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 Q.
are you the same mark burdette who FILED direct TESTIMONY BEFORE THE MISSOURI PUBLIC SERVICE COMMISSION (Mpsc or the commission) in this proceeding?

A.
Yes.

Q.
WHAT IS THE PURPOSE OF THIS TESTIMONY?

A.
I will respond to the direct testimony of MPSC Staff (Staff) witness David Murray, the direct testimony of Missouri-American Water Company (MAWC, the Company) witness Pauline Ahern and portions of the direct testimony of MAWC witness Edward Grubb.

q
are you aware that the staff of the missouri public service commission has filed a notice of excessive earnings complaint against missouri american water company?

A.
Yes.  

cAPITAL STRUCTURE

q.
what are your comments concerning the capital structure recommended by mawc?

A.
Company witnesses Ahern and Grubb failed to recommend a capital structure for MAWC as of the Commission-ordered test year in this case, which is the year ending 12/31/02.  They also skipped the Commission-ordered true-up date of June 30, 2003.   Rather, they utilized a pro forma capital structure as of 30 November 2003.



Although Public Counsel does in certain cases agree to utilize a true-up and update period, the appropriate date for which to file recommendations in direct testimony is the test year, for which data is available.  Failing to do that, the true-up date, for which hard data is available, might be appropriate.  However, a pro forma capital structure based on a future date, incorporating events which have not occurred, and may not occur, is not appropriate.  MAWC has essentially failed to provide the Commission with a valid capital structure to consider.  The Company’s recommended capital structure should not be considered by the MPSC in this proceeding.

q.
what are your comments concerning the capital structure recommended by staff witness murray?

A.
Mr. Murray appropriately based his recommendation on the Commission-ordered test year in this case. However, he used the capital structure for American Water Works Company, which ceased to exist as of 10 January 2003 when it was acquired by Thames Water, which is the water division of the German utility RWE.



Therefore, there will simply be no information on which to base his capital structure as of the Commission-ordered true-up date of 30 June 2003, as the publicly-traded entity American Water Works has ceased to exist.

q.
have you altered your recommended capital structure from the one which appears in your direct testimony?

A.
No, not at this point.  During pre-hearing conferences for this case, MAWC expressed displeasure at my inclusion of short-term debt in my recommended capital structure.  The Company assured me that as of the true-up date, the data would indicate that short-term debt could appropriately be excluded.  However, as of the filing of this testimony, I have not received the updated information.  Therefore, my recommended capital structure remains the MAWC’s capital structure as of the end of the test year.

q.
why did you include short-term debt in your capital structure for mawc?

A.
I included short-term debt because, over the period of the test year, MAWC consistently utilized short-term debt at levels that exceeded CWIP.  Also, the average level of STD (in excess of CWIP) exceeded 2% of the total capital structure.  I choose to include STD when its use is consistent and the level is 2% or more of total capital.


Q.
please show the capital structure that you recommend.

A.
I recommend the following capital structure be used in this proceeding:






Percent


Common equity

40.41%


Preferred stock
  
  0.52%



Long-term debt

55.58%



Short-term debt

  3.50%






100.0%

q.
what are your final comments regarding the appropriate capital structure to use to set mawc’s rates?

A.
Public Counsel is the only party in this proceeding that has recommended a logical and appropriate capital structure for the Commission’s consideration.  Therefore, Public Counsel’s capital structure should be utilized to set MAWC’s rates.

Embedded Cost Rates

q.
WHAT IS THE APPROPRIATE EMBEDDED COST RATE FOR MAWC’S LONG-TERM DEBT?

A.
The embedded cost rate is 6.23% for MAWC’s long-term debt as of the end of the test year.  

q.
what embedded cost of long-term debt is being recommended by the company, and do you agree with this recommendation?

A.
MAWC’s recommended cost of 6.22%.  However, according to Mr. Grubb’s testimony, the Company’s recommended cost is a pro forma calculation based on what the Company expects to be the case on 30 November 2003 (Grubb-Direct, page 10, line 1-9).  Although the Company’s recommendation happens to be very close to my recommendation, the Company’s methodology is fundamentally flawed.  As with capital structure, the appropriate date to consider at this time is the end of the test year, certainly no later than the update period ending 30 June 2003.

q.
what embedded cost of long-term debt is being recommended by the mpsc staff, and do you agree with this recommendation?

A.
Staff witness Murray recommends an embedded cost of 6.10% based on American Waters consolidated capital structure and outstanding debt.



Because MAWC has long-term debt issued under its own name, I believe the Company’s actual debt, rather than American Water’s consolidated debt, is appropriate to use to calculate the embedded cost of debt.

q.
WHAT IS THE APPROPRIATE EMBEDDED COST RATE FOR MAWC’S short-TERM DEBT?

A.
The embedded cost rate is 2.83% for MAWC’s short-term debt.  Calculation of the embedded cost is shown on Schedule MB-4.

q.
WHAT IS THE APPROPRIATE EMBEDDED COST RATE FOR MAWC’S Preferred and PREFERENCE stock?

A.
The embedded cost rate is 9.06% for MAWC’s preferred stock.  

q.
what embedded cost of preferred stock is being recommended by the company, and do you agree with this recommendation?

A.
Mr. Grubb proposes an embedded cost of preferred stock of 9.12%, again based on pro forma assumptions.  The latest date appropriate to use for the calculation of the embedded cost of debt at this time is the end of the update period.  As with capital structure and the embedded cost of long-term debt, the MPSC should not consider pro forma calculations based on events that may not occur.

q.
what embedded cost of preferred stock is being recommended by the company, and do you agree with this recommendation?

A.
Staff witness Murray recommends an embedded cost of 7.70% based on American Water’s consolidated capital structure and preferred stock of American Water and all subsidiary companies.



Because MAWC has preferred stock issued under its own name, I believe the Company’s actual preferred stock is appropriate to use to calculate the embedded cost.

COST OF COMMON EQUITY

Q.
what is your RECOMMENDED cost of common equity for MAWC?

A.
MAWC should be allowed a return on common equity of 9.50 to 10.00%.  This return on common equity was determined using the Discounted Cash Flow Model (DCF) and Capital Asset Pricing Model (CAPM).

q.
company witness ahern generally disparages the discounted cash flow model.  Do you agree with her assertions?

A.
No, I do not. The Discounted Cash Flow Model is based on actual, available market data, and the Model itself is rooted in the fundamental financial concepts of the time value of money and the process of discounting future cash flows to the present (calculating ‘present values’).  



Also, Ms. Ahern’s arguments that the MPSC should authorize an ROE that supports current market-to-book ratios is fundamentally flawed.  The market price of stock is a reaction to the operations of a company.  Ms. Ahern would have the MPSC believe that the Commission should react to the market price.



The market generally, and equity analysts specifically, know full well that regulated utilities have the opportunity to earn returns based on the book value of rate base.  The fact that any regulated utility stock trades at market-to-book ratios greater than 1.0 means only that that utility is earning a return over and above that required by the investor.



Ms. Ahern is, simply, trying to persuade the MPSC that the horse should push the cart.

Q.
has the mpsc consistently relied on the dcf model in determining the appropriate return on equity to authorize for missouri’s regulated utilities?

A.
Yes.  According to The Report and Order for Case No. ER-2001-299, The Empire District Electric Company, the MPSC recognizes the appropriateness of the DCF, as well as makes note of its conceptual underpinnings to the time value of money and the concept of discounting future cash flows:

  
Historically, the Commission has primarily relied upon the Discounted Cash Flow (“DCF”) Method of determining the appropriate return on equity (“ROE”) for a regulated utility company.  The objective of the DCF Method is to determine the discount rate that equates anticipated future cash flows from a company’s common stock to the current market price of the common stock.  The Company, the Staff and the OPC all recommend that the Commission rely primarily upon the DCF Method to establish the appropriate return on equity in this case.


The Commission finds that Public Counsel’s calculations are well reasoned and appropriate for this case.  Public Counsel determined that a price of $19.52 per share should be used in the DCF model.   This $19.52 stock price combined with the $1.28 dividend results in a dividend yield of 6.56%, which when combined with Public Counsel’s growth rate of 3.5%, results in a rate of return range of 10.00% to 10.25%.  The Commission finds that the appropriate rate of return on common equity is 10.00%. [Emphasis added]

q.
what does company witness ahern’s dcf analysis show?

A.
According to Ahern-Direct, page 28, lines 21-25:


As shown on Schedule PMA-5, Line Nos. 5 and 10, the results of the applications of the DCF model are 9.2%/10.7% for the proxy group of seven C.A. Turner water companies.  As shown on Line No. 8, the average DCF cost rate for the proxy group is 10.0%. [Emphasis added]

q.
does ms. Ahern’s dcf results support your recommended cost of equity for MAWC?

A.
Absolutely.  I recommend a Return on Equity for MAWC of between 9.50% and 10.0%.  Ms. Ahern’s average DCF result is 10%, which, as I pointed out in my direct testimony, could NOT have considered the new Infrastructure System Replacement Surcharge.  Therefore, her DCF result completely supports my recommended cost of equity for MAWC.

q.
ms.ahern asserts that a return on equity recommendation should not be based on any single financial model.  did you rely on a single model?

A.
No, I did not.  I performed both a Discounted Cash Flow analysis and a Capital Asset Pricing Model analysis in the process of forming my recommendation.

q.
What are your comments concerning Mr. Murray's recommended return on equity?
A.
Mr. Murray relied primarily on his DCF analysis for his recommended ROE for Missouri-American Water Company.  The DCF Model calls for an expected dividend yield and a sustainable growth rate.

q.
do you have concerns with Mr. murray’s dividend yield calculation?

A.
No.  Although we utilized different methods to arrive at our respective dividend yields, my DCF dividend yield of 3.48% is very close to Mr. Murray’s dividend yield of 3.54%.

q.
do you have concerns with Mr. Murray’s growth rate analysis?

A.
Yes.  Mr. Murray’s recommended ROE is biased downward because he over-emphasized historical growth rates rather than primarily looking at projected growth rates.  There are two fundamental problems with over-emphasizing historical growth rates.

q.
Please explain the two problems.

A. 
First, reliance on historical growth rates can violate the fundamental financial concepts on which the DCF model is based.  The DCF model explicitly calls for an expected (i.e. future) sustainable growth rate because the valuation of a financial asset, such as a share of common stock, is based on expected future cash flows that that asset can generate.  Historical growth rates can be beneficial to analyze.  But consideration of historical growth rates should be relied on only to the extent that the analyst believes they could be representative of future growth.  If calculations of projected growth rates show deviation from historical rates, then the analyst should place a greater emphasis on the projected rates.  Mr. Murray’s DCF results show a definite downward bias due to his over-reliance on historical growth rates that do indeed differ significantly from the projected rates.



Second, reliance on historical growth can exacerbate any earnings "problems" experienced by the regulated utility.  For example, if a regulated utility has consistently been in a state of under-earning, then historical growth rates will reflect that condition and their use in the forward-looking DCF can perpetuate that state of under-earning.  Similarly, if the utility has historically been over-earning, then historical growth rates will reflect those over-earnings.  Because the DCF is fundamentally a forward-looking model, the growth rate utilized should be forward-looking.

Q.
are you saying that a dcf calculation should rest solely on projected growth rates?

A.
No.  Historical growth rates can be beneficial to analyze.  However, the analyst must consider differences between historical growth rates and projected growth rates because the DCF Model calls for expected (future) sustainable growth.

q.
please explain How Mr. Murray utilized his growth rate calculations in determining the sustainable growth rate he used in his DCF analysis?

A.
Mr. Murray averaged all of his growth rates, including the historical rates, to arrive at his recommended DCF growth rate.  



As can be seen on Murray-direct, schedule 14, he calculated 5-year and 10-year historical growth rates for dividends per share, earnings per share and book value per share for his group of four comparable companies.  The overall average historical growth rate for all four comparable companies is 3.36% (schedule 14-3 and schedule 15, column 1).  On schedule 15, he then averages these historical rates with his projected rates (column 6). 

q.
does mr. Murray give equal weight to his historical and projected growth rates?

A.
Yes.  As can be seen on schedule 15, Mr. Murray calculated an average projected growth rate for each comparable company (columns 2-5). The overall average projected growth for all four companies is 6.42% (column 5).  He then averages these projected growth rates with the historical growth rates for each company (column 6).  For every company in his comparable group, his overall average of historical and projected is lower than the average projected because the average is pulled down due to the inclusion of the historical rates.

q. 
could you please explain further and give examples of mr. Murray’s growth rate calculations?

A.
Yes.  Mr. Murray calculated historical growth rates and projected growth rates for each comparable company, then weighted these equally to arrive at an overall average growth rate for each company.



For example, the average historical growth rate utilized by Mr. Murray for American States Water Company is 3.03%.  The average projected growth for the same company is 4.0%.  Mr. Murray weights these two averages equally to arrive at an overall average growth rate of 3.52% for American States.



The average historical growth rate for Middlesex Water Company is 2.81% (column 1).  All three of Middlesex’s projected growth rates are 7.00%.  However, Mr. Murray calculates an overall average growth rate of 4.91% by giving equal weight to the 2.81% historical average and the 7.00% projected average.  



The most glaring example of placing too much emphasis on historical rates occurs with California Water Services Group.  Mr. Murray’s overall average historical growth rate for this company is –0.09%, negative 0.09%.  The three projected growth rates for California Water are 3.0%, 3.0% and 9.0%, for an average of 5.0%.  Mr. Murray takes the average projected rate of 5.0% and averages this number with the negative historical rate for an overall average growth rate of 2.45% for California Water.  Despite three positive projected growth rates, all substantially greater than Mr. Murray’s calculated average historical growth, he did not place any greater emphasis on the projected rates as called for by the DCF model.



In general, Mr. Murray’s DCF growth rate calculations utilized for his recommendation are biased downward due to the fact that he placed equal emphasis on historical and projected growth rates.  

Q.
what do mr. Murray’s growth rate calculations mean in terms of his recommended cost of common equity for mawc?

A.
Mr. Murray’s recommended ROE for MAWC is biased downward.


Infrastructure System REplacement Surcharge
HB 208 (92nd General Assembly)

q.
would you please again explain the infrastructure system replacement surcharge (ISRS) and its effects on mawc?

A.
Yes.  Following is the same questions and answers as appeared in my direct testimony regarding the ISRS.

Q:  
What is the Infrastructure System Replacement Surcharge?
A:
The Infrastructure System Replacement Surcharge (ISRS) is a surcharge approved by the Missouri Legislature in the spring of 2003 which creates a mechanism that Missouri-American can use in its St. Louis County service territory to recover expenditures on infrastructure replacement outside the confines of a general rate case.  The new provisions are found at Sections 393.1000 through 393.1006 RSMo (2003 Supp.)  According to the legislative summary of the truly agreed to and finally passed version of HB 208, the new law allows water corporations: 


…serving more than 10,000 customers in St. Louis County and all gas corporations to file petitions with the Public Service Commission for rate adjustments that recover from customers prudently incurred costs for infrastructure replacement projects. Eligible projects may include replacement of deteriorating equipment, safety enhancements, and non-reimbursed costs of facility relocations required by highway and other public works construction. Projects may not increase revenue by connecting to new customers and must not have been included in the corporation's last general rate case.  Commission staff may examine the petition and submit a report within 60 days.  The commission may hold a public hearing and must issue an order that becomes effective within 120 days after the petition is filed.  During its consideration of the petition, the commission may not examine the corporation's other revenue requirements or rate-making issues.


Adjustment charges must appear on customers' bills as a separate charge and may only apply to classes of customers that receive benefits from the infrastructure replacement project.  Charges must be applied in a manner consistent with the customer class cost-of-service study from the corporation's most recent general rate proceeding.  Charges will not be approved if the corporation's last general rate proceeding was more than three years before the petition was filed or if the adjustment produces revenue exceeding 10% of the base revenue level approved in the corporation's last general rate proceeding.  Rates may not be adjusted more than twice a year, and charges may not be collected for more than three years unless the corporation has filed or is the subject of a new general rate proceeding. Estimated monthly charges are subject to annual reconciliation. [Emphasis added]

q.
does the infrastructure System replacement surcharge affect MAWC’s business risk?

A.
Yes, it reduces MAWC’s business risk.

q.
in what way is mawc’s risk reduced?

A.
For the single issue of new plant placed into service, the Company no longer faces the traditional business risk of regulatory lag.  The ISRS allows MAWC to collect revenue via a specific surcharge without having to go through the process of a rate case.   The Company will be able to begin collection of revenues more quickly, collect greater overall revenue, and overall earnings will be more stable, which reduces the risk faced by the equity investor.

q.
does the isrs mechanism allow for any reduction in earnings?

A.
No.  The ISRS does not allow for a reduction in earnings.  The Company’s earnings can only go up.



In fact, under the new regulatory paradigm created by HB208, all other things being equal, MAWC will experience greater earnings that what would have been achieved absent HB208 provisions because the Company will not have to wait for a new rate case to be completed.

Q.
Does the company face any single-issue threat of a reduction in earnings without going through the process of a rate case?

A.
No.  There is no mechanism in place that would reduce the Company’s earnings based on a single-issue apart from a full rate case.  In other words, as a result of HB208, the Company now has a single-issue mechanism to increase earnings between rate cases, but faces no similar single-issue mechanism that could reduce earnings.  

q.
do mawc’s customers therefore continue to face the risk of regulatory lag while that risk for the company has been reduced?

A.
Yes.  MAWC’s customers continue to face the risk of regulatory lag on any costs or expenses that go down between rate cases, but will be faced with additional charges due the ISRS.



For example, if a single-issue expense such as payroll goes down, that reduced cost would not be reflected in rates paid by MAWC’s customers until the Company went through a full rate case.  This is in stark contrast to the Company’s ability to increase customer’s bills via the ISRS without having to file a rate case.  

q.
does hb208 allow MAWC to increase earnings even if all other regulatory factors would actually require a revenue decrease?

A.
Yes.  If all relevant overall cost of service items were reviewed, and MAWC would appropriately face an overall revenue decrease, HB208 still allows for rates to increase, thus increasing overall Company revenues.  Similarly, even if a review of overall cost of service items showed the Company should be granted the opportunity to earn greater revenues, HB208 could allow the Company to earn an even greater level of revenues than would otherwise be appropriate.

q.
does hb208 allow for a review of overall cost of service items?

A.
No.  HB208 specifically precludes a complete review, and ratepayers have no recourse.

Q.
how does the existence of the ISRS affect your recommendations to the Missouri public service commission?

A.
I believe the existence of the ISRS reduces MAWC’s basic regulatory business risk for the single issue of new plant placed into service and shifts that traditional regulated-utility risk to ratepayers.  This fact could not have been considered or taken into account by the Company’s return on equity witness Pauline M. Ahern, as she filed testimony on 19 May 2003 and HB208 was not signed into law until 9 July 2003.  



Therefore, I believe it would be appropriate for the MPSC to consider a return on equity in the lower portion of any range under consideration, and certainly well below the recommendation of the Company’s witness. 

q.
Does this conclude your testimony?

A.
Yes, it does.
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