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Yes. Regulatsrs should take into account the price
fluctuations typically experienced by utility companies.
Such fluctuations may be sizeable, often ranging from 10-15%
in a year. A public utility has limited discreticn over its
capital spending and fipnancing needs, since-it must meet
customer okligations regardless of @conomic and capital
market conditions. COzsequentlf, a2 utiity i= subject to
constrainTs as to the timing of zommeon stock issuances,
including equity contributed through dividend feinvestment
programs. A fufther adfustment to the cost of egquity, in
addition to the flotation adjustment, is therafore reguired.

To account for market fluctuation in the arsa of 10%, 1
regard a further 10% adjustment to the market yield as being
adequate. This eguartes to 1,07% (1C.7% yield multiplied by
10%) .

- Based on the above, what is the appropriate rate of return on

common equity for ratemaking purposes?

Reflecting a 15.6% market cost of equity (as determined by a
DCF analysis of lowa-Illinois), a .45% adjustment for
flotation, and a 1.07% adjustment for market price
fluctuatien, the appropriate return on common eguity is
around 17.12%. Using instead the 15,.8% ceost of equity for

eight compariscn companies, but the same flotation and

pricing adjustments, produces a result of 17.32%.
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How did you check your ré:urn recommendation against
hiétorical risk return relaticnships?

I reliad on a study published by The Financial Analysts
Research Fondation in 1982 entitled, "Stocks, Bonds, Bills,
and Inflation: The Past and the Future”. his study by
Roger G, Ibkotszen and Rax A. Sinquefield studied inflation
and the returns on various sacurities for a 56 year period
ended 1%981. The zuthers feund that the maan arithmetic risk
premium for common StOCKS versus treasury bills, that is, the
average diffarence hetween stock and T-bill :etu;ns,'was
8.3%. The geometric mean return, which is appropriate for
longer term forecasting., was a lesser 5.9%.

As shown in the Wall Street Journal (April 20, 1984
edition), the currant annualized yisld on 90 day Treasury
bills is appreximately 10.1%. However, the return on T-bills
with a maturity of one year is a higher 11.0%, indicating'a
market perception of some riae in near term‘interest rates,
This is borne out by an examination of financial futures
markets, which indicate that a ¢0-day T-kill tc be delivered
about one year from now (March 1985) is priced at an
effectiva yiald of 11.1%. In view of this market data, I
used the one year T-bill rate of 11% as the appropriate "risk

free"” rate. Adding To this the historic geometric mean risk

premium of 5.9% produces a 15.9% cost of eaquity for the
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market as a whole, Adding instead the arithmetic mean risk
premium of 8.3% produces a 19.3% market cost of eguity.

Have you prepared an axhibit which shows the overall cost of

_capital far Iowa-lllinecis Gas and Electric Company's gas

operations?

Yes, this is shown on Zxhibit Neo. 19, entitled, "Cost of
Capital Calculation”.

Wbat does this dccument shew?

Exhibit No. 19 showe <he Company’'s capitalizatien ratios and
the earnings reguirements for each component of
capitalization. The embedded costs of debt and preferred an
preference stock weras previded by lowa-Illineis, The cost of
capital calculation shows the Company's overall cost of
capital is in a rangs of 12.24%-12.32% reflecting my
recommended range of 17.1%=17.3% as an appropriate return on
common shareholde:'equit . Alfair and reascnable rate of
return for lIowa-Illineis Gas and Electric Company's gas
distribution operations sheould be ne less than its cost of
capital.

Does this cenclude your testimony?

Yes,

«25=
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DOCKET NO. RPU-92-2
(RPU-88-10)
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. STATE OF IOWA
DEPARTMENT OF COMMERCE
UTILITIES BOARD | -—

IN RE:

IOWA POWER INC. n/k/a MIDWEST
POWER SYSTEMS INC.

DOCKET NO. RPU-82-2
(RPU-88-10)

ot et St Vst St Vet |

’

ORDER APPROVING SETTLEMENT AND GRANTING EXTENSION OF TIME
(Issued October 15, 1992)

On August 17, 1892, Iowa Power Inc. n/k/a Midwest Power Systems Inc.
(Iowa'Power), the Consumer Advocate Division of the Department of Justice
(Consumer Advocate), Deere & Company, Bridgestone/Firestone Inc., énd Iowa
Electric Light and Power Company filed with the Utilities Board (Board) a
. "Joint Motion for Approval of Settiement Agreement” and "Settlement |
Agreement.® The proposed settlement stated it resolved all outstanding
issues pending in Docket No. RPU-82-2. There aré no other parties to this
proceeding.

This proceeding was initiated on March 17, 1992, by lowa Power filing
a request for a permanent annual revenue increase in its electric rates of
approximately $36.1 million. Iowa Power subsequentTy amended it request to
approximately $43.4 million. Consumer Advocate recémmended a $5.4 million

revenue decrease. On June 4, 1992, the Board issued an order setting

temporary rates. The parties notified the Board on August 4, 1892, of the
impending settlement and on August 5, 1992, the Board issued an order |

holding the procedural schedule established in Docket No. RPU-92-2 in

. abeyance. A hearing on the proposed settlement was held on September 28,




Docket Ne. RPU-82-2 (RPU-88-10)
Page 2
1992, to provide the parties an opportunityrto respond to the Board’s
inquiries regarding the proposed settlement. |

The settlement resolves all issues involving revenue requirement and
rate design and allows an increase in electric rates of approximately $19.3
~million, or 5 percent. A copy of the settlement agreement is attached and
incorporated by reference. The overall weighted cost of capital used to
calculate the annual revenue requirement is 10.227 percent. The test
period used to determine rates is on the basis of a test year ending
December 31, 1991, as adjusted.

This rate case presented several difficult issues, including Cooper

nuclear costs, nuclear decommissioning, and Financial Accounting Standard

(FAS) No. 106. The hearing on the proposed settlement produced.testimony
which indicated the parties thoroughly examined the issues aﬁd worked to .
reach a compromise settlement. While the Board may not have reached the
same decision on individual issues as reflected in the settlement, the
overall terms of the settlement are reasonable and generally consistent
with recent Board decisions.

After reviewing the complete record in fhis proceeding, pursuant to
IOWA ADMIN. CODE 1989-7.2(11) (1992}, the Board finds the terms. of the
parties’ settlement agreement to be reasonable and will approve it. There
are no aspects of the settlement agreement which are inconsistent with lowa
law or the rules of the Board and the terms of the settlement agreement are
in the public interest.

The Board will also approve Iowa Power’s new Security Lighting

Service, which is part of the settlement, and will grant Iowa Power an .

|
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Docket No. RPU-92-2 (RPU-88-10)

Page 3

extension of time until January 15, 1995, to complete the phase-out of the
Lightwatchman program ordered in Docket No. RPU-88-10. The new Security

Lighting Service is to be offered in lieu of the Lightwatchman program.

FINDINGS OF FACT
1. The proposed settlement is reasonable in light of the complete
record in this procéeding;

2. The proposed settlement is in the public interest.

CONCLUSIONS OF LAW
1. The Utilities Board has Jjurisdiction over the parties and subject
matter of this proceeding, pursuant to IOWA CODE §§ 476.1 and 476.6 {1991).
2. Pursuant to IOWA ADMIN. CODE 199-7.2(11) {1992}, this order
constitutes the final decision of the Utilities Board in Docket No.

RPU-92-2.

ORDERING CLAUSES

IT IS THEREFORE ORDERED:

1. The proposed tariffs filed on March 17, 1992, by Iowa Power Inc.
n/k/a Midwest Power Systems Inc., identified as TF-82-74 and TF-92-75, and
made subject to investigation as part of this proceeding, are declared to
be unjust, unreasonable, and unlawful.

2. The joint motion to approve the unanimous settlement agreement

filed by the parties in Docket No. RPU-92-2 on August 17, 1992, is granted,




Docket No. RPU-92-2 {RPU-88-10)

Page 4

conditioned upon the filing of compliance ta;iffs acceptable to the parties
and the Board.

3. On or before 45 days from the date of this order, Iowa Power Inc.
n/k/a Midwest Power Systems Inc. shall file tariffs for the Board’s
consideration to imp]emegi the terms of the "Settiement Agreement" filed by
the parties on August 17, 1992, and attached to this order.

4. Iowa Power Inc.’ﬁ n/k/a Midwest Power‘Systems Inc. new éécurity
Lighting Service is approved, and Iowa Power is granted an extension until
January 15, 1995, to complete the phase-out of the Lightwatchman program
ordered by the Board in Docket No. RPU-88-10. |

5. Motions and objections not previously granted or sustained are
denied or overruled.

UTILITIES BOARD

s Nt

T e, 5 Gz A
/ /

ATTEST:

Dated at Des Moines, Iowa, this 15th day of October, 1992.
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: STATE OF IOWA
. DEPARTMENT OF COMMERCE : -_
BEFORE THE IOWA UTILITIES BOARD S L

IN RE:

IOWA POWER INC., : DOCKET NO. RPU-82-2
wk/a MIDWEST POWER SYSTEMS INC. : |

SETTLEMENT AGREEMENT
ARTICLE |
INTRODUCTION

On March 17, 1882, lowa Power Inc.{"lowa Power") filed with the lowa

Utilities Board ("Board") an application for a rate increase pursuant to lowa Ccde Section

. 476.6 (1991), proposing to increase the annual revenue of lowa Power by approximately
$36.1 million, or 10.0 percent. By order of Aprii 10, 1892, the Board docketed the case

as a formal proceeding identified as Docket No. RPU-82-2. On July 22, 1992, lowa

Power and lowa Public Service Company merged with and into Midwest Power Systems

inc. (the successor corporation to lowa Power}, (hereinafter referred to as "Midwest

Power" or "Company”). On July 23, 1882, the Board issued an order- assigning the

respedive service territories of lowa Power and lowa Public Service to Midwast Power.

- The rate increase agreed to in this Settlement Agreement pertains only to customers in

the former service territory of lowa Power.

ARTICLE Il

. PURPOSE

This Settiemant Agreement has been prepared and executed by Midwest

-




Power, the Office of Consumer Advocate, Bricgestwone/Firestone Inc., Deere & Ce., ang
lowa Electric Light and Power Company (hereinafter collectively referred tc as the
*Parties”, or individually as 2 "Party") for the purpose bf resoiving the disputed issues in
Docket No. RPU-82-2 as herein provided and is applicable only to Docket No. RPU-82-2.

In consideration of the mutual agreements hereinafter set forth, the Parties hereby agree

as follows.

. ARTICLE il
JOINT MOTION

Upon exacution of this Settiement Agreement, the Parties shail file the same
with the Board together with a joint motion requesting that the Board issue an order

approving this Settlement Agreement in its entirety without condition or medification. .

ARTICLE IV
CONDITION PRECEDENT

This Settlement Agreement shall not become effective unless and until the

Board enters an arder approving same in its entirety without condition or medification.

ARTICLE V
PRIVILEGE AND LIMITATION

This Settlement Agreement shall become binding upon the Parties upon its

executicn, provided, however, that if this Settlement Agreerent does not becocme
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effective in accordancerwith Article |V, above, it shall be null, void, and privileged. This
Settlement Agreement represents a settlement on a mutually agreeable outcome without
resolution of specific issues of law or fact which were raised by the parties except as
expressly pravided in Article XI. This Settlement Agreement is intended to relate anly to
| the specific matters referred to herein; no Party waives any claim or right which it may
otherwise have with re'spect to any matter nat expressly provided for herein; no Party
shall be deemed to have approved, accepted, agreed, or conser&ed to any ratemaking
principle, any method of cost of service detenninétion. or any method of cast allocation
underlying the provisicns of this Settlement Agreement (or the attachments thereto) or be
prejudiced or bound thereby in any other current or future proceeding before the Board
except as expressly provided in Article Xl herein. Exéept as provided in Article Xl, no
Party shall directly or indirectly refer as precedent to the Settlement Agreement or that
part of any Board order referring to this Settlement Agreement in any current or future

proceeding before the Board.

ARTICLE VI
TEST PERIOD

The justness and reasonableness of rates in this case is to be determined

on the basis of a pro forma _annual revenue requirement determined on the basis of & test

period ending December 31, 1951, as adjusted.




ARTICLE Vi

RATE BASE | .

The rate base to be used {o caiculate Midwest Power's annual revenue
requirement in this case shall be $704,086,000. The rate base shall be the test year
thirteen-month average net original cost of investment in electric plant in service and

working capital with pro forma ad}ustments as set forth in Scheduie A.

ARTICLE VIl

REVENUE REQUIREMENT

The total annual revenue requirement in this case shall be $404,253,000 as
set forth in Schedule A.
ARTICLE IX

RATE OF RETURN AND CAPITAL STRUCTURE

The parties agree that the allowabie overai! weighted cast of capita! used
to calculate the annual revenue reguirement in this case shall be 10.227 percent as set

forth in Schedule A.

ARTICLE X

RETURN ON EQUITY

The Parties agree that the rate of return on common equity to be used (o

4
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caiculate Midwest Power's annual revenue reqﬁirement in this case shall be an 11.9
. percent cost of comman ecuity, added to which shall be a 30 basis point management
efficiency award associated with merger activity, for an overali allowed retum on coﬁmon
equity of 12.2 percent. Consistent with the Board's decision in Docket No. RPU-81-6, the
30 basis point addition to the cost of equity referred to above shall not be used by
Midwest Power for calculating AFU DC, in calcuiatioﬁs for energy efficiency purposes, or

other regulatory purposes.

ARTICLE XI

DECOMMISSIONING COST ASSUMPTIONS

. The Parties agree that projections of Midwest Power's decommissioning costs for
Cooper Nuciear Station ("Cocper”) shouid be calculated using the foliowing asshmptions:

a. that the amount remaining in the Nebraska Public Power District’s
("NPPD") Fuel Reserve Fund, for Cooper, at the time Midwest Power's Cooper contract
terminates will be used toc defray the cost cf decommissioning Cooper.

b. that the amount remaining in NPPD"s Reserve Account in the Reserve
and Contingency Fund, for Cooper, at the tims Midwest Powers Caooper contracr.
terminates will be used to defray the cost of decommissioninQ Cooper.

c¢. that the amount remaining in NPPD's Operating Fund, for Cooper, at the
time Midwest Powers Ccoper contract terminates will be used to defray the cost of
decommissioning Cooper.

. d. that the interest earnings of the above-referenced funds, during the

decommissioning pericd, will be used to defray the cost of decommissioning Cooper.

5




Lang'uage in Article V to the contrary notwithstanding, the agreement of the Office |
of Consumer Advocate ("Consumer Advecate”™) and Midwest Power to the above.
assumptions is intended to have application in al} future Midwest Power rate proceedings
before the Board. (The agreement of Bridgestone/Firestone Inc. and Deere & Company
to the above assurnptions is intended to have application only to Docket No. RPU-82-2,
not all future Midwest Power rate proceedings before the Board, nor is said agreement
to be construed as & waiver of Anlicle V by either Bridgestone/Firastone Inc. or Deers &
Company.) Therefore, by vinue of this Anticle XI, Midwest Power and the Consumer
" Advocate will have the right t¢ refer t¢ Article X! as Midwest Power's 2nc the Consumer
Advocate’s mutual approval, acceptance, agreement and censent t¢ the ratemaking
principle that projecticns of Midwest Power's decommissioning costs for Cooper, for
ratemaking purposes, shouid be computed in conformance with the above-stated
assumptions. Midwest Fower anc the Consumer Advocate waive any claim or right ¢
obiect to use of such assrumptions in future computations of the projectec Cooper
decommissioning costs. Midwest Power and the Consumer Advocate reserve the right
to litigate, in future Midwest Power rate proceedings, all other assumptions related 1o the

computation of Midwest Power's projected decommissioning ccsts for Cooper.

ARTICLE XIi

TIMELINESS OF APPROVAL

in entering inte this Settlement Agreement, the Parties have contemplated
that this Settlement Agreement would be approved by the Becard as expeditiously as.
réasonably possible so that tariffs incorporating its terms could be implemented as ear.

6
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. as possible,

ARTICLE XIll

RESERVED FOR FUTURE LITIGATION

The Panies explicitly reserve for future litigation:
- a. the issue of whether the Company’s costs associated with the canceled
Vandalia Project can be recovered from ratepayers.
b. the issue of whether the Company’s investment in the reusable plan:
and equipment at the former Des Moines Power Station (now known as "Des Moines
Energy Center") should be included in the Company's rate base;
. | c. the issue of whether the Board should approve the Company’s proposed
automatic rate adjustment mechanism refating to its Cocper costs; and
d. the issue of whether the Board shouid appfove the Company's proposa!

for a sharing of the energy and demand margins from its bulk power sales.

ARTICLE XIV
FINANCIAL ACCOUNTING STANDARD 105

The Parties are in agreement and hereby urge the Board to institute a

proceeding of general application (e.g., a rulemaking proceeding) that will address

Financial Accounting Standard 106 ("FAS 106", and that will address the issue of the

. proper ratemaking treatment to be followed by rate regulated lowa utilities with respect

to the costs for post-retirement medical benefits as booked in accordance with FAS 1086.

7




The Parties are in further agreement and hereby urge the Board to render an agency

decision with respect to the foregoing issues on cr before December 31, 1882, .

ARTICLE XV

EXECUTIVE INCENTIVE COMPENSATION

r

The Parties agree that Midwest Power's executive incentive compensation

plan will be modified to explicitly consider individua! performance.

ARTICLE XVI
RATE DESIGN

The Parties =gree that the rate increase resulting from this Settlement .
Agreement shall be aliocated to ratepayers in the manner and according to th-e procedure
proposed in the Company’s rate increase filing submitted to the Board on March 17, 1992
{Le., in a manner that produces an across-the-board increase for all classes of
customers). The customer charge will not be changed. The billing determinants to be
used in designing the Company’s rates shall be the test year billing units as set forth in-
Schedule B, attached hereto. The annual revenue requirement determined in this case
is $404,259,000 as set forth Aricle VIll. However, for purposes of rate design, this
revenue requirement shall be reduced by $4,884,000, the amount of the sales growth
adjustment referenced in Schedule A. Therefore, final tariffed rates when applied to the
biling determinants shown in Schedule B, pius the addition of Sales for Resale-Other .
Revenue in the amount of $19,340,803 (see Interim Workpaper ODS-C, page 1 of 5) and

8
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Other Operating Revenues-lowa Jurisdictional in the amount of $3,418,697 (see Interim

. Workpaper ODS-C, page 1 of 5, filed on June 8, 1882} shall produce revenues not to

exceed $399,365,000.

ARTICLE XVl

SECURITY LIGHTING SERVICE

The Parties agree that the Beard should approve Midwest Power's proposed
new Security Lighting Service program, as described in the prefiled Direct Testimony of
Q. Dale Stevens, to be offered in lieu of the Lightwatchman program currently being

phased out.

ARTICLE XVl

NEW RATE INCREASE FILING

Midwest Power agrees that any subsequent Application For Increased
Electric Rates, ﬁierd after the conclusion of Docket No. RPU-82-2, and filed pursuant to
lowa Code Section 476.6 (1991), shall not be filed prior to March 1, 1983 and would not
seek an effective date for interim rates prior to June 1, 1993. The foregoing agreement,
however, shall not apply and shall not be binding on Midwest Power in the event Midwest

Power experiences an extraordinary occurrence that requires the Company to seek rate

refief.




Respectfully submitted,
OFFICE OF CONSUMER ADVOCATE

o L M

" Ronald C. Poile

Attorney

4th Floor

Lucas State Office Building
Des Moines, lowa 50319

ATTORNEY FOR THE OFFICE OF
CONSUMER ADVOCATE B

Date g // /”/7'/ 572‘7

BRIDGESTONE/FIRESTONE INC.

By%v M///O//m

Michael R. May
Attorney at Law
Suite 835-Two Center

601 Locust Street
Des Moines, lowa 50309

ATTORNEY FOR INTERVENOR

Date

6//7/,4’1
[/

MIDWEST POWER SYSTEMS INC.

N
By LQLCUQL Q \.. Jhoud
Chartes R. Montgomery
Manager-Lega!l Services
2800 Ruan Center
666 Grand Avenue
Des Maines, lowa 50309

By ﬁm K ’%{m

Steven R. Weiss

Senior Attorney

2800 Ruan Center

666 Grand Avenue

Des Moines, lowa 50308

ATTORNEYS FOR MIDWEST F’OWER
SYSTEMS INC.

bate (Sl 2

IOWA ELECTRIC LIGHT & POWER

By

Jonathan M. Rogoff

Senior Attorney

200 First Street, S. E.
Cedar Rapids, lowa 52401

ATTORNEY FOR INTERVENOR

Date
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Respactiully submitted,
CFFICE OF CONSUMER ADVQCATE

By

Ronaid C. Polie

Attomey

4th Floor

Lucas Siate Office Building
Des Mcines, lowa 50318

ATTORNEY FOR THE OFFICE OF
CONSUMER ADVOCATE .

Date

BRIDGESTONE/FIRESTONE INC.

By \
Michael R. May

Attorney at Law

Sulte 935-Two Ruan Center
601 Locust Street

Des Mcinses, lowa 50308 -

ATTORNEY FOR INTERVENOR

Dete
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MIDWEST PCWER SYSTEMS iNC.

By

Charies R, Mongemary
Managsr-Lagal Services
2800 Ruan Centar

6688 Grand Avanus

Des Mgines, lowa 50300

Steven R. Weiss

Senicr Attornay

26800 Ruan Center

888 Grand Avenue

Des Mcines, lcwa 50308

ATTORNEYS FOR MIDWEST POWER
SYSTEME INC.

Date

IOWA SELECTRIC LIGHT & POWER

. \M/Lmﬂ

gmhan M. Roggtr
S 3r Attomey

200 First Straat, S. E:
Cedar Rapids, lowa 52401

ATTORNEY FOR INTERVENCR

Date -g{p&!%_




DEERE & COMPANY

—
By (<romnp &= I/w—v d‘rﬂ 5712
Gefrge E. Van Damme 47
John Deere Road M./
Moline, lliinois 51265

ATTORNEY FOR INTERVENOCR

Date 5/17//2
/S 7
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CERTIFICATE OF SERVICE

|, Charies R. Montgomery, hereby certify that | have this day served the
attached decuments upon the following parties, at the following addressas in accordance

with the ruies of the lowa Utilities Board.

Susan Allender James R. Maret
General Counsel - Consumer Advocate
Fifth Floor Fourth Floor
lowa Utilities Board : Lucas State Office Building
Lucas State Office Building Des Moines, lowa 50319
Des Moines, lowa 50319 -
Michael R. May George E. VanDamme
Attorney at Law Deers & Company
Bridgestone/Firestone inc. John Deere Road
Suite 935-Two Ruan Center Moiine, lllincis 51265
601 Locust Street

. Des Maines, lowa 50309

Jonathan M. Rogoft

lowa Electric Light & Power
200 First Street, S. E.
Cedar Rapids, lowa 52401

Dated at Des Mcines, lowa this 17th day _of August, 1992.

By O/(A.OLJLLS Q V‘Wﬁo

Charles R. Mentgomery (
Manager-Legal Services

666 Grand Avenue

2800 Ruan Center

Des Maines, lowa 50309
Telephone: 515/281-2800




Revenue Requirement
lowa Power
RPU-92~2

1 Adjustec Rate Base -

2 Rate of Return

SAIiov»_.rable Operating Income

4 Pro Forma Operating income

5 Additional Operating Income Requirement
§ Additional Income Taxes

7 Additional Revenue Requirement

8 Pro Forma Revenues

g Total Revenue Requirement

SCHEDULT A
Page 1 of 7

704,086

10.23%

72,010

60,552

11,458 |

7,867

19,325 .

384,935 ‘

404,289



income Statement
lowa Power
For Test Period Ended December 31,.1991

: Totatl After
Per Adjusts. Adjusts. Adjusts. Increase Increase
Books Page 1 Page 2 Page 3 Total  (Decrease) ([ecrease)
(A) (B) (C) (D) (E) (F) @G)
1 Operating Revenues 381,453 3,482 0 0 384,935 19,3256 404,259
2 Oper. and Maintenance 219,507 21,859 (6,858) 340 234,847 234,847
3 Depr. and Amortization 42,159 (121) 52 858 42,948 42,948
4 Other Taxes 30,996 (1,381) 17 .0 29632 29,632 <
5 Federal Income Tax 13,914 (5,132) 1,983 (366) 10,400 5,902 16,302 >
6 State Income Tax 4,660 (1,745) 660 {122) 3,454 1,965 5419 g
7 Deferred Tax 4,888 (124) 14 167 4,945 4,945 3B
8 ITC (1,850) 6 0 0 (1,844) (1,844) BB
9 Total Expense 314,274 13,363 (4.132) 877 324,382 7.867 332,249 g o

10 Openrating Income 67,179 (9.881) 4,132 (877) 60,552 11,458 72,010
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Commen Stock - 1828108 48.198% 11.800% 8.736%
ME/Merger 328,108 48.198% 0.300% 0.145%
Common Stock~Total 328,108 48.198% 12.200% 5.880%
Preferred Stock 19,277 2.832% 4.365% 0.124%
Long—Term Debt 333,369 48.971% 8.625% 4.224%
Total 680,754 10227% | .
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. I, STATEMENT OF QUALIFICATIQONS

3

4 Q. Would vou please stats vour name, address and occupation?

5 A, My name is P=t=r W. Ahn. My business address is 2150 Dain Bosworth Plaza, 60

6 South Sixth Street, Minneapoiis, Minnesota. [ am an Associate Consultant with

7 Dahlen, Berg & Co., 2 management consulting firm.

8 Q. Please vou summarizs your experience in the area of public utility regulation.

g A [ have participated in several regulatory sngagements regarding electric and gas

10 utilities. These sngagements have included testifving, analysis of filings, research

Il and assistanc¢s in preparation of testimonv, exhibits and briefs conc:.rning rate of

2 return, rate design, program design, and cost allocation. I performed analyses and

13 testified before the fowa State Utilities Board {Board) on the rate of return on
. common eguity in Docket No. RPU-91-9, lowa Electric Light and Power’s request

13 for 2 rate increase.

16

17 1 have performed analvses and assisted in preparing testimony before the Iowa

13 State Uﬂli:ics Board in the {ollowing cases:

19

20 In Docket No. RPU-91-7 - Interstate Power Corﬁpany’s request for an eleciric rate

21 increase, | performed analyses and assisted in preparing testimony and briefs

22 regarding rate of raturn.

23

24 In Docket No, RPU-91-6 - The Office of the Consumer Aévocatc's request for a

25 decrease in fowa Public Servics’s ¢lectric rates, I performed analyses and assisted

. in preparing testimony and briefs regarding rate of return.
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In Docket No. EEP-51-3 - Iowa Pubiic Service Company’s energy ¢ilicieacy plan, [
assisted in preparing lestimony regarding lest revenue estimates, cost allgcation,

and program design.

In Docket No. RPU-91-5 - Midwest Gas' request for a natural gas rate increase, !
performed analyses and assisted in preparing testimony and briefs regarding rate

of return and rate design.

In Docket No. EEP-91-3 - Intzrstate Power Company's energy efficiency pian, |

prepared analyses regarding program design.

Additionally, [ performed analyses regarding rate of return before Ncbr_asl_-ca
Municipalities in August, 1991 regarding Minnegasco, a division of Arkla, Inc.'s,
filing for a gencral rate increzase 1n Nebraska Municipalities,

Have you participated in any other engagements involving utilities?

Yes. For the Blue Earth Light and Water Department, Blue Earth, Minnesota, |
performed analyses of the present value of !ost revenues from a protected servics
territory. Also, | performed {inancial analyses relatzd to the purchase and

counstruction of additional capacity {for Bilue Earth.

On behalf of the Minnesota Energy Consumers, | participated in the Northern

States Power (NSP) Demand-Side Management Energy Efficiency Task Force.

On behalfl of the River Electric Association and Minnesota Municipal Power
Agency (MMPA), | performed financial analyses related 10 development of the

MMPA. This work included analyses related 10 debt financing and other financial

projections.

(=)
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:

On behalf of the Minnesota Alliaacs for Fair Competition, [ performed analyses

.4 and conducted discovery relarsd o ratepaver subsidization of utilities’ unregulated
3 businessses.
4 Q. Would you outline vour educaricnal background?
5 Al In June of 1991, [ reczived an M.B.A. degres with a concsntration in strategic
6 management from the Carlson School of Management at the University of

-~

Minnesota, Minneapolis, Minnesota, During 1989, [ attended the A.B. Freeman

2 School of Business at Tulane University, New Orleans, Louisiana. In January of
9 1983, I rec=ived a B.AL d.cgrc: with .a major in economics from Macalester College,
10 St. Paul, Minnesora.
11 Q. Would you describe vour professional background?
12 Al In August of 199!, [ joined the management consulting firm of Dahlen, Berg & Co.
13 During the academic vear 1990-91, 1 was 2 teaching assistant in the financs

. department and a research assistant in the strategic management department at the
15 University of Minnesota, Minnzapolis, Minnesota. In 1989, [ completed an
16 internship in the finagc: and debt management department of Union Electrica

17 Fenosa, an investor-owned electric urtility 1n Madrid, Spain.
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1. PURPOSE OF TESTIMONY

Q. What is the purpaose af vour tastimony?
My testimony presents the results of my analysis of Iowa Power’s (IP) cost of
common squity ralated to [P's request for an slestric rate increase in this ¢ase.

Q. By whom were vou sngagsd in this case?
Dahlen, Berz & Co. was =zngaged by the Sridgcstonc/Fircstonc group. The members
of this group are customers of [P's Largs General Servics class.

Q. What is the scope of the work you performed in this case?

A, I reviewed IP's iling and performed analvses of information related to IP and
other electric utilities. The scope of my work was limited to review of IP’s filing,
other documents preparad dbv P, and other publicly available information.

How is your testitnony ergzanized?

A My testimony is presented in the foilowing sections:
] Sectuion 111, Rate of Return, and
. Section [V, Industrv Average Returns.
4
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II. RATE OF RETURN

What rat= of return on commaon equity has IP proposed in this procezding?

IP has proposed a rate of return on common eguity of 12.75% in this procszding.
The proposed [2.75% rate of return on common equity is based on the results of
Risk Premium and Discountsd Cash Flow (DCF) analyses performed by [P witness
Dr. Yander Weide.

Should the Board allow IP's proposed [12.73% rate of return on common equity?

No. The Board should not allow [P’s propaosed [2.75% return on common equity

because the proposed return is significantly highcf than IP's cost of common
equity.

What is the basis of the rate of return criteria for regulated businessss presented in
your testimony?

Th: basis of the rate of return criteria presented in my testimony was set forth ir
the Supreme Court’s Bluefield (1923) and Hope (1944) cases. In these cases, the
Supreme Court determined two basic griteria of a "fair” rate of return for a
regulated company. First, the return of common equity should be equal to the
return on corﬁpanics of similar risk and uncertainty. Second, the "fair” rate of
return must provide enough sarnings for the company to maintain its credit rating

and attract capital on reasonable terms.

Cost of Common Equity

Q.

A.

What is 1P's cost of common equity?
IP's cost of common equity is 9.46%. My estimate is based on the average cost of
common equity for companies comparabis to IP.

How did you estimate IP's cost of common squity?
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A. | ;stimatcd IP's cost of common e¢quity using a DCF analysis.

. Q. Why should 2 DCF analysis be used to sstimate the cost of common equity in this

3 case?

4 A A DCF analysis shou!d be used to estimate the cost of common equity in this case

5 because the DCF analysis producss a cost of common equity estimate that satisfies

6 the rate of return criteria {or regulated businesses set forth in the Supreme Court's

7 Hope and Bluefield zases. Further, utilities are generally dividend-paying stocks,

3 making the DCF analysis especially useful for estimating the cost of common

9 equity.

10

11 Discounted Cash Flow Aagalysis

12 Q. What is a Discounted Cash Flow analysis?

13 AL A Discounted Cash Flow analysis is 2 method for estimating a company’s cost of
. common equity. The DCF model is based on the theory that the price of 2 stock is

15 equal to the present value of future dividends plus any growth in the value of the

16 stock.

17 Q. What form of the DCF model was used in your analyses?

18 A, The DC‘z;" model used in my analyses was 2s follows:

19 k =D;/P+g where,

20 k = the rate of return expected on securities of similar risk,

21 D= the dividend expected during the next twelve months,

22 P = the stock price, and

23 ' g = the expected dividend gl;owth rate.

24 Q. How did you estimate the dividend expected during the next twelve months, "Di"?

25 A, I estimated "D " by multiplying the most recent quarterly dividend by four (the
. indicated annual dividend) times one plus one half of "g".

27 Q. Why is this method of estimating "D;" appropriate?
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The method [ used to estimate "D" is appropriate because it reflects current

~

information and recognizzs firms will, on average, increase dividends halfway

through the year.

How did vou sstimate the stock price, "P*7

I estimated "P° by taking an average of the high and low stock pricss over the

period February, 1992 to April, 1992 as shown in Exhibit____ (PWA-!), Schedule 1.

H‘:)‘-l-.r did you sstimate the sxpected dividead growth rate, "g™?

The sxpected dividend growth rates used in my analyses are Value Line cstimé:cs. '

The Value Line estimates used in my analyses arz widely available and reflec:

current information about dividend growth. ' i

Did you use the /nstitutional Brokers Esiima:z System ([BES) estimate of sarnings

growth that Dr. Yander Weide used in his analyses? '

No. [ did not use the fBES sstimates. The /BES zstimates are a summary of

investment analysts' projections that present sarnings growth estimates rather that

dividend growth estimates. Further, given that Value Line predicts no earnings

growth for Midwest Resourcsas, the 5.5% /325 earnings grou-rth rate for Midwest

Resourcss used by Dr. YVander Weide appears excassive.

What base sampie of companies was used in your DCF analyses?

The base sample of companies in my DCF analyses was electric companies in the

Value Line Electric Utility (East, Central and West) Industry. Companies were

excluded from the analyses if:

] The stock of the utility was not traded on either the New York Stock
Exchange or the American Stock Exchange, or

) The company had decreased or omitted a commeon dividend in the current

or prior three quarters.

Did you apply the DCF model to other comparison groups?

-
!
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| A Yes, I applied the DCF model to iwo subsets of the base sampie of companies. The
| . subsets were determined using the following comparison criteria:
3 a Companies with a Value Line safery rating of "2," and
4 o Companies with a Siandard & Poor’s (S&P) bond rating of "A”
3 DCF analyses performed on groups of risk comparable companies producas a cost
6 of common equity estimate that satisfies the standards set forth in the Hope and
7 Bluefield cases. I have included 2 list of the companies in the base sample of
3 companies and their ratings as Exhibit (PWA-1), Schedule 2.
% Q. Would you describe the co.mpariso‘n cw.‘-it:ria used in your analvses?
10 A. Yes. The comparison criteria used in mv analyses are readily available ratings,
11 commonly used by investcrs and apalysts.
12 ) The Value Line safzty rating is an investment ranking index, scaled "!” to
13 *5," with "!" being the safest. Midwest Resources has a safety rating of "2,
. s0 companies with a safety rating of 2" were used in the comparison group.
15 ' (The only way to purchase lowa Power equity is to buy Midwest Resources
16 common stock). '
17 . The second comparison measures used was the Standard and Poor’s ;’“S&F‘)
18 bond rating which is a reiative rating of a firm’s ability to repay debt. [P’s
19 | S&P bond rating is "A." so companies with a bond rating of "A" were used
20 in this sample. |
21 Q. What were the results of your DCF analyses?
22 Al The DCF analyses for the comparison groups described above yielded an estimated
23 cost of common equity ranging from 9.24% to 9.83% The individual DCF rcsultsr
24 are as follows:
25 its for Comparison Gr
. Value Line base sample 9.83%
27 Value Line safety rating oi 2 9.30%
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S&P debt rating of A 9.24%
I have included a summary of my DCF analyses as Exhibit____ (PWA-1), Schedule
3
What is your recommended cost of common aquity for IP?
! recommend a 9.46% cost of common equity for IP, based on the average cost of

common equity of the comparison groups in my DCF analyses.

IP’s Proposed Returz an Commoxa Equity

Q.

Should the Board use the Risk Premium analysis as a basis for cstimating [P’s cost
of common 2quity? |

No. The Board should anot use ths Riskl Premium analysis to estimate IP's cost of
common equity. The Risk Premium analysis depends on averages of historical
values that do not recognize today’s capital markst conditions.

Does 3 risk premium analysis determine what investors require as an equity
premium today?

No. A risk premium analysis does not determine what investors reguirs as an
equity premium today. A risk premium is simply an average of historical risk
premiums from the time period selected., I[P witness Dr. Vander Weide has
presented no evidence that proves investors require any particular equity risk
premium at any particular time. Nor has Dr. Yander Weide presented any evidence
that investors require the 4.3% to 5.5% eguity risk premium he recommends.

Should the Board use the quarterly DCF model used by witness Dr. Yander Wcidc‘?
Na. The Board should not use the quarterty DCF mode! used by witness Dr.
Yander Weide because it overestimates the cost of common equity. The quarterly
DCF model orvcrcstimat:s' the cost of common equity because the model assumes the

company should pay an extra return to investors on the dividends the company has

already paid. In other words, the quarterly DCF model assumes the company
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’ should, in addition to paying the dividend, pay a return on the dividend. Investors
2 earn returns through dividends and stock appreciation. After a company pays a
3 dividend, the company is not responsible f‘pr paying any additional returi-on that

4 dividend.

10
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Please state your name and address.

David S. Habr, Lucas State Qffice Building, Des Moines, lowa.

By whom are you emplgqyed?

I am employed by the Consumer Advocate Division of the [owa
Department of Justice as the Chief of the Technical Bureau.

When did you joiﬁ the staff of the Consumer Advocate Division?

In November of 1987. For the previous six years [ had been
empioyed by the Utilities Division of the Iowa Department of -
Commerce.

Would you describe your education and experience?

I received a Bache1or of Arts {1968) and a Master of Arts {1969)
degree from the University of Mebraska-Lincoln. In both cases my
majqr field of study was Economics. I réceived a Ph.D. in
Economics from Washington State University in‘1976. My
dissertation 1s entitlad "The Relationship Between Advertising and

tng State OF washington.”

vvvvvv

(%]

ales in
Within economics, [ have specialized in the following fields:
industrial organizatien and government regulations, public utility
gconomics, and transportation economics. In addition, I have had
graduate course work in monetary theory and advanced statistics.
While a member of the Ytilities Division staff, I attended Myron
Gordon’s workshep on the Cost of Capital to Public Utilities, the

NARUC Annual Regulatory Studies Program, and the NARUC Advanced

Regulatory Studies Program.

pord
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Prior to joining the Utilities Division staff in 1981, I was
empioyed as an economist by the University of Nebraska-Lincoln
{1968-69), Washington State University (1969-73}, Drake University
{1973-79), and Mitchell and Mitchell Economists, Ltd. ({19795-80).

Ouring my tenure at Drake University, I taught several
different areas within economics including "Public Utilities and
Transportation,” "Government Regulation of Business,” and
"Managerial Economics.” While at Mitchell and Mitchell, I
deveigped and directed a feasibility study for the City of Des
Moines and developed and estimated a revenue forecasting model for
Northwestern Bell.

For the year prier to joining the staff of the Utilities
Division, [ was engaged in a private consulting practice. In the
course of this practice, I was called upon to determine damages in
antitrust cases and [ testified on behalf of Hidwesteranelephone
Company, Inc. in Cocket No. RPU-80-4G. 1 have also testified in
court proceedings and pefore the Industrial Commission.

As a memper of the Utilities Division or Office of Consumer
Advocate staff, I have testified in the proceedings shown on
Appendix A of my testimony. [ also provided staff review in a
number of utility rate cases that were not litigated.

During 1986-87, I served as a membe} of the NARUC Ad Hoc
Committee on Diversification and [ presented a paper on double
leverage atrthe committee’s 387 winter meeting. My papef entitled

"A Note on Transaction Costs and the Cost of Common Equity for a

2




10
1§
12
13
14

1
17
18
19
20
21
22
23
24
25

MidAmerican Exhibit 8.1
Page 498 of 554

Pupiic Utility" appeared in the January 1388 issue of the NRRI

Quarterivy Buliatin,

In addition to my regular duties, [ taught a seminar on
antitrust economics at the Drake Law School in the fall of 1881.
During the spring and fall of 1987 I taught the macroeconomics
class in the Drake M.3.A. program.

What is the purpose of your testimony?

The purpose of my testimony is to determine the appropriate market
based common equity ratgrn Iowa Power should be given the
opportunity to earn on its lowa jurisdictional operations anrd
comment on certain aspects of the testimonies of Dr. Vander Weide
and Mr. Christiansen.

Have you prepared an exhibit for presentation in this‘proceeding?
Yes. Exhibit ___ (DSH), Schedules A through N, was prepared by me
or under my direct supervision.

o

2 market Dased cCommon eguity raturn appropriats for

Iowa Power’s jurisdictional operations?

Yes. Based on my analysis, lowa Power should be given the
opportunity to earn 10.9% on the comman equity portion of its
jurisdictional operations. My 10.9% common equity return derives
from my analysis of the market based cost of common equity for
Midwest Resources and is suppcrted by my analysis of other Towa
based utility companies.

why did you aﬁ§1yze Midwest Resources?

The only way it is possible for an investor to buy a common equity

3




10
11
12
13
14
15

—
n

17
18
19
20
21
22
23
24
25

MidAmerican Exhibit 8.1
Page 489 of 654

As is shown on page 3 of Schedule G, what is typically
referred 10 as "the" arithmetic average risk premium is in fact the
arithmetic average of discrete yearly risk premiums as opposed to
an arithmetic average of yearly continuous risk‘premiums. It is
preferable to use a geometric mean because it is not only based on
arithmetic averages, it also has the property of getting from
beginning values to ending values.
in general, dces Jr. Yander Weide’s quarterly CCF model provide an
accurate estimate of common equity return a utility should be given
the opportunity to earn? |
No, Dr. Vander Weide’s mcdel overestimates the common equity return
a utility should be given the opportunity to earn.

What is the basis for your last answer?

Dr. Vander Weide’s model does not raflect the fact thatrthe
utility’s assets which underliay the commen squity owner’s share;
generafl 2arnings on & contindous basis. Rather, the quarterly DCF
modei shows the common share as a "black box" which emits dividends
on a quarterly basis. Such treatment results in an overestimation
of the common. equity return a utility should be given the
opportunity to earn.

Can you provide an illustration which demonstrates the
overestimation you have described? 7

Yes. Schedule H contains the results of two simulations which
compare continuous and discrete compounding. The simulations

demonstrate conclusively that the continuous form of the DCF model

20
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®
1 is the proper form to use to estimate the common equity return a
2 utility should be given the opportunity to earn.
3 1 4Q: Would you describe the nature of your simulations?
§ | A: Yes. Each of my simulations begin with the following four
5 premises: {1) the firm is 100% common equity financed, (2) the firm
6 earns 1l% on a continuous basis, (3) the current market price is
7 5100.00 (beginning of guartsr 1) which is equal to book value, and
8 {(4) 73% of annual earnings are paid out as dividends. The
9 simuiations differ in the timing of the growth of dividend
10 payments. The quarterly dividend is increased once a year in
. 11 Simulation 1 while it is increased each quarter in Simulation 2.
12 The dividend flows from each of these simulations are shown on
13 pages 2 and 3 of Schedule H.
14 Q: How did you use these sjmuiaticns to arrive at the DCF cost rates
15 , you show on page 1 of your Schedule H?
16 A: T used the dividends and dividend yrowtn rates from each simulation
17 to measure the values of the discrete and continuous forms of the
18 DCF model that derive from each simulation.
19 Using Stmuiation 1 as an example, the discrete dividend yield
20 of 8.81% is determined using the formula Dr. Yander Weide shows on
21 his Schedule 2 without the flatation cost adjustment. That is, it
22 is the sum of guarters | through 4 dividehds, each appropriataly
23 "grown" by the expected cost of common equity, 11.63%, with the
. 24 result, $8.81, divided by the share price of $100.00. Adding to
25 this dividend yield the discrete dividend growth rate of 2.82%
21
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1 resyits in the discrete OCF value for "k" of 11.63%.

2 Sti1l using Simulation 1 as an example, the continuous

3 dividend yield of 8.22% is determined by summing the preceding four
4 guarters’ (quarters -3 through 0) dividends, $8.22, and dividing by
5 the share price of $100.00. Adding to this dividend yield the
8 continuyous growth rate of 2.78% resuifs in the continuous DCF "k”

7 value of 11.00%.

8 Q: And what do your simulations illustrats?

9 A They demonstrate that the continuous form of the OCF modei, not the

10 discrete form, provides the correct estimate of the 11% underlying
. 11 earnings rate. They also demonstrate that the continuous DCF model

12 yields an income siream sufficient to cover stockholder

13 expectations based on the discrete quarterly receipt of dividends.

14 Q: What is the impact on ratepayers of using the discrete form of the

15 CCrF?

16 i A llse of the discrata method will aiways resuit 1n an overestimate of

17 the common equity raturn a utility should be given the oppartunity

18 to earn. Hence, rates based on the discrete DCF method will exceed

19 the actual cost of providing the utility service. ]

20 Morenver, Or. Yander Weide’s use of the a;;rterly model has ‘

21 the effect of requiring ratepayers to pay a return on dividends

22 that stockholders have already received. The continuous model, on
. 23 the other hand, does recognize that investors chose to leave their

24 "daily dividénds" with the firm by allowing them to earn a compound

25 return on the reinvested "daily dividends.”
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Is a uttlity able %o earn on a basis that is consistent with

continucus compounding?

Yes. A utility sells its products 24 hours a day, seven days a

week, 383 days a year. With cycle billing and dispersed collection
stations (e.qg., gro;ery stores), a utility’s revenues flow in on a
daily basis and are thus available for immediate reinvestment.

f revenues flow ta the utility on a daily basis, does continuous
compounding still yield reasonable results?
Yes. For examplie, 1% ccmpounded daily or continuously yﬁe1ds'the
same annual return of 11.83%.
Turning now to Dr. Yander Weide's flotation cost adjustment, is his
proposed adiustment correct?
No. First, Dr. Vander Weide applies his flotation cost adjustment
to all of Company’s ogtstanding common equity when in fact only a
partion of that commen equity was obtained through new bub]ic
iesuas Second Or, Vancdar Weide’'s anaiysis does not recognize the
transaction costs incurred by investors who purchase a utility’s
common stock in the secondary market. Hence, his adjustment is
incomplete and, because it is incomplete, the adjustment leads to
an overstatement of the common equity return lowa Power should be
given the opportunity to earn cn its electric operations.
What portion of Midwest Resources’ common-equﬁty is the resuli of;
new issues to”:he general public? |
About 37.5% of MWR's year-end 1991 common equity was derived from

new issues of common stock sold to the general publiic.
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What is the dollar value of the issuanca expenses incurred by
Midwest Resources and its predecessors?

From 1957 through 1991, MWR and its predecessors incurred total
issuance expenses of $8.5 million {including the $2.048 million
expenses associated with the December 1991 MWR issue) or about
$245,000 per year.

1f Or. Yander Weide’'s flotation cost adjustment were applied %o all
of Midwest Resourcess utility operations, how much would MWR collect
each year for issuance expensas?

Midwest Resourcas wou?d.cciiect about $4.6 million before taxes or
§2.8 miiiion after taxes. Or. Vander Weide’s proposed yearly
co11ectioﬁs exceed the total expenses MWR incurred in its latest
common stock issuance, and that was the first time in ten years MWR
or its predecessors had a pubiic_common stock issuance.

With respect to Or. Vander Weide's flotation cost adjustment, do

you agrea with his o2

-
LR )

page 2% of nis direct festimony
that "my adjustment allows Jowa Power only to recover current
carrying costs associated with flotation costs incurred at the time
stock sales were made?”

No. His annual after tax "carrying charge" is 31.4 percent (52.7
million divided by $8.6 million). This return is three times
bigger than Company’s proposed weighted aﬁérage cost of capital
If‘a f]ctationicost adjustment is going to be made, why is it

necessary to recognize secondary market transaction costs?

Generaliy speaking, all stock prices used in DCF analyses are

24
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STATE OF IQWA
I0WA STATE COMMERCE COMMISSION

IN RE: )
IOWA POWER AND LIGHT COMPANY ) DOCKET NO, RPU-83-38
(1GHA GAS) g

ORDER

(Issued December 23, 1983)

On QOctober 3, 1983, lowa Gas Clompany {Company), at that time an goerating
division of lowa Paower and Light Campany, Tiled a proposed general increasz
of $3.9 million, a2 2.7 percent anpual increase, and an interim rats
increase regquest aof $3.6 miliion, representing a 2.5‘percant increase in
total rates. On November 2, 1983, the Office of Consumer Advocate (OCA)
filed an objection to intarim rates. We have reviewed the Company's
request, OCA's objection, and in view of the stipulatioﬁ and addendum
discussed belaw, apprave Company's propasad interim ratas in their
entirety. Company's corporate undertakfnglis also approved. Tnese interim
rates shall take eﬁ{ect with usage on and after January 1, 1984,

On December 5, 1983, a stipuiation and joint motion to approve the
stipulation and establish a procedural schedule were filed by Company and
OCA. This stipulation resolves all fact and issues in this docket, excapt

—r— — e e . . .
the issue of whether Iowa Gas 1s charging customers for plant not required I

A bk At i s e b et [ -

to provide adequate service., The terms of the stipulation also require






