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Introduction
Q.
Please state your name, title, and business address.

A.
Barbara A. Meisenheimer, Chief Utility Economist, Office of the Public Counsel, P. O. Box 2230, Jefferson City, Missouri 65102.  I am also employed as an adjunct Economics Instructor for William Woods University.

Q.
Please summarize your educational and employment background.

A.
I hold a Bachelor of Science degree in Mathematics from the University of Missouri-Columbia (UMC) and have completed the comprehensive exams for a Ph.D. in Economics from the same institution.  My two fields of study are Quantitative Economics and Industrial Organization.  My outside field of study is Statistics.  I have taught Economics courses for the following institutions: University of Missouri-Columbia, William Woods University, and Lincoln University.  I have taught courses at both the undergraduate and graduate levels.

Q.
Have you testified previously before this commission?

A.
Yes, I have testified on numerous issues before the Missouri Public Service Commission. (PSC or Commission)

Q.
What is the purpose of your testimony?

A.
In this testimony, I am presenting Public Counsel’s concerns regarding the weight of equity proposed by Fidelity Telephone Company (the Company) in determining a cost of capital.  Additionally, I will recommend an adjustment to compensate the Company for phasing in any basic local rate increase that results from this proceeding.   

Q.
In preparation of your testimony, what materials did you review?

A.
I have reviewed the direct testimony of Company witness John Colbert, the Company’s consultants Bob Schoonmaker and Terence Robinson of GVNW.  I have also reviewed the responses to OPC data requests. 

I.
Equity Weight -- Cost Of Capital
Q.
What form of price regulation applies to the Company’s services?

A.
Fidelity telephone offers a variety of services.  Some service prices are unregulated. Some are regulated only at the federal level and some are regulated by the Missouri Public Service Commission.  My discussion will focus on the in-state service prices regulated by the MO PSC.  In this proceeding, the Commission will determine the appropriate level of cost recovery that the Company, acting as a public utility, should have the opportunity to earn through service rates on a going forward basis.

Q.
What considerations are significant in determining appropriate rates?

A.
A primary consideration is that the rates for services should be set at levels which allow the Company the opportunity to recover what would be considered a “fair or normal rate of return” for the industry while fufilling other regulatory objectives, including the protection of ratepayer interests.

Q.
What do you mean by the term “fair or normal rate of return”?

A.
From an economic perspective, there are two fundemental aspects to the concept of a fair or normal rate of return.  The first is that a fair or normal rate of return is a level of compensation that provides sufficient incentive for investors to bankroll the utility’s operations instead of directing investments to some alternative use.    The second aspect of a fair or normal rate of return is that it should be no more than necessary to attract the necessary investment.  Allowing no more return than is necessary protects consumers from paying unjust and unreasonable rates for services while also driving the utility to minimize costs on a going forward basis.        

Q.
What are the legal standards related determining the appropriate return for a public utility?

A.
Decisions by the U. S. Supreme Court establish criteria for determining an appropriate return.  In a 1923 decision, the Court said:

A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time and in the same general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties; but has not constitutional right to profits such as are realized or anticipated in highly profitable enterprises or speculative ventures.  The return should be reasonable sufficient to assure confidence in the financial soundness of the utility, and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.  A rate of return may be reasonable at one time, and become too high or too low by changes affecting opportunities for investment, the money market, and business conditions generally.

Bluefield Water Works and Improvement Company v. Public Service Commission, 262 U.S. 679 (1923)


In FPC v. Hope Natural Gas Co., 320 U.S. 591 (1944) and Permian Basin Area Rate Cases, 390 US 474 (1968), the Court made clear that regulation does not guarantee profit and that although profit is a relevant consideration it is not all that should be considered.

Q.
What is the traditional method for determining the level of cost that a public utility should have an opportunity to recover?

A.
Traditionally the “revenue requirement” includes those cost a public utility is allowed to recover.  It can be expressed as

 R= O + (V –D+A)r

Where

R is the total revenue required,

O is the cost of operations,

V is the gross value of property,

D is the accrued depreciation,

A includes other rate base items, and

r is the allowed rate of return based on an average weighted cost of capital.

The weighted cost of capital is determined as a weighted average of the cost of debt and equity needed to finance the net value of investments.

Q.
What average weighted cost of capital does the Company propose to use in determining the revenue requirement?

A.
The Company is currently financed through 100% equity and, therefore, it used only the cost of equity in arriving at its recommendation.  The Company’s consultant Mr. Robinson of GVNW derived a range of 11.72% to 17.89% based on a comparison of the cost of equity for a group of six other telecommunications companies that are publicly traded.  Mr. Schoonmaker also with GVNW chose 12% from within that range as the recommended cost of capital for use in determining his estimate of the Company’s revenue requirement.

Q.
Do you believe that it is appropriate to utilize a weighting of 100% equity and 0 % debt in determining an appropriate return?

A.
No, I do not.  Equity tends to be a more expensive method of financing than is debt.  The Company’s decision to finance its operations fully through equity produces an excessive overall cost of capital that should not be imposed on customers through higher rates than would otherwise be necessary.  Based on the quarterly C. A. Turner Utility Reports for December 2003, five of the six “comparable” companies Mr. Robinson used to perform his analysis did not finance operations solely through common equity.

	Company
	Common Equity Ratio

	Alltel
	54.5%

	Centurytel
	51%

	CT Communications
	67%

	Surwest Communications
	72%

	Telephone & Data Systems
	42%

	Shenandoah Telecommunications
	Not Reported 


     
In response to Public Counsel data requests, the Company provided information indicating that Shenandoah Telecommunications also relies on a mix of debt and equity financing. The average common equity ratio for small companies reported in the C. A. Turner Reports is 60%.

Q.
Has the Commission in other utility rate cases adopted a hypothetical capital structure for use in determining an appropriate revenue requirement?   

A.
Yes, it has.  In Case Nos. ER-93-41 and EC-93-252, the Commission determined that St. Joseph Power & Light’s actual capital structure was “entirely out of line with a reasonable range.”  The Commission decided instead to utilize a structure in line with the “comparable group” of companies proposed by Public Counsel.

Q.
Do you recommend that the Commission adopt a hypothetical capital structure in this case?

A.
Yes, I do.  I believe it would be appropriate for the Commission to adopt a weight for common equity that is consistent with a range identified for comparable companies.   As a lower bound, I would suggest a 60% weight which represents the average for the small companies in the December 2003 C.A. Turner Reports.  As an upper bound, I would suggest 70%.

II.
Cost To Phase-In Basic Local Rate Increases
Q.
Do you anticipate that Public Counsel will recommend that the Commission order a phase-in of basic local increases?

A.
Comments during the public hearings in this case indicate that the proposed increases will be detrimental to some of the company’s customers, primarily residential consumers living on fixed incomes.   If the Commission approves large increases to basic local rates, I believe it is reasonable to phase in the rate increases and allow the Company compensation of carrying costs.  

Q.
What level of carrying cost do you recommend?

A.
I recommend an allowance of carrying costs at the Commission approved cost of capital.


Q.
Does this conclude your testimony?

A.
Yes, it does.

� See Attachment 1.


� See Attachment 2.
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