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CASE NO. ER-2007-0004 9 

Q. Please state your name, occupation, and address. 10 

A. My name is David C. Parcell.  I am a consulting economist and Executive Vice 11 

President of Technical Associates, Inc.  My address is 1051 East Cary Street, Suite 601, 12 

Richmond, VA  23219. 13 

Q. Are you the same David C. Parcell who filed direct testimony and rebuttal 14 

testimony on behalf of the Commission Staff earlier in this proceeding? 15 

A. Yes, I am. 16 

EXECUTIVE SUMMARY 17 

Q. What is the purpose of the testimony you are presently providing? 18 

A. The purpose of this testimony is to provide surrebuttal testimony to the rebuttal 19 

testimony of Samuel C. Hadaway, who has provided cost of capital testimony on behalf of 20 

Aquila, Inc., d/b/a Aquila Networks MPS (MPS) and Aquila Networks L&P (L&P). 21 



Surrebuttal Testimony of 
David C. Parcell 

Page 2 

Q. What is your understanding of Dr. Hadaway’s rebuttal testimony in this 1 

proceeding? 2 

A. Dr. Hadaway is providing rebuttal testimony on the cost of equity, cost of debt, 3 

and capital structure recommendations of Commission Staff, Office of Public Counsel 4 

(“OPC”), and Federal Executive Agencies/Sedalia Industrial Energy Users’ Association/St. 5 

Joe Industrial Group (“FEA/Industrials”). 6 

Q. Please outline the parts of Dr. Hadaway’s testimony that you are responding to 7 

in this current testimony. 8 

A. I am responding to, and providing surrebuttal testimony on the following 9 

general areas of Dr. Hadaway’s testimony: 10 

• The cost of common equity; 11 

• The cost of debt; and, 12 

• The capital structure. 13 

COST OF COMMON EQUITY 14 

Q. Dr. Hadaway claims, on page 3, that your cost of equity recommendation, as 15 

well as, the cost of equity recommendation of FEA/Industrial’s witness Gorman, are much 16 

lower than returns allowed by this Commission on other Commissions.  Do you have any 17 

comments on this? 18 

A. Yes, I do.  I note, first, of all, that Dr. Hadaway acknowledges on page 3, 19 

lines 8-9, that authorized returns on equity for electric utilities have been declining in recent 20 

years and averaged 10.36 percent in 2006.  This 10.36 percent level is nearly a full percentage 21 

point below the 11.25 percent that Dr. Hadaway is recommending (as updated) in this 22 

proceeding.  I also note that the 0.25 percent reduction (i.e., from 11.50 percent to 11.25 23 
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percent) in Dr. Hadaway’s recommendation for Aquila reflects his own acknowledgement 1 

that the cost of equity has declined over the past year. 2 

I further note that, if the Commission’s only standard for establishing the cost of 3 

equity for Aquila was the authorized return levels for electric utilities throughout the country, 4 

that my proposed 9.625 percent recommendation (i.e., mid-point of range of 9.0 percent to 5 

10.25 percent) is closer to the 10.36 percent average authorized return in 2006 than is 6 

Dr. Hadaway’s 11.25 percent return.  I further note that the upper end of my cost of equity 7 

range – 10.25 percent – is close to the 10.36 percent average return granted in 2006. 8 

I also note that authorized equity returns for electric utilities have been in a constant 9 

state of decline since 2000, as is noted in the Regulatory Focus cited by Dr. Hadaway on page 10 

4, lines 26-27.  The average allowed return for electric utilities by year has been: 11 

2000  11.41% 12 

2001  11.05% 13 

2002  11.10% 14 

2003  10.98% 15 

2004  10.67% 16 

2005  10.50% 17 

2006  10.36% 18 

This clearly demonstrates that it is Dr. Hadaway’s 11.25 percent recommendation that 19 

is, in his own words (page 3, line 11) well above “the mainstream of recently allowed ROEs.” 20 

Dr. Hadaway also cites, on page 4, lines 13-15, this Commission’s decision in the 21 

KCPL case, in which a 100 basis point band on either side of the average of the recent (i.e., 22 

first three quarters of 2006) average authorized returns on equity for electric utilities was 23 

considered a “zone of reasonableness”.  If such a procedure were to be applied presently, a 24 

“band” of 9.36 percent to 11.36 percent would be found.  My mid-point recommendation 25 
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(9.625 percent) and my upper end (10.25 percent) are well within this “band”, while 1 

Dr. Hadaway’s 11.25 percent recommendation is near the top end of this “band.”  I do not 2 

believe that Aquila has demonstrated any credible reason for it to be near the top of the 3 

“band.” 4 

Q. Are there any indications that capital costs continue to remain low by historic 5 

standards? 6 

A. Yes, there are.  The feature article in the February 19, 2007, issue of Business 7 

Week was titled “It’s a Low, Low, Low, Low-Rate World, Why money may stay cheap 8 

longer than you think”.  This article, which is attached to this testimony as Schedule DCP 1, 9 

indicates that, in spite of the Federal Reserve raising short-term interest rates in recent years, 10 

long-term “real rates, which adjust for inflation, have barely budged.”  This article goes on to 11 

opine that rates will remain low. 12 

Q. Dr. Hadaway claims, on page 6, lines 19-21, that portions of your analysis are 13 

“extreme”.  Do you have any comments on this? 14 

A. Yes, I do.  Dr. Hadaway has made a serious, though I am sure inadvertent, 15 

misinterpretation of my DCF analysis.  Since I have shown the mathematical combination of 16 

dividend yields and various growth rates, he apparently has misinterpreted these combinations 17 

to be “DCF estimated common equity cost rates”. 18 

I think my testimony is clear that investors consider various alternative growth rates in 19 

making investment decisions.  As such, investors evaluate these alternative growth rates to 20 

assist them in their investment decisions.  However, it does not follow that each individual 21 

growth rate reflects an “investor decision” and thus each growth rate creates a DCF estimated 22 

common equity cost rate.  Rather, it is the cumulative impact of all these growth rates, or 23 
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some combination of growth rates that form the basis of investor decisions and thus, DCF 1 

estimated common equity cost rates. 2 

It is likely that the primary reason for Dr. Hadaway’s misinterpretation of my DCF 3 

analysis is the difference in the manner in which he and I calculated our DCF costs.  He looks 4 

at alternative growth rates and reaches a single growth rate conclusion to be combined with 5 

the dividend yield to reach a DCF estimate of the cost of equity, whereas I combine the 6 

various growth rates directly with the dividend yields.  We both reach conclusions based on 7 

our own interpretation of the proper growth rates.  The fact that I show individual 8 

combinations of yields and growth rates, which are then used as inputs into my ultimate 9 

estimate of the DCF costs of equity, appears to have confused him and apparently results in 10 

his misinterpretation of my analyses. 11 

The misinterpretation obscures the real difference in our respective DCF analyses, 12 

notably whether primary reliance on forecasts of GDP growth, is proper in a DCF analysis. 13 

Q. Dr. Hadaway claims, on page 7, that “portions of (your) DCF analysis produce 14 

returns that are only slightly above the cost of debt”. Is this statement correct?  15 

A. No, it is not.  What Dr. Hadaway fails to mention in his rebuttal testimony is 16 

that I use the average of numerous growth rates in developing the low end of my DCF 17 

analysis.  He also fails to mention the obvious fact that I use the highest growth rates in 18 

developing the upper end of my DCF analysis.  As I have indicated, it is reasonable to believe 19 

that investors consider numerous factors in making investment decisions, not just the most 20 

optimistic factors. 21 

Q. Dr. Hadaway maintains in his rebuttal testimony on page 7, as he did in his 22 

direct testimony, that the DCF model cannot be used as an estimate of the cost of equity for a 23 
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utility when the market price of utility stocks exceeds the book value.  Do you agree with this 1 

position? 2 

A. No, I do not.  Knowledgeable and/or informed investors are aware of the fact 3 

that most utilities have their rates set based on the book value of their assets (i.e., rate base 4 

and capital structure).  This knowledge is reflected in the prices that investors are willing to 5 

pay for stocks and thus is reflected in DCF cost rates.  To make a modification of the DCF 6 

cost rates, as Dr. Hadaway proposes, amounts to an attempt to “re-price” stock values in order 7 

to develop a DCF cost rate more in line with what he thinks the results should be.  This is 8 

clearly a violation of the principle of “efficient markets.”  If one believes that markets are 9 

efficient, there is no reason to modify either stock prices or market models based on stock 10 

prices. 11 

Q. Dr. Hadaway also criticizes your sample of proxy companies.  Do you have 12 

any comments on this criticism? 13 

A. Yes, I do.  The obvious purpose of selecting any proxy group for use in a cost 14 

of equity analyses is to provide a substitute for the subject company.  This is especially true in 15 

the case of Aquila, whose substantial problems associated with its unsuccessful non-regulated 16 

operations created a situation where this company could not be used as a standard for MPS 17 

and L&P. 18 

I demonstrated on Schedule 7 of my direct testimony that my comparison group 19 

provides a more appropriate standard for Aquila than does Dr. Hadaway’s larger, less-20 

comparable group.  This was demonstrated by the fact that some of his companies had market 21 

caps of up to seven times as large as Aquila.  In fact, Dr. Hadaway has made no showing that 22 
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his reference group is comparable to Aquila.  I also note that his rebuttal testimony makes no 1 

such claim, as he relies only on the relative size of the group in terms of companies. 2 

In spite of this, I did perform my cost of capital analyses on Dr. Hadaway’s group, as 3 

well as for my own group, a point that he only casually mentions.  It should be noted that the 4 

DCF and CAPM results for my group provide similar or even higher results than those for his 5 

group, as is indicated below: 6 

       Parcell Group                           Hadaway Group 7 

   DCF  CAPM  DCF  CAPM 8 

Average  8.1%  10.3%  8.2%  9.9% 9 

Median  8.3%  10.1%  8.0%  9.8% 10 

High   9.5%    9.5% 11 

 12 

As a result, my DCF and CAPM results would have been lower had I only relied on 13 

Dr. Hadaway’s group.  He does not acknowledge this in his rebuttal testimony. 14 

Q. Dr. Hadaway also claims, on page 8, lines 18-20, that you should have used “a 15 

longer-term broader-based growth estimate, like the GDP growth forecast” in you DCF 16 

analyses.  Do you agree with this? 17 

A. No, I do not.  I demonstrated in my rebuttal testimony that Dr. Hadaway’s 18 

historic GDP growth estimate is seriously flawed and overstates the expected growth in GDP, 19 

as is provided by governmental and private industry forecasters.  As a result, Dr. Hadaway is 20 

not only wrong to use GDP growth as the primary growth rate in the DCF model, but he also 21 

uses an excessive value of GDP growth. 22 

Q. Dr. Hadaway next claims, on page 8, lines 22-23, that the CAPM’s “Use in 23 

regulation is limited”.  Do you agree with this? 24 
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A. No, I do not.  The CAPM is widely used in regulation.  It is my personal 1 

experience that most, if not virtually all cost of capital witnesses use this model, except for 2 

Dr. Hadaway.   3 

Dr. Hadaway cites his interpretation of “respected academic research studies in 1992, 4 

some 15 years ago.  In spite of this “research”, the CAPM continues to be a mainstay in cost 5 

of capital recognition, in spite of Dr. Hadaway’s unique disregard for this model. 6 

Q. Dr. Hadaway also criticizes your comparable earnings analysis.  What are you 7 

comments about these assertions? 8 

A. Dr. Hadaway claims the comparable earnings analysis is not valid because 9 

“returns on book equity may bear no relationship to the market’s required rate of return.”  10 

What Dr. Hadaway has ignored in making this statement is that I have evaluated the earned 11 

returns of utilities in conjunction with the accompanying market-to-book ratios.  This process 12 

permits an examination of the market’s reaction to and perception of the level of earned 13 

returns.   14 

CAPITAL STRUCTURE AND COST OF DEBT 15 

Q. What is your response to Dr. Hadaway’s comments on your capital structure 16 

and cost of debt? 17 

A. I find it interesting that Dr. Hadaway begins his discussion by acknowledging 18 

that I am using the same capital structure and cost of debt as is being proposed by Aquila, 19 

then he concludes that my position is “illogical and unfair.”  I have discussed this issue in my 20 

rebuttal testimony and will not repeat these points here. 21 

Q. Do you believe that investors are concerned with Aquila’s internal capital 22 

assignment process? 23 
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A. No, I do not.  MPS and L&P are divisions of Aquila.  While these divisions are 1 

distinct for regulatory purposes, investors should have little interest in how Aquila “assigns” 2 

its capital to these divisions.   3 

In recent years, Aquila has issued the debt and equity for the MPS and L&P divisions.  4 

Therefore, it is logical to assume that investors are primarily interested in Aquila’s 5 

consolidated operations.  MPS and L&P receive capital from Aquila and this entity has 6 

various mixes of capital in it at any given point in time when MPS and L&P receive capital 7 

from the parent.  As a result, I believe it is more proper to utilize the consolidated capital 8 

structure of Aquila, as I am proposing in this proceeding.  This is the case since Aquila’s 9 

capital structure is verifiable and represents how MPS and L&P are capitalized.   10 

Q. Does this conclude your surrebuttal testimony? 11 

A. Yes, it does. 12 
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