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Introduction


The Office of the Public Counsel asks the Public Service Commission to overrule Missouri Gas Energy's Motion to Exclude Certain Testimony and Opinions of Travis Allen filed on June 18, 2004.  MGE seeks to strike Mr. Allen’s Direct, Rebuttal and Surrebuttal testimony alleging that Mr. Allen does not have the requisite education, training, skill or knowledge needed to proffer an expert opinion on what the Commission should find to be a fair and reasonable rate of return for MGE as required by subsection 1 of Section 490.065, RSMo 2000.  MGE asserts in the alternative that if the Commission determines that Mr. Allen has the requisite education, training, skill and knowledge needed to proffer an expert opinion regarding a fair and reasonable rate of return for MGE his opinions are based on unreliable data and methodologies and pursuant to subsection 3 of Section 490.065 should be excluded.

A review of Mr. Allen’s prefiled testimony and the record evidence in this proceeding amply demonstrate that Mr. Allen possesses the necessary education, training, skill and knowledge to offer his expert opinion, consistent with the requirements of subsection 1 of Section 490.065, regarding a fair and reasonable rate of return for MGE.  Moreover, Mr. Allen’s opinions are based upon well accepted methodologies and rooted in the type of data reasonably relied upon by experts in the field for determining a reasonable and fair rate of return for a regulated public utility in accordance with the requirements of subsection 3 of Section 490.065.

Argument
I.  Relevant Standard


Public Counsel believes the relevant standard for admissibility of expert testimony in proceedings before this Commission is found in Section 490.065 of the Missouri Revised Statutes.  Specifically at issue in this dispute are subsections 1 and 3 of Section 490.065 that provide in pertinent part:

1.
In any civil action, if scientific or other specialized knowledge will assist the trier of fact to understand the evidence or to determine a fact in issue, a witness qualified as an expert by knowledge, skill, experience, training, or education may testify thereto in the form of an opinion or otherwise.

3.
The facts or data in a particular case upon which an expert bases an opinion or inference may be those perceived by or made known to him at or before the hearing and must be of a type reasonably relied upon by experts in the field in forming opinions or inferences upon the subject and must be otherwise reasonably reliable.


The Missouri Supreme Court in State Board of Registration for the Healing Arts v. McDonagh, 123 S.W.3d 146 (Mo. banc 2003) explicitly stated that RSMo. § 490.065 is the only standard for admissibility of expert testimony in civil or administrative cases stating:


[T]his Court expressly holds that to the extent that cases since Lasky have suggested that the standard of admissibility of expert testimony in civil cases is that set forth in Frye or some other standard, they are not longer to be followed.  The relevant standard is that set out in section 490.065.

Id. at 153.  To further illustrate the point that federal cases such as Frye and Daubert are not controlling in Missouri, Justice Wolfe in his separate opinion in McDonagh stated:


Forget Frye.  Forget Daubert.  Read the statute.  Section 490.065 is written, conveniently, in English.  It has 204 words.  Those straightforward statutory words are all you really need to know about the admissibility of expert testimony in civil proceedings. 

Id. at 160.


Inexplicably, MGE in its Motion continues to cite to federal case law in support of its incorrect assertions.  As will be discussed below, in accordance with Missouri Supreme Court and Court of Appeals decisions, Public Counsel witness Mr. Allen is appropriately qualified to offer an expert opinion on the appropriate rate of return for MGE and Mr. Allen utilized the type of information relied upon by experts in the field in forming opinions regarding the appropriate rate of return for a regulated public utility.

II.  Pursuant to the Requirements of Section 490.065.1 Mr. Allen Is Qualified to Offer Expert Testimony.


Section 490.065.1 requires that a witness proffered as an expert must be “qualified as an expert by knowledge, skill, experience, training or education . . .”  The qualification of a witness as an expert rests within the discretion of the Commission. Emerson Electric Company v. Crawford & Company, 963 S.W.2d 268, 271 (Mo. App. 1997), citing Seabaugh v. Milde Farms, Inc., 816 S.W.2d 202, 208 (Mo. banc 1991); Sanders v. Hartville Milling Company, 14 S.W.3d, 188, 205 (Mo. App. 2000) (“The trial court has discretion to determine an expert’s qualifications to testify on specific matter.”).


In order for a witness to be qualified as an expert, it must be shown by reason of education or specialized experience that the witness possesses superior knowledge of a subject about which persons having no particular training are incapable of forming an accurate opinion or of drawing correct conclusions. Donjon v. Black & Decker, Inc., 825 S.W.2d 31, 32 (Mo. App. 1992).  In the case at bar, Mr. Allen obviously possesses superior knowledge about determining the rate of return for a regulated public utility than a person having no particular training.  In fact, the record evidence demonstrates that based upon Mr. Allen’s education, knowledge, skill and training, he is fully qualified pursuant to subsection 1 of Section 490.065 to offer his expert opinion regarding the appropriate rate of return for MGE.


First, Mr. Allen possesses the appropriate educational background to testify as an expert witness regarding the cost of capital for a regulated public utility such as MGE.  Mr. Allen has a Bachelor of Science degree in Business Economics and Finance with a specialization in Financial Markets and Institutions from Southern Illinois University-Edwardsville. (Ex. 300, p. 1, l. 17-19).  Mr. Allen graduated magna cum laude. (Tr. p. 399, l. 8-11).  During voir dire Mr. Allen described numerous classes he took as an undergraduate student that dealt with using the discounted cash flow method, the capital asset pricing method and the determination of an appropriate capital structure. (Tr. p. 411, l. 8-25; pps. 412-414; p. 415, l. 1-13).


Mr. Allen also earned a Master of Science degree in Business Economics and Finance with a specialization in Finance for Southern Illinois University-Edwardsville.  (Ex. 200, p. 1, l. 19-21).  During voir dire, Mr. Allen described numerous graduate level classes that he took that dealt with the issue of determining the cost of capital for a firm and determining the appropriate capital structure. (Tr. p. 415, l. 23-25; pps. 415-417, p. 419, l. 1-23).  On this educational basis alone, Mr. Allen has demonstrated expertise in the relevant areas of inquiry far beyond that of a layperson.


MGE seizes on the fact that Mr. Allen had not applied a discounted cash flow analysis or other financial models to utilities like MGE. (MGE Memorandum at p. 5).  So what.  As Mr. Allen testified at hearing and during his deposition that that “fact” is irrelevant, the application of the discounted cash flow method, the capital asset pricing method (“CAPM”) or other financial models can be applied to different industries. (Tr. p. 418, l. 15-23; Ex. 217, p. 25, l. 14-23).  The fact that this is the first time Mr. Allen has applied the discounted cash flow method to a regulated natural gas utility does not render Mr. Allen unqualified.


Mr. Allen also testified that prior to filing his direct testimony in this proceeding he read and relied upon the following books in preparing his testimony:

· Principles of Corporate Finance by Stewart Myers and Richard Brealey

· Cost of Capital to a Public Utility by Dr. Myron Gordon

· Fundamentals of Investment by Gordon Alexander and William Sharp

· Investment Analysis and Portfolio Management by Steven Ross, Randy Westerfield and Bradford Jordan

· Cost of Capital, a Practitioner’s Guide by David Parcell

(Tr. p. 420, l. 17-25; p. 421).  Mr. Allen also testified that he reviewed the ValueLine Investment Survey, C.A. Turner Utility Reports, Ibbotson & Associates Yearbook 2002 and 2003, Southern Union Company’s 2003 Annual Report, and MGE responses to Public Counsel data requests. (Tr. p. 423, l. 2-9).  Mr. Allen also reviewed the Bluefield Waterworks and Improvement Company v. Public Service Commission case and the FTC v. Hope Natural Gas case. (Tr. p. 423, l. 10-15).  Finally, Mr. Allen reviewed numerous cost of capital testimonies filed in other cases before the Commission. (Tr. p. 423, l. 16-25; p. 424, l. 1-12).


Mr. Allen also received training from John Tuck, the Senior Investment Officer for the Public School and Non-Teacher Retirement System of Missouri and a former Public Utility Financial Analyst for the Office of the Public Counsel.  Mr. Tuck provided Mr. Allen further insight regarding the determination of the appropriate cost of capital for a public utility.  This specific training further provided Mr. Allen with more knowledge regarding the issues of capital structure and rate of return.


MGE in its Motion offers a litany of other “reasons” Mr. Allen allegedly fails to meet the requirements of subsection 1 of Section 490.065 including the following: he is not a certified rate of return analyst, does not have a PhD, has published no articles or textbooks, and taught no classes
; this is Mr. Allen’s first job and he had been employed only one month prior to filing direct testimony in this proceeding. (MGE Memorandum at p. 5).  MGE concludes “[o]ne month of reading – and an occasional conversation with a former OPC employee – cannot be sufficient to create expertise in a field as complex as utility finance.”  What MGE neglects to say speaks volumes.  Mr. Allen has six years of higher education in the field of finance.  MGE’s claim that Mr. Allen only had one month of exposure to the field is simply wrong.  As the above discussion demonstrates, Mr. Allen via his education, knowledge and training has acquired more than enough knowledge to qualify as an expert.  As the Commission noted in its Order Regarding MGE’s Motion to Exclude Certain Testimony and Opinions of David Murray (GR-2004-0209 June 8, 2004 p. 2-3) “the statute [490.065.1] does not require that a witness possess any specific education level or experience to be qualified to offer an expert opinion.  There is no magic level of education or training at which a witness immediately qualifies as an expert.”


In Missouri, the witness must have knowledge from education or experience which will aid the trier of fact to qualify as an expert. Sanders, 14 S.W.3d at 205.  Mr. Allen has the knowledge from education that will assist the Commission in making the appropriate capital structure and cost of capital determinations in this proceeding.  In Emerson Electric Company, the Court discussed how to determine whether a particular witness qualified as an expert:


The issue in determining whether a witness is an expert is not a determination of whether there is another better qualified witness; rather, the question is whether this witness possesses a “peculiar knowledge, wisdom or skill regarding the subject of inquiry, acquired by study, investigation, observation, practice or experience.”

Emerson Electric Company, 963 S.W.2d at 271.  Mr. Allen possesses peculiar knowledge regarding the determination of an appropriate capital structure and fair rate of return for MGE acquired by his education and investigation.


MGE’s objection merely goes to the extent of Mr. Allen’s experience.  The extent of an expert’s experience or training goes to the weight of his testimony and does not render the testimony incompetent. Donjon v. Black & Decker Inc., 825 S.W.2d 31, 33 (Mr. App. 1992).  See also Emerson Electric Company, 963 S.W.2d at 271.  Furthermore, Missouri’s courts have generally held that “[I]f the witness has some qualifications, the testimony may be permitted.” Whitenell v. State, 129 S.W.3d 409, 413 (Mo. App. 2004).


A fair reading of the record evidence and of Mr. Allen’s testimony demonstrates that under Section 490.065.1 Mr. Allen’s testimony is admissible and that Mr. Allen possesses the specialized knowledge that will assist the Commission in understanding the financial and rate of return evidence and to determine the rate of return issues in this case.


MGE’s citation to Johnson v. State, 58 S.W.3d, 496 (Mo. 2001) and Irwin v. St. Louis-San Francisco Railway Co., 30 S.W.2d 56 (Mo. 1930) are easily distinguished from the case at bar and do not support MGE’s position.  In Johnson the State brought a petition to classify Mr. Johnson as a sexually violent predator pursuant to Section 632.486.  The State presented Gerald Hoeflein, a Department of Corrections employee to testify that Mr. Johnson was a sexually violent predator.  The defense objected to Mr. Hoeflein because he was not qualified as an expert to render such an opinion since he was neither a psychologist nor a psychiatrist, and thus he would not be permitted to make diagnoses of mental abnormalities. Id. at 498.  The Court agreed with the defense stating:


The “diagnoses” Hoeflein was permitted to make while working at the department of corrections had to be approved and presumably reviewed by a supervising licensed psychologist; thus, Hoeflein should not have been permitted to testify to his “diagnoses” as “an expert” at trial.  While his experience treating sex offenders conceivably would qualify him to testify as an expert on many issues, diagnoses of mental disorders is not even arguably within his area of expertise, and his testimony on that point should have been excluded.

Id. at 499.  The facts in Johnson stand in stark contrast to the facts in this case.  In Johnson Mr. Hoeflein did not even arguably have expertise to diagnose a mental disorder.  In this case, Mr. Allen has both a bachelors and a masters degree in finance.  He has taken classes dealing exclusively with determining the cost of capital for a firm and determining the proper capital structure for a firm and read seminal books regarding the determination of the cost of capital for a public utility.  Simply put, Mr. Allen has the appropriate background to provide an expert opinion regarding the appropriate capital structure and fair and adequate rate of return for MGE.


Nor does Irwin help MGE.  First, the Irwin case was decided in 1930.  Section 490.065 was passed into law in 1989, some fifty-nine years after the decision in Irwin.  Second, the Court noted that there was an abundance of evidence on the breaking question, “and, if error, it was not prejudicial.” Irwin, 305 S.W.2d at 59.

III.  Mr. Allen Utilized the Type of Information Relied Upon by Experts in the Field in Forming His Opinions Consistent with the Requirements of § 490.065.3.


Section 490.065.3 requires that the facts or data upon which an expert bases an opinion must be the type reasonably relied upon by experts in the field in forming opinions and that information must otherwise be reasonably reliable.  The record evidence and a review of Mr. Allen’s testimony demonstrates that the facts and information upon which he relies for his opinion testimony are the type reasonably relied upon by experts in the field to form opinions on the subject of capital structures and rate of return.  While the facts and data relied upon by an expert must be the type reasonably relied upon by experts in the field, section 490.065 does not suggest that conclusions reached in reliance on such facts and data must be in conformity with the general consensus or generally accepted. McDonagh, 123 S.W.3d at 157.

The data and sources that Mr. Allen relied upon are well-recognized sources of financial information and are standard sources of information for use by financial analysts in Missouri Public Service Commission cases.  Use of the discounted cash flow (“DCF”) model is a well-recognized methodology in many fields, and in particular public utility regulation.  MGE's witness John Dunn testified in his May 6, 2004 deposition that the discounted cash flow method is a generally accepted method to determine the cost of common equity and is one of the methods he used as did Public Counsel witness Allen.  (Ex. 844, p. 136).  He went on to say that every survey Dunn has seen says that DCF is the most accepted methodology for ratemaking purposes and is a superior model to Risk premium analysis and the capital asset pricing method (CAPM).  (Ex. 844, p. 137.)  The DCF has been the subject of peer review articles and is accepted by numerous public service commissions.  (Ex. 844, p. 137)

Mr. Allen’s use of the discounted cash flow as a basis of his opinion is not unique or an aberration.  The Missouri Public Service Commission has recognized and adopted the discounted cash flow analysis.  (See, Staff v. SWBT, 29 Mo PSC (N.S.) 607, 651: “The Commission finds that for determining the ROE for SBC, the constant growth DCF method is the most reasonable.  CAPM, risk premium and comparisons with comparable companies can provide a check on the reasonableness of the results of the DCF method, but have not been shown to be more reliable or trustworthy because they are ore complicated or more recently developed.”) 

The methodology employed by Mr. Allen is sound.  Reasonable persons could disagree about the inputs for that methodology and the manner in which the inputs are developed. MGE's issues concerning Mr. Allen’s analysis go to the underpinnings of Mr. Allen’s opinions, matters which go to his credibility, not to the admissibility of his prefiled testimony.  

The facts and information upon which Mr. Allen relies for his opinion testimony are a type reasonably relied upon by experts in the field to form opinions on the subject of rate of return.  Section 490.065.3.  He may not have first hand knowledge of all the information he used as a resource, but he used sources that are otherwise held by members in the financial community as reliable sources.  His use of these sources was reasonable and serve as a sufficient basis of worthiness for reliance.  Wulfing v. Kansas City Southern Industries, Inc., 842 S.W.2d 133, 151 (Mo.App. W.D., 1992).  Mr. Allen’s testimony meets the requirements of Section 490.065.3, RSMo as being based on the type of information and knowledge reasonably relied upon by experts on that subject in that field.
Finally, Mr. Allen’s opinion testimony reasonably contains the foundational facts necessary to meet the minimum standards of reliability as a condition of the admissibility of his opinion.  The question of whether the facts and data upon which he relied is “otherwise reasonably reliable” and, therefore, complies with Section 490.065.3, is left to the independent judgment of the Commission.  However, like the trial judge in a civil case, the Commission has discretion in deferring to an expert’s assessment of what data is reasonably reliable so long as the exercise of that discretion is consistent with the logic of the circumstances and is not arbitrary or unreasonable.  Whitnell v. State, supra, 416-417; Sanders v Hartville Mill. Co., supra, 208. Mr. Allen’s testimony complies with Section 490.065.3

Capital Structure
MGE alleges that Mr. Allen’s use of Southern Union’s actual capital structure is inappropriate.
  Of course, what MGE does not say is that Southern Union’s capital structure is the capital structure that investors must look at in making their investment decisions. (Tr. p. 658, l. 3-16).  The only capital structure that is truly known, measurable and identifiable is the consolidated capital structure.  Moreover, the investment community recognizes the consolidated capital structure of Southern Union, including the Panhandle debt:  

“Unlike other gas utilities that maintain an equity level nearly equal to debt, SUG has a highly leveraged balance sheet following its recent acquisition.  As of December 31, 2004, common equity represented only 26% of total capitalization.” (A.G. Edwards, Gas Utilities Quarterly Review, April 5, 2004, p. 70).

MGE also ignores the fact that the reason why its capital structure has so little equity compared to comparable companies is the result of explicit decisions on the part of management to lever up the capital structure and invest in companies like Panhandle Eastern.  In GR-98-140 MGE’s last contested rate case proceeding, this Commission explicitly recognized MGE’s capital structure is a result of management decisions stating “[w]hile MGE argued its capital structure was riskier than all other companies, MGE’s risk level decreased April 1998 when its ratings improved to BBB+.  Further, management determines the capital structure.”  7 Mo P.S.C. 394, 404, (1998).  Indeed, in previous Commission cases, consolidated capital structures have been used and adopted by this Commission.  See: In the Matter of Aquila, Case No. ER-97-294.  In fact, MGE witness Dunn has recommended use of a consolidated capital structure in cases before this Commission. (Ex. 827, p. 29, l. 8-13).

Simply because MGE disagrees with Mr. Allen’s use of a consolidated capital structure is not a reason to disallow his testimony. Alcorn v. Union Pacific Railroad Co., 50 S.W.2d 226, 246 (Mo. 2001).  MGE spends numerous pages in its Memorandum expressing why it disagrees with Mr. Allen.  These incorrect arguments will be dealt with in Public Counsel’s initial brief.


Mr. Allen’s use of Southern Union’s capital structure is wholly appropriate in this proceeding.  This is the capital structure investors must look at in making their investment decisions.  Use of this capital structure does not result in Mr. Allen’s testimony running afoul of Section 490.065.3.

Proxy Group
At pages ten through twelve of its Memorandum MGE asserts that Mr. Allen failed to select comparable companies for use in his analysis because he “uses virtually no substantive guidelines for filtering out non-comparable companies based on differences in business or financial risk.” (MGE Memorandum at pp. 10-11).   MGE is just plain wrong in its assertion. 

Mr. Allen in his Direct Testimony Exhibit 200 Appendix F sets out both the quantitative and qualitative guidelines that he utilized in establishing his proxy group of companies.  In fact, Mr. Allen’s eight proxy group companies are wholly encompassed in MGE witness Dunn’s fifteen proxy group companies.  A review of Appendix F to Mr. Allen’s direct testimony demonstrates that he did compare bond ratings, beta coefficients and safety issues.

MGE cites to witness Morin’s book at page 12 of its Memorandum noting “. . . if substantial capital structure differences exist between the utility and the reference companies, all else being equal, [a] remedial correction . . . is necessary . . . (emphasis added.).  The key phrase is “all else being equal . . .”  As the evidence in this proceeding demonstrates MGE’s capital structure contains so little equity because of management decisions made by Southern Union Company (Tr. p. 676, l. 18-24; Ex. 203, p. 8, l. 10-17).  If one compares to overall risks of Mr. Allen’s comparable companies, all else being equal, those companies are appropriate proxies for use in this analysis.  As noted by Mr. Tuck in response to questions from Chairman Gaw:


But as I had said before, I don’t think any analyst in this case has done the sort of all encompassing analysis of all the risk differences between these companies to make an assessment as far as which one in total has more or less business risk.  And I think it would be mind-boggling if anyone tried to do that.  It would be incapable of understanding what those results are.


So I think it’s reasonable to believe that if the comparable companies seem to have been rationally chosen, believe that those comparable companies are indeed comparable.  That when you net out all of those risk differences, that net, they’re going to be about the same.

Q.
Is that the same reason that it’s generally accepted practice to used comparables, because it is so difficult to assess all of the different risk factors that would have to be employed to do this without  -- without --

A.
That assumption of comparability, I believe that’s one of the very important reasons, yes.

(Tr. p. 687, l. 7-25; p. 688, l. 1-3).


Simply put, Mr. Allen’s use of eight comparable companies for a proxy group for MGE was appropriate.  Mr. Allen appropriately screened his companies for both quantitative and qualitative factors.  Mr. Allen’s testimony meets the requirements of Section 490.065.3 as being based on the type of information and knowledge relied upon by experts on that subject in that field.


Flotation Costs

With absolutely no supporting analysis, MGE alleges that Mr. Allen’s rate of return calculations are “unreliable” because he failed to account for equity flotation costs in his DCF calculation. (MGE Memorandum at p. 12).  MGE’s assertion that Mr. Allen’s rate of return calculations are “unreliable” because he failed to account for equity flotation costs in his DCF calculation are just plan wrong.


First, this Commission has denied flotation costs it the past. (In the Matter of Capital City Water, WR-94-297 Feb. 8, 1995, p. 16 “The Commission is not adopting the company’s DCF approach because the Company included a quarterly compounding adjustment and flotation cost adjustment.  The Commission is of the opinion that these upward adjustments to the return on equity using the DCF approach are not appropriate.”; In the Matter of Kansas Power and Light, GR-91-291 Jan. 22, 1992, p. 25 “The Commission determines that these flotation costs should be accounted for in establishing the appropriate cost of equity for Company.”)  In fact, MGE witness Morin testified at his deposition that in his experience half of the utility commissions do not allow flotation cost adjustments. (Ex. 3, Sch. JCD-3, p. 93, l. 21-24; p. 84, l. 1-13).


Second the record evidence demonstrates that the reason MGE must issue equity is because its acquisition of Panhandle Eastern Pipeline.  Granting a flotation cost adjustment would violate the Stipulation and Agreement in GM-2003-0238.  Part E of the Stipulation and Agreement states:

Southern Union will not recommend any increase or claim Staff should make an adjustment to increase the cost of capital for MGE as a result of the Transaction.  Any increases in cost of capital Southern Union Seeks for MGE will be supported by documented proof: (1) that the increases are a result of factors not associated with the Transaction; (2) that the increases are not a result of changes in business, market, economic or other conditions for MGE caused by the Transaction; or (3) that the increases are not a result of changes in the risk profile of MGE caused by the Transaction.   Southern Union will ensure that the retail distribution rates for MGE ratepayers will not increase as a result of the Transaction.

The record evidence demonstrates that Southern Union must sell common equity because it acquired Panhandle and took on approximately $1.2 billion in additional debt. (Ex. 203, p. 45, l. 16-22; p. 46, l. 1-7).  Granting a flotation cost adjustment would be contrary to the Stipulation and Agreement in GM-2003-0238.


Finally, there are theoretical reasons for not including a flotation cost adjustment that are detailed in Mr. Allen’s rebuttal testimony Exhibit 201 at pages 15 through 17 and Mr. Tuck’s surrebuttal testimony Exhibit 203 at pages 43 through 46.  Simply put, Mr. Allen’s calculation of the rate of return for MGE was wholly correct to exclude a flotation cost adjustment.


Retention Growth Rate

MGE incorrectly alleges that Mr. Allen’s rate of return calculations are unreliable because he did not recognize the “inherent circularity” of retention growth rates. (MGE Memorandum at p. 12).  What MGE fails to state is that the retention growth rate (sustainable growth rate) is a widely accepted method to determine the growth component of the DCF analysis that has wide support by experts in the field.


The retention growth rate was utilized by Dr. Myron Gordon in his seminal work the Cost of Capital to a Public Utility (Michigan State Press 1974).  The retention growth rate was mandated for use by the Federal Energy Regulatory Commission.  The retention growth rate has received endorsement in several finance texts: Investment Analysis and Portfolio Management, Reilly, 1985 p. 289; Investment Analysis and Portfolio Management, Cohen, Zinberg, and Zeikel, 1982, p. 397; Investments, Sharpe, 1985, p. 427;  Public Utility Economics and Finance, Howe and Rasmussen, 1982, p. 134; Principles of Corporate Finance, Bresley and Myers, 1984, p. 50.


In fact, MGE witness Morin in his book Regulatory Finance Utilities’ Cost of Capital, (1994) at page 140 notes there are three general approaches to estimating growth for the DCF:

· historical growth rates

· analysts’ forecasts

· sustainable growth rates

Witness Morin acknowledged in his deposition that the retention growth (sustainable growth) method was an appropriate way to determine the growth component for the DCF model. (Ex. 2, Sch. JCD-3, p. 68, l. 20-25; p. 69, l. 1-14).


MGE’s circularity argument is incorrect.  As noted at pages 35 through 37 of the Surrebuttal Exhibit 203 of Public Counsel witness Mr. Tuck discusses why this argument is wrong.  The fact of the matter is that the market-derived cost of equity determination produced by the DCF model is self-correcting. (Ex. 203, p. 36, l. 18-22).  MGE witness Morin notes this fact in his book at page 161 noting “[t]he circularity problem is somewhat dampened by the self-correcting nature of the DCF model.”   The alleged “circularity” problem does not cause Mr. Allen’s rate of return testimony to run afoul of subsection 3 of Section 490.065.

Capital Asset Pricing Model
With absolutely no supporting analysis, MGE alleges Mr. Allen failed to adopt betas
 for use in his Capital Asset Pricing Model (“CAPM”) (MGE Memorandum p. 12).  In fact, MGE witnesses Dunn and Morin fail even to mention this alleged “problem” in their respective rebuttal testimonies.

A review of Schedule TA-9 shows that Mr. Allen used an average beta of .74 for purposes of his analysis.  This beta is wholly consistent with the industry average beta as confirmed by MGE witness Morin. (Tr. p. 1727, l. 18-21).  Indeed, witness Morin stated MGE is about 75 percent as risky as the stock market as a whole. (Tr. p. 1702, l. 13-20).  Thus witness Morin testified to his belief that MGE had a beta of .75.  This fully supports Mr. Allen’s use of a beta of .74 in his analysis.

MGE excerpts a portion of witness Morin’s deposition to support its assertion that Mr. Allen’s CAPM analysis is incorrect.  However, witness Morin readily admitted that he did not do any assessment of Mr. Allen’s testimony and did not offer any specific recommendation with regard to capital structure or rate of return for MGE. (Tr. p. 1693, l. 12-16; Tr. p. 1694, l. 3-10).

The alleged failure of Mr. Allen to adjust his .74 beta to reflect MGE’s “risk” is simply not supported by the record evidence.  Even MGE’s own witness Morin believes MGE’s beta is .75.  Mr. Allen used data that is relied upon by experts in the field and therefore wholly consistent with the requirements of Section 490.065.3.

Conclusion

The Commission should deny MGE’s motion because under the standards in Section 490.065, RSMo 2000 Mr. Allen’s testimony and his expert opinions are admissible in this case in that:

(1) this information and knowledge will assist the Commission in determining rate of return and capital structure issues in this cases;

(2) Mr. Allen has demonstrated that he has the knowledge, skill, experience, training and education sufficient to allow him to testify as to his opinion;

(3) Mr. Allen’s prefiled testimony identifies the facts and data upon which he based his opinions and demonstrates that it is of a type reasonably relied upon by other experts in the field; and

(4) Mr. Allen’s testimony shows that the facts, data and resources he relied upon to base his opinion are “otherwise reasonably reliable.”

Respectfully submitted,
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� MGE witness Morin recognized Dr. Gordon’s book as an authoritative book and noted Dr. Gordon influenced his opinions regarding regulatory finance. (Ex. 3 Sch. JCD-3, p. 64, l. 12-24).


� MGE witness Dunn cites this book as an authority in his rebuttal testimony exhibit 2 and attached excerpts as Rebuttal Schedule JCD-1.


� Of course, MGE witness Dunn does not have a PhD. and has not published any textbooks either.


� MGE cites this case at page 6 of its Memorandum incorrectly alleging under the “some qualification” standard Mr. Allen’s “one month of reading and conversations” cannot equate with expertise.  Of course, MGE fails to mention Mr. Allen’s six years of higher education in which he took numerous finance classes directed at determining the cost of capital for a firm and determining the proper capital structure for a firm.


� MGE cites more federal cases to support its claim.  As noted Section 490.065 controls and federal cases are not controlling.


� MGE at page 7 of its Memorandum claims Mr. Allen used “the capital structure of MGE’s parent, Southern Union Company.”  Counsel for MGE must be unaware of the fact the MGE is a division of Southern Union and thus Southern Union is not MGE’s parent.  Southern Union Company does business in Missouri under the fictitious name Missouri Gas Energy. (Tr. p. 1731, l. 10-13).


� MGE witness Morin testified in this deposition it would be inappropriate to allow a flotation cost adjustment due to the acquisition of Panhandle. (Ex. 3, Sch. JCD-3, p. 33, l. 24-25; p. 34, l. 1-5).


� Beta is a measure of risk against the stock market. (Tr. p. 682, l. 15-25).





PAGE  
6

