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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 WHAT IS YOUR EDUCATIONAL BACKGROUND

11 HAVE IN BUSINESS ADMINISTRATION AND MA AND PHD IN ECONOMICS

12 FROM THE UNIVERSITY OF MISSOURI COLUMBIA

13

14 PLEASE DESCRIBE YOUR PROFESSIONAL BACKGROUND

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

16 RESEARCH ON THE FACULTY OF THE UNIVERSITY OF MISSOURI ST LOUIS FOR THE PERIOD

17 197498 WAS PROFESSOR OF ECONOMICS AT THE UNIVERSITY OF OKLAHOMA AND

18 SINCE 1998 HAVE BEEN PROFESSOR EMERITUS AT THE UNIVERSITY OF OKLAHOMA UNTIL

19 1978 ALSO SERVED AS DIRECTOR OF THE CENTER FOR ECONOMIC AND MANAGEMENT

20 RESEARCH IN EACH OF THESE POSITIONS DIRECTED AND PERFORMED ACADEMIC AND

21 APPLIED RESEARCH PROJECTS RELATED TO ENERGY AND REGULATORY POLICY DURING THIS

22 TIME ALSO SERVED ON SEVERAL STATE AND NATIONAL COMMITTEES ASSOCIATED WITH

23 ENERGY POLICY AND REGULATORY MATTERS AND PUBLISHED AND PRESENTED NUMBER OF

24 PAPERS IN THE FIELD OF REGULATORY ECONOMICS IN THE ENERGY INDUSTRIES

25

26 PLEASE DESCRIBE YOUR REGULATORY EXPERIENCE

27 SINCE 1964 HAVE CONSULTED FOR NUMBEROF PRIVATE AND PUBLIC UTILITIES STATE AND

28 FEDERAL AGENCIES AND OTHER INDUSTRIAL CLIENTS REGARDING ENERGY AND REGULATORY

29 MATTERS IN THE UNITED STATES CANADA AND OTHER COUNTRIES IN 197172 SERVED AS

30 CHIEF OF THE ECONOMIC STUDIES DIVISION OFFICE OF ECONOMICS OF THE FEDERAL



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

11 BEFORE REGULATORY BODIES

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

13 US DISTRICT COURTWESTERN DISTRICT OF OKLAHOMA DISTRICT COURTFOURTH JUDICIAL

14 DISTRICT OF TEXAS US SENATE SELECT COMMITTEE ON SMALL BUSINESS FEDERAL

15 POWER COMMISSION FEDERAL ENERGY REGULATORY COMMISSION INTERSTATE

16 COMMERCE COMMISSION ALABAMA PUBLIC SERVICE COMMISSION REGULATORY

17 COMMISSION OF ALASKA ARKANSAS PUBLIC SERVICE COMMISSION COLORADO PUBLIC

18 UTILITIES COMMISSION FLORIDA PUBLIC SERVICE COMMISSION GEORGIA PUBLIC

19 SERVICE COMMISSION ILLINOIS COMMERCE COMMISSION IOWA COMMERCE

20 COMMISSION KANSAS CORPORATION COMMISSION KENTUCKY PUBLIC SERVICE

21 COMMISSION LOUISIANA PUBLIC SERVICE COMMISSION MARYLAND PUBLIC SERVICE

22 COMMISSION MISSISSIPPI PUBLIC SERVICE COMMISSION MISSOURI PUBLIC SERVICE

23 COMMISSION NEBRASKA PUBLIC SERVICE COMMISSION NEW MEXICO PUBLIC SERVICE

24 COMMISSION NEW YORK PUBLIC SERVICE COMMISSION POWER AUTHORITY OF THE

25 STATE OF NEWYORK NEVADA PUBLIC SERVICE COMMISSION NORTH CAROLINA UTILITIES

26 COMMISSION OKLAHOMA CORPORATION COMMISSION SOUTH CAROLINA PUBLIC SERVICE

27 COMMISSION TENNESSEE PUBLIC SERVICE COMMISSION TENNESSEE REGULATORY

28 AUTHORITY THE PUBLIC UTILITY COMMISSION OF TEXAS THE RAILROAD COMMISSION OF

29 TEXAS THE STATE CORPORATION COMMISSION OF VIRGINIA AND THE PUBLIC SERVICE

30 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

10 PLEASE SUMMARIZE YOUR FINDINGS AND RECOMMENDATIONS IN THIS MATTER

11 TO DETERMINE THE COST OF CAPITAL FOR OGE COMBINED ANALYSES OF CURRENT

12 MARKET CONDITIONS AND TRADITIONAL METHODS FOR ESTIMATING THE COST OF COMMON

13 EQUITY OF REGULATED UTILITY CENTRAL TO THIS ANALYSIS RECOGNIZED THE IMPORTANCE

14 OF THE FINANCIAL MARKET TURMOIL IN RECENT MONTHS INCLUDING THE ACCESSIBILITY OF

15 CAPITAL BY PRIVATE CORPORATIONS BASED ON THESE ANALYSES CONCLUDED THAT AN

16 ALLOWED RETURN ON COMMONEQUITY IN THE RANGE OF 120 PERCENT TO 1250 PERCENT IS

17 APPROPRIATE FOR OGE IN THIS PROCEEDING AM RECOMMENDING THE MIDPOINT OF

18 1225 PERCENT AS THE APPROPRIATE POINT ESTIMATE RETURN ON COMMON EQUITY FOR

19 OGE AT THIS TIME

20 AS PART OF MY STUDY REVIEWED THE COMPANYS PROPOSED CAPITAL STRUCTURE

21 FOR RATEMAKING SIGNIFICANTLY OGES COMMON EQUITY RATIO IS 5414 PERCENT

22 OGES LONGTERM DEBT RATIO IS 4586 PERCENT WITH AN EMBEDDED COST OF LONG

23 TERM DEBT OF 656 PERCENT TO VERIFY THAT OGE CAPITAL STRUCTURE IS CONSISTENT

24 WITH THE CURRENT STANDARD FOR ELECTRIC UTILITIES COMPARED IT TO THE CAPITAL

25 STRUCTURES AND COMMONEQUITY RATIOS OF GROUP OF COMPARABLE ELECTRIC UTILITIES

26 THE UNAVOIDABLE BACKDROP FOR DETERMINING THE COST OF COMMONEQUITY IS

27 THE APPROXIMATELY 40 PERCENT DECLINE IN COMMONSTOCK VALUES OVER THE PAST YEAR

28 THIS SIGNALS THE WARINESS OF EQUITY INVESTORS SECOND SIGNIFICANT MEASURE OF

29 INVESTOR CONCERN ABOUT PRIVATE SECURITIES IN RECENT MONTHS IS THE COST OF PRIVATE

30 DEBT INSTRUMENTS THE COST OF CORPORATE DEBT HAS INCREASED SIGNIFICANTLY EVEN AS

31 FEDERAL POLICY ACTIONS HAVE DEPRESSED THE YIELD ON TREASURY SECURITIES



FOLLOWING THE VERY LARGE FUNDING PROPOSALS INITIATED BY THE FEDERAL RESERVE IN

FACT DESPITE THESE EFFORTS TO MAKE CREDIT AVAILABLE SURVEYS OF ANALYSTS REVEAL THAT

THEY EXPECT LONGTERM RATES TO INCREASE

IN ADDITION TO AN ANALYSIS OF CURRENT MARKET CONDITIONS AND CAPITAL COSTS

APPLIED DISCOUNTED CASH FLOW AND CAPITAL ASSET PRICING MODEL ANALYSES TO 0GB

ENERGY AND OF GROUP OF COMPARABLE ELECTRIC UTILITIES TO DETERMINE THE MARKET

BASED COST OF COMMON STOCK ALTHOUGH THE RESULTS OF BOTH OF THESE METHODS

REQUIRED CAREFUL INTERPRETATION GIVEN THE PREVAILING MARKET TURMOIL AND THE MYRIAD

OF ECONOMIC AND POLICY INFLUENCES ON MARKET PRICES THEY PROVIDED INSIGHT INTO

10 CURRENT CAPITAL COSTS THE COMPARABLE COMPANIES AS HEALTHY ELECTRIC UTILITIES

11 PROVIDED STANDARDS FOR MEASURING THE COST OF COMMONEQUITY FOR AN ELECTRIC UTILITY

12 IN THE CURRENT MARKETS AS DID THE CALCULATIONS OF THE COST OF COMMONEQUITY OF

13 0GB ENERGY VALUE LINE ESTIMATES THAT THE COMPARABLE ELECTRIC UTILITIES WILL

14 PRODUCE AVERAGE COMMONEQUITY RETURNS OF 119 PERCENT IN 2009

15 HOWEVER THE RESULTS OF MY ANALYSES WERE WIDE RANGING IN THE CURRENT

16 VOLATILE MARKETS FOR 0GB ENERGY THE MOST RELEVANT DCF RESULTS ARE RELATIVELY

17 HIGH 1331 PERCENT AND 1420 PERCENT THE MOST RELEVANT DCF RESULTS FOR THE

18 COMPARABLE COMPANIES ARE 1245 PERCENT AND 1525 PERCENT THE MORE STABLE

19 LONGER PERSPECTIVE RELEVANT CAPM RESULTS FOR 0GB ENERGY ARE 1143 PERCENT AND

20 FOR THE COMPARABLE COMPANIES 1100 PERCENT

21 AS TEST OF THE FINANCIAL INTEGRITY OF MY RECOMMENDATION COMPARED

22 OGBS AFTERTAX INTEREST COVERAGE AT MY RECOMMENDED ALLOWED RETURN OF

23 1225 PERCENT RETURN ON COMMONEQUITY TO THE PRESENT SIMILAR COVERAGES OF THE

24 COMPARABLE COMPANIES BY THIS COMPARISON CONFIRMED THAT MY RECOMMENDED

25 ALLOWED RETURN IS ADEQUATE AND REASONABLE IN CURRENT AND EXPECTED MARKETS

26

27 III METHODOLOGY

28 CAN YOU EXPLAIN THE METHODOLOGY THAT YOU FOLLOWED IN YOUR ANALYSIS OF THE

29 COST OF COMMONEQUITY IN THIS PROCEEDING

30 YES RECOGNIZING THE UNPRECEDENTED VOLATILE CAPITAL MARKETS DETERMINED HOW

31 THIS MIGHT AFFECT THE MORE TRADITIONAL TECHNIQUES FOR MEASURING THE COST OF



COMMONEQUITY IN THIS CASE THE PREVAILING MARKETS AND THEIR INFLUENCE ON RISK

AVERSE INVESTORS WERE CRITICAL UNDERLYING DETERMINANT OF COMMONEQUITY COSTS

IN THIS ENVIRONMENT NOTED CURRENT AND FORECASTED LONGTERM CORPORATE INTEREST

RATES ALSO NOTED THE RECENT AND CURRENT RETURNS ON COMMONEQUITY EARNED BY

GROUP OF COMPARABLE ELECTRIC UTILITIES THAT ARE SIMILAR TO OGE IN THIS REVIEW

STUDIED FINANCIAL INFORMATION FOR OGE 0GB ENERGY CORPORATION AND THE

COMPARABLE ELECTRIC UTILITIES IN THIS COMPARISON AND IN LIGHT OF THE RECENT AND

ANTICIPATED VOLATILITY OF THE EQUITIES MARKETS REVIEWED MEASURES OF THE FINANCIAL

AND BUSINESS RISKS FACED BY OGE
10 USED THE COMMONLY ACCEPTED DCF AND CAPM METHODS WHICH APPLIED

11 TO OGE ENERGY AND EACH OF THE COMPARABLE ELECTRIC UTILITIES IN THIS WAY THE

12 COMPARABLE UTILITIES SERVE AS PROXY MEASURE OF THE COST OF COMMONEQUITY OF AN

13 ELECTRIC UTILITY IN THE CURRENT MARKETS ALTHOUGH THE FINANCIAL MARKET TURMOIL

14 INFLUENCED THE DATA AND RESULTS OF THESE MARKETBASED METHODS THEY STILL ARE USEFUL

15 AND EFFECTIVE INDICATORS OF THE COST OF COMMON EQUITY OF OGE IN THIS

16 PROCEEDING ONE MUST INTERPRET THESE CALCULATIONS IN THE CONTEXT OF OTHER MARKET

17 INFLUENCES AND INDICATORS OF THE COST OF CAPITAL

18 FINALLY AS NOTED PREVIOUSLY AFTER DETERMINING MY RECOMMENDEDALLOWED

19 RETURN FOR OGE CHECKED THE RESULTS OF MY RECOMMENDATION IN THE CONTEXT OF

20 THE ACTUAL EARNINGS OF OTHER ELECTRIC UTILITIES COMPARED THE AFTERTAX INTEREST

21 COVERAGE RATIO AT MY RECOMMENDED RETURN TO THE COVERAGES OF EACH OF THE

22 COMPARABLE ELECTRIC UTILITIES IN THE CURRENT MARKETS

23

24 WHAT CRITERIA DID YOU USE TO SELECT THE ELECTRIC UTILITIES THAT YOU USED AS

25 COMPARABLE COMPANIES IN YOUR ANALYSIS

26 RECOGNIZING THE CHANGING MARKET VALUES AND FINANCIAL CIRCUMSTANCES CHOSE

27 CRITERIA THAT BELIEVE SHOULD BE RELATIVELY STABLE YET STILL PROVIDE MECHANISM FOR

28 SELECTING COMPANIES COMPARABLE TO OGE IDENTIFIED CRITERIA THAT WOULD PROVIDE

29 GOOD REPRESENTATIVE SAMPLE OF FINANCIALLY HEALTHY REGULATED ELECTRIC UTILITIES

30 FIRST IDENTIFIED ELECTRIC UTILITY COMPANIES THAT HAVE PUBLICLY TRADED COMMON

31 STOCK AND AN INVESTMENT GRADE CREDIT RATING USED THE ELECTRIC UTILITIES IDENTIFIED



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

COMPARABLE TO OGE THEN EXCLUDED ALL COMPANIES ACTIVELY INVOLVED IN

MERGER THE COMMONSTOCK VALUE OF COMPANY INVOLVED IN MERGER WILL BE

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 SINCE 2002 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

10 WHICH VALUE LINE IS FORECASTING ZERO OR NEGATIVE EARNINGS GROWTH AGAIN THIS

11 CRITERION HELPS ASSURE THAT MY ANALYSIS FOCUSES ON HEALTHY UTILITIES FURTHER

12 NARROWED THE GROUP BY FOCUSING ON COMPANIES THAT HAVE MARKET CAPITALIZATION

13 GREATER THAN BILLION AND LESS THAN BILLION THE SIZE OF COMPANY MAY AFFECT

14 ITS COSTS OF OPERATIONS AND THE MARKET COST OF CAPITAL AND THIS CRITERION IDENTIFIES

15 COMPANIES WITH SIMILAR CHARACTERISTICS TO OGE FINALLY COMPANIES MAY HAVE

16 INVESTMENTS IN NONELECTRIC UTILITY ENTERPRISES IN ORDER TO ASSURE THAT THE

17 COMPANIES IDENTIFIED AS ELECTRIC UTILITIES ARE PRINCIPALLY IN THE ELECTRIC UTILITY

18 BUSINESS EXCLUDED ANY COMPANY THAT EARNED LESS THAN 60 PERCENT OF ITS OPERATING

19 INCOME FROM ELECTRIC UTILITY OPERATIONS USING THESE CRITERIA SELECTED GROUP OF

20 ELECTRIC UTILITIES SIMILAR TO OGEIN KEY RESPECTS

21

22 WHENYOU APPLIED THESE SELECTION CRITERIA WHAT UTILITIES DID YOU IDENTIFY THAT

23 WERECOMPARABLE TO OGE
24 USING THE ABOVE CRITERIA SELECTED DPL INC NORTHEAST UTILITIES NSTAR PEPCO

25 HOLDINGS PINNACLE WEST SCANA CORP AND WISCONSIN ENERGY CORPORATION

26

27 YOU INDICATED THAT YOU USED VALUE LINE AS THE DATA SOURCE IN YOUR ANALYSIS

28 WHY DID YOU USE VALUE LINE

29 USED VALUE LINE BECAUSE IT IS RESPECTED READILY AVAILABLE SOURCE OF RELEVANT

30 FINANCIAL INFORMATION TO INVESTORS AND IS VERY LIKELY TO INFLUENCE INVESTORS

31 DECISIONS AFTER ALL IT IS THE INVESTORS PERCEPTIONS OF THE VALUE OF UTILITYS



COMMONSTOCK THAT WE ARE TRYING TO DETERMINE AND THIS IS SOURCE THAT IS LIKELY TO

BE DETERMINANT IN THAT EVALUATION IN ADDITION VALUE LINE IS AN INDEPENDENT

PROVIDER OF FINANCIAL INFORMATION TO THE INVESTMENT COMMUNITY IT DOES NOT TAKE

POSITIONS IN THE SECURITIES OR ACT AS AN UNDERWRITER OF THE SECURITIES THAT IT REVIEWS

AND SELLS TO SUBSCRIBERS

ARE YOU SPONSORING ANY EXHIBITS WITH YOUR TESTIMONY

YES AM SPONSORING EXHIBIT DAMI WHICH CONSISTS OF SCHEDULES DAMI

THROUGH DAM27

10

11 DID YOU OR SOMEONE UNDERYOURDIRECT SUPERVISION PREPARE THIS EXHIBIT

12 YES

13

14 IV CURRENT MARKET CONDITIONS

15 IN GENERAL TERMS CAN YOU EXPLAIN THE CURRENT MARKET CONDITIONS AND THE

16 CURRENT INFLUENCES ON THE FINANCIAL MARKETS

17 YES MIDWAY THROUGH THE FIRST QUARTER OF 2009 THE US ECONOMY REMAINS IN

18 SEVERE RECESSION CHARACTERIZED BY DECLINING GDP INCREASING UNEMPLOYMENT

19 DECREASING HOME VALUES FINANCIALLY STRAPPED CONSUMERS AND FINANCIAL MARKET

20 TURMOIL ANALYSTS EXPECT US GROSS DOMESTIC PRODUCT GDP WILL CONTRACT AT

21 55 PERCENT ANNUAL RATE IN THE FIRST QUARTER OF 2009 AFTER CONTRACTING AT 38

22 PERCENT ANNUAL RATE IN THE FOURTH QUARTER OF 2008 UNEMPLOYMENT INCREASED TO 76

23 PERCENT IN JANUARY 2009 THIS IS THE HIGHEST LEVEL SINCE 1992 AND SOME ANALYSTS

24 EXPECT THE UNEMPLOYMENT RATE TO PEAK AROUND 10 PERCENT BEFORE IMPROVING

25 CONSUMERS ARE FACING HIGH DEBT LOADS FALLING STOCK PRICES INCREASING

26 UNEMPLOYMENT AND DEPRECIATING HOME VALUES HOME PRICES CONTINUE TO

27 DEPRECIATE NOWAT 22 PERCENT ANNUAL RATE AND THE INVENTORY OF UNSOLD HOMES IS

28 NEAR TWELVE MONTHSUPPLY FOR BOTH NEW AND EXISTING HOMES

29 AGAINST THE DECLINE IN ECONOMIC ACTIVITY THE FINANCIAL MARKETS ARE

30 CHARACTERIZED BY FLIGHTTOQUALITY FOR THE SAFETY OF TREASURY SECURITIES HIGHER



DEBT COSTS OF PRIVATE CORPORATIONS INCLUDING UTILITIES AND SIGNIFICANTLY DECREASED

CORPORATE EQUITY VALUES

WHAT ARE SOME IMPORTANT DEVELOPMENTS IN THE FINANCIAL MARKETS DURING THIS

RECENT PERIOD

FOR OVER YEAR THE CREDIT AND FINANCIAL MARKETS HAVE BEEN IN TURMOIL AND THE

FEDERAL GOVERNMENT HAS RESPONDED WITH EXTRAORDINARY MONETARY AND FISCAL POLICIES

TO ADDRESS UNPRECEDENTED FINANCIAL AND ECONOMIC CONDITIONS MOST RECENTLY THE

NEW ADMINISTRATION HAS PROPOSED AN APPROXIMATELY 800 BILLION ECONOMIC

10 STIMULUS PLAN AND BANK RESCUE PACKAGE WHICH INCLUDES PROPOSAL TO CREATE AN

11 AGGREGATOR OR BAD BANK THAT WOULD RELIEVE BANKS OF THEIR BAD DEBT OR SO

12 CALLED TOXIC ASSETS HOWEVER WALL STREET GREETED THE BANK RESCUE PLAN

13 PRESENTED BY TREASURY SECRETARY GEITHNER ON FEBRUARY 10 WITH NEARLY 400

14 POINT DECLINE IN THE DOWJONES INDUSTRIAL AVERAGE

15

16 HOW MUCH HAS THE VALUE OF COMMON EQUITY DECLINED DURING THIS MARKET

17 TURMOIL

18 THE SP 500 INDEX IS DOWN 50 PERCENT FROM ITS HIGH IN OCTOBER 2007 AND THE

19 SP ELECTRIC UTILITY INDEX IS DOWN APPROXIMATELY 35 PERCENT FROM ITS HIGH IN

20 JANUARY 2008 IMPORTANTLY ALL OTHER THINGS BEING EQUAL THE LESS AN INVESTOR IS

21 WILLING TO PAY FOR SHARE OF STOCK THE HIGHER THE COST OF COMMONEQUITY

22

23 WHAT ARE SOME OF THE BROAD FEDERAL POLICY RESPONSES THAT HAVE BEEN

24 IMPLEMENTED TO DEAL WITH THE COLLAPSE OF THE FINANCIAL MARKETS

25 THE FEDERAL MONETARY AND FINANCIAL RESPONSES HAVE BEEN BOLD VARIED AND

26 EXTRAORDINARY HAVE SET FORTH SOME OF THE KEY POLICY RESPONSES TO THE FINANCIAL

27 MARKET CRISIS THAT HAVE BEEN IMPLEMENTED SINCE SEPTEMBER 2008 IN SCHEDULE

28 DAML

29

30 WHY ARE THESE FINANCIAL MARKET DEVELOPMENTS IMPORTANT TO THE RATE OF RETURN

31 IN THIS PROCEEDING



BEGINNING IN THE EARLY FALL OF 2008 THE PRIMARY ISSUES IN THE CAPITAL MARKETS

BECAME ACCESSIBILITY TO CAPITAL AS WELL AS THE COST OF CAPITAL ALTHOUGH TODAYS

CAPITAL MARKET MAY BE ACCESSIBLE TO HIGH QUALITY INVESTORS THE COST OF CAPITAL IS

MUCH HIGHER THAN THE COSTS PREVAILING PRIOR TO THE FALL OF 2008 THE COST OF UTILITY

DEBT INSTRUMENTS HAS INCREASED AND THE VALUES OF COMMON EQUITIES HAVE NOT

RECOVERED CURRENT FINANCIAL MARKETS INDICATE AN OVERALL INCREASE IN THE COST OF

CAPITAL FOR CORPORATE AMERICA INCLUDING UTILITIES

HAVE THE FEDERAL POLICIES BEEN SUCCESSFUL TO DATE

10 ONE SHOULD PUT THE POLICIES IN THE CONTEXT OF FORMER SECRETARY OF THE US

11 TREASURY HENRY PAULSONS STATEMENT THAT THE ACTIONS HE PROPOSED WERE NECESSARY

12 TO SAVE THE FREEMARKET SYSTEM THE EXTRAORDINARILY HISTORIC ACTIONS TAKEN BY THE

13 FED AND THE US TREASURY APPEAR TO HAVE STABILIZED THE FINANCIAL MARKETS TO SOME

14 DEGREE BUT THE EQUITY MARKETS HAVE CONTINUED TO DECLINE MOREOVER THE LENGTH

15 AND BREADTH OF THE CURRENT RECESSION ARE STILL INDETERMINATE AND THE PAST AND

16 PROPOSED MONETARY AND FISCAL POLICIES WILL UNDOUBTEDLY HAVE UNPREDICTABLE

17 CONSEQUENCES FOR EXAMPLE THE EXTRAORDINARY MONETARY EXPANSION ASSOCIATED

18 WITH THESE MONETARY POLICIES RAISES THE SPECTER OF FUTURE INFLATIONARY PRESSURES

19 FEDERAL RESERVE ASSETS THAT PROVIDE RESERVES SUPPORTING THE MONEY SUPPLY MORE

20 THAN DOUBLED IN JUST 16 WEEKS AND THE FEDERAL FISCAL AND MONETARY POLICY

21 ANNOUNCEMENTS INDICATE THAT THIS EXPANSION OF RESERVES WILL CONTINUE AT SOME

22 POINT IN THE FUTURE THE FED WILL NEED TO PERFORM BALANCING ACT BETWEEN MONETARY

23 STIMULUS TO AVOID ECONOMIC CONTRACTION AND THE NEED TO QUELL FUTURE INFLATIONARY

24 THREATS WITH MONETARY TIGHTENING AND INCREASING INTEREST RATES ALSO RECENT FISCAL

25 POLICIES WHICH ARE AT UNPRECEDENTED LEVELS OF FEDERAL FUNDING AND THE ASSOCIATED

26 FISCAL DEFICITS THEY ENGENDER CAN EXACERBATE THIS PROBLEM IN THE LONGER TERM IN

27 THE NEARERTERM HIGH LONGTERM BORROWING RATES FOR NONFINANCIAL CORPORATIONS

28 AND DEEPLY DEPRESSED STOCK PRICES REFLECT INVESTOR CONCEMS REGARDING THE CURRENT

29 SITUATION AND THIS INCREASES THE COST OF BOTH DEBT AND COMMONEQUITY



HOW HAVE THESE MARKET CONDITIONS AFFECTED THE INTEREST RATES ON CORPORATE

BONDS AND TREASURIES

DURING THIS MARKET TURMOIL FLIGHTTOQUALITY HAS LOWERED THE YIELDS ON

TREASURY SECURITIES TO HISTORICALLY LOW LEVELS AT THE SAME TIME CORPORATE BOND

RATES HAVE INCREASED JUMPING SHARPLY DURING THE FALL OF 2008 HAVE ILLUSTRATED

THE RECENT CHANGED RELATIONSHIP BETWEEN THE YIELDS OF TREASURIES SECURITIES AND

CORPORATE BONDS IN SCHEDULE DAM2 BECAUSE TREASURY RATES AND CORPORATE RATES

MOVED IN OPPOSITE DIRECTIONS THE SPREAD BETWEEN CORPORATE BONDS AND 30YEAR

TREASURY BONDS NEARLY TRIPLED OVER THE PAST YEAR THE CURRENT YIELD ON 90DAY

10 TREASURY BILLS IS NEAR ZERO THE YIELD ON 10YEAR TREASURIES IS 277 PERCENT AND THE

11 YIELD ON 30YEAR TREASURIES IS 348 PERCENT IN CONTRAST THE AVERAGE YIELD ON BAA

12 CORPORATE BONDS AS OF FEBRUARY 9TH WAS APPROXIMATELY 82 PERCENT AND THE YIELD

13 ON BAA UTILITY BONDS WAS 786 PERCENT

14 AS SUMMARY OF UTILITY INDUSTRY CONSEQUENCES OF THESE MARKET CONDITIONS FITCH

15 RATINGS STATED IN DECEMBER22 2008 REPORT AS FOLLOWS

16 HIGHER COST CAPITAL AND TIGHT CREDIT AVAILABILITY WILL NAG US POWER AND

17 GAS UTILITIES IN 2009 AND MAYBE LONGER THE RATINGS OF UTILITIES OPERATING

18 IN STATES WITH RELATIVELY LOW AUTHORIZED RETURN ON EQUITY AND SIGNIFICANT

19 REGULATORY LAG ARE MORE LIKELY TO SUFFER CREDIT DETERIORATION

20 THAT IS LONGTERM CORPORATE BOND RATES WHICH ARE COMPETITIVE SECURITIES FOR

21 UTILITY COMMON STOCK AND RELEVANT STANDARDS FOR APPLYING TEST FOR THE HOPE

22 STANDARD HAVE RISEN DESPITE THE SHARP DECLINE IN TREASURY YIELDS

23

24 CAN YOU PUT THE RECENT HIGHER RETURNS ON CORPORATE BOND RATES INTO LONGER

25 TERM PERSPECTIVE

26 YES AS STATED PREVIOUSLY THE YIELD ON BAARATED CORPORATE BONDS IS

27 APPROXIMATELY 820 PERCENT THIS RATE IS VERY RELIABLE BENCHMARK OF CURRENT

28 MARKET CONDITIONS FOR CORPORATE SECURITIES WHILE TREASURY YIELDS ARE SUBJECT TO

29 HEAVY INFLUENCES OF GOVERNMENT MONETARY AND FISCAL POLICIES AND THE FLIGHTTO

30 QUALITY HAVE ILLUSTRATED IN SCHEDULE DAM3 THAT CURRENT CORPORATE BOND RATES

31 ARE AGAIN AT LEVELS SIMILAR TO THOSE EXPERIENCED IN THE LATE 1980S OR EARLY 1990S

FITCH RATINGS US UTILITIES POWER AND GAS 2009 OUTLOOK DECEMBER 22 2008

10



WHY IS THE RELATIONSHIP BETWEEN THE CURRENT COST OF DEBT AND THE COST OF

UTILITIES COMMONSTOCK IMPORTANT IN THIS PROCEEDING

COMMON STOCK IS OF HIGHER RISK AND HIGHER COST THAN DEBT INSTRUMENTS WHICH

REQUIRE CONTRACTUAL INTEREST PAYMENTS AND REPAYMENT OF PRINCIPAL AN EQUITY RISK

PREMIUM RETURN OVER THE COST OF UTILITYS DEBT IS MEASURE OF THE COST OF

UTILITYS COMMON STOCK THUS THE RISING COST OF CORPORATE DEBT PUTS UPWARD

PRESSURE ON THE COST OF COMMONEQUITY AND REVEALS CURRENT HIGHER COMMONEQUITY

COSTS

10 YOU NOTED THAT THE BENCHMARK BAA CORPORATE BOND RATE HAS RETURNED TO

11 LEVELS SIMILAR TO THE END OF THE 1980S WERERETURNS TO COMMON EQUITY HIGHER

12 DURING THOSE PERIODS

13 YES THEY WERE AS ONE WOULD EXPECT INVESTORS REQUIRE HIGHER RETURN AS THEY

14 TAKE ON THE ADDED RISK OF COMMONEQUITIES AS COMPARED TO DEBT INSTRUMENTS THAT

15 IS TRUE TODAY JUST AS IT WAS TRUE FOR THE RETURNS ON COMMON EQUITIES OF ELECTRIC

16 UTILITIES DURING THE LATE 1980S AND EARLY 1990S

17

18 WAS THE DIFFERENTIAL BETWEEN THE ALLOWED RETURNS ON COMMON EQUITIES OF

19 UTILITIES AND CORPORATE BOND RATES HIGHER DURING THAT PERIOD THAN THEY ARE

20 PRESENTLY

21 AS HAVE ILLUSTRATED IN SCHEDULE DAM4 THE DIFFERENTIAL BETWEEN THE BAA

22 CORPORATE RATE AND THE AVERAGE ALLOWED RETURN HAS BEEN APPROXIMATELY FOUR PERCENT

23 SINCE 2003 ALLOWED ROES LAG SHIFTS IN THE CORPORATE BOND RATES BUT ONE CAN

24 EXPECT THEM TO RISE WITH HIGHER BOND RATES

25

26 ALLOWED RETURN OBJECTIVE

27 PLEASE EXPLAIN THE STANDARD THAT YOU USED TO DEVELOP RECOMMENDED ALLOWED

28 RETURN FOR OGE IN THIS PROCEEDING

29 DEVELOPED THIS RECOMMENDEDALLOWED RETURN IN MANNER THAT IS CONSISTENT WITH

30 MY UNDERSTANDING OF THE CONCEPT OF FAIR RATE OF RETURN ON INVESTED CAPITAL

31 WHICH IS RETURN WHICH COMPLIES WITH THE UNITED STATES SUPREME COURT DECISION

11



IN BLUEFIELD WATER WORKS AND IMPROVEMENT COMPANY VS PUBLIC SERVICE

COMMISSION 262 US 679 1923 BLUEFIELD AS FURTHER MODIFIED IN FEDERAL

POWER COMMISSION VS HOPE NATURAL GAS COMPANY 320 US 59 1944

HOPE AS AN ECONOMIST BELIEVE THAT RATE OF RETURN IS FAIR IF IT PROVIDES

EARNINGS TO INVESTORS SIMILAR TO RETURNS ON ALTERNATIVE INVESTMENTS IN COMPANIES OF

EQUIVALENT RISK SUCH RETURN WILL BE SUFFICIENT TO ENABLE THE COMPANY TO

COMPENSATE INVESTORS FOR ASSUMED RISK AIFRACT CAPITAL OPERATE SUCCESSFULLY AND

MAINTAIN ITS FINANCIAL INTEGRITY AS AN ECONOMIST ALSO HAVE CONCLUDED THAT THIS

STANDARD IMPLIES THAT UTILITIES AS REGULATED SINGLE SUPPLIER DO NOT FACE THE SAME

10 MARKET INFLUENCES AS FIRMS IN MORE COMPETITIVE MARKETS SINGLE UTILITY IS LIKELY

11 TO EXIST IN MARKET BECAUSE OF ECONOMIES OF SCALE AND SCOPE IN PROVIDING RETAIL

12 UTILITY SERVICE AND THIS MARKET STRUCTURE IS THE COMMONECONOMIC RATIONALE FOR

13 REGULATION

14

15 VI CAPITAL STRUCTURE

16 WHAT CAPITAL STRUCTURE IS APPROPRIATE FOR OGE IN THIS PROCEEDING

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

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

19 IS 1545250000 OR 4586 PERCENT AND COMMONEQUITY IS 1824359077 OR

20 5414 PERCENT THE TOTAL CAPITAL IS 3369609077 SHOW THIS CAPITAL STRUCTURE

21 WHICH IS APPROPRIATE FOR RATEMAKING IN THIS PROCEEDING FOR OGE IN SCHEDULE

22 DAMS

23

24 DID YOU EVALUATE OGES CAPITAL STRUCTURE FOR RATEMAKING AND COMPARE IT

25 TO THE CAPITAL STRUCTURES OF THE COMPARABLE ELECTRIC UTILITIES

26 YES OGES COMMON EQUITY RATIO FOR RATEMAKING OF 5414 PERCENT 15

27 COMPARABLE TO THE COMMONEQUITY RATIOS OF ELECTRIC UTILITIES IN CURRENT MARKETS

28 ESPECIALLY IN LIGHT OF THE PRESSURE OF MARKET CONDITIONS IN THIS ENVIRONMENT MANY

29 ELECTRIC UTILITIES WILL INCREASE THEIR COMMON EQUITY RATIOS TO MAINTAIN MORE

30 CONSERVATIVE CAPITAL STRUCTURE IT IS IMPORTANT FOR UTILITIES TO MOVE TOWARD MORE

31 CONSERVATIVE CAPITAL STRUCTURES TO MAINTAIN FINANCIAL FLEXIBILITY DURING TIMES OF

12



STRESS IN THE FINANCIAL MARKETS THIS IS PARTICULARLY TRUE AS UTILITIES FACE INCREASING

INFRASTRUCTURE AND ENVIRONMENTAL CAPITAL NEEDS CURRENTLY ACCORDING TO VALUE

LINE THE AVERAGE FOR THE COMPARABLE ELECTRIC UTILITIES IS 465 PERCENT WITH

INCREASES EXPECTED IN THE COMMONEQUITY RATIOS FOR EVERY ONE OF THESE UTILITIES

EXCEPT PINNACLE WEST SHOW THIS COMPARISON AMONG ALL OF THESE UTILITIES IN

SCHEDULE DAM6

VII COST OF DEBT AND OTHER CAPITAL COMPONENTS

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

10 THIS PROCEEDING

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

12 DEBT THAT IS APPROPRIATE FOR OGE IN THIS PROCEEDING IS 656 PERCENT

13

14 VIII FINANCIAL RISK

15 YOU MENTIONED FINANCIAL RISK AS FACTOR THAT YOU STUDIED IN YOUR ANALYSIS OF

16 OGE WHAT DID YOU MEAN BY THE TERM FINANCIAL RISK

17 BECAUSE THE PAYMENT OF INTEREST ON DEBT TAKES PRECEDENCE OVER RETURNS TO COMMON

18 STOCK COMMONSTOCK INVESTORS NECESSARILY INCUR THE RISK THAT COMPANY WILL NOT

19 HAVE SUFFICIENT FUNDS TO PROVIDE THE EXPECTED RETURNS FROM DIVIDENDS AND CAPITAL

20 GAINS THEREFORE THE COMMONEQUITY RATIO IS DIRECT MEASURE OF THE ANTICIPATED OF

21 FINANCIAL RISK PERCEIVED BY INVESTORS THIS IS MEASURE OF THE LEVEL OF DEBT THAT

22 HAS PRIOR CLAIM ON COMPANYS FUNDS FROM OPERATIONS AS NOTED PREVIOUSLY

23 OGES COMMON EQUITY RATIO IS IN LINE WITH THE COMMON EQUITIES OF THE

24 COMPARABLE ELECTRIC UTILITIES

25

26 IS THE COMMON EQUITY RATIO THE ONLY MEASURE OF FINANCIAL RISK THAT INVESTORS

27 ARE LIKELY TO USE IN EVALUATING COMMONSTOCK INVESTMENT

28 NO ANALYSTS ARE LIKELY TO BE INTERESTED IN OTHER DIRECT MEASURES SUCH AS FLOW OF

29 FUNDS FROM OPERATIONS THAT WOULD INCLUDE SUCH FACTORS AS CASH FROM DEPRECIATION

30 BUT THE COMMONEQUITY RATIO IS DIRECT MEASURE THAT INFLUENCES THE FUNDS AVAILABLE

31 TO COMMONSTOCK STUDIED FOR EXAMPLE OTHER MEASURES THAT REFLECT FINANCIAL RISK
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SUCH AS BOND RATINGS AND VALUE LINE FINANCIAL STRENGTH RATING VALUE LINE

RANKS 0GB ENERGY AS AN IN FINANCIAL STRENGTH VALUE LINE RANKS THE

COMPARABLE ELECTRIC UTILITIES ALL BETWEEN AND IN FINANCIAL STRENGTH SP

ASSIGNED BOTH OGE AND OGE ENERGY CREDIT RATING OF BBB THE COMPARABLE

COMPANIES ALL HAVE SP BOND RATINGS BETWEEN BBB AND SCHEDULE DAM7

SHOWS THESE COMPARISONS

IX BUSINESS RISK

YOU ALSO MENTIONED BUSINESS RISK WHAT IS BUSINESS RISK FOR AN ELECTRIC

10 UTILITY

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

12 OF COMPANYS DAYTODAY BUSINESS ACTIVITIES OPTIMALLY UTILITIES WILL RECOVER ALL

13 COSTS IN RATES HOWEVER WHEN INCURRED COSTS ARE NOT COMPLETELY RECOVERED OR

14 RECOVERED TIMELY THAT REDUCES COMPANY EARNINGS AND INVESTORS VIEW THIS AS

15 REGULATORY BUSINESS RISK EXAMPLES OF EXPOSED COST RECOVERY FOR UTILITIES MAY

16 OCCUR IN RECOVERING FUEL COST CAPITAL EXPENDITURES STORM DAMAGE EXPENSES AND

17 OTHER OPERATING AND MAINTENANCE EXPENSES OTHER BUSINESS RISKS RESULT FROM

18 UNANTICIPATED BUSINESS EVENTS SUCH AS DECLINES IN CUSTOMER DEMAND THAT REDUCES

19 FORECASTED SALES LEVELS IN THOSE CASES THE UTILITY WILL FAIL TO RECOVER THE REVENUES

20 ANTICIPATED IN THE RATE DESIGN

21

22 WEREYOU ABLE TO ASSESS THE BUSINESS RISK OF OGE
23 YES ALTHOUGH INVESTORS PERCEPTIONS OF BUSINESS RISK ARE VIRTUALLY IMPOSSIBLE TO

24 MEASURE DIRECTLY FINANCIAL PUBLICATIONS REPORT ANALYSTS VIEWS OF THESE RISKS AS

25 RISK ASSESSMENT FROM REPUTABLE PUBLICATIONS IS AVAILABLE TO AND SOUGHT BY

26 INVESTORS IT WILL INFLUENCE INVESTMENT DECISIONS CONSEQUENTLY CONSIDERED

27 BUSINESS RISKS OF COMPARABLE COMPANIES AND 0GB ENERGY REPORTED IN THE TRADE

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

REVIEWED THE VALUE LINE RANKINGS OF SAFETY AND TIMELINESS ALTHOUGH THESE

TWO MEASURES ARE BOTH BROADER THAN JUST BUSINESS RISK BUSINESS RISKS UNDOUBTEDLY

HAVE SIGNIFICANT INFLUENCE ON THESE RANKINGS FOR EXAMPLE VALUE LINE DEFINES ITS

SAFETY RANKING AS MEASUREMENT OF THE POTENTIAL RISK ASSOCIATED WITH INDIVIDUAL

COMMON STOCKS VALUE LINE DEFINES TIMELINESS AS MEASURE OF STOCKS

PROBABLE PERFORMANCE IN THE FORTHCOMING YEAR RELATIVE TO THE OVERALL MARKET IN

ADDITION REVIEWED ANALYSTS DESCRIPTIONS OF BUSINESS RISK OF THE COMPARABLE

COMPANIES AND OGE THAT ARE AVAILABLE TO INVESTORS

10

11 HOWDID THOSE MEASURES FOR OGE ENERGY COMPARE TO SIMILAR MEASURES OF THE

12 COMPARABLE COMPANIES

13 THE COMPARABLE COMPANIES HAVE AN AVERAGE SAFETY RANK OF 23 WITH RANK OF

14 BEING THE HIGHEST OUT OF POSSIBLE CATEGORIES BY COMPARISON OGE ENERGY HAS

15 SAFETY RANK OF EACH OF THE COMPARABLE COMPANIES HAS TIMELINESS RANK OF

16 AS DOES OGE ENERGY FOR INTERPRETING THESE RANKINGS ONE CAN CONSIDER AS

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

18 COMPARISON IN SCHEDULE DAM8

19

20 WHAT HAVE YOU IDENTIFIED AS RELEVANT BUSINESS RISKS FACING THE COMPARABLE

21 ELECTRIC UTILITIES AND OGE
22 AMONG THE BUSINESS RISKS PERCEIVED BY INVESTORS THAT COMMONLY FACE ELECTRIC

23 UTILITIES ARE THE TIMELY RECOVERY OF SUCH OPERATING EXPENSES AS FUEL EXPENDITURES

24 AND EXPENSES ASSOCIATED WITH STORM DAMAGE IN GENERAL INVESTORS PROBABLY

25 PERCEIVE OGES RISKS IN THIS AREA SIMILAR TO OTHER ELECTRIC UTILITIES ANOTHER

26 COMMON BUSINESS RISK IS THE PERCEIVED THREAT TO UTILITYS EXPECTED RETURNS

27 BECAUSE OF UNCERTAIN COST RECOVERY ASSOCIATED WITH LARGE CAPITAL EXPENDITURE

28 PROGRAM FROM THESE REFERENCES CONCLUDED THAT OGE FACES THE USUAL BUSINESS

29 RISKS WHICH ARE FAMILIAR TO INVESTORS IN ELECTRIC UTILITIES IN TODAYS MARKETS
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FINANCIAL STATISTICS

YOU SAID THAT YOU REVIEWED CERTAIN FINANCIAL STATISTICS WHAT FINANCIAL

STATISTICS OF THE COMPANIES THAT YOU STUDIED DID YOU REVIEW

REVIEWED SOME KEY FINANCIAL STATISTICS FOR THE COMPARABLE COMPANIES AS WELL AS

0GB ENERGY THESE STATISTICS INCLUDE RECENT AND EXPECTED RETURNS ON EQUITY

DIVIDENDS PAID AND PAYOUT RATIOS LEVELS OF CASH FLOWS AND PRICE EARNINGS PE
RATIOS

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

11 ELECTRIC UTILITIES AND OGE ENERGY

12 THE COMMONEQUITY RETURNS FOR THESE COMPARABLE COMPANIES IS REPORTED BY VALUE

13 LINE WHICH ILLUSTRATED IN SCHEDULE DAM9 THE ESTIMATED AVERAGE RETURN ON

14 COMMONSTOCK EQUITY FOR 2008 FOR THE COMPARABLE COMPANIES IS 121 PERCENT THE

15 FORECASTED RETURN ON COMMONEQUITY FOR THE COMPARABLE COMPANIES IN 2009 IS

16 119PERCENT

17

18 YOU REVIEWED THE DIVIDEND PAYMENTS OF THE COMPARABLE COMPANIES AND OGE

19 ENERGY WHAT DID YOUR REVIEW SHOW

20 SCHEDULE DAM10 SHOWS THAT THE DECLARED DIVIDENDS OF OGE ENERGY HAVE GROWN

21 ONLY SLIGHTLY OVER THE LAST FIVE YEARS MOST OF THE COMPARABLE ELECTRIC UTILITIES HAD

22 SLIGHTLY HIGHER GROWTH IN DECLARED DIVIDENDS

23

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

25 POLICIES OF THESE COMPANIES

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

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

28 RATIO OF THE COMPARABLE ELECTRIC UTILITIES AT 566 PERCENT IN 2008 WHICH IS

29 CONSISTENT WITH THE PAYOUT RATIOS THAT HAVE OBSERVED IN THIS INDUSTRY RECENTLY
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WHAT DID YOUR REVIEW OF THE CASH FLOW OF THE COMPARABLE COMPANIES AND

OGE ENERGY SHOW

AS SHOW IN SCHEDULE DAM12 0GB ENERGYS RATIO OF CURRENT ENTERPRISE VALUE

WHICH IS MARKET VALUE OF THE COMPANIES SECURITIES TO CASH FLOW AS MEASURED BY

EARNINGS BEFORE INTEREST TAXES DEPRECIATION AND AMORTIZATION EBITDA SHOWS

0GB ENERGY IS SQUARELY IN THE MIDDLE OF THE RATIOS OF THE COMPARABLE COMPANIES

THIS IS ANOTHER MEASURE SHOWING THAT THE COMPARABLE COMPANIES ARE GOOD PROXIES

FOR OGE IN THIS ANALYSIS ALSO COMPARED THE CASH FROM OPERATING ACTIVITIES TO

CAPITAL EXPENDITURE RATIOS IN SCHEDULE DAM13 AS THIS SCHEDULE INDICATES

10 OGEHAS LOW RATIO OF 34 PERCENT IN CONTRAST TO EACH OF THE COMPARABLE ELECTRIC

11 UTILITIES THAT HAVE HIGHER CASH TO CAPITAL EXPENDITURE RATIOS THIS SUGGESTS THAT

12 OGE MAY HAVE GREATER NEED TO ACCESS THE FINANCIAL MARKETS TO MEET CAPITAL

13 EXPENDITURE REQUIREMENTS THAN THESE COMPARABLE ELECTRIC UTILITIES

14

15 WHAT DID YOUR REVIEW OF THE PRICEEARNINGS RATIOS OF THE COMPARABLE

16 COMPANIES SHOW

17 ACCORDING TO VALUE LINE DATA THE AVERAGE PIE RATIO OF THE COMPARABLE ELECTRIC

18 UTILITIES IS CURRENTLY 123 THIS PE RATIO IS CONSISTENT WITH OTHER RECENT REVIEWS OF

19 PE RATIOS OF ELECTRIC UTILITIES THAT HAVE PERFORMED BELIEVE THAT THIS INDICATES

20 THAT THE MARKET VALUATIONS OF THE EARNINGS OF THESE COMPANIES ARE CONSISTENT WITH

21 THE VALUATIONS OF OTHER ELECTRIC UTILITIES IN TODAYS MARKETS HAVE ILLUSTRATED THIS

22 CALCULATION IN SCHEDULE DAM14 THIS SCHEDULE ALSO SHOWS 0GB ENERGY TO HAVE

23 SLIGHTLY LOWER CURRENT PE RATIO OF 107

24

25 XI MARKET MEASUREMENTS OF THE COST OF COMMONEQUITY

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

27 USING THE DCF AND CAPM METHODS COULD YOU PLEASE EXPLAIN

28 USED THE DCF AND THE CAPM METHODS TO ESTIMATE THE COST OF COMMONSTOCK IN

29 MY ANALYSIS APPLIED EACH OF THESE METHODS WHICH ARE THE MOST COMMON

30 METHODS USED IN REGULATORY PROCEEDINGS TO ESTIMATE THE COSTS OF COMMONSTOCK

31 FOR OGE BY ESTIMATING THE COST OF COMMONSTOCK FOR EACH OF THE COMPARABLE
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ELECTRIC UTILITIES THEN COMPARED THE RESULTS AMONG THESE VARIOUS COMPANIES FOR

EACH OF THESE TWO METHODS ASSESSED THEIR UNDERLYING ASSUMPTIONS AND THEIR

ANALYTICAL STRENGTHS AND WEAKNESSES SUBSEQUENTLY EVALUATED THE RESULTS FROM

THESE ANALYSES IN THE CONTEXT OF CURRENT MARKET CONDITIONS AND THE RELATIVE RISKS

XII DISCOUNTED CASH FLOW METHOD

PLEASE DEFINE AND EXPLAIN THE DCF METHODOLOGY FOR MEASURING THE COST OF

COMMONEQUITY

THE FOLLOWING FORMULA EXPRESSES THE DCF CALCULATION OF AN INVESTORS REQUIRED

10 RATE OF RETURN

11 KDPG
12

13 WHERE COST OF COMMONEQUITY

14 DIVIDEND PER SHARE

15 PRICE PER SHARE AND

16 RATE OF GROWTHOF DIVIDENDS OR ALTERNATIVELY COMMON

17 STOCK EARNINGS

18

19 IN THIS EXPRESSION IS THE CAPITALIZATION RATE REQUIRED TO CONVERT THE

20 STREAM OF FUTURE RETURNS INTO CURRENT VALUE IS THE CURRENT LEVEL OF DIVIDENDS

21 PAID TO THE COMMONSTOCK HOLDERS IS THE VALUATION OF THE COMMONSTOCK BY

22 THE INVESTORS REFLECTED BY RECENT MARKET PRICES CONSEQUENTLY THE RATIO DIP IS

23 THE CURRENT DIVIDEND YIELD ON AN INVESTMENT IN THE COMPANYS COMMONSTOCK THE

24 IS THE GROWTHRATE ANTICIPATED BY THE INVESTOR

25

26 YOU MENTIONED THE UNDERLYING ASSUMPTIONS OF THE COST OF CAPITAL MODELS

27 WHAT ASSUMPTIONS UNDERLYING THE DCF METHOD ARE IMPORTANT WHEN

28 ESTIMATING THE COST OF COMMONSTOCK EQUITY IN PRACTICE

29 BELIEVE ONE CAN IDENTIFY THE FOLLOWING IMPORTANT UNDERLYING ASSUMPTIONS

30 ASSOCIATED WITH THE BASIC ANNUALLY COMPOUNDEDDCF MODEL

31 INVESTORS ARE RISK AVERSE THAT IS FOR GIVEN RETURN INVESTORS WILL

32 SEEK THE ALTERNATIVE WITH THE LOWEST AMOUNT OF RISK IN OTHER WORDS

33 THE GREATER THE RISK THAT INVESTORS ATTRIBUTE TO GIVEN INVESTMENT

34 THE GREATER THE RETURN THEY REQUIRE FROM THAT INVESTMENT
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THE DISCOUNT RATE MUST EXCEED THE GROWTHRATE IE IN THE STATED

EXPRESSION MUST EXCEED THE MATHEMATICS ASSOCIATED WITH THE

DERIVATION OF THE BASIC ANNUALLY COMPOUNDEDDCF MODEL REQUIRES

THIS ASSUMPTION

THE PAYOUT AND THE PRICE EARNINGS RATIOS REMAIN CONSTANT

EXPECTED CASH FLOWS CONSIST OF DIVIDENDS AND THE FUTURE SALE PRICE

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

10 VALUE OFTHE DIVIDENDS AND THE SALES PRICE EXPECTED AFTER THAT PERIOD

11 INCLUDING ANY LIQUIDATING DIVIDEND CONSEQUENTLY THE SALES PRICE IN

12 ANY PERIOD IS EQUAL TO THE PRESENT VALUE OF ALL EXPECTED FUTURE

13 DIVIDENDS

14

15 DIVIDENDS ARE PAID ANNUALLY

16

17 THERE IS NO EXTERNAL FINANCING

18

19 AS NOTED IN THESE ASSUMPTIONS EXPECTED CASH FLOWS CONSIST OF DIVIDENDS

20 AND THE FUTURE SALE PRICE OF COMMONSTOCK COMMON STOCK EARNINGS ARE THE CRITICAL

21 COMMONDENOMINATOR BECAUSE EARNINGS MAKE PAYING DIVIDENDS POSSIBLE WHILE

22 RETAINED EARNINGS PROVIDE FOR FUTURE GROWTH IN STOCK VALUE

23

24 XIII STRENGTHS OF THE DCF

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

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

27 IMPORTANT TO YOUR ANALYSIS

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

29 AN INVESTORS EXPECTED RETURN IN THE FORM OF DIVIDENDS AND CAPITAL GAINS TO THE

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

31 INVESTOR IS WILLING TO PAY MARKET PRICE THAT IS EQUAL TO THE PRESENT VALUE OF AN

32 ANTICIPATED STREAM OF EARNINGS THIS RELATIONSHIP THEORETICALLY REVEALS THE

33 OPPORTUNITY COST OF INVESTORS FUNDS IN THIS WAY THE DCF RELATES KNOWN MARKET

34 PRICE INFORMATION AND THE COMPANYS DIVIDEND AND EARNINGS PERFORMANCE TO

35 DETERMINE THE VALUE THAT INVESTORS PLACE ON ANTICIPATED RETURNS PRACTICAL

36 ADVANTAGE OF THE DCF AS COST OF CAPITAL TOOL IN RATEMAKING PROCEEDING IS THAT
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REGULATORY ANALYSTS COMMONLY USE IT AND PARTICIPANTS IN PROCEEDINGS GENERALLY

UNDERSTAND IT

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

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

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

UTILITY BUT THIS MAY NOT BE SUFFICIENT TO ATTRACT CAPITAL IN SUBSEQUENT MARKETS IT IS

CONSISTENT 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

10 THAT RETURN AT THIS LEVEL WILL ATTRACT AND MAINTAIN CAPITAL EVEN IN THE NEAR TERM

11

12 XIV WEAKNESSES OF THE DCF

13 WHAT WEAKNESSES OF THE DCF MAY BE IMPORTANT TO KNOWWHEN IT IS USED IN

14 RATEMAKING PROCEEDING

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

16 CONCEPTUAL PROBLEMS ANALYSTS MAY MISINTERPRET AND CONSEQUENTLY MISAPPLY THE

17 DCF BECAUSE THEY DO NOT UNDERSTAND THE LIMITS OF THE ANALYSIS FOR EXAMPLE

18 COMMON CONCEPTUAL PROBLEM IS THE USE OF HISTORICAL GROWTH RATES IN DCF

19 CALCULATIONS THIS WILL OCCUR FOR EXAMPLE WHEN THESE RATES ARE NOT ACCURATE

20 ESTIMATES OF INVESTORS EXPECTATIONS OF THE FUTURE RETURNS LIKEWISE USING

21 DIVIDEND GROWTH RATES MECHANICALLY IN DCF FORMULATION CAN BE MISLEADING IF

22 INVESTORS ARE PURCHASING AND SELLING STOCK BECAUSE OF ANTICIPATED CHANGES IN

23 EARNINGS AND POTENTIAL CAPITAL GAINS THAT IS IF AN ASSUMPTION SUCH AS DIVIDENDS

24 BEING THE SOLE SOURCE OF VALUE EXPECTATIONS OF AN INVESTOR IS NOT ACCURATE THEN

25 ANALYSTS WILL ERR IF THEY DO NOT RECOGNIZE THIS

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

27 INCREMENTAL COST OF COMMON STOCK EQUITY OF COMPANY IF ANALYSTS DO NOT

28 RECOGNIZE THE THEORETICAL SIGNIFICANCE OF THIS CALCULATION THEY MAY MISAPPLY THE

29 RESULTS OF THEIR CALCULATIONS AS MARGINAL COST ESTIMATE THE DCF PRODUCES AN

30 ESTIMATE OF THE MINIMAL RETURN NECESSARY TO ATTRACT OR MAINTAIN INVESTMENT FUNDS TO

31 COMPANYS COMMONSTOCK
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FROM PRACTICAL STANDPOINT WHY IS THE MARGINAL COST NATURE OF THE DCF

SIGNIFICANT IN REGULATORY SETTING

IF DCFBASED COST OF COMMONEQUITY EVEN IF REALISTICALLY DEVELOPED BECOMES

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

THE REALIZED RETURN WILL BE SUFFICIENT TO ATTRACT AND MAINTAIN CAPITAL ANALYSTS

INTERPRETING THE RESULTS OF THE DCF CALCULATIONS MAY NOT RECOGNIZE THIS

CONSEQUENTLY THE DCFBASED CALCULATIONS MAY BE MISLEADING IN FACT THIS

MISUNDERSTANDING OF THE DCF RESULTS CAN VIRTUALLY ASSURE THAT REGULATED

COMPANYWILL NOT HAVE THE OPPORTUNITY TO EARN ITS ALLOWED RETURN

10

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

12 DCF

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

14 RAWUNADJUSTED DCF CALCULATIONS IN ONE SUCH EXAMPLE REGULATORY COMMISSION

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

16 TRUE THIS COMMISSION STATED THAT AN UNADJUSTED DCF RESULT IS ALMOST ALWAYS

17 WELL BELOW WHAT ANY INFORMED FINANCIAL ANALYST WOULD REGARD AS DEFENSIBLE AND

18 THEREFORE REQUIRES AN UPWARD ADJUSTMENT BASED LARGELY ON THE EXPERT WITNESS

19 JUDGMENT

20

21 IN ADDITION TO AN ADJUSTMENT BASED ON EXPERT JUDGMENT IN YOUR

22 EXPERIENCE ARE YOU AWARE OF REGULATORS AND ANALYSTS ATTEMPTING TO

23 COMPENSATE FOR THE MARGINAL COST NATURE OF THE DCF

24 YES BOTH REGULATORS AND ANALYSTS HAVE OFTEN APPLIED COMPENSATING ADJUSTMENTS

25 FOR THE MARGINAL COST NATURE OF THE DCF ADJUSTMENT AND THEY DO SO IN VARIETY OF

26 WAYS ALTHOUGH THESE VARIOUS ADJUSTMENTS MAY DIFFER GREATLY IN THEIR APPROACHES

27 EACH ADDRESSES THE INADEQUACY OF THE MARGINAL COST ESTIMATES OF THE COST OF CAPITAL

28 IN SOME MANNER FOR EXAMPLE HAVE OBSERVED SUCH PRACTICES AS APPLYING

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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FLOTATION ADJUSTMENT MARKET PRESSURE ADJUSTMENT OR AN ADJUSTMENT TO

COMMONEQUITY TO REFLECT THE MARKET VALUES OF DEBT AND EQUITY

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

MARGINAL COST NATURE OF THE DCF CAN YOU EXPLAIN WHY THIS IS THE CASE

ANALYSTS APPLY FLOTATION ADJUSTMENT BECAUSE THE MARKETBASED DCF ESTIMATE OF

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

THE MARKETBASED DCF DOES NOT INCORPORATE THE UNAVOIDABLE COSTS INCURRED WHEN

ISSUING SECURITIES SUCH AS LEGAL FEES INVESTMENT BANKER FEES AND THE PUBLICATION

10 COSTS OF PROSPECTUS THE FLOTATION ADJUSTMENT ATTEMPTS TO RAISE THE MARKET

11 MEASURED COST OF CAPITAL WHICH IS THE RETURN REQUIRED TO ATTRACT THE MARGINAL

12 INVESTOR TO THE SAME LEVEL AS THE TRUE COST OF CAPITAL OF THE UTILITY

13

14 DID YOU APPLY FLOTATION ADJUSTMENT IN YOUR DCF ANALYSIS

15 NOIDIDNOT

16

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

18 FROM STOCK ISSUANCE WHY DID YOU NOT APPLY SUCH AN ADJUSTMENT

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

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

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

22 RESULTS IN MY OPINION THIS NORMALLY PROVIDES APPROPRIATE COMPENSATION TO ATTRACT

23 AND MAINTAIN INVESTMENT IN UTILITYS COMMONSTOCK AND IT ALSO AVOIDS TRYING TO

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

25

26 WHAT IS MARKET PRESSUREADJUSTMENT

27 MARKET PRESSURE ADJUSTMENT IS COMPENSATION FOR THE IMPACT OF COMMONSTOCK

28 ISSUANCE ON THE PRICES OF THAT COMMON STOCK ANALYSTS APPLY THIS ADJUSTMENT

29 BECAUSE THE DCF MEASURED COST OF COMMON STOCK CANNOT ACCOUNT FOR THE

30 PROSPECTIVE PRICE IMPACT OF ADDITIONAL NEWLY ISSUED SHARES THIS IS ANOTHER
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INSTANCE WHEN THE MARGINAL COST OF COMMONSTOCK MEASURED PRIOR TO THIS ISSUANCE

WILL FAIL TO CAPTURE THE TRUE COST OF CAPITAL NECESSARY TO ATTRACT INVESTORS

ARE YOU RECOMMENDING THAT AN ANALYST SHOULD ADD MARKET PRESSURE

ADJUSTMENT TO DCF RESULT WHEN DETERMINING RECOMMENDED ALLOWED

RETURN

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

ADEQUATE RETURN ON COMMONSTOCK FOR REGULATED UTILITY WHICH IS SUFFICIENT UNDER

MOST MARKET CIRCUMSTANCES SUCH RETURN SHOULD BE ADEQUATE TO COMPENSATE FOR

10 THE IMPACT OF NEWLY ISSUED SECURITIES AND TO ATTRACT INVESTORS TO NEWLY ISSUED

11 COMMONSTOCK

12

13 YOU MENTIONED AN ADJUSTMENT TO THE COST OF EQUITY TO REFLECT MARKET VALUES

14 FOR DEBT AND EQUITY

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

16 SECURITIES WHEN ESTABLISHING THE CAPITAL STRUCTURE OF UTILITY FOR RATEMAKING

17 HOWEVER SOME ANALYSTS ADJUST THE COST OF EQUITY FOR RATEMAKING TO COMPENSATE

18 FOR THE DIFFERENCE BETWEEN MARKET VALUE AND BOOK VALUE OF COURSE INVESTORS

19 MUST MEASURE THE MARGINAL COST RETURNS AGAINST THE MARKET VALUES OF THEIR

20 INVESTMENT SOME ANALYSTS RECOGNIZE THE DIFFERENCE BETWEEN MARKET VALUATION AND

21 BOOK VALUATION OF COMMONSTOCK TO RECOGNIZE THE MARGINAL COST NATURE OF THE DCF

22 METHOD

23

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

25 AND BOOK VALUE

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

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

28 DCF TECHNIQUE AGAIN BELIEVE THAT RECOGNIZING THE HIGH END OFTHE DCF RESULTS IS

29 ADEQUATE
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XV DATA USED IN DCF ANALYSIS

WHAT GROWTH RATE DATA DID YOU USE IN YOUR DCF ANALYSIS

ALTHOUGH REVIEWED SEVERAL HISTORICAL AND FORECASTED FINANCIAL STATISTICS RELIED

EXTENSIVELY ON THE FORECASTED EARNINGS GROWTH ESTIMATES IN MY DCF ANALYSIS

FORECASTS OF COMMONSTOCK EARNINGS CAPTURE INVESTORS EXPECTATIONS ABOUT FUTURE

RETURNS AND REPUTABLE ANALYSTS FORECASTS HELP INVESTORS FORM THEIR EXPECTATIONS

AND DECISIONS TO INVEST THE FINANCIAL ACADEMIC LITERATURE REPORTS CONSISTENT

FINDINGS THAT ANALYSTS FORECASTS ARE SUPERIOR TO HISTORICAL PERFORMANCE FOR

DETERMINING EXPECTED GROWTH IN DCF ANALYSIS

10

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

12 ANALYSTS FORECASTS WHENMAKING INVESTMENT DECISIONS

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

14 ANALYSIS OF THE COST OF CAPITAL FOR EXAMPLE WELLKNOWN FINANCIAL TEXTBOOK BY

15 BRIGHAM AND GAPENSKI EXPLAINS WHY ANALYSTS GROWTH RATE FORECASTS ARE THE BEST

16 SOURCE FOR GROWTHMEASURES IN DCF ANALYSIS THEY STATE

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

18 AND THE RATES PROVIDED REPRESENT THE AVERAGE GROWTHRATE OVER THE FIVEYEAR

19 HORIZON STUDIES HAVE SHOWN THAT ANALYSTS FORECASTS REPRESENT THE BEST

20 SOURCE FOR GROWTHFOR DCF COST OF CAPITAL ESTIMATES

21

22 RESEARCH REPORTED IN THE ACADEMIC LITERATURE SUPPORTS THIS POSITION FOR

23 EXAMPLE GORDON GORDON AND GOULD FOUND

24 THE SUPERIOR PERFORMANCE BY KFRG FORECASTS OF GROWTH BY SECURITY

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

26 UPON PAST DATA BUT IN THE CASE OF KFRG LARGER BODY OF PAST DATA IS USED

27 FILTERED THROUGH GROUP OF SECURITY ANALYSTS WHO ADJUST FOR ABNORMALITIES

28 THAT ARE NOT CONSIDERED RELEVANT FOR FUTURE GROWTH

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
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HAVE ACADEMIC ARTICLES SPECIFICALLY ADDRESSED THE USE OF FORECASTED GROWTH

RATES IN DCF ANALYSES DEVELOPED FOR REGULATORY PROCEEDINGS

YES TIMME AND EISEMANN EXAMINED THE EFFECTIVENESS OF USING ANALYSTS

FORECASTS RATHER THAN HISTORICAL GROWTH RATES FOR DETERMINING INVESTORS

EXPECTATIONS IN RATE PROCEEDINGS THEY CONCLUDED

THE RESULTS SHOWTHAT ALL FINANCIAL ANALYSTS FORECASTS CONTAIN SIGNIFICANT

AMOUNT OF INFORMATION USED BY INVESTORS IN THE DETERMINATION OF SHARE

PRICES NOT FOUND IN THE HISTORICAL GROWTH RATE THE RESULTS PROVIDE

ADDITIONAL EVIDENCE THAT THE HISTORICAL GROWTH RATES ARE POOR PROXIES FOR

10 INVESTOR EXPECTATIONS HENCE THEY SHOULD NOT BE USED TO ESTIMATE UTILITIES

11 COST OF CAPITAL

12

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

14 HISTORICAL COMMONSTOCK EARNINGS AND DIVIDEND INFORMATION

15 AS STATED PREVIOUSLY BELIEVE THAT THE CURRENT MARKET CONDITIONS ARE PRIMARY

16 DETERMINANTS OF CURRENT COSTS OF CAPITAL THAT ARE RELEVANT FOR MEASURING OGES

17 COST OF COMMON EQUITY IN THIS PROCEEDING NONETHELESS ALSO REVIEWED THE

18 COMMON EQUITY EARNINGS AND DIVIDEND HISTORY OF THE COMPANIES STUDIED AS

19 STATED PREVIOUSLY FOR ANALYTICAL PURPOSES AND TO ENHANCE THE RELIABILITY OF MY

20 DCF ANALYSIS RELIED PRINCIPALLY ON CURRENT MARKET VALUATIONS REFLECTING CURRENT

21 MARKET CONDITIONS AND FORECASTED COMMONSTOCK EARNINGS IN MYDCF ANALYSIS

22

23 DID YOU OBSERVE ANY IMPORTANT RELATIONSHIPS IN YOUR ANALYSIS OF GROWTH RATES

24 THAT YOU USED IN YOUR DCF ANALYSIS

25 YES OGE ENERGYS FORECASTED EARNINGS PER SHARE GROWTHAND DIVIDEND GROWTHARE

26 BOTH RELATIVELY LOW IN COMPARISON TO THE SIMILAR GROWTH RATES OF THE COMPARABLE

27 COMPANIES SHOWTHE DIVIDEND AND EARNINGS PER SHARE GROWTHRATES IN SCHEDULE

28 DAMIS

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

CONSTANT GROWTH MODEL THE CASE OF ELECTRIC UTILITIES FINANCIAL MANAGEMENT WINTER 1989 PP
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WHAT WAS THE SOURCE OF THE COMMONSTOCK PRICE DATA THAT YOU USED IN YOUR

DCF ANALYSIS

USED YAHOO FINANCE AS THE SOURCE OF MARKET PRICE INFORMATION OBTAINED

CURRENT PRICES FOR RECENT TWOWEEK PERIOD AND THE HIGH AND LOW SHARE PRICES FOR

52WEEK PERIOD YAHOO FINANCE IS WIDELYUSED INTERNET PORTAL THAT PROVIDES

ELECTRONIC FINANCIAL INFORMATION INCLUDING DAILY PRICES THE CURRENT MARKET PRICES

REFLECT CURRENT MARKET VALUATIONS THE LONGER TIME PERIOD RECOGNIZES THE CHANGING

MARKET CONDITIONS OVER TIME ALTHOUGH THE FINANCIAL MARKETS HAVE CHANGED

SIGNIFICANTLY IN THE PAST YEAR LOOKING BACK PROVIDED SOME LONGERTERM PERSPECTIVE

10 TO MY ANALYSIS

11

12 XVI DCF CALCULATIONS

13 PLEASE EXPLAIN YOUR DCF CALCULATIONS

14 DEVELOPED DCF ANALYSES BASED ON ALTERNATIVE PRICE SERIES THESE WERE

15 INFORMATIVE BECAUSE OF THE RAPIDLY CHANGING MARKET CONDITIONS AND CONTINUED

16 MARKET TURMOIL ALSO REVIEWED THE GROWTHRATES IN RETURNS THAT INVESTORS ARE LIKELY

17 TO PERCEIVE IN THE CURRENT MARKETS AND THAT INVESTORS ARE LIKELY TO ASSOCIATE WITH

18 THESE MARKET PRICES IN ONE ANALYSIS LOOKED AT COMBINED HISTORICAL AND

19 FORECASTED EARNINGS PER SHARE AND COMMONSTOCK DIVIDEND GROWTHRATES ASSOCIATED

20 WITH CURRENT AND LONGER TERM PRICES ILLUSTRATED THE RESULTS OF THESE DCF

21 CALCULATIONS IN SCHEDULES DAM16 AND DAM17 BECAUSE THESE RESULTS FOR 0GB

22 ENERGY RANGING FROM 785 PERCENT TO 939 PERCENT WERE NOT MEANINGFULLY

23 DIFFERENT FROM CURRENT BOND YIELDS THEY WERE NOT CREDIBLE FOR DETERMINING THE COST

24 OF COMMONEQUITY IN THIS PROCEEDING USING SIMILAR PRICES AND GROWTH RATES ON

25 EARNINGS PER SHARE FOR THE SAME PERIODS PRODUCED RESULTS RANGING FROM 1267

26 PERCENT TO 1420 PERCENT FOR 0GB ENERGY INVESTORS EARNINGS PER SHARE GROWTH

27 EXPECTATIONS ARE MORE ENCOMPASSING THAN JUST THE DIVIDEND COMPONENT AND FOR

28 THIS REASON BELIEVE THAT THESE LAFFER ESTIMATES ARE MORE REPRESENTATIVE OF INVESTOR

29 EXPECTATIONS THAN JUST DIVIDEND GROWTH ALTHOUGH THE MARKET TURMOIL IS ALSO

30 BASIS FOR QUESTIONING WHETHER THESE RESULTS ARE TRANSITORY THE DECLINING MARKET

31 PRICES INDICATE THE CONTINUED WARINESS OF RISK AVERSE COMMONEQUITY INVESTORS
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AND THESE MARKETMEASURED COSTS OF COMMON EQUITY ARE IMPERATIVES WHEN

CONSIDERING THE RELEVANT RETURNS FOR THIS PROCEEDING HAVE SHOWNTHESE RESULTS IN

SCHEDULES DAMI AND DAM19 THE RANGE OF RESULTS OF THESE FOUR DIFFERENT

ESTIMATES DEMONSTRATES THE SENSITIVITY OF THE DCF ANALYSIS TO DATA ASSUMPTIONS

AND THE POTENTIAL VOLATILITY OF THE METHOD THIS ALSO SHOWS THE IMPORTANCE OF

CAREFULLY EVALUATING THE DCF RESULTS IN THE CONTEXT OF CURRENT MARKET CONDITIONS

YOU EXPLAINED THAT EARNINGS PER SHARE GROWTH RATE IN THE DCF ANALYSIS WAS

MORE ENCOMPASSING ARE THERE OTHER CONSIDERATIONS IN DCF ANALYSIS THAT

10 YOU BELIEVE ARE IMPORTANT ASSUMPTIONS REGARDING RETURNS GROWTH RATES

11 YES INVESTORS PERCEPTIONS OF RETURNS ARE IMPORTANT AND AS STATED PREVIOUSLY

12 ANALYSTS FORECASTS ARE AVAILABLE TO INVESTORS AND ARE LIKELY TO INFLUENCE THEIR

13 EVALUATION THEREFORE ALSO DEVELOPED DCF ANALYSES USING ANALYSTS EARNINGS

14 FORECASTS AS STATED PREVIOUSLY THE HIGHER END OF THE DCF RESULTS SHOULD BE

15 SUFFICIENT COMPENSATION FOR THE MARGINAL COST NATURE OF THE METHOD THESE

16 RELEVANT COST OF COMMONEQUITY ESTIMATES FOR OGE ENERGY WERE 1177 PERCENT TO

17 1331 PERCENT THE AVERAGE HIGHER END COST OF COMMON EQUITY ESTIMATES FOR THE

18 COMPARABLE COMPANIES WERE 1414 PERCENT AND 1525 PERCENT HAVE ILLUSTRATED

19 THESE RESULTS IN SCHEDULES DAM20 AND DAM2

20

21 XVII THE CAPM METHODOLOGY

22 PLEASE EXPLAIN HOW YOU USED THE CAPITAL ASSET PRICING MODEL IN YOUR

23 ANALYSIS

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

25 MEANS IT IS METHOD FOR MEASURING THE RISK DIFFERENTIAL OR PREMIUM BETWEEN

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

27 DIVERSIFY HIS PORTFOLIO BY COMBINING SECURITIES OF VARIOUS RISKS INTO THAT PORTFOLIO

28 AND THROUGH DIVERSIFICATION OF INVESTMENTS REDUCING THE INVESTORS TOTAL RISK

29 HOWEVER SOME RISK IS NONDIVERSIFIABLE EG MARKET RISK AND INVESTORS REMAIN

30 EXPOSED TO THAT RISK THE THEORETICAL EXPRESSION OF THE CAPM MODEL IS

31 KRF13RMRF
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WHERE THE REQUIRED RETURN

RF THE RISKFREE RATE

RM THE REQUIRED OVERALL MARKET RETURN AND

F3 BETA MEASURE OF GIVEN SECURITYS RISK RELATIVE TO THAT OF

THE OVERALL MARKET

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

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

10 TREASURY SECURITIES AND CORPORATE BONDS FOR THIS BENCHMARK RATE THE OVERALL

11 MARKET RETURN IS THE RETURN ON ALL OF THE INVESTMENT ALTERNATIVES AVAILABLE TO THE

12 INVESTOR THAT INVESTORS MAY COMBINE INTO PORTFOLIO THE BETA REPRESENTS THE

13 RELATIVE VOLATILITY OF THE ANALYZED SECURITY TO THE MARKET RETURN IN THIS ABOVE

14 EXPRESSION THE VALUE OF MARKET RISK IS THE DIFFERENTIAL BETWEEN THE MARKET RETURN

15 AND THE RISKFREE RATE BY ESTIMATING THE RISK DIFFERENTIAL BETWEEN AN INDIVIDUAL

16 SECURITY AND THE MARKET AS WHOLE AN ANALYST CAN MEASURE THE RELATIVE COST OFTHAT

17 SECURITY COMPARED TO THE MARKET AS WHOLE

18

19 HOWDID YOU USE THE CAPM IN YOUR ANALYSIS

20 AS RISK PREMIUM BASED TECHNIQUE THE CAPM PROVIDES LONGERTERM

21 PERSPECTIVE THAN THAT OF THE MORE VOLATILE DCF USED IT AS STABLE MEASURE OF THE

22 COST OF COMMONSTOCK OF 0GB ENERGY AND THE COMPARABLE COMPANIES IN SOME

23 RESPECTS IT IS LESS SENSITIVE TO THE CURRENT MARKET CONDITIONS THAN THE DCF BUT

24 BECAUSE IT IS RISK PREMIUM METHOD IN OTHER WAYS IT CAN BE MORE SENSITIVE IT

25 TAKES CURRENT DEBT COSTS AS BASIS AND ESTIMATES THE COST OF COMMONSTOCK BASED

26 ON THE RISK DIFFERENTIAL BETWEEN THE TWO THE CAPM LINKS THE INCREMENTAL COST OF

27 CAPITAL OF AN INDIVIDUAL COMPANY WITH THE RISK DIFFERENTIAL BETWEEN THAT COMPANY

28 AND THE MARKET AS WHOLE THIS IS SOMEWHAT IMPRECISE METHOD BUT IT IS GOOD

29 TOOL FOR ASSESSING THE GENERAL LEVEL OFTHE COST OF SECURITY IT IS RELATIVELY STABLE

30 MEASURE OF THE COST OF CAPITAL ALSO THE CAPM RESULTS ARE LIKELY TO BE SIMILAR FOR

31 COMPANIES WITH SIMILAR FINANCIAL CHARACTERISTICS IN THE SAME INDUSTRY
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WHAT PRACTICAL ANALYTICAL PROBLEMS MAY AFFECT THE CAPM ESTIMATE OF THE

COST OF COMMONEQUITY USING THE CAPM METHOD

THE CAPM HAS SEVERAL PRACTICAL ANALYTICAL PROBLEMS FIRST THE CALCULATIONS FOR

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

MARKETVOLATILITY MEASURE OF RISK SO CONSEQUENTLY THE CAPM WILL NOT

INCORPORATE ANY RISKS NOT INCLUDED IN THIS MEASURE ALSO NUMBER OF ANALYSTS

HAVE SHOWNTHAT THE CAPM OVERESTIMATES THE COST OF CAPITAL OF COMPANIES WITH

BETAS GREATER THAN ONE AND UNDERESTIMATES THE COST OF CAPITAL OF COMPANIES WITH

BETAS LESS THAN ONE IN UTILITY REGULATION THIS UNDERESTIMATION IS IMPORTANT BECAUSE

10 MOST UTILITIES HAVE BETAS LESS THAN ONE AND THE METHOD IS LIKELY TO UNDERESTIMATE

11 THE COST OF CAPITAL THE VALUE LINE BETAS FOR THE COMPARABLE ELECTRIC UTILITIES RANGE

12 BETWEEN 065 AND 075 AS CONSEQUENCE THE CAPM RESULTS IN THIS ANALYSIS ARE

13 LIKELY TO UNDERESTIMATE THE COST OF COMMONEQUITY OF EACH OF THE COMPARABLE

14 ELECTRIC UTILITIES ADDITIONALLY NUMBEROF ACADEMIC STUDIES REPORTED SIZE BIAS

15 OF THE CAPM METHODOLOGY FOR THIS REASON ALSO THE CAPM IS LIKELY TO

16 UNDERESTIMATE THE COST OF CAPITAL OF SMALLER COMPANIES

17

18 YOU MENTIONED ACADEMIC STUDIES THAT REPORT EMPIRICAL MEASURES SHOW THAT

19 CAPM WILL UNDERESTIMATE THE COST OF CAPITAL OF SMALLER COMPANIES IS THAT

20 PROBLEM IN THIS CASE

21 YES THE SMALL FIRM BIAS CAN BE IMPORTANT IN DETERMINING THE COST OF CAPITAL FOR

22 SMALLER UTILITIES AND OGE AND THE COMPARABLE ELECTRIC UTILITIES THAT STUDIED IN

23 THIS PROCEEDING ARE SMALLER COMPANIES

24

25 CAN YOU EXPLAIN HOW YOU APPLIED THE CAPM METHODOLOGY THAT YOU USED IN

26 YOUR ANALYSIS

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

28 OGE ONE OF THESE METHODS EXAMINES THE HISTORICAL RISK PREMIUM OF COMMON

29 STOCK OVER HIGH GRADE CORPORATE BONDS THE OTHER INTEGRATES THE RISK PREMIUM OF

30 COMMONSTOCKS TO LONGTERM GOVERNMENT BONDS IN RECENT MARKETS THIS SECOND

31 METHOD REQUIRES AN ADJUSTMENT FOR THE SIZE BIAS DUE TO COMPANY SIZE
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ONE OF THE CAPM METHODS THAT YOU DEVELOPED USED HIGH GRADE GOVERNMENT

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

THE FEDERAL RESERVE USES SHORTTERM TREASURIES AS MONETARY POLICY VEHICLE AND

THE GOVERNMENT MARKET ACTIONS PRECLUDE AN ACCURATE UNBIASED MEASUREMENT OF

MARKET VALUATIONS AS NOTED EARLIER THE GOVERNMENT SECURITIES ARE SUBJECT TO THE

RISK OF CHANGING FED POLICIES THE GOVERNMENT SECURITIES ALSO HAVE BEEN DIRECTLY

INFLUENCED BY THE FLIGHTTOQUALITY IN THE CURRENT VOLATILE MARKETS CORPORATE

BONDS ARE STEP REMOVED FROM THESE DIRECT FEDERAL POLICY INFLUENCES AND MORE

REPRESENTATIVE OF MARKETMEASURED BENCHMARK MEASURES FOR RISK PREMIUM

10 ANALYSIS

11

12 YOU DISCUSSED SIZE BIAS IN THE CAPM ANALYSIS CAN YOU EXPLAIN THE FINDINGS

13 OF SOME OF THESE STUDIES OF SIZE BIAS OF THE CAPM

14 BANZ AND REINGANUM IN THE 1980S POINTED OUT THE SIZE BIAS

15 RESULTING IN AN UNDERESTIMATION OF THE COST OF CAPITAL OF SMALLER FIRMS REINGANUM

16 EXAMINED THE RELATIONSHIP BETWEEN THE SIZE OF THE FIRM AND ITS PRICEEARNINGS RATIO

17 HE FOUND THAT SMALL FIRMS EXPERIENCED AVERAGE RETURNS GREATER THAN THOSE OF LARGE

18 FIRMS THAT HAD EQUIVALENT RISK AS MEASURED BY THE BETA OF COURSE THE BETA IS THE

19 DISTINGUISHING MEASURE OF RISK IN THE CAPM BANZ CONFIRMED THAT BETA DOES NOT

20 EXPLAIN ALL OF THE RETURNS ASSOCIATED WITH SMALLER COMPANIES HENCE THE CAPM

21 WOULD UNDERSTATE THEIR COSTS OF COMMONEQUITY IN THE SAME TIME FRAME FAMA AND

22 FRENCH CONFIRMED THAT THE BANZ ANALYSIS CONSISTENTLY REJECTED THE CENTRAL CAPM

23 HYPOTHESIS THAT BETA SUFFICED TO EXPLAIN THE EXPECTED RETURN OF INVESTORS

24

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

26 ADJUSTMENT

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 OFFINANCIAL ECONOMICS MARCH 1981 PP 1946

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

FINANCE VOL LI NO PP 19471958

30



ALTHOUGH REPEATED STUDIES SHOWED THAT THE CAPM METHOD POSSESSES BIAS THAT

UNDERSTATES THE EXPECTED RETURNS OF SMALL COMPANIES THIS REMAINED ONLY AN

EMPIRICAL OBSERVATION WITHOUT CLEAR REMEDY HOWEVER IBBOTSON ASSOCIATES

WHICH IS THE COMMON SOURCE OF DATA FOR THE RISK PREMIUM USED IN CAPM

ANALYSES HAS DEVELOPED AN ADJUSTMENT FOR THIS BIAS IBBOTSON ASSOCIATES DISCUSSES

THE PROBLEM AS FOLLOWS

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

RELATIONSHIP BETWEEN FIRM SIZE AND RETURN THE RELATIONSHIP CUTS ACROSS THE

ENTIRE SIZE SPECTRUM BUT IS MOST EVIDENT AMONG SMALLER COMPANIES WHICH

10 HAVE HIGHER RETURNS ON AVERAGE THAN LARGER ONES MANY STUDIES HAVE LOOKED

11 AT THE EFFECT OF FIRM SIZE ON RETURN
10

12

13 TO ACCOUNT FOR THIS EMPIRICAL BIAS AGAINST SMALLER COMPANIES IBBOTSON

14 ASSOCIATES HAS PRESCRIBED QUANTITATIVE ADJUSTMENTS TO THE CAPM IT PUBLISHES THIS

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

16 THEIR CAPM ANALYSES

17

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

19 ANALYSIS

20 YES IN MY CAPM ANALYSIS FOLLOWED THE METHOD RECOMMENDEDBY IBBOTSON

21 ASSOCIATES TO COMPENSATE FOR THIS INHERENT DATA BIAS THIS ADJUSTMENT WAS

22 APPROPRIATE FOR THE CAPM ANALYSIS OF ALL OF THE COMPARABLE COMPANIES AS WELL AS

23 0GB ENERGY

24

25 CAN YOU VERIFY THAT THE SIZE BIAS ADJUSTMENT THAT YOU APPLIED IN THIS CAPM

26 ANALYSIS APPLY TO REGULATED UTILITIES

27 YES IBBOTSON CALCULATED MEASURED ADJUSTMENT SPECIFICALLY FOR TRADITIONAL

28 REGULATED UTILITIES IN FACT IBBOTSON ASSOCIATES USED AN ELECTRIC UTILITY AS AN

29 EXAMPLE TO ILLUSTRATE HOWTO APPLY THE SIZE PREMIUM WHEN DEVELOPING CAPM

30 ANALYSIS HAVE INCLUDED PAGE FROM THAT PUBLICATION THAT SHOWS THIS ILLUSTRATION

31 AS MY SCHEDULE DAM22

10
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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TO YOUR KNOWLEDGE HAVE ANY REGULATORY COMMISSIONS RECOGNIZED THAT

SMALLER REGULATED COMPANIES HAVE RISKS THAT JUSTIFY HIGHER RETURNS TO

COMPENSATE FOR THESE RISKS

YES OF COURSE AM NOT AWARE OF ALL INSTANCES IN WHICH REGULATORY BODIES MAY

HAVE TAKEN SIZE OF FIRM INTO ACCOUNT IN SETTING AN ALLOWED RETURN OR RATES

HOWEVER IN ONE INSTANCE THE MINNESOTA PUBLIC UTILITIES COMMISSION SPECIFICALLY

RECOGNIZED THE ADJUSTMENT TO THE CAPM PROPOSED BY IBBOTSON IN AN INTERSTATE

POWER AND LIGHT COMPANY CASE THE COMMISSION OBSERVED

THE COMMISSION CONCURS WITH THE ADMINISTRATIVE LAW JUDGE IN HIS

10 CONCLUSION THAT WHATEVER THE MERITS AND APPLICABILITY OF THE IBBOTSON

11 STUDY FOR PURPOSES OF THIS CASE IT IS REASONABLE TO ACCEPT ITS PRINCIPAL

12 CONCLUSION THAT SIZE OF FIRM IS FACTOR IN DETERMINING RISK AND RETURN

13

14 AM ALSO AWARE THAT THE PENNSYLVANIA PUBLIC UTILITY COMMISSION IN RULEMAKING

15 PROCEEDING 00061398 SPECIFICALLY APPLIED SIZE ADJUSTMENT AND THE INDIANA

16 UTILITY REGULATORY COMMISSION IN CAUSE NO 40382 APPLIED SIZE ADJUSTMENT TO

17 THE RETURN OF SMALL NATURAL GAS UTILITY

18

19 XVIII CAPM CALCULATIONS

20 WHAT WAS THE NATURE OF YOUR CAPM ANALYSIS

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

22 DIFFERENT ASSUMPTIONS THEY PROVIDE COMPLEMENTARY RESULTS WHEN TAKEN TOGETHER

23 BECAUSE THEY PROVIDE LONGER TERM PERSPECTIVE THESE RESULTS ARE LESS VOLATILE THAN

24 THE DCF CALCULATIONS

25

26 CAN YOU EXPLAIN THE TWO CAPM METHODS THAT YOU USED IN YOUR ANALYSIS

27 ONE OF THESE METHODS RECOGNIZES THE RISK ASSOCIATED WITH SIZE OF COMPANY AND AS

28 STATED PREVIOUSLY APPLIED THE COMPENSATION METHOD RECOMMENDEDBY IBBOTSON

29 ASSOCIATES USING THIS METHOD PRODUCED AN AVERAGE CAPM RESULT OF 971 PERCENT

30 OF 0GB ENERGY AND AVERAGED 935 PERCENT FOR THE COMPARABLE COMPANIES AS IN

31 THE CASE IN SOME OF THE DCF RESULTS THESE RETURNS ARE SO CLOSE TO THE YIELD OF
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CORPORATE BONDS THAT THEY PROBABLY ARE NOT RELEVANT FOR DETERMINING THE COST OF

COMMON EQUITY IN THE CURRENT VOLATILE MARKETS HAVE ILLUSTRATED THESE

CALCULATIONS IN SCHEDULE DAM23

COULD YOU DETERMINE WHY THE RESULTS OF THIS CAPM METHOD ARE SO CLOSE TO

CURRENT CORPORATE BOND YIELDS

YES THIS LOW COMMON COST CALCULATION RESULTS PRIMARILY FROM THE CURRENTLY

EXTREMELY LOW RISK FREE RATE WHICH USED IN THIS ANALYSIS THIS RATE WAS 346

PERCENT FOR CURRENT 20TREASURY BONDS THIS RATE IS INORDINATELY LOW BECAUSE OF

10 FEDERAL RESERVE POLICY ACTIONS LOWERING YIELDS ON GOVERNMENT SECURITIES AND THE

11 FLIGHTTOCAPITAL DRIVING DOWN TREASURY RATES FOR THIS REASON THIS CAPM METHOD

12 IS NOT AS RELIABLE METHOD IN THE CURRENT MARKET AS METHOD NOT IMPACTED BY FED

13 POLICIES

14

15 WHAT WAS THE RESULT OF YOUR OTHER CAPM ANALYSIS

16 AS SCHEDULE DAM24 SHOWS THE 0GB ENERGY CAPM RESULT WAS 1143 PERCENT

17 AND FOR THE COMPARABLE ELECTRIC UTILITIES AVERAGED 1100 PERCENT THIS METHOD

18 RECOGNIZES THE LONGTERM RISK PREMIUM BETWEEN CORPORATE BONDS AND ELECTRIC

19 UTILITY COMMONEQUITIES IT DOES NOT REQUIRE ANY RECOGNITION OF THE SIZE BIAS

20

21 WAS THIS SECOND CAPM METHOD DIRECTLY INFLUENCED BY THE FEDERAL RESERVE

22 POLICIES AS WAS THE OTHER METHOD

23 NO AN ADVANTAGE OF THIS SECOND METHOD IS THAT IT ESTIMATES THE RISK PREMIUM

24 BETWEEN CORPORATE BONDS WHICH ARE LESS AFFECTED BY FEDERAL POLICIES THAN THE

25 TREASURIES AND COMMON EQUITIES IN CURRENT MARKETS THIS METHOD IS MORE

26 RELIABLE ESTIMATE OF THE COST OF COMMONEQUITY

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

RATES IN MINNESOTA DOCKET NO EOO1GR03767 12

33



XIX SUMMARY OF MARKETBASED ANALYSES

HOW WOULD YOU SUMMARIZE THE RESULTS OF YOUR MARKETBASED FINANCIAL

MODELS

SCHEDULE DAM25 SHOWS THE QUANTITATIVE ESTIMATES OF THE COST OF COMMONEQUITY

THAT CONSIDERED MOST RELEVANT HOWEVER ONE ALSO NEEDS TO CONSIDER QUALITATIVE

ELEMENTS THAT FORM THE BACKDROP FOR THE CURRENT CAPITAL ENVIRONMENT AND INTERPRET

THESE RESULTS THE VOLATILITY IN THE FINANCIAL MARKETS IS IMPORTANT AND THE MARKET

BASED DCF AND CAPM METHODS PRODUCE WIDE RANGING RESULTS THE AGGRESSIVE

FEDERAL RESERVE POLICIES HAVE REDUCED TREASURY BOND RATES BUT NOT THE MORE

10 IMPORTANT CORPORATE RATES EQUITY MARKETS CONTINUE TO DECLINE

11

12 CAN YOU RECAP SOME FACTORS THAT STOOD OUT AS PARTICULARLY IMPORTANT DURING

13 YOUR ANALYSIS AND RECOMMENDATION OF AN ALLOWED RETURN FOR OGE
14 THE RECENT FINANCIAL MARKET COLLAPSE AND ITS SLOW RECOVERY ARE VERY SIGNIFICANT

15 DETERMINANTS OF THE COST OF CAPITAL OF ELECTRIC UTILITIES AND OGE MARKET VALUES

16 HAVE CONTINUED TO DECLINE SINCE THE FIRST OF THE YEAR AS INVESTORS RESPOND

17 UNFAVORABLY TO CURRENT CONDITIONS AND PROPOSED FEDERAL STIMULUS PROGRAMS

18 FURTHER THE RECESSION DEEPENED AND EQUITY MARKETS IN EUROPE AND ASIA ALSO

19 CONTINUED TO DECLINE WITH DECLINING MARKET VALUATIONS MY RECOMMENDED

20 ALLOWED RETURN OF 1225 PERCENT IS REASONABLE RETURN IN LIGHT OF PREVAILING RISKS

21 AND CORPORATE DEBT COSTS FURTHERMORE WHEN COMPARED TO THE UPPER RANGE OF DCF

22 ESTIMATES IMPACTED BY MARKET VALUATIONS THIS RECOMMENDATION IS MODERATE

23

24 GIVEN THESE MARKET CONDITIONS WHAT WERE YOUR FINDINGS USING MARKETBASED

25 TECHNIQUES FOR ESTIMATING THE COST OF COMMON EQUITY AND HOWDID THEY AFFECT

26 YOUR RECOMMENDED RETURN

27 GIVEN THE RECENT MARKET VOLATILITY THE MARKET BASED RESULTS WERE WIDE RANGING

28 THE MOST RELEVANT DCF RESULTS FOR OGE ENERGY WERE 1331 PERCENT AND 1420

29 PERCENT THE MOST RELEVANT DCF RESULTS FOR THE COMPARABLE COMPANIES WERE 1245

30 PERCENT AND 1525 PERCENT THESE DCF RESULTS REFLECT THE MARKET RESPONSES OF RISK

31 AVERSE INVESTORS FLEEING COMMON EQUITIES IN FAVOR OF TREASURIES THE

34



RELEVANT LONGER PERSPECTIVE CAPM RESULTS WERE 1143 PERCENT FOR 0GB ENERGY

AND 1100 PERCENT FOR THE COMPARABLE ELECTRIC UTILITIES

THE FORECASTS FOR CONTINUED MARKET VOLATILITY AND INCREASING LONGTERM

CORPORATE CAPITAL COSTS SUGGEST THAT RETURN TOWARD THE MIDPOINT OF THESE WIDE

RANGING RESULTS IS CONSISTENT WITH CURRENT ACTUAL RETURNS AND IS PRUDENT IN THIS WAY

AN EVALUATION OF THE NECESSARY COMPETITIVE RETURNS TO ATTRACT INVESTMENT FUNDS

FROM SIMILAR OPPORTUNITIES THE CURRENT MARKETS IS AN IMPORTANT ANALYTICAL STEP IN

2008 THE COMPARABLE ELECTRIC UTILITIES ACTUAL RETURN ON COMMONEQUITY WAS 121

PERCENT

10

11 XX RECOMMENDEDALLOWED RETURN

12 WHAT IS YOUR RECOMMENDED ALLOWED RETURN ON COMMON EQUITY FOR OGE IN

13 THIS PROCEEDING

14 AM RECOMMENDING AN ALLOWED RETURN ON COMMON EQUITY FOR OGE OF 1225

15 PERCENT THIS IS THE MIDPOINT OF THE RANGE OF 120 PERCENT TO 125 PERCENT WHICH

16 THE CURRENT ACTUAL RETURNS AND MARKET RETURNS CENTER UPON

17

18 AT YOUR RECOMMENDED ALLOWED RETURN ON COMMON EQUITY COST OF DEBT AND

19 CAPITAL STRUCTURE WHAT IS YOUR RECOMMENDED ALLOWED RETURN ON TOTAL CAPITAL

20 MY RECOMMENDEDALLOWED RETURN ON TOTAL CAPITAL IS 964 PERCENT HAVE ILLUSTRATED

21 THIS RETURN IN SCHEDULE DAM26

22

23 XXI FINANCIAL INTEGRITY TEST

24 HOWDID YOU TEST THE ADEQUACY OF YOUR RECOMMENDED ALLOWED RETURN

25 AS TEST OF FINANCIAL INTEGRITY OF MY RECOMMENDEDALLOWED RETURN CALCULATED

26 THE AFTERTAX INTEREST COVERAGE RATIO AT MY RECOMMENDEDALLOWED RETURN RANGE

27 FOR OGE THEN COMPARED THAT COVERAGE LEVEL TO THE AFTERTAX COVERAGES OF THE

28 COMPARABLE COMPANIES

35



WHAT WAS THE RESULT OF THIS COMPARISON OF AFTERTAX INTEREST COVERAGE

SHOW THIS COMPARISON IN SCHEDULE DAM27 OGES AFTERTAX INTEREST

COVERAGE IS 321 TIMES AT MY RECOMMENDEDALLOWED RETURN ON COMMONEQUITY OF

1225 PERCENT THE AFTERTAX INTEREST COVERAGE OF THE COMPARABLE COMPANIES

RANGES FROM LOW OF 211 TIMES TO 438 TIMES THIS RANGE ENCOMPASSES THE

COVERAGE OF OGE AT MY RECOMMENDED RANGE AND SHOWS THAT MY

RECOMMENDATION IS REASONABLE IN CURRENT MARKETS ESPECIALLY IN LIGHT OF CURRENT

MARKETS AND THE EMERGENCE OF MORE CONSERVATIVE CAPITAL STRUCTURES FURTHERMORE

FOUR PERCENT RISK DIFFERENTIAL AS NOTED PREVIOUSLY OVER THE CURRENT

10 APPROXIMATELY EIGHT PERCENT BAA CORPORATE BOND RATE IS CONSISTENT WITH MY

11 RECOMMENDED ALLOWED RETURN OF 1225 PERCENT THIS FURTHER CONFIRMS THE

12 REASONABLENESS OF MY RECOMMENDEDALLOWED RETURN IN CURRENT MARKETS

13

14 DOES THIS CONCLUDE YOUR DIRECT TESTIMONY

15 YES ITDOES
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SCHEDULE DAMI

OKLAHOMA GAS ELECTRIC COMPANY
FEDERAL RESERVE ACTIONS

TIMELINE

ON SEPTEMBER THROUGH UNPRECEDENTED INTERVENTIONS THE FEDERAL GOVERNMENT EFFECTIVELY NATIONALIZED

FANNIE MAE AND FREDDIE MAC IN AN ATTEMPT TO STRENGTHEN THE HOUSING MARKET AND STABILIZE THE FINANCIAL

SYSTEM
ON SEPTEMBER 14 THE FEDERAL RESERVE ANNOUNCED INITIATIVES TO PROVIDE FINANCIAL SUPPORT AND LIQUIDITY

TO THE MARKETS BY EXPANDING THE COLLATERAL ELIGIBLE FOR THE PRIMARY DEALER CREDIT FACILITY AND THE TERM

SECURITIES LENDING FACILITY

ON SEPTEMBER 16 THE FEDERAL RESERVE AUTHORIZED THE FEDERAL RESERVE BANK OF NEW YORK TO LEND UP

TO 85 BILLION TO AIG SO IT COULD SELL CERTAIN PARTS OF ITS BUSINESSES IN AN ORDERLY FASHION WITH LESS

DISRUPTION TO THE ECONOMY THE AMOUNTFOR AIG WAS LATER INCREASED BY AN ADDITIONAL 65 BILLION

ON SEPTEMBER 18 AND 19 THE FEDERAL RESERVE FED ANNOUNCED PROGRAMS TO INJECT HUNDREDS OF

BILLIONS OF DOLLARS OF LIQUIDITY INTO THE FINANCIAL SYSTEM TO ALLEVIATE PRESSURES IN THE TERM FUNDING MARKETS

ON SEPTEMBER 21 THE FED APPROVED APPLICATIONS TO ALLOW GOLDMAN SACHS AND MORGANSTANLEY BOTH

INVESTMENT BANKS TO BECOME BANK HOLDING COMPANIES
NDON SEPTEMBER 22 THE FED ANNOUNCED THE APPROVAL OF POLICY STATEMENT REGARDING INVESTMENTS IN

BANKS AND BANK HOLDING COMPANIES MINORITY INTERESTS AND CONTROL FOR PURPOSES OF THE BANK HOLDING

COMPANY ACT
ON SEPTEMBER 25 THE FEDERAL DEPOSIT INSURANCE CORPORATION FDIC SEIZED WASHINGTON MUTUAL INC

WAMU THE NATIONS LARGEST SAVINGS AND LOAN INSTITUTION AND SOLD ITS ASSETS TO JP MORGAN THIS WAS
THE LARGEST BANK SEIZURE IN US HISTORY

THON OCTOBER THE FED ANNOUNCED IT WILL PAY INTEREST ON DEPOSITORY INSTITUTIONS REQUIRED AND EXCESS

RESERVES AND ANNOUNCED FURTHER SUBSTANTIAL INCREASES IN THE TERM AUCTION FACILITY AUCTIONS IT ALSO

ANNOUNCED AN EXEMPTION TO ALLOW LIMITED BANK PURCHASES OF ASSETS FROM MONEY MARKET MUTUAL FUNDS

ON OCTOBER THE FEDERAL OPEN MARKET COMMITTEE FOMC ANNOUNCED AN EMERGENCYREDUCTION IN

THE FEDERAL FUNDS RATE OF 50 BASIS POINTS TO 15 PERCENT COORDINATED WITH OTHER CENTRAL BANKS THE BOARD

OF GOVERNORS OF THE FEDERAL RESERVE APPROVED CUT OF 50 BASIS POINTS IN THE DISCOUNT RATE TO 175

PERCENT IT WAS THE FIRST TIME IN HISTORY THAT THE FOMC COORDINATED RATE CUT WITH OTHER CENTRAL BANKS
THON OCTOBER 29 THE FOMC LOWERED THE FEDERAL FUNDS RATE AN ADDITIONAL 50 BASIS POINTS TO 10 PERCENT

AND THE BOARD OF GOVERNORS LOWERED THE DISCOUNT RATE AN ADDITIONAL 50 BASIS POINTS TO 125 PERCENT

ON NOVEMBER 23 THE US TREASURY THE FEDERAL RESERVE AND THE FDIC ISSUED JOINT STATEMENT

ANNOUNCING AN AGREEMENT TO PROVIDE CITIGROUP WITH PROTECTION AGAINST UNUSUALLY LARGE LOSSES ON 306
BILLION OF LOANS AND SECURITIES BACKED BY RESIDENTIAL AND COMMERCIAL REAL ESTATE AND OTHER SUCH ASSETS

ON NOVEMBER 25 THE FED ANNOUNCED APPROVAL FOR AMERICAN EXPRESS COMPANY AND AMERICAN

EXPRESS TRAVEL RELATED SERVICES COMPANY INC TO BECOME BANK HOLDING COMPANIES
ON NOVEMBER 25 THE FED ANNOUNCED THE CREATION OF THE TERM ASSETBACKED SECURITIES LOAN FACILITY

UNDER WHICH THE FEDERAL RESERVE BANK OF NEWYORK WILL LEND UP TO 200 BILLION TO FACILITATE THE ISSUANCE

OF ASSETBACKED SECURITIES COLLATERALIZED BY STUDENT LOANS AUTO LOANS CREDIT CARD LOANS AND LOAN

GUARANTEES BY THE SMALL BUSINESS ADMINISTRATION
THON NOVEMBER 26 THE FED ANNOUNCED APPROVAL FOR BANK OF AMERICA TO ACQUIRE MERRILL LYNCH

COMPANY
ON DECEMBER 16 THE FOMC LOWERED THE TARGET RANGE FOR THE FEDERAL FUNDS RATE TO ZERO TO 025

PERCENT THE BOARD OF GOVERNORS DECREASED THE DISCOUNT RATE 75 BASIS POINTS TO 050 PERCENT

ON DECEMBER 24 THE FED ANNOUNCED APPROVAL FOR GMAC LLC AND LB FINANCE BOTH OF DETROIT

MICHIGAN TO BECOME BANK HOLDING COMPANIES
ON DECEMBER 30 THE FEDERAL RESERVE ANNOUNCED IT WOULD BEGIN PURCHASING MORTGAGEBACKED

SECURITIES ISSUED BY FANNIE MAE FREDDIE MAC AND GINNIE MAE TO SUPPORT THE MORTGAGE AND HOUSING

MARKETS
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SCHEDULE DAM5

OKLAHOMA GAS ELECTRIC COMPANY

PROPOSED CAPITAL STRUCTURE

PRO FORMA AS OF DECEMBER 31 2008

ITEM AMOUNT SHARE

LONGTERM DEBT 1545250000 4586
COMMONEQUITY 1824359077 5414

TOTALS 3369609077 10000

SOURCE OKLAHOMA GAS ELECTRIC COMPANY WORK PAPERS
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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
OKLAHOMA GAS ELECTRIC COMPANY BBB

DPL INC BBB

NORTHEAST UTILITIES BBB

NSTAR

PEPCO HOLDINGS BBB

PINNACLE WEST BBB
SCANA CORP
WISCONSIN ENERGY BBB

SOURCES VALUE LINE INVESTMENT SURVEY

WWWSTANDARDANDPOORSCOM



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 30

SOURCE VALUE LINE INVESTMENT SURVEY
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SCHEDULE DAM12

OKLAHOMA GAS ELECTRIC COMPANY

COMPARABLE ELECTRIC COMPANIES

COMPARISON OF ENTERPRISE VALUE TO EBITDA RATIOS

COMPANY RATIO

OGE ENERGY 71

DPL INC 73
NORTHEAST UTILITIES 70
NSTAR 71

PEPCO HOLDINGS INC 78
PINNACLE WEST CAPITAL CORPORATION 59
SCANA CORPORATION 74
WISCONSIN ENERGY CORPORATION 92

AVERAGE 74

SOURCE SNL FINANCIAL LLC 021009
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CHAPTER

SCHEDULE DAM22

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 CLOSDY REPLICATES THIS CHARACTERISTIC ON THE OTHER HAND IF THE

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

WOULD BE MORE APPROPRIATE

CAPM MODIFIED FOR FINE SIZE

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

IS KNOWNAS THE SIZE EFFECT THIS IS DISCUSSED IN DETAIL IN CHAPTER THE NEED FOR THIS PREMIUM WHEN USING

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

SMALL COMPANIES THIS PREMIUM CAN BE ADDED DIRECTLY TO THE RESULTS OBTAINED USING THE CAPM

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

COMPANY HAS MARKET CAPITALIZATION OF 135 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 TB ELECTRIC UTILITY COMPANY IS

ERP SP O53X71 37 120

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

SIZE PREMIA COMMONLY REFERRED TO IN THIS PUBLICATION ARE THE BETAADJUSTED SIZE PREMIA UNLESS STATED OTH

ERWISE THE NONBETAADJUSTED SIZE PREMIA 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 LF THENONBETAADJUSTED

IN GENERAL SMALL COMPANY BETAS ARE EXPECTED TO BE HIGHER THAN LARGE COMPANY BETAS THIS HOWEVERDOES NOT HOLD FOR ALL

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

60 2008 LBBOTSOI S88L VALUATION YEARBOOK
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SCHEDULE DAM25

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 971 1143 935 1100

EARNINGS GROWTH DCF ANALYSIS 1099 1420 1012 1245

PROJECTED GROWTH DCF ANALYSIS 860 1331 1017 1525



SCHEDULE DAM26

OKLAHOMA GAS ELECTRIC COMPANY

PROPOSED COST OF CAPITAL

PRO FORMA AS OF DECEMBER31 2008

EMBEDDED WEIGHTED

ITEM AMOUNT SHARE COST COST

LONGTERM DEBT 1545250000 4586 656 301
COMMONEQUITY 1824359077 5414 1225 663

TOTALS 3369609077 10000 964

SOURCE OKLAHOMA GAS ELECTRIC COMPANY WORK PAPERS



SCHEDULE DAM27

OKLAHOMA GAS ELECTRIC COMPANY

COMPARABLE ELECTRIC COMPANIES

COMPARISON OF AFTERTAX TIMES INTEREST EARNED RATIOS

OKLAHOMA GAS ELECTRIC COMPANY 1225 ROE 321

DPL INC 438

NORTHEAST UTILITIES
211

NSTAR 246

PEPCO HOLDINGS
236

PINNACLE WEST 250

SCANA CORP 253

WISCONSIN ENERGY
264

COMPARABLE COMPANIES AVERAGE 271

SOURCE VALUE LINE INVESTMENT SURVEY
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