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Before the
Missouri Public Service Commission

Case No. ER-2014-0258

Prepared Surrebuttal Testimony of Steven Schwartz

Q. Please state your name, employer and business address.1

A. My name is Steven Schwartz. I am an economist and Managing Director with2

Alvarez & Marsal, with a business address of 600 Madison Avenue, New York, NY.3

4

Q. Have you previously filed testimony in this matter?5

A. Yes. I filed testimony on behalf of Noranda in late December 2014 as a part of6

Noranda’s affirmative presentation to the Public Services Commission.17

8

Q. Did that submission include a resume reflecting your educational9

background and work experience?10

A. Yes, it did. My resume was attached to that testimony as an exhibit. The resume11

describes my education, work history and experience and identifies the expert12

reports I have written and the matters in which I have offered testimony. I am13

incorporating my earlier direct testimony by reference in this report.14

15

Q. Since your last testimony in this matter, has your resume changed?16

1
Direct Testimony of Steven Schwartz In the Matter of Union Electric Company d/b/a Ameren

Missouri’s Tariff to Increase Its Revenues for Electric Service Before the Missouri Public Services

Commission, Case No. ER-2014-0258, December 2014.
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A. There have been additional reports and testimony since that submission, but there1

have been no other changes in my employment history or education. A copy of my2

updated resume is attached to this testimony as Exhibit 1.3

4

Q. Subsequent to your submission of direct testimony on behalf of Noranda,5

have you done any further analysis in connection with your assignment in6

this proceeding?7

A. Yes. I have reviewed a number of the rebuttal expert reports filed in this case,8

especially the testimony filed by Mr. Mudge and Mr. Humphreys. I have had9

additional discussions with Noranda personnel, reviewed additional material from10

Noranda, and I have undertaken an analysis of that additional material. In11

particular, my analysis has focused on analyzing and responding to the relevant12

criticisms and commentary by Mr. Mudge (the “Mudge Testimony”)2and Dr..13

Humphreys (the “Humphreys Testimony”)3 regarding the opinions set forth in my14

initial direct testimony. I have also reviewed the testimony filed by a number of the15

witnesses testifying on behalf of Noranda in this matter.16

17

18

19

2
Rebuttal Testimony of Robert S. Mudge on Behalf of Union Electric Company d/b/a Ameren

Missouri, Missouri Public Services Commission, File No. ER-2014-0258, January 2015.

3
Rebuttal Testimony of David Humphreys on Behalf of Union Electric Company d/b/a Ameren

Missouri, Missouri Public Services Commission, File No. ER-2014-0258, January 2015.
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Q. What have you been asked to do in this sur-rebuttal testimony?1

A. In this testimony, I was asked to outline my responses to the comments and2

criticisms directed at my opinions by Mr. Mudge and Dr. Humphreys.3

4

Q. Have you done that?5

A. Yes, I have.6

7

Q. And have you formed any conclusions about the specific criticisms offered8

by Mr. Mudge and Dr.. Humphreys that are relevant to your work?9

A. Yes, I have.10

11

Q. Can you summarize those conclusions?12

A. As a general matter, Mr. Mudge’s criticisms are misplaced or fundamentally13

incorrect. His criticisms are based on vague or undefined criteria and are14

unsupported by sound economic analysis. In the case of aluminum price15

forecasts, his conclusions are simply wrong. In response to Mr. Mudge’s criticism16

of how I have used Noranda’s aluminum price forecasts, I have undertaken further17

sensitivity analysis with respect to scenarios for the aluminum price, which further18

bears out the robustness of the conclusions I offered in my initial report. I disagree19

with Mr. Mudge’s claims about the way lenders would use alternative scenarios for20

aluminum prices. Finally, I disagree with Mr. Mudge’s blithe assurance that21

Noranda will be able to raise new funding in the debt and equity markets, in spite of22

changes in external economic conditions.23
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Q. You also indicated that you have analyzed Dr. Humphreys’ report in1

connection with certain parts of his testimony that implicate your initial2

analysis. Specifically, what have you done with respect to Dr. Humphreys’3

analysis?4

A. Dr. Humphreys offers a variety of specific criticisms of the approach adopted by5

Noranda in its price forecasts that are relevant to my analysis. He claims6

Noranda’s aluminum price forecasts are flawed and unreliable because they do7

not conform to the CRU forward forecast, which he regards as the sole rational8

forecast. As I explain below, for purposes of analyzing the impact of the electric9

rates proposed by Ameren on Noranda’s financial viability, Noranda’s approach is10

reasonable and use of the CRU forward curve will yield misleadingly optimistic11

results. Indeed, use of the CRU forward curve for purposes of this analysis is the12

ultimate example of cherry-picking a forecast so as to get the desired result.13

14

Q. Let’s go through these individually. Why do you reject Mr. Mudge’s15

criticism of you for relying on Noranda’s forecasts of aluminum prices?16

A. The criticism is a straw man. It is often the case that an expert is asked to make17

certain factual assumptions for purposes of an analysis. It is neither unusual nor18

uncommon for an economist in a circumstance like this one to take, as a given,19

assumptions about prices or other firm or market factors. That is all I did here.20

Thus, Mr. Mudge’s criticism is a non sequitur. Indeed, in his acceptance of Dr.21

Humphreys’ conclusion about the supposed superiority of the CRU forward22
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forecast for purposes of this analysis, Mr. Mudge has done exactly the same thing1

I did.2

3

Q. Mr. Mudge also criticizes you for not verifying or validating Noranda’s4

forecasts. Why do you reject this criticism?5

A. Mr. Mudge is being disingenuous. Knowing that I accept Noranda’s price6

forecasts for purposes of my analysis and that the burden of explaining and7

supporting those forecasts is Noranda’s, there is no reason why I would verify or8

validate Noranda’s forecasts. So, while Mr. Mudge’s statement is true, it is also9

irrelevant.10

11

Q. Do you reject Mr. Mudge’s criticism that your analysis is invalid because12

you focus on a range of prices that is too narrow?13

A. Absolutely. Mr. Mudge’s criticism is premised on some undefined concept of14

“narrow”. Mr. Mudge suggests that the range of prices is narrow, but he never15

indicates what the definition of narrow is. He never indicates how close prices16

must be for the range to be narrow. He fails to indicate the period of time over17

which he purports to measure “narrowness”. So, it is hard to respond directly to18

the critique. That said, this critique seems merely to be a restatement—or a19

different formulation—of Dr. Humphreys’s criticism of the price forecasting method20
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adopted by Noranda. Indeed, the range of prices considered in my analysis has a1

much wider variance than the CRU forecast propounded by Mr. Mudge.42

3

Q. Dr. Humphreys and Mr. Mudge criticize the manner in which Noranda has4

developed its aluminum price forecasts. Do you have an understanding of5

the alternative that Dr. Humphreys and Mr. Mudge propose and their6

rationale for that approach?7

A. Yes. Dr. Humphreys argues that the proper aluminum price forecast for evaluating8

Noranda’s financial condition is the CRU forward forecast. He argues that9

because it is not possible to know precisely how prices will evolve or to locate10

prices in the context of the price cycle, it is incorrect to do anything other than11

accept the CRU price forecast as it is. Finally, he argues that the CRU price12

forecast represents a “middle” case and implicitly builds in price volatility. Mr.13

Mudge appears to accept Dr. Humphrey’s arguments and to incorporate them14

unchanged into his own opinion.15

16

Q. Do you agree with the view expressed by Dr. Humphreys?17

A. No. As an economic matter, Dr. Humphreys’s conclusion is not sensible. First, his18

argument completely ignores the purpose for which the aluminum price series are19

used in this case. Second, he provides no evidence or economic basis for his20

4
I note with interest that, for all of his criticisms of me for my failure to produce my own independent

forecast of aluminum prices, Mr. Mudge also fails to prepare such an analysis. In fact, he relies on and

adopts the criticisms of Dr.. Humphreys and accepts Dr. Humphreys’s view of the correct aluminum price

forecast. As I note above, I find it interesting and telling that Mr. Mudge adopts the same approach that he

criticizes.
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assertion that the CRU forward series somehow embodies or reflects the1

underlying volatility of aluminum prices. The forward series takes, as a starting2

point, the price trend from the preceding periods. But a price trend, by its nature,3

smooths out volatility. By definition, it ignores year-to-year variation (i.e., volatility),4

in order to project a set of prices going forward. It captures only the directional5

movement of prices. With a trend line, we know that it is overwhelmingly likely that,6

in any given year, the projected price will be wrong. Rather than accounting for7

any underlying volatility, the CRU forward forecast statistically removes it. His8

assertion that the CRU forecast somehow incorporates volatility is disingenuous.9

Since there is no variance in the CRU forecast, it does not incorporate volatility at10

all, and the CRU forecast represents a single, fixed scenario. That means that the11

prices in the CRU forecast are not appropriate for purposes of this analysis.12

13

Q. Can you explain what you mean?14

A. We are asking whether Noranda’s viability is challenged as a result of the rate15

proposal advanced by Ameren. In order to obtain a meaningful answer to that16

question, we have to consider outcomes which deviate from the CRU forecast,17

particularly outcomes which deviate on the downside.18

19

Q. Why?20

A. Given Noranda’s current financial condition, its prospects will be very different21

depending on the path that prices follow. That is why the CRU forecast will22

necessarily yield misleading results. The assumption of steadily increasing prices23
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will paint an unduly positive picture of Noranda’s financial situation, and thus will1

lead to a misleading conclusion about the impact of the Ameren rate proposal on2

Noranda. Relying on a single forecast in which prices rise steadily rules out the3

possibility that lower realized aluminum prices will threaten Noranda’s financial4

viability.55

6

Q. In your opinion, does Dr. Humphreys’s reliance on the CRU forward curve7

bias his conclusions?8

A. Absolutely. The use of the CRU forward curve drives his conclusion and, in turn,9

Mr. Mudge’s.10

11

Q. Mr. Mudge also suggests that no rational lender would evaluate Noranda’s12

credit worthiness using a forecast of the type advanced by Noranda.13

Instead, he suggests that lenders will use the CRU forward curve. Do you14

agree with that conclusion?15

A. Absolutely not.16

17

Q. Why not?18

A. A potential lender will be concerned with the likelihood of a borrower being able to19

repay its loan. It will be looking to the indicia of a firm’s ability to do that, such as20

free cash flow. To get a good estimate of what free cash flow is likely to be going21

5
Note that if the CRU forecast predicted steadily declining prices, it would still be wrong to use that

CRU forecast in an analysis of the impact of Ameren’s rate proposal on Noranda’s viability. That forecast

would yield misleadingly negative inferences. In short, for purposes of answering the relevant question in

this matter, use of the CRU forward curve will lead to misleading inferences.
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forward, lenders will be focused on future revenues and profitability. Therefore, it1

will want—among other things—reasonable estimates of future prices. It will seek2

price forecasts that are neither unreasonably optimistic nor pessimistic. The CRU3

forward curve forecast would be rejected. Lenders want to be assured that they4

will be repaid under a variety of possible outcomes for aluminum prices.5

Accordingly, they will consider a variety of aluminum price scenarios when making6

a lending decision. A reasonable price scenario which threatens the company’s7

ability to repay the loan would be taken very seriously by a lender. More8

reasonably, in Noranda’s case, a lender would want a forecast that reflects a price9

path that captures price movements—up and down—because Noranda’s future10

financial condition depends importantly on that path. The CRU forward curve is11

not such a forecast.12

13

Q. Mr. Mudge also criticizes your conclusion that Noranda will likely be unable14

to refinance its debt in 2017 or later. He argues that because Noranda was15

able to obtain debt and equity financing previously, there is no reason to16

believe that it would be unable to do so again. Why do you disagree with Mr.17

Mudge?18

A. His argument is akin to me saying that because I was once able to play college19

hockey, I am going to be able to do so again. Of course, 40 years have passed20

since I last played and there have been some changes over time that would keep21

me from doing so. Put differently, the fact that I was able to do something in the22

past does not predict my ability to do that in the future because circumstances23
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change. Such is the case with Noranda. Its ability to borrow is based on its current1

financial condition and its expected future prospects. There is no necessary2

relationship between its financial condition and prospects today and the financial3

condition and prospects prevailing as of its previous borrowings. As Noranda’s4

circumstances change and business conditions also change, its attractiveness as5

a borrower or to an equity investor changes. Past ability to obtaining debt or equity6

financing says nothing about future abilities.7

8

Q. Did you do anything to test the sensitivity of your conclusions to the9

forecasts that were chosen by Noranda?10

A. Yes.11

12

Q. Please explain what you did?13

A. The first thing I did was to explore whether the economic evidence is more14

consistent with near term price increases or near-term price declines.15

16

Q. Why does that matter?17

A. Mr. Mudge and Dr. Humphreys question whether there is any basis for knowing18

where we are in the current aluminum price cycle. If I assume they are correct, for19

purposes of this analysis, that still does not rule out the possibility of knowing20

whether we are on the downward or upward portion of the price path. Second, the21

analysis allows me to assess the scenarios considered by Noranda and judge, at22

least, which are more or less likely to emerge.23
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Q. Can you explain what you did?1

A. First, I looked to see what trends are evident in the production and consumption of2

primary aluminum. The World Bureau of Metals Statistics collects monthly data on3

the worldwide production and consumption of primary aluminum. Since January4

2008, production of aluminum has exceeded consumption of aluminum in 65 out of5

83 months of reported data.6

7

Q. Why is that relevant?8

A. The most important indicator of the likely direction of prices is the balance between9

supply and demand. The supply of aluminum at a point in time depends on10

manufacturing capacity and the level of available inventories, that is, the amount of11

aluminum left over after consumption demands are satisfied.12

13

Q. What happens when production consistently exceeds consumption?14

A. Surpluses accumulate. Aluminum that is produced but not consumed is15

inventoried, adding to the worldwide stocks of aluminum. Since January 2008, the16

worldwide aluminum market has added a cumulative surplus of more than 9 million17

metric tonnes of aluminum. That surplus would be enough to satisfy world18

aluminum demand for more than two months if all aluminum production were to19

suddenly cease. Given that there were some stocks of aluminum already in20

existence as of January 2008, total stocks are even greater than the surplus that21

has been developed.22

23
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Q. Why did you start your analysis in January 2008?1

A. The LME three-month aluminum price reached its peak in 2008. In the run-up to2

the peak in prices, the aluminum market responded to increasing prices by adding3

productive capacity, as economists would expect. Looking at totals since 20084

captures the cumulative effect of the new capacity added by the industry.5

6

Q. What do accumulated surpluses imply for the future path of aluminum7

prices?8

A. When stocks of a commodity are high it is hard for prices to rise by much. When9

demand exceeds supply in the short term, one of two things can happen. Either10

the price of the commodity will rise to ration lower-value buyers out of the market,11

or excess demand will be met out of inventories. Since the current level of12

aluminum inventories can absorb a lot of excess demand, the likelihood of rising13

prices is diminished.14

15

Q. Can other factors limit aluminum price rises in the intermediate term?16

A. Because of variations in input prices – particularly variations in electricity prices17

around the world – aluminum smelters are profitable at different levels of the18

aluminum price. Put differently, for a given aluminum price, not all aluminum19

smelters will be profitable. Those smelters with the highest marginal costs will tend20

to idle their capacity, if possible, as prices decline. As a result, if aluminum prices21

were to rise significantly, idle productive capacity could come back online,22



Schwartz

Page 13

increase supply and defeat pressure for prices to increase. The existence of idle1

capacity can also tend to push prices down.2

3

Q. In summary, then, what expectations do you have for aluminum prices over4

the next few years?5

A. The factors discussed above suggest it is unlikely that aluminum prices will6

increase over the next few years. Ample inventories and idle capacity in the7

industry could meet any near-term increase in demand. Only a major positive8

demand shock could create upward pressure on prices. Given muted prospects9

for economic growth worldwide, it is hard to say why such a shock would10

materialize. That suggests that an upward price path in the near-term is unlikely.11

12

Q. What other Noranda price scenarios did you review?13

A. I asked Noranda to provide me with the full set of aluminum price scenarios it14

considered in connection with its price forecasting analysis. Noranda considered15

eleven pricing scenarios. This set included the scenarios that I considered in my16

direct testimony. The complete set of scenarios is attached to this testimony as17

Exhibit 2.18

19

Q. Can you describe generally these scenarios?20

A. **21

22

23

NP

_______________________________________________________________

________________________________________________________________

________________________________________________________________
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1

**2

3

Q. Based on your analysis, do these seem like scenarios that are likely to4

occur?5

A. **6

7

8

**9

10

Q. What are the other scenarios?11

A. **12

13

14

15

**16

17

Q. Do you have any opinions about which of these scenarios are most likely to18

be realized, going forward?19

A. I believe that the scenarios that show near-term price declines are much more20

likely to be realized than those with near-term price increases, as I discussed21

previously.22

23

NP

________________________________________________________________

_______________________________________________

_______________________________________________________________

________________________________________________________________

________________________________________________________________

____

_______________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

_____________________________________________________________
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Q. Can you summarize your conclusions from your analysis of the additional1

scenarios?2

A. **3

4

5

6

7

8

9

10

11

12

13

14

15

16

**17

18

Q. Are Noranda’s prospects improved, in this scenario, under its proposed19

alternative rate?20

A. **21

22

NP

_______________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

______________________________________________

_______________________________________________________________

________________________________________________________________
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1

**2

3

Q. Do you think the 1997 scenario is a likely one?4

A. **5

6

**7

8

Q. What about the remaining scenarios?9

A. **10

11

12

13

**14

15

Q. Are Noranda’s prospects better under its proposed rates?16

A. **17

18

19

20

21

**22

23

NP

________________________________________________________________

_________________________________________________________

_______________________________________________________________

________________________________________________________________

___________________________________________________________

_______________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

_______________________________________

_______________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

_______
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Q. Recalling the criticisms of your direct testimony that were offered by Mr.1

Mudge, how does the analysis that you have just discussed respond to2

those criticisms?3

A. In my opinion, the analysis set forth above makes it clear that whatever the merits4

of Mr. Mudge’s criticism about the “narrowness” of the range of prices in the5

scenarios I considered or of the reliability of the price forecasts themselves, my6

conclusions as set forth in my direct testimony remain unchanged. The7

conclusions are not sensitive to the choice of scenario, so long as we consider only8

those scenarios that are economically realistic. The unduly optimistic forecasts9

that are based on the 1994, 1995 and 1996 volatility curves ought to be dismissed.10

They each project price paths that are, based on inventory and excess capacity11

levels, sufficiently unlikely to occur that they can be dismissed. **12

13

14

15

16

**17

18

Q. Does this complete your testimony?19

A. Yes.20

NP

__________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

___________
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