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REBUTTAL TESTIMONY
OF

DONALD A. MURRY, Ph.D .
THE EMPIRE DISTRICT ELECTRIC COMPANY

BEFORE THE MISSOURI PUBLIC SERVICE COMMISSION
CASE NO. ER-2001-299

I Q. PLEASE STATE YOUR NAME.

2 A. My name is Donald A. Murry .

3 Q. ARE YOU THE SAME DONALD A. MURRY WHO FILED DIRECT

4 TESTIMONY IN THIS PROCEEDING ON BEHALF OF THE EMPIRE

5 DISTRICT ELECTRIC COMPANY ("EMPIRE")?

6 A. Yes, I am.

7 Q . WHAT IS THENATURE OF YOUR REBUTTAL TESTIMONY?

8 A. I am offering this testimony concerning cost of capital (return on common stock

9 equity and capital structure) to rebut the direct testimonies of Commission Staff

10 witness Roberta A. McKiddy and Office of Public Counsel ("OPC") witness Mark

11 Burdette . In each of their testimonies, there are conceptual difficulties and

12 mechanical errors . However, 'iii some respects, I am more concerned about the

13 testimony of Ms. McKiddy regarding return on common stock equity because it is

14 inconsistent with the analytical precedence of regulation and economic principles .

15 Q. PLEASE EXPLAIN.

16 A. Ms. McKiddy has recommended a return on common stock equity that is

17 inconsistent with basic measures of financial integrity, and which her own testimony

18 contradicts . In fact, in reading her testimony, I have concluded that she must not



1

	

understand the risk of her recommendations and their potential impact upon

2

	

Empire's investors and ratepayers .

3 Q.

	

WHY DO YOU SAY THAT MS. MCKIDDY HAS RECOMMENDED A

4

	

RETURN ON COMMON STOCK EQUITY THAT IS INCONSISTENT WITH

5

	

BASIC MEASURES OF FINANCIAL INTEGRITY?

6

	

A.

	

Ms. McKiddy's testimony reports, but ignores, financial exigencies of Empire

7

	

resulting from construction financing and the impact of the failed merger with

8

	

UtiliCorp United, Inc . ("UtiliCorp") upon Empire's securities . Moreover, her

9

	

recommendation is not consistent with the basic accepted standards of financial

10

	

integrity . While she acknowledges the financial situation of Empire, key indicators

11

	

of Empire's financial health, and the recognized industry financial standards, she

12

	

ignores this evidence and recommends a return on common stock equity for Empire

13

	

that is not in touch with financial precedence or reality .

14

	

Q.

	

WHEN YOU SAY THAT MS. MCKIDDY'S TESTIMONY REPORTS, BUT

15

	

IGNORES, THE FINANCIAL EXIGENCIES OF EMPIRE, TO WHAT

16

	

SPECIFICALLY ARE YOU REFERRING?

17

	

A.

	

Ms. McKiddy obviously recognizes that Empire's recent construction program has

18

	

had an adverse financial impact on Empire . In her Direct Testimony, on lines 11-17

19

	

of page 17, she quotes Standard & Poor's "negative outlook" for Empire because of

20

	

the construction program . She also notes the importance of rate relief to Empire as

21

	

stated by Standard & Poor's . This same quotation states that the " . . .uncertainty o£

22

	

adequate rate relief . . ." adds to the negative outlook. However, she completely fails

23

	

to address the implication of her return recommendation on Empire's financial



1

	

condition or explain why she does not accept Standard & Poor's conclusions .

2

	

Moreover, she has ignored the financial standards recognized by analysts as

3

	

measures of financial health . In fact, she acknowledges, on page 27, lines 19-20,

4

	

that .the interest coverage ratio that she calculated "does support the `negative'

5

	

outlook placed on Empire by Standard and Poor's . . . ." Although she acknowledges

6

	

the financial circumstance of Empire, she seems to dismiss it with the simple

statement on page 30 lines 12-17 ofher testimony, as follows :

8

	

The low end of the recommended return on equity range allows enough
9

	

earnings power for Empire to meet its Net Earnings Requirement of two
10

	

times the amount of the annual interest requirements pursuant to provisions
11

	

of its Supplemental Indenture (Source: Company Response to Staff Data
12

	

Request No. 3806) . Thus, the pro forma pre-tax interest coverage test shows
13

	

that there will be enough earnings potential for Empire to meet its capital
14

	

costs based upon the above referenced return on equity range for Empire.
15

	

[Emphasis added] .
16
17

	

Q .

	

HOWDO YOU RESPOND TO THIS STATEMENT?
18
19

	

A.

	

This is a remarkable and incredible statement . Ms. McKiddy states, without

20

	

analysis or basis, that meeting the bare indenture requirement is an adequate return.

21

	

Q.

	

WHY IS HER STATEMENT INCREDIBLE?

22

	

A.

	

Her statement and ultimate position is incredible because it ignores sound financial

23

	

standards and the regulatory principles in quotations from court decisions that she

24

	

offers as the basis for her testimony.

25

	

Q.

	

WHAT FACTORS INDICATED THE FINANCIAL CONDITIONS OF EMPIRE

26

	

THAT MS. MCKIDDY FAILED TO RECOGNIZE?

27

	

A.

	

She did not acknowledge Empire's inability to increase dividends, although she did

28

	

report the dividend levels in her testimony . Her Schedule 9 shows the constant

29

	

dividend level and the very high dividend payout ratios in the 1995-99 period . In



1

	

three of those years the payout ratio exceeded 100 percent.

	

However, the most

2

	

obvious measure of the inadequacy and incredible nature of her recommended

3

	

return is her own measure of interest coverage in her Schedule 19.

4

	

Q.

	

PLEASE EXPLAIN.

5

	

A.

	

As this schedule shows, she has recommended a return which, even at the high end

6

	

ofher range, falls far short ofthe lower quartile of the Before Tax Interest Coverage

7

	

for electric utilities maintaining an A rating . The high end of her range, by her own

8

	

estimation, will produce a coverage of 2.29 times when the lower quartile of A rated

9

	

bonds according to Standard & Poor's is 2.95 times .

10

	

Q.

	

PLEASE DEFINE "BEFORE TAX INTEREST COVERAGE."

11

	

A.

	

Before Tax Interest Coverage is the ratio of income to the level of interest before

12

	

both interest charges and income taxes are deducted from income . This ratio is a

13

	

measure of financial risk and credit-worthiness of a company's debt .

14

	

Q.

	

HAVE YOU EVALUATED THE INTEREST COVERAGE LEVELS OF ANY

15

	

OTHER ELECTRIC UTILITIES?

16

	

A.

	

Yes. I evaluated the Before Tax Interest Coverage of the nine comparable electric

17

	

companies that Ms. McKiddy used in her Direct Testimony and some other

18 companies .

19

	

Q .

	

HOW DID YOU USE THE INTEREST COVERAGE OF MS . MCKIDDY'S

20

	

COMPARABLE COMPANIES?

21

	

A.

	

I compared the Before Tax Interest Coverage of the nine utilities that Ms. McKiddy

22

	

considered comparable to Empire. As my Schedule DAM 20 shows, her

23

	

recommendation for Empire is not at all comparable to the interest coverage of the



1

	

companies that she selected as comparable in her analysis. The Before Tax Interest

2

	

Coverages of these nine companies average 3 .63 times . Black Hills, the highest, has

3

	

a coverage of 5 .10 times . All of these coverages are much higher than the 2.16 to

4

	

2.29 range of Before Tax Coverage that Ms. McKiddy's recommendation will

5

	

produce for Empire in this proceeding, as she has illustrated in her Schedule 19 .

6

	

Empire is not and cannot be comparable to these companies with healthy coverage

7

	

ratios if the Commission should adopt the interest coverage produced by her

8

	

recommended return in this proceeding .

9 Q. IS THERE ANY EVIDENCE THAT THE INTEREST COVERAGE LEVEL OF

10

	

EMPIRE IS INADEQUATE?

I 1

	

A.

	

Yes. Fitch Incorporated, a New York rating service, last week downgraded $415

12

	

million of the Empire's debt . From the announcement it is apparent that one of the

13

	

major reasons, if not the major reason, for the downgrade is the credit worthiness of

14

	

Empire's debt and near-term financial prospects . In its announcement, Fitch

15

	

Incorporated said :

16
17
18
19
20
21
22
23
24 Q.

Due to high natural gas''costs in 2000, increased interest expense relating to
the construction of the State Line facility, and the lack of new common
equity financing within the past two years EDE's credit fundamentals are
now more consistent with the `BBB+' rating category . For year-end 2000,
EDE's pretax interest coverage was 2.3 times (x) and the ratio of EBITDA to
interest was 3.5x . The company's debt leverage, currently 59% of capital, is
in line with `BBB+' medians .

IN YOUR OPINION, WHAT IS THE MAJOR EFFECT OF A BOND RATING

25

	

DOWNGRADE FOR A UTILITY SUCH AS EMPIRE IN THIS INSTANCE?



I A. A bond rating downgrade will inevitably lead to higher debt cost . This will impact

2 the common stock equity holders and ultimately the ratepayers as well, when these

3 higher debt costs are incorporated into rates .

4 Q . HAVE YOU REVIEWED THE INTEREST COVERAGE OF ANY OTHER

5 ELECTRIC UTILITIES AS YOU EVALUATED MS. MCKIDDY'S DIRECT

6 TESTIMONY IN THIS PROCEEDING?

7 A. Because of the notoriety of the bankruptcy of Pacific Gas & Electric ("PG&E") and

8 the near-bankruptcy of Southern California Edison, I reviewed the interest coverage

9 ratios of these two companies . They each have Before Tax Interest Coverages that

10 are similar to the coverage that Ms. McKiddy's recommendation would provide for

11 Empire in this proceeding . According to Value Line, PG&E's coverage is 2.0 times

12 and Southern California Edison's is 2.2 times .

13 Q. USING MS. MCKIDDY'S CAPITAL STRUCTURE AND DEBT COSTS, DO

14 YOU KNOW WHAT RETURN ON COMMON STOCK WOULD BE

15 NECESSARY TO MAINTAIN AN INTEREST COVERAGE AT THE LOWEST

16 QUARTILE LEVEL OF ELECTRIC UTILITIES?

17 A. As Schedule DAM 21 illustrates, if Ms. McKiddy had recommended a return

18 sufficient to place Empire at the level ofthe "lower quartile" of electric utilities, her

19 recommended return on common stock would have been 14.32 percent . This

20 calculation alone illustrates the unrealistic and incredible nature of her rate of return

21 recommendation for Empire in the case .

22 Q. HOW WOULD YOU CHARACTERIZE THE IMPORTANCE OF RETAINING

23 AN "A" BOND RATING?



1

	

A.

	

It is extremely important . The cost of utility borrowing will normally increase as

2

	

rating agencies lower the bond rating of the involved company .

	

The increased

3

	

borrowing costs adversely affect common stockholders and ratepayers alike .

4

	

Q.

	

WHY DO YOU STATE THAT MS. MCKIDDY IGNORED REGULATORY

5

	

AND ECONOMIC PRINCIPLES?

6

	

A.

	

In the recent history of regulation, there has been recognition by practitioners and

7

	

scholars that a market return is the return that investors could earn in other

8

	

investments of equivalent risk, and this is the return necessary to attract capital . Of

9

	

course, this is also a sound economic principle . On the other hand, an indenture

10

	

ratio, which is relied on by Ms. McKiddy, is a somewhat arbitrary criterion because

11

	

it is a condition in the agreement between the company and the bond investor.

	

It is

12

	

independent of any market-measured returns of similar investments or valuation of a

13

	

company's common stock. I know of no regulatory scholar who has recommended

14

	

basing the rate of return recommendation in a regulatory proceeding on just meeting

15

	

the minimal requirements of the interest coverage of a bond indenture at the expense

16

	

offalling short of market-measured return requirements .

17 Q.

	

WHAT ARE YOU SAYING WITH RESPECT TO THE USE OF THE

18

	

INDENTURE COVERAGE AS THE PRINCIPAL OR ONLY STANDARD FOR

19

	

RECOMMENDING A RETURN?

20

	

A.

	

What I am saying is that this approach is fundamentally wrong .

21 Q. WHY?

22 A.

	

A return based on the minimal indenture requirement ignores the reality of

23

	

investors' perceptions and their investment alternatives . This standard is



1

	

disconnected from the realities of the financial markets and is overly narrow for

2

	

ratemaking. Such a return provides no cushion for investors from unavoidable,

3

	

unpredictable events . For example, there is not even any cushion for economic

4

	

conditions that impact utility revenues . In fact, this standard violates the economic

5

	

principles upon which the decision of the United States Supreme Court in the Hope

6

	

Natural Gas case, on which economic principles of ratemaking for the past sixty

7

	

years have been based and which Ms. McKiddy cites as a basis for her testimony .

8

	

Q.

	

HOW DOES MS. MCKIDDY'S TESTIMONY AND HER RECOMMENDATION

9

	

IN THIS CASE VIOLATE THE ECONOMIC PRINCIPLES OF THE HOPE

10

	

NATURAL GAS CASE?

11

	

A.

	

The Hope Natural Gas case established the regulatory principle, as Ms. McKiddy

12

	

quotes on page 5 of her testimony, that

	

". . .return should be sufficient to assure

13

	

confidence in the financial integrity of the enterprise, so as to maintain its credit and

14

	

to attract capital." [Emphasis added] .

	

By ignoring the way in which potential

15

	

investors actually evaluate Empire's debt and equity securities, she violates this

16

	

basic principle . She also has dismissed an objective, independent financial service's

17

	

opinion, in this case Standard & Poor's, and scholarly research. Instead, she has

18

	

substituted her own opinion that a minimal indenture requirement is an adequate

19

	

measure of a utility's earnings for ratemaking purposes . As I have said, this

20

	

approach is fundamentally wrong. Ms. McKiddy apparently does not recognize

21

	

Empire's attendant risk in her recommendation and the impact upon the perception

22

	

ofpotential investors .



1 Q. IN YOUR OPINION, IS THE BOND INDENTURE RELEVANT

2 INFORMATION FOR SETTING THE ALLOWED RETURN ON COMMON

3 EQUITY IN RATEMAKING?

4 A. Yes, of course it is relevant . However, analysts should use it in the right context .

5 Meeting the bond indenture of the utility is the bare bones measure of a return's

6 adequacy . One could think of the bond indenture level as one of the last, if not the

7 very last, line of defense before a company faces insolvency . This is not an

8 acceptable criterion for ratemaking given the normal business risks faced by any

9 company, including regulated utilities . It is not a measure that determines if a

10 company can attract capital in the financial markets . This Commission should not

11 adopt a standard of simply keeping a utility barely above the line of insolvency .

12 Q. HAVE YOU WORKED FOR REGULATORY AGENCIES, TAUGHT COURSES

13 IN ECONOMICS OF REGULATION, TESTIFIED IN NUMEROUS

14 REGULATORY JURISDICTIONS AND WORKED AS A CONSULTANT FOR

15 UTILITY COMPANIES AND UTILITY CUSTOMERS?

16 A. Yes. I have done all of those things in my 35 years of working as an analyst in this

17 area .

18 Q. DURING THIS 35-YEAR PERIOD, IN YOUR WRITING, TESTIFYING AND

19 REVIEWING SCHOLARLY WORKS ON THE ECONOMICS OF

20 REGULATION, HAVE YOU KNOWN OF ANY OTHER ANALYST WHO

21 RECOMMENDED THAT JUST MEETING A UTILITY'S BOND INDENTURE

22 WAS A SUFFICIENT RETURN FOR A REGULATED UTILITY OF ANY

23 TYPE?



I

	

A.

	

No, I believe that this is the first time .

2 Q . AGAIN, PLEASE DEFINE THE TERM "BEFORE TAX INTEREST

3 COVERAGE."

4

	

A.

	

Before Tax Interest Coverage is the ratio of income to the level of interest before

5

	

both interest charges and income taxes are deducted from income . The resultant

6

	

ratio is a measure offinancial risk, the lower the number the greater the risk .

7

	

Q.

	

DO YOU KNOW OF ANY "A" RATED ELECTRIC UTILITIES WITH A

8

	

BEFORE-TAX INTEREST COVERAGE OF 2 .16 TIMES THAT HAVE

9

	

MAINTAINED FINANCIAL GOOD HEALTH?

10

	

A.

	

No. I do not recall any healthy electric or gas utility with a Before-Tax Interest

11

	

Coverage this low .

12 Q.

	

HAVE YOU USED AN INTEREST TAX COVERAGE RATIO IN YOUR

13 WORK?

14

	

A.

	

Yes, of course.

15 Q . WHAT HAS BEEN YOUR EXPERIENCE REGARDING INTEREST

16

	

COVERAGE TARGETS FOR REGULATED UTILITIES?

17

	

A.

	

For comparison among companies, I have often observed and used a target after-tax

18

	

interest coverage ratio of 2.5 times for electric utilities . I have found this to be a

19

	

reasonable standard, with the exceptions that for favorable, limited periods, 2 .0

20

	

times coverage may not adversely affect a companies bond rating and in some

21

	

market conditions 2 .75 or better is appropriate .

22 Q.

	

WHAT 1S THE AFTER-TAX INTEREST COVERAGE RATING OF MS.

23

	

MCKIDDY'S RECOMMENDED RETURN?



1

	

A.

	

Ms. McKiddy's recommendation would produce an After-Tax Interest Coverage of

2

	

only 1 .76 times.

3

	

Q.

	

WHY DO YOU SAY THAT APPARENTLY MS. MCKIDDY DOES NOT

4

	

RECOGNIZE THE RISK OF HER RECOMMENDATION AND THE IMPACT

5

	

UPON POTENTIAL INVESTORS AND RATEPAYERS?

6

	

A.

	

On page 34, lines 7-12 of her Direct Testimony she has concluded, without any

7

	

analytical support, the following :

8

	

Q .

	

Do you have any other evidence as to the reasonableness of your
9

	

recommended cost of equity figure for the electric utility industry?
10

	

A.

	

Yes. The Value Line Investment Survey Ratings & Reports. January
11

	

5, 2001, predicts the electric utility industry will earn 13 .0 percent on
12

	

common equity for 2000 and 13 .0 percent for 2001 through 2003. In
13

	

my opinion, the market views Empire as less risky than the industry
14

	

due to its competitive rate structure and its strong service area.
15

	

[Emphasis added] .
16
17

	

Ms. McKiddy's opinion concerning Empire's relative risk reveals that she has done

18

	

little or nothing to assess either the financial or the business risk of Empire . Simply

19

	

noting the returns predicted by Value Line discloses little about risk to either debt or

20

	

common equity investors .

	

Surprisingly, former Commission Staff Witness David

21

	

Broadwater came to precisely the same conclusion in his 1997 testimony in

22

	

Empire's Case ER-97-81, in fact, using precisely the same language in his Direct

23

	

Testimony (page 41, lines 8 to 10) except for quoting different earnings predictions

24

	

from Value Line.

25

	

Q.

	

WHY IS IT SURPRISING TO YOU THAT THEIR CONCLUSIONS WOULD BE

26

	

PRECISELY THE SAME?



I

	

A.

	

It is surprising to me that the risk conclusions are the same and that they are based

2

	

on only electric utility earnings from Value Line when the circumstances have

3

	

changed significantly in four years .

4

	

Q.

	

PLEASE EXPLAIN.

5

	

A.

	

Since Mr. Broadwater testified in 1997, Empire has gone four additional years with

6

	

extremely high payout ratios and flat dividends . In addition, the prospective merger

7

	

with UtiliCorp was not consummated. Value Line has changed Empire's stock to an

8

	

"untimely" investment recommendation . In its April 6> 2001 edition, Value Line

9

	

stated that Empire's prospects for 2001 "were not bright ." Standard & Poor's now

10

	

has a "negative" summary on Empire, while back in 1997 it was "stable ."

11

	

Moreover, there is the added risk of differing fuel cost pass-through provisions of

12

	

Empire and other companies that she has compared to Empire . Electric utilities in

13

	

many jurisdictions have fuel cost pass-throughs . Empire does not . This is a clear

14

	

risk differential favoring these other companies. Ms. McKiddy did not appear to

15

	

consider any of those factors in reaching her conclusions regarding Empire's

16

	

relative risk.

17

	

Q.

	

YOU MENTIONED THAT FUEL PRICE PASS-THROUGH PROVISIONS ARE

18

	

ARISK TO EMPIRE . WHAT DID YOU MEAN BY THAT STATEMENT?

19

	

A.

	

Empire's inability to recover fuel costs in pass-throuhs is an added, special risk of

20

	

Empire in this instance . This was one of the reasons noted by Fitch in announcing

21

	

the rating decrease for Empire's debt discussed previously. For example, Fitch

22

	

stated the following in its April 26 announcement :



1

	

The downgrade reflects the significant erosion of the company's credit
2

	

protection measures in the past two years and a regulatory environment in
3

	

Missouri that exposes EDE to margin erosion from increased fuel costs .
4
5 Q.

	

WHAT WERE THE METHODOLOGICAL ERRORS THAT YOU WERE

6

	

REFERRING TO IN YOUR STATED CONCERNS ABOUT MS. MCKIDDY'S

7 TESTIMONY?

8

	

A.

	

First, Ms. McKiddy's Discounted Cash Flow ("DCF") analysis contains numerous

9

	

empirical and analytical errors that compound the effects of her underestimate of the

10

	

cost of common equity ("ROE"). Second, her Capital Asset Pricing Model analysis

11

	

neglects empirical adjustments of estimates that understate the cost of equity for

12

	

small companies such as Empire . Ms. McKiddy simply fails to make empirical

13

	

adjustments recommended by the source she cites, Ibbotson Associates 2000 SBBI

14

	

Yearbook. Third, her risk premium ("RP") analysis serves to underestimate the

15

	

ROE through a stochastic, or statistical, error that when corrected produces a

16

	

reasonable estimate . Fourth, the capital structure that Ms. McKiddy uses will

17

	

increase the risk profile of Empire, requiring an even higher ROE to meet basic

18

	

interest coverage consideration's :

19

	

Q.

	

WHAT ERRORS DID MS . MCKIDDY MAKE IN HER DCF ANALYSIS?

20

	

A.

	

Ms. McKiddy makes errors that serve to produce downward biases in her DCF

21

	

calculation . They involve both components of the DCF; namely the growth rate and

22

	

the dividend yield .

23

	

Q.

	

WHAT ERRORS DID MS. MCKIDDY MAKE IN REGARD TO THE CHOICE

24

	

OF GROWTH RATE IN HER DCF ANALYSIS?



1

	

A.

	

First, she used ten-year-old data to calculate growth rates, especially dividend

2

	

growth rates . Second, Ms. McKiddy used Book Value growth rates . Third, she

3

	

incorrectly cited a projected earnings growth from Standard & Poor's .

4

	

Q.

	

WHAT IS WRONG WITH USING TEN-YEAR HISTORICAL DATA WHEN

5

	

CALCULATING A DCF GROWTH RATE?

6

	

A.

	

Data as old as ten years may not be relevant predictors of near-term investor

7

	

expectations . This seems to be the case in this instance . Given the significant

8

	

changes of Empire financially, it is simply common sense that Ms . McKiddy should

9

	

have ignored historical growth rates that are not representative of current and near-

10

	

term conditions .

11

	

Q.

	

WHY SHOULD MS. MCKIDDY HAVE EXCLUDED TEN-YEAR HISTORICAL

12

	

DIVIDEND PER SHARE GROWTH ESTIMATES?

13

	

A.

	

As mentioned previously, ten-year old data do not represent realistic expectations of

14

	

Empire's investors . They offer little predictive information and are of little value in

15

	

predicting future dividend increases . They serve only to force her historical growth

16

	

rates measurements downward,'producing a low DCF estimate .

17 Q.

	

WHAT IS WRONG WITH MS . MCKIDDY'S USE OF BOOK VALUE

18

	

GROWTH RATES IN HER ANALYSIS?

19

	

A.

	

Although the book value growth rates may be relevant to investors, they are a more

20

	

roundabout measure of the return to investors . Investors, in making their buying

21

	

and selling decisions, are likely to focus on the more direct measures of growth in

22

	

value to investors, i.e ., the earnings and dividend growth potential for common

23 stocks .



1 Q. YOU STATED THAT MS . MCKIDDY HAS INCORRECTLY CITED

2

	

STANDARD & POOR'S AS A SOURCE. WHAT MISTAKE HAS SHE MADE?

3

	

A.

	

Ms. McKiddy has identified a 2.0 percent annual projected growth rate of earnings

4

	

per share ("EPS") in Schedule 13 of her Direct Testimony .

	

The source she cites,

5

	

Standard & Poor's Earnings Guide: February 2001, does not report a growth rate .

6

	

Standard & Poor's does report a 2 .0 percent EPS growth rate available in Standard

7

	

& Poor's Stock Guide: February 2001 ; however, this 2.0 percent is an historical

8

	

growth rate . If this is her source, she should not have included it in the calculation

9

	

of a DCF based on projected growth rates . I have included copies of the relevant

10

	

source documents as exhibits in Schedules DAM 22 and DAM 23, which should

11

	

clarify the confusion in these sources .

12

	

Q.

	

IS THE USE OF AN HISTORICAL TWO PERCENT GROWTH RATE RATHER

13

	

THAN A FORECASTED GROWTH RATE IMPORTANT IN MS . MCKIDDY'S

14 ANALYSIS?

15

	

A.

	

Apparently, it is . On page 31, lines 26-28, Ms. McKiddy stated : "The proposed

16

	

growth rate range for Empire falls significantly below the proposed range of growth

17

	

for the comparable companies."

	

Upon investigation, however, it is clear that she is

18

	

referring to the four percent "Projected Growth Rates from Outside Sources" shown

19

	

in Schedule 13, where she cited a 2 percent projected growth rate in support of this

20 calculation.

21

	

Q.

	

WHAT IS THE EFFECT ON MS. MCKIDDY'S DCF ANALYSIS WHEN ONE

22

	

CORRECTS FOR THESE EMPIRICAL DEFECTS IN HER ANALYSIS?



1 A. In Schedule DAM 24, 1 illustrate the corrections to Ms. McKiddy's DCF growth

2 rates presented in her Schedule 13 . The result ofthese changes produces a proposed

3 range of growth of 5.23 percent to 6.00 percent . This range is a full 2 percent higher

4 than Ms. McKiddy's range .

5 Q . PREVIOUSLY, YOU STATED THAT MS. MCKIDDY ALSO MADE SOME

6 ERRORS IN REGARD TO THE DIVIDEND YIELD CALCULATION . WHAT

7 ARE THEY?

8 A. First, her share price data inaccurately assessed market valuation of Empire in the

9 near-term market . Second, she failed to accurately account for the effects of

10 Empire's aborted merger with UtiliCorp .

11 Q. HOW DOES MS . MCKIDDY'S SHARE PRICE DATA REFLECT THE

12 MARKET'S ASSESSMENT OF EMPIRE ON A GO-FORWARD BASIS?

13 A. Her data misrepresents the market assessment .

14 Q. PLEASE EXPLAIN.

15 A. Ms. McKiddy chose to include price data from October 2000 through March 4,

16 2001 . This, of course, includes market price data prior to the cancellation of the

17 merger with UtiliCorp . The share price data prior to the merger termination cannot

18 represent the value of Empire's common stock in the present or in the near future .

19 Consequently, these data are inappropriate for use in estimating the cost of capital in

20 a ratemaking proceeding .

21 Q. WHY?

22 A. Because the use of share prices prior to the merger termination produce misleading

23 DCF results .



1

	

Q.

	

PLEASE EXPLAIN.

2

	

A.

	

Some investors purchased Empire's stock in anticipation of an arbitrage opportunity

3

	

wherein they could acquire Empire's stock at a discount relative to the UtiliCorp

4

	

stock offered under the merger terms . For example, where $26 worth of Empire's

5

	

stock might purchase $28 of UtiliCorp's stock . As a result, arbitrage will bid up the

6

	

price of Empire's common stock on the basis of the pending merger rather than on

7

	

the basis of its earnings . This valuation is inappropriate for ratemaking .

8

	

Q .

	

HOW DID THE MARKET REFLECT THIS ASSESSMENT OF EMPIRE'S

9

	

COMMON STOCK PRIOR TO THE MERGER CANCELLATION?

10

	

A.

	

In Schedule DAM 25 1 have diagrammed the closing prices of Empire over the time

11

	

period Ms. McKiddy chose . Prior to the merger, Empire traded in the range of

12

	

$22.875 to $30.750 according to McKiddy's Schedule 14. After the termination of

13

	

the merger, Empire traded in the range of $17 .50 to $20 .18 . UtiliCorp announced its

14

	

termination of the merger on January 2, 2001 after the markets closed . Empire had

15

	

closed at $25 .4711 per share that day . The next morning, January 3, 2001, the stock

16

	

opened at $20.18 and fell precipitously from there . In short, Empire's common

17

	

stock lost 20 percent of its market value in a matter of minutes .

18

	

Q .

	

WHAT SHOULD MS. MCKIDDY HAVE DONE TO CONTROL FOR THE

19

	

EFFECTS OF THE MERGER ON SHARE PRICES?

20

	

A.

	

She should have omitted any price data prior to January 3, 2001 from her analysis

21

	

because it was not representative of a realistic valuation of Empire's common stock .

22

	

Q.

	

ARE THERE OTHER TECHNICAL ERRORS THAT MS . MCKIDDY MADE

23

	

WHEN OBTAINING SHARE PRICE DATA FOR HER DCF ANALYSIS?



1

	

A.

	

Yes. In addition to not adjusting for the effects of the merger termination, Ms.

2

	

McKiddy chose a single day stock quote to represent the entire month of March.

3

	

The date of March 4, 2001, which she stated in her testimony was the single day

4

	

selected, was a Sunday. Of course, the stock market is closed on Sunday.

5

	

Nevertheless, it appears, from the prices she quoted in her Schedule 14, the trading

6

	

date for which she selected data was March 2, 2001 . Ironically, the price data from

7

	

that date are from the highest priced trading day of the month of March.

	

I have

8

	

illustrated this in Schedule DAM 26.

9

	

Q.

	

IS THERE ANYTHING WRONG WITH USING THE DATA FROM MARCH 2,

10

	

IF, IN FACT, THIS IS THE DATE FROM WHICH SHE SELECTED DATA?

11

	

A.

	

Obviously, if this is the extreme-price day for the month, these data are not

12

	

representative of current valuations, will result in non-representative low dividend

13

	

yield calculations and will produce low DCF estimates of the cost of capital . They

14

	

are not representative of the current or near-term markets.

	

They appear to serve

15

	

only to produce a low yield calculation .

16

	

Q .

	

WHAT ARE THE EFFECTS' OF CORRECTING FOR THESE TECHNICAL

17

	

ERRORS AND THE PRICE EFFECTS OF THE MERGER TERMINATION?

18

	

A.

	

The corrections produce an accurate measure of expected dividend yields . I have

19

	

corrected Ms. McKiddy's Schedule 14 and reproduced it as Schedule DAM 27. As

20

	

one can see, Empire's dividend yield increases approximately 100 basis points to

21

	

6.20 percent.

22

	

Q.

	

WHAT IS THE EFFECT OF YOUR GROWTH RATE AND DIVIDEND YIELD

23

	

CORRECTIONS ON MS. MCKIDDY'S DCF ESTIMATE?



1

	

A.

	

I have illustrated those results in Schedule DAM 28, which is my recreation of Ms.

2

	

McKiddy's Schedule 15. Ms. McKiddy's DCF analysis now produces an ROE

3

	

estimate in the range of 11 .42 percent to 12.20 percent .

4

	

Q.

	

HOWDO THE RESULTS OF MS. MCKIDDY'S METHODOLOGY COMPARE

5

	

TO YOUR DCF ANALYSIS?

6

	

A.

	

The 11 .42 percent to 12.20 percent range is consistent with my DCF estimate of

7

	

Empire's cost of common equity .

8 Q.

	

CAN YOU SUMMARIZE THE RESULTS OF YOUR REVIEW OF MS.

9

	

MCKIDDY'S DCF ANALYSIS?

10

	

A.

	

It is apparent that when I corrected for her errors, her DCF methodology produced

I 1

	

results that are similar to the results that I found with my DCF analysis . Her errors

12

	

are not just procedural, they are also conceptual.

	

These errors are especially

13

	

important because they show a misunderstanding of the theoretical underpinnings of

14

	

the Discounted Cash Flow methodology .

15 Q. WHY DO YOU SAY THAT THESE ERRORS SHOW "A

16

	

MISUNDERSTANDING OF THE THEORETICAL UNDERPINNINGS OF THE

17

	

DISCOUNTED CASH FLOW METHODOLOGY"?

18

	

A.

	

The DCF method is based on the principle that investors will pay today for an

19

	

expected stream of future earnings, which they necessarily discount because the

20

	

returns are in the future and somewhat uncertain. Since the current market price is

21

	

known, if an analyst can determine the investor's expected returns then it follows

22

	

that the discount rate, or the "cost" of this earnings stream, can be calculated.

	

It is a

23

	

fairly simple straightforward theory, but it requires careful application in practice .



1

	

This is because of the wide range in alternative prices and earnings, which are in the

2

	

form of dividends, dividend growth and capital gains . Use of outmoded growth and

3

	

price information that cannot realistically represent expectations of knowledgeable

4

	

investors considering Empire's common stock shows a fundamental misconception

5

	

of the purpose and application of the DCF methodology .

	

Ms. McKiddy used

6

	

growth data that are 10 years old, and she used price data from a period when the

7

	

UtiliCorp-Empire merger was still active . These calculations are mechanically

8

	

similar to a DCF analysis, but it conceptually takes more to produce a DCF

9

	

estimated cost of capital . Mechanical calculations without the conceptual basis of

10

	

the DCF do not produce an estimate of today's cost of capital . The bottom line is

11

	

that I do not believe that one can fairly say that Ms. McKiddy has performed a DCF

12

	

analysis or has produced a DCF estimated cost of capital .

13

	

Q.

	

YOU MENTIONED THAT THERE WERE ERRORS IN MS . MCKIDDY'S RISK

14

	

PREMIUM ANALYSIS . WHAT STATISTICAL ERRORS DID MS . MCKIDDY

15

	

MAKE WHEN SHE DEVELOPED HER RISK PREMIUM ("RP") ANALYSIS?

16

	

A.

	

First, Ms. McKiddy based her'Risk Premium analysis, as shown in Schedules 16

17

	

and 17 of her Direct Testimony, on circular logic .

	

Her logic required her to first

18

	

assume one return on equity for Empire in order to recommend another return on

19

	

equity, which happened to be lower. Second, if she had performed a simple analysis

20

	

of variance on the risk premium that she estimated and the 30-year Treasury Bonds

21

	

in Schedule 16, she would have found an inverse relationship between the two .

22 Q.

	

PLEASE EXPLAIN HOW MS. MCKIDDY USED CIRCULAR LOGIC TO

23

	

DEVELOP HER RP ESTIMATE?



1

	

A.

	

If one examines her Schedule 16, it is obvious that she assumed an 11 .0 percent

2

	

ROE for Empire . She used this to develop a global risk premium for Empire of 4.30

3

	

percent . However, the real value is close to 5 .51 percent . When she added the risk

4

	

premium of 4.30 percent to her risk-free return of 5 .49 percent on Schedule 17, it

5

	

produced an ROE estimate of 9.79 percent .

	

This result is a full 1 .21 percentage

6

	

points below the 11 .0 percent ROE she used to estimate the risk premium .

7

	

Q.

	

EARLIER YOU CRITICIZED MS. MCKIDDY FOR HER CHOICE OF A TEN-

8

	

YEAR DATA ANALYSIS . WHAT ANALYSIS COULD SHE HAVE MADE TO

9

	

PRODUCE A MORE REPRESENTATIVE RESULT?

10

	

A.

	

She could have determined a more precise statistical relationship between the risk-

11

	

free rate and the return on equity numbers in the data she analyzed for more recent

12

	

years.

	

For example, a simple regression of the two would have disclosed the

13

	

relationship between these rates somewhat more precisely . For example, a five-year

14

	

risk premium model using her data is as follows :

15

	

ROE = RF + 0 .158444 - 1 .776944 x RF

16

	

The Rz of this regression is 0.69 . With the current risk-free rate (RF ) equal to 5 .49

17

	

percent, then the five-year Risk Premium model would produce a return on equity

18

	

using her data of 11 .56 percent .

19

	

In my opinion, this is clearly a more representative relationship between the

20

	

risk-free rate and the return on equity in Ms. McKiddy's Schedule 16 .

21

	

Q.

	

CANYOU TELL WHY MS . MCKIDDY'S RISK PREMIUM RESULTS ARE SO

22

	

MUCH LOWER THAN THIS ANALYSIS?

23

	

A.

	

The methodology that she used averages the data over a ten-year period .



1 Q. WHAT IS WRONG WITH USING A TEN-YEAR PERIOD FOR HER

2 ANALYSIS?

3 A. She has averaged the difference between the estimated returns on common stock

4 and the yield on 30-year U.S . Treasury Bonds for every month of January from

5 1991 through 2000 . This average is 4.30 percent, which she reported in Schedule

6 16 and used in her calculation on Schedule 17 . However, this average over a decade

7 does not represent current market conditions, even by her calculations . The same

8 calculations from her data for January 1999 and January 2000 are 6.59 percent and

9 5 .31 percent respectively, which she reported in her schedule but did not use .

10 Consequently, it is apparent that her decade-long averaging has misrepresented

11 current market conditions .

12 Q. WHAT ERRORS DID MS. MCKIDDY MAKE IN HER CAPITAL ASSET

13 PRICING MODEL ("CAPM")?

14 A. Ms. McKiddy made two errors . First, she incorrectly cited the source of her market

15 risk premium. Second, she failed to make an empirical adjustment to account for the

16 market capitalization of Empire:

17 Q . HOW DOES MS . MCKIDDY MISQUOTE HER SOURCE?

18 A. On page 27, lines 1-3 of her Direct Testimony, Ms. McKiddy states :

19 "[the] appropriate market risk premium was determined to be 7.80 percent as
20 calculated in Ibbotson Associates, Inc.'s Stocks, Bonds, Bills and Inflation :
21 2000 Yearbook for the period 1926-1999 ."
22
23 Rather than the 7.80 percent market risk used by Ms. McKiddy, Ibbotson Associates

24 reported a market risk premium of 8.10 percent in its current yearbook, Ibbotson

25 Associates SBBI 2000 Yearbook.



1

	

Q.

	

WHAT EMPIRICAL ADJUSTMENT DOES MS . MCKIDDY FAIL TO MAKE IN

2

	

HER CAPM ANALYSIS?

3

	

A.

	

Her CAPM analysis contains an empirical bias that understates the return on equity

4

	

of smaller companies like Empire. Ibbotson Associates recommends an 80 basis-

5

	

point addition when using their data to analyze companies of Empire's

6

	

capitalization . I have made this adjustment in my Schedule DAM 29 . The

7

	

corrected CAPM range is from 10.34 percent to 10.68 percent .

8 Q. YOU STATED PREVIOUSLY THAT YOU ALSO HAVE BOTH

9

	

THEORETICAL AND EMPIRICAL CONCERNS ABOUT OPC WITNESS

10

	

MARK BURDETTE'S DIRECT TESTIMONY. WHAT ARE THEY?

11

	

A.

	

First, Mr. Burdette erroneously calculated a growth rate for one of his comparable

12

	

companies, which caused his DCF to produce a low ROE estimate . Second, Mr.

13

	

Burdette committed the same type of errors as Ms. McKiddy when performing his

14

	

CAPM estimation .

15

	

Q.

	

WHAT GROWTH RATE DID MR. BURDETTE MISCALCULATE?

16 .

	

A.

	

Onpage 4 of Schedule MB-6,`line 36, Mr. Burdette reported a growth rate of 3 .75

17

	

percent for CLECO Corporation . From the schedule, it is clear that this value should

18

	

be the average of the Value Line earnings per share growth of 7.5 percent and First

19

	

Call earnings per share growth of 10.1 percent . Apparently, Mr. Burdette made a

20

	

mathematical error in averaging them. That value should be 8 .80% for CLECO

21

	

Corporation . I have made this correction on Schedule DAM 30.

22

	

Q.

	

WHAT IS THE RESULT OF THIS MISCALCULATION BY MR. BURDETTE?



1

	

A.

	

The 8 .80 percent growth rate should be the high estimate for CLECO Corporation

2

	

on page 1 of Schedule MB-6 where Mr. Burdette reported his growth rate range . My

3

	

Schedule DAM 31 shows the corrected Discounted Cash Flow Growth Summary.

4 Q.

	

HOW DOES CORRECTING MR. BURDETTE'S CALCULATION ERROR

5

	

AFFECT THE RESULTS OF HIS DCF ESTIMATE?

6

	

A.

	

Mr. Burdette's choices of dividend yields and stock prices are fundamentally sound .

7

	

The data in his Schedule MB-7 accurately reflect current market appraisal of Empire

8

	

and his comparable companies . I have recreated his DCF model from his Schedule

9

	

MB-8 in my Schedule DAM 32 . The corrected DCF analysis produces an ROE

10

	

estimate for Empire of 6.56 percent to 11 .33 percent and 5.72 percent to 14 .34

11

	

percent for the comparable companies .

12

	

Q.

	

YOU EXPRESSED SOME CONCERN ABOUT MR. BURDETTE'S CAPITAL

13

	

ASSET PRICING MODEL CALCULATIONS . WHAT IS THE REASON FOR

14

	

THOSE CONCERNS?

15

	

A.

	

Mr. Burdette incorrectly cited Ibbotson Associates 2000 SBBI Yearbook, both

16

	

empirically and methodologically . He cited the market-risk premium of 7.8 percent,

17

	

when Ibbotson Associates reports it as 8 .1 percent . In addition, Mr. Burdette failed

18

	

to make the recommended size premium adjustment . Further, he used a ten-year

19

	

U.S. Treasury Bond yield rather than a thirty-year bond yield of 5.27%. I illustrate

20

	

these corrections in Schedule DAM 33 . If one compares this schedule to Schedule

21

	

MB-9 of Mr. Burdette's Direct Testimony, it is clear that he underestimated the cost

22

	

ofcommon equity of Empire by 1 .46 percent and of the comparable companies by

23

	

0.80 percent .



I

	

Q.

	

DO YOU HAVE ANY CONCERNS ABOUT THE CAPITAL STRUCTURES

2

	

USED IN THIS PROCEEDING BY THE STAFF AND OPC?

3

	

A.

	

Yes. Both Ms. McKiddy and Mr. Burdette based the capital structures they used in

4

	

their analyses on Empire's capital structure at December 31, 2000. This December

5

	

31, 2000 capital structure, however, is not representative of either Empire's

6

	

historical or future capital structures . Moreover, the planned UtiliCorp merger

7

	

inhibited common equity financing at the end of year 2000, and the reduction of

8

	

merger costs from equity reduces its level further . Consequently, both of their

9

	

analyses are non-representative and thus flawed .

10

	

Q.

	

WHAT WOULD BE A MORE REPRESENTATIVE CAPITAL STRUCTURE

1 I

	

FOR RATEMAKING PURPOSES IN THIS CASE?

12

	

A.

	

A longer-term view of the historical capital structure would be better than the

13

	

temporary capital structure at an unrepresentative time that both of these two

14

	

witnesses used in their respective analysis . A capital structure that is consistent with

15

	

Empire's financial history as well as the near-term financial future would be even

16

	

better . The analytical objective in selecting a capital structure for ratemaking is to

17

	

correctly weight the cost of the capital components and to capture the investors'

18

	

perceptions of financial risk as it is reflected by the capital structure . A non-

19

	

representative capital structure fails to do this .

20

	

Q.

	

WHY IS THE FAILURE TO REFLECT THE CORRECT PERCEPTIONS OF

21

	

FINANCIAL RISK ASSOCIATED WITH THE CAPITAL STRUCTURE

22

	

IMPORTANT IN RATEMAKING?



1

	

A.

	

Of course, the capital structure provides the weights for the capital components in .

2

	

calculating the total cost of capital . Consequently, a non-representative capital

3

	

structure creates a mismatch between the weights and the measured cost of each

4

	

component in the capital structure .

	

For example, Value Line, of April 6, 2001,

5

	

noted that Empire ". . .plans to issue additional common equity this spring to raise its

6

	

common equity ratio." This is tantamount to informing investors that they should

7

	

expect the financial risk of Empire to be lessened .

	

The market price will move

8

	

downward accordingly, all things being equal . Since this is the expectation of

9

	

investors, it influences the current market prices and the market prices used by

10

	

analysts in their DCF calculations. For a forward-looking DCF to accurately

11

	

measure the cost of capital, an analyst must use market data consistent with

12

	

investors' perceptions of financial risk . Neither Ms. McKiddy nor Mr. Burdette did

13

	

this.

14

	

Q .

	

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

15

	

A.

	

Yes, it does .



THE EMPIREDISTRICT ELECTRIC COMPANY
REBUTTAL TESTIMONYOF

DONALDA. MURRY

LIST OF SCHEDULES

Schedule DAM 20

	

Before-Tax Interest Coverage Ratios for Staff Witness McKiddy's
Comparable Companies

Schedule DAM 21

	

Pro Forma Pre-Tax Interest Coverage Ratio

Schedule DAM 22

	

Standard & Poor's Stock Guide February 2001

Schedule DAM 23

	

Standard & Poor's Earnings Guide February 2001

Schedule DAM 24

	

Historical and Projected Growth Rates

Schedule DAM 25

	

Empire Daily Closing Price October 2000 through March 2001

Schedule DAM 26

	

High, Low Close Chart March .2001

Schedule DAM 27

	

Monthly High/Low Average Dividend Yields

Schedule DAM 28

	

Discounted Cash Flow (DCF) Cost of Common Equity Estimates

Schedule DAM 29

	

Capital Asset Pricing Model (CAPM) Cost of Equity Estimates

Schedule DAM 30

	

Discounted Cash Flow Parameters - Cleco Corporation

Schedule DAM 31

	

Summary-Discounted Cash Flow Growth

Schedule DAM 32

	

DCF Cost of Common Equity Calculations

Schedule DAM 33

	

Capital Asset Pricing Model



Before-Tax Interest Coverage
Witness McKiddy's Comparable

Electric Utilities

Schedule DAM 20

Interest
Coverage

Black Hills Corporation 5.10
Cinergy Corporation 4.40
Cleco Corporation 4.00
DPL Inc. 3.50
DQE, Inc. 4.00
Hawaiian Electric 3.80
NSTAR 2.50
Potomoc Electric Power 2.60
Puget Sound Inc. 2.80

Average 3.63

Staff Witness McKiddy's Recommended Coverage for
The Empire District Electric Company 2.23

Sources:
Value Line Investment Survey
Staff Witness McKiddy's Schedule 27



Sources: Staff Witness RobertaA.McKiddy's Schedules 10, 11-1, and 19

Pro Forma Pre-Tax Interest Coverage Ratios
for The Empire District Electric Company

Schedule DAM 21

1 Standard & Poors Corporations's Utility Rating Service 7/7/00
Electric Utilities Benchmark Financial Ratio (Bottom Quartile) 2.95

2. Long-Term Debt Ratio of Total Capital 60.20%
3. Embeded Cost of Long-Term Debt 7,88%
4. Weighted Cost of Long-Term Debt 4.74%

5. Pro Forma Cost of Capital to Meet Standard & Poor's Financial
Ratio Benchmarks 13.99%

6. Weighted Cost of Equity Before Taxes 9.25%
7. Tax Multiplier 1 .6231

8. Weighted Cost of Equity After Taxes 5.70%
9. Common Equity Ratio of Total Capital 39.80%

10. Necessary Return on Equity to meet Standard & Poor's Financial
Ratio Benchmark 14.32%



N
40aa
al
UU)

o we° :ER'x- i°v : A^AR- :wvA' v~°SS o ;RE S v ~ ~

~!!" a_5 4 Ins! W Klp !e9 l531t 9911 11 ::t °e;! hill
a fill §l-. la a,

_.. c.
1Rp s°-' ~ 31§4 S59! 5! ; ~_°lag-Z' .." a "̂r6"$gyp

21255 0111 lpBgV2 N4R̂ P1sV
y
Mq a 11

p
41 rtg HIM H!!

44
J ~~ B3§H ill 111P 21 I}F~9

51.! 1t! 9M5 4 a9_ jagN° 5451 A115 5131 3-zj ma ^
~'aY

! ! '999 l : &°'~ : 3q°R e$59 !3 l ! $ :'~ . ,!c"~ ~ e9 4 .
9019 AA : oil " qrBis Ml Mrs »~. Vs ~ Aearl Vim

AA " ' FsSR " C '~ aEdc

3s ~,,~d
5 lips j

rm la.
a-As '

~ ~lilt #v ins
"C39

= ~U
a9CA " :C§ dt~^"" a2AR^°R7 AVAU~ 151° "

t`FFSY
1-12

:ff . f.f. fff. t$bg us~dPA.fif.fffE fgffffff Sffta f~.ff

if z¢

m
8

gill mill al 9'116121611 $M $ 9 9



to0

a
c
ro

D

N
W

444+

III e ip

fig I VFl

3~~~ 333
BRR p pvR 88d_'f $ RRk#A x8R$R Rime kt$kff q$$

gr`°$8
R

Ynl n
'on,

1'Rio& ?x'444 3£r 1 4 21 r 4Q Qr sp4 ,

1 e! gam i 3t$; 1 oil i itrl~xt 91 .1

D'Ai=i S M 1 Mg 91 p:i ;iii i 19f-i it if Wau;d

i n ; eh&i i Gth M ~~ gal, 1,I ti i at M galy sl"41s

YYrI NY +Y01I +rYu r:} YN~ q . .~F'r'1 .if . f, YN Nf Y1Y N/ qiN. ~R

11b 0s flal. laitt hJ Ind oiah 11hat Idd it"

M ~N5p 11Ed gig 'I tall; ang jbai It uqp up8
If

I

hu Hp~7~Y. mob's Nan a,Wo�+;~~ai i Y5m ui3Y
1§t .ua'lCIS +Sit od
of r.1NU rU~1q YrN1S UrYN+

q
V+LMt! ++LI U srr~y L+PON

.
~n

,

*v ~ E 1po Sid < tall a mil 11 4f -if ~:W I

Va~i a is 6 tall i~I~It i i ;} i "1 rqC

east
a

t tsG! abah Will I mill , m o'rr~ st;a it 05bt

g1rNf U / Y~YN u+mad 0r01 "-Mwl -1 IL

1_81 Wig 21 841. 61'.41 is .1 81 u lit 491 11A;# 4I iiso!'gsuf`.

midaCsd hadandWingi.aG -1

HimmilMG nd ulikk kin;
.
la,mi ;uu Off

iiii1i591IaitiifIRii ,1amiii iii ;t ~iit~gubglit

gFgflW

PHI

omol 1111111116 X1099% It I

of uwrtSM nsi

y

pq VZZy..al o VS`$ul qpM o onr+Ou
61i

t-4vaa al ,

t 1 iii v 121 1` 1 i I i ] - I if t i HE -6614 fill



Historical and Projected Growth Rates
for the Empire District Electric Company

Schedule DAM 24

Historical Growth Rates

EPS Annual Compound Growth (1995-2000) 4.92%
EPS Trend Line Growth (1995-2000) 5.53%

Average of Historical Growth Rates 5.23%

Projected Growth Rates from Outside Sources

5Year Growth Forecast (Mean) N.A . (1)
I/B/E/S Inc.'s Institutional Brokers Estimate System
January 17, 2001

5-Year Projected EPS Growth Rate N.A . (1)
s.7z- c..._ : ., .-_ o...:~_..._
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Monthly High I Low Average Dividend Yields
for The Empire Electric District Electric Company

Sources :
Staff Witness Roberta A. McKiddy's Schedule 14
YAHOO! Finance Web Site

Schedule DAM 27

Month / Year

High
Stock
Price

Low
Stock
Price

Average
High/Low

Price

Expected
Dividend
2000

Projected
Die'.dend
Yield

January 2001 . 26.562 19.312 22.937 1 .280 5.58%
February 2001 21 .180 19.750 20.465 1 .280 6.25%
March 2001 20.390 17.500 18.945 1 .280 6.76%

Average 6--20%



Discounted Cash Flow (DCF) Costs of Common Equity Estimates
for The Empire District Electric Company

Sources : Schedules DAM R-4 and DAM R-7

Schedule DAM 26

EDE's Cost
of Common Equity - Dividend Yield + Expected Growth

11 .42% = 6.20% + 5 .23%

12.20% = 6.20% + 6 .00%



Capital Asset Pricing Model (CAPM) Costs of Equity Estimates
The Empire District Electric Company

Sources :
Direct Testimony of Staff Witness Roberta McKiddy, Schedule 18
Ibbotson Associates 2000 SBBI Yearbook Valuation Edition

Schedule DAM 29

EDE's
Cost of Common Equity

Risk Free
Rate

= (10/31/00 - ".!31/01) +
EDE's
Beta

Market
Risk Premium
(1926-1999) +

Firm Size
Risk Premium
(1926-1999)

10.34% 5.49% + 0.50 8.10% + 0.80%

10.68% 5.83% + 0.50 8.10% + 0.80%



Schedule DAM 30

20

	

(Avg of 5 and 10 yr . If both available)

21
22

	

Projected Growth
23
24
25
26
27
28
29
30
31
32
33
34
35
36

Source : Public Counsel Witness Mark Burdette's Schedule MB-6, page 4 of 8 .

Discounted Cash Flow Growth Parameters
Cleco Corporation

Historic lsiel Growth Retention Growth
Compound Growth Retention Equity Growth

1
Historic, NO Data

1994
EPS
1 .92

DPS
1 .45

BVPS
15.12

Ratio
0.245

Return r (b'r)

2 1995 2.08 1 .49 15.82 0.284
3 1996 2.23 1 .53 16.60 0.314 13.40% 4.21%
4 1997 2.18 1 .57 17.36 0.280 12.90% 3 .61%
5 1998 2.24 1 .61 18.13 0.281 12.70% 3 .57%
6 1999 2.37 1 .65 18.88 0.304 12.90% 3.92%
7 2000 2.80 1 .69 20.10 0.396 14.50% 5.75%
8
9 Compound Growth Rates Ave. Internal
10 '94-98 3.93% 2.65% 4.64% Growth (br) : 4.21%
11
12 '95-99 3.32% 2.58% 4.52% ADD: External
13 Growth (sv) : 0.03%
14 '96-00 5.86% 2.52% 4.90%
15 Historic [sic]
16 Ave . Compound Gr. 437% 2.55% 4.69% "br+sv" Gr . 4.25%
17
18 Value Line EPS DPS BVPS
19 Historic [sic] Gr . 3.25% 3.00% 4.00%

Retention Growth Calculation Retention Equity Growth
Value Line
2001 est'd

EPS
$2.95

DPS
$1 .73

BVPS
$21 .35

Ratio
0.414

Return r
14.50%

bj~'r
6.00%

2003-05 est'd 3.50 1 .85 25.75 0.471 10.00% 4.71%

Analyst's Estimates Projected
Value Line 7.50% 2.50% 6.00% Growth (br) : 4.71%

First Call 10.10% ADD: External
Zack's Growth (sv) : 0.00%

Average Projected
Proi'd Growth 8.80% 2.50% 6.00% "br+sv" Gr. 4.71%



Summary-Discounted Cash Flow Growth
Note : Negative Growth is not included in averages

Source : Public Counsel Witness Mark Burdette's Schedule MB-6, page I of 8.

Schedule DAM 31

BVPS
5.00%
4.00%
4.25 0/
4.50%
2.25%
1 .75%
3.63 0/

2.25% 2.00%Empire District Electric Company

Projected Growth

2.25% 4.77%

Value

0.00%

Line/First

1 .62% 1

Call

1 .00%

COMPANY _br+sv EPS DPS BVPS
Black Hills Corporation 10.33% 9.50% 3.50% 10.00%

CIecc,Corporation 4.71% 8.80% 2.50% 6.00%
DPL, Inc. 16.39% 10.75% 1 .00% 8.00%
DQE, Inc. . 7.61% 6.25% 5.00% 2.00%

Hawaii [sic] Electric 3.50% 4.25% 0.00% 2.00%
IDACORP _5.24% _6.75% _0.00% _5.50%
Average 7.96°/ 7.72% 2.00% 5.58%

EmpireDistrict Electric Company 4.61% 3.15% 0.00"/0 2.50%

Ranges Overall Hi(Low
COMPANY Average High LOW Average _Median

Black Hills Corporation 6.96% 10.99% 3.50% 7.25% 6.00%
Cleco Corporation 4.38% 8.80% 2.50% 5.65% 4.25%

DPL, Inc . 5.93% 16.39°/ 1 .00% 8.70% 425%
DQE, Inc. 4.48% 7.67% 0.00% 3.84% 5.00%

Hawaii [sic] Electric 2.65% 7.20% 0.00% 3 .60% 2.25%
IDACORP 3.50% 7l7a/a 0.00% l84% 3 4a/o
Average 4.65% 9.79% 1.17% 5.48% 4,20%

Empire District Electric Company 2.20% I 4.77% 0.00% I 2.39% 2.25%

Historic [sic] Growth Compound Growth Value Line
COMPANY _bN-sv EPS DPS BVPS EPS DPS

Black Hills Corporation 7.88% 10.99% 3 .77% 5.62% 6.00% 4.OC^b
Cleco Corporation 4.25% 4.37% 2.58% 4.69% 3 .25% 3.00%

DPL, Inc . 1 .15% 5.70% 3 .19% 6.53% 4.00% 4.25%
DQE, Inc . 0.94% 7.67% 0.00% 2.84% 6.50% 6.00%

Hawaii [sic] Electric 1.67% 2.69% 1 .14% 7.20% 2.50% 2.00%
IDACORP .45% Ikm 0.00% 24M 4.75% 0.50%
Average 3.22% 6.51% 1 .78% 4.95% 4.50% 3.29%



DCF Cost of Common Equity Calculations

Source: Public Counsel Witness Mark Burdette's Schedule MB-8

Schedule DAM 32

Dividend Growth Cost ofEquity

Empire District Electric
Yield
6.56% I

Low
0.00%

High
4.77-7'0 I

Low
6.56%

High
11 .33%

Black Hills Corporation 2.71% 3.50% 10.99% 6.21% 13 .70%
Cleco Corporation 3.86% 2.50% 8.80% 6.36% 12.66%

DPL, Inc . 3.36% 1 .00% 16.39% 4.36% 19.75%
DQE, Inc . 5.41% 0.00% 7.67% 5.41% 13.08%

Hawaii [sic] Electric 6.91% 0.00% 7.20% 6.91% 14.11%
IDACORP 5.08% 0.00% 7.67% 5.08% 12.75%

Average 4.56% 1.17% 9.79% 5.72% 14.34%



Capital Assest [sic] Pricing Model (CAPM) Cost of Common Equity (Ke)

Formula : Ke = Rf+ beta(Rm-Rf)

Sources :
Public Counsel Witness Mark Burdette's Schedule MB-9
Ibbotson Associates 2000 SBBI Yearbook: Valuation Edition

Schedule DAM 33

Black Hills Corporation 0.50 0.80% 10.12%
Cleco Corporation 0.55 0.20% 9.93%
DPL, Inc . 0.60 " 0.00% 10.13%
DQE, Inc . 0.50 0.20% 9.52%
Hawaii [sic] Electric 0.50 0.20% 9.52%
IDACORP 0.50 0.20% 9.52%

Average CAPM cost of equity : 9.79%

Risk Free Rate (Rf) =
Market Premium (Rm-Rf) =

5.27%
8.10%

Value Line Investment Survey Water [sic] Companies
Size CAPM

Beta Premium _Ke
Empire District Electric Company 0.50 0.80% 10.12%


