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Q.
WHAT IS YOUR NAME?

A.
My name is Donald A. Murry.

Q.
ARE YOU THE SAME DONALD A. MURRY WHO FILED DIRECT TESTIMONY PREVIOUSLY IN THIS PROCEEDING BEFORE THE MISSOURI PUBLIC SERVICE COMMISSION (“COMMISSION”)?

A.
Yes, I am.

Q.
WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

A.
I have prepared rebuttal testimony in response to the direct testimony of Commission Staff  (“Staff”) witness, Mr. David Murray, and the Office of Public Counsel (“Public Counsel”) witness, Mr. Mark Burdette, in the cases involving Aquila Networks-MPS-Electric and Aquila Networks-L&P-Electric and Steam, also referred to as “Aquila” or the “Company.”

Q.
WHAT IS THE NATURE OF YOUR REBUTTAL TESTIMONY OF STAFF WITNESS DAVID MURRAY?

A.
My rebuttal testimony addresses the general inadequacy of Mr. Murray’s recommendation for Aquila Networks and the apparent reasons for his reaching an inordinately low recommended return. His recommendation is particularly surprising because the results of his own analysis indicated the inadequacies of his recommendation. It is clear from his testimony that he ignored important findings from his analysis when he chose the recommendations that he put forward. In short, his recommendations regarding the overall cost of capital, if adopted by the Commission, will imperil the financial health of the Company, and he had clear evidence of this from his reported analysis. 

Q.
WHAT OTHER GENERAL COMMENTS DO YOU HAVE CONCERNING MR. MURRAY’S TESTIMONY?

A.
Beyond ignoring the signals that his recommended return is financially inadequate, his analysis has major flaws. For example, Mr. Murray’s analysis has a number of analytical and methodological problems that appear to have led to his unsubstantiated conclusions and flawed recommendations.  The most obvious problem is his use of the capital structure of Aquila, Inc. when more accurate data regarding the capital structures of the Missouri electric affiliates are available. Also problems with his Discounted Cash Flow (“DCF”) analysis render his results unreliable. This is apparent from a simple investigation of the mechanical errors and his erroneous assumptions.  Fortunately, the mistakes in his Capital Asset Pricing Model (“CAPM”) analysis are more readily apparent. This transparency is useful because it means that one can correct these errors and recalculate his CAPM estimate. He also develops a Risk Premium analysis.

Q. 
PLEASE DISCUSS IN GREATER DETAIL THE PROBLEMS WITH THE CAPITAL STRUCTURE THAT MR. MURRAY USED IN HIS ANALYSIS.

A.
He stated, page 20, lines 16-17, of his direct testimony that he used the parent company’s, Aquila, Inc.’s, capital structure in this proceeding, “Because the debt and equity are generated from the parent company….”  This position has two major inconsistencies.  First, the capital of the parent company, Aquila, Inc. includes the capital supporting the non-utility businesses and international operations of Aquila, Inc. These assets do not support the Missouri electric utility operations, and the Company has specifically stated its intentions, and taken actions, to return to the core utility business. Consequently, Aquila, Inc.’s capital structure does not represent the capital used to support the services provided by Aquila Networks L&P and Aquila Networks MPS to Missouri electric customers in the past.  Furthermore, it is not consistent with the capital structure that will support the assets of Aquila Networks L&P and Aquila Networks MPS during the period when the rates set in this proceeding are in effect. Second, this capital structure is inconsistent with the principle set forth by the Company in this rate application, namely to isolate and to protect the utility ratepayers from the risks and costs of the non-regulated operations of Aquila. Using Aquila, Inc.’s capital structure with its higher financial risk violates this straightforward regulatory principle, as well.  

Q.
ARE YOU AWARE OF ANY OTHER REASONS WHY THE PARENT’S CAPITAL STRUCTURE SHOULD NOT BE USED AS A SURROGATE FOR THE CAPITAL STRUCTURE OF AQUILA NETWORKS L&P AND AQUILA NETWORKS MPS?

A.
Yes. Superior information exists that more closely links the costs of capital used for serving the Missouri customers to the assets used to serve the customers. This is the divisional capital structure used by Aquila Networks MPS and Aquila Networks L&P that takes into account the relevant risks of these utility operations and was predicated on electric utility industry standards. Moreover, contrary to Mr. Murray’s recommended use of Aquila, Inc.’s capital structure, the Company’s divisional capital structure isolates the utility ratepayers from the risks of the non-utility operations.  Use of the parent company’s capital structure exposes ratepayers to higher financial risk.

Q.
YOU STATED THAT THE DIVISIONAL CAPITAL STRUCTURE WAS SUPERIOR TO THE AQUILA, INC. CAPITAL STRUCTURE FOR THIS CASE. ARE THERE ANY OTHER REASONS THAT YOU BELIEVE THAT THIS IS THE CASE?

A. 
Yes, there are. Aquila has maintained a capital allocation, or assignment, process since 1988 that was designed to separate the capital costs of the divisions from the other operations of Aquila, Inc. This is especially important because of the significant international operations, the non-regulated operations and the utility operations in other states.   The target capital structure for the electric operating divisions was consistent with realistic targets at that time, and as I indicated in my direct testimony, it is still appropriate today. The capital structures of both MPS and SJLP were known when they were blended into the parent corporation and the process tracks capital changes. The resulting capital structure is superior to either the use of Aquila, Inc.’s capital structure or a purely hypothetical capital structure.   

Q.
WHEN, IN YOUR OPINION, IS A HYPOTHETICAL CAPITAL STRUCTURE APPROPRIATE FOR UTILITY RATEMAKING PURPOSES?

A.
Analysts generally recognize that a hypothetical capital structure is appropriate for ratemaking when the actual capital structure of a regulated utility is indeterminate or not representative of capital used to support the operating utility.  It can serve to more accurately estimate the costs of supporting the utility as well as protecting the customers from the impact of costs from non-utility operations. 

For example, when applying the “rule” concerning use of the actual capital structure, Bonbright, et.al., in Principles of Public Utility Rates, page 309, advocate that  

… if the existing capital structure is clearly unsound or is extravagantly conservative, the rule may need to be modified in the public interest. Actual cost of capital may then be disqualified in favor of legitimate cost. The diversification of utilities into nonregulated activities in recent years is one potential area where the rule may have to be modified.  The firm’s overall capital structure may not be reflective of a capital structure appropriate to the financing of a public utility as a consequence of risk differentials between regulated and nonregulated activities. 

This statement characterizes Aquila’s circumstances in this proceeding. 

Q.
HAS THE STAFF ADDRESSED THIS CONCEPT AS IT PERTAINS TO AQUILA?

A.
Yes. The Staff, in a report to the Commission in December 2002, at page 21, specifically summarized the merits of using a hypothetical capital structure for Aquila, Inc. The Staff in that report stated as follows:

To prevent or mitigate Aquila’s higher cost of capital from being charged to Missouri ratepayers, the Commission can order the use of a hypothetical capital structure for ratemaking purposes to determine the appropriate mix of debt and equity that is appropriate for MPS and /or L&P. This capital structure would not be dependent on the capital structure currently in effect for Aquila. [Emphasis added].

Q.
HAS THE COMMISSION EVER REJECTED THE USE OF AQUILA’S CAPITAL STRUCTURE FOR RATEMAKING PURPOSES?
A.
Yes. In its Report and Order on Remand in Case No. ER-93-37, page 38, the Commission rejected the use of the parent’s capital structure for UtiliCorp, now Aquila, and stated:
 

Because MoPub must raise capital through UtiliCorp, the use of UtiliCorp’s consolidated capital structure may be a valid approach. However, this is not the best approach for this case because UtiliCorp is comprised of both operating divisions and unregulated subsidiaries, and its capital structure reflects that mix. 


The Commission went on to affirm, page 38, that an assigned capital structure would insulate the Missouri ratepayers from the impacts from the unregulated affiliates.

Use of MoPub’s assigned capital structure will help insulate it to some extent from UtiliCorp’s unregulated subsidiaries, and the assigned capital structure is actually analogous to the capital structures of comparable electric companies.  

Q.
HAVE THE OPERATING DIVISIONS OF AQUILA, INC., INSULATED THE MISSOURI RATEPAYERS FROM THE IMPACTS OF THE COSTS OF THE UNREGULATED AFFILIATES?

A.
Yes. The debt costs of the Missouri operating divisions are capped at the debt costs of a BBB utility. Also, in my direct testimony I developed a recommended cost of common stock equity based on the earnings of a group of healthy electric utilities with similar financial characteristics as Aquila’s Missouri operating divisions.

Q.
SHOULD MR. MURRAY HAVE RECOGNIZED THAT HIS RECOMMENDED CAPITAL STRUCTURE IS INCONSISTENT WITH THE PRINCIPLES OF LINKING CAPITAL COSTS TO THE RISKS OF THE UTILITY OPERATIONS?  

A.
Yes, I think that he should have seen how his recommendation was inconsistent with the companies that he used as comparable companies. The inconsistency, or mismatch, in his recommended return on common stock and the recommended common stock equity ratio is obvious, and his own analysis shows this.  Apparently, he has ignored the financial risk associated with his capital structure recommendation.

Q.
CAN YOU EXPLAIN HOW MR. MURRAY’S CAPITAL STRUCTURE AND HIS RETURN RECOMMENDATION ARE A MISMATCH?

A.
Mr. Murray selected a group of comparable companies with very low common stock equities (averaging 36.77 percent), which is relatively close to the common stock equity of the parent company, Aquila, Inc., that he recommended for ratemaking purposes for this proceeding (35.31 percent). I have reproduced columns (1) and (5) from his Schedule 20 in my Rebuttal Schedule DAM -1, which compares the actual common equity returns of his comparable companies with his recommended returns for Aquila Networks L&P and Aquila Networks MPS. The common equity level that he recommends for Aquila Networks L&P and Aquila Networks MPS in this proceeding is similar to the common equity of these companies. However, the estimated 2003 return on common stock equity for his group of comparable companies averaged 12.83 percent. 

Q.
AS AN ANALYST, WERE YOU SURPRISED THAT MR. MURRAY’S COMPARABLE COMPANIES EARNED SUCH A HIGH COMMON EQUITY RETUURN IN TODAY’S, THE 2003, MARKET?

A.
That companies with these low equity ratios, or high financial risk, have such high common equity returns is not surprising.  However, what is surprising is Mr. Murray’s recommended return for Aquila Networks MPS and Aquila Networks L&P (from 8.64 percent to 9.64 percent) which is clearly way out of line and inconsistent with the actual returns of his comparable companies, and he did not attempt to reconcile this obvious inconsistency (See Mr. Murray’s Schedule 20).

Q.
YOU MENTIONED PROBLEMS WITH MR. MURRAY’S ANALYSIS. WHAT ARE THESE PROBLEMS?

A.
From an initial review of his analysis, it is obvious that Mr. Murray has selected a group of companies as surrogate “comparable companies” to determine the cost of capital to assign to two small operating utility divisions, Aquila Networks MPS and Aquila Networks L&P, that are, in fact, not comparable at all.

Q.
PLEASE EXPLAIN.

A.
 As his Schedule 11 indicates, he accepted companies that had a capitalization of $5 billion as comparable to these two small utilities. This step in his analysis probably was compounded by other analytical missteps. The first of these was the inclusion of two utilities in his analysis, DQE, Inc. (Duquesne Light Holdings) and IDACORP, as comparable companies that are inappropriate for ratemaking purposes. 
Q.
WHY ARE THESE COMPANIES INAPPROPRIATE?

A.
These companies have decreased their dividend payouts because of financial exigencies in recent years, and as a result, they are not representative of healthy electric utilities. Consequently, they are useless as comparative utility standards in this proceeding. This is so because one cannot draw useful inferences about returns required for a healthy electric utility by looking at the performance of an unhealthy utility. Because of their financial difficulties, the earnings and dividends of these utilities are not reliable standards for ratemaking, and they are entirely inappropriate as comparable utilities in an analysis.

Q.
ARE THERE OTHER PROBLEMS WITH MR. MURRAY’S ANALYSIS?

A.
Yes. Mr. Murray makes several analytical mistakes, some of which are very basic mistakes, in his DCF analysis. These diminish the reliability of his analysis and reduce its results to uselessness. In addition, as stated previously, his CAPM analysis has obvious mistakes. 

Q.
OTHER THAN THE PROBLEMS THAT YOU MENTIONED, ARE THERE OTHER REASONS TO AVOID SELECTING LARGE COMPANIES AS COMPARABLE COMPANIES IN AN ANALYSIS OF SMALLER COMPANIES?

A.
Yes, analysts agree that small companies are normally more risky than large companies because of lower economies of scale and scope in operations and less liquidity. Smaller companies have a narrower, less diverse customer base with a smaller geographic market. They also have more limited access to capital markets and relatively higher financial costs. Mr. Murray provides no evidence that he makes any adjustment for this risk differential.

Q.
YOU STATED THAT MR. MURRAY HAS INCLUDED UTILITIES THAT HAVE REDUCED THEIR DIVIDENDS BECAUSE OF FINANCIAL EXIGENCIES AMONG HIS COMPARABLE ELECTRIC UTILITY COMPANIES.  PLEASE EXPLAIN WHY THIS IS IMPORTANT?

A.
This is important in this case because these utilities are not appropriate for the use as comparable companies, or standards, in a regulatory proceeding. As I said, both DQE and IDACORP have reduced their dividends recently because of significant financial exigencies, and a dividend reduction will impact common equity investors immediately.

Q.
IS THERE EVIDENCE THAT THIS IS THE CASE WITH DUQUESNE LIGHT?

 A.
 Value Line said about Duquesne Light, “On balance, in our view, DQE’s potential stock returns to 2006-2008 do not fully compensate for all risk.”  Further, Value Line stated on June 6, 2003, “The typical utility investor will probably want to look elsewhere.” Duquesne Light Holdings has been unwinding its unregulated ventures as well as trying to reach a settlement with the Internal Revenue Service about past tax payments. These non-utility factors are not appropriate utility ratemaking standards.

Q.
WHAT FINANCIAL DISTRESS HAS IDACORP EXPERIENCED THAT MR. MURRAY SHOULD HAVE NOTED? 

A.
IDACORP has recorded losses associated with its non-utility operations, which have affected its financial condition. Value Line reported that, “The annual dividend was reduced from $1.86 to $1.20 a share, effective with the December payment.  The action was taken because profits didn’t cover the disbursement in 2002 and probably won’t this year or next.” It is illogical to use the losses from non-utility operations as a standard for setting an allowed return for a regulated utility.

Q.
SHOULD MR. MURRAY HAVE KNOWN THAT THESE COMPANIES WOULD NOT BE USEFUL AS REGULATORY STANDARDS FOR RATEMAKING?

A.
Yes. In the case of these two utilities, the reductions of dividends were clear signals that they were under severe financial stress and not good candidates as comparative standards in a rate proceeding. In fact, these well-known financial circumstances were covered in the Value Line sources that he cited, and this should preclude any analyst from using them as ratemaking standards. Their use would bias the results of any analysis and make them unreliable. 

Q.
HOW DID USING THESE TWO COMPANIES AFFECT MR. MURRAY’S ANALYSIS?

A.
Mr. Murray’s Schedule 14 illustrates how he used the financial stress of these companies in his mechanical averaging process to offset the expectations of investors of returns in healthy electric utilities.  In the case of DQE, he averaged the historical declines in earnings, dividends and book values of –7.19 percent to offset the expected future growth in earnings of three different analytical groups, i.e., IBES median (4.00 percent), Standard & Poor’s earnings per share (4.00 percent) and Value Line earnings per share (7.50 percent). Although all of these analysts agree that DQE has turned around its past financial problems, Mr. Murray, without any justification, reported that investors expect “growth” to decline 1.01 percent. This decrease is the growth rate that he used in his DCF analysis. He does not explain whether this “growth” refers to a growth rate in earnings per share, dividends or some combination of the two.  

In the case of IDACORP, Mr. Murray averaged together historical growth of earnings, book values and dividends and reports a historical growth rate of 0.10 percent.  Then he averaged this average with a predicted –11.0 percent decline in earnings and two growth rates of 7.00 percent. He reported a measured “growth” of IDACORP of only 0.55 percent.

Q.
WHAT ARE THE CONSEQUENCES OF MR. MURRAY’S CALCULATIONS?

A.
It is apparent that by mechanically averaging the financial characteristics of these utilities under stress into his DCF analysis as regulatory standards, Mr. Murray produced unreliable, biased estimates of the cost of capital of an electric utility.  In fact, these calculations provide no basis for concluding the necessary return for a healthy standalone electric utility. 

Q.
WAS MR. MURRAY AWARE THAT HE USED COMPANIES THAT WERE UNDER SEVERE FINANCIAL STRESS AS REGULATORY STANDARDS IN HIS ANALYSIS?

A.
It appears that Mr. Murray either did not know or did not use the financial health of his comparable companies as a criterion. For example, he was asked the following question in Data Request Number 0627, “Is it Mr. Murray’s opinion that a regulatory body should base its allowed return on the performance of a comparable company in financial stress?”  His reply, in its entirety, was the following:  “It is Mr. Murray’s opinion that a regulatory body should base its allowed return on a comparable group of companies when a company-specific analysis cannot be performed.”
Q.
IS IT OBVIOUS THAT A UTILITY COMPANY THAT CUTS ITS DIVIDEND IS LIKELY IN FINANCIAL STRESS?

A.
Although financial stress is not the only reason that a company will cut its dividend, most boards of directors will try to support a dividend to maintain a common stock’s attractiveness to investors and to avoid increasing the cost of raising equity capital. In other words, a cut in dividends is a signal to any analyst to look behind this reduction for its cause. 

Q.
DID MR. MURRAY IDENTIFY THE REASONS THAT DQE AND IDACORP RECENTLY CUT THEIR DIVIDEND, WHICH MADE THEM UNRELIABLE STANDARDS FOR RATEMAKING PURPOSES?

A.
It is not clear that Mr. Murray even considered the ability to pay a dividend as an indicator of a healthy utility.  It was not a criterion for selecting comparable companies that he identified in his Schedule 11. He was asked the following question in Data Request Number 0627, “Is it Mr. Murray’s opinion that if a company reduces its dividend, this may be an indicator that a company is under some financial stress?” He replied, as follows:

A reduction in dividend can be an indicator of many things with one of them being the possibility that the company needs to conserve cash for debt service payments because of financial difficulties. Another indicator may be that a company wants to conserve cash for purposes of investing in attractive investment opportunities in the future. Yet another indicator may be that the company may want to conserve cash in order to improve its creditworthiness regardless of whether it is having financial difficulties. 


After stating on page 24, line 24 of his direct testimony that one of the assumptions underlying his DCF analysis was a “Constant growth in cash dividends,” his response to this question was rather surprising. 

Q. WHY IS THIS THE CASE?

A. His response to the data request implies that companies readily cut their dividends, which of course, violates this assumption underlying his DCF analysis.

Q.
ARE THERE OTHER PROBLEMS WITH MR. MURRAY’S GROUP OF COMPARABLE COMPANIES?

A.
Yes. He identified the bond rating of DPL as BBB. Instead, DPL’s bond rating should be identified as BB, which is not investment grade.  Although DPL did not cut its dividend, it took a substantial after tax charge to earnings following the settlement of a court case charging security law violations and a writedown to assets because of a devaluation of the Argentina peso.  These non-utility impacts are also not representative of financial characteristics of a healthy electric utility.  

Q.
YOU STATED PREVIOUSLY THAT MR. MURRAY COMMITTED ANALYTICAL ERRORS THAT AFFECTED HIS DCF ANALYSIS. WHAT ERRORS WERE YOU REFERRING TO IN THIS STATEMENT?

A.
Throughout Mr. Murray’s DCF methodology he averaged averages. This substitutes a mindless set of calculations and averages for an analysis of the market data and masks the essence of the DCF analysis, which relies on market information to infer investors’ discounted values of anticipated returns.  Mr. Murray’s series of averages simply hides from analytical view and subsequent interpretation the various market valuations. It substitutes cursory mechanical calculations and averages for serious analytical interpretation. Consequently, his formulistic calculations were reduced to meaningless data manipulations. 

Q.
WHAT WERE YOU REFERRING TO WHEN YOU STATED THAT MR. MURRAY MADE ERRORS IN HIS CAPM CALCULATIONS?

A.
Mr. Murray made three obvious mistakes is his CAPM analysis. Each caused him to underestimate the cost of common stock using this method.  Taken together, these errors are significant. It is important, however, that they are readily identifiable and correctable.

Q.
CAN YOU EXPLAIN THESE ERRORS IN THE CAPM ANALYSIS THAT ARE IMPORTANT, BUT SUBJECT TO CORRECTION?

A.
Yes.    First, Mr. Murray used a negative risk premium to calculate his CAPM.  This assumption is contrary to the basic theoretical construct of the CAPM and without any precedent or theoretical justification.  At minimum, if Mr. Murray thought for some reason that the “risk premium” actually was negative, he should have explained why such a theoretical anomaly occurred.  Second, he selected an incorrect risk premium from the source he cited.  Apparently he erred by selecting the wrong number from the page that he cited as a reference. Third, he failed to make a recommended adjustment for empirical bias when the data that he used in his CAPM called for this adjustment. The authors of the data source that he cited recommended this correction, and he just ignored their recommendation. 

Q.
YOU SAID THAT MR. MURRAY USED A NEGATIVE RISK PREMIUM IN HIS CAPM ANALYSIS.  PLEASE EXPLAIN THE SIGNIFICANCE OF THIS.

A.
It is an illogical assumption, and it will lead to meaningless calculations. In his Schedule 17, Mr. Murray identified a short-term risk premium of -0.34 percent.  However, a negative risk premium in a CAPM analysis is not logical. It implies that the investors in the common stocks of the analyzed companies, in this case Mr. Murray’s comparable companies, believe that these common stocks are less risky investments than U.S. Treasury bonds. 

Q.
COULD YOU TELL IF MR. MURRAY INTENDED TO INTRODUCE THIS ILLOGICAL ASSUMPTION INTO HIS CAPM ANALYSIS?

A.
This is not clear. In response to Data Request Number 0629, he stated,  “Mr. Murray is not recommending that a negative risk premium be used in determining the required return on equity in a regulatory proceeding.” However, from his calculations, as illustrated in Schedule 17, it is apparent that this is exactly what he did. In this schedule he shows the results of estimating a CAPM cost of equity (4.92% = 5.16% + (.72*-0.34%)). He also cites this 4.92 percentage at page 30, line 4 of his Direct Testimony.  These calculations imply that a rational investor would pass up a virtually certain return of 5.16 percent from an investment in U.S. Treasury bonds in favor of a less certain, or more risky return, of 4.92 percent from an investment in the common stocks of his comparable companies.  The illogic, or even silliness, of this assumption is even more apparent when one recognizes that Mr. Murray’s comparable companies include companies under severe financial stress.

Q.
YOU STATED THAT MR. MURRAY SELECTED THE WRONG NUMBER FROM ONE OF HIS CITED SOURCES. CAN YOU EXPLAIN?

A.
Yes. Mr. Murray did not select the correct number for a risk premium for his CAPM analysis from the source, Ibbotson Associates, which he cited in Schedule 17. He stated that the risk premium is 6.4 percent. In fact, the risk premium in the source that he cited is 7.0 percent.  I have enclosed the appropriate table as my Rebuttal Schedule DAM -2.  

Q.
YOU STATED THAT MR. MURRAY IGNORED A METHODOLOGICAL RECOMMENDATION FROM ONE OF HIS SOURCES. PLEASE EXPLAIN.

A.
Because of known biases in the data favoring large firms, Ibbotson Associates, which is the source that he used in his CAPM analysis, recommends making a size adjustment based on the market capitalization of the company when the data are used for a CAPM analysis.  Ibbotson Associates, which he cited in this Schedule 17, even recommends the level of adjustment to compensate for this bias.  Mr. Murray ignored the presence of this bias and Ibbotson Associates’ recommended adjustment. This recommended change is also explained by Ibottson Associates in the attached schedule.

Q.
YOU STATED THAT MR. MURRAY’S CAPM ANALYSIS WAS CORRECTABLE. DID YOU CORRECT THESE ANALYTICAL ERRORS AND RECALCULATE THE CAPM USING HIS METHODOLOGY?

A.
Yes.

Q.
WHEN YOU CORRECTED MR. MURRAY’S CAPM ANALYSIS, WHAT RESULTS DID HIS METHODOLOGY PRODUCE?

A.
When calculated correctly, after correcting for these three errors, Mr. Murray’s CAPM analysis produced an estimate of the cost of common stock for his comparable companies of 11.35 percent. Notably, the corrected CAPM produces a return on equity estimate of 13.68 percent for Aquila, Inc.  I have shown these calculations using his methodology in Rebuttal Schedule DAM -3.

Q.
YOU MENTIONED MR. MURRAY’S RISK PREMIUM ANALYSIS. ARE YOU OFFERING REBUTTAL TESTIMONY CONCERNING THIS CALCULATION?  

A.
No.  Mr. Murray’s risk premium analysis, albeit a rather general analysis, is indicative of the longer-term valuations of the common stock of his comparable companies. His risk premium analysis produced a result of 11.51 percent. It is notable that this risk premium result is very similar to the average CAPM calculation for his comparable companies.

Q.
WHY DID YOU STATE THAT THE RESULTS OF MR. MURRAY’S TESTIMONY IMPERILED THE FINANCIAL CONDITION OF THE COMPANY?

A.
His recommended capital structure and his recommended return together, as shown by his own interest coverage analysis, show that he disregarded his analysis of financial integrity in addition to ignoring sound financial practice.

Q.
WHAT FINANCIAL INTEGRITY MEASURES DID MR. MURRAY DISREGARD?

A.
He calculated before tax interest coverage ratios to test the range of his rate of return recommendation, and he reported these in his Schedule 21.  However, he either dismissed these results or misinterpreted them.

Q.
WHAT IS THE EVIDENCE THAT HE DISMISSED OR MISINTERPRETED HIS FINANCIAL INTEGRITY MEASURES?

A.
I have reproduced interest coverages from column (3) of Mr. Murray’s Schedule 20 and the Pre-Tax Interest Coverage which he calculated on Schedule 21 using his return recommendation and illustrated this comparison in Rebuttal Schedule DAM-4. It shows that the average Pre-Tax Interest Coverage of his comparable companies is 2.65. This calculation included a “0” interest coverage for IDACORP that he did not exclude when he calculated this average. As this schedule also shows, Mr. Murray’s calculated coverages using his recommended return for Aquila Networks L&P and Aquila Networks MPS would only be in the range of 2.11 to 2.23 times, or way below the interest coverage ratios of his comparable companies. 

Q.
YOU STATED PREVIOUSLY THAT YOU WERE OFFERING TESTIMONY IN REBUTTAL OF PUBLIC COUNSEL WITNESS, MR. MARK BURDETTE, IS THAT CORRECT?

A.
Yes. It is my understanding, however, that Mr. Burdette may no longer be a participant in this proceeding.  As a consequence and to provide context to my rebuttal testimony, I am attaching a copy of Mr. Burdette’s verified direct testimony in this case as Rebuttal Schedule DAM – 5.

Q.
PLEASE SUMMARIZE YOUR REBUTTAL WITH RESPECT TO MR. BURDETTE’S DIRECT TESTIMONY.
A.
Mr. Burdette’s selection of comparable companies was extremely weak methodologically.  In addition, he used a calculation of the growth rate for use in his DCF method that is generally recognized by analysts to be analytical flawed.  He adjusted his CAPM analysis arbitrarily because of a result that he judged to be an outlier.  Additionally, he rejected the Company’s proposed capital structure although it is consistent with the capital structure of the companies that he chose as comparable companies to set a return in this proceeding.  His proposed return on common equity also is out of line with companies in the industry with comparable common equity ratios. Finally, his proposed interest coverage ratio does not match those of his comparable companies.

Q.
PLEASE DISCUSS YOUR concerns about Mr. Burdette’s comparable company selection.
A.
He selected four companies to include in his group of companies as comparable, but two of these are directly affected by a single, very concentrated financial impact. These companies are Central Vermont Public Service and Green Mountain Power, both of which are Vermont utilities.  More important, both of these companies are still recovering from the financial setback of a single action, the Vermont Joint Operating Agreement and subsequent long-term contracts with Hydro-Quebec.  Because half of the data that he used to develop an analysis for the return of these Missouri operating divisions rely on these two Vermont companies, his analysis is methodologically very weak. Stated differently, because Mr. Burdette’s analysis is dominated by the financial statistics of a narrow slice of the electric utility industry, which is so geographically and operationally remote to Missouri, it measures operational risks and financial costs of Missouri utilities only by rare coincidence.

Q.
What DCF method does Mr. Burdette use that has serious analytical flaws?
A.
Mr. Burdette uses a method called the “Sustainable Growth” or “Plowback Growth” method.

Q.
Is Mr. Burdette’s use of the sustainable growth method for his DCF calculation recommended by the financial literature?
A.
No.  The economic literature recognizes that the sustainable growth (or plowback) method is unsound both mathematically and empirically.

Q.
CAN YOU PROVIDE AN EXAMPLE OF THE CRITICISM OF THIS METHOD RECOGNIZED IN FINANCE LITERATURE?  
A.
Yes, Roger Morin’s Regulatory Finance: Utilities’ Cost of Capital, pages 161-162, is a good reference because it addresses the use of the method in regulation specifically.  For example, Dr. Morin identified three problems associated with using the sustainable growth method. He points out the difficulty in using the method to accurately estimate growth in a DCF analysis, as follows:

“…it may be even more difficult to estimate what b, r, s, and v investors have in mind than it is to estimate what g they envisage.  It would appear far more economical and expeditious to use available growth forecasts and obtain g directly instead of relying on four individual forecasts of the determinants of such growth…”

He adds that it possesses a serious conceptual flaw, which he explains, as follows: 

“Second, there is a potential element of circularity in estimating g by a forecast of b and ROE for the utility being regulated, since ROE is determined in large part by regulation.  To estimate what ROE resides in the minds of investors is the equivalent to estimating the market’s assessment of the outcome of regulatory hearings…”

Finally, he notes that the sustainable growth method is inferior to other more direct methods for measuring growth in a DCF, and that the financial literature has demonstrated this. He states, as follows:

“Thirdly, the empirical finance literature demonstrates that the sustainable growth method of determining growth is not as significantly correlated to measures of value, such as stock price and price/earnings ratios, as other historical growth measures or analysts’ growth forecasts…

“In summary, of the three proxies for the expected growth component of the DCF model, historical growth rates, analysts’ forecasts, and the sustainable growth method, the latter is the least desirable…”

Q.
How does Mr. Burdette adjust his CAPM to control for a result he considers to be a statistical outlier?
A.
He recalculated his CAPM averages without CLECO Corporation, which he considered too high or an outlier.

Q.
HOW DO YOU CHARACTERIZE THIS EXCLUSION?

A.
It is not justifiable methodologically to remove a calculation just because it is a high number. For example, an analyst could have arbitrarily concluded, just as easily, that Central Vermont Public Service was an outlier on the low side.  

Q.
HOW DOES PUBLIC COUNSEL Witness Burdette’s proposed capital structure COMPARE IN TERMS OF RISK TO the one proposed by the company?

A.
It is more risky.

Q.
PLEASE EXPLAIN.

A.
A fundamental tenet of finance is that a more leveraged company has more financial risk than a less leveraged company.  Another way of saying this is that the greater the portion of a company’s capital is debt, then the greater the financial risk.  Hence, the company’s costs of capital will be higher.

Q.
Did Mr. Burdette consider the capital structures of his comparable companies?
A.
It appears that he did not.  His comparable companies have equity ratios of 46.78 percent compared to his proposed capital structure of 40.14 percent.  I have reproduced this comparison from his Schedule MB-3 from his testimony as my Rebuttal Schedule DAM-6.  From his comparison, it is obvious that the equity ratios of his comparable companies are more in line with the divisional capital structure of Aquila Networks MPS and Aquila Networks L&P than Aquila, Inc.’s capital structure that Mr. Burdette proposed.

Q.
IS THERE ANYTHING IN ADDITION THAT CONCERNS YOU ABOUT MR. BURDETTE’S PROPOSED CAPITAL STRUCTURE IN THIS CASE?

A.
Yes, his Schedule MB-1 shows a sharp decrease in the capital structure of Aquila, Inc., from 2001 of 56.1 percent to 2002 of 40.1 percent. The latter is the basis for his recommended capital structure in this proceeding for the Missouri affiliates.  This volatility in the common equity of a company is not characteristic of the capital structure of an electric utility.  Because of the stability of the long-lived assets required to provide utility service and the permanent sources of capital to build these assets, the capital structures of utilities normally change very slowly over time, and this occurs as a consequence of the issuance of blocks of securities. This volatility of the common equity ratio alone demonstrates that the capital structure that he is proposing in this proceeding cannot be the germane utility capital structure of the electric divisions of Aquila, Inc., in Missouri. 

Q.
DO YOU KNOW WHAT ACCOUNTS FOR THIS SHARP DECLINE IN THE COMMON EQUITY OF AQUILA?

A.
Yes, the current common equity of Aquila declined so rapidly and is so low because Aquila sold the non-regulated assets at current values and the erosion of the value of the common stock. There has been no erosion of the planned, and executed, utility equity component. This is further confirmation that Aquila’s capital structure is not the correct capital structure to use in this proceeding.

Q.
why did you say that PUBLIC COUNSEL Witness MARK Burdette’s Return On Equity judgment is out-of-line with the industry?
A.
I compared the actual return on common stock of his comparable companies to his proposed return on common stock in this proceeding, as shown in Rebuttal Schedule DAM-7.  This schedule shows that his comparable companies have an average return on common stock equity of 11.5 percent.  This is much higher than his proposed range of 9.6 to 10.1 percent.

Q.
HOW Does Mr. Burdette’s proposed Interest Coverage ratio compare to the coverage ratios that he calculated for his comparable companies?

A.
The before tax interest coverage ratio that will result from Mr. Burdette’s recommend allowed return is in the range of 2.40 times to 2.47 times, as shown in his schedule MB-10.  In contrast, his Schedule MB-3 reports ranges of coverages of his comparable companies from 3.00 to 4.10 times, and they average 3.43 times.  I have juxtaposed these results in Rebuttal Schedule DAM-8.  This indicates that the recommended allowed return by Mr. Burdette will provide an interest coverage that is far below his calculations of interest coverage for the companies that he selected as comparable companies. 

Q.
DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

A.
Yes, it does.
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