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REBUTTAL TESTIMONY

OF
ROBERTA A. MCKIDDY
LACLEDE GAS COMPANY
CASE NO. GR-2002-356
Q.
Please state your name.

A.
My name is Roberta A. McKiddy.

Q.
Are you the same Roberta A. McKiddy who filed direct testimony in this proceeding on behalf of the Staff of the Missouri Public Service Commission (Staff)?

A.
Yes, I am.

Q.
In your direct testimony, did you recommend a fair and reasonable rate of return for the Missouri jurisdictional gas utility rate base for Laclede Gas Company (Laclede)?

A.
Yes, I did.

Q.
What is the purpose of your rebuttal testimony?


A.
The purpose of my rebuttal testimony is to respond to the direct testimony of Laclede witness, Mr. Glenn Buck, with regard to the issue of appropriate capital structure, specifically, the amount of short-term debt to be included in capital structure for ratemaking purposes in this proceeding.  I will also respond to the direct testimony of Kathleen McShane.  Ms. McShane sponsored rate of return on common equity testimony on behalf of Laclede.

Capital Structure

Q. Has an agreement been reached concerning the appropriate capital structure, specifically, the amount of short-term debt to be included in capital structure for ratemaking purposes in this proceeding?

A. No.  There has not been an agreement reached on the appropriate level of short-term debt to be included in capital structure.  However, Staff, Laclede and the Office of Public Counsel (OPC) have tentatively agreed to true-up the capital structure, as well as the embedded costs associated with preferred stock, long-term debt, and short-term debt as of the true-up period ending date of July 31, 2002.

Q. What capital structure did Mr. Buck employ for purposes of developing a weighted cost of capital for Laclede?

A. Mr. Buck proposed a capital structure for the period ending November 30, 2001 of 44.20 percent common equity ($282,086,000), 0.30 percent preferred stock ($1,666,000), 44.10 percent long-term debt ($281,420,000) and 11.40 percent short‑term debt ($72,993,000).

Q. Do you believe Mr. Buck employed an appropriate capital structure for Laclede in this proceeding?

A. No, I do not.

Q. What capital structure did Staff employ in developing a weighted cost of capital for Laclede?

A. Staff employed an “actual” capital structure at the twelve-month period ending date of March 31, 2002 of 41.75 percent common equity ($286,125,637), 0.18 percent preferred stock ($1,666,525), 41.05 percent long-term debt ($281,378,589) and 17.01 percent short-term debt ($116,600,077).  Staff agrees that the common equity, preferred stock and long-term debt components proposed by the Company are quite comparable to those amounts proposed by Staff.  The difference lies with the cut-off date of November 30, 2001 used by Mr. Buck versus a cut-off date of March 31, 2002 used by Staff.  Staff has no real disagreement with Laclede over these amounts and has agreed to true-up these amounts during the true-up portion of this proceeding.  However, the level of short-term debt proposed by Laclede does concern Staff.  The Company proposes to use an amount of $72,993,000 while Staff suggests that an amount in the neighborhood of $116,600,077 is more appropriate.

Q. Do you believe Staff employed a more appropriate capital structure for Laclede in this proceeding?

A. Yes, I do.  Staff believes it is important to use a capital structure that most accurately represents a Company’s operations.

Q. Please explain.

A. Based on information obtained from past annual reports for Laclede Gas Company, Laclede has not seen a level of short-term debt in the range of $72,993,000 since 1997.  In fact, Laclede’s use of short-term debt as reported on a fiscal year basis has increased dramatically from a level of $7,000,000 in 1992 to a high of $127,000,000 in 2000.  During the period 1992 through 2001, Laclede’s short-term debt as reported on a month‑ending balance basis reached an unprecedented high of $222,200,000 in February 2001 [Source:  Laclede Gas Company’s Response to Staff Data Request No. 3803].  While it is true that Laclede has recently decreased its use of short-term debt during the test year and update period adopted for this proceeding, Staff has no definitive indication that Laclede will permanently curb its reliance on short-term debt on a going forward basis.  I have attached Schedule 1 to illustrate my point.  Schedule 1 represents the historical capital structures reported by Laclede for the periods 1991 through March 31, 2002 [Source: Laclede Gas Company Annual Reports and Laclede’s responses to Staff data requests].  It appears Laclede did not employ short-term debt at all in its capital structure in 1991.  However, it is evident that Laclede has steadily and substantially increased its reliance on short-term debt in subsequent years.  Therefore, Staff believes Mr. Buck’s proposal to include short-term debt of $72,993,000 in Laclede’s capital structure for ratemaking purposes is inappropriate and unsupported.  This level of short-term debt is not representative of Laclede’s actual short‑term debt activities.

Q. Has Staff come to any concerns about Laclede’s use of short-term debt?

A. Yes.  Staff believes Laclede has continued to use short-term debt more as a form of permanent financing rather than as the “bridge” to permanent financing for which it is designed.  Schedule 2 further illustrates this point (see also Schedule 3).  Since February 1998, short-term interest rates have been consistently lower than long-term interest rates.  As a result, Laclede has continued to increase its use of short-term debt to finance certain rate base items and has done so quite successfully.  However, Laclede may now find itself in a position where such a hedging practice could potentially prove detrimental to Laclede’s financial future.  A recent article published in the October 12, 2001 edition of the Wall Street Journal further explains Staff’s concern:

Short-term gain, long-term pain?  That is the strategy many companies seem to have taken as short-term interest rates steadily fell to record low levels during the year.  The rates were falling and many companies found themselves under pressure to meet earnings targets, and one seemingly pain-free way to avoid disappointing shareholders was to boost the levels of short-term debt over long‑term debt.

It worked.  Because short-term rates fell further than long-term rates this year, especially during recent months, the strategy of shifting to short-term debt paid off.  Dependence on the short-term corporation IOUs known as commercial paper could save a company treasurer as much as $50 million annually in interest compared with the cost of issuing $1 billion in debt in the bond market.

But amid economic uncertainty heightened by the Sept. 11 terrorist attacks, the downside of that strategy is becoming apparent, as companies find they have sacrificed financial flexibility.

Just as that commercial paper needs to be rolled over, other sources of money – banks and the bond markets – aren’t that hospitable…

Even before Sept. 11, issuance in the commercial-paper market was becoming a problem for second-tier companies.  As of late September, there was $75 billion of commercial paper outstanding for second-tier companies, down from a high-water mark of $145 billion last year according to Federal Reserve data.  The shrinkage has been accompanied by widening between the rates paid by top-rated borrowers and second-tier credits.  Top-tier issuers were paying 2.54% for 30-day commercial paper the first week of October, while second-tier issuers paid 15% more, or 2.92%.  In contrast, during the first week of September, first-tier companies paid 3.50% and second-tier ones, 3.67%, a difference of just 5%.

A broad swath of companies – automotive parts suppliers, construction companies, broadcasters, retailers and transportation businesses – face the tough commercial-paper market looking more vulnerable than they did just months ago.  Hurt by the economic slowdown, their cash flow is shrinking.  And, “lower cash flow gives rise to a whole new round of concerns,” says George Meyers, senior credit officer for Moody’s Investors Service. 

…It isn’t always clear which companies are most vulnerable.  Balance sheets may be misleading because commercial-paper obligations aren’t always reported.  “If there are long-term bank lines backing up the commercial paper, then it doesn’t show up under current liabilities,” says Carol Levenson, founder of GimmeCredit, a Chicago research boutique.

Standard and Poor’s (S&P) discussion of market liquidity, may provide a more simplified view of Staff’s point:

Market liquidity.
Bank and short-term institutional lenders have long held that one of the most effective ways to control credit risk is to shorten loan maturities to give lenders and borrowers an opportunity to reset interest rates at refinancing to an appropriate level for then-current credit risk.  In this way, banks argue, lenders and borrowers can avoid interest rates and terms that reflect credit concerns, which may not be relevant for the term of a short-term bridge loan.  This argument holds, however, only as long as the markets in which the loans are refinanced are sufficiently liquid to refinance potentially large maturities without incurring material liquidity premiums.  Currently, it is not clear whether bank liquidity in the U.S. or in the global power sector is sufficient to avoid such premiums on project or corporate credits.  Standard & Poor’s expects the refinancing volume to begin colliding with new money requirements in the next one to two years unless significant levels of current bridge loan debt can be termed out in the bond market.  Standard and Poor’s does not expect this illiquidity to force project loans into default, but it may compel projects to refinance at rates and terms that depart significantly from assumptions made at the time of the projects raised their initial debt.  Other project finance sectors, such as energy, natural resources, and transportation, do not currently face comparable liquidity pressures.  But, Standard and Poor’s notes that overall contraction in bank liquidity could affect these sectors as well, especially if they begin to experience a surge in lending requirements.  [Source:  “Project and Infrastructure Debt Faces Tests Along With Opportunities in 2001”, http://www.standardandpoors.com/Forum/, October 2, 2001]

Laclede, in its Annual Report for 2001 at page 29, discloses to shareholders that the Company’s short-term debt balance at September 30, 2001 was $117,050,000 (carrying amount).  It is Staff’s opinion that Laclede’s proposal of a capital structure that uses only $72,993,000 of short-term debt is inappropriate and flawed [Source:  Laclede Gas Company, Section B, COST OF CAPITAL, Schedule 1 attached to Company’s Direct Testimony].  Staff believes the information presented in Laclede’s Annual Report is information investors rely upon when making investment decisions.  As such, Laclede’s cost of capital should be based on information that is publicly available to investors through the Company’s financial reporting process.  Therefore, Staff’s recommended level of short-term debt ($116,600,077) is more appropriate.

Q.
Is it true that the level of short-term debt fluctuates over a given period of time?


A.
Yes, it is.


Q.
Does Staff account for this fluctuation in its analysis?


A.
Yes.  Staff derived its number for short-term debt by calculating a 13-month average of Laclede’s monthly short-term debt balances less a 13-month average of Laclede’s monthly Construction Work in Progress (CWIP) balances in order to accurately reflect a full twelve months of activity in the short-term debt account.  Staff has also traditionally considered Gas Safety Deferrals as an extension of CWIP.  Therefore, Staff also reduced the balance of short-term debt by a 13-month average of Laclede’s monthly Gas Safety Deferrals financed at construction short‑term debt rates.  This results in a calculated level of short-term debt of $116,600,077 for the period ending March 31, 2002.  This is a more accurate level of short‑term debt to include in Laclede’s capital structure for ratemaking purposes in this proceeding.


Q.
Did Laclede propose a similar methodology?


A.
No, Laclede did not.  Mr. Buck proposed a methodology that Staff has reviewed and rejected based on the unrepresentative nature of its results.  Staff continues to believe that the results, achieved through use of its methodology, are more representative of Laclede’s actually short-term debt activities.  Laclede’s methodology essentially ties the level of short-term debt to the level of gas inventories and cash working capital included in rate base.  However, as previously discussed, the Company appears to be using short-term debt as a means of permanent financing.  Therefore, the balance of short-term debt should be based on actual experienced levels, as are the other components of the capital structure, rather than tied to specific items included in rate base.

Kathleen McShane’s Return on Common Equity for Laclede

Q. Please summarize Ms. McShane’s analysis for Laclede’s required return on equity (ROE).

A. Ms. McShane employed two of the three models used by Staff in its analysis.  These two models are the discounted cash flow model (DCF) and the equity risk premium model, better known as the capital asset pricing model (CAPM).  In addition, Ms. McShane employed a comparable earnings test.  Ms. McShane’s analysis produced the following results:

Comparable Earnings



14.75 % - 15.00 %

Discounted Cash Flow (DCF)


11.75 % - 14.00 %

Equity Risk Premium (CAPM)

11.25 % - 13.25 %

Q. How does this compare to what Ms. McShane recommended for Laclede last year in Case No. GR-2001-629?

A.
In the 2001 rate case, Ms. McShane employed the discounted cash flow (DCF), the equity risk premium (CAPM) and the comparable earnings test as she did in Laclede’s present rate case.  Ms. McShane’s analysis produced the following results:

Comparable Earnings



13.50 % – 13.75 %

Discounted Cash Flow (DCF)


11.50 % - 13.50 %

Equity Risk Premium (CAPM)

11.25 % - 13.25 

Q. Please summarize Ms. McShane’s analysis for Laclede’s required return on equity prior to applying her adjustments in the context of Laclede’s present rate case.

A. Prior to making adjustments, Ms. McShane’s analysis produced the following results:

Comparable Earnings



14.9 %

Discounted Cash Flow (DCF)


11.70 %

Equity Risk Premium (CAPM)

10.75 % - 11.0 %

Q. What specific range for return on equity did Ms. McShane recommend in this case for Laclede?

A.
Ms. McShane recommended a range for return on equity of 11.50%‑13.50%.

Q. Are Ms. McShane’s DCF results based on a comparable company analysis?

A. Yes, Ms. McShane’s DCF results are based on a comparable company analysis of eight local gas distribution companies.

Q.
Looking then only at Staff’s comparable company analysis, did Staff experience an increase in its DCF results similar to that which Ms. McShane experienced?

A. No.  Staff did not see a similar increase in its DCF results.  In fact, the midpoint of Staff’s DCF results for the comparable companies remained the same at 10.5 percent.

Q. Do you have any specific concerns regarding Ms. McShane’s DCF analysis?

A.
Yes.  In determining her DCF results, Ms. McShane fails to provide any documentation to support the dividend yields she used on Schedule 7 attached to her direct testimony.  She also fails to recognize any historical growth rate information when determining the growth component of the DCF model.  In addition, she ignores the precedent set forth by this Commission in its Report and Order in Case No. ER-2001-299, The Empire District Electric Company, which states at page 20:

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.

Ms. McShane also relies heavily upon projections in earnings per share to derive the growth component for her DCF calculation.   She even goes one step further than Dr. Murry by introducing a projection of cash flow growth per share as an appropriate substitute for the growth component of the DCF model.

Q. Is Staff familiar with any financial theory utilized in utility rate of return regulation that suggests that cash flow growth per share is an appropriate substitute for dividend growth in the context of the DCF model?

A.
No.  The three most common financial indicators used for determining the growth component of the DCF model are dividends per share (DPS), earnings per share (EPS), and book value per share (BVPS) under utility rate of return regulation.

Q.
How did Staff calculate growth for purposes of its DCF analyses?

A.
Staff analysis is based on the idea that all relevant information that is available to investors should be considered.  With that in mind, Staff developed a range for projected growth based on average historical growth and average projected growth for the reasons noted below:

Historical data is often used in DCF analyses.  The logic here is that investors rely, to some extent, on past rates of growth in making estimates of future growth (Source:  Gordon, Gordon and Gould, 1989, 50).  Three issues to be considered in the use of historic growth are:  first, what financial indicator of growth is to be considered; second, how is growth to be measured; and third, over what time period is growth to be measured. [Source:  The Cost of Capital – A Practionioner’s Guide by David C. Parcell, p. 8-18.]

Staff relies primarily on a publication entitled, “The Cost of Capital – A Practitioner’s Guide,” by David C. Parcell, for its methodology in determining an appropriate growth rate to be used in its DCF analyses.  This method has been used consistently by the Commission’s Financial Analysis Department and has been accepted by this Commission.  The following statements can be found on pages 8‑18 through 8-20 of Mr. Parcell’s publication:

Financial Indicators of Growth

There are a wide variety of acceptable methods for using historical growth to estimate future growth in the DCF model (Gordon, Gordon and Gould, 1989 50).  The three most commonly-used financial indicators of growth are dividends per share (DPS), earnings per share (EPS), and book value per share (BVPS) (Howe & Rasmussen, 1982, 1333).  Actually, DPS, EPS and BVPS can be defined in terms of each other, as DPS = EPS - (BVPS (Patterson, 1971).  Viewed this way, any of the three terms is dependent upon the others and each can be viewed as the investors’ perceived growth rate.

Dividends Per Share

Past growth of DPS is the most direct link between historic dividend growth and projected dividend growth.  However, in the long-run, dividends can grow at a rate no greater than that of earnings.  If the dividends out-paced earnings for an extended period of time the company would deplete its equity capital.  In the short-run, the two growth rates can diverge without causing financial harm to the company.  The average of these growth rates may provide a better forecast of the long-run dividend growth rate than any of the individual forecasts, because in the long-run the dividend growth rate should equal the growth rate of the earnings since it is primarily earnings that are used to support the dividends.

Earnings Per Share

An investor’s expectations concerning a company’s cash flows include both dividends plus the eventual proceeds from the sale of the stock.  Earnings provide the source of both the dividends paid to stockholders and the retained earnings, which increase the book value and ultimately the market price of the stock.  As a result, EPS is often used as a substitute for DPS.

Book Value Per Share

The growth of BVPS is used as a proxy for DPS growth since BVPS growth principally reflects (in the absence of large stock sales at prices well above or below book value) the retention (i.e., not paying out all of earnings as dividends) of earnings.  The purpose of earnings retention is to enhance the level of future EPS and DPS.  In addition, a company’s EPS is equal to the BVPS times return on equity (ROE).  As a result, any factor that causes the BVPS to increase (decrease) will tend to cause the EPS to increase (decrease).

Relationship Among Growth Rates

Even though the DCF model assumes that EPS, DPS, BVPS and the market price all grow at the same rate, it is generally recognized that in practice this does not normally occur.  However, what is important to recognize in using the simplified version of the DCF model is that the analyst has no basis to forecast different future rates of growth for each of these items.

Therefore, it is reasonable to assume that projected growth rates are fairly represented by an average of DPS, EPS and BVPS.

Q. Approximately fifteen other state Commissions utilize the DCF model as the primary tool used in setting a fair and reasonable return on equity for utilities.  Do any of those state Commissions allow the use of projected cash flow growth per share as an appropriate substitute for dividend growth in the context of the DCF model under utility rate of return regulation?

A.
No.  In response to Ms. McShane’s direct testimony, Staff decided to survey other state Commissions in an attempt to gather information relating to the application of the DCF model under utility rate of return regulation in their respective states.  Of the fifteen Commissions surveyed, not one recognized cash flow growth per share as an appropriate substitute for dividend growth when applying the DCF model under utility rate of return regulation.


Q.
How do these Commissions view historical and projected growth when determining the growth component of the DCF model?

A. Of the fifteen Commissions surveyed, Staff did not identify any state Commission that relies solely on projected earnings per share growth as the appropriate growth component in the DCF model under utility rate of return regulation.  Six of the Commissions use an approach quite similar to that of Staff.  The remaining nine Commissions utilize a hybrid of Staff’s approach.

Q. Ms. McShane, on page 27 at lines 15 through 21 and continuing on page 28 at lines 1 through 12, suggests that this Commission should allow an adjustment to the DCF results to “account for the deviation between book and market value so as to translate the current cost of capital into a fair return on book value.”  Has this Commission ever allowed such an adjustment?

A. No.  To my knowledge, this Commission has never allowed such an adjustment.

Q. How has this Commission reacted to suggestions that adjustments to the DCF results are necessary in order to achieve a fair and reasonable return on equity?

A. This Commission has found that upward adjustments are not warranted.  In its Report and Order in Case No. WR-2000-844, the Commission states:

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 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.  The analysis performed by Public Counsel witness Burdette and Company witness Walker do not as accurately reflect the cost of equity for the Company because the 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 analysis.  Mr. Walker’s use of electric utilities to determine the Company’s ROE is a significant flaw.

Q. Has this Commission made any further comments on the matter of adjustments?

A. Yes.  In its Report and Order in Case No. ER-93-37, Missouri Public Service, the Commission states:

The Commission finds that MoPub’s proposed return on equity is not warranted.  MoPub makes several upwards adjustments in order to arrive at its proposed figure of 13.50 percent, without adequately justifying the basis for the adjustments.  The Commission agrees with the Public Counsel that MoPub wishes to substitute the judgment of its witnesses for that of the capital markets.  Since no one can predict when interest rates will return to “normal”, use of data showing the expectations of current investors is appropriate.  The Commission also determines that the link between interest rates and utility stocks is included in the market’s pricing of the stocks.  In addition, an upward adjustment for flotation costs is not warranted since MoPub does not issue common stock.  Likewise, an upward adjustment to reflect current market circumstances is also unnecessary since the DCF method is a forward-looking model.

Q. Have any of the fifteen Commissions you surveyed ever allowed an adjustment such as that suggested by Ms. McShane?

A. No.

Q. Should this Commission consider such an adjustment?

A. No.  This Commission should not allow such an adjustment.  To do so would be to reject the Efficient Market Hypothesis, which is one of the underlying assumptions of the DCF model.

Q.
What is the Efficient Market Hypothesis?

A.
One of the underlying assumptions of the DCF and CAPM models is acceptance of the Efficient Market Hypothesis.  This hypothesis holds that securities are typically in equilibrium, meaning they are fairly priced in the sense that the price reflects all publicly available information on each security.  Therefore, one could conclude that the public is fully aware of all publicly available information related to Laclede and its operations.  One could also conclude that the public is fully aware that Laclede is a regulated entity and, therefore, shielded to a certain degree from the volatility of the market and subject to less risk.  Thus, any difference between market value and book value is already taken into consideration by the investor and so reflected in the stock price.

Q. Are there any limitations in using the DCF model for estimating cost of common equity?

A. Yes.  The assumptions used by the DCF model do create some limitations.  Several studies have shown that these assumptions do not hold true in a technical sense.  However, an important factor to consider in evaluating the reliability of a model is not the strict real-world existence of its assumptions, but rather whether the relaxation of these assumptions affects the overall reliability of the model.  Staff believes that the Efficient Market Hypothesis, as defined above, validates the assumptions used by the DCF model.  Staff believes the DCF model is a very reliable tool in estimating the cost of common equity and one that is widely recognized and most commonly used by regulatory commissions including the Missouri Public Service Commission.  Therefore, Staff does not agree with Ms. McShane when she suggests, on page 27 at line 15 of her direct testimony, that this Commission should discard DCF results unless “appropriate adjustments are made.”

Q. Is there anything else about Ms. McShane’s DCF analysis that causes reason for concern?

A. Yes.  Staff believes Ms. McShane’s DCF analysis is fundamentally flawed.  First, Ms. McShane does not provide any supporting documentation to explain how the dividend yield in Column 1 of Schedule 7, attached to her direct testimony, was derived.  Nor does she cite any specific source from which this dividend yield might have been obtained.  In addition, Ms. McShane inflates that dividend yield by a rate of growth that is biased by her own analysis.  For example, Ms. McShane states that the dividend yield (“D0/P”) for AGL Resources, Inc. is equal to 5.30 percent.  Ms. McShane then multiplies this dividend yield by one plus her average forecasted growth rate of 7.80 percent to arrive at a dividend yield of 5.71 percent (“D1/P”).  She then combines this dividend yield with growth (“g”) of 7.80 percent to arrive at her estimated cost of equity of 13.50 percent.  Let me illustrate algebraically:



Cost of equity = [D0/P * (1+g)] + g



Cost of Equity = [5.30 * (1 + .078)] + 7.80



Cost of Equity = (5.30 * 1.078) + 7.80



Cost of Equity = 5.71 + 7.80



Cost of Equity = 13.51 percent

Although mathematically correct, Staff believes this approach overstates the true cost of equity for AGL Resources.

Q. Please explain.

A. To best illustrate my point, I will provide a comparison of Ms. McShane’s results to those derived by both Staff and OPC.  I will limit my comparison to the companies that were used in common by Ms. McShane, Staff and OPC for purposes of their respective DCF analyses. In addition, I will speak only to the dividend yield component of the DCF model.

Dividend Yield

Ticker

Company

Staff

Difference
OPC

Difference

ATG

5.3 * 1.078 = 5.71%
4.75%

0.96%

4.68%

1.03%

NJR

4.0 * 1.068 = 4.27%
3.88%

0.39%

N/A

N/A

NICOR Inc.
4.6 * 1.063 = 4.89%
N/A

N/A

4.10%

0.79%

NWN

5.2 * 1.056 = 5.49%
4.58%

0.91%

4.40%

1.09%

PGL

5.7 * 1.069 = 6.09%
5.47%

0.62%

N/A

N/A

PNY

4.7 * 1.06 = 4.98%
4.58%

0.40%

4.67%

0.31%

WGL

4.7 * 1.054 = 4.95%
4.75%

0.20%

4.96%

(0.01%)


Average Difference


0.58%



0.64%
The dividend yields calculated by the Company’s witness, with the exception of WGL Holdings Inc., exceed those estimated by both Staff and OPC by an average range of 58 to 64 basis points.  One could conclude that Ms. McShane’s DCF results are tainted by her own biased analysis and should be considered invalid.

Q. Turning now to your CAPM analysis, did Staff see any change in its CAPM results when compared to the results calculated in Case No. GR-2001-629?

A.
Yes.  Unlike Ms. McShane, Staff did see a change in its CAPM results.  Staff’s CAPM results for the comparable companies declined from a midpoint of 9.91 percent to a midpoint of 9.71 percent, due primarily to the decline in the market risk premium from 7.80 percent to 7.00 percent.
Q.
Did Ms. McShane use a comparable company analysis when deriving her CAPM results?

A. Not necessarily.  There is little evidence that would lead Staff to believe that Ms. McShane’s CAPM results are based on the same comparable companies used in her DCF analysis.
Q.
Please explain.
A.
Ms. McShane offers Schedule 10, which does present historic equity risk premiums.  However, in doing so, Ms. McShane chooses to rely on 2000 Yearbook data published by Ibbotson Associates for the period 1926 through 1999.  Staff does not know why Ms. McShane would rely on dated information, but notes that reliance on the more dated information produces a higher market risk premium.  On Schedule 10 of Ms. McShane’s direct testimony, she represents that the market risk premium should be in the range of 7.50 percent to 7.60 percent.  In contrast, Staff used more current data and derived a market risk premium of only 7.00 percent based on 2002 Yearbook data published by Ibbotson Associates for the period 1926 through 2001.  Likewise, OPC used more current data and derived a market risk premium of 7.30 percent based on 2001 Yearbook data published by Ibbotson Associates for the period 1926 through 2000.  Staff’s derivation reflects the difference between Large Company Stocks and Long-term Government Bonds.  OPC’s result, likewise, reflects the difference between Large Company Stocks and Long-term Government Bonds yet from an earlier time period.

Ms. McShane also presents Schedule 11, which depicts historic Value Line betas for selected local natural gas distribution companies.  In addition, she presents Schedule 12, which depicts a market risk premium study of the S&P 500; Schedule 13, which depicts a risk premium study for U.S. local natural gas distribution companies; and Schedule 14, which depicts returns on equity and betas for 34 low risk U.S. industrials.  However, I see no clear evidence that suggests Ms. McShane actually used this data in deriving her CAPM results.

Q.
Does Ms. McShane discuss her CAPM analysis in her direct testimony?


A.
Yes.  Ms. McShane begins her discussion of the CAPM cost of equity analysis on page 30 of her direct testimony at line 16 and concludes her discussion on page 45 at line 17.  On page 36 of her direct testimony, Ms. McShane acknowledges that she observed two time periods for purposes of her CAPM analysis, 1926 – 2001 and 1947 – 2001 as depicted on her Schedule 10.  However, the data presented for the two time periods identified by Ms. McShane on Schedule 10 of her direct testimony do not correspond to the information published in the source identified by Ms. McShane.  Ms. McShane states that the appropriate risk premium for the two periods she observed are 7.50 percent and 7.60 percent, respectively.  However, on page 37 of Ms. McShane’s direct testimony beginning on line 2, she suggests that those numbers should be adjusted by 40 basis points to achieve a market risk premium in the range of 7.75 percent to 8.00 percent.  Then again, on page 40 of Ms. McShane’s direct testimony at lines 14 through 16, she suggests yet another range for market risk premium of 8.0 percent to 9.0 percent.  It becomes quite unclear just exactly how Ms. McShane arrives at her final CAPM recommended return on equity of 11.25 percent to 13.25 percent.  The many adjustments Ms. McShane employs in deriving a market risk premium result in a gross overstatement of her results.  To compound this overstatement, Ms. McShane also chooses to calculate her own derivations of beta, as discussed on page 41 of her direct testimony, rather than rely upon betas published by Value Line Investment Survey.  In doing so, Ms. McShane proposes that a beta for the comparable group in the range of 0.60-0.65 is appropriate rather than the 0.59 utilized by Staff.  Moreover, as with her DCF results, Ms. McShane suggests on page 45 of her direct testimony at lines 2 through 10 that an adjustment of 50 basis points should be allowed to account for the deviation between book and market value so as to translate the current cost of equity into a fair return on book value.  Again, this contradicts the Efficient Market Hypothesis.

Q. Are there any limitations in using the CAPM model for estimating cost of common equity?

A. Yes.  Again, the assumptions of the CAPM, like those of other models, are not necessarily representative of actual experience.  However, as noted previously in Staff’s discussion of the DCF model, an analyst should evaluate whether the relaxation of the technical assumptions affects the overall reliability of the model.  As with the DCF model, Staff believes that the Efficient Market Hypothesis validates the assumptions used by the CAPM.

Staff does not believe that CAPM analysis should be given equal weight to DCF analysis of cost of common equity.  However, Staff does believe, as does the financial community at large, that CAPM analysis is a valuable tool in testing the reasonableness of the results derived from the use of the DCF model.

Q.
Did Ms. McShane perform a company specific-analysis of Laclede?

A. No.  For purposes of applying the discounted cash flow model, Ms. McShane relied on “a sample of local gas distribution companies (LDCs) that serve as a proxy for Laclede” as stated on page 22 of her direct testimony at lines 8 and 9.  For purposes of the comparable earnings test, Ms. McShane applied her analysis to “a sample of industrials” as indicated on page 47 at line 8 of her direct testimony.

Q. Does Staff believe it is important to perform a company-specific analysis to determine a company’s cost of equity?

A. Yes.  Staff believes performing a company-specific analysis is the most accurate method for determining a company’s true cost of capital.

Q. Do you then believe the analyses performed by Ms. McShane are flawed?

A. Yes.  Staff believes Ms. McShane’s analyses are fundamentally flawed due to the fact that she did not perform a company-specific analysis of Laclede.  By not performing a company-specific analysis, Ms. McShane’s analysis fails the very basic test of comparable risk.  Without a company-specific analysis based on Laclede’s own market data, Ms. McShane has no way of knowing for certain whether the results of her comparable group analysis is, in fact, comparable to Laclede.

Q. Does Staff’s analysis provide for such a comparison?

A. Yes.  Staff begins its analysis by performing a company-specific analysis of Laclede to determine its estimated cost of equity utilizing the DCF model.   Two company‑specific tests of reasonableness are performed.  The two tests employed are the capital asset pricing model (CAPM) and the risk premium concept (RP) on a Laclede specific basis.  Staff then performs three additional tests of reasonableness based on a comparable group of natural gas distribution companies.  The three tests employ the DCF, CAPM and RP models.  The results of each test of reasonableness are then compared to the original company-specific DCF result for Laclede’s estimated cost of equity.

Q. Does Ms. McShane draw any comparison between Laclede and the comparable groups used in her analysis?

A. Yes.  On page 11, Ms. McShane quotes some Standard and Poor’s guidelines for an “AA” rated company.  Based on these guidelines, Ms. McShane attempts to draw a comparison between the risk of Laclede and the comparable groups used in her analysis.  She goes so far as to state on page 12 at lines 24 through 25, “On balance, Laclede’s financial risk is somewhat higher than that faced by the proxy sample.”

Q. Do you agree with Ms. McShane’s conclusion?

A.
No.  Staff’s analysis suggests that just the opposite is true.  Furthermore, Staff believes Ms. McShane inappropriately draws her generalized conclusion based solely on the S&P guidelines cited in her direct testimony.

Q. Do you agree in principle with the manner in which Ms. McShane has utilized these guidelines in her analysis?

A. Not necessarily.  S&P states the following about its Ratio Medians at page 53 of the Corporate Ratings Criteria, September 2001:

…The ratio medians are purely statistical, and are not intended as a guide to achieving a given rating level.  …They more faithfully represent the role of ratios in the ratings process.

Ratios are helpful in broadly defining a company’s position relative to rating categories.  They are not intended to be hurdles or prerequisities that should be achieved to attain a specific debt rating.

Caution should be exercised when using the ratio medians for comparisons with specific company or industry data because of major differences in method of ratio computation, importance of industry or business risk, and impact of mergers and acquisitions.  Since ratings are designed to be valid over the entire business cycle, ratios of a particular firm at any point in the cycle may not appear to be in line with its assigned debt ratings.  Particular caution should be used when making cross-border comparisons, due to differences in accounting principles, financial practices, and business environments.

…Strengths and weaknesses in different areas have to be balanced and qualitative factors evaluated.  There are many nonnumeric distinguishing characteristics that determine a company’s creditworthiness.

S&P states the following about its Ratio Guidelines at page 56 of the Corporate Ratings Criteria, September 2001:

Risk-adjusted ratio guidelines depict the role that financial ratios play in Standard & Poor’s rating process, since financial ratios are view in the context of a firm’s business risk.  A company with a stronger competitive position, more favorable business prospects, and more predictable cash flows can afford to undertake added financial risk while maintaining the same credit rating.

…Ratio medians that Standard and Poor’s has been publishing more than a decade are merely statistical composites.  They are not rating benchmarks, precisely because they gloss over the critical link between a company’s financial risk and its business risk.  Medians are based on historical performance, while Standard & Poor’s risk-adjusted guidelines refer to expected future performance.

Guidelines are not meant to be precise.  Rather, they are intended to convey ranges that characterize levels of credit quality as represented by the rating categories.  Obviously, strengths evidenced in one financial measure can offset, or balance, relative weakness in another.

Therefore, Staff believes it inappropriate for Ms. McShane to attempt to draw, with any level of exactness, a comparison between the risk of Laclede and the comparable group based solely on S&P benchmark ratios.  Instead, Staff believes Ms. McShane should consider the benchmark ratios in a manner that is supported by the intent of S&P in its Ratio Guidelines, “to convey ranges that characterize levels of credit quality as represented by the rating categories” and nothing more.  In addition, Ms. McShane should employ a comparable group analysis only for purposes of testing the reasonableness of a company-specific analysis performed using Laclede specific market data and not as an absolute substitute for a company-specific analysis.

Q. Does Staff have an overall opinion of Ms. McShane’s analyses?

A. Yes, the evidence provided to the Commission in Ms. McShane’s direct testimony does not accurately present the facts regarding Laclede’s true cost of capital.  Ms. McShane’s supporting documentation is at least inadequate, if not non-existent.  Ms. McShane would like this Commission to believe that market data available through financial resources such as Ibbotson Associates and Value Line Investment Survey are highly unreliable and as a result should be adjusted through very subjective means as exhibited throughout her testimony.  This makes Ms. McShane’s entire testimony suspect, which leads Staff to believe that Ms. McShane’s results are overstated and biased by her own analyses.  Therefore, Staff recommends that Ms. McShane’s testimony not be given much weight.

Q. After reviewing Ms. McShane’s direct testimony in its entirety, does Staff have any reason to believe its proposed range for return on equity is inappropriate?

A. No.  In fact, Staff is even more confident that its recommended range for return on equity is appropriate.  Whether Staff bases its recommendation on a company‑specific analysis or a comparable group analysis, the fact remains that neither Staff nor Office of Public Counsel’s analysis supports a return on equity anywhere near the range proposed by Ms. McShane.  Staff believes it would be highly inappropriate to consider a recommended range for return on equity of the magnitude proposed by Ms. McShane.  The evidence presented by Staff and OPC just does not support such a proposition.

Q. Please summarize the conclusions of your rebuttal testimony.

A. I conclude the following:

1. Staff, Laclede and the Office of Public Counsel (OPC) have tentatively agreed to true-up the capital structure and embedded cost associated with preferred stock, long-term debt and short-term debt as of the true-up period ending date of July 31, 2002; 

2. Staff’s methodology for determining the appropriate level of short‑term debt to be included in capital structure should be adopted; and

3. Staff’s DCF methodology should be adopted as the appropriate method for calculating Laclede’s cost of common equity and, therefore, the Commission should approve a return on common equity for Laclede within the range of 8.75 percent to 9.75 percent, as recommended by Staff in its direct testimony.

Q.
Does this conclude your prepared rebuttal testimony?

A.
Yes, it does.
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