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 Q.
are you the same mark burdette who FILED direct and rebuttal TESTIMONies 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 rebuttal testimony of MPSC Staff (Staff) witness David Murray, the rebuttal testimony of Missouri-American Water Company (MAWC, the Company) witness Pauline Ahern and the rebuttal testimony of St. Joseph Water Rate Coalition witness Stephen Wurtzler.



Also, I will present updated recommendations for MAWC’s capital structure and overall rate of return (weighted average cost of capital) as of 30 November 2003.  These changes are shown on Schedules MB-2 Updated, MB-4 Updated and MB-11 Updated attached to this testimony.

q.
have you made any changes in your recommendations as they appear in your direct testimony?

A.
Yes.  I have updated my capital structure and weighted average cost of capital to 30 November 2003.  These changes are shown on the attached Schedules MB-2 Updated, MB-4 Updated, and MB-11 Updated.



Also, because I recommend that the MPSC focus on the lower end of cost of equity range, the updated cost of capital calculation includes only a return on equity of 9.50%

Q.
please describe the changes that you made.

A.
The most significant change is that I have excluded short-term debt from MAWC’s capital structure.  This change was appropriate based on the Company’s diminished use of short-term debt for the twelve months ending 30 June 2003 and the twelve months ending 30 November 2003 (Schedule MB-4 Updated).



The exclusion of STD altered the capital structure for the Company (Schedule MB-2 Updated), which in turn affected the overall weighted average cost of capital (Schedule MB-11 Updated).  The general affect was that the overall cost of capital increased due to the exclusion of short-term debt, which has the lowest embedded cost of any component in the capital structure.

q.
please detail the changes to mawc’s capital structure and overall cost of capital.

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






Percent


Common equity

43.94%


Preferred stock
  
  0.53%



Long-term debt

55.53%



Short-term debt

  0.0%






100.0%


The change in capital structure leads the change in MAWC’s overall cost of capital.  The overall rate of return I recommend for MAWC is now 7.68% rather than 7.45%, assuming a 9.50% cost of equity.

q.
did staff witness murray point out possible mistakes in certain schedules attached to your direct testimony?

A.
Yes.

Q.
Do you concur with his findings and have you made changes?

A.
In all, I made changes to four schedules attached to my direct testimony.  Three of the needed changes were pointed out by Mr. Murray; one I discovered.  The four updated schedules are attached to this testimony as Schedule MB-6, page 1 (Amended), Schedule MB-6, page 2 (Amended), Schedule MB-9 (Amended) and Schedule MB-11 (Amended).

Q.
could you please explain the changes?

A.
Yes.


Schedule MB-6, page 2 (Amended):  the average compound growth rate changed to 5.15% from 6.14%.  This is the correction that caused all changes on Schedule MB-6, page 1.


Schedule MB-6, page 1 (Amended):  the EPS Compound Growth Rate changed to 5.15% from 6.14% due to an incorrect average calculation on Schedule MB-6, page 2.  This change filtered through to other calculations on that same schedule: American States Water Company’s high growth rate changed to 5.15% from 6.14%; American State’s overall average changed to 3.63% from 3.72%; the average high growth rate for all comparison companies changed to 7.38% from 7.71%; American State’s Hi/Low average changed to 3.12% from 3.61%; the overall average of all growth rates for all companies changed to 3.92% from 3.95%.  This correction did not alter any projected growth rates.


Schedule MB-9 (Amended): the CAPM cost of equity calculations on the bottom half of the page incorrectly utilized the market premium from the top half of the page (6.60%) rather than the correct market premium of 8.95% from the lower half of the page for all comparison companies except California Water Services.  This change resulted in the following changes in particular CAPM costs of equity: American State’s to 10.97% from 9.56%; Middlesex to 10.52% from 9.23%; Philadelphia Suburban to 11.87% from 10.22%; Southwest Water to 11.42% from 9.89%.  Additionally, the overall average CAPM cost of equity for all comparison companies changed to 11.15% from 9.97%.


Schedule MB-11 (Amended): the ‘cost rate’ for Short-term debt incorrectly appears as 3.50% in the second to the last column at the top of the page.  This number actually corresponds to the percent of short-term debt in the capital structure rather than the cost of short-term debt.  The correct cost of short-term debt should be 2.83%.  This resulted in a weighted cost of capital in the final column for short-term debt of 0.10% rather than 0.12%.  The overall weighted average cost of capital changed to 7.65% from 7.67%, assuming my high cost of equity recommendation of 10.0%.  The cost of short-term debt is correct (2.83%) in the overall weighted average cost of capital calculation assuming my low cost of common equity of 9.50%.  This change actually becomes moot as of the 30 November 2003 true-up period due to the exclusion of STD.

q.
do any of the corrections to these schedules alter your recommended cost of common equity for Missouri-American Water Company?

A.
No.  In fact, the correction in Schedule MB-9 (Amended) lends credence to the fact Mr. Murray’s recommended cost of equity range is too low.

Q.
do you have comments regarding mr. Murray’s general negative view of your cost of capital analysis?

A.
Just a few.  It would appear that Mr. Murray and Staff Financial Analysis overall believes cost of equity and cost of capital analyses can be successfully accomplished using a mechanistic, cookie-cutter methodology that does not leave room for the analyst’s subjective input.



Where Mr. Murray does actually introduce a measure of subjectivity, he does so haphazardly and without support.

q.
please explain.

A.
In determining the growth rate range he would use for his Discounted Cash Flow analysis, Mr. Murray first calculated an overall average growth rate of 4.89% for his comparable companies, mechanistically giving equal weight to all growth rates considered, both historical and projected.  This average is calculated on Mr. Murray’s Schedule 15 attached to his direct testimony.



Then, he arbitrarily decided that that average of 4.89% should be the midpoint of a growth rate range spanning a full 100 basis points (bp) – he added 50bp to arrive at the high end of his range of 5.39% and subtracted 50bp to arrive at the low end of his range of 4.39%.  The manner in which he arrived at this broad range is not explained:


The average of the historical and projected growth rates produces an average growth rate of 4.89%.  Considering all of this information, I chose a reasonable growth rate range of 4.39 percent to 5.39 percent (see Schedule 15).  This range of growth (g) is the range that I used in the DCF model to calculate a cost of common equity for the Comparables.  (Murray-direct, page 28, lines 8-12)


While one would hope and assume that indeed Mr. Murray “considered” all of the information at his disposal, he fails to provide any explanation as to how he arrived at his plus/minus 50bp adjustment off the average to arrive at his 100bp range centered at 4.89%.  One is unsure exactly what he considered or to what extent.



Given that Mr. Murray apparently believes that “clear and understandable” are key virtues of a DCF growth rate calculation, it is curious that his methodology is inconsistent with those virtues.

q.
do you have comments regarding the rebuttal testimony of Mawc witness Pauline Ahern?

A.
Yes.  Beginning on page 31, line 21 of Ms. Ahern’s rebuttal testimony, through page 32, line 21, Ms. Ahern discusses various aspects of Standard & Poor’s financial targets for pretax interest coverage ratios for public water utilities whose bonds have an A rating.  This discussion is irrelevant to this proceeding.

q.
why is this discussion irrelevant?

A.
It is not the ‘right’ of Missouri’s utilities to be authorized returns that conform to a bond rating agency’s targets nor is it their right to be assured a particular rating.  The Missouri Public Service Commission does not and should not authorize returns for utilities under its jurisdiction with the specific intent of achieving or maintaining any particular bond rating, nor should it authorize returns merely to ensure the utility will achieve any particular target financial ratio recommended by any particular bond-rating agency.  



Ms. Ahern also attempts to lead the MPSC away from the legal standard of “opportunity to earn” and incorrectly assumes the utility should be guaranteed a certain level of achieved returns.  That is simply not the way it works.

q.
do you have other comments regarding ms. Ahern’s rebuttal testimony?

A.
Yes.  In the same section as referenced above, Ms. Ahern suggests that one of the reasons MAWC should be granted a greater level of return is because of “the Company’s prudent and significant use of low cost debt financing…”   She comments that to acknowledge the Company’s actual embedded cost of long-term debt when calculating the Company’s overall cost of capital is “penalizing” the Company.



Ms. Ahern’s implication is that MAWC should receive some level of premium return, or “reward”, for acting prudently and working to achieve the lowest cost of debt available to it in the market.  This thinking is flawed.  It is, in fact, the Company’s fiduciary responsibility to act prudently and attempt to achieve the lowest cost of capital available.  

q.
do you have comments on the rebuttal testimony of St. joseph water rate coalition witness Stephen Wurtzler?

A.
Yes.  Mr. Wurtzler did not perform an independent analysis of the cost of equity or overall cost of capital for MAWC.  Rather, he reviewed my direct testimony and the direct testimonies of Staff witness Murray and Company witness Ahern.  Therefore, while Mr. Wurtzler’s opinion cannot be viewed as completely independent, it is beneficial for the MPSC to note his opinion.



Mr. Wurtzler’s recommended range for MAWC’s cost of equity capital of 9.25% to 9.75% essentially encompasses the recommendation of Staff and my own recommendation, overlapping both.  The 9.25% low end of Mr. Wurtzler’s recommendation just overlaps the 9.26% high end of Staff’s recommended range and the 9.75% high end of his recommendation falls exactly in the middle of the range I recommended in direct testimony of 9.50% to 10.0%.  The midpoint of Mr. Wurtzler’s range is 9.50%, which is exactly the cost of equity I recommend the MPSC should authorize for MAWC.



Also, Mr. Wurtzler’s recommended overall cost of capital of 7.33% to 7.54% for MAWC is similar to the overall cost of capital I recommend of 7.68% (as shown on Schedule MB-11 Updated attached to this testimony).  This result is not surprising given that: 1) Mr. Wurtzler recommends a capital structure very similar to the capital structure I recommend in direct testimony; 2) he recommends similar embedded costs for short-term debt, long-term debt and preferred stock; and 3) as already mentioned, he recommends a similar range for MAWC’s cost of equity.  



The most significant difference is that Mr. Wurtzler’s capital structure includes short-term debt, which I removed as of the true-up date of 30 November 2003.  Because he does not include the actual dollar amounts for each component of his recommended capital structure, I cannot recalculate his overall cost of capital assuming no short-term debt.  However, I believe that given the other similarities, this updated calculation would be quite close to my recommended overall cost of capital of 7.68%.



While Mr. Wurtzler’s recommendations are not based on his own fundamental analysis, his independent review of all parties’ direct testimony and resulting recommendations does support the recommendations I have made for MAWC in this proceeding.  

q.
Does this conclude your testimony?

A.
Yes, it does.
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