BEFORE THE MISSOURI PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

	Staff of the Missouri Public Service Commission

                                           Complainant,

v.

Union Electric Company, d/b/a AmerenUE,

                                              Respondent.
	)))))))))))
	Case No. EC-2002-1



Staff’s RESPONSE TO uNION eLECTRIC cOMPANY’S Motion TO

EXCLUDE THE testimony OF STAFF WITNESS RONALD L. BIBLE

COMES NOW the Staff of the Missouri Public Service Commission (“Staff”), and for its response to Union Electric Company’s Motion to Exclude the Testimony of Staff Witness Ronald L. Bible states:

1.
In its motion to exclude the testimony of Staff witness Ronald L. Bible, Union Electric Company does not challenge Mr. Bible’s qualifications as an expert on rate of return, or assert that his expertise on rate of return will not assist the Commission in understanding the evidence or determining a fact that will be in issue in this case.  Union Electric’s arguments are all part of one major thrust--that the methodology that Staff witness Bible used to determine the rate of return range of 8.01 to 8.61 percent that he recommends for Union Electric Company is legally insufficient as not being “of a type reasonably relied upon by experts in the field.”

2.
The Staff having recognized Union Electric Company’s witness Roger Morin as an authority in the field of rate of return, Union Electric Company attempts to make much of Union Electric Company witness Morin’s criticisms of the methodology employed by Staff witness Bible, relying heavily on his attempt to discredit Staff witness Bible’s approach as establishing the inadmissibility of Staff witness Bible’s testimony.  That experts disagree on methodology is typical.  A March 27, 2002 decision by the Public Utilities Commission of Nevada illustrates this point.  (Copy attached).  In that electric rate case both Roger Morin and David Parcell, two authorities on rate of return recognized by the Staff in this case, were among the witnesses who presented differing methods and differing recommendations on return on equity.  Roger Morin used CAPM, risk premium and DCF to arrive at a return on equity result range of 12.8 to 13.9 percent and David Parcell used CAPM, comparable earnings and DCF to arrive at a return on equity result range of 10.4 to 11.0 percent.
  The Nevada Commission expressly rejected Roger Morin’s results as unreasonable and, relying on its Staff’s results from applying the three-stage DCF method, ultimately ordered a return on equity of 10.1 percent, which coupled with the Nevada Commission’s ordered capital structure yielded a rate of return of 8.37 percent.
  Disagreements over methodology should not determine admissibility and, instead, should go to the weight accorded the evidence.


3.
Additionally, Union Electric Company attacks the competency of Staff witness Bible’s testimony on the basis that the return on equity that he recommends is unreasonable.  Although couched as an attack on admissibility of the entirety of Staff witness Bible’s testimony based on his competency, it is actually an attack on his credibility.  When faced with a similar attack on appeal in the case State ex rel. Associated Natural Gas Co. v. Public Service Commission of Missouri, 706 S.W.2d 870, (Mo. App. 1986), the Court stated: 

The Company says its witness gave the only ‘competent testimony’ on cost of equity.  The innuendo is that witness Kemp was not competent.  This argument has not been preserved nor is it meritorious.  The Commission as the trier of fact was free to choose between conflicting testimony.  The Commission accepted the testimony of Kemp, who was qualified as an expert. (Citations omitted.)

Id. at 882.


Moreover, the return on equity and rate of return recommended in Staff witness Bible’s testimony are not unreasonable.  In its electric rate decision for Nevada Power Company of March 27, 2002 attached hereto, the Nevada Commission determined that, for ratemaking purposes, the appropriate capital structure for Nevada Power Company was 42.59 percent common equity.
  It also determined that in light of this capital structure the appropriate return on equity was 10.01 percent and that that resultant rate of return was 8.37 percent.  In arriving at its appropriate return on equity of 10.01 percent, the Nevada Commission expressly recognized the inverse relationship between capital structure and return on equity, and increased by 0.01 percent the return on equity of 10.0 percent based on a capital structure of 43.11 percent common equity that it relied on due to its determination the appropriate capital structure was 42.59 percent common equity.
  The return on equity of 10.01 percent coupled with the capital structure of 42.59 percent resulted in the rate of return of 8.37 percent.
  In this case the Staff will be recommending a capital structure of 59.08 percent common equity and no party has disputed that capital structure in prefiled testimony.  Given the inverse relationship between return on equity and capital structure and the Nevada Commission’s decision, it is quite apparent that Staff witness Bible’s recommended return on equity of 8.91 to 9.91 percent and resulting rate of return of 8.01 to 8.61 percent are not “completely outside the zone of reasonableness” or “well outside the zone of currently authorized rates of return for electric utilities in the United States” as alleged by Union Electric Company.

4.
Despite Union Electric Company’s apparent attempt to limit the field of experts, this Commission is made up of a body of experts in matters under this Commission’s jurisdiction.  See State ex rel. Inter-City Beverage Co., Inc. v. Missouri Public Service Commission, 972 S.W.2d 397 (Mo. App 1998)
; State ex rel. Associated Natural Gas Company v. Public Service Commission of Missouri, 706 S.W.2d 870 (Mo App. 1986)
; State ex rel. Missouri Service Co. v. Fraas, 627 S.W.2d 882 (Mo. App. 1982).

5.
In its Report and Order issued May 3, 2001 in the case In the matter of St. Louis County Water Company for Authority to File Tariffs Reflecting Increased Rates for Water Service, Case No. WR-2000-844, Commissioners Lumpe, Simmons (now Chair) and Gaw of this Commission concurred in describing the positions of the parties on the contested issue of return on equity as follows:

3. What return on equity (ROE) should the Commission authorize?
 

The parties have resolved all issues related to the Company's cost of capital with the exception of the rate of return on equity.

Staff witness McKiddy used the continuous growth Discounted Cash Flow (DCF) model, a market-oriented approach, to determine AWK’s cost of common equity.  The Commission agrees with Ms. McKiddy's synopsis of the DCF model:

This model relies upon the fact that a company's common stock price is dependent upon the expected cash dividends and upon cash flows received through capital gains or losses that result from stock price changes. The rate which discounts the sum of the future expected cash flows to the current market price of the common stock is the calculated cost of equity.

 



Because the Company's stock is not publicly traded (it is held by its parent, AWK
[3]), the DCF model cannot be used to directly analyze its cost of equity.  AWK's stock is publicly traded, and Ms. McKiddy determined its cost of equity and applied it to the Company. She calculated a growth rate range of 6.75 percent to 7.75 percent using historic and projected data from a number of sources. She calculated a dividend yield using AWK's monthly high/low average stock price from June 1 through September 1, 2000, and Value Line's estimate 10[4] of AWK's average dividend for 1999 and 2000.  This calculation resulted in an average dividend yield of 3.50 percent, and this is the figure Ms. McKiddy used in her DCF cost of equity estimate.  Adding the dividend yield to the growth rate results in Staff's recommended cost of equity of 10.25 to 11.25 percent.

Ms. McKiddy also performed both a risk premium analysis and a capital asset pricing model (CAPM) analysis on AWK to check the reasonableness of her DCF analysis.  Both of these analyses yielded results that confirmed the accuracy of the DCF calculation.  In addition, she performed DCF, risk premium, and CAPM analyses on a group of five water utilities she considers comparable to AWK.  All of these analyses, she concludes, support her recommended cost of equity of 10.25 to 11.25 percent.  In conclusion, Ms. McKiddy notes that Value Line predicts that the water utility industry will earn 11.00 percent on equity in 2000 and 2001.  The Commission finds that Ms. McKiddy's application of the DCF model is the most appropriate of the three in this case for determining the cost of equity.

Ms. McKiddy stated that, in her opinion, it is appropriate to apply AWK's cost of equity to the Company with no adjustments because they are in the same general line of business and have comparable capital structures. 

Public Counsel witness Burdette also primarily used a DCF approach. He analyzed AWK and three other publicly traded water utilities.  His analysis of AWK resulted in a cost of equity range of 8.34 percent to 13.75 percent, and his analysis of the other three companies resulted in a cost of equity range of 6.20 percent to 11.54 percent.  The midpoint of Mr. Burdette's DCF cost of equity for AWK is 11.05 percent.  Mr. Burdette's recommended cost of equity relies more on the calculations from his comparable group than from AWK, and the results of the initial calculations performed on his data were significantly adjusted based on his judgment. 

Company witness Walker did not, as did Staff and Public Counsel, use the DCF as the primary analysis to be checked with other analyses.  Rather he "used several models to help" him formulate a cost of equity recommendation.  Notably, the DCF model yields the lowest return on equity percent of his three approaches.  Mr. Walker also relied on analyses of electric utilities to estimate the Company's return on equity, despite significant differences between the water industry and the electric industry. 

In the matter of St. Louis County Water Company, Case No. WR-2000-844, Report and Order, pp. 12-14.  For its analysis on this issue the majority stated:

3. What return on equity (ROE) should the Commission authorize?
Staff recommends that the Commission establish a ROE between 10.25 percent to 11.25 percent, and prefers the midpoint of that range, 10.75 percent.  The Company proposes a value of 12 percent and Public Counsel proposes 10 percent.  The Commission has for many years judged the DCF method to be the most reliable for calculating a utility's cost of equity:

The Commission has consistently found Discounted Cash Flow (DCF) analyses to be appropriate for determining a rate of return on equity.  . . . This is because it is relatively simple to apply and measures investor expectations for a specific company.  . . . [T]he DCF analysis is considerably more systematic and allows this Commission to treat all utilities it regulates in a consistent manner. 10[7]
 

The Commission concludes that the evidence in this case shows the DCF model to be the best approach.  The Commission also concludes that, of the applications of the DCF model in this case, Staff's DCF analysis of AWK is the most pertinent to the determination of the Company's cost of capital.  Staff's approach is the best because it uses the most directly comparable substitute and because it is the "purest" application of the DCF model in the sense that it relies primarily on publicly reported data with little adjustment by the analyst.  It is also the most appropriate because it uses the best proxy for the Company:  the Company's parent.  Staff simply applied the DCF method to the publicly-traded common stock of the Company’s parent, AWK, and imputed that result to the Company.  This is appropriate because the Company and AWK are in the same general line of business and have similar capital structures. Whenever possible, actual market data should be used to determine the cost of equity.  Investors in AWK are investing in all of the companies that make up AWK, including the Company, and no risk adjustment is justified.  The analyses performed by Public Counsel witness Burdette and Company witness Walker do not as accurately reflect the cost of equity for the Company because their proxy groups do not as closely approximate the Company as does AWK.  In addition, they both made significant adjustments to the results of their DCF analyses.  Mr. Walker's use of electric utilities to determine the Company's ROE is a significant flaw.

After considering all of the evidence and the arguments of the parties, the Commission determines that the appropriate return on equity for the Company is 10.75 percent.  10.75 percent is close to the average return Value Line predicts that the water utility industry will earn in 2000 and 2001.  It is also very close to the midpoint of the range calculated by Public Counsel witness Burdette's DCF analysis of AWK (11.05 percent).  It is near the midpoint between Public Counsel's recommended ROE of 10 percent and the Company's recommended ROE of 12 percent.  Finally, it is the midpoint of Staff's range, and is the recommendation of Staff witness McKiddy.

In the matter of St. Louis County Water Company, Case No. WR-2000-844, Report and Order, pp. 25-26.

The testimony of Staff witness Bible filed with Union Electric’s motion as an Appendix and tabbed A-H, shows that the approach he employed is the same as that the Commission recently approved in In the matter of St. Louis County Water Company, Case No. WR-2000-844.  While parties may debate the appropriateness of using that approach in the circumstances of this case, clearly the approach itself is recognized by experts on rate of return—Commissioners of this Commission; therefore, the testimony of Staff witness Ronald L. Bible is not inadmissible on the grounds raised by Union Electric Company.

WHEREFORE, the Staff requests the Commission to overrule Union Electric Company’s Motion to Exclude the Testimony of Staff witness Ronald L. Bible.
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� In re Nevada Power Company, NevPSC Case No. 01-10001, p. 21, para. 94.


� In re Nevada Power Company, NevPSC Case No. 01-10001, p. 21, paras. 94-98.


� In re Nevada Power Company, NevPSC Case No. 01-10001, p. 8, para. 38.


� In re Nevada Power Company, NevPSC Case No. 01-10001, p. 12, para. 54 and p. 21, paras. 95-98.


� In re Nevada Power Company, NevPSC Case No. 01-10001, p. 21, para. 98


� “The legislature, realizing that to make proper classification as to the service rendered and the applicable rate for such service, has wisely left the technical facts to be determined by experts of the Public Service Commission.”  972 S.W.2d 400-01.


� “Moreover, the Commission’s order does not become suspect by reason of the fact that it is challenged.  It is the product of expert judgment which carries a presumption of validity.”  706 S.W.2d at 873.


� “The choice of method with which to meet the inflation problem rests largely within the expert discretion of the administrative body . . .”  672 S.W.2d at 889.








PAGE  
5

