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Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
Mark Burdette, P.O. Box 7800, Jefferson City, Missouri 65102-7800.

Q.
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A.
I am employed by the Office of the Public Counsel of the State of Missouri (OPC or Public Counsel) as a Public Utility Financial Analyst.  Also, I am an adjunct faculty member with Columbia College.  I teach undergraduate Business Finance and graduate-level Managerial Finance.

 Q.
are you the same mark burdette who previously filed direct testimony in this case on behalf of public counsel?

A.
Yes.

Q.
WHAT IS THE PURPOSE OF THIS TESTIMONY?

A.
I will comment on the direct testimony of Staff witness David Murray and Company witness Donald Murry regarding capital structure and rate of return.  Also, I will present an updated capital structure and rate of return that differs from those filed in my direct testimony.  

Q.
HAVE YOU PREPARED SCHEDULES IN SUPPORT OF YOUR TESTIMONY?

A.
Yes.  I have prepared an analysis consisting of three schedules that is attached to this testimony (MB-12 through MB-14).  This analysis was prepared by me and is correct to the best of my knowledge and belief. 

Capital structure

q.
what are the changes you’ve made to your recommended CAPITAL structure FOR THE Empire District Electric Company?

A.
I have included short-term debt in Empire’s capital structure.  This changed the resulting percentages and weighted costs for common equity, long term debt, and trust preferred securities.  The change also produced a different overall rate of return range.

q.
why did you make this change?

A.
I analyzed incomplete information when preparing my direct testimony.  After I filed direct testimony, I realized that I had received an incomplete response to OPC data request 2004.  Empire promptly provided the supplemental information, but my direct testimony had already been filed.  In applying my usual methodology for analyzing short-term debt to the updated information, I chose to include a level of short-term debt in Empire’s capital structure.

q.
what is your usual method of determining whether to include short-term debt in a company’s capital structure?

A.
I consider whether the company is consistently using short-term debt throughout the year, and whether the level of short-term debt being utilized exceeds the level of construction work in progress (CWIP).  If the company is consistently using short-term debt at a level that consistently exceeds CWIP, I include a level of short-term debt in the capital structure.

q.
what level and cost of short-term debt did you calculate?

A.
I calculated an average month-end level of short term debt of $33,268,829 for the 12-month period ending 30 June 2002.  The average cost of short-term debt is 3.17%.  This analysis is shown on Schedule MB-13 attached to this rebuttal testimony.

q.
what capital structure do you recommend?

A.
At 30 June 2002, Empire’s capital structure consisted of 45.53% common equity, 6.93% trust Preferred Securities, 42.75% long-term debt and 4.78% short-term debt.  This capital structure was utilized for my calculation of overall rate of return (ROR) and is shown on Schedule MB-12.  I recommend this capital structure be used in this proceeding to calculate Empire’s overall rate of return.

q.
what are your comments regarding the capital structure proposal of company witness murry?

A.
I believe Company witness Murry filed a pro forma capital structure as of 30 September 2002.  However, in both written Direct testimony (page 6, line 13) and on Schedule DAM-1 he uses the date 30 September 2001.  Assuming his intention is actually 2002, witness Murry’s recommendation is beyond both the test year and the update period set by the Commission in this proceeding.  Also, he failed to include a level of short term debt in the capital structure.  Therefore, Company witness Murry’s recommendation for capital structure is inappropriate to use to set Empire’s regulatory rate of return. 

q.
what are your comments regarding the capital structure proposal of staff witness murray?

A.
Staff witness Murray appropriately included short-term debt in the capital structure he recommends.  However, the level he included is the month-end balance as of 30 June 2002 only.  He did not calculate any sort of average level of short-term debt over time.

q.
why is it appropriate to use an average level of short-term debt?

A.
Short-term debt balances can vary significantly month-to-month as the Company’s needs change.  Mr. Murray included a level of over $40 million dollars, which was Empire’s outstanding balance at the end of June 2002.  However, if the true-up period in this proceeding had ended even one month earlier, in May 2002, Mr. Murray would have found a month-end balance of just over $11 million dollars, which did not even exceed Empire’s level of construction work in progress (CWIP) for that month.  Under those circumstances, by Mr. Murray’s methodology, he would not have included any short-term debt in Empire’s capital structure.  In either case, looking at only a single month’s ending balance (taking a snap-shot at that time) does not accurately represent Empire’s capital structure.



As I mentioned previously, because short-term debt supports short-term investments in construction work in progress, only those levels of short-term debt that consistently exceed CWIP should be included in capital structure.  That is because short-term debt in excess of CWIP is being used as capital in support of rate base.  Looking at only a single month’s outstanding balance of short-term debt fails to consider whether Empire is consistently using short-term debt in excess of CWIP, and fails to accurately capture the extent that CWIP is exceeded over time.



Given that levels of equity and long-term debt do not vary significantly month-to-month (unless new securities are issued), it is appropriate to take a snap-shot of those levels to calculate capital structure.  However, for the reasons mentioned above, a snap-shot is not the appropriate methodology for short-term debt. 

Embedded Costs

q.
WHAT IS THE APPROPRIATE COST RATE FOR Empire’S short-TERM DEBT?

A.
Empire’s cost of short-term debt is 3.17%.

q.
WHAT IS THE APPROPRIATE EMBEDDED COST RATE FOR Empire’S LONG-TERM DEBT?

A.
Consistent with my direct testimony, the embedded cost rate is 7.90% for Empire’s long-term debt.

q.
WHAT IS THE APPROPRIATE EMBEDDED COST RATE FOR Empire’S trust preferred securities?

A.
The embedded cost rate is 8.948% for Empire’s Trust Preferred Securities, which is the same cost rate I utilized in my direct testimony.

COST OF COMMON EQUITY

Q.
Have you altered your recommended cost of common equity for empire?

A.
No, I have not.  Empire should be allowed a return on common equity of 10.10% to 10.40%.  

q.
what are your comments regarding staff witness murray’s cost of common equity recommendation?

A.
Witness Murray relied almost exclusively on a Discounted Cash Flow (DCF) analysis applied to Empire’s common stock for his recommended cost of equity.  The DCF model requires the calculation of an expected dividend yield and a sustainable growth rate. 



In calculating his dividend yield, Mr. Murray relied on stock prices from as much as seven months before the filing date of direct testimony – he used stock price data going back to January 2002.  As a result, he failed to capture the current expected dividend yield available to investors.  That is a fundamental violation of the DCF model.  He fails to calculate a dividend yield that is reasonably available to current investors.  As a result, Mr. Murray’s calculated ROE is too low.



Further evidence that Mr. Murray’s recommendation is too low is shown on his Schedule 23.  He calculates a high DCF cost of equity for his comparable companies of 10.43%, which agrees very favorably with the 10.4% high end of my recommended range of ROE for Empire.  



Although Mr. Murray utilized a group of comparable companies for his analysis, his recommendation reflects only a DCF analysis on Empire.  Had he appropriately considered his comparable company analysis in conjunction with this analysis of Empire, the high end of his range would have been higher than the 10.16% he recommended.

q.
are there additional circumstances that show that mr. Murray’s recommendation is too low?

A.
Yes.  His current recommendation is a poor fit with Empire’s current risk profile and the Missouri Public Service Commission’s decision in the previous Empire rate case, ER-2001-299.  His current recommendation fails a reasonable application of the risk-return trade-off, which states that an investment of higher risk should provide a correspondingly higher return.

Q.
Please explain.

A.
In Case No. ER-2002-299, the MPSC found and ordered a 10.0% return on equity for Empire.  Since that case, Empire’s outstanding long term debt has been downgraded to BBB from A- by Standard & Poor’s (on 2 July 2002).  That downgrade is a result of Empire being considered more risky than they had been.  Common stock investors would similarly view the downgrade as an indication of increased risk.  Arguably, all else equal, if 10.0% were a risk-appropriate return on equity for Empire when the company was rated A-, the 9.66% ROE midpoint of Mr. Murray’s range is too low. 



Three of Mr. Murray’s four comparable companies have a BBB rating.  But as I’ve already pointed out, Mr. Murray failed to consider his comparable company analysis in determining his recommended range for Empire’s ROE.  Had he factored in his comparable company analysis, his recommendation would have been higher.

q.
do you believe that the mpsc should make regulatory decsions based soley on credit ratings or changes in credit ratings?

A.
No, absolutely not.  The relevant consideration is how the market overall views and reacts to credit ratings or changes in credit ratings.  The importance, or lack thereof, of a ratings agency action must be considered on a company by company basis, and does not by itself indicate a higher level of risk.

q.
are there other financial factors that determine empire’s overall risk profile?

A.
Yes.  Also contributing to Empire’s overall risk profile is the level of common equity in the capital structure.  At 30 June 2001, the true-up date in ER-2002-299, Empire had 37.75% common equity, 54.36% long-term debt and 7.88% trust preferred securities.  As of the date of this testimony, Empire has 45.53% common equity, 42.75% long-term debt, 4.78% short-term debt and 6.93% trust preferred securities.  



The current capital structure is considered less risky (contains less financial risk) than the one from the previous case.  This would somewhat offset the increased risk in the eyes of investors resulting from the downgrade.  However, I believe that investors consider Empire to be a somewhat more risky company overall than it was at the time of the last rate case.


q. 
please summarize your comments concerning staff witness murray’s recommendation for cost of common equity.

A.
Due to his reliance on a DCF analysis applied only to Empire, and a fundamental flaw in that analysis (namely, using stock price information that was too old), Mr. Murray has understated Empire’s cost of common equity.



I believe my recommended range of 10.1% to 10.4% is the result of a more reasonable analysis and more accurately captures Empire’s cost of equity.

q.
what are your comments regarding company witness Donald murry’s  cost of common equity recommendation?


A.
Mr. Murry utilized the DCF and the Capital Asset Pricing Model (CAPM) to calculate a cost of common equity for Empire.  He also performed an analysis on a group of companies he labels as comparable to Empire.  However, there are fundamental flaws in Mr. Murry’s analysis that cause his recommendation of 12.0% for Empire’s cost of common equity to be of little value to the MPSC.

Q.
Please explain.

A.
Mr. Murry performed two separate DCF analyses on Empire and his comparable group.  In the first, he appropriately examined a variety of growth rates, including historical growth.  His conclusion from this analysis is that Empire’s cost of equity in is the range of 10.07% to 10.17%, which corresponds very well with the 10.1% low-end of my recommendation.  This analysis showed the DCF for the comparison companies of 9.92% to 10.02%.  



In the second application of the DCF, Mr. Murry relied on only two growth rates and did not consider historical growth at all.  This is the analysis that leads to his inflated cost of equity recommendation of 12.0%.

q.
has the mpsc ruled on the consideration of historical growth rates when determining the sustainable growth rate to use for the DCF?

A.
Yes.  In the Report and Order for Case No. ER-2001-299, The Empire District Electric Company, regarding the very same witness, Donald Murry, the Commission stated:


Dr. Murry’s analysis of the growth factor is deficient because it depends entirely upon the growth of earnings per share, ignoring the growth of dividends per share and book value per share, and because it is heavily dependent upon projections of future growth, instead of utilizing historical data. The result is a growth rate that is much higher than Empire has ever achieved in recent years, and it is unreasonable to expect Empire to achieve it.  The Commission finds that Public Counsel’s calculations are well reasoned and appropriate for this case.  [Emphasis added]

q.
does mr. Murry’s capital asset pricing model analysis support a cost of equity recommendation lower than the 12.0% he recommends?

A.
Yes, it does.  Mr. Murry calculated the CAPM cost of equity for Empire and the comparable group using two different methods.  The methods produced CAPM costs of equity for Empire of 10.89% and 10.09%.  The two methods produced average CAPM costs of equity for the comparable group of 11.75% and 10.54%. 



Obviously, the four different applications of the CAPM by Mr. Murry in his analysis support a cost of equity for Empire well below 12.0%.  The average of the four results is 10.81%, and the average is 10.5% excluding the high outlier of 11.75%.  These results are much closer to my high-end recommendation of 10.4% than to Mr. Murry’s recommended 12.0%.

q.
Is there a problem with mr. murry’s selection of comparable companies?

A.
Yes.  The problem is that six of the eight are not comparable to Empire in terms of fundamental business risk.  Most notably, 75% of the companies do not receive a substantial portion of their revenues from the sale of regulated electricity.  Matching the source of basic revenues and the accompanying risk is an essential element in choosing comparable companies.  Empire receives almost 100% of its revenues from the sale of regulated electricity.  Therefore, companies chosen for analysis as ‘comparable’ to Empire must similarly receive a large portion of revenues from the regulated sale of electricity.

q.
please describe the problem with mr. Murry’s comparable companies in more detail.

A.
Mr. Murry chose eight companies for his comparable analysis.  I used two of those eight, Central Vermont Public Service (100% of revenues from the sale of regulated electricity), Hawaiian Electric (75% of revenues from the sale of regulated electricity).  Mr. Murry’s remaining six companies fail to be comparable to Empire concerning the source of revenue.  The following information is taken from the August 2002 C. A. Turner Utility Reports:


Black Hills Corporation: receives only 14% of revenues from the sale of regulated electricity.


CH Energy Group: receives only 61% of revenues from the sale of regulated electricity.


CLECO Corporation: receives only 57% of revenues from the sale of regulated electricity.


IDACORP, Inc.: receives only 16% of revenues from the sale of regulated electricity.


Otter Tail Corporation: receives only 60% of revenues from the sale of regulated electricity.


UIL Holdings: receives only 64% of revenues from the sale of regulated electricity.


Because of the differences in business risk, the comparisons Mr. Murry makes of the returns on Empire’s common stock and the returns of his comparable companies, as well as comparisons of other financial information, is irrelevant.  

WEIGHTED AVERAGE COST OF CAPITAL

Q.
What overall, or weighted average, cost of capital is indicated by your analysis?

A.
The weighted average cost of capital I calculated for Empire is between 8.75% and 8.88%.  The WACC calculation is shown on Schedule MB-14.

Q.
Does this conclude your testimony?

A.
Yes, it does.
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