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Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

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

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

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

Q.
what is the purpose of this rebuttal TESTIMONY?

A.
I will respond to the direct testimonies of MPSC Staff witness Roberta A. McKiddy and Laclede Gas Company witness Kathleen C. McShane regarding cost of equity and capital structure for Laclede Gas Company.  I will also comment on the direct testimony of Michael T. Cline regarding the Weather Mitigation Clause.

Mcshane’s cost of equity analysis

Q. 
how did ms. mcshane calculate a return on equity for laclede gas company?

A.
Ms. McShane used the Discounted Cash Flow Model (DCF), an equity risk premium analysis relying primarily on the Capital Asset Pricing Model (CAPM), and her interpretation of a comparable earnings test.

Q.
are there problems with ms. mcshane’s analysis?

A.
Yes.  Ms. McShane inappropriately alters or inappropriately applies each of the models she utilizes, and fails to provide supporting evidence for her calculations.  I will discuss each in turn.

Q.
what are your comments regarding ms. mcshane’s dcf analysis?

A.
The DCF model requires the calculation of two components: the expected dividend yield and the long-term expected sustainable growth rate in dividends (Burdette-Direct, page 12, lines 15-22).



Ms. McShane shows the dividend yield she used for each of her comparable companies on McShane-Direct, Schedule 7, in the first column, entitled “Oct-Dec 2001 Dividend Yield.”  However, she shows none of the raw data used to calculate those numbers.  She has not provided the stock prices nor the actual dividend value used to calculate each dividend yield.  For every comparable company except one (WGL Holdings), the dividend yield calculated and utilized by Ms. McShane is higher than the dividend yield calculated by either me or Ms. McKiddy, or both:







   DCF Dividend Yield



Company

Burdette
McKiddy
McShane



AGL Resources

4.68%

4.75%

5.3%



New Jersey Res.


3.88%

4.0%



NICOR, Inc.

4.10%



4.6%



Northwest Nat. Gas
4.40%

4.58%

5.2%



Peoples Energy



5.47%

5.7%



Piedmont Nat. Gas
4.67%

4.58%

4.7%




WGL Holdings

4.96%

4.75%

4.7%


Ms. McShane presents dividend yields for her comparable companies that are higher in every case but one than the dividend yields calculated for the same companies by either me or Ms. McKiddy, yet she fails to disclose to the Commission even the most basic information on how she calculated those values.  



Given the complete lack of evidence provided in support of her dividend yield numbers, the MPSC should dismiss those calculations – and the resulting final DCF cost of equity – as suspect.

q. 
what are your comments regarding ms. mcshane’s dcf growth rate calculations?

A.
For the long-term sustainable growth rate in dividends called for by the DCF, Ms. McShane looked primarily at short-term growth rates and the rates she did look at did not include any information on dividends per share.  Additionally, Ms. McShane failed to consider any historical growth information for the group of companies.  As I stated in my direct testimony:


The growth rate variable, g, in the traditional DCF model is the dividend growth rate investors expect to continue into the indefinite future (i.e., the sustainable growth rate).  This is not necessarily the same growth rate that a company or analysts expect over the next one year or even the next five years.  The sustainable growth rate is rarely the highest growth rate calculated for the company. (Page 14, lines 17-21)


Sustainable growth is determined by analyzing various historical and projected growth rates for the Company.  These growth rates might be calculated from raw data or taken from financial resources such as Value Line Investment Survey.  The growth rates analyzed can include historical and projected growth rates of, for example, earnings per share (EPS), dividends per share (DPS) and book value per share (BVPS).  Analysts also consider retention growth (both historical and projected), which is a calculation of the level of earnings the company retains and does not pay out in dividends. (Page 14, line 23 – page 15, line 2)


Ms. McShane looked at only three growth rates for each of the companies in her proxy group: 1) five-year projected earnings per share as reported by I/B/E/S International; 2) five-year earnings per share as reported by Zack’s Investment Research (First Call); and 3) Value Line’s projected cash flow per share.  She fails to analyze, calculate or use a reasonable proxy for the long-term sustainable growth rate in dividends as is required by the DCF model.

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

A.
Yes.  In the Commission’s most recent litigated rate case, Case No. ER-2001-299, The Empire District Electric Company (dated September 20, 2001), the Commission stated:


Dr. Murry’s analysis of the growth factor is deficient because it depends entirely upon the growth of earnings per share, ignoring the growth of dividends per share and book value per share, and because it is heavily dependent upon projections of future growth, instead of utilizing historical data. The result is a growth rate that is much higher than Empire has ever achieved in recent years, and it is unreasonable to expect Empire to achieve it.  The Commission finds that Public Counsel’s calculations are well reasoned and appropriate for this case.  (Report and Order Case No. ER-2001-299, page 15) [Emphasis added]


Ms. McShane fails to consider a wealth of public information regarding growth for local distribution companies, information that the average investor would indeed consider.  The growth rates Ms. McShane used in her DCF are simply not representative of the long-term investor-expected sustainable growth rate for which the DCF model calls.



 q.
please summarize your comments on ms. mcshane’s dcf analysis.

A.
Ms. McShane’s DCF analysis should not be considered by the MPSC because it is seriously flawed in two important ways.  



First, while she presents dividend yield values that are consistently (and often considerably) higher than the dividend yields calculated for the same companies by either me or Ms. McKiddy, Ms. McShane provides no evidence whatsoever on how she arrived at her calculated values.  



Second, Ms. McShane fails to calculate a long-term sustainable growth rate in dividends that is called for by the DCF.

q.
does that conclude your comments on Ms. McShane’s DCF analysis?

A.
Yes.

q.
please describe an equity risk premium analysis, and the capital asset pricing model in particular.

A.
Equity risk premium analyses assume the existence of a fairly constant differential in return between securities of different risk.  For example, a cost of equity risk premium analysis would assume a constant return differential between a specific Government or corporate bond and common equity securities.



The Capital Asset Pricing Model (CAPM) is an equity risk premium model.  As I stated in my direct testimony, the CAPM is described by the following equation:



K = Rf + ((Rm - Rf)



where,



K = the cost of common equity for the security being analyzed,



Rf = the risk free rate,



( = beta = the company or industry-specific beta risk measure,



Rm = market return,  and



(Rm - Rf) = market premium.


The CAPM assumes a consistent differential in return (the market premium) between the return of the market (Rm) and the risk free rate.  To utilize the CAPM, an analyst must choose or calculate values for 1) the risk free rate, 2) the market premium, and, 3) beta for the company and/or the project.

q.
what are you concerns with ms. Mcshane’s capm analysis?

A.
The problem with Ms. McShane’s CAPM analysis lies primarily in the fact that she calculates a variety of different values for the inputs to the CAPM, and ultimately selects those values that will produce the highest cost of equity estimate.  Her various adjustments and manipulations are not well supported and are rather just presented as fact.

Q.
Please explain.

A.
For example, one input to the CAPM is the market risk premium – the return on the entire market over and above the risk free rate.  Ms. McShane first presents two historical risk premiums of 7.5% and 7.6% (McShane-Direct, page 36, line 23).  She then presents an additional historical risk premium of 7.75-8.0% (page 37, line 7).  She then attempts to calculate a forward looking market premium (McShane-Direct, page 37, line 9 – page 39, line 8) and ends up with a result of 10.5%.  She then presents an additional  forward looking market premium of 9.5% (page 40, line 10).  Finally, she shows one more risk premium of 8.0-9.0%.  At this point, Ms. McShane has presented six different market risk premiums.  



Ms. McShane continues this convoluted analysis until she ultimately arrives at three different values for the equity risk premium, ranging from 5.0% to 6.7% (McShane-Direct, page 44, lines 22-24).  

q.
what is the result of ms. McShane’s risk premium analysis?

A.
After calculating her various market returns and risk premiums, Ms. McShane arrives at a risk premium cost of equity range of 10.5-11.0% (McShane-Direct, page 45, line 2).  She then makes two adjustments that lead her to recommend a cost of common equity of 13.3% (McShane-Direct, page 45, line 17).  

Q.
what is a comparable earnings test?

A.
According to Ms. McShane:


The comparable earnings test provides a measure of the fair return based on the concept of opportunity cost.  Specifically, the test is derived from the premise that capital should not be committed to a venture unless it can earn a return commensurate with that available prospectively in alternative ventures of comparable risk. (McShane-Direct, page 45, lines 25-28) [Emphasis added]

q.
do you agree with ms. mcshane’s description of the comparable earnings test?

A.
Essentially.  The comparable earnings test is an application of the risk-return trade-off, which states that investments of similar risk should provide similar returns.  If this were not the case, the investment of higher risk (yet providing the same return) would not draw capital.  If both investments provided the same expected return, investors would choose the investment with lower risk.

q.
does ms. Mcshane perform an appropriate comparable earnings test?

A.
No, she does not.  Ms. McShane’s analysis violates the primary underlying theme of the test, which is that the analyst looks at firms of equivalent risk.  Instead, Ms. McShane chooses firms that are of decidedly higher risk than Laclede Gas Company, and then attempts to make adjustments to make up for the improper selection.

q.
does ms. Mcshane acknowledge that she selected firms of different risk, requiring her to adjust her results?

A.
Yes, she does.  In discussing the risk of her groups of industrials and local distribution companies selected for analysis, Ms. McShane states:


Although the individual values for the LDCs and Industrials are not identical, they are similar enough so that the returns for the industrials can be used as a point of departure.  To recognize that the betas indicate that the LDCs face lower investment risk, the required adjustment to the industrials returns can be quantified using the relative beta coefficients of the two samples. (McShane-Direct, page 49, lines 4-8) [Emphasis added]


The selection of the proper firms to analyze for a comparable earnings test is similar to the proper selection of, for example, a proxy group of companies to use for the DCF analysis.  The risks and pitfalls associated with improper selection are also similar.  As I stated in my Direct testimony:


Q.  IS THE APPLICABILITY OF THIS RISK-RETURN COMPARISON DEPENDENT ON THE PROPER SELECTION OF PROXY COMPANIES?


A.  Certainly. Only companies of similar risk profiles are appropriate for the proxy group.  Some financial analysts attempt to select a group that is of generally different risk, then make an ad hoc adjustment to calculated returns after the fact to account for those risk differences.  This method is highly subjective and introduces an opportunity for error that simply isn’t necessary.  It also allows the analyst to manipulate his return recommendation via his ‘interpretation’ of the risk differences and resulting adjustment.  



For example, this type of unnecessary, subjective error exists when using electric utility companies as a proxy group in the analysis of returns for a local distribution company, then attempting to make an adjustment for the risk differences between gas and electric utilities.  Choosing comparable gas utilities in the first place avoids the subjective error and the possibility of manipulation. 



Also, an analyst wishing to recommend a higher return on equity will select proxy companies of higher risk, then attempt to make the argument that the company being analyzed also faces this higher risk, thereby ‘justifying’ the higher recommendation. (Page 5, line 19 – page 6, line 8)

q.
what is your conclusion regarding ms. mcshane’s “comparable” earnings test?

A.
The analysis Ms. McShane performs under the guise of a comparable earnings test, is, in fact, not a comparable earnings test.  Her analysis violates the fundamental precept of examining companies of comparable risk.  The results should be ignored by the MPSC, as they provides no insight as to the actual cost of common equity for Laclede Gas Company.  

q.
what is your overall conclusion regarding ms. mcshane’s cost of equity analysis for laclede gas company?

A.
Overall, Ms. McShane’s analysis fails to provide an valuable information to the MPSC regarding Laclede Gas Company’s cost of equity.  Her analysis is rather loose and in many instances no supporting evidence or calculations support her assertions or conclusions.

q.
does that conclude your comments on Ms. McShane’s cost of equity analysis?

A.
Yes.

Ms. mckiddy’s cost of equity analysis

Q.
What are your comments on Ms. McKiddy’s cost of equity analysis?

A.
My concerns regarding Ms. McKiddy’s cost of equity analysis are primarily related to interpretation and not application.  Although she and I did not use exactly the same methods to calculate the various inputs to the financial models utilized, I do believe it is possible to ascertain Laclede Gas Company’s cost of common equity from the analyses Ms. McKiddy performed.

Q.
what are your concerns regarding the manner in which Ms. McKiddy interpreted the results of her cost of equity analysis?

A.
I believe Ms. McKiddy relied too much on her DCF analysis of The Laclede Group and that her recommended range does not consider fully the results of her comparable company DCF analysis nor the results of the other financial models she chose to use.  This resulted in her recommended range for the cost of equity for Laclede Gas Company being somewhat downward biased.  

q.
please explain.



A.
Ms. McKiddy’s DCF analysis for The Laclede Group produced a cost of common equity range of 8.75% to 9.75%.  She then checks the reasonableness of this range by performing a cost of equity analysis on a group of comparable companies which she selected (McKiddy-Direct, page 37, lines 4-7).  Her conclusion is:


However, adding the proposed range of growth from Schedule 24 (5.25-6.25 percent) to the proposed dividend yield from Schedule 26 (4.75%), leads to an estimated range for the cost of common equity for the seven comparable natural gas distribution companies of 10.00 percent to 11.00 percent with a midpoint of 10.50 percent (see Schedule 26).  (McKiddy-Direct, page 39, lines 10-14)


Ms. McKiddy’s comparable company DCF analysis produced a range for the cost of equity of 10.00% - 11.00%.  The lowest DCF cost of common equity Ms. McKiddy calculated for her group of comparable companies is 9.92% for Piedmont Natural Gas Company (McKiddy-Direct, Schedule 26).  I also used Piedmont as one of my comparable companies.  I calculated an average DCF cost of equity for Piedmont of 9.97% (Burdette-Direct, Schedule MB-9), which corresponds well with Ms. McKiddy’s 9.92%.  

q.
what do the results of Ms. McKiddy’s other cost of equity models show?

A.
Ms. McKiddy’s Risk Premium analysis shows an average cost of common equity for her comparable group of 11.06% (McKiddy-Direct, Schedule 28).  Her Capital Asset Pricing Model analysis produces a midpoint cost of equity of 9.71% for her comparable group.  

q.
what do you believe Ms. Mckiddy’s own analyses show in regards to Laclede Gas Company’s cost of common equity?

A.
 Based on the tests of reasonableness Ms. McKiddy performed, I believe her recommended cost of common equity range of 8.75% to 9.75% understates Laclede Gas Company’s cost of common equity.



I believe her analysis lends support to my recommended cost of common equity range of 9.75% to 10.20%.  

q.
what is your overall conclusion regarding ms. Mckiddy’s cost of equity analysis for laclede gas company?

A.
I believe Ms. McKiddy’s primary failure lies in her interpretation of her own analysis.  Her results support my recommended cost of equity for Laclede rather than the lower range she recommends.

Q.
does that conclude your comments on ms. Mckiddy’s cost of equity analysis?

A.
Yes.

Capital Structure

q.
have you altered your conclusions regarding the inclusion of short term debt in laclede’s capital structure since filing your direct testimony in this case?

A.
No.  I believe that Laclede Gas Company’s authorized overall rate of return should be calculated using a capital structure that includes short-term debt.  The level, cost and methods of calculating each, as of the end of the test year, are shown on Schedule MB-5 of my Direct testimony.  

q.
did witnesses mcshane or mckiddy include short-term debt in the capital structure each utilized in their analysis?

A.
Ms. McShane did not calculate an overall rate of return for Laclede Gas Company.  She analyzed cost of equity only.  Company witness Glenn W. Buck addressed short-term debt in his Direct testimony (Buck-Direct, page 10, line 5 through page 11, line 22).



Ms. McKiddy utilized short-term debt in her capital structure.  

q.
do you have concerns with the company’s position on short-term debt?

A.
Yes.  I believe the methods used by Mr. Buck understates the level of short-term debt that should be included in Laclede Gas Company’s capital structure.  The MPSC should refer to my Schedule MB-5, Burdette-Direct, for the appropriate methods to use to calculate the level and cost of short-term debt.  Also, see the rebuttal testimony of OPC witness James Busch for additional information on the Company’s proposed treatment of short-term debt.

Q.
Do you have concerns regarding Ms. Mckiddy’s short-term debt calculations?

A.
Yes. Ms. McKiddy calculated the short-term debt level using a 13-month average of the end-of-month balances.  Given that her calculations include monthly levels and not changes from month to month, using thirteen months is incorrect.  Only if the value being analyzed were changes from month-to-month would thirteen months be necessary in order to create twelve values.  When taking an average of monthly levels, twelve months is the appropriate time period.



Secondly, Ms. McKiddy utilizes end-of-month balances in her calculations.  I believe that average daily balance is a more accurate measure of the actual level of short-term debt used by Laclede.

q.
does public counsel oppose updating capital structure, including short-term debt, to 31 March 2002?

A.
No.  

q.
what is the updated capital structure  that you recommend?

A.
Laclede Gas Company’s actual capital structure as of 31 March 2002 is as follows (see Schedule MB-2Update):



   
 Component

Percent



Common Equity 
42.11%




Preferred Stock

  0.19%




Long-term debt

41.45%




Short-term debt

16.26%




    Total
           100.00%


The updated levels of common equity (Schedule MB-2Update), preferred stock (Schedule MB-4Update) and long-term debt were provided by Laclede Gas Company.  The calculation for the updated level of short-term debt is shown on Schedule MB-5Update.  

q.
what is laclede gas Company’s overall rate of return as of 31 March 2002?

A.
Laclede’s after-tax overall rate of return is in the range of 7.80% to 7.99% as of 31 March 2002.  The updated capital structure, component costs and calculation of overall rate of return is shown on Schedule MB-11Update.

Weather mitigation clause


q.
what is public counsel’s position on laclede gas company’s proposed weather mitigation clause?

A.
Public Counsel opposes Laclede Gas Company’s proposed Weather Mitigation Clause (WMC) for the reasons specified in the rebuttal testimony of OPC witness Ryan Kind.

q.
what is the purpose of the company’s proposed weather mitigation clause?

A.
According to Cline-Direct:


Adoption of the WMC submitted by the Company in this case is intended to decouple the Company’s earnings from the vagaries of weather…  (Cline-Direct, page 9, lines 12-13)

q.
what is your interpretation of mr. cline’s phrase “decouple the company’s earnings from the varaies of weather?”

A.
“Decoupling” Laclede’s revenue from changes in weather means a reduction in the variability of the Company’s revenues due to changes in the weather.  Laclede Gas Company’s revenues depend to some extent on the weather.  For example, during a colder-than-normal winter, Laclede would tend to have higher revenues as customers use more gas for home heating.  The Company’s proposed Weather Mitigation Clause would reduce weather-related variability.

q.
would a reduction in the variability of laclede’s revenues due to a weather mitigation clause mean the company would face a reduction in risk?

A.
Yes.  Fluctuations in revenue due to changes in weather is a fundamental business risk faced by Laclede.  If the Company no longer faces or faces a reduced effect of that particular risk, the Company is less risky.

q.
if laclede gas company is authorized a weather mitigation clause that reduces weather-related risk, what other regulatory decision should accompany the authorization?

A.
If Laclede obtains a regulatory decision that reduces or eliminates weather-related risk, then the appropriate corresponding regulatory decision would be to lower the Company’s authorized return on equity, which would produce a lower overall revenue requirement.  The resulting lower revenue requirement would lead to lower rates for Laclede’s customers.  

q.
why would the authorization of a weather mitigation clause be appropriately followed by a reduction in laclede’s authorized return on equity?

A.
The financial principle known as the risk-return trade-off states that the expected return that is appropriate on any investment depends on the risk of that investment - higher risk means higher expected return and lower risk means lower expected return.  Weather-related variation in revenue is a fundamental business risk of a local distribution company. Therefore, any reduction of risk necessitates a reduction in return on equity in order to reflect the reduction in risk.

q.
has laclede gas company recommended that the company’s revenue requirement be reduced to reflect the lower earnings that would be appropriate should the company no longer face risk due to weather?

A.
No. Laclede has not proposed a lower return on equity, a lower revenue requirement or lower rates in conjunction with the request to reduce or eliminate weather-related business risk.

q.
is it consistent for Laclede to request relief from weather-related risk without an accompanying request to reduce its revenue requirement?

A.
No, it is not financially consistent.  Based on the fundamental financial principle of the risk-return trade-off, a reduction in risk is appropriately reflected in a reduction in return. 

q.
have other regulatory jurisdictions recognized the reduction in risk that accompanies the authorization of a weather mitigation clause?

A.
Yes.  In a case before the Massachusetts Department of Public Utilities (D.P.U. 92-111), Bay State Gas Company, regarding a proposed Weather Stabilization Adjustment (WSA), the Report and Order states:




The Department is unable to conclude that investors’ long-term expectations on the average return to their equity investments in Bay State, based on normal weather defined in the probability sense, would remain unchanged after the implementation of the proposed WSA.  The record in this case shows that the financial community tends to view those utilities that have some form of weather-related revenue stabilization clause as less risky than those utilities that do not have such a weather stabilization clause.



Therefore, even if we agree with the Company’s assertion that investors’ average expected return would remain unchanged after implementation of the proposed WSA, the Company’s resulting less risky profile would indicate that the expected deviation from the average return on equity investments would be reduced. The Department finds that this reduction in the deviation from the average expected return on equity investment in consistent with Bay State’s expected improvement in earnings stability as a result of the implementation if the proposed WSA.  Accordingly, the Department finds that any reduction in risk on equity investments in Bay State should be shared commensurately with Bay State’s ratepayers through a reduction in the rate of return on equity. (Page 30) [Emphasis added]


In a case before the Connecticut Department of Public Utility Control, Docket No. 99-04-18, Southern Connecticut Gas Company, a proposed Weather Normalization Adjustment (WNA), the Report and Order states:


…the Department finds that the Company should continue to use the WNA mechanism as it currently exists, but that Southern’s authorized ROE should be reduced by 25 basis points, from 10.96% to 10.71%, to account for the earnings stability provided by that mechanism. (Page 60)

q.
please summarize the office of public counsel’s position on laclede gas company’s proposed weather mitigation clause.

A.
Public Counsel is opposed to the Weather Mitigation Clause.  However, if the MPSC chooses to authorize Laclede’s requested WMC, that authorization should be accompanied by a reduction in Laclede’s authorized return on equity to reflect the reduction in risk that Laclede will face.

q.
does this conclude your rebuttal testimony?

A.
Yes.
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