVIRONMENTAL REQUIREMENTS AND INCREASING OPERATING COSTS

CONSIDERED THIS BACKGROUND THROUGHOUT MY ANALYSIS THE CHALLENGES FACING THE CREDIT

AND CAPITAL MARKETS COMPOUND THE RISKS TO CAPITALINTENSIVE UTILITY COMPANIES RISING

10 INFLATION AND RISING INTEREST RATES ERODE EARNINGS AND ADVERSELY AFFECT THE COST OF

11 UTILITYS DEBT AND EQUITY ERODING UTILITY MARGINS THAT IS DESPITE THE LOWERING OF SHORT

12 TERM RATES RISING INFLATION AND RISING INTEREST RATES IN THE LONGER TERM INCREASE THE RISK

13 THAT COMMONSTOCKHOLDERS WILL NOT ACHIEVE THEIR ANTICIPATED RETURNS ON INVESTMENT

14

15 ALLOWED RETURN OBJECTIVE

16 WHEN YOU DEVELOPED YOUR RECOMMENDED ALLOWED RETURN FOR OGE IN THIS

17 PROCEEDING WHAT STANDARD DID YOU USE IN YOUR ANALYSIS

18 DEVELOPED THIS RECOMMENDEDALLOWED RETURN IN MANNER THAT IS CONSISTENT WITH MY

19 UNDERSTANDING OF THE CONCEPT OF FAIR RATE OF RETURN ON INVESTED CAPITAL WHICH IS

20 RETURN WHICH COMPLIES WITH THE UNITED STATES SUPREME COURT DECISION IN BLUEFIELD

21 WATER WORKS AND IMPROVEMENT COMPANY VS PUBLIC SERVICE COMMISSION 262 US

22 679 1923 BLUEFIELD AS FURTHER MODIFIED IN FEDERAL POWER COMMISSION VS HOPE

23 NATURAL GAS COMPANY 320 US 591 1944 HOPE AS AN ECONOMIST BELIEVE THAT

24 RATE OF RETURN IS FAIR IF IT PROVIDES EARNINGS TO INVESTORS SIMILAR TO RETURNS ON

25 ALTERNATIVE INVESTMENTS IN COMPANIES OF EQUIVALENT RISK SUCH RETURN WILL BE

26 SUFFICIENT TO ENABLE THE COMPANY TO COMPENSATE INVESTORS FOR ASSUMED RISK ATTRACT

27 CAPITAL OPERATE SUCCESSFULLY AND MAINTAIN ITS FINANCIAL INTEGRITY AS AN ECONOMIST

28 ALSO HAVE CONCLUDED THAT THIS STANDARD IMPLIES THAT UTILITIES AS REGULATED SINGLE

29 SUPPLIER DO NOT FACE THE SAME MARKET INFLUENCES AS IN MORE COMPETITIVE MARKETS

30 SINGLE UTILITY IS LIKELY TO EXIST IN MARKET BECAUSE OF ECONOMIES OF SCALE AND SCOPE IN

31 PROVIDING RETAIL UTILITY SERVICE AND THAT THIS MARKET STRUCTURE IS THE COMMONECONOMIC

11



RATIONALE FOR REGULATION

VI CAPITAL STRUCTURE

WHAT CAPITAL STRUCTURE IS APPROPRIATE FOR OGE IN THIS PROCEEDING

THE CAPITAL STRUCTURE FOR RATEMAKING AS PROPOSED BY THE COMPANY AND WHICH HAVE

ADOPTED AS APPROPRIATE FOR THIS PROCEEDING IS THE FOLLOWING LONGTERM DEBT IS

1433132342 3338 PERCENT SHORTTERM DEBT IS ZERO 000 PERCENT CUSTOMER

DEPOSITS ARE 53633284 125 PERCENT PRE1971 ADITCS ARE ZERO 000 PERCENT

POST1970 ADITCLONG TERM DEBT IS 9732764 023 PERCENT POST1970 ADITC

10 SHORT TERM DEBT IS ZERO 000 PERCENT POST1970 ADITCEQUITY IS 12237359

11 028 PERCENT ACCUMULATED DEFERRED INCOME TAXES ARE 664688707 1501 PERCENT

12 CURRENT ACCRUED AND OTHER LIABILITIES 338577290 789 PERCENT AND COMMONEQUITY

13 IS 1801929378 4196 PERCENT SHOW THIS RELEVANT CAPITAL STRUCTURE FOR

14 RATEMAKING IN THIS PROCEEDING AS PROPOSED BY OGE IN SCHEDULE DAM5 HAVE

15 INCLUDED SHORTTERM DEBT IN THE CAPITAL STRUCTURE AS UNDERSTAND INCLUDING SHORTTERM

16 DEBT IS THE REGULATORY CONVENTION IN ARKANSAS THE LEVEL OF SHORTTERM DEBT IS THE LEVEL

17 DEVELOPED BY THE COMPANY

18

19 DID YOU EVALUATE OGES CAPITAL STRUCTURE FOR RATEMAKING AND COMPARE IT TO THE

20 CAPITAL STRUCTURES OF THE COMPARABLE ELECTRIC UTILITIES

21 YES OGES COMMONEQUITY RATIO FOR RATEMAKING OF 4196 PERCENT IS VERY LOW WHEN

22 COMPARED TO THE FINANCIAL CAPITAL STRUCTURES OF ELECTRIC UTILITIES IN CURRENT MARKETS THIS

23 IS VERY LOW COMMONEQUITY RATIO FOR EXAMPLE ACCORDING TO VALUE LINE THE AVERAGE

24 FOR THE COMPARABLE ELECTRIC UTILITIES IS 481 PERCENT SHOWTHIS COMPARISON AMONG ALL

25 OF THESE UTILITIES IN SCHEDULE DAM6 NOTE THAT ALSO INCLUDE THE COMMONEQUITY

26 RATIO OF 0GB ENERGY WHICH IS CONSIDERABLY HIGHER THAN THE OGE COMMONEQUITY

27 RATIO FOR RATEMAKING IN THIS PROCEEDING
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VII COST OF DEBT AND OTHER CAPITAL COMPONENTS

WHAT IS OGES COST OF LONGTERM DEBT THAT IS APPROPRIATE FOR RATEMAKING IN

THIS PROCEEDING

AS PROVIDED BY THE COMPANY THE CALCULATION OF THE EMBEDDED COST OF LONGTERM DEBT

THAT IS APPROPRIATE FOR OGE IN THIS PROCEEDING IS 640 PERCENT

HOW DID YOU DETERMINE THE COST OF SHORTTERM DEBT THAT WAS APPROPRIATE FOR

OGE IN THIS PROCEEDING

OGE HAS DETERMINED ITS COST OF SHORTTERM DEBT IS 554 PERCENT AND USED THIS COST

10 IN MY ESTIMATION OF THE TOTAL COST OF CAPITAL

11

12 OTHER THAN THE COST OF DEBT AND COMMON EQUITY WHAT ARE THE COSTS OF THE OTHER

13 CAPITAL COMPONENTS

14 HAVE USED THE FOLLOWING COSTS FOR THE OTHER CAPITAL STRUCTURE COMPONENTSTHE COST OF

15 CUSTOMER DEPOSITS IS 441 PERCENT THE COST OF ACCUMULATED DEFERRED INCOME TAX CREDITS

16 IS ZERO PERCENT AND THE COST OF CURRENT ACCRUED AND OTHER LIABILITIES IS ZERO PERCENT

17

18 VIII HNANCIAL RISK

19 WHEN DISCUSSING THE COMMON EQUITY RATIO OF OGE YOU MENTIONED FINANCIAL

20 RISK WHAT DID YOU MEAN BY THE TERM FINANCIAL RISK

21 THE PAYMENT OF INTEREST ON DEBT TAKES PRECEDENCE OVER RETURNS TO COMMONSTOCK SO

22 COMMON STOCK INVESTORS ARE EXPOSED TO THE RISK THAT COMPANY WILL NOT HAVE

23 SUFFICIENT FUNDS TO PROVIDE THE EXPECTED RETURNS FROM DIVIDENDS AND CAPITAL GAINS AS

24 STATED PREVIOUSLY WHEN NOTED THE EXTREMELY LOW COMMONEQUITY RATIO OF OGE

25 DIRECT MEASURE OF FINANCIAL RISK IS THE COMMONSTOCK EQUITY RATIO ALTHOUGH ANALYSTS

26 MAY USE OTHER MEASURES OF FINANCIAL RISK THE COMMONEQUITY RATIO INFLUENCES THOSE

27 MEASURES FOR EXAMPLE OTHER MEASURES OF FINANCIAL RISK ARE BOND RATINGS AND VALUE

28 LINES FINANCIAL STRENGTH RATING IN MY ANALYSIS REVIEWED STANDARD POORS SPS
29 BOND RATINGS AND VALUE LINES FINANCIAL STRENGTH MEASURES FOR THE COMPARABLE

30 COMPANIES AND OGE ENERGY VALUE LINE RANKS THE COMPARABLE ELECTRIC UTILITIES ALL

31 BETWEEN AND IN FINANCIAL STRENGTH IT RANKS OGEENERGY AS AN THE COMPARABLE
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COMPANIES ALL HAVE SP BOND RATINGS BETWEEN BBB AND OGE ENERGYS SP

CREDIT RATING IS BBB ILLUSTRATE THESE COMPARISONS IN SCHEDULE DAM7

IX BUSINESS RISK

YOU REFERRED TO BUSINESS RISK WHAT DO YOU MEAN BY THE TERM BUSINESS RISK

BUSINESS RISK IS THE EXPOSURE OF INVESTORS ANTICIPATED RETURNS TO THE UNCERTAINTIES OF

COMPANYS DAYTODAY BUSINESS ACTIVITIES EXAMPLES OF IMPORTANT BUSINESS RISKS FOR

ELECTRIC UTILITIES INCLUDE SUCH FACTORS AS THE RISK OF RECOVERING FUEL COST INCREASES

INCREASING COSTS OF INVESTMENT IN INFRASTRUCTURE STORM DAMAGE EXPENSES AND

10 INCREASING OPERATING AND MAINTENANCE EXPENSES

11

12 HOWDID BUSINESS RISK AFFECT YOUR ANALYSIS

13 IN ORDER TO DETERMINE HOWBUSINESS RISK MIGHT AFFECT THE COST OF CAPITAL OF OGE

14 REVIEWED MEASURES OF BUSINESS RISK FOR THE COMPARABLE COMPANIES AND OGE ENERGY

15 FOR THE PUBLICLY TRADED COMPANIES FINANCIAL PUBLICATIONS ADDRESS RISKS OF THE INDUSTRY

16 AND INDIVIDUAL COMPANIES SUCH AS 0GB ENERGY AND THE COMPARABLE COMPANIES ALSO

17 INVESTIGATED SPECIAL BUSINESS RISKS OF OGE THAT WOULD AFFECT PROVIDING SERVICE TO

18 CUSTOMERS IN ARKANSAS

19

20 WHAT PUBLISHED MEASURES OF BUSINESS RISK DID YOU REVIEW IN YOUR ANALYSIS

21 REVIEWED THE VALUE LINE RANKINGS OF SAFETY AND TIMELINESS ALTHOUGH THESE TWO

22 MEASURES ARE BOTH BROADER THAN JUST BUSINESS RISK BUSINESS RISKS UNDOUBTEDLY HAVE

23 SIGNIFICANT INFLUENCE ON THESE RANKINGS FOR EXAMPLE VALUE LINE DEFINES ITS SAFETY

24 RANKING AS MEASUREMENT OF THE POTENTIAL RISK ASSOCIATED WITH INDIVIDUAL COMMON

25 STOCKS IT DEFINES TIMELINESS AS MEASURE OF STOCKS PROBABLE PERFORMANCE IN THE

26 FORTHCOMING YEAR RELATIVE TO THE OVERALL MARKET

27

28 WHAT DID YOU DETERMINE WERE THESE MEASURES OF RISK

29 THE COMPARABLE COMPANIES HAVE AN AVERAGE SAFETY RANK OF 23 WITH RANK OF BEING

30 THE HIGHEST OUT OF POSSIBLE RANKING CATEGORIES BY COMPARISON 0GB ENERGY HAS

31 SAFETY RANK OF ALL BUT ONE OF THE COMPARABLE COMPANIES HAVE TIMELINESS RANK OF
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AS DOES 0GB ENERGY FOR INTERPRETING THESE RANKINGS ONE CAN CONSIDER AS

REPRESENTING THE AVERAGE FOR ALL THE SECURITIES IN THE MARKET SHOW THIS COMPARISON IN

SCHEDULE DAM8

HAVE YOU REVIEWED ANY FINANCIAL INFORMATION CONCERNING THE BUSINESS RISKS FACING

OGE
YES REVIEWED ANALYSTS REPORTS THAT NOTED THE BUSINESS RISKS FACING OGE AND 0GB

ENERGY FROM THESE REFERENCES CONCLUDED THAT OGE FACES THE USUAL BUSINESS RISKS

WHICH ARE FAMILIAR TO INVESTORS IN ELECTRIC UTILITIES IN TODAYS MARKETS THESE RISKS

10 INCLUDE SUCH FACTORS AS TIMELY RECOVERY OF FUEL AND STORM RELATED OPERATING EXPENSES

11 AND MARKET PRESSURE ON UTILITYS SECURITIES RESULTING FROM LARGE CAPITAL EXPENDITURE

12 PROGRAMS IN FACT THE CAPITAL EXPENDITURE PROGRAM WHICH HAVE REVIEWED SHOWS

13 SEVERAL FOLD INCREASE IN 2008 THIS IS NEARTERM RISK TO OGESCOMMONEQUITY AND

14 BOND INVESTORS

15

16 HNANCIAL STATISTICS

17 WHAT FINANCIAL STATISTICS DID YOU REVIEW OF THE COMPANIES THAT YOU STUDIED

18 REVIEWED SOME KEY FINANCIAL STATISTICS FOR THE COMPARABLE COMPANIES AS WELL AS 0GB

19 ENERGY THESE STATISTICS INCLUDE RECENT AND EXPECTED RETURNS ON EQUITY DIVIDENDS PAID

20 AND PAYOUT RATIOS AND PRICE EARNINGS PB RATIOS

21

22 WHAT ARE THE CURRENT COMMON STOCK EARNINGS ESTIMATES FOR THE COMPARABLE

23 ELECTRIC UTILITIES AND OGE ENERGY

24 COMPARED THE COMMONEQUITY RETURNS FOR THESE COMPANIES AS REPORTED BY VALUE LINE

25 WHICH ILLUSTRATED IN SCHEDULE DAM9 THE FORECASTED AVERAGE RETURN ON COMMON

26 STOCK EQUITY FOR 2008 FOR THE COMPARABLE COMPANIES IS 122 PERCENT

27

28 YOU REVIEWED THE DIVIDEND PAYMENTS OF THE COMPARABLE COMPANIES WHAT DID

29 YOUR REVIEW SHOW
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SCHEDULE DAMLO SHOWS THAT THE DECLARED DIVIDENDS OF THE COMPARABLE COMPANIES

WERE GENERALLY STABLE WITH MODEST INCREASES 0GB ENERGYS DIVIDENDS HAVE REMAINED

VIRTUALLY FLAT OVER THE LAST FIVE YEARS

WHAT DID YOU DETERMINE ABOUT THE RECENT DIVIDEND PAYOUT ON COMMON STOCK

POLICIES OF THESE COMPANIES

ON THE AVERAGE THESE COMPANIES HAVE SHOWN STABLE DIVIDEND PAYOUT OVER THIS

PERIOD SCHEDULE DAMLI SHOWS THAT VALUE LINE ESTIMATES THE AVERAGE PAYOUT RATIO

OF THE COMPARABLE ELECTRIC UTILITIES AT 569 PERCENT IN 2008 WHICH IS CONSISTENT WITH THE

10 PAYOUT RATIOS THAT HAVE OBSERVED IN THIS INDUSTRY RECENTLY

11

12 WHAT DID YOUR REVIEW OF THE PRICEEARNINGS RATIOS OF THE COMPARABLE COMPANIES

13 SHOW

14 ACCORDING TO VALUE LINE DATA THE AVERAGE PIE RATIOS OF THE COMPARABLE ELECTRIC

15 UTILITIES IS CURRENTLY 141 FOUND THIS PE RATIO TO BE CONSISTENT WITH OTHER RECENT

16 REVIEWS OF ELECTRIC UTILITIES THAT HAVE PERFORMED BELIEVE THAT THIS INDICATES THAT THE

17 MARKET VALUATIONS OF THE EARNINGS OF THESE COMPANIES ARE CONSISTENT WITH THE

18 VALUATIONS OF OTHER ELECTRIC UTILITIES IN TODAYS MARKETS HAVE ILLUSTRATED THIS

19 CALCULATION IN SCHEDULE DAM12 THIS SCHEDULE ALSO SHOWS 0GB ENERGY TO HAVE

20 CURRENT PIE RATIO OF 133

21

22 XI MARKET MEASUREMENTS OF THE COST OF COMMONBOUITY

23 YOU STATED PREVIOUSLY THAT YOU ESTIMATED THE COST OF COMMON STOCK OF OGE

24 USING THE DCF AND CAPM METHODS COULD YOU PLEASE EXPLAIN

25 USED THE TWO GENERALLY ACCEPTED MARKETBASED METHODS THE DCF AND THE CAPM TO

26 ESTIMATE THE COST OF COMMONSTOCK IN MY ANALYSIS APPLIED EACH OF THESE METHODS TO

27 ESTIMATE THE COSTS OF COMMONSTOCK FOR OGE BY ESTIMATING THE COST OF EACH OF THE

28 COMPARABLE ELECTRIC UTILITIES AND COMPARED THE RESULTS AMONG THESE VARIOUS

29 COMPANIES FOR EACH OF THESE TWO METHODS ASSESSED THEIR UNDERLYING ASSUMPTIONS

30 AND THEIR ANALYTICAL STRENGTHS AND WEAKNESSES SUBSEQUENTLY EVALUATED THE RESULTS

31 FROM THESE ANALYSES IN THE CONTEXT OF CURRENT MARKET CONDITIONS AND THE RELATIVE RISKS
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XII DISCOUNTED CASH FLOW METHOD

CAN YOU DEFINE THE DCF METHODOLOGY FOR MEASURING THE COST OF COMMONEQUITY

THE FOLLOWING FORMULA EXPRESSES THE DCF CALCULATION OF AN INVESTORS REQUIRED RATE OF

RETURN

KDIPG
WHERE COST OF COMMONEQUITY

DIVIDEND PER SHARE

PRICE PER SHARE AND

RATE OF GROWTH OF DIVIDENDS OR ALTERNATIVELY COMMON

10 STOCK EARNINGS

11 IN THIS EXPRESSION IS THE CAPITALIZATION RATE REQUIRED TO CONVERT THE STREAM OF

12 FUTURE RETURNS INTO CURRENT VALUE IS THE CURRENT LEVEL OF DIVIDENDS PAID TO THE

13 COMMON STOCK HOLDERS IS THE VALUATION OF THE COMMON STOCK BY THE INVESTORS

14 REFLECTED BY RECENT MARKET PRICES CONSEQUENTLY THE RATIO DP IS THE CURRENT

15 DIVIDEND YIELD ON AN INVESTMENT IN THE COMPANYS COMMON STOCK THE IS THE

16 GROWTH RATE ANTICIPATED BY THE INVESTOR

17

18 YOU MENTIONED THE UNDERLYING ASSUMPTIONS OF THE COST OF CAPITAL MODELS WHAT

19 ASSUMPTIONS UNDERLYING THE DCF METHOD ARE IMPORTANT WHEN ESTIMATING THE COST

20 OF COMMON STOCK EQUITY IN PRACTICE

21 BELIEVE ONE CAN IDENTIFY THE FOLLOWING IMPORTANT UNDERLYING ASSUMPTIONS ASSOCIATED

22 WITH THE BASIC ANNUALLY COMPOUNDEDDCF MODEL

23 INVESTORS ARE RISK AVERSE THAT IS FOR GIVEN RETURN INVESTORS WILL SEEK

24 THE ALTERNATIVE WITH THE LOWEST AMOUNT OF RISK IN OTHER WORDS THE

25 GREATER THE RISK THAT INVESTORS ATTRIBUTE TO GIVEN INVESTMENT THE GREATER

26 THE RETURN THEY REQUIRE FROM THAT INVESTMENT

27

28 THE DISCOUNT RATE MUST EXCEED THE GROWTH RATE IE IN THE STATED

29 EXPRESSION MUST EXCEED THE MATHEMATICS ASSOCIATED WITH THE

30 DERIVATION OF THE BASIC ANNUALLY COMPOUNDEDDCF MODEL REQUIRES THIS

31 ASSUMPTION

32

33 THE PAYOUT AND THE PRICE EARNINGS RATIOS REMAIN CONSTANT

34

17



EXPECTED CASH FLOWS CONSIST OF DIVIDENDS AND THE FUTURE SALE PRICE OF

THE STOCK THE SALES PRICE IN ANY PERIOD WILL EQUAL THE PRESENT VALUE OF

THE DIVIDENDS AND THE SALES PRICE EXPECTED AFTER THAT PERIOD INCLUDING

ANY LIQUIDATING DIVIDEND CONSEQUENTLY THE SALES PRICE IN ANY PERIOD IS

EQUAL TO THE PRESENT VALUE OF ALL EXPECTED FUTURE DIVIDENDS

DIVIDENDS ARE PAID ANNUALLY

THERE IS NO EXTERNAL FINANCING

10

11

12 AS NOTED IN THESE ASSUMPTIONS EXPECTED CASH FLOWS CONSIST OF DIVIDENDS AND

13 THE FUTURE SALE PRICE OF COMMON STOCK COMMON STOCK EARNINGS ARE THE CRITICAL

14 COMMON DENOMINATOR BECAUSE EARNINGS MAKE PAYING DIVIDENDS POSSIBLE WHILE

15 RETAINED EARNINGS PROVIDE FOR FUTURE GROWTH IN STOCK VALUE

16

17 XIII STRENGTHS OF THE DCF

18 YOU STATED THAT YOU REVIEWED THE STRENGTHS AND WEAKNESSES OF THE TECHNIQUES YOU

19 USED CAN YOU IDENTIFY THE KEY STRENGTHS OF THE DCF THAT YOU THINK ARE IMPORTANT

20 TO YOUR ANALYSIS

21 THE DCF METHOD IS THEORETICALLY SOUND AND THIS IS ITS GREATEST STRENGTH IT RELATES AN

22 INVESTORS EXPECTED RETURN IN THE FORM OF DIVIDENDS AND CAPITAL GAINS TO THE VALUE THAT

23 AN INVESTOR IS WILLING TO PAY FOR THOSE RETURNS THE DCF IMPLIES THAT AN INVESTOR IS

24 WILLING TO PAY MARKET PRICE THAT IS EQUAL TO THE PRESENT VALUE OF AN ANTICIPATED STREAM

25 OF EARNINGS THIS RELATIONSHIP THEORETICALLY REVEALS THE OPPORTUNITY COST OF INVESTORS

26 FUNDS IN THIS WAY THE DCF RELATES KNOWN MARKET PRICE INFORMATION AND THE

27 COMPANYS DIVIDEND AND EARNINGS PERFORMANCE TO DETERMINE THE VALUE THAT INVESTORS

28 PLACE ON ANTICIPATED RETURNS PRACTICAL ADVANTAGE OF THE DCF AS COST OF CAPITAL TOOL

29 IN RATEMAKING PROCEEDING IS THAT REGULATORY ANALYSTS COMMONLY USE IT AND

30 PARTICIPANTS IN PROCEEDINGS GENERALLY UNDERSTAND IT

31

32 IS THIS ESTIMATE OF THE COST OF COMMON EQUITY CONSISTENT WITH THE REGULATORY

33 OBJECTIVE OF SETTING AN ALLOWED RETURN EQUAL TO THE RETURNS OF EQUIVALENT RISK

34 YES THE DCF DEVELOPS AN ESTIMATE OF THE MARGINAL COST OF INVESTING IN GIVEN UTILITY

35 BUT THIS MAY NOT BE SUFFICIENT TO ATTRACT CAPITAL IN SUBSEQUENT MARKETS IT IS CONSISTENT
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WITH THE PRINCIPLE OF SETTING RETURN EQUAL TO RETURNS OF EQUIVALENT RISK AT THE MARGIN

BUT THIS COST OF CAPITAL LEVEL IS NOT NECESSARILY SUFFICIENT TO ASSURE THAT RETURN AT THIS

LEVEL WILL ATTRACT AND MAINTAIN CAPITAL EVEN IN THE NEAR TERM

XIV WEAKNESSES OF THE DCF

WHAT WEAKNESSES OF THE DCF MAY BE IMPORTANT TO KNOW WHEN IT IS USED IN

RATEMAKING PROCEEDING

DCF ANALYSIS MAY HAVE EITHER CONCEPTUAL OR DATA PROBLEMS OR BOTH AS TO THE

CONCEPTUAL PROBLEMS ANALYSTS MAY MISINTERPRET AND CONSEQUENTLY MISAPPLY THE DCF

10 BECAUSE THEY DO NOT UNDERSTAND THE LIMITS OF THE ANALYSIS FOR EXAMPLE COMMON

11 CONCEPTUAL PROBLEM IS THE USE OF HISTORICAL GROWTH RATES IN DCF CALCULATIONS THIS WILL

12 OCCUR FOR EXAMPLE WHEN THESE RATES ARE NOT ACCURATE ESTIMATES OF INVESTORS

13 EXPECTATIONS OF THE FUTURE RETURNS LIKEWISE USING DIVIDEND GROWTHRATES MECHANICALLY

14 IN DCF FORMULATION WILL BE MISLEADING IF INVESTORS ARE PURCHASING AND SELLING

15 STOCK BECAUSE OF ANTICIPATED CHANGES IN EARNINGS AND POTENTIAL CAPITAL GAINS THAT IS IF

16 AN ASSUMPTION SUCH AS DIVIDENDS BEING THE SOLE SOURCE OF VALUE EXPECTATIONS OF AN

17 INVESTOR IS NOT ACCURATE THEN ANALYSTS WILL ERR IF THEY DO NOT RECOGNIZE THIS

18 ALSO AS STATED PREVIOUSLY THE DCF METHOD CALCULATES THE MARGINAL OR

19 INCREMENTAL COST OF COMMONSTOCK EQUITY OF COMPANY IF ANALYSTS DO NOT RECOGNIZE

20 THE THEORETICAL SIGNIFICANCE OF THIS CALCULATION THEY MAY MISAPPLY THE RESULTS OF THEIR

21 CALCULATIONS AS MARGINAL COST ESTIMATE THE DCF PRODUCES AN ESTIMATE OF THE

22 MINIMAL RETURN NECESSARY TO ATTRACT OR MAINTAIN INVESTMENT FUNDS TO COMPANYS

23 COMMONSTOCK

24

25 FROM PRACTICAL STANDPOINT WHY IS THE MARGINAL COST NATURE OF THE DCF

26 SIGNIFICANT IN REGULATORY SETTING

27 IF DCFBASED COST OF COMMONEQUITY EVEN IF REALISTICALLY DEVELOPED BECOMES THE

28 ALLOWED RETURN FOR REGULATED UTILITY THIS WILL NOT PROVIDE ENOUGH CUSHION SO THE

29 REALIZED RETURN WILL BE SUFFICIENT TO ATTRACT AND MAINTAIN CAPITAL ANALYSTS INTERPRETING

30 THE RESULTS OF THE DCF CALCULATIONS MAY NOT RECOGNIZE THIS CONSEQUENTLY THE DCF

31 BASED CALCULATIONS MAY BE MISLEADING IN FACT THIS MISUNDERSTANDING OF THE DCF
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RESULTS CAN VIRTUALLY ASSURE THAT REGULATED COMPANY WILL NOT HAVE THE OPPORTUNITY TO

EARN ITS ALLOWED RETURN

ARE YOU AWARE IF REGULATORY COMMISSIONS RECOGNIZE THESE LIMITATIONS OF THE DCF

YES REGULATORY COMMISSIONS HAVE RECOGNIZED THE DIFFICULTIES OF RELYING ON THE RAW

UNADJUSTED DCF CALCULATIONS IN ONE SUCH EXAMPLE REGULATORY COMMISSION

RECOGNIZED THAT THE ASSUMPTIONS UNDERLYING THE DCF MODEL RARELY IF EVER HOLD TRUE

THIS COMMISSION STATED THAT AN UNADJUSTED DCF RESULT IS ALMOST ALWAYS WELL BELOW

WHAT ANY INFORMED FINANCIAL ANALYST WOULD REGARD AS DEFENSIBLE AND THEREFORE REQUIRES

10 AN UPWARD ADJUSTMENT BASED LARGELY ON THE EXPERT WITNESS JUDGMENT

11

12 IN ADDITION TO AN ADJUSTMENT BASED ON EXPERT JUDGMENT IN YOUR EXPERIENCE

13 ARE YOU AWARE OF REGULATORS AND ANALYSTS ATTEMPTING TO COMPENSATE FOR THE

14 MARGINAL COST NATURE OF THE DCF

15 YES BOTH REGULATORS AND ANALYSTS HAVE OFTEN APPLIED COMPENSATING ADJUSTMENTS FOR THE

16 MARGINAL COST NATURE OF THE DCF ADJUSTMENT AND THEY DO SO IN VARIETY OF WAYS

17 ALTHOUGH THESE VARIOUS ADJUSTMENTS MAY DIFFER GREATLY IN THEIR APPROACHES EACH

18 ADDRESSES THE INADEQUACY OF THE MARGINAL COST ESTIMATES OF THE COST OF CAPITAL IN SOME

19 MANNER FOR EXAMPLE HAVE OBSERVED SUCH PRACTICES AS APPLYING FLOTATION

20 ADJUSTMENT MARKET PRESSURE ADJUSTMENT OR AN ADJUSTMENT TO COMMONEQUITY TO

21 REFLECT THE MARKET VALUES OF DEBT AND EQUITY

22

23 YOU SAID THAT FLOTATION ADJUSTMENT IS ONE WAY THAT ANALYSTS ADDRESS THE

24 MARGINAL COST NATURE OF THE DCF CAN YOU EXPLAIN WHYTHIS IS THE CASE

25 ANALYSTS APPLY FLOTATION ADJUSTMENT BECAUSE THE MARKETBASED DCF ESTIMATE OF THE

26 COST OF CAPITAL DOES NOT ACCOUNT FOR THE COSTS OF ISSUING COMMONSTOCK THAT IS THE

27 MARKETBASED DCF DOES NOT INCORPORATE THE UNAVOIDABLE COSTS INCURRED WHEN ISSUING

28 SECURITIES SUCH AS LEGAL FEES INVESTMENT BANKER FEES AND THE PUBLICATION COSTS OF

29 PROSPECTUS THE FLOTATION ADJUSTMENT ATTEMPTS TO RAISE THE MARKETMEASURED COST OF

PHILLIPS CHARLES JR AND ROBERT BROWN CHAPTER THE RATE OF RETURN THE REGULATION OF PUBLIC

UTILITIES THEORY AND PRACTICE 1993 PUBLIC UTILITY REPORTS ARLINGTON VA 423

IBID IN RE INDIANA MICHIGAN POWER COMPANY 116 PUR4TH 17 MD 1990
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CAPITAL WHICH IS THE RETURN REQUIRED TO ATTRACT THE MARGINAL INVESTOR TO THE SAME LEVEL

AS THE TRUE COST OF CAPITAL OF THE UTILITY

DID YOU APPLY FLOTATION ADJUSTMENT IN YOUR DCF ANALYSIS

NO DID NOT

IF UTILITY INCURS THE COSTS OF FLOTATION THAT REDUCE THE LEVEL OF FUNDS RECEIVED FROM

STOCK ISSUANCE WHY DID YOU NOT APPLY SUCH AN ADJUSTMENT

ALTHOUGH THE COSTS OF FLOTATION ARE INESCAPABLE AND REAL BELIEVE IT IS AN ADEQUATE

10 RECOGNITION OF THE MARGINAL COST NATURE OF THE DCF WHICH ALSO RECOGNIZES THE

11 POTENTIAL IMPACT OF FLOTATION COSTS TO FOCUS ON THE HIGHER END OF THE VARIOUS DCF

12 RESULTS IN MY OPINION THIS NORMALLY PROVIDES APPROPRIATE COMPENSATION TO ATTRACT AND

13 MAINTAIN INVESTMENT IN UTILITYS COMMONSTOCK AND IT ALSO AVOIDS TRYING TO EXACT

14 LEVEL OF IMPLIED PRECISION FROM THE DCF METHODOLOGY THAT IS NOT REALISTIC

15

16 WHAT IS MARKET PRESSURE ADJUSTMENT

17 MARKET PRESSURE ADJUSTMENT IS COMPENSATION FOR THE IMPACT OF COMMONSTOCK

18 ISSUANCE ON THE PRICES OF THAT COMMONSTOCK ANALYSTS APPLY THIS ADJUSTMENT BECAUSE

19 THE DCF MEASURED COST OF COMMON STOCK CANNOT ACCOUNT FOR THE PROSPECTIVE PRICE

20 IMPACT OF ADDITIONAL NEWLY ISSUED SHARES THIS IS ANOTHER INSTANCE WHEN THE MARGINAL

21 COST OF COMMONSTOCK MEASURED PRIOR TO THIS ISSUANCE WILL FAIL TO CAPTURE THE TRUE COST

22 OF CAPITAL NECESSARY TO ATTRACT INVESTORS

23

24 ARE YOU RECOMMENDING THAT AN ANALYST SHOULD ADD MARKET PRESSURE ADJUSTMENT

25 TO DCF RESULT WHEN DETERMINING RECOMMENDED ALLOWED RETURN

26 NO NORMALLY THE HIGHER END OF THE DCF MARKETBASED RESULTS WILL PROVIDE AN

27 ADEQUATE RETURN ON COMMON STOCK FOR REGULATED UTILITY WHICH IS SUFFICIENT UNDER

28 MOST MARKET CIRCUMSTANCES SUCH RETURN SHOULD BE ADEQUATE TO COMPENSATE FOR THE

29 IMPACT OF NEWLY ISSUED SECURITIES AND TO ATTRACT INVESTORS TO NEWLY ISSUED COMMON

30 STOCK
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YOU MENTIONED AN ADJUSTMENT TO THE COST OF EQUITY TO REFLECT MARKET VALUES FOR

DEBT AND EQUITY

REGULATORY CONVENTION DICTATES THAT AN ANALYST SHOULD USE THE BOOK VALUES OF SECURITIES

WHEN ESTABLISHING THE CAPITAL STRUCTURE OF UTILITY FOR RATEMAKING HOWEVER SOME

ANALYSTS ADJUST THE COST OF EQUITY FOR RATEMAKING TO COMPENSATE FOR THE DIFFERENCE

BETWEEN MARKET VALUE AND BOOK VALUE OF COURSE INVESTORS MUST MEASURE THE MARGINAL

COST RETURNS AGAINST THE MARKET VALUES OF THEIR INVESTMENT SOME ANALYSTS RECOGNIZE THE

DIFFERENCE BETWEEN MARKET VALUATION AND BOOK VALUATION OF COMMON STOCK TO

RECOGNIZE THE MARGINAL COST NATURE OF THE DCF METHOD

10

11 DID YOU ADJUST OGES CAPITAL STRUCTURE FOR THE DIFFERENTIAL IN MARKET VALUE AND

12 BOOK VALUE

13 NO DID NOT AS IN THE CASES OF THE OTHER ADJUSTMENTS THAT ANALYSTS AND REGULATORS

14 DEVELOP LARGELY TO COMPENSATE IN RATEMAKING FOR THE MARGINAL COST NATURE OF THE DCF

15 TECHNIQUE AGAIN BELIEVE THAT RECOGNIZING THE HIGH END OF THE DCF RESULTS IS ADEQUATE

16

17 XV DATA USED IN DCF ANALYSIS

18 WHAT GROWTH RATE DATA DID YOU USE IN YOUR DCF ANALYSIS

19 ALTHOUGH REVIEWED SEVERAL HISTORICAL AND FORECASTED FINANCIAL STATISTICS RELIED

20 EXTENSIVELY ON THE FORECASTED EARNINGS GROWTH ESTIMATES IN MY DCF ANALYSIS

21 FORECASTS OF COMMON STOCK EARNINGS CAPTURE INVESTORS EXPECTATIONS ABOUT FUTURE

22 RETURNS AND REPUTABLE ANALYSTS FORECASTS HELP INVESTORS FORM THEIR EXPECTATIONS AND

23 DECISIONS TO INVEST THE FINANCIAL ACADEMIC LITERATURE REPORTS CONSISTENT FINDINGS THAT

24 ANALYSTS FORECASTS ARE SUPERIOR TO HISTORICAL PERFORMANCE FOR DETERMINING EXPECTED

25 GROWTH IN DCF ANALYSIS

26

27 PLEASE EXPLAIN SOME OF THE STUDIES THAT DEMONSTRATED THAT INVESTORS LOOK TO

28 ANALYSTS FORECASTS WHEN MAKING INVESTMENT DECISIONS

29 NUMBER OF AUTHORS HAVE ADDRESSED THE MERITS OF ANALYSTS FORECASTS IN DCF

30 ANALYSIS OF THE COST OF CAPITAL FOR EXAMPLE WELLKNOWN FINANCIAL TEXTBOOK BY
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BRIGHAM AND GAPENSKI EXPLAINS WHY ANALYSTS GROWTH RATE FORECASTS ARE THE BEST

SOURCE FOR GROWTH MEASURES IN DCF ANALYSIS THEY STATE

ANALYSTS GROWTH RATE FORECASTS ARE USUALLY FOR FIVE YEARS INTO THE FUTURE AND

THE RATES PROVIDED REPRESENT THE AVERAGE GROWTHRATE OVER THE FIVEYEAR HORIZON

STUDIES HAVE SHOWN THAT ANALYSTS FORECASTS REPRESENT THE BEST SOURCE FOR

GROWTH FOR DCF COST OF CAPITAL ESTIMATES

RESEARCH REPORTED IN THE ACADEMIC LITERATURE SUPPORTS THIS POSITION FOR

EXAMPLE GORDON GORDON AND GOULD FOUND

10 THE SUPERIOR PERFORMANCE BY KFRG FORECASTS OF GROWTH BY SECURITY

11 ANALYSTS SHOULD COME AS NO SURPRISE ALL FOUR ESTIMATES OF GROWTH RELY UPON

12 PAST DATA BUT IN THE CASE OF KFRG LARGER BODY OF PAST DATA IS USED FILTERED

13 THROUGH GROUP OF SECURITY ANALYSTS WHO ADJUST FOR ABNORMALITIES THAT ARE NOT

14 CONSIDERED RELEVANT FOR FUTURE GROWTH

15

16 HAVE ACADEMIC ARTICLES SPECIFICALLY ADDRESSED THE USE OF FORECASTED GROWTH RATES

17 IN DCF ANALYSES DEVELOPED FOR REGULATORY PROCEEDINGS

18 YES TIMME AND EISEMANN EXAMINED THE EFFECTIVENESS OF USING ANALYSTS FORECASTS

19 RATHER THAN HISTORICAL GROWTH RATES FOR DETERMINING INVESTORS EXPECTATIONS IN RATE

20 PROCEEDINGS THEY CONCLUDED

21 THE RESULTS SHOW THAT ALL FINANCIAL ANALYSTS FORECASTS CONTAIN SIGNIFICANT

22 AMOUNT OF INFORMATION USED BY INVESTORS IN THE DETERMINATION OF SHARE PRICES

23 NOT FOUND IN THE HISTORICAL GROWTH RATE THE RESULTS PROVIDE ADDITIONAL

24 EVIDENCE THAT THE HISTORICAL GROWTH RATES ARE POOR PROXIES FOR INVESTOR

25 EXPECTATIONS HENCE THEY SHOULD NOT BE USED TO ESTIMATE UTILITIES COST OF

26 CAPITAL

27

28 YOU SAID THAT YOU RELIED UPON OTHER FINANCIAL STATISTICS DID YOU ALSO REVIEW

29 HISTORICAL COMMONSTOCK EARNINGS AND DIVIDEND INFORMATION

30 YES FOR AN HISTORICAL PERSPECTIVE ALSO REVIEWED THE COMMONEQUITY EARNINGS AND

31 DIVIDEND HISTORY OF THE COMPANIES STUDIED AS STATED PREVIOUSLY FOR ANALYTICAL

32 PURPOSES AND TO ENHANCE THE RELIABILITY OF MY DCF ANALYSIS RELIED PRINCIPALLY ON

BRIGHAM EUGENE LOUIS GAPENSKI AND MICHAEL EHRHARDT CHAPTER 10 THE COST OF CAPITAL

FINANCIAL MANAGEMENT THEORY AND PRACTICE NINTH EDITION 1999 HARCOURT ASIA SINGAPORE 381

GORDON DAVID MYRON GORDON AND LAWRENCE GOULD CHOICE AMONG METHODS OF ESTIMATING SHARE

YIELD JOURNAL OF PORTFOLIO MANAGEMENT SPRING 1989 VOLUME 15 NUMBER PAGES 5055

TIMME STEPHEN AND PETER EISEMANN ON THE USE OF CONSENSUS FORECASTS OF GROWTH IN THE CONSTANT

GROWTH MODEL THE CASE OF ELECTRIC UTILITIES FINANCIAL MANAGEMENTWINTER 1989 PP 2335
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FORECASTED COMMONSTOCK EARNINGS IN MY DCF ANALYSIS

WHAT DID YOUR REVIEW OF THE GROWTH RATES OF COMMON STOCK EARNINGS AND

DIVIDENDS SHOW

SHOW THE DIVIDEND AND EARNINGS PER SHARE GROWTH RATES IN SCHEDULE DAM13 FOR THE

CONTEXT OF THIS PROCEEDING NOTED TWO IMPORTANT OBSERVATIONS ABOUT THESE GROWTH

RATES FIRST 0GB ENERGYS FORECASTED EARNINGS PER SHARE GROWTH AND DIVIDEND GROWTH

ARE BOTH SIGNIFICANTLY LESS THAN THE AVERAGE OF THE COMPARABLE COMPANIES IN FACT THE

PROJECTED DIVIDEND GROWTH OF 0GB ENERGY IS LESS THAN EACH OF THE COMPARABLE

10 COMPANIES SECOND THE PROJECTED EARNINGS PER SHARE GROWTH AND DIVIDEND GROWTH ARE

11 BOTH SIGNIFICANTLY HIGHER THAN THE RECENT GROWTHHISTORY

12

13 WHAT WAS THE SOURCE OF THE COMMONSTOCK PRICE DATA THAT YOU USED IN YOUR DCF

14 ANALYSIS

15 USED YAHOO FINANCE AS THE SOURCE OF MARKET PRICE INFORMATION OBTAINED CURRENT

16 PRICES FOR RECENT TWOWEEKPERIOD AND THE HIGH AND LOW SHARE PRICES FOR 52WEEK

17 PERIOD YAHOO FINANCE IS WIDELYUSED INTERNET PORTAL THAT PROVIDES ELECTRONIC

18 FINANCIAL INFORMATION INCLUDING DAILY PRICES THE CURRENT MARKET PRICES REFLECT CURRENT

19 MARKET VALUATIONS THE LONGER TIME PERIOD RECOGNIZES THE CHANGING MARKET CONDITIONS

20 OVER TIME AND HELPS DETERMINE REASONABLE ALLOWED RETURN TO BE USED TO DEVELOP RATES

21 EXPECTED TO BE IN PLACE FOR PERIOD

22

23 XVI DCF CALCULATIONS

24 PLEASE EXPLAIN THE RESULTS OF YOUR DCF CALCULATIONS

25 IN ONE DCF ANALYSIS USED RECENT MARKET PRICES AND COMBINED HISTORICAL AND

26 FORECASTED DIVIDEND GROWTH RATES IN THE SECOND METHOD TOOK RELATIVELY LONGERTERM

27 OUTLOOK BY REVIEWING THE COMBINED HISTORICAL AND FORECASTED DIVIDEND GROWTH RATES

28 AND THE COMMON STOCK PRICES FOR THE PAST YEAR ILLUSTRATE THE RESULTS OF THESE DCF

29 CALCULATIONS USING THE TWO DIFFERENT PRICE SERIES IN SCHEDULES DAM14 AND DAMI5

30 THE ESTIMATED CURRENT COST OF COMMON EQUITY USING THIS METHOD PRODUCED AN

31 UNREASONABLY LOW ESTIMATE FOR 0GB ENERGY THAT IS THE HIGHEND ESTIMATE USING THIS
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METHOD IS LOWER THAN THE CURRENT COST OF INVESTMENT GRADE CORPORATE DEBT AND THIS IS

NOT USEFUL RESULT FOR RATEMAKING THIS IS AN EXAMPLE OF THE POTENTIALLY UNRELIABLE

RESULTS FROM THE DCF METHOD THAT DISCUSSED PREVIOUSLY APPLYING LONGERTERM

GROWTH RATES AND MARKET PRICES FROM THE LONGER PERIOD STILL DID NOT PRODUCE REALISTIC

COST OF COMMON EQUITY ESTIMATES FOR 0GB ENERGY HOWEVER THE RESULTS FOR THE

COMPARABLE COMPANIES WERE MORE REALISTIC 1063 PERCENT

YOU DISCUSSED THE IMPORTANCE OF USING THE EARNINGS PER SHARE GROWTHRATE IN THE

DCF ANALYSIS WHAT WERE THE DCF RESULTS OF YOUR ANALYSIS USING EARNINGS PER

10 SHARE GROWTH RATES

11 USING CURRENT PRICES THE RELEVANT COST ESTIMATE FOR 0GB ENERGY IS 1131 PERCENT AND

12 FOR THE COMPARABLE COMPANIES IT IS 1094 PERCENT USING THE LONGERTERM PRICE SERIES

13 AND LONGER MARKET PERSPECTIVE THE RESULT FOR 0GB ENERGY IS 1170 PERCENT AND THE

14 AVERAGE FOR THE COMPARABLE ELECTRIC UTILITIES IS 1117 PERCENT HAVE ILLUSTRATED THESE

15 RESULTS IN SCHEDULES DAM16 AND DAM17

16

17 YOU ALSO MENTIONED THAT ACADEMIC LITERATURE FINDINGS SHOW THE IMPORTANCE OF

18 USING FORECASTED EARNINGS WHAT WERE THE RESULTS OF YOUR DCF ANALYSES USING

19 FINANCIAL ANALYSTS FORECASTED GROWTH RATES

20 IN THIS CASE THE DCF RESULTS FOR 0GB ENERGY AGAIN PRODUCED RESULTS THAT WERE TOO

21 CLOSE TO THE CURRENT RETURNS FOR HIGH GRADE CORPORATE BONDS TO REPRESENT RELIABLE

22 ESTIMATE OF THE COMPANYS COST OF COMMONEQUITY ON THE OTHER HAND THE AVERAGE

23 DCF RESULTS FOR THE COMPARABLE ELECTRIC UTILITIES WERE HIGHER THAN CURRENT EXPECTED

24 MARKET RETURNS FOR THESE COMPANIES AND THESE ARE LIKELY TO BE HIGHER THAN NECESSARY TO

25 ATTRACT AND MAINTAIN CAPITAL FOR EXAMPLE THE CURRENT PRICE SERIES RESULTS AVERAGED

26 1346 PERCENT AND THE LONGER PRICE SERIES RESULTS AVERAGED 1370 PERCENT THIS IS

27 ANOTHER EXAMPLE OF THE INSTABILITY OF THE DCF METHOD ESPECIALLY WHEN ONE APPLIES THE

28 DATA PRODUCED BY THE CURRENT VOLATILE MARKETS HAVE ILLUSTRATED THESE RESULTS IN

29 SCHEDULES DAM18 AND DAM19
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XVII THE CAPM METHODOLOGY

PLEASE EXPLAIN HOWYOU USED THE CAPITAL ASSET PRICING MODEL IN YOUR ANALYSIS

THE CAPITAL ASSET PRICING MODEL OR CAPM IS RISK PREMIUM METHOD WHICH MEANS

IT IS METHOD FOR MEASURING THE RISK DIFFERENTIAL OR PREMIUM BETWEEN GIVEN

INVESTMENT AND THE MARKET AS WHOLE IT RECOGNIZES AN INVESTORS ABILITY TO DIVERSIFY

HIS PORTFOLIO BY COMBINING SECURITIES OF VARIOUS RISKS INTO THAT PORTFOLIO AND THROUGH

DIVERSIFICATION OF INVESTMENTS REDUCING THE INVESTORS TOTAL RISK HOWEVER SOME RISK IS

NONDIVERSIFIABLE EG MARKET RISK AND INVESTORS REMAIN EXPOSED TO THAT RISK THE

THEORETICAL EXPRESSION OF THE CAPM MODEL IS

10 KRFPRMRF
11

12 WHERE THE REQUIRED RETURN

13 RF THE RISKFREE RATE

14 RM THE REQUIRED OVERALL MARKET RETURN AND

15 BETA MEASURE OF GIVEN SECURITYS RISK RELATIVE TO THAT OF THE

16 OVERALL MARKET

17

18 TO ELABORATE ON THESE DEFINITIONS THE RISK FREE RATE IS THE KNOWN BENCHMARK RATE OF

19 PARTICULAR SECURITY ANALYSTS MAY USE VARIETY OF RATES SUCH AS RATES OF

20 TREASURY SECURITIES AND CORPORATE BONDS FOR THIS BENCHMARK RATE THE OVERALL MARKET

21 RETURN IS THE RETURN ON ALL OF THE INVESTMENT ALTERNATIVES AVAILABLE TO THE INVESTOR THAT

22 INVESTORS MAY COMBINE INTO PORTFOLIO THE BETA REPRESENTS THE RELATIVE VOLATILITY OF

23 THE ANALYZED SECURITY TO THE MARKET RETURN IN THIS ABOVE EXPRESSION THE VALUE OF

24 MARKET RISK IS THE DIFFERENTIAL BETWEEN THE MARKET RETURN AND THE RISKFREE RATE BY

25 ESTIMATING THE RISK DIFFERENTIAL BETWEEN AN INDIVIDUAL SECURITY AND THE MARKET AS

26 WHOLE AN ANALYST CAN MEASURE THE RELATIVE COST OF THAT SECURITY COMPARED TO THE MARKET

27 AS WHOLE

28

29 HOWDID YO USE THE CAPM IN YOUR ANALYSIS

30 AS RISK PREMIUM BASED TECHNIQUE THE CAPM PROVIDES LONGERTERM PERSPECTIVE

31 THAN THAT OF THE MORE VOLATILE DCF USED IT AS STABLE BENCHMARK OF THE REASONABLE

32 COST OF COMMONSTOCK OF THE STUDIED COMPANIES IT TAKES CURRENT DEBT COSTS ASA BASIS

33 AND ESTIMATES THE COST OF COMMON STOCK BASED ON THE RISK DIFFERENTIAL BETWEEN THE

34 TWO THE CAPM LINKS THE INCREMENTAL COST OF CAPITAL OF AN INDIVIDUAL COMPANY WITH
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THE RISK DIFFERENTIAL BETWEEN THAT COMPANY AND THE MARKET AS WHOLE THIS IS

SOMEWHAT IMPRECISE METHOD BUT IT IS GOOD TOOL FOR ASSESSING THE GENERAL LEVEL OF THE

COST OF SECURITY

WHAT ARE THE BENEFITS THAT YOU SEE IN USING THE CAPM IN REGULATORY

PROCEEDING

THE CAPM AS RISK PREMIUM METHOD IS RELATIVELY STABLE MEASURE OF THE COST OF

CAPITAL THE RESULTS OF THE CAPM ARE NOT LIKELY TO VARY MUCH OVER TIME ALSO THE

CAPM RESULTS ARE LIKELY TO BE SIMILAR FOR COMPANIES WITH SIMILAR FINANCIAL

10 CHARACTERISTICS IN THE SAME INDUSTRY

11

12 WHAT PRACTICAL ANALYTICAL PROBLEMS MAY AFFECT THE CAPM ESTIMATE OF THE COST OF

13 COMMONEQUITY USING THE CAPM METHOD

14 THE CAPM HAS SEVERAL PRACTICAL ANALYTICAL PROBLEMS FIRST THE CALCULATIONS FOR

15 COMPANY ARE SENSITIVE TO THE BETA USED IN THE CAPM ANALYSIS THIS BETA IS SINGLE

16 MARKETVOLATILITY MEASURE OF RISK SO CONSEQUENTLY THE CAPM WILL NOT INCORPORATE

17 ANY RISKS NOT INCLUDED IN THIS MEASURE ALSO NUMBER OF ANALYSTS HAVE SHOWNTHAT THE

18 CAPM OVERESTIMATES THE COST OF CAPITAL OF COMPANIES WITH BETAS GREATER THAN ONE AND

19 UNDERESTIMATES THE COST OF CAPITAL OF COMPANIES WITH BETAS LESS THAN ONE IN UTILITY

20 REGULATION THIS UNDERESTIMATION IS IMPORTANT BECAUSE MOST UTILITIES HAVE BETAS LESS THAN

21 ONE THE VALUE LINE BETAS FOR THE COMPARABLE ELECTRIC UTILITIES RANGE BETWEEN 075 AND

22 090 AS CONSEQUENCE THE CAPM RESULTS IN THIS ANALYSIS ARE LIKELY TO UNDERESTIMATE

23 THE COST OF COMMONEQUITY OF EACH OF THE COMPARABLE ELECTRIC UTILITIES

24

25 ARE YOU AWARE OF OTHER PRACTICAL PROBLEMS THAT MAY RESULT FROM APPLYING THE

26 CAPM ANALYSIS IN PROCEEDING SUCH AS THIS ONE

27 YES ACADEMIC RESEARCH HAS REPORTED OVERWHELMING EMPIRICAL EVIDENCE THAT THE

28 CAPM UNDERESTIMATES THE COST OF CAPITAL OF SMALLER COMPANIES THIS SMALL FIRM BIAS

29 CAN BE IMPORTANT IN DETERMINING THE COST OF CAPITAL FOR SMALLER UTILITIES SUCH AS OGE

30 IN THIS PROCEEDING
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CAN YOU EXPLAIN MORE FULLY THE CAPM METHODOLOGY THAT YOU USED IN YOUR

ANALYSIS

APPLIED TWO COMPLIMENTARY CAPM APPROACHES TO ESTIMATE THE COST OF CAPITAL OF

OGE ONE OF THESE METHODS EXAMINES THE HISTORICAL RISK PREMIUM OF COMMONSTOCK

OVER HIGH GRADE CORPORATE BONDS THE OTHER INTEGRATES THE RISK PREMIUM OF COMMON

STOCKS TO LONGTERM GOVERNMENT BONDS IN RECENT MARKETS THIS SECOND METHOD REQUIRES

AN ADJUSTMENT FOR THE BIAS DUE TO COMPANY SIZE THAT MENTIONED PREVIOUSLY THE

FINANCIAL LITERATURE HAS RECOGNIZED THIS BIAS AS AN EMPIRICAL PROBLEM FOR LONG TIME

BUT CORRECTING FOR THIS BIAS IS RECENT ANALYTICAL DEVELOPMENT

10

11 ONE OF THE CAPM METHODS THAT YOU DEVELOPED USED HIGH GRADE GOVERNMENT

12 BONDS AS REPRESENTATIVE OF THE MARKET RATES WHYDID YOU USE THIS METHOD

13 THE FEDERAL RESERVE USES SHORTTERM TREASURIES AS MONETARY POLICY VEHICLE AND THE

14 GOVERNMENT MARKET ACTIONS PRECLUDE AN ACCURATE UNBIASED MEASUREMENT OF MARKET

15 VALUATIONS THE GOVERNMENT SECURITIES ARE SUBJECT TO THE RISK OF CHANGING FED POLICIES

16 THE GOVERNMENT SECURITIES ALSO HAVE BEEN DIRECTLY INFLUENCED BY THE FLIGHTTOQUALITY

17 IN THE CURRENT VOLATILE MARKETS CORPORATE BONDS ARE STEP REMOVED FROM THESE DIRECT

18 FEDERAL POLICY INFLUENCES AND MORE REPRESENTATIVE OF MARKETMEASURED BENCHMARK

19 MEASURES FOR RISK PREMIUM ANALYSIS

20

21 YOU MENTIONED THE IMPORTANCE OF THE SIZE BIAS IN THE CAPM ANALYSIS CAN YOU

22 EXPLAIN THE FINDINGS OF SOME OF THESE STUDIES OF SIZE BIAS OF THE CAPM

23 BANZ AND REINGANUM IN THE 1980S POINTED OUT THE SIZE BIAS RESULTING IN

24 AN UNDER ESTIMATE OF THE COST OF CAPITAL OF SMALLER FIRMS REINGANUM EXAMINED THE

25 RELATIONSHIP BETWEEN THE SIZE OF THE FIRM AND ITS PRICEEARNINGS RATIO HE FOUND THAT

26 SMALL FIRMS EXPERIENCED AVERAGE RETURNS GREATER THAN THOSE OF LARGE FIRMS THAT HAD

27 EQUIVALENT RISK AS MEASURED BY THE BETA OF COURSE THE BETA IS THE DISTINGUISHING

28 MEASURE OF RISK IN THE CAPM BANZ CONFIRMED THAT BETA DOES NOT EXPLAIN ALL OF THE

BANZ RWTHE RELATIONSHIP BETWEEN RETURN AND MARKET VALUE OF COMMONSTOCK JOURNAL OF FINANCIAL

ECONOMICS MARCH 1981 PP 318

REINGANUM MISSPECIFICATION OF CAPITAL ASSET PRICING EMPIRICAL ANOMALIES BASED ON EARNINGS

YIELDS AND MARKET VALUES JOURNAL OF FINANCIAL ECONOMICS MARCH 1981 PP 1946
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RETURNS ASSOCIATED WITH SMALLER COMPANIES HENCE THE CAPM WOULD UNDERSTATE THEIR

COSTS OF COMMONEQUITY IN THE SAME TIME FRAME FAMA AND FRENCH CONFIRMED THAT THE

BANZ ANALYSIS CONSISTENTLY REJECTED THE CENTRAL CAPM HYPOTHESIS THAT BETA SUFFICED TO

EXPLAIN THE EXPECTED RETURN OF INVESTORS

WHAT DID YOU MEAN WHEN YOU SAID THAT THE CAPM METHOD REQUIRES AN

ADJUSTMENT

ALTHOUGH REPEATED STUDIES SHOWED THAT THE CAPM METHOD POSSESSES BIAS THAT

UNDERSTATES THE EXPECTED RETURNS OF SMALL COMPANIES THIS REMAINED ONLY AN EMPIRICAL

10 OBSERVATION WITHOUT CLEAR REMEDY HOWEVER IBBOTSON ASSOCIATES WHICH IS THE

11 COMMONSOURCE OF DATA FOR THE RISK PREMIUM USED IN CAPM ANALYSES HAS DEVELOPED

12 AN ADJUSTMENT FOR THIS BIAS IBBOTSON ASSOCIATES DISCUSSES THE PROBLEM AS FOLLOWS

13 ONE OF THE MOST REMARKABLE DISCOVERIES OF MODERN FINANCE IS THAT OF THE

14 RELATIONSHIP BETWEEN FIRM SIZE AND RETURN THE RELATIONSHIP CUTS ACROSS THE

15 ENTIRE SIZE SPECTRUM BUT IS MOST EVIDENT AMONG SMALLER COMPANIES WHICH HAVE

16 HIGHER RETURNS ON AVERAGE THAN LARGER ONES MANY STUDIES HAVE LOOKED AT THE

17 EFFECT OF FIRM SIZE ON RETURN

18

19 TO ACCOUNT FOR THIS EMPIRICAL BIAS AGAINST SMALLER COMPANIES IBBOTSON

20 ASSOCIATES HAS PRESCRIBED QUANTITATIVE ADJUSTMENTS TO THE CAPM IT PUBLISHES THIS IN

21 THE SAME DATA SOURCE USED BY MANY ANALYSTS TO ESTIMATE THE RISK PREMIUM IN THEIR

22 CAPM ANALYSES

23

24 DID YOU APPLY THE ADJUSTMENT RECOMMENDED BY IBBOTSON ASSOCIATES IN YOUR

25 ANALYSIS

26 YES IN MY CAPM ANALYSIS WHERE THIS WAS WARRANTED FOLLOWED THE METHOD

27 RECOMMENDEDBY IBBOTSON ASSOCIATES TO COMPENSATE FOR THIS INHERENT DATA BIAS

FAMA EUGENE AND KENNETH FRENCH THE CAPM IS WANTED DEAD OR ALIVE THE JOURNAL OF FINANCE

VOL LI NO PP 19471958

CHAPTER FIRM SIZE AND RETURN IBBOTSON ASSOCIATES STOCKS BONDS BILLS AND INFLATION 2008 YEARBOOK

VALUATION EDITION EDITED BY JAMES HARRINGTON 129
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DOES THIS SIZE BIAS OF THE CAPM APPLY TO THE COMPANIES IN YOUR ANALYSIS

YES ALL OF THE COMPARABLE COMPANIES THAT USED IN MY ANALYSIS ARE SUBJECT TO THE

CAPM SIZE BIAS

DOES THE SIZE BIAS ADJUSTMENT FOR THE CAPM MEASURED BY IBBOTSON APPLY TO

REGULATED UTILITIES

YES IBBOTSON CALCULATED MEASURED ADJUSTMENT SPECIFICALLY FOR TRADITIONAL REGULATED

UTILITIES IN FACT IBBOTSON ASSOCIATES USED AN ELECTRIC UTILITY AS AN EXAMPLE TO ILLUSTRATE

HOWTO APPLY THE SIZE PREMIUM WHEN DEVELOPING CAPM ANALYSIS HAVE INCLUDED

10 PAGE FROM THAT PUBLICATION THAT SHOWS THIS ILLUSTRATION AS MY SCHEDULE DAM20

11

12 TO YOUR KNOWLEDGE HAVE ANY REGULATORY COMMISSIONS ACCEPTED THIS SIZE

13 ADJUSTMENT TO THE CAPM IN RATE PROCEEDINGS WHEN DETERMINING THE COST OF

14 COMMONEQUITY

15 AS POINTED OUT THE ACADEMIC LITERATURE OVERWHELMINGLY RECOGNIZES THE SMALL FIRM

16 BIAS AND KNOW OF AT LEAST ONE INSTANCE WHERE COMMISSION RECOGNIZED THE

17 ADJUSTMENT TO THE CAPM PROPOSED BY IBBOTSON THE MINNESOTA PUBLIC UTILITIES

18 COMMISSION HAS DONE SO IN AN INTERSTATE POWER AND LIGHT COMPANY CASE THE

19 COMMISSION OBSERVED

20 THE COMMISSION CONCURS WITH THE ADMINISTRATIVE LAW JUDGE IN HIS

21 CONCLUSION THAT WHATEVER THE MERITS AND APPLICABILITY OF THE IBBOTSON STUDY FOR

22 PURPOSES OF THIS CASE IT IS REASONABLE TO ACCEPT ITS PRINCIPAL CONCLUSION THAT

23 SIZE OF FIRM IS FACTOR IN DETERMINING RISK AND RETURN

24

25 XVIII CAPM CALCULATIONS

26 WHAT WAS THE NATURE OF YOUR CAPM ANALYSIS

27 AS STATED PREVIOUSLY USED TWO DIFFERENT CAPM ANALYSES BASED ON SLIGHTLY DIFFERENT

28 ASSUMPTIONS THESE TWO METHODS PROVIDED COMPLEMENTARY COMPARATIVELY LONGTERM

29 PERSPECTIVES OF THE COST OF COMMONEQUITY OF 0GB ENERGY AND THE COMPARABLE ELECTRIC

30 UTILITIES BECAUSE THEY PROVIDE LONGER TERM PERSPECTIVE THESE RESULTS ARE LESS VOLATILE

31 THAN THE DCF CALCULATIONS ONE OF THESE METHODS RECOGNIZED THE RISK ASSOCIATED WITH

THE MATTER OF THE PETITION OF INTERSTATE POWER AND LIGHT COMPANYFOR AUTHORITY TO INCREASE ITS ELECTRIC

RATES IN MINNESOTA DOCKET NO EOO1GR03767 12
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SIZE OF COMPANY AND APPLIED THE COMPENSATION METHOD RECOMMENDEDBY IBBOTSON

ASSOCIATES USING THIS METHOD PRODUCED AN AVERAGE CAPM RESULT OF 1193 PERCENT FOR

0GB ENERGY AND AN AVERAGE OF 1132 PERCENT FOR THE COMPARABLE ELECTRIC UTILITIES

HAVE ILLUSTRATED THESE RESULTS IN SCHEDULE DAM21 THE OTHER METHOD WAS AN

HISTORICAL CAPM METHOD THAT RECOGNIZED THE LONGTERM RISK PREMIUM BETWEEN

CORPORATE BONDS AND ELECTRIC UTILITY COMMONEQUITIES THE SECOND CAPM METHOD IS

METHOD THAT DOES NOT REQUIRE ANY RECOGNITION OF THE SIZE BIAS

WHAT DID THIS HISTORICAL CAPM METHOD SHOW

10 THIS METHOD PRODUCED AN ESTIMATED COST OF COMMONEQUITY FOR 0GB ENERGY OF 1332

11 PERCENT FOR THE COMPARABLE ELECTRIC UTILITIES IT PRODUCED AN AVERAGE CAPM COST OF

12 COMMONEQUITY OF 1259 PERCENT CALCULATE AND ILLUSTRATE THESE RESULTS IN SCHEDULE

13 DAM22

14

15 XIX RECOMMENDEDALLOWED RETURN

16 PLEASE SUMMARIZE SOME OF THE KEY FACTORS THAT YOU RELIED UPON IN REACHING

17 RECOMMENDED ALLOWED RETURN FOR OGE
18 THE RECENT AND CONTINUING VOLATILITY IN THE FINANCIAL MARKETS AND THE PERSISTENT

19 INCREASING INFLATION EXPECTATIONS ARE IMPORTANT BACKDROPS TO REACHING RECOMMENDED

20 ALLOWED RETURN IN THIS PROCEEDING MOST IMPORTANTLY THE AGGRESSIVE FEDERAL RESERVE

21 POLICIES HAVE NOT REDUCED LONGTERM INTEREST RATES ON BONDS AND ANALYSTS FORECAST

22 INCREASES IN LONGTERM RATES LONGTERM RATES ARE THE MOST RELEVANT COMPETITIVE RATES

23 FOR OGE COMMON EQUITY INVESTORS DURING THE PERIOD THAT RATES IN THIS PROCEEDING

24 WILL BE IN EFFECT

25 AS REPRESENTATIVE OF CURRENT MARKET RETURNS THE COMPARABLE ELECTRIC UTILITIES

26 HAVE EXPECTED RETURNS ON COMMONEQUITY OF 122 PERCENT IN THE LONG TERM THIS IS AN

27 IMPORTANT COMPETITIVE STANDARD IN THE CURRENT VOLATILE MARKETS THE DCF RESULTS FOR

28 0GB ENERGY AND THE COMPARABLE ELECTRIC UTILITIES COVER WIDE RANGE CHARACTERIZING

29 THE VOLATILITY OF THAT MARKET MEASURE THE RELEVANT DCF RESULTS RANGE FROM 1117

30 PERCENT TO 1370 PERCENT THE LESS VOLATILE LONGER PERSPECTIVE CAPM RESULTS RANGE
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FROM 1132 PERCENT TO 1259 PERCENT IN CURRENT MARKETS SHOW SUMMARY OF THE

RELEVANT DCF AND CAPM RESULTS IN SCHEDULE DAM23

THE FORECASTS FOR INCREASING LONGTERM INTEREST RATES AND INFLATION AND THE

DECLINE IN THE COMMONEQUITY MARKET SUGGEST THAT RETURN TOWARD THE MIDPOINT OF

THESE WIDERANGING RESULTS WHICH IS CLOSE TO THE COMPETITIVE RETURNS OF THE COMPARABLE

COMPANIES IS AN APPROPRIATE RETURN FINALLY THE EXTREMELY LOW COMMONEQUITY RATIO OF

OGE INDICATES RELATIVELY HIGH FINANCIAL RISK WHEN COMPARED TO THE COMPARABLE

ELECTRIC UTILITIES

10 WHAT RATE OF RETURN ON COMMON EQUITY ARE YOU RECOMMENDING FOR OGE IN THIS

11 PROCEEDING

12 FOR RATEMAKING PURPOSES AM RECOMMENDING AN ALLOWED RETURN ON COMMONEQUITY

13 FOR OGE IN THE RANGE OF 1175 PERCENT TO 1225 PERCENT THE MARKET VALUES ARE VERY

14 UNLIKELY TO RECOVER TO THE LEVEL THAT WOULD JUSTIFY THE LOWER END OF THIS RANGE

15 CONSEQUENTLY AT MINIMUM THE MIDPOINT OF MY RANGE OR 1200 PERCENT IS

16 CONSERVATIVE RETURN ON COMMONEQUITY FOR OGE AT THIS TIME FURTHERMORE INTEREST

17 RATE AND INFLATION FORECASTS INDICATE THAT THE UPPER END OF MY RECOMMENDEDRANGE OR

18 1225 PERCENT IS PRUDENT IN THE CURRENT MARKETS

19

20 WHAT RETURN ON TOTAL CAPITAL ARE YOU RECOMMENDING FOR OGE IN THIS

21 PROCEEDING

22 BASED ON THE RELEVANT CAPITAL STRUCTURE THE COST OF LONGTERM AND SHORTTERM DEBT AND

23 THE OTHER COMPONENTS IN THE CAPITAL STRUCTURE MY RECOMMENDEDALLOWED RETURN WILL

24 RESULT IN RANGE IN THE TOTAL COST OF CAPITAL APPROPRIATE FOR THIS PROCEEDING OF 717

25 PERCENT TO 738 PERCENT HAVE ILLUSTRATED THE CALCULATION OF THIS RECOMMENDEDALLOWED

26 TOTAL RETURN ON SCHEDULE DAM24

27

28 XX HNANCIAL INTEGRITY TEST

29 YOU MENTIONED PREVIOUSLY THAT YOU VERIFIED THE ADEQUACY OF YOUR RECOMMENDED

30 ALLOWED RETURN FOR OGE PLEASE EXPLAIN HOWYOU TESTED THE ADEQUACY OF YOUR

31 RECOMMENDATION
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AS TEST OF FINANCIAL INTEGRITY OF MY RECOMMENDEDALLOWED RETURN CALCULATED THE

AFTERTAX INTEREST COVERAGE RATIO AT MY RECOMMENDED ALLOWED RETURN RANGE FOR

OGE AND COMPARED THAT COVERAGE LEVEL TO THE AFTER TAX COVERAGES OF THE

COMPARABLE COMPANIES IN THIS WAY COULD DETERMINE IF MY RECOMMENDEDALLOWED

RETURN IS IN LINE WITH THE CURRENT COVERAGES OF OTHER COMPARABLE ELECTRIC UTILITIES IN

TODAYS MARKETS

WHAT WAS THE RESULT OF THIS ADEQUACY TEST OF YOU RECOMMENDATION

AS SCHEDULE DAM25 SHOWS OGES AFTERTAX INTEREST COVERAGE IS IN THE RANGE OF

10 321 TO 330 TIMES AT MY RECOMMENDEDALLOWED RETURN RANGE THE AFTER TAX COVERAGE

11 OF OGE IS DIFFICULT TO EVALUATE THIS IS BECAUSE OF THE VARIOUS COMPONENTS INCLUDED

12 IN THE RATEMAKING CAPITAL STRUCTURE THAT ARE NOT INCLUDED IN THE VALUE LINE CAPITAL

13 STRUCTURE WHICH REPRESENT THE FINANCIAL ANALYSTS REPORTING OF THE SOURCES OF CAPITAL

14 DESPITE THIS DATA DIFFERENCE BY COMPARISON IT IS CLEAR THAT THE COVERAGES OF THE

15 COMPARABLE ELECTRIC UTILITIES RANGE FROM 227 TIMES TO 418 TIMES IN THE CURRENT

16 MARKETS MY RECOMMENDED ALLOWED RETURN PRODUCES COVERAGES THAT ARE CONSISTENT

17 WITH THOSE OF THE COMPARABLE ELECTRIC UTILITIES THIS CONFIRMS THAT EVEN THE UPPER END OF

18 MY RECOMMENDEDRANGE IS CONSISTENT WITH THE RETURNS OF COMPARABLE ELECTRIC UTILITIES

19 IN CURRENT MARKETS

20

21 DOES THIS CONCLUDE YOUR DIRECT TESTIMONY AT THIS TIME

22 YES IT DOES

33
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SCHEDULE DAMS

OKLAHOMA GAS ELECTRIC COMPANY

PROPOSED CAPITAL STRUCTURE

ADJUSTED AS OF DECEMBER 31 2007

ITEM AMOUNT SHARE

LONGTERM DEBT 1433132342 3338
COMMON EQUITY 1801929378 4196
ACCUMULATED DEFERRED INCOME TAXES 644688707 1501
PRE1971 ADITC 000
POST1970 ADITC LONG TERM DEBT 9732764 023
POST1970 ADITC SHORT TERM DEBT 000
POST1970 ADITC EQUITY 12237359 028
CUSTOMER DEPOSITS 53633284 125
SHORTTERM INTERIM DEBT 000
CURRENT ACCRUED AND OTHER LIABILITIES 338577290 789

TOTALS 4293931124 10000

SOURCE OKLAHOMA GAS ELECTRIC COMPANY WORKPAPERS
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SCHEDULE DAM7

OKLAHOMA GAS ELECTRIC COMPANY

COMPARABLE ELECTRIC COMPANIES

COMPARISON OF FINANCIAL STRENGTH AND BOND RATINGS

VALUE LINE

FINANCIAL

COMPANY STRENGTH SP RATING

OGE ENERGY CORP BBB

DPL INC BBB
NORTHEAST UTILITIES BBB
NSTAR

PEPCO HOLDINGS BBB
PINNACLE WEST BBB
SCANA CORP
WISCONSIN ENERGY BBB

SOURCES VALUE LINE INVESTMENT SURVEY

WWWSTANDARDANDPOORSCORN



SCHEDULE DAM8

OKLAHOMA GAS ELECTRIC COMPANY

COMPARABLE ELECTRIC COMPANIES

COMPARISON OF VALUE LINES SAFETY AND TIMELINESS RANK

SAFETY TIMELINESS

RANK RANK

OGE ENERGY CORP

DPL INC

NORTHEAST UTILITIES

NSTAR

PEPCO HOLDINGS

PINNACLE WEST

SCANA CORP
WISCONSIN ENERGY

COMPARABLE COMPANIES AVERAGE 23 31

SOURCE VALUE LINE INVESTMENT SURVEY
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SCHEDULE DAM15
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SCHEDULE DAM19
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CHAPTER

SCHEDULE DAM20

SHOULD THE YIELD ON TREASURY BOND OR TREASURY STRIP BE USED TO REPRESENT THE RISKIESS RATE IN MOST

CASES THE YIELD ON TREASURY COUPON BOND IS MOST APPROPRIATE IF THE ASSET BEING MEASURED SPINS OFF

CASH PERIODICALLY THE TREASURY BOND MOST CLOSELY REPLICATES THIS CHARACTERISTIC ON THE OTHER HAND IF THE

ASSET BEING MEASURED PROVIDES SINGLE PAYOFF AT THE END OF SPECIFIED TERM THE YIELD ON TREASURY STRIP

WOULD BE MORE APPROPRIATE

CAPM MODIFIED FOR FIRM SIZE

ONE OF THE IMPORTANT CHARACTERISTICS NOT NECESSARILY CAPTURED BY THE CAPITAL ASSET PRICING MODEL IS WHAT

IS KNOWN AS THE SIZE EFFECT THIS IS DISCUSSED IN DETAIL IN CHAPTER THE NEED FOR THIS PREMIUM WHENUSING

THE CAPM ARISES BECAUSE EVEN AFTER ADJUSTING FOR THE SYSTEMATIC BETA RISK OF SMALL STOCKS THEY

OUTPERFORM LARGE STOCKS THE BETAS FOR SMALL COMPANIES TEND TO BE GREATER THAN THOSE FOR LARGE

COMPANIES HOWEVER THESE HIGHER BETAS DO NOT ACCOUNT FOR ALL OF THE RISKS FACED BY THOSE WHO INVEST IN

SMALL COMPANIESZ THIS PREMIUM CAN BE ADDED DIRECTLY TO THE RESULTS OBTAINED USING THE CAIM

WHERE ALL OF THE VARIABLES ARE AS GIVEN IN THE PREVIOUS SECTION ON THE CAPM AND SP IS THE APPROPRIATE

SIZE PREMIUM BASED ON THE FIRMS EQUITY MARKET CAPITALIZATION THE MARKET CAPITALIZATION OF COMPANY

WILL DETERMINE THE RELEVANT SIZE PREMIUM MIDCAP LOWCAP OR MICROCAP

SUPPOSE WE WISH TO CALCULATE THE COST OF EQUITY FOR SMALL ELECTRIC UTILITY COMPANY TO BETTER

ACCOUNT FOR BOTH THE INDUSTRY RISK AND THE FIRM SIZE WE WISH TO USE THE MODIFIED CAPM APPROACH THE

COMPANYHAS MARKET CAPITALIZATION OF MILLION AND FALLS WITHIN THE MICROCAP SIZE GROUP ASSUME

THAT THE BETA OF THE COMPANY IS THE KEY VARIABLES FOR CALCULATING THE COST OF EQUITY USING THIS

SIZEPREMIUMADJUSTED CAPM ARE

RISKFREE RATE 45 PERCENT

EXPECTED EQUITY RISK PREMIUM 71 PERCENT

THE APPROPRIATE SIZE PREMIUM 37 PERCENT

USING THE MODIFIED GAPM EQUATION THE COST OF EQUITY FOR TH ELECTRIC UTILITY COMPANY IS

Q3X ERP SP O53X71 37 120

THE BETAADJUSTED SIZE PREMIUM IS THE MOST APPROPRIATE FOR USE WITH THIS MODEL PLEASE NOTE THAT THE

SIZE PREMIA COMMONLYREFERRED TO IN THIS PUBLICATION ARE THE BETAADJUSTED SIZE PRENILA UNLESS STATED OTH

ERWISE THE NONBETAADJUSTED SIZE PRERNIA ALREADY ACCOUNT FOR THE ADDED RETURN GENERALLY ATTRIBUTED TO

THE HIGHER BETAS OF SMALL COMPANIES THE NONBETAADJUSTED SIZE PREMIUM MAKES THE ASSUMPTION

THAT THE BETA OF THE COMPANY IS THE SAME AS THAT OF THE SMALL STOCK PORTFOLIO IF THENONBETAADJUSTED

IN GENERAL SMALL COMPANY BETAS ARE EXPECTED TO BE HIGHER THAN LARGE COMPANY BETAS THIS HOWEVER DOES NOR HOLD LOR ALL

TIME PERIODS CHAPTER DISCUSSES IN MORE DETAIL THE MEASUREMENTOF BETA FOR SMALL STOCKS

60 2008 LBBOTSORV 3881 VALUATION YEARBOOK
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SCHEDULE DAM23

OKLAHOMA GAS ELECTRIC COMPANY

COMPARABLE ELECTRIC COMPANIES

SUMMARY OF FINANCIAL ANALYSIS

COMPARABLE ELECTRIC

METHOD OGE ENERGY CORP COMPANIES
LOW HIGH LOW HIGH

CAPITAL ASSET PRICING MODEL 1193 1332 1132 1259

EARNINGS GROWTH DCF ANALYSIS 1055 1170 1003 1117

PROJECTED GROWTH DCF ANALYSIS 766 931 1044 1370
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SCHEDULE DAM25

OKLAHOMA GAS ELECTRIC COMPANY

COMPARABLE ELECTRIC COMPANIES

COMPARISON OF AFTERTAX TIMES INTEREST EARNED RATIOS

OKLAHOMA GAS ELECTRIC COMPANY 1175 ROE 321

1200 ROE 325

1225 ROE 330

DPL INC 418
NORTHEAST UTILITIES 252
NSTAR 246

PEPCO HOLDINGS 258
PINNACLE WEST 245
SCANA CORP 281

WISCONSIN ENERGY 256

COMPARABLE COMPANIES AVERAGE 279

SOURCE VALUE LINE INVESTMENT SURVEY
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