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REBUTTAL TESTIMONY

OF

DAVID MURRAY

THE EMPIRE DISTRICT ELECTRIC COMPANY

CASE NO. ER-2002-424

Q. Please state your name.

A. My name is David Murray.

Q. Are you the same David Murray who filed direct testimony in this proceeding for 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 electric utility rate base for The Empire District Electric Company (Empire)?

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 Mr. Mark Burdette, Donald A. Murry, Ph.D. and Mr. David W. Gibson.  Mr. Burdette sponsored rate of return testimony on behalf of the Office of the Public Counsel (OPC).  Dr. Murry sponsored rate of return testimony on behalf of Empire.  Mr. Gibson sponsored rate return and capital structure testimony on behalf of Empire that dealt with some of the general financial issues of Empire.  I will address the issues of appropriate capital structure, embedded cost of long-term debt, embedded cost of preferred stock and the cost of common equity to be applied to Empire for rate making purposes in this proceeding.

Cost of Common Equity, Capital Structure, Embedded Cost of Long-Term Debt and Preferred Stock

Q. Is there agreement between Office of the Public Counsel (OPC), Staff and Empire on the embedded cost of preferred stock and the embedded cost of long-term debt?

A. Yes.  I adopted the embedded cost of long-term debt and the embedded cost of preferred stock calculated in Empire’s response to Staff Data Information Request No. 3802.  Mr. Burdette also adopted the embedded costs of long-term debt and preferred stock that were contained in Empire’s response to his data request 2002.

Q. Is there an agreement between Staff, Empire and OPC on capital structure and cost of common equity for Empire?

A. No.  Mr. Burdette used Empire’s June 30, 2002, actual capital structure in his direct testimony.  However, he did not include short-term debt.  I included short-term debt because, as of June 30, 2002, the short-term debt balance exceeded the construction work in progress (CWIP) balance.  Mr. Burdette recommends a slightly different cost of common equity than Staff.  Although Empire had to project the updated June 30, 2002, capital structure, it appears that if I had excluded short-term debt in my recommended capital structure as of June 30, 2002, then Staff and Empire would have recommended similar capital structures.  However, Empire’s recommended capital structure does not include any short-term debt.  Therefore, the primary point of contention between Staff and Empire is whether to include short-term debt in the capital structure.  Staff and Empire have not agreed on a recommended cost of common equity.

Dr. Murry's and Mr. Gibson’s Recommended Capital Structure for Empire

Q. Please summarize Dr. Murry's and Mr. Gibson’s capital structure recommendation for Empire.

A. Dr. Murry and Mr. Gibson recommended a capital structure that they expected would exist at the time of the updated test year.  This capital structure consisted of 47.47 percent common equity, 7.33 percent trust preferred stock and 45.20 percent long-term debt.

Q. Is this the capital structure that existed as of the updated test year?

A. No.  They failed to include the level of short-term debt that exceeds CWIP in their capital structure.  I addressed the inclusion of short-term debt on page 21, lines 1 through 7 of my direct testimony.  

Q. Do you have any reason to believe that short-term debt will decrease in the future?

A. No.  Actually, I was surprised to learn that the amount of short-term debt had actually increased since December 31, 2001 when the amount of short-term debt stood at $55,500,000.  As of June 30, 2002 the amount of short-term debt was $62,000,000.  I was surprised because Empire’s prospectuses for the last two issuances of common stock indicated that at least a portion of the proceeds would be used to pay off short-term indebtedness.  However, for whatever reason, the amount of short-term debt has actually increased.  Therefore, it appears that Empire is sustaining this level of 
short-term debt for reasons other than funding CWIP.  Consequently, it should be reflected in Empire’s capital structure.

Mr. Burdette's Recommended Capital Structure for Empire

Q. Please summarize Mr. Burdette's capital structure recommendation for Empire.

A. Mr. Burdette recommends the actual capital structure of Empire as of the update period, June 30, 2002.  However, he fails to include the amount of short-term debt that exceeds the amount of CWIP.

Q. Do you agree with Mr. Burdette’s recommended capital structure?

A. No.  I don’t agree with Mr. Burdette’s exclusion of short-term debt for the same reasons I don’t agree with the company’s exclusion of short-term debt.

Mr. Burdette’s Recommended Cost of Common Equity for Empire 

Q. Please summarize Mr. Burdette's recommended cost of common equity for Empire.

A. Mr. Burdette utilized the Discounted Cash Flow (DCF) model and the Capital Asset Pricing Model (CAPM) in estimating the cost of common equity for Empire and a proxy group of five publicly traded electric utilities.  Although Mr. Burdette utilized the CAPM, it appears that his recommendation is based primarily on his use of the DCF model.  Schedule MB-10 of Mr. Burdette’s direct testimony indicates his recommended cost of common equity ranges from 10.10 percent to 10.40 percent.  Mr. Burdette arrived at the low end of his estimate by calculating a 7.11 percent dividend yield for Empire based on Empire’s expected dividend in 2003 divided by the average stock price of Empire for the six-week period from July 5, 2002 to August 9, 2002.  He then added this dividend yield to an expected growth rate estimate of 3 percent to arrive at the lower end of his range of 10.10 percent (Burdette Direct, p. 17, ll. 4-6).  Mr. Burdette arrived at the high end of his estimated cost of common equity range by adding the average dividend yield of his proxy group of 5.81 percent to the average projected growth rate of his proxy group of 4.58 percent, which resulted in an indicated cost of common equity of 10.39 percent for his proxy group.  Mr. Burdette used the same six-week period he used for Empire to determine the average stock prices for his proxy group for purposes of calculating the dividend yield.  Mr. Burdette arrived at his proxy group estimated growth rate by averaging his projected retention growth rate with that of Value Line and First Call’s projected growth rates of earnings per share (EPS), dividends per share (DPS) and book value per share (BVPS) (Id. Schedule MB-6, p. 1).

Q. Does Staff agree with Mr. Burdette’s use of Empire’s six-week average stock price from July 5, 2002 to August 9, 2002 in order to determine Empire’s dividend yield?

A. No.  It appears that there are a number of things that have occurred since May 15, 2002 that cause the six-week period of July 5, 2002 to August 9, 2002 to be inappropriate to use for determining the dividend yield for Empire.  First, the overall stock market, as measured by the S&P 500 has declined by 16.78 percent from May 15 to August 9.  During this same period, Empire’s stock price has decreased 12.97 percent.  The S&P 500 has decreased 8.13 percent for the period of July 5 to August 9.  During this same period, Empire’s stock price has decreased 4.35 percent.  Second, on July 2, 2002, Standard & Poor’s announced a downgrade of Empire’s corporate credit rating to “BBB” from “A-,” which may have contributed to the decrease in Empire’s stock price.  However, some of the risk of being downgraded was probably already reflected in the stock price of Empire considering the fact investors knew that Empire’s S&P credit rating was on a Negative Outlook, meaning that the potential direction of the credit rating of Empire was downward.  Finally, on May 16, 2002, Empire priced its public offering of 2,500,000 newly-issued shares of its common stock, which caused dilution in earnings to Empire’s outstanding shares of common stock.

Q. What has been the affect of Empire’s recent issuances of common stock on its cost of capital?

A. Empire is in a situation where it is trying to shore up its balance sheet in order to appease credit rating agencies.  Additionally, Mr. W.L. Gipson proposes on page 4 of his direct testimony that rates should reflect the updated capital structure of Empire through June 30, 2002, which would include the recent issuances of common equity.  It would appear that Empire desires to have more common equity in its capital structure for ratemaking purposes.  I assume that Empire was hopeful that the inclusion of this additional common equity in the capital structure would translate into Staff recommending a higher rate of return for the company.  Although my recommended weighted average cost of common equity is higher than what was recommended by Staff in the most recent Empire rate case (Case No. ER-2001-299), the inclusion of short-term debt, which now exceeds construction work in progress (CWIP), has offset my increased weighted cost of equity recommendation, resulting in a lower recommended rate of return than if I had not included short-term debt in the capital structure.  

Q. According to Dr. Murry, what caused Empire’s common equity ratio to reach the low level of 37.76 percent that was reflected in Staff’s rate of return recommendation in the Case No. ER-2001-299?

A. As Dr. Murry indicates in his direct testimony on page 7, line 12 through page 8, line 7, Empire issued debt in 1999 to provide financing during the construction of a generation plant.  Shortly after Empire issued this additional debt, Empire reached a merger agreement with UtiliCorp United, Inc. (recently renamed Aquila, Inc.) that prevented it from issuing common stock.  Not only did the merger agreement prevent Empire from issuing common stock, but it also required it to redeem outstanding preferred stock.  These events caused Empire to have a common equity ratio that was lower than Empire’s targeted common equity ratio of 45 to 50 percent.

Q. Are there any other reasons why Empire is having problems maintaining its targeted common equity ratio without having to issue additional, costly common stock?

A. Yes.  In five out of the last eleven years Empire has paid out more in dividends than it has earned in profit.  The lowest payout ratio in the past eleven years was 83.66 percent.  The highest payout ratio in the past eleven years was 216.95 percent, which occurred last year.  According to a Regulatory Research Associates, Inc. July 2, 2002 Electric Industry Financial Review, the average dividend payout ratio for the electric industry is 61 percent.

If a company pays out more than it earns, then this results in a reduction of retained earnings, which is a component of common stock equity.  Therefore, if a company pays out more than it earns, then this acts to reduce the amount of common equity in the capital structure of the company.  If a company borrows money to pay its dividend, then this will act to reduce the amount of common equity as a percentage of total capital to even a larger extent.

A look at Empire’s 2001 results provides a good illustration of how paying out more than the company earns negatively effects the amount of common equity that the company will have in its capital structure.  Because Empire paid out 216.95 percent of its earnings, this resulted in a $12,210,809 reduction in retained earnings.  This negative retained earnings was deducted from the retained earnings at the beginning of the year of $54,117,292 to arrive at the retained earnings at the end of the year of $41,906,483.  This current level of retained earnings is indicated on Empire’s December 31, 2001 balance sheet in its 2001 Annual Report to Shareholders.  Therefore, it is simple to see that for every dollar of dividends that is paid in excess of earnings, there is a corresponding one dollar reduction in retained earnings.

Q. Has Empire’s dividend policy contributed to Empire’s need to issue additional, costly new common equity?

A. Yes.  As explained above, if more earnings would have been retained, then Empire would have additional internal equity to contribute toward any future investment that Empire needs to make, whether it is for maintaining current plant and equipment or for the expansion of plant and equipment.  For example, if the $1.28 DPS had been cut in half in 1993 and that level was maintained until 2001, then Empire would have had an additional $92,101,597 for investment.  This amount is higher than the amount of equity that was obtained from the most recent two issuances of new common equity, which amounted to $88,706,000.  Obviously, by Empire maintaining such a high payout ratio, Empire has caused itself to have to seek more costly new equity issuances. 

Q. Is it possible that Empire’s stock prices during the six-week period that Mr. Burdette used were lower because of Empire’s recent issuance of common equity on May 16, 2002?

A. Yes, it is.  Actually, many company witnesses often argue for a flotation cost adjustment to the recommended cost of common equity for the very reason that it is possible that there will be at least temporary downward pressure on the stock price of the company because of the increased supply of the common stock after the new issue.  This argument is documented in Chapter 6 of Dr. Roger A. Morin’s book, Regulatory Finance:  Utilities’ Cost of Capital.  In fact Dr. Murry addressed this on p. 32, lines 15 through 17 of his direct testimony.  Dr. Murry states:  “I did not apply a specific flotation adjustment, but I recognized the significance of Empire’s recent issuance of common stock and its need for additional issuance of common stock.”  Although Dr. Murry did not make a specific flotation cost adjustment for the issuance of common stock, it can be presumed that his 12.0 percent recommended allowed return on common equity reflected this by his statement on p. 34, lines 12 through 15 of his direct testimony.  Dr. Murry states:  “Based on the results of my analysis, the allowed returns in other jurisdictions, and the Company’s current debt rating and obvious need to issue common stock, the Company’s allowed return on common stock should be 12.0 percent.” 

Q. Did Mr. Burdette allow for possible flotation costs, specifically an increased dividend yield caused by at least temporary pressure on Empire’s stock price, by using Empire’s stock prices for the six-week period of July 5 to August 9?

A. Yes.  Although Mr. Burdette did not make an explicit flotation cost adjustment to his recommended cost of common equity for the low end of his range, his dividend yield of 7.11 percent incorporates the recent downward pressure on Empire’s stock price that may have been at least partially caused by Empire’s issuance of common stock on May 16, 2002.

Q. Do you think it is appropriate to use the stock prices during this six-week period that may reflect the downward pressure on Empire’s stock price because of its recent issuance of new common stock?

A. No.  As I explained previously, Empire has put itself in a situation that requires it to seek financing from the capital markets in order to improve its capital structure.  Empire’s liberal dividend policy, that often results in Empire paying out more than it earns, has not allowed for retained earnings for future investment.  Also, the merger agreement that Empire had with UtiliCorp required it to redeem outstanding preferred stock at a time when Empire had to invest a large sum of money into a generating project.  All of these factors that contributed to Empire needing to sell new common equity to restore its targeted capital structure are the result of Empire’s management’s decisions.  Therefore, Empire’s ratepayers should not have to shoulder the burden of what appears to be at least a temporary increased cost of common equity.

Q. Is it possible that downward pressure on stock prices may only be temporary when certain events, whether they are firm specific or they apply to the market as a whole, occur?

A. Yes.

Q. Do you have any evidence to support this possibility?

A. Yes.  If one were to consider the reaction of the stock market after the events of September 11, 2001, one would realize that it is possible that there may be a temporary duration where stock prices are depressed in the overall market.  This period may reflect the nervousness of investors at that specific time about the future prospects for stocks, but it may not be reflective of the long-term prospects for the stock market.  It took approximately a month for the S&P 500 to recover to its pre-September 11, 2001 level.  On September 11, 2001, the S&P 500 closed at 1,092.54.  It didn’t reach that level again until October 11, 2001 when it recovered its losses to end up closing at 1,097.43.  Therefore, it is obvious that if one were to use a six-week average stock price that included stock prices during the month after September 11, 2001, the dividend yield may not be reflective of the long-term prospects of the company.  This may also hold true for company specific events.  This is exactly why many analysts, such as myself, choose to average a longer period to determine the dividend yield component to be used in the DCF model.

Q. Does the use of a six month average of stock prices mean that you do not believe the market is efficient?

A. No.  I believe the market is efficient, but there may be short periods of time where investors are quite skittish about the future.  Events that affect the entire market, such as September 11, or companies in specific, i.e. stock issuances, mergers, and credit rating changes, may cause temporary fluctuations in stock prices.  Therefore, analysts need to use caution when using shorter periods of time to average stock prices.

Q. Do you have any concerns with Mr. Burdette’s application of the CAPM?

A. I noticed Mr. Burdette has chosen to change the methodology he uses to calculate the market risk premium that he uses in determining the CAPM cost of common equity.  However, he does not provide any explanation as to why he decided to change his methodology for determining the risk premium.  

In Empire’s last rate case, Case No. ER-2001-299, Mr. Burdette calculated his market risk premium by subtracting the long-term government bonds’ arithmetic mean annual return from 1926-1999 from the large company stocks’ arithmetic mean annual return from 1926-1999 to arrive at a market risk premium of 7.8 percent (Ibbotson Associates, Inc.’s Stocks, Bonds, Bills, and Inflation: 1999 Yearbook).  However, in the present case, Mr. Burdette has chosen to average the arithmetic means of market returns of large company stocks and small company stocks for the period of 
1926-2001.  This resulted in a market return of 15 percent.  If Mr. Burdette had used the same methodology that he used in Case No. ER-2001-299, he would have used a market return of 12.7 percent (Ibbotson Associates, Inc.’s Stocks, Bonds, Bills, and Inflation:  2002 Yearbook).  In this case, Mr. Burdette chose to subtract the current 10-year U.S. Treasury interest rate of 4.39 percent from his market return of 15 percent to arrive at a market risk premium of 10.61 percent (Burdette Direct, p. 18, ll. 12-18).  The fundamental flaw that Mr. Burdette made in his calculation of the CAPM is that he used a long-term market return of 15 percent and a spot risk-free rate of 4.39 percent to determine what the market risk premium should be.  If Mr. Burdette were trying to measure the long-term market risk premium, then he should have subtracted the long-term annual total return of long-term government bonds from the long-term annual market return, as he did in the last case.  When determining the market risk premium it is important to use the same time period for the return on the market and the return on the risk-free rate in order to accurately measure the expected risk premium over time.  Anytime one is trying to compare returns for specific securities, it is important to match the time periods used for each security.  Otherwise the analyst is mixing and matching different economic and capital market environments.  The methodology that I used, in which the risk premium is measured using the historical risk premium between stocks and treasury bonds, is consistent with most of the valuations done in the textbook by Aswath Damodaran, INVESTMENT VALUATION:  Tools and Techniques for Determining the Value of Any Asset, 1996, which is a textbook used in the curriculum for students seeking the Chartered Financial Analyst (CFA) designation.

Q. What would the results have been for Empire if Mr. Burdette would have been consistent with his methodology in Case No. ER-2001-299?

A. If Mr. Burdette had used the same methodology in this case as in the last case to determine the market risk premium, he would have used the same market risk premium (7.00 percent) that I used in my first CAPM calculation on Schedule 16 of my direct testimony.  If Mr. Burdette multiplied Empire’s beta (.45) times this market risk premium, he would have calculated a risk-adjusted market risk premium of 3.15 percent.  Adding this risk-adjusted risk premium to his risk-free rate of 4.39 percent would result in an estimated cost of common equity of 7.54 percent.  This is below my indicated CAPM cost of common equity of 8.67 percent using the same market risk premium (Murray Direct, Schedule 16).

Dr. Murry's Comparable Companies

Q. Do you have any concerns about the companies Dr. Murry selected for his proxy group that would make the comparison of his proxy group cost of common equity to Empire questionable?

A. Yes.  Dr. Murry outlines the criteria he used to select his “comparable” companies on page 10, line 17 through page 11, line 8.  Dr. Murry used the Value Line database of electric utility companies as a starting point for his selection of “comparable” companies, which includes companies, such as Aquila, Duke and Reliant Energy, that are, or at least were, considered diversified companies because of their investment in the deregulated aspects of the utility industry.   However, Dr. Murry did not use a criterion to ensure that the companies that he chose received a significant percentage of its revenues from electric operations, which would help ensure the selection of a more traditional regulated electric utility.  The key criterion I used was that at least 70 percent of revenues had to be from electric operations to ensure that I selected a group of companies whose primary operations were electric.  

The most important factor in selecting comparable companies is to ensure that the company’s operations are predominantly similar to that of the subject company.  This is why a comparable company analysis is often referred to as a “pure-play” analysis.  The objective of this analysis is to select companies that have business risk that is as similar as possible to the subject company or to the subject company’s division.  It is almost impossible to find companies that are “purely” in the regulated electric utility business, but an analyst should try to restrict his comparables to companies that receive at least a significant percentage of their revenues from electric utility operations.

Q. Are there any companies in particular that you have concerns about being comparable to Empire?

A. Yes.  Although there are only a couple of companies in Dr. Murry’s comparable group that would achieve my criterion of having at least 70 percent of revenues from electric operations, I will only focus on the incomparability of a couple of his companies.  

The first such company is Black Hills Corporation (Black Hills).  According to the July 2002 C.A. Turner Utility Reports, Black Hills received only 14 percent of its revenues from its electric operations.  Additionally, according to a December 28, 2001 Research report from Standard & Poor’s RatingsDirect, “BHC owns a growing, diverse portfolio of higher-risk, nonregulated businesses through its BHEV subsidiary.  The nonregulated activities include generation, coal mining, oil and natural gas production, fuel marketing, and communications.”  The Standard & Poor’s report goes on further and indicates that:

“Nonregulated businesses contribute about 40% of consolidated operating income, which is expected to increase to 70% by 2004.  Even though the nonregulated businesses provide the company with diversity and higher earnings, they are generally more risky than the regulated utility business and could lower the company’s financial measure over the next several years.”

A review of Black Hills’ expected EPS estimates on Dr. Murry’s Schedule DAM-16 (11 percent for Value Line and 15 percent for S&P) more or less confirms what Standard & Poor’s indicates about the expectation that nonregulated businesses will grow from 40 percent of consolidated operating revenues to 70 percent of operating revenues by 2004.  It is obvious that these large expected earnings growth rates are being fueled by the expected growth in the nonregulated businesses, especially considering that the regulated operations of Black Hills are only expected to have a customer growth rate of 1.5 percent.


Another interesting aspect of this company that was mentioned in the Standard & Poor’s report is that in South Dakota, where Black Hills receives most of its regulated revenues, the company has an allowed ROE of 10 percent.  Although I think one needs to be careful in drawing conclusions from other jurisdictions’ allowed ROE’s, I decided to point this out because Dr. Murry’s direct testimony provides allowed ROE’s in other jurisdictions in order to support his recommendation of an allowed ROE of 12 percent.  I will discuss later in my testimony the concerns I have with using other jurisdictions’ allowed ROE’s to provide support for a higher recommendation in this case or in any case for that matter.

The other company that I have specific concerns with is Otter Tail Corporation (Otter Tail).  Although Otter Tail receives 60 percent of its revenues from electric operations, it appears that much of the earnings growth of this company is based on operations other than the regulated utility operations.  In a July 1, 2002, Standard & Poor’s RatingsDirect Research report, Standard & Poor’s indicates that the strengths of Otter Tail are offset by “no customer growth during 2001 in its regulated operations and a growing, diverse portfolio of much higher-risk nonregulated businesses through its Varistar Corp. subsidiary.”  Once again, in Otter Tail’s case it appears that the regulated operations of the company are not the driving the growth of the company.  Standard & Poor’s further states that: “The nonregulated businesses have become an integral and growing part of the company, and therefore have increased the risk profile of the consolidated entity.”  Otter Tail is not comparable to Empire.

Q. Should the inclusion of companies such as Otter Tail and Black Hills Corporation cause concern about the comparability of the results of Dr. Murry’s “comparable” company analysis?

A. Yes.

Dr. Murry’s Recommended Cost of Common Equity for Empire

Q. Please summarize Dr. Murry’s recommended cost of common equity for Empire.

A. Dr. Murry utilized both the Discounted Cash Flow (DCF) model and the Capital Asset Pricing Model (CAPM) to estimate the cost of common equity for Empire.  Dr. Murry applied these models to Empire and a group of “comparable” companies in order to compare his results for Empire to his results for the “comparable” group of companies.  Dr. Murry made several calculations of Empire’s cost of common equity and the comparable companies’ cost of common equity with both models on Schedules DAM-12 through DAM-19.  These calculations resulted in a wide range of results.  On pages 29, line 18, through page 34, line 7 of his direct testimony, Dr. Murry went on to discuss a variety of additional issues that he felt were important to consider in his recommendation for the cost of common equity.  He discussed current market conditions, general financial information and allowed returns in other jurisdictions before making his final recommendation for a recommended return on common equity of 12.0 percent. 

Q. Does Dr. Murry appear to give more weight to the results in Schedules DAM-15 and DAM-16 than to the results in other schedules in determining his recommended cost of common equity?

A. Yes.  On page 27, line 14 through page 28, line 3 of his direct testimony, Dr. Murry discusses his results and his rationale for concentrating “on the DCF calculations using more recent prices and the earnings per share growth, especially earnings growth forecasts by Standard & Poor’s and Value Line.”  Dr. Murry also produces a summary schedule, Schedule DAM-17, that summarizes the results that he calculated in Schedules DAM-15 and DAM-16.

Q. Do the DCF results for Empire on Dr. Murry’s Schedule DAM-15 support your recommendation for a cost of common equity of 9.16 percent to 10.16 percent?

A. Yes, they do.  On Schedule DAM-15, Dr. Murry calculated a DCF estimated cost of common equity for Empire of 10.07 percent to 10.17 percent using a dividend yield of 6.11 percent to 6.21 percent and a growth rate of 3.96 percent.  Although Dr. Murry characterizes his growth rate of 3.96 percent as a combined historical and projected growth rate, the growth rate he uses is, in fact, a projected growth rate.  Dr. Murry uses a three-year (1995-1997) average historical earnings per share (EPS) figure as his present value and Value Line’s estimated EPS for 2004 through 2006 as the future value.  A historical growth rate would be based on actual results for a given time period, such as a ten-year compound growth rate from 1991 through 2001, which is the historical growth rate that I calculated in my direct testimony on Schedule 10.  If Dr. Murry had averaged the ten-year historical growth rate that I calculated with his projected compound growth rate, then I would agree with his characterization that the growth rate is a “combined historical and projected earnings per share growth rate,” as he indicates on page 27, line 7 of his direct testimony.  Anytime an analyst uses an estimated future figure to calculate a compound growth rate, this compound growth rate is a projected growth rate because it is based on an estimate in the future.  In light of the above, Dr. Murry’s calculations using a projected growth rate of 3.96 percent are within my recommend cost of common equity range.

Q. Do the DCF results for Empire on Dr. Murry’s Schedule DAM-16 support your recommendation for a cost of common equity of 9.16 percent to 10.16 percent?

A. Yes, they do, as long as the analyst applies “sound, professional judgment” as Dr. Murry indicates one should do when interpreting the results of the DCF model.  On page 26, line 1 through page 27 line 13 of his direct testimony, Dr. Murry discusses the need for professional judgment when interpreting the results of his DCF results on Schedules DAM-12 through DAM-14 because of some of the high stock prices that may be included, and also because of the flat dividend growth of some of the companies.  Dr. Murry claims that these results are too low to be considered as representative of the cost of common equity for Empire or the comparable companies.  However, it is interesting to note that Dr. Murry does not apply the same principle of using “sound, professional judgment” when analyzing the results in Schedule DAM-16.  It appears that Dr. Murry thinks it is appropriate to use professional judgment to discount results that may be considered too low, but not appropriate to use the same professional judgment when the results may be considered too high.

On Schedule DAM-16, Dr. Murry calculates the current DCF cost of common equity using current stock prices and EPS estimates from Value Line and S&P.  Dr. Murry chooses to blindly accept the EPS estimates from Value Line and S&P without being critical of the possibility that some of these estimates may be overly optimistic.  It is common knowledge that many analysts’ projections of EPS estimates for companies tend to be overly optimistic.  I addressed this in my surrebuttal testimony in the most recent Missouri Public Service case, Case Nos. ER-2001-672 and EC-2002-265.  On page 7, line 16 through page 9, line 7 of my surrebuttal testimony I discussed a December 31, 2001 Business Week article, “Some Races Are Not To The Swift:  Many dividend-payers offer rising income streams.”  The article discussed some of the advantages of dividend paying stocks in today’s current low interest rate environment.  The analysis done in this article makes several assumptions about dividend growth, earnings growth, and stock appreciation.  The most important assumption, for purposes of this case, is the assumption about earnings growth.  In this article, they used the five-year growth projected by Wall Street analysts, which was then “sliced by a third, since they’re always too high.”  Although this article simplifies the adjustment that needs to be made to the projections of Wall Street analysts, its message is clear that many investors do not accept the estimates of Wall Street blindly when evaluating investment alternatives.

Q. What would Empire’s DCF result have been in Schedule DAM-16 if you followed the procedure concerning EPS estimates presented in the Business Week article?

A. If you followed the logic from the Business Week article, the EPS growth rate that an analyst should use would be 3.50 percent, which is exactly the midpoint of my recommended growth rate for Empire.  This was determined by averaging the Value Line and S&P growth rate for Empire on Dr. Murry’s Schedule DAM-16 to arrive at an average projected growth rate of 5.25 percent.  If you then slice this average projected growth rate by a third, then the growth rate that would be used would be 3.50 percent.  Adding this growth rate to Dr. Murry’s calculated low and high dividend yield results in an estimated cost of common equity of 9.61 percent to 9.71 percent, with a midpoint of 9.66 percent.  Coincidentally, this is the same midpoint that I have for my recommendation.

Q. Did you use “sound, professional judgment” in your analysis?

A. Yes, I did.  Actually, I used sound, professional judgment to discount some of the lower historical growth rates as well as some of the higher projected growth rates.  I discussed my rationale for my recommended growth rate on page 24, line 19 through page 26, line 10 of my direct testimony.  If one is going to be objective in his analysis, it is imperative to analyze the appropriateness of the both the higher and lower indications, which I did in my direct testimony. 

Q. Is there anything in Dr. Murry’s direct testimony that leads you to believe that Dr. Murry does not think that his recommendation of a 12 percent ROE is Empire’s cost of common equity?

A. Yes, on page 32, lines 4 through 10 of his direct testimony, Dr. Murry discusses his position that the DCF model:

. . . “estimates the marginal cost of common equity to the Company.  In that way, it is an estimate of the minimal return necessary to attract marginal, or incremental, investment in the common stock equity.  However, the method does not account for any other factors that may affect the ability of the company to earn that return.  There is no cushion in this return to assure that the regulated company will earn its allowed return.”

Q. Does Dr. Murry contradict any other part of his direct testimony when he argues for a “cushion” to assure that the regulated company will earn its allowed return?

A. Yes, I believe he does.  On page 5, lines 8 through 15 of his direct testimony, Dr. Murry discusses the principal objective in setting the allowed return in a regulatory proceeding.  Dr. Murry maintains that the objective is “setting an allowed return that is sufficient, but not larger than necessary to allow a utility to recover the costs of providing service” (emphasis added).  This is consistent with the cost of service principle in setting the rates for a utility company.  Dr. Murry’s proposition that a cushion should be added to the cost of common equity violates this principle.

Q. Is it appropriate for Dr. Murry to compare the actual returns on book equity for Empire with the actual returns on book equity for his “comparable” companies (Murry Direct, p. 13, ll. 12-22 and p. 14, ll. 1-6)?

A. No.  As I addressed earlier in my testimony, some of the companies Dr. Murry used in his “comparable” company analysis are not comparable to Empire.  The higher returns earned by these companies may include returns from their nonregulated investments.  This is definitely clear in the case of Black Hills Corporation and Otter Tail Corporation.  Additionally, assuming that some of the companies contained in Dr. Murry’s comparable group only had regulated operations, it is always possible that some of these companies may be in an overearnings situation and therefore, the actual returns on equity may not reflect a just and reasonable return.

Q. On pages 14, line 7 through page 17, line 13 of his direct testimony, Dr. Murry extensively discusses the dividend policies of Empire and the comparable companies.  Do you agree with his conclusions?

A. I agree with the factual issues that Dr. Murry addresses, such as the fact that some of his comparable companies have not increased their dividend for a few years, while others have.  I also agree that some of the companies may not be increasing their dividend in order to retain earnings and some companies are not increasing their dividends because they do not have the earnings to support such an increase.  I also agree that Empire has experienced “very high dividend payout ratios” in the recent past.  Dr. Murry indicates that Empire has the highest payout ratio of any of the companies that he reviewed in his analysis (Id, p. 16, ll. 9-10).

However, I do have concerns with comparing Empire’s dividend practices to some of the “comparable” companies that Dr. Murry uses in his analysis.  I have already discussed that Black Hills and Otter Tail’s expected growth in earnings appears to be driven by its nonregulated investments.  If a company is investing in higher growth, nonregulated investments, then it makes sense that the company would want to retain more earnings in order to have internally generated capital to at least fund part of these investments.  It appears that, at least until recently, many companies were making extensive investments in nonregulated activities and as a result desired to retain earnings for these investments.   I discussed this trend on page 19, line 12 through page 20, line 15, in my rebuttal testimony in the most recent Missouri Public Service case, Case No. ER-2001-672.  In my testimony I included the following quote from the Wall Street Journal on December 21, 2001:

“Before deregulation, most utilities were slow-growing companies that paid handsome dividends, says Wellington Management Co. portfolio manager Mark Beckwith, who runs the $700 million Vanguard Utilities Income Fund.  After deregulation, ‘many of these companies made the decision to stop growing dividends and instead to grow their deregulated business.  But without that dividend, they made their stocks a lot more vulnerable to volatility.’

Therefore, one needs to be careful in comparing the dividend policies of companies that are more heavily involved in nonregulated investments.  However, it is interesting to note Dr. Murry’s discussion about three of his “comparable” companies on page 16, lines 5 through 7 of his direct testimony.  Dr. Murry notes that Black Hills, CLECO and Otter Tail were able to grow their dividends because of earnings growth, but at the same time they are growing their dividend slower than earnings growth.  Specifically, he indicated that these companies had “financially healthy situations of earnings sufficient to permit a growth in dividends and at the same time a decline in the payout ratios.”  It appears that their growth in dividends is following their growth in earnings, which is “putting the cart after the horse.”

Q. Do you agree with Dr. Murry’s proposition on page 22, lines 11 through 13 of his direct testimony that management and boards of directors should be rational and conserve cash through increased retained earnings during a period of deregulation and increased competition?

A. I agree that utility companies should be cognitive of their payout ratios and the effect that paying out too much, if not more, of their earnings in dividends can have on their need for capital from the capital markets in the future.  It appears that Dr. Murry believes that it is wise financial management to have a conservative payout ratio, unlike the recent high payout ratios of Empire. 

Q. Do you believe that ratepayers should pay higher rates in order to ensure that Empire can improve its payout ratio?

A. No.  Empires’ ratepayers should not be required to pay anything beyond the proper cost of service for Empire.  Empire’s electric rates should not be increased solely for the purpose of ensuring that Empire can maintain its annual dividend of $1.28 per share.

Q. How much more in dividends will Empire have to pay out as a result of the additional 4,512,500 common shares recently issued in December 2001 and May 2002, assuming it maintains its $1.28 annual DPS?

A. If Empire maintains its current annual dividend of $1.28 DPS, then it will pay out an additional $5,776,000 over what it has already been paying out on other outstanding shares.  This additional payment of dividends represents around a 25 percent increase in the amount of dollars that will be paid out annually over what was paid out in 2001, which was $22,613,723.  Furthermore, this additional amount of dividend payments represents 55.52 percent of Empire’s 2001 net income and 24.46 percent of Empire’s 2000 net income.  I included the percentage of 2000 income because 2001 net income was somewhat of an anomalous year.

Q. Do you have any concerns with Dr. Murry’s application of the CAPM on Schedule DAM-18?

Yes.  Dr. Murry chose to use the yield on corporate bonds as the risk-free rate in his application of the CAPM.  The generally recognized CAPM equation is as follows:  [k    =    Rf    +      ( Rm   -  Rf )], where k = the cost of common equity, Rf = the risk-free rate,   beta coefficient and Rm   -  Rf  = the market risk premium.  Therefore, it is clear that the model generally contemplates the use of a risk-free rate.

What is the definition of a risk-free rate?

A. According to Eugene F. Brigham and Joel F. Houston’s textbook, Fundamentals of Financial Management, 1998, page 128, the definition of the nominal risk-free rate, which contemplates inflation is “The rate of interest on a security that is free of all risk; kRF is proxied by the T-bill rate or the T-bond rate.  kRF includes an inflation premium.”  Therefore, it is quite clear that the interest rate on corporate bonds, which includes the risk of default, is not a risk-free rate.  

Q. Does Dr. Murry perform a different calculation of the CAPM on Schedule DAM-19?

A. Yes.  On Schedule DAM-19, Dr. Murry performs a calculation of the CAPM where he eventually uses the U.S. Treasury yield as the risk-free rate.  

Q. What is the effect on Dr. Murry’s CAPM results when he uses a corporate bond yield versus a U.S. Treasury yield as the risk-free rate?

A. A comparison of the results of the application of the CAPM on Schedule DAM-19 with the results on Schedule DAM-18 indicates that the use of the corporate bond yield causes the results to increase. 

Q. On page 3, lines 23 and 24 of his direct testimony, Dr. Murry indicates that the level of interest rates is important to the cost of capital to a utility.  What has happened to the level of long-term interest rates, specifically the 30-year Treasury Bond, since Dr. Murry wrote his testimony at the beginning of 2002?

A. They have come down considerably.  They have even come down considerably since I wrote my testimony earlier this summer.  The 30-year Treasury Bond yield used in Dr. Murry’s CAPM model was 5.48 percent.  The 30-year Treasury Bond yield used in my CAPM model was 5.52 percent.  As quoted on CBS MarketWatch.com on September 10, 2002, the current yield on the 30-year Treasury Bond is 4.83 percent.  

Q. Based on Dr. Murry’s comment that the level of interest rates are important to the cost of capital to a utility, what would the decrease in interest rates imply about the cost of capital for utilities?

A. It would imply that the cost of capital for utilities has come down.

Q. On page 32, line 18 through page 34, line 15 and Schedule DAM-12 of his direct testimony, Dr. Murry discusses his consideration of the allowed returns in other jurisdictions in determining his recommendation of an allowed return on common equity in this case.  Do you have any concerns about this comparison?

A. Yes, I do.  On page 32, line 13 through 17 of his direct testimony, Dr. Murry comments that “regulators and analysts often use adjustments to compensate for the marginal cost nature of the DCF adjustment.”  If Dr. Murry is correct in this statement, then I would have concerns about comparing my recommended cost of common equity to a general average of other recommended ROE’s in other jurisdictions.  It is quite possible that some of these jurisdictions may have allowed for an adjustment in their allowed ROE’s, as Dr. Murry indicates.  If that is the case, then some of these allowed ROE’s may have a “cushion” built into them and, as I explained earlier, this would violate the principle of authorizing the utility to recover its cost of service, which includes its cost of capital.  Any recommendation that is higher than the cost of capital for Empire may allow for rates that are higher than its cost of service.

Rebuttal of David W. Gibson’s Direct Testimony

Q. Please summarize Mr. Gibson’s direct testimony.

A. Mr. Gibson has written testimony to recommend a capital structure and a rate of return for Empire.  Although Mr. Gibson indicates that he is recommending a rate of return for Empire, he basically just adopts the rate of return that was recommended by Dr. Murry.

Q. On page 5, line 15, through page 6, line 12, Mr. Gibson justifies the 12 percent recommended ROE by discussing the various risks that Empire faces.  Are all of the risks that Empire faces reflected in the stock price that investors are willing to pay for Empire’s stock?

A. Yes, they are.  This is one of the reasons that the use of the DCF model is appealing.  Any risks that the company is facing would be reflected in its dividend yield, which is calculated by dividing the annual dividend by the stock price of the company.  Therefore, this eliminates the need for the analyst to make any explicit, and usually arbitrary adjustments, to his recommended cost of common equity.

Q. On page 7, line 18, through page 8, line 9 of Mr. Gibson’s direct testimony, he discusses the need for a higher return.  Do you agree with his logic as to why a higher return should be awarded in this case?

A. No, I do not.  I have already discussed some of the concerns that I have with Empire’s dividend policy in my direct testimony, but I would like to comment on some of the opinions that Mr. Gibson expressed that cause me serious concern.  

Mr. Gibson specifically states:  

If a utility is not able to sustain its dividend (i.e. earnings greater than the dividend), then the possibility exists that the dividend payment may not be secure.  If this were the case, the amount that a potential investor would be willing to invest would probably be reduced.  This, in turn, would result in the necessity to issue more stock to raise the same amount of capital and would put further pressure on the dividend resulting in a classic death spiral that could cause a utility to seek bankruptcy protection.  In the case of Empire, the Company has maintained its commitment to its customers by continuing to expend the funds to serve their needs while not increasing its dividend since 1992.  Empire has done this at a time during which it added approximately $529 million in plant assets in order to serve customers.  This situation should not be permitted to continue without some recognition of the contributions that have been made by Empire’s stockholders.  This recognition should be in the form of a higher return.

Based on the comments of Mr. Gibson, it appears that Empire has an expectation that this Commission should increase rates so that earnings can catch up with the dividends, which is a case of “putting the cart before the horse.”  As I indicated before in my rebuttal testimony, a combination of factors have caused Empire to be in a situation that has required it to need to improve its capital structure in order to appease the credit rating agencies.  One of these factors was the agreement that Empire had with UtiliCorp during the pendency of the merger negotiations that required Empire to redeem outstanding preferred stock and prevented Empire from issuing common stock.  Another is the high dividend payout ratio that Empire has experienced in the past.  These factors are a result of management decisions and therefore, it is inappropriate to expect ratepayers to pay rates based on a higher rate of return that is being requested to fund the payment of these dividends.

Q. Mr. Gibson refers to the possibility that Empire may be placed in a “classic death spiral that could cause a utility to seek bankruptcy protection” if the company cannot sustain its dividend.  What can help a company avoid the possibility of bankruptcy?

A. If a company conserves its cash flow, it can mitigate the possibility of default on future debt obligations.  If the cash flows cannot support a given dividend level, then sometimes the dividend policy and other factors of a company have to be reevaluated.  For example, one of my comparable companies, DQE, Inc. has been contemplating the reduction of its dividend.  In a June 7, 2002, Value Line Investment Survey:  Ratings and Report, analyst David M. Reimer indicates that “the board of directors has indicated that a common dividend cut is in the offing.  It is considering a reduction in the quarterly distribution to $0.25 a share, starting in the upcoming December period.  This would save cash and lend DQE flexibility to improve its overall finances” (emphasis added).  Clearly, some companies realize that in order to improve their financial situation, they have to reevaluate their dividend policy and apparently the analyst, David Reimer believes that, at least in DQE’s case, it could improve the financial situation of the company.

Q. Are you proposing that Empire should cut its dividend?

A. No.  I am just trying to provide some insight as to how various management actions, such as decisions on dividend policy, merger agreements and other general financial management decisions, can have an effect on the financial condition of a company.  These decisions are the responsibility of management and the board of directors.  However, as I indicated in my direct testimony on page 19, lines 9 through 10, rates should not be set solely to maintain a dividend.  I do not believe that the rate of return should be adjusted upward, as Mr. Gibson claims should be done on page 8, lines 7 through 8 of his direct testimony, in order to ensure that the current level of dividends is secure.  In recommending a fair and reasonable rate of return, it is not the Staff witnesses’ responsibility to ensure that the company will have earnings sufficient to maintain a certain level of dividends.

Summary and Conclusions

Q. Please summarize the conclusions of your rebuttal testimony.

A. I conclude the following:

1. The calculation of the cost of capital for Empire should be based on the actual capital structure of Empire as of June 30, 2002, as shown in Schedule 9 of my direct testimony;

2. My cost of common equity stated in Schedule 24, which is 9.16 percent to 10.16 percent, would produce a fair and reasonable rate of return of 8.27 percent to 8.72 percent for the Missouri jurisdictional electric utility rate base for Empire. 

Q. Does this conclude your rebuttal testimony?

A. Yes, it does.
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