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SURREBUTTAL TESTIMONY OF JOHN C. DUNN
ON BEHALYF OF
MISSOURI GAS ENERGY

Please state your name and business address.
My name is John C. Dunn. My business address is 7400 West 110™ Street, Suite 750,
Overland Park, KS 66210.
Are you the same John C. Dunn who filed direct testimony and rebuttal testimony in this
case before the Missouri Public Service Commission (“Commiss.ion”) on behalf of
Missouri Gas Energy (“MGE”), a division of Southern Union Company (“Southern
Union™)?
Yes [ am.
What is the purpose of your surrebuttal testimony?
The purpose of this testimony is to respénd to the rate of return rebuttal testimony of Mr.
David Murray, a witness for the Commission Staff (“Staff”), the rate of return rebuttal
testimony of Mr. Travis Allen, a witness for the Office of the Public Counsel (“Public
Counsel”) and the statistical rebuttal testimony of Ms. Barbeula Meisenheimer also a

witness for the Public Counsel.

ORGANIZATION OF SURREBUTTAL

How is your surrebuttal testimony organized?

The surrebuttal testimony is organized into two main sections. Each deals with a point
by point response to the individual rebuttal testimonies of the Staff and Public Counsel
witnesses.

More specifically, in connection with Staff witness Murray’s rebuttal testimony [ will
comment on the following matters:

. The cost of debt.
. The proper capital structure.
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e  The comparable companies.

o  The determination of return on equity.
o  The issue of floatation cost.

¢ The issue of a risk adjustment.

L ]

The matter of including dividend growth in the discounted cash flow (“DCF”)
calculation.

The issue of financial risk.

The consideration of other Commission decisions in determining the appropriateness
of the rate of return recommendation.

In connection with the Public Counsel witness Allen’s rebuttal testimony, 1 will discuss

the following areas:

The proper capital structure.

The comparable companies.

The use of the retention rate calculation.

The use of the dividend per share growth rate in the growth rate calculations.
The recommendation of a hypothetical capital structure.

The matter of floatation cost.

Risk adjustments.

With respect to the Public Counsel witness Meisenheimer’s rebuttal testimony, I will
comment on the single issue which is discussed in that testimony, i.e. the statistical risk
analysis which I included in my direct testimony.

It appears that there is some commonality in the areas of discussion between the Staff
and Public Counsel rate of return issues. Will your comments cover both rebuttal
testimonies?

In the areas of capital structure, the comparative company selections, the issue of
floatation cost and the inclusion of dividend growth in the DCF growth rate calculations,
my surrebuttal testimony will apply to both the Staff and the Public Counsel rebuttal

testimonies. The other issues will be discussed separately.
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RESPONSE TO STAFF REBUTTAL TESTIMONY

Cost of Deht

What is the issue with respect to the cost of debt?

Staff witness Murray, at page 3 of his rebuttal, states that he relies on the imbedded cost
of long term debt for Southern Union on a consolidated basis which was provided to him
by MGE in Response to Data Request No. 0102, He goes on to criticize my cost of debt
and the fact that I did not include short term debt in the capital structure (p. 3, Ins 20-23).

How would you characterize the approach of Staff witness Murray to the calculation of

the imbedded cost of long term debt?

It is not correct.

Why not?

The Staff witness has calculated a cost of long term debt based on all of the Southern
Union debt outstanding on a consolidated basis, including the debt of Panhandle Eastern

Pipeline Compahy (“Panhandle Eastern™). This approach is wrong for at least two

reasons.

What is the first reason?

The Staff has repeatedly indicated in previous proceedings that when a company has a
subsidiary which issues its own debt, that subsidiary is subject to a stand-alone analysis.
In this case Panhandle Eastern is a subsidiary of Southern Union. Panhandle Eastern has
its own long term debt outstanding, which is separately rated by the ratings agencies and
which was issued by Panhandle Eastern based on its own financial structure without

recourse to Southern Union. In fact, all of the Panhandle Eastern long term debt used by
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witness Murray in his calculation and shown on his as shown on Schedule 10 was issued
well before Panhandle Eastern was acquired by Southern Union.

What 1s the second reason?

The Staff witnesses” approach of including the Panhandle Eastern debt violates the
Commission’s order in Case No. GM-2003-0238 which requires that MGE be

“insulated” from Panhandle Eastern.

Does the Staff witness imply that Standard & Poor’s is not aware of the Commission
Order in Case No. GM-2003-0238?

Yes. In his discussion of capital structure, Mr. Murray quotes a portion of a Standard &
Poor’s (“S&P”) Credit Rating Research Report on Southern Union. Mr. Murray
concludes from this report that S&P does not recognize the fact that MGE’s natural gas
distribution properties have been effectively “insulated” from Panhandie Eastern. (p. 12,
Ins 6-27).

Do you agree with his interpretation of this report?

No. S&P apparently was unaware of the stipulation when opining that Southern Union
would use available cash to support debt service for either entity. I say this because in a
subsequent S&P research report dated Apnl 6, 2004, S&P changed the rating
methodology, although not the credit ratings of Southern Union and Panhandle Eastern.
Importantly, S&P dropped the statement that Southern Union management would use
available cash to support debt service for either entity.

Do you believe that the change in methodology is recognition by S&P that its June 11,
2003 research report was in error?

Yes, I do.
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Why?

A change of that magnitude by S&P is an important event. Many companies have a
rating methodology which does not change for years. Here, there was an abrupt change
and it was significant.

What is the proper cost of MGE’s long term debt for purposes of this case?

It is 7.434% at April 30, 2004, the true up date for the capital structure.

Is there a difference between the Staff and MGE in the cost of preferred stock?

No. There is only a rounding differencc; in the costs. Mr. Murray calculates his cost of
preferred stock on Schedule ‘11 to his direct testimony. The source of that calculation 1s

MGE’s response to Data Request 0102. The correct number is 7.758%.

Capital Structure

What is the issue concerning capital structure that Staff witness Murray addresses in his
rebuttal testimony?

In his rebuttal, Staff witness Murray criticizes my use of the Southern Union capital
structure exclusive of Panhandle Eastern at June 30, 2003. Mr. Murray proposed in his
direct testimony the consolidated capital structure, including the Panhandle Eastern long
terin debt, and he continues on pages 7 and 8 of his rebuttal testimony to make a series of
calculations using an erroneous capital structure which was first introduced in his direct
testimony. Mr. Murray then reiterates in his rebuttal his support \for the consolidated
capital stn;cture. This significant error by the Staff witness is discussed in the rebuttal
testimony of MGE witness Gillen.

In discussing the capital structure issue in his rebuttal, Staff witness Murray states that it

has always been the Staff position that when a company (such as MGE) is a division of a
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“parent” company (such as Southern Union) and relies on the “parent” for its capital
needs the Staff “has consistently recommended the consolidated capital structure of the

parent company,” for ratemaking purposes. (rebuttal, p. 10, Ins 5-6) Is this a correct

statement?
No.

Please explain.

In Docket No. RP99-485-000, a rate proceeding before the Federal Energy Regulatory
Commission (“FERC”) involving KPC (the former Kansas Pipeline Company) the
Commission presented the testimony of Mr. Ron Bible, the Commission’s Manager of
the Financial Analysis Department. The examiner’s report in that case summarizes the
Comimission’s position and states that the

“MoPSC asserts that in setting the rate of return allowance for a

regulated pipeline, the Commission has a preference for using the actual

capital structure of the pipeline, so long as the pipeline can demonstrate

that 1t 1s an independent financial entity. To demonstrate the requisite

financial independence, the pipeline must show: (1) without a guarantee

from its parent it issues its own debt; and (2) it has its own bond rating.”

(Footnotes omitted)
How does the Commission’s position in the KPC case apply in this case?
The Panhandle Eastern subsidiary is an independent financial entity according to the
definition advocated by Mr. Bible for the Commission. Therefore, in this case the
independent financial entity, Panhandle Eastern, should be removed from the Southern
Union consolidated capital structure because it will be regulated separately on its own
capital structure by FERC. Consequently, the Southern Union standalone capital

structure, without Panhandle Eastern, should be the capital structure used for

determining the rate of return for MGE in this case.
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Mr. Dunn, what evidence do you have that Southern Union and Panhandle Eastern are
separately rated?

The research report of S&P dated April 6, 2004, (Surrebuttal Schedule JCD-1) clearly
identifies both Southern Union and Panhandle Eastern each with their own S&P ratings.
Has Moody’s separately rated both Southern Union and Panhandle Eastern?

Yes. In its analysis dated February, 2004, (Surrebuttal Schedule JCD-2) Panhandle
Fastern is separately discussed by Moody’s. It is clear from that document that
Panhandle Eastern has a rating separate from Southern Union.

Mr. Dunn, please summarize how the position on financial independence advocated by
Mr. Bible on behalf of the Commission in the FERC proceeding involving KPC
mandates the use of the Southern Union standalone capital structure in this case without
Panhandie Eastern?

The position advocated by Mr. Bible on behalf of the Commission in the KPC case 1s
that a financially independent company should be regulated using its own capital
structure, and Panhandle Eastern meets this definition of financial independence. This
can only mean that divisions of Southern Union such as MGE should be regulated using
the remainder of the consolidated capital structure, exclusive of the capital structure of
Panhandle Eastern, as long as the remaining divisions form a homogenous group and are
financed as a group.

What impact does this have on the capital structures and calculations that appear on

pages 6 through 9 of Mr. Murray’s rebuttal testimony?
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It demonstrates that Mr. Murray’s capital structure calculations are incorrect and should
not be accorded any weight. The capital structure that should be used in calculating rate
of return is the capital structure for Southern Union, exclusive of Panhandle Eastern.

In connection with the discussion of the capital structure and the Staff’s effort to justify
the use of the consolidated capital structure with a low common equity ratio, Staff
witness Murray describes the refinancing of the Southern Union TOPrS with a new issue
or series of preferred stock. This discussion begins at page 13, line 7 of Mr. Murray’s
rebuttal and continues on to page 14. Do you have a response?

Yes. Mr. Murray implies that proceeds from the October preferred issuance were used
to fund the acquisition of Panhandle Eastern. This is not true because it would have
constituted a violation of the Stipulation and Agreement approved by the Commission in
Case No. GM-2003-0238 precluding the flow of cash from Southern Union to Panhandle
Eastern, absent Commission approval, and otherwise insulating MGE from Panhandle
Eastern.

Mr. Dunn, have you made an affirmative calculation of rate of return including a
proforma capital structure and actual costs of debt and preferred?

Yes.

What is the date of that capital structure used in that calculation?

The date of the capital structure is April 30, 2004. This date is the true-up date for this
rate proceeding. MGE and the Staff have agreed to true-up the capital structure as of
that date.

What is the cost of long term debt which will be used in that capital structure?

The cost of debt included in the capital structure is 7.434%.
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What is the cost of preferred stock?

The cost of preferred stock included in the capital structure is 7.758%.

What is the total capital structure?

The total capital structure is $2,002,287,943. That capital structure is composed of the

following elements:

TABLE 1
Pro Forma Capital Structure
Southern Union Company Only
April 30, 2004

Amount Ratio
Long Term Debt $ 948,833,985 47.39%
Preferred Equity 230,000,000 11.49
Common Equity 823,453,958 41.13
TOTAL $2,002,287,943 100.00%

The capital structure has no short-term debt included. Is there a short-term debt balance

at April 30, 2004?

Southern Union has no short-term debt balance on April 30, 2004. All of its short term
debt has been repaid.

What adjustments have been made to this capital structure?

There have been three adjustments. The purpose of which was to eliminate any effect of
the Panhandle Eastern acquisition from the resulting capital structure. The first
adjustment is to eliminate $48.9 Million of common equity which is related to the
Panhandle Eastern purchase. This is the value of three million shares of Southern Union
stock that were included in the transaction. The second adjustment is to eliminate $91
Million in equity related to retained earnings of Panhandle Eastern since the acquisition.

The third adjustment eliminates the hybrid security. The last adjustment recognizes that
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the balance of the purchase price, approximately $145 million, was raised through the
issuance of common equity and equity units;.approximately $84.5 million in equity and
$60.5 million in debt (the 5.75% equity units).
In your opinion does this capital structure eliminate all amounts related to the acquisitibn
of Panhandle Eastern?
Yes. This capital structure eliminates all Panhandle Eastern related capital and complies
with Generally Accepted Accounting Principles (“GAAP”).
What is the rate of return associated with this capital structure using the cost of debt and
preferred stock that you previously stated?
The overall rate of return, using the cost of debt and preferred previously stated and a
return on equity of 12%, 15 9.35%. That calculation is as follows:

- M_B,Iﬁ

Rate of Return

Southern Union Company Only
April 30, 2004

Weighted
Ratio Cost Cost
Long Term Debt 47.39% 7.434% 3.52%
Preferred Equity 11.49 . 7.758 .89
Common Equity 41.13 12.000 4.94
TOTAL 100.00% e 9.35%

Do your comments with respect to capital structure apply equally to the Staff and Public

Counsel rebuttal testimonies?
Only to a certain extent. Public Counsel advocated the consolidated capital structure in

its direct testimony, but it did not use the Panhandle Eastern debt to attempt to reduce the

10
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cost of debt for MGE. The use of the consolidated capital structure was‘ wrong, but the
calculation of the cost of debt was correct. In the rebuttal testimony, the Public Counsel
recommended the use of a hypothetical capital structure. (p. 14, lIns 13-20) I agree that
the use of a hypothetical capital structure is appropriate, but I disagree with the ultimate
selection of the hypothetical capital structure. T will discuss that later in this testimony.
Have you reviewed the deposition of Dr. Roger A. Morin which was taken in this case
by the Staff and Public Counsel on June 10, 20047

Yes. [ attach a copy of the transcript of Dr. Morin’s deposition as Surrebuttal Schedule
JCD-3.

Did Dr. Morin comment on the use of a hypothetical capital structure in his deposition?
Yes, he indicated that the use of a hypothetical was very appropriate, in fact probably the
best approach in this case because of the low equity ratio of the consolidated capital
structure advocated by the Staff in this case. (Morin deposition, p. 97 and following)
Comparable Companies

Does the Staff witness indicate that he has concerns with respect to the proxy companies
that you use for your return on equity analysis?

Yes. Beginning at page 18 of Mr. Murray’s rebuttal festimony, there is some discussion
concerning the selection and the resulting group of companies that [ use to establish a

benchmark or baseline return on equity.

What is the essence of the criticism?

The prim.ary criticism is that some of the companies in my comparative group are not in
the Edward Jones natural gas distribution group at December 30, 2003 and therefore are

not the least diversified group of gas distribution companies available.

11
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Do you believe this is a reasonable criticism?

No. Furthermore, I don’t believe that it has any meaning.

Please explain.

As I explained in my direct testimony, in a rate of return analysis, it is impossible to
develop a group which is precisely comparable to any subject company. Consequently it
is essential that a benchmark return be developed for a proxy group of companies and
that the risk differential between the proxy group and the subject company then be
quantified using statistical and qualitative tools so that appropriate adjustment for
risk/corhparability differences can be made.

Did you perform such an analysis, i.e. determine a benchmark return and then calculate
adjustments using statistical and qualitative tools?

Yes, I did.

Did either the Staff or the Public Counscl witnesses follow this approach?

No.

Did Dr. Morin comment on the selection of comparable companies in his deposition?

Yes.

And what was said'.f;

He indicated that in the past he tried to select companies that were as comparable as
possible in making a comparative group. However, he went on to say that with the
changes in the utility industry, he now selected as broad a group as possible and did his

analysis followed by an appropriate risk adjustment. (Surrebuttal Schedule JCD-3, pages

52 & 53)

Is this the methodology you used?

12
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It is.

Since the Staff witness did not make a qualitative analysis or quantitative analysis of the
risk differences between its proxy group and MGE, is it possible that there are
substantial differences between MGE and the Staff proxy group?

Yes. There are very substantial differences between the proxy companies used by Staff
and by MGE. As a matter of fact, the Staff’s proxy group just isn’t comparable to MGE.

Please give us an example.

One of the companies in the Staff proxy group is AGL Resources, the parent company of
Atlanta Gas Light. AGL Resources does not own the natural gas in its system in the
traditional distribution sense. AGIL. Resources simply sells transportation services to its
customers.

What impact does this difference with AGL have on a comparative analysis?

It has a major impact on risk. The weather exposure for natural gas cost and the
exposure to disallowances of natural gas costs incurred by the company is eliminated for

Atlanta Gas Light, while it is substantial for MGE. As a result MGE has much greater

risk.

Are there other differences?

Yes. The depreciation rates for MGE are lower than for the Staff comparative group.
This means that MGE’s investors will recapture their capital investment over a longer
period of time than will the investors in the companies that comprise the Staff proxy
group. This means that, all other things equal, the return of investment in MGE is at

greater risk, simply because the investment is exposed to higher levels and greater

numbers of unexpected events over a longer period of time.

13
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Are there any other differences?

Yes. Several of the companies in the Staff proxy group (AGL Resources, New Jersey
Resources, Northwest Natural Gas, Piedmont Natural Gas, South Jersey Industries and
WGL Holdings, Inc.) have weather normalization or moderation clauses of one type or
another. This is also true for a number of companies the Public Counsel proxy group
{AGL Resources, South Jersey Industries, Northwest Natural Gas and WGL Holdings,
Inc.) as well as for several companies in the MGE proxy group (AGL Resources, Atmos
Energy, Laclede Gas, NUI Corp., New Jersey Resources, Northwest Natural Gas,
Piedmont Natural Gas, South Jersey Industries and WGL Holdings, Inc.). MGE does not
have such a clause. MGE has requested one in this proceeding, but the Staff and Public
Counsel have opposed that request. Consequently, MGE has greater risk exposure due
to the impact of weather on its revenue streams. Furthermore, in comparison to Atlanta
Gas Light, the risk for MGE is magnified because Atlanta Gas Light has no costs
associated with any weather related commodity costs. AGL Resources, Nicor and
Peoples Energy also have in place environmental recovery surcharges/riders related to
manufactured gas plant costs that mitigate risk related to the recovery of MGP-related
costs.

Did the Staff witness make any- anal.ysis of the companies which he included in his proxy
group?

Incredibly he did not. MGE’s Data Request No. 0163 to Staff witness Murray on
5/11/04 requested that Mr. Murray describe his evaluation of his comparable companies
including a specific evaluation of:

a. the equity ratio of each of the companies;

14
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b.  the sales mix of each of the companies;

c. the ownership of pipelines by each of the companies as it compares to
Southern Union and MGE;

d. the sale or propane by each of the companies as it compares to Southern
Union and MGE;

e. the number of customers of each of the companies as it compares to
Southern Union and MGE;

f.  whether or not the companies are legally established as a holding company;
g.  whether or not each of the companies engage in exploration;
h.  whether or not the companies generate electricity;
i.  whether or not he companies own natural gas storage.'
Mr. Murray did not evaluate any of these important factors except for the sales mix of
each of the companies. Attached as Surrebuttal Schedule JCD-4 is a copy of his
response.
One of the concerns expressed by the Staff in its rebuttal testimony is that you included

inn your proxy group a Missouri company, Laclede Gas Company. How do you respond?

It is not a valid concern.

Please explain.

Many years ago, when the Commission made its determination of the required return on .
equity using book data only, it was appropriate that it not consider companies under its
jurisdiction in reaching conclusions about other companies under its jurisdiction.
Clearly there was a problem of circularity if the Commission used its own prior
decisions to make current decisions.

Today, however, things are entirely different. The Staff and other witnesses before the

Commission on the issue of rate of return have used the DCF methodology. The DCF

15
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model breaks the chain that makes circularity or feedback a problem in the decision

making process.

How does it do that?

The Commission makes a decision. That decision may impact the book returns on
equity and the book earnings of the company. However, it is the multitude of
shareholders and institutions acting independent of the Commission and independently
from each other which causes stock prices to move up and down and dividend yields to
be established. It is these sharcholder determined dividend yields that become a crucial
part of the DCF calculation and dominate the DCF cost of common equity. Thus even
though the Commission made a decision that impacts book returns, it has limited impact
on the DCF return and those DCF returns therefore do not have the potential for
introducing material circularity or feedback into the decision making process if they are
an appropriate part of' a comparative group. It 1s simply incorrect to exclude Missouri
companies from the process just because they are Missouri regulated.

Determination of Return on Equity

What does the Staff witness say in his rebuttal testimony concerning your determination
of the required return on equity for MGE?

Beginning at page 23 of his rebuttal testimony, Mr. Murray presents his position on
calculating the return on equity. An important part of that position is that no floatation
costs should be taken into consideration in calculating the DCF cost of equity, in spite of
the fact that floatation cost is a required and a well-accepted part of the DCF formula.
The Staff witness also asserts that MGE cannot be classified as a small company and

consequently does not experience greater risk as a result of its size; that 1 did not

16
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calculate a growth rate by averaging a series of numbers as the Staff did, but rather used
judgment in determiniﬁg the appropriate growth; that I should have used a geometric
mean rather than an arithmetic mean in calculating historical growth rates in my year-to-
year growth rate calculation; and that it is impossible to make an adjustment for financial
risk because it 1s impossible to hold everything else equal or constant in a proxy group
(p. 39, Ins 1-9)

How do you respond?

These are not valid criticisms and some of the assertions, such as the inability to make a
financial risk adjustment, are incorrect.

Floatation Cost

Staff suggests that the stipulation approved by the Commission in connection with the
acquisition of Panhandle Eastern prohibits an adjustment for floatation expense. Do you
agree with that assertion?

No. Staff uses the stipulation or ignores it as suits its purpose. Staff ignores it, for
example, by including the lower cost of debt of Panhandle Eastern when calculating the
cost of debt of Southern Union. Staff then takes advantage of the stipulation to argue

that a conventional, ordinary and reasonable adjustment to the DCF for floatation

expense is prohibited.

What is the floatation adjustment?
The floatation cost adjustment is explained in the direct testimony but it is simply an
adjustmenit to reflect the fact that expenses are incurred in connection with the sale of

new common stock and that the only way in which the shareholder can be reimbursed for

17
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those expenses is if they are accounted for in the rate proceeding. It also accommodates

pre-offering pressure.

Does Southern Union anticipate a sale of common stock?

Yes.

Is there any affirmative evidence of that fact?

Yes. The Massachusetts Commission teceived a presentation by Southern Union in
connection with the sale of that common stock and has approved the éale by an order. |
have attached that order as Surrebuttal Schedule JCD-5.

Will MGE benefit from the issuance of new common stock?

Yes, it will. There will be additional equity capital available to MGE to add to the
facilities which are used and useful in supplying natural gas distribution service to its
Missouri customers; there will be an improvement in the equity ratio of Southern Union;
there will be a maintenance of investment grade ratings for Southern Union’s bonds and
the capital structure will be more balanced. All of these factors will benefit the
customers of MGE.

Will any of these funds'be used for the direct benefit of Panhandle Eastern?

No. None of these funds related to the proceeds of the sale of equity securities will be
distributed to Panhandle Eﬁstem. It will not be a beneficiary of the equity offering.

Is an adjustment for floatation costs an ordinary part of the DCF model?

It is.

Did Dr. Morin comment on the lack of a floatation adjustment in the Staff DCF

calculation?
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Yes he did. On pages 13 and 14 of the transcript of his deposition he indicates that the
floatation cost adjustment is omitted from the Staff DCF calculation and that it results in
an understatement of the cost of equity of 30 basis points to Surrebuttal Schedule JCD-3.
On page 40 of his deposition he describes the Murray DCF as lacking “the real world
refinements like floatation costs” and concludes at page 26 of his deposition that this is

one of the errors which causes him to conclude that Mr. Murray is not an expert in the

field of rate of return. (id.)

Growth Rate Calculation

Staff witness Murray is critical of the fact that you did not have a specific calculation to
determine your growth rate for the DCF. How do you respond?
It is not a valid criticism.

Please explain.

The Staff witness has employed a very mechanical approach to the determination of the
cost of equity using the DCF model. In my opinion, rather thL{m following this rigid
“mechanical” approach, it is much more appropriate to examine the data and apply
judgment to that data to determine the appropriate return on equity using the DCF model.
Specifically, a component of the DCF calculation is the growth rate and the appropriate
way to determine the growth rate is to examine the historic growth rates and available
projected growth rates, and based upon that array of data to reach a conclusion about a
reasonable growth rate for the future of a typical natural gas distribution company.
Reaching that conclusion is a matter of judgment; it is not just a matter of mechanically

running raw data through a series of calculations.

Does Dr. Morin agree that the process is one of judgment and not simply calculation?
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Yes. During his deposition, he indicated that he reviews all of the information that he
can develop and then reaches a “global judgment” on the issue of rate of return. It is not
a calculation. (Surrebuttal Schedule JCD-3, page 103}

&e there any other pitfalls associated with the use of the mechanical approach such as
that used by the Staff witness?

Yes. After layering average on top of average, Staff witness Murray has included
historical growth in dividends per share in his calculation several times. As has been
abundantly demonstrated in testimony in this proceeding and by the data included in the
Staff and Public Counsel testtmonies and schedules, the dividend policy of natural gas
distribution companies has changed. Many of the companies in the Staff group, for
example, have not raised their dividends for many years at a time. As a result, the
growth 1n dividends per share is abnormally low and no longer relevant investors’
forﬁard looking growth expectations. Unforiunately, Mr. Murray’s mechanical
approach excludes the application of judgment, and ultimately produces an end resuit
radically at odds with reality simply because these anomalous numbers are averaged into
the calculation when they should be excluded.

Does Dr. Morin agree that the current dividend growth rates are not relevant and using
them leads to incorrect answers?

Yes he does. In fact, he is clear that the use of historic dividend growth is totaily in
error. (Surrebuttal Schedule JCD-3, pages 29-31)

Why does Mr. Murray use a mechanical approach without the exercise of judgment?
Based on his testimony and his deposition which was taken in this case I believe it is

because he lacks the expertise to determine the reliability of the methodology and data
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that he uses.. Consequently, he simply goes through a “mechanistic” approach without
the exercise of judgment that one would expect from an expert. 1 am not alone in my
view that Mr. Murray is not an expert. [ have reviewed the testimony of Dr. Roger A.
Morin, as well as his deposition which was taken in this case by the Staff and Public
Counsel on June 10, 2004, and he concurs. I attach a copy of the transcript of Mr.
Murray’s deposition as Surrebuttal Schedule JCD-6. As indicated, Dr. Morin’s
deposition is Surrebuttal Schedule JCD-3.

Does this criticism with respect to including historic dividend per share growth in the
calculation apply to the Public Counsel witness?

Yes 1t does.

Risk Adjustment

The Staff witness is critical of your discussions with respect to the risks associated with a
small company as compared to a larger company. He says that the company being
regulated is Southern Union and that Southern Union is a large company.

Southern Union is a large company. However, MGE, the division of Southern Union
which is regulated by the Commission and whose rates are under consideration in this
proceeding, is a small company as compared to the com_panies in the proxy group.

Mr. Dunn, did you make a specific adjustment to the return on equity for the size effect?

No, [ did not.

Financia] Risk Adjustment

Staff witness Murray failed to make an adjustment for financial risk and, on page 39 of
his rebuttal testimony, indicated that such an adjustment is impossible since it requires

everything else be held equal in order to make a comparnison. Do you agree?
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I do not. The matter is much less complex than implied by Mr. Murray. In fact, it is
entirely appropriate, reasonable and in fact essential to make a financial risk adjustment
when a company has a significantly different equity ratio than the proxy group such as
the equity ratio attnibuted to MGE by the Staff witness.

Why is the matter less complex then suggested by Mr. Murray?

There are only two types of risk which genuinely concern the sharcholder. The first of
these is “business risk” and the second “financial risk.” Financial risk is an observable
matter. If a company has a lower equity ratio than its peer group, it has greater financial
risk. The business risk may be higher or lower than the business risk of the comparable
group of companies, and that can be dealt with separately. The fact of the matter,
however, is that financial risk differences are absolute and can be considered
independently of business risk differences. Consequently, it is inappropriate to say the
matter is too complicated when in fact it is really simply and direct. Part of Mr.
Murray’s problem with this is that it appears he does not understand the meaning of the

term “financial risk,” a point that [ will address later. This again demonstrates that he is

not a cost of capital expert.

Is a financial risk adjustment required?

Yes. If the Staff persist in using the low equity capital structure, it is essential that the
Staff make an adjustment for the increased risk caused by the low equity ratio. In the
alternative, a hypothetical capital structure could be used.

Did Dr. Morin comment on this issue in his deposition?
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Yes. During his deposition, Dr. Morin clearly indicated that either there is an adjustment

for the low equity ratio or a hypothetical capital structure should be used. (Surrebuttal

Schedule JCD-3, pages 108 & 109)

Consideration of Qther Decisions

On page 39 of his rebuttal testimony, Staff witness Murray is critical of your
consideration of the results of other jurisdictions and the returns authorized by other
jurisdictions in various rate proceedings involving natural gas distribution companies.
Do you believe this is an appropriate criticism?

No. As a matter of fact, I believe that the criticism applies to the Staff witness for not
using such information.

Why?

The Staff witness, in discussing his failure to use information concerning other
companies arlxd other Commission decisions, says that he has done a thorough and
complete job of his analysis and that he calculated the right answer.

Why, then, does he refuse to confirm the reasonableness of his result?

If Staff analysis truly produces the “right answer,”, there should be no reason why the
Staff witness is reluctant to compare his “right” answer with the decisions made by other
commissions based on recommendations from other analysts who also believe that they
are making valid studies of the cost of equity.

What would Mr. Murray discover if he compared the end result of his work with the
decisions of other commissions?

He would discover thét his views are radically out of step with the rest of the regulatory

world. Mr. Murray is recommending in this proceeding a return on equity in the range
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of 8.52% 10 9.52%. The return on equity authorized by other commissions for 2003 and
the first quarter of 2004 is 11% to 11.1%. Such a significant difference, given the fact
that the decisions of other commissions involve numerous commissioners and experts,
suggests that Mr. Murray’s estimate is éo far below the range of reasonableness that it
cannot be helpful to this Commission in reaching a decision. For that reason alone, his
recommendation should be afforded no weight.

Mr. Dunn, have the Staff rate of return recommendations to the Commission always
fallen significantly below the decisions made by other commissions around the country?
No sir, they have not.

Have you prepared a comparison of Staff recommendations and nationwide commission
decisions over an extended period?

Yes I have. Surrebuttal Schedule JCD-7 is an analysis for the period 1993 through 2004
of natural gas decisions by commissions around the country compared to Staff
recommendations. Also included on the schedule are the recommendations of the Public
Counsel during the same period. This schedule contains data reported by Regulatory
Research Associates (“RRA”) on natural gas distribution return on equity decisions and
all of the Staff and Public Counsel return on equity recommendations on natural gas
distribution companies for the period.

Do financial analysts making rate of return determinations typically rely on information
such as that reported by RRA?

Yes.

Is the information reported by RRA considered reliable?

Yes,
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What does the data show?

The data shows that for the period 1993 through about 1997, the Staff made
recommendations which were comparable to the decisions made by regulatory
commissions around the country. The average regulatory commission decision for that
period, 1993 through 1997, was 11.32%. The average Stalf recommendation for 5 cases
during that period was 11.13%. Starting in about 1998, however, the Staff went off in a
different direction.

What is the comparison for the period 1998 through 2004?

During that six year span, the average nation-wide regulatory decision for natural gas
distribution companies was 11.07%. However, the Staff, during that same period, for a
total of ten cases, had an average recommendation of only 9.71%.

Even more striking is the difference between the Staff recommendations to the

Commission and the average commission decisions nation-wide for the period 2001

through 2004.

What does that comparison reveal?

‘The average nation-wide regulatory commission decision for return on equity for natural

gas distribution companies for the period 2001 through 2004 1s 11.02%. The average

recommendation of the Staff to the Commission for six cases for that same four-year
period is 9.34%. Clearly, there is a substantial difference and that difference is striking

with the Staff recommending 9.25% return on equity in three cases and 9.22 and 9.02% @y & /0.087.

return on equity in two others.

What is the detail which supports these averages?
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A. The specific decisions as reported by RRA and the recommendations of the Staff in
natural gas rate cases for the period 2001 to 2004 is as follows:

Year RRA Regulatory Decisions Staff Recommendations

2001 10.95% 9.25%/10.05%

2002 11.03% 9.25%

2003 10.99% 9.25%

2004 11.10% 9.22%/9.02%

Q. How would you characterize these Staff recommendations?

A. They are clearly outside of the mainstream of return on equity decisions by commissions
around the country. They do not in any way reflect the true cost of equity during this
period. There is no way the Staff recommendations can be reconciled with the decisions
made by commissions nation-wide.

Did Dr. Morin comment on the level of the Staff recommendation?

A. Yes. He indicated on page 105 of his deposition that if the result of the Staff analysis
was in the range of 9.01 to 9.34 using two different methods, that the results of both
would be wrong. (Surrebuttal Schedule JCD-3)

Does Dr. Morin use or review the results of other commissions in making his analyses?

A. Yes. On pages 32 and 33 of his deposition Dr. Morin refers to the RRA report on the
decision of other commissions and concludes that the data indicates that the Staff result is
too low. In fact, he says that the data speaks for itself. (Surrebuttal Schedule JCD-3)

Q. What else does Mr, Murray’s criticism on pages 39 and 40 of his rebuttal testimony tell

you about the Staff’s overall approach to its cost of capital recommendations in rate

cases?
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The Staff’s approach, in failing to consider what is going on in the rest of the world is

clearly outside the mainstream. In this regard, Mr. Murray’s testimony in the recently

concluded Aquila, Inc. electric rate case, Case No. ER-2004-0034, is instructive. I

attached as Surrebuttal Schedule JCD-8, pages 1610 to 1743 of the transcript in that

proceeding which reveals, among other things, that:

Mr. Murray would not agree that what the courts have said with respect to a fair
return is the standard this Commission should follow. “There are other things that
have to be taken into consideration.” (Tr. 1618)

According to Mr. Murray the comparable risk standard “may be one of the
standards that i1s considered.” (Tr. 1620)

It is the policy of the Staff not to look at allowed ROE’s or earned returns of other
utilities to come up with cost of capital recommendations in rate cases. (Ir. 1733).
Mr. Murray cannot square this Staff policy with the requirement of the Hope case.

(Tr. 1734) and is not sure that the Hope case must be followed in any event. (Tr.
1618, 1619).

Mr. Murray has never read any decisions from any other Commissions (Tr. 1732),
including rate case decisions. “As far as what goes on in the specifics of cases
throughout this country, I would be working 24/7 to be able to keep up with that.”
(Tr. 1625)

Mr. Murray is not really familiar as to how one finds returns actually being earned
by other utilities. (Tr. 1622, 1624)

Mr. Murray has never looked at the textbook Principles of Utility Rates by James
Bonright. (Tr. 1706)

Mr. Murray incorrectly defines “financial risk” as “the ability of a company to
meet its debt.” (Tr. 1633)

Most of his criteria for selecting comparable companies have nothing to do with
risk. (Tr. 1642)

Murray’s “thorough and complete analysis”

Mr. Dunn, on page 40 of his rebuttal testimony, Staff witness Murray testified that he has

based his return on equity recommendation for MGE in this case on what he calls “a
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thorough and complete analysis of the cost of common equity for a comparable group of
companies, primarily using the DCF model...” What is vour understanding of the other
techniques which Mr. Murray used in his “thorough and complete analysis” to calculate a
cost of equity for MGE in this case?

It is my understanding that he also used the risk premium model and the capital asset
pricing model (“CAPM?”) to check the reasonableness of the results from use of his
primary DCF method.

How does his approach compare to your approach?

I also used the DCI' model which has been utilized for many years by this Commission.
Did you check the reasonableness of your results by using the risk premium model or the
CAPM?
No. Idid not. However, a proper performance of a CAPM and risk premium cost of
equity analysis on the Staff’s group of eight comparable companies would not support the
return on equity result which Staff witness Murray says, in his rebuttal testimony,
resulted from a “thorough and complete analysis.” Furthermore, Mr. Murray did not
accord the risk premium method and the CAPM approach any weight in his conclusion in
spite of the fact that both of his alternate calculations produced higher indications of the
cost of equity than his DCF calculation.
By way of background, please summarize Mr. Murray’s risk premium analysis and
CAPM analysis.
Mr. Murray’s risk premium analysis is contained on Schedule 21 to his direct testimony
and is based in part on data from his Schedule 20. His result indicates a cost of equity of

10.41% which is substantially above his recommendation for MGE in this case. Even
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that, however, is a result which is lower than the result which is indicated by an analysis
using published data. His CAPM analysis is on his Schedule i9.

In response to Mr. Murray’s statement at page 40 of his rebuttal testimony concerning a
“thorough and complete analysis” have you performed a “thorough and complete” cost of
equity analysis for Mr. Murray’s comparable companies?

Yes.

What did you do?

[ performed a risk premium and CAPM analysis.

Did you make a risk premium analysis using published data?

Yes I did.

Please describe the results.

The first step in my risk premium analysis was to obtain a risk premium for equities for
the period 1928 to 2003. I obtained that information from a web site at the New York
Universtty Stern School Website Page of Professor Damodaran. The data indicated a
market return for the period of 11.82% and a long term treasury rate for the same period
of 5.28% for a risk premium of 6.54%. | added Mr. Murray’s 2004 long term yield rate of
4.93% to the risk premium amount for an indicated cost of equity of 11.47%. This is
substantially different than the result obtained by Mr. Murray.

Please summarize your CAPM model and the result.

I used the same CAPM model as used by Mr. Murray. I also used his information

to the extent I could.

Please explain.
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In analyzing the long run market returns for the CAPM analysis, I noticed that the market
returns were higher for shorterl periods. For exémple, the 1928-2003 return was 11.82 %
while the 1963-2003 return was 12.10% and the 1993-2003 return was 12.63%. As a
result of this pattern of returns, I determined that it was appropriate to use the most recent

1993-2003 data in my calculation.

What did you use as the proper beta?

I used the Value Line betas from the March 19, 2004 issue, a more current issue than
used by Mr. Murray.

Did using the more current issue result in any changes?

[t did. One of the eight betas increased from .60 to .65. All of the other betas remained

the same. The result of this change was to increase the average beta of the group from .68

to .69.

What was the result of your calculations?

I reduced the 12.63 market return for the period by the current 4.80 long term risk free,
treasury rate from the Wall Street Journal June 11, 2004. The result was a return of
7.83% which I multiplied by the average beta of .69 for a premium amount of 5.40%. [
then added back the 4.80% risk free rate for a total return of 10.20. This compares to the

calculation made by Mr. Murray which resulted in a cost of 9.29% as shown on his

Schedule 19.
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RESPONSE TO PUBLIC COUNSEL REBUTTAL TESTIMONY

Rate of Return

Q. At page 7, line 25 of the rebuttal testimony Public Counsel witness Allen, Mr. Allen
attempts to recalculate your return estimate using the Value Line edition of September

19, 2003, and the Public Counsel methodology of “BR+SV.” How do you respond?

A. 'This s not appropriate.
Q. Please explain.
A. The BR+SV methodology contains a circularity so fundamental that the calculation is

absolutely worthless in this context as a methodology to estimate the cost of common

equity.
Q. Why is it worthless?
A. The methodology can be applied either historically or in a projected format. Regardless

of which calculation is made, you must know the answer before you make the

calculation.
Discuss what you mean by a “historical calculation.”

A. If the BR + SV applied historically, the actual historical results absolutely detenﬁine the
calculation of BR+SV and those historical results, whether abnormal or not, completely
determine the recommended cost of equity. If, for example, a company has bad years
and those bad years are incorporated in the calculation, the result will be a low
recommended return on equity for that company. On the other hand, if the company has
had excellent or outstanding years, those will also be reflected in the BR+SV calculation

and result will be a very high recommendation. The simple fact is the past absolutely
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determines the future using this methodology, and thus there is a serious problem in
using this approach in a historical fashion.

What about using this method in the forecasted or projected format in the manner used
by the Public Counsel?

The problem with this approach is that the return on equity must be known for future
years in order to make the calculation. This can be established from Public Counsel
witness’s direct testimony in this case.

How is thi's established by examination of the Public Counsel witness’s testimony in this
case?

Mr. Allen’s BR+SV calculations appear beginning at Schedule TA-6, page 2 of his direct
testimony. The top half of this schedule shows a historic calculation of BR+SV, and the
bottom half of the schedule is a caleulation of a projected BR+SV. As can be seen from
the top half of the schedule, the BR component of the calculation is a multiplication of
the retention ratio times the equity return. The purpose of this exercise is to develop a
cost of equity recommendation. However, in order to make that recommendation using
the BR+SV approach, it is necessary {0 know the answer, 1.e. the equity return, and the
dividend payout before the calculation can be made. This can be seen less clearly from
the bottom half of the page where the 2007-2009 estimated return on equity are
multiplied times a retention ratio, both of which must be known in order to derive the BR
component of the calculation. Simply stated, in order to use the formula, one must know
the answer before one makes the calculation. This is a fundamental flaw in the

methodology and one which cannot be overcome.
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Did the Public Counsel witness make a risk adjustment in his calculation of the required
return on common equity?

No. In fact, for some reason, Mr. Allen has suggested in his rebuttal testimony at page
22, Ins 9-11 that he is now supporting the lower end of his recommended range of returns
rather than the upper limit of the range of returns that he recommended in his direct
testimony (p. 16, Ins. 12-17).

What was the point of the recommendation toward the upper limit of the Public Counsel
range of returns on equity in the original testimony?

The Public Counse! witness indicated that he (felt) that the recommendation at the upper
end of the range properly compensated MGE for the higher level of risk associated with
the fact that using a consolidated capital structure resulted in a much higher level of
leverage for Southern Union than for the comparable companies in his group.

Do you believe that is accurate?

Absolutely not. An adjustment so small to compensate for such a substantial difference
in the common equity ratio 1s simply absurd.

How much difference is there in the Public Counsel recommended equity ratio for MGE
and the average equity ratio of his proxy group?

The Public counsel proxy group equity ratio is 40.0%. The Public Counsel witness
recommended equit)} ratio for MGE is 25.98%. This is a very substantial difference.
Are there any other risk adjustments which Mr. Allen has failed to make?

Yes. In his rebuttal at page 19, Mr. Allen dismisses the notion of longer depreciation as a
risk factor. This dismissal flies in the face of fundaméntal principles of finance. For

example, tong term bonds pay higher interest rates than short term bonds and the
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differential in interest rate is compensation for the fact that the funds are exposed to
greater levels of risk over longer periods of time, whereas short term lendings have less
exposure to such risk by virtue of the fact that the time element is shorter. The same
applies to depreciation. The longer a capital investment is exposed to unknown risks, the
greater the risk to the investor. The greater the risk and the higher the required return.
Mr. Allen should know this, and it 1s absolutely improper and unreasonable that he rejects
it in his surrebuttal testimony.

Mr. Allen asserts, on page 21 of his rebuttal testimony, that the recently enacted
infrastructure system replacement surcharge (“ISRS”) legislation serves to reduce MGE’s
risk. How do you respond?

The information upon which Mr. Allen apparently relies in reaching this conclusion is
insufficient to support that conclusion. As I understand it, the ISRS legislation allows
companies like MGE to adjust rates periodically outside the context of a general rate
proceeding to recover the cost of governmentally-mandated, non-revenue producing
capital expenditures. A significant proportion of such costs for MGE relate 1o safety line
replacement program (“SLRP”) expenditures, the earnings degradation impact of which
has historically been mitigated through the Commission’s issuance of accounting
authority orders (“AAOs”). In many ways, the ISRS process simply replaces the AAO
process and, as such, should not be expected to have any material impact on risk
experienced by MGE. Moreover, Mr. Allen’s assertion that MGE is the only gas
company that has an ISRS is wrong. Laclede Gas recently implemented an ISRS. In

addition, Atmos Energy Corporation has a pipe replacement surcharge mechanism in

Georgia.
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On page 22 of his rebuttal testimony, Pubic Counsel witness Allen asserts that a
downward adjustment to return on equity is appropriate if the Commission adopts a
weather mitigation rate design for MGE. How do you respond?

I disagree. All of the comparable company groups used by the various rate of return
witnesses in this proceeding include companies that have some form of weather
mitigation rate design. Therefore, investor expectations related to such rate design are
already appropriately reflected in the discounted cash flow analysis and no further
adjustment 1s nceded for this item. In any event, if any adjustment is to be considered the
starting point, prior to any such adjustment, must be reasonable. Comparison to equity
returns being authorized by other regulatory authorities clearly establishes that the Staff
and Public Counsel return on equity recommendations in the proceeding do not qualify as
such a reasonable starting point.

Capital Structure

The Public Counsel witness has proposed a hypothetical capital structure in his rebuttal

testimony in this proceeding. Do you have any comments with respect to that capital

structure?

Yes I do.

‘What are they?

First, I should note that I believe it is appropriate to consider a hypothetical capital
structure in this proceeding. Furthermore, it is not unreasonable to make a series of
calculations similar to those made by the Public Counsel witness. The problem arises

from Mr. Allen’s selection of a hypothetical capital structure from the zone of

reasonableness that he calculated.
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What was the zone of reasonableness established by the Public Counsel witness in his
rebuttal testimony?

The zone of reasonableness for the hypothetical capital structure ranged from a common
equity ratio of 37.6% to 58.2% (p. 13, In. 1).

After establishing that zone of reasonableness, what did Mr. Allen determine as the
appropriate capital structure?

He selected “the very bottom of the range, 37.6%” (p. 13. In. 12).

How do you respond?

This is not appropriate. As a matter of fact, the analysis and calculations made by the
Public Counsel witness, if they have any validity, would suggest that the mid-point of the
range is the point of greatest reasonableness. In other words, the mid-point of the range
is the best point for a calculation of a hypothetical capital structure.

Statistical Risk Analysis

Public Counsel witness Meisenheimer, in her rebuttal testimony, is critical of your
statistical analysis of risk. What is the nature of her criticism?

On page 4 of her rebuttal she states that it would be more relevant for the Commisston to
examine each of the indi\)idual corrllpanies in my proxy group against MGE rather than
examining the average of the proxy group against MGE.

Did she make such a calculation?

Yes.

What did that calculation show?

According to the Public Counsel calculations, of the 15 companies in my proxy group,

10 are less risky than MGE as demonstrated by a lower standard deviation and 12 of the
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15 companies are less risky as demonstrated by the calculation of the co-efficient of
variation. This data, taken from Table 2 on page 8 of Ms. Meisenheimer’s rebuttal
testimony, supports my conclusion that MGE is significantly riskier than the proxy

group.
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Missouri, Pennsyivania, Rhode island, and Massachusetts, has limited commedity price risk, and is
authorized reasonable rates of return by federal and state regulators, Southern Union has acquired
several companies in recent years, a trend the company may continue to follow. However, any

acquisitions are expected to be of low-risk, state-regulated gas distribution businesses and federally
regulated gas transportation pipelines.

Southern Union's mid-2003 acquisition of Panhandie Eastern Pipeline Co. and #s subsidiaries Trunkiine
Gas Co. LLC and Trunkline LNG Co. LLC and Panhandie's joint venture Sea Robin Pipeline Co.
resulted in a highly leveraged consolidated balance sheet. Although Southern Union financed the
acquisition with proceeds from selling its Texas gas distribution business and a portion of the proceeds
from the sale of common equity and convertible debt, Panhandie Eastern itself had $1.2 billion of debt.
This drove Southern Union's total debt up to 72% of total capital at closing.

Management has committed to rapidly improving its balance sheet. it refinanced Panhandle’s debt
shortly after the acquisition, lowering interest expense by about $6 million. In addition, the company
issued $230 million of noncumulative preferred stock, using proceeds to reduce debi. Cash from
operations, which management expects to improve by at least $15 million through the successful
integration efforts, including implementation of a new companywide IT platform, together with free cash
flow, will be dedicated to debt reduction, as will the proceeds from any future equity sales equity.

Furthermore, the company is expected to continue its stock dividend policy, ailowing it to build equity
through retained earnings.

By the end of 2005, Standard & Poor's expects that the total debt to total capitalization ratio will be
appropriate for the 'BBB' rating target benchmark of 56%. Mereover, in 2008, the conversion of §125
million of debt to equity will lower that ratio to around 50%., Also, by the end of 2005, funds from

opetations (FFQ) should improve to around 16% of average debt, close to the rating target of 17%,.
Interest coverage ratios will improve as well.

Liquidity.
Liquidity is adequate based on Southern Union's sources of operating cash flow over the next year
and committed bank facilities relative to short-term lizbilities. The working capital needs of the
company are adeguately met with a total of $415 million of committed bank facilities, of which $163

million was unused at Dec. 31, 2003. The faciiities are used primarily to purchase gas for retail
customers, and are paid down annually.

The company intends to reduce debt by about $500 millian by the end of 2005. In October 2003, the
company issued $230 million of noncumulative preferred stock. Proceeds were used to pay down
$100 million of trust preferred and remaining funds were used to pay down other debt. Cash and free

cash flow are expected to provide another $250 miliion to $280 million. The remainder will come
from the sale of equity or assets,

Still, access to the capital markets at reasonable rates will be impartant as debt matures in each of
the coming years: $125 million in 2005; $141 million in 2006.

The working capitat needs of the company are adequétely met with a total of $415 million of
committed bank facilities. The facilities are used primarily {0 purthase gas for retait customers. The

cost of gas, as well as the carrying charge, is fully recovered from natural gas customers in all
jurisdictions.

E Qutlook

The negative outlook reflects the execution challenges facing the company in achieving its commitment
to deleverage rapidly. Southern Union has been acquisitive for several years, which has resulied in
significant and frequeat swings in leverage. The company must demonstrate sufficient balance-sheet

strength before consummating any future acquisition in order for Standard & Poor's to maintain current
ratings.

& Business Description

Saouthern Union sells and distributes nafural gas to retail customers in Missouri, Pennsylvania, Rhode
Island, and Massachusetts. These businesses are divisions of Southern Union. Panhandle Eastern
Pipeline, a whoily owned subsidiary, fransports natural gas through Panhandle Eastern Pipeline,

Trunkline Gas, and Sea Robin Pipeline. Panhandle Pipeline Co. also owns Trunkline LNG, the targest
LNG import facility in North America.
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Rating Methodology

ilF]

The corporate credit rating is based on the consolidated business and financial profile of Southern
Union and its subsidiaries. The corporate credit rating is assigned to the senior debt at Southern Union,
which is i{self an operating business, and its subsidiary, Panhandle Eastern Pipe Line LLC. The equal
rating of senior del at each entity reflects Standard & Poor's view that there are substantial parent-

{evel assets relative to lizbilities, which obviates the need to notch Southern Union's debt down for
structural subordination.

Business Profile

The overalt strong business position of Southern Union is defined by growing markets, fimited

cemmodity price risk, tight cost contrels, and stable and predictable earnings and cash flow from its
reguiated gas distribution and transmission businesses.

Markets.

The gas distribution businesses serve retail customers in central and western Missouri (Missouri
Gas Energy), northeastem and central Pennsylvania (PG Energy), Rhode Island and Massachusetts
{(New England Gas Co.). In Missouri, where more thah one-haif the gas is sold, the principal
franchises are in Kansas City, a contract that expires in 2010, and 5t. Joseph, where the franchise is
perpetual. In Pennsylvania, whera 20% of the gas is sold, statewide service rights are also
perpetual. In Rhode Island and Massachusetis, where 29% of gas is sold, New England Gas holds
perpetual franchises in Pravidence and Fall River. Retail demand for natural gas is forecast to
increase 1% to 1.5% for residential customers, and slightly more for commercial customers.

Transportation for {arger customers who buy directly from suppliers is expected {o increase 1.5%
{Pennsylvania) to 1.75% (Missouri).

The gas transportation business is conducted through two pipelines: Panhandle Eastern Pipeline,
which originates in the Anadarko Basin of western Oklahoma and the Panhandle region, transports
gas to customers in Missouri, southern lliinois, Indiana, northeastern Chio and southarn Michigan.
Trunkline Gas runs the length of the Texas and Louisiana Gulf Coast, and iransports gas up the
Mississippi Valley through southern (lfinois into northern Indiana. Trunkline was originally built to
feed Panhandie, and through the 1980s Panhandle was its only customer. But as Panhandle's
Missouri and southern llinois market grew, Trunkline became a more significant direct supplier for
the Indiana, Ohio, and Michigan customers. Panhandle, which can deliver 2.7 bef per day of naturatl
gas, and Trunkline, which can deliver 3.2 bef per day, supply about 20% of the gas delivered to the
upper Midwest markets. The pipelines have a large, long-term customer base. In 2003, about 55%
of transportation and storage revenue came from gas distribution utilities and their affiliated
marketers, and another 15% came from regional marketers selling to utilities and industrial
customers. About 10 customers account for about 65% of the fee-based transportation and storage
revenue. Overall, 84% of revenue comes from pipeline resesvation fees, 9% from gas storage fees,
6% from firm commodity charges, 6% from interruptible commodity charges, 3% from other services,
and 13% from the firm contract with the BG Group for LNG storage capacity in Louisiana. That
contract expires in 2023. The LNG facility is being expanded, as is the Trunkiine pipeline, under a
new long-term contract with BG Group. in addition to having good access to gas basins in the Mid-
Continent and the Gulf Coast regions, the pipelines are interconnected with other interstate pipelines
in Lebanon, Ohio (Texas Eastern Transmission), Defiance, OChio (Columbia Gas), and Centerville,
Louisiana (Columbia Gulf, Florida Gas Transmission, and Southern Natural Gas Pipeline).

Reguilation.

Regulatars of the gas distribution companies have aliowed generaliy reasonable returns based on
an ROE of around 11%. In November 2003, Missouri Gas Energy filed a base rate increase request
for $54 million. Since the Missouri Public Service Commission (MPSC) can take yp to 11 moenths to
make a ruling, new rates may not go into effect until late summer 2004 at the earliest.

The monthly customer bills in all jurisdictions include a fixed service charge that is designed to cover
most fixed operating costs and a volumetric charge. Exposure to gas price risk is limited by the
purchased gas adjustment mechanism, which allows gas distribution companies to recover the full
cost of gas purchased. Various incentive mechanisms require the sharing of cost savings with
ratepayers. In Providence, R.1., a weather-normalization ¢lause allows the company fo collect the
allowed tariff by adjusting the rates up or down depending on the volume of gas sold that is
attributable to variations in weather, the singie most significant driver in year-fo-year sales changes.
in Missouri, Missouri Gas Energy is the first energy utility allowed to ¢ollect a service connection
charge, which is a positive step in modifying rate design. This follows a long period of investment in
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replacing all service line connections. The program is currently spending about $8.5 million pet year,
down from about $18 million in 2001.

The pipelines and gas storage operations are regulated by the FERC, which approved tariffs based
on an ROE of around 14%. There is no abligation, or need, to seek a rate review. The prevailing
rates into the regional end-markets of southern Ilinois, Indiana, Ohio, and southern Michigan are
about 75% of Panhandie's maximum allowed tariff. A rate moratorium is in effect for Trunkling untii

May 1, 2004, and for Sea Robin until April 30, 2008. No rate moratorium exists for Panhandle or for
Southwest Gas Storage.

Competitive position,
Southern Union's gas distribution businesses enjoy a strong competitive position. In addition to
having long-term franchises in the primary cities they serve, they own the only gas distribution
network serving their rural and urban customers. The only major competitor is eleciricity, which is
almost always more expensive than gas. Fuel oil and propane also compete, but are not significant.
To maintain this competitive advantage, and to miligale rate increase reguests, Southern Union has

continued to control operating costs. Three profitable subsidiaries also sell gas-fired appliances and
service contracts in the Northeast.

The pipelines face a more competitive market. However, at the end of the cold 2002-2003 winter,
competing pipelines were issuing operational flow orders, indicating that they had to retain the gas
left in storage for customers with firm contracts. Panhandle and Trunkline, with capacity to spare,
were able meet requests for increased delivery, and were therefore able to charge full tariffs. More
importantly, ulility requlators saw the need for longer-term gas delivery contracts. As a result, the
average delivery contract on Panhandle has increased to 6.5 years, with a few of the largest
customers extending out seven and eight years, and at similar or higher rates. Contracts on
Trunkline are shorter term, averaging one to two years, but this average is also weighted toward the
shorter term because BG Group traditionally sold gas into the spot market and contracted for short-
term interruptible use of the pipeline. Aboul one-thirtd of the contracts roll off each year, exposing the
company to renewal risk, but also giving management the opportunity fo push for lengerterm
contracts for most of its customers aver the next several years.

Most importantly, the management of Panhandie and Trunkline has adopted a sales strategy that
provides customers more flexible service while cutting back on operating costs. Contracts are
tailored to meet specific capacity and storage requirements; remaining capacity is sold to other
customers. Much of the surplus capacity, which occurs in the summer months, is sold to gas-fired
electric generating plants. Four years ago, there were only two power plants taking gas directly from
the pipeline. Now there are 25, an addition of 11,000 MW. And, the consolidation of operations and a
reducticn in the number of employees has greatly reduced overall operating costs. Between 1989
and 2002, the number of employees fell to 1,150 from 4,000. Subsequent to the acquisition, the
number of employees was again reduced marginally, but more importantly, the operations were
consolidated on a single |T platform that will incorporate the gas distribution businesses as wefl.

Annual cost savings are expected to be around $15 million. Of that, $10 million had been achieved
by the end of 2003.

2 Financial Policy: Aggressive

Southern Union's management will continue to acquire energy assets, and, as exhibited in the recent
acquisifion of the Panhandle and Trunkline pipelines, management is not averse 1o highly leveraged
transactions. However, it is expected that acquired assets will have the strong business profile of the
campanies it currently owns, and that management will sell assats and equity in a timely manner to
bring the financial profile back in line with the targets for an investmen-grade rating.

& Financial Profile

Profitability and cash flow.

The stability of earnings and cash fiow over the next several years is supported by reasonable
expectations for gradually increased demand for gas in the service territories of the utilities and the
pipelines' end-markets. However, it is also based on management's expactation that overalt
operating costs will be held in line. After the acquisition of each of the utilities, operation and

maintenance costs were reduced 25% at Missouri Gas, 21% at PG Energy, and §% at New England
Gas.

Debt reduction will also help keep earmings up and interest coverage ratios in line with an
investment-grade rating. FFQO (or cash from gperations before the changes in warking capital) are
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Page 5 of 6
expected to cover interest expense by more than 3.5x by the end of 2004, which is stronger than the
target benchmark of 2.6x.

Net cash flow (FFO net of preferred dividends) is expected to exceed capital spending by 15% to
20% in the next iwo vears when the Trunkline LNG facility and pipeline are being expanded. Beyond
that, net cash flow is expected to be 2.0x to 2.5x capital spending.
Capital structure and financial flexibility.
The acquisition of CMS Panhandle Pipeline added $1.2 billion to the consclidated financial profils,
raising debt-to-capital to 72%. To reduce leverage, management is repaying debt with cash from
operations as well as proceeds from the sale of preferred and common stock. Just afier the acquisition
closed, management refinanced about ane-half of Panhandle's debt, lowering overall interest expense.
By the end of 2005, Standard & Poor's expects that Southern Union's management will have lowered
the ratio of debt/capital to the 'BBB' rating target benchmark of 56%. In 2008, the conversion of $125
million of debt to equity will lower that ratio further, to around 50%. Accordingly, by the end of 2005,
FFO should improve to around 16% of average debt, much closer to the rating target of 17%.
) Table 1 Southera Union Co.-Compelitors
industry Sector; Regulated T&D - Gas
T ) o . ‘ --A‘\re;"age of past three ﬁscal years:-‘m T
eitor]  Southern Undh | 3xy Gas Co. S°“"‘W°‘é§:pf UGI Utliities Inc.
Rating BBB/Stablel/— BBB/Negative/- | BBB-/Stable/-- BBB+MWatch Neg/—
Mir. $)
Sales 9234 1,354.7 2,813.3 1,250.6 504.1
Funds f_rom pperatjons (FFC_)) 103.9 ‘[2_2.1 1 57,3 176.3 78.0
Net income from cont. operations 41.2 354 4.7 398 47.6
Capital expenditures b wal o, . tussp L o - I A
Total debt 608.4 1,1948 724.0 1.128.8 275.1
Preferred stack 20.0 66.7 148.0 60.0 20.0
Common equity 467.9 714.4 920.7 563.6 232.7
Total capital 1,119.4 19758 1,792.7 1,752.4 527.8
Ratios
EBIT interes covarage (x) 28 1.8} 1.0 1.7 5.1
FFO interest coverage (x} 34 2.2 2.3 3.1 4.5
FFQ/avy. total debt (%) 15.8 111 11.2 ) 5.7 276
Net cazh ftowicapital
expenditures (%) 77.2 109.4 59.5 | 60.0 100.8
Total debticapital (%) - 5T0) 628 485 B2f 544
Return on common equity (%) 2.9 4.5 {0.9) 6.8 0.0
Commo_n dividend payout (%) B83.0 0.0 ) 0.0 706 B4.9
Table 2 Southern Union Co.—Financial Summary
Industry Sector: Regulated 74D - Gas
—Average of | --12 months .
past three fiscal | ended Dec, X ~Years ended June 30--
years-- 31,2003 7 ) B o
;‘f:‘:g BBB/Stable/ — | BBB/Stable/-- | BBE+/Stable/— | BBB+/Stable/— | BBB+/Stable/— | BBB+/Watch Neg/—
Sector
median | Issuer 2003 2003 2002 2001 2000 1999
(Mil. )
Sales 923.4 1 1,470.6 1.461.2 11885 1,2006 1.9328 831.7 505.2
Funds from
operations 103.9] 16813 337 201.2 150.0 1327 83.5 . M5
(FFO}Y I
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Net income
from cont.
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41.2 43.2

69.1

4T
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656.2 205

Capital
axpenditures

773 98.9

152.7

79.7

123.8 100.4

731

Total deby

608.4 } 1.882.1

2,569.6

2.750.4

1.526.1 736.0

414.0

Prefemed
stock

20.0 3.3

230.0

100.0 100.0

100.0

Common
equity

46781 7759

946.5

9204

721.9 7359

3011

Total capital

1,119.4 12,6913

3,746.1

38708

2,348.0 1,571.8

815.1

Ratios

EBIT
interast
coverage (x}

2.8

1.6

1.5

1.0

FFO interest
coverage (x)

31

26

3.6

3.0

27

23 26

3.7

FFQfavy.
totat debt
(%)

15.8 10.7

123

10.2

9.9

113 139

Net cash
flow/capital
expeandilures
(%)

202.8

2524

160.8

99.6 737

116.2

1 Total
debi/capital
(%)

570 70.4

749

"3

65.6 43,0

519

Return on
common
equity (%}

0.9

6.5

T.0

5.4

23

7.8 24

3.5

Common
dividend
payout (%)
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Analysis
February 2004

Edward Tan 1.212.553.1653

Risks/Weaknesses
¢ High levels of shsolute debt as a portion of total capitatization.

s Compressed credit measores refated to high levels of acquisidon debr,

Historical tendency to grow through various acquisitione involves financial and event risks, oven a3 the company
conunucs integrating the operations of more recent acquisirons.

Opporlnniheslsu'engﬂls

Low business risk with almost all business lines regulated when calculated on the basis of totsl assers and the addi-
tion of Panhandle's more stable and predictable cash flows and cnmmgs whlch oxnd o 0 compensate for the more
scasonal variatons inherent in the LDC divisions

\ »  Passibility of improved ratc desigas that could include updated weather nonmalization claies and fixed chatges in
same jurisdictions, helping to protcer opcrating margins from warmer than normal weather patterns.

* No cash dividend on common stoek, sllowing for inernal equity formation and conserving tash to fund capiral
expenditares, debt repzyment, and business reinvesunent.

L
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Rating Rationale

Southern Unjon Co.'s (SUG) Baal rating (sr. uns/sr. imp., negnm outlook) refleers its Jow business risk, with litde
diversification outside its regulated ges distribution and tansmission businesses (2% and 48% of assets, respeetively
as of December 31,2003). Its rogulated rates provide a measure of predictability, but the distibution business is sea-
somal. The company has mitigated some of the scasonality through weather normalization clavses and morc favorable
rate designs in it Rhode Island service territories. With the acquisition of Panhandle Eastern Pipe Line Company
(Panhandle, Baa3 sr. vns, negative outlook), it is expected that SUG will gross approximately half of its carnings from
the gas pipeline transmission business which while mature, is sready and predictalile undzr a regularcd price enviran-
ment Unlike its LDC divarsified peers, SUG pays no cash dividends, allowing internal equity formation. However,
the rating also reflects SUG's curent high debt and sccuritics lovdl 2t 77% of rotal capitelization (Betoring
in goodwill, operating leages, pension obligadons and defarred income taxes) as of Diocentber 31, 2003, Untl farcher
permanent dcbtrcdumons take place, we expect that in the near-term its credit meagures will remain compressed from
the high levels of debt incurred in acquisitions made over the past few years,

SUGH negative outlook reflects our expectation thar SUG's debr reduction progress will be slower than originally
anticipated. ‘The cudook will remain pegative untl SUG achieves jes de-leveraging objectives and demonstrates
improved retums from the combined companies.

@ Moody’s Investors Service
WR* Global Cradlt Research
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Penhandle’s ratings reflect the low business risk as s regulated gas transmission company, eamings stability mer
through revenues underpinned by flat reservation fees and lomp-term contracts with 2 diverse group of creditworthy
shippers, 3 mature assct given some upside by s subsidiary Trunkline LNG Holdings, LLC's LNG facility, and 2
measure of eredit protection pravided Panhandle by @) cestricned payments covenants i Its indenture, though it still
lesves sbundant capacity to make a large dividend to SUG and (i} $260 million of Trenkline LING project financed
non-recourse debr. Ho\rever, Panhandlc's uungs are resmained by 'highcr kw:mgc and weaker coverage measures ral.
ative to many of ics pipeline company peers (debt-to-capital i the low 60% range and EBIT/intcrest in 2x range), the
prospest of incrcased capital spending over the mediva wom from its LNG facility’s vpooming $250 millien expan-
sion project, 3 competitve cnvirorument that has caused persistent discounting from the pipeline’s allowed tariffs, pres-
suring its ability ta eam its allowed rerumns; above-average re-contraciing tisk from shorter than industry sverage
contrzce life of 3.7 years, snd an opemting record that has yet to be established under SUG's ovmership,

The negative outlook for Panhandle mirrors chac for SUG, as the parent's efforws o de-leverage and to cut costs
could have & credit impact on Panhandic, Execution risk {n integrating the two compandag is potable, since this acqui-
sition s the largest to-data for SUG, doubling its sizc and wansforming it from a gas disudbutor w 2 more diverse gas
disurfbution and wansmission conpany. It Is conceivable tiat over che medinm term, SUG will consider issuing addi-
tional equity not only vo prunc the debr heightened hy recent acquisitions, but 2lso to finestune ity strategic focus.

Management Strateqy

Southern Uniond management team transformed the company in 2003 with the purchase of Panhandle Pipe Linc
Company and its subsidiarics (which SUG has since renamed Panhandle Energy). In fiscaf 2002 and 2003, SUG was
primarily & gas distribution company. The acquisition of Panbandie has wansformed SUG inte & gas distriborion and
tnsmission company with consolidated assets split abour cvenly barween these two tuajor segments, With such 2
lerge sequisition, SUG management is now focosed on inteprating the acquired assers and reaching a Jevel of opera-
tiona] and financial g:domunoc consistent with its vision for the cotnpany: In this endesvor, management has nsmed
four primary goals for fiscal 2004 and beyond:

* Integrating acquired operadons

* Improving balance sheet and liquidity position

= Achieving earnings targets '

* Providing customers with safe and relisble service

Successful Integration Key to the Company's Future

SUG aitns to create operational efficiency through the integration of the Panhendle Energy businesses. The company
has begun to implement its restucturing and reorganization progratn and has completed certain phases of s plen in
order 1o fully maximize their ¢ost savings. These intcgration inidatives include a “shared scrvices mitiatve” which will
strearnline back office fanctions such a8 information technology, human resources, payrolf, etc. The company is con-
templating the inwegration of such fanctions as regulatory relations and legistative initiatives. SUG rating is based on
a successful integration of the acquired Panhandic businesses,

Qves: the longl::nn, the possibility of SUG making anather major acquisition lends unpredicability o its future
financial risk profils. However, Moody’s axpetts that SUG will finance sy such acquisition in 2 manner chae will allow
it to maintain an investment grade rating.

Improving the Balance Sheet is Key to Naintalning Ratings

Southern Unjon's loverage remains high ac December 31, 2003 with debs to capitalization at 70% (exduding the impac
of goadwill, operating leascs, pension obligations and deferred income taxcs) and 77% adjusting for these itams with
about $2.7 bilifon of adjusted debr on its balance sheet. Fora company of SUGY busincss mix in the Baa3 rating cate-
gory, debr co capitalization on gn unadjusted basis would be more seceptable around the mid-50% mange. SUG indi-
cated that it intended to issue new stack or equity-lile sccuritics t help improve is balance sheet, which along with its
eanings retsnton and dismibution of stock dividends shovld help conserve cash and build equity, Toward this end, on
October 8, 2003, SUG issued $230 million of 7.55% non-cumnulative preferred stock, the proceeds from which were
used to repay indebtedness and 1o redeem $500 million of preferred securitics {TOPRs), which were treated as debtin
Moady's leverage calcalations. SUG management recently indicated thar it expects to generate $225 million of frec
cash flow during its fiscal year ending June 30, 2004. Free cash flow was defincd by SUG as the sum of niet income,
deprediation and working capital changes less capinl expenditures exclusive of Trunkdine LING expansion projeets.
SUG will use the free cash flow generated in fiscal yoar 2004 to repay indebredness.

2 Moady s Analysis

003009



06/04/2004 FRI 14:04 FAX 570 820 2403 Southern Union-CORP FIN

SUG mapagement is also considering the salc of non-core assets o supplement funds for debe reduction. One
sach asser bemg contemplared for sale s Ses Robin Pipcline Company, an interstate gas pipeline acquired in the Pan-
handle Transaedon, although it ia noc expectad to yield cash procceds of any great significance.

Continyed Expansion

SUGS LNG impor terminal subsidiary, Tronkdine LNG, has obtained regulsvory spprovals from FERC to expand its
capacity vo 1.2 billion cubic feet (Bef) per day, approximately double its current sendout capacity, and o increase its
storage capacity from 6 Bef o 9 Bef. expansion is expected to be complete by December 31, 2005, In addidon,
Trangine L NG s seeiing approval from FERC for a second phase expansion of the LNG impost rerminal, which will
increase the sendouc capacity w 1.8 Bef per day. The second phase expansion is expected o be complered by carly w
mid-2006. The cgdsting and expanded sendout and statage capacity is 100% contracted to BG LNG Serviess, LLC,
Trankhine LNG currently has approximatcly $260 million of projeet financed debt outstanding ac December 31, 2003,

Although this debt is structured without legal reoourse to SUG et Panhandic, in Moody's analysis the project financed
debr is added to leverage caleulations for credit rating parposes.

Rates & Regulation

Southern Union operates in mmmerons regolatory jurisdictions consistng of abour half of irs assers under the jurisdic-
gon of FERC and abour haif by 1 spade of statc regulatory commissions. This regulatory diversity is pesitive from a
ratings perspective becuse the company is less influenced by the actions of 20y single regulstory body. SUG actively
secks rate increases in its jurisdictions to achieve satisfactory tecovery of its costs, Fach of SUGH regulatory jurisdic-
tions has an individua) rere design and weather midgants of varying degrees of cifectivencss. The company’s firure
challenge will be o achieve che operating and rawe design cfficiencies ther would enable it to mointain or raise ity
returns in the jurisdictons in which it operates. Achieving fair rates of rcturn and favorsble mate designs would tend w

enhance SUGY ability to atmact investor capital and deliver stable cash flow and camings patterns resuldng in
improved coverage ratos and debt repayment,

Northeasl

Approximately 60% of the company’s LDC gross margins coms from its swo northeastern divisions acquired over the
last four years, This region serves approximatzly 450,000 customers.

The Rhode Island Public Service Commission allows New England Gas Company to sharc incremental eamings
with cusomers when the division's operations retum on equity exceeds 11.25% {on a 50%/50% basis for the Frst per-
ccntage point over 11.25% and 75% costomer/25% company therafrer). The New Englgnd Gas Company is allowed
to defer the margin impact of weather thar is greater than 2%colder-than-normal and will recover the margin impace
of weather thar is grester than 2% warmer-than-norma).

The Massachuseres Deparment of Telecommunicotions and Energy (OTE) sllows an 11.25% retumn on equity
(ROF) for Fall River Gas.

To mitgute earnings from the volatility of weather in Pennsylwania, rates have been designed so that customer
charges and increascd distribution rates are in the first rate block, which bas a lower degree of weather-sensitivity.

Missouri
mimately 40% of the company’s LDC gross marging come from its Missouri Gas Energry (MGE) operation
ich serves approximately 500,000 customers in central and western Missouwri

MGE is regalated by the Missouri Public Service Cammission (MPSC), which scts 2 fairly stringent regulatocy
environment. On Navember 4, 2003, MGE filed o proposal with the Missouri Public Service Commission to mercase
annual base ratcs by $44.8 million, In Janusry 2004, MGE increased its claim to approximacely $54 million. Manage-
meat has stated that the proposed increasc is necessary w allow MGE the opporuanity to earn a fair rate of retam o
the Investment nade in connection with providing service to its customers. The rate increasc is necessary as 2 result of
capita) expenditures made sincs 2001, increased depreciation, taxes and operations and maintenance cxpenscs, dedlin-
ing average usoge por customer caused by incressed efficicncy of heating equipment and conservation and 3 need for
an, improved ratc of retarn on MGES entre invesoment in rate basc. MGE does not have a weather normalizagion
clanse, which makes MGE sensitive to weather, MGE is sttempting to obtain a fixed charge rate design as that graneed
o Laclede Gas Company in 2002. This fiaed charge rote design would mitigaw some of the tamings and cash fow

. volaulity rclated to weather. Although MGE' prior base rotc proceeding was concluded through setlement, if fully-

litigated, this procseding will not be concluded and mew rates will not go into cffeet an October 2004,

Moody's Analysls 3
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Capital Structure .

Leverage remains high at die consolidated tevel with adjusted debt to capital 2t 77% and unadjusted debr o capialac
70%. Although somc of this $2.7 billion adjusted debt burden can be attributed w the Panhandle acquisiton, SUG
was highly leveraged before it acquired Panhandle from previous LDC acquisitions and incarred large amounrs of
goodwill through the various wansactions. SUG' debe s higher than its diversificd LIDC peers which average in the
mid-50% rangre. We expect that debt 15 2 portion of towl capital vo decline as SUG pays down dcbr through internally
generated cash flow and contimes to provide intemal equity formation as a result of its stock dividend policy. Debt
reduction is also possible through the sale of some remaining non-core assess.

The company’s equity basc has been weak for the last few years with common equity exceading goodwill ar fiscat
year end 2003 for the first dme since fiseal 2001. Equity was baosted in fscal year 2003 with the issmance of $175 mil-
lion of common cquizy and $123 million of equity units in Junc 2003 and edditional net income of $76 million during
the year. Equity was further boosted in October 2003 with the issuance of $230 millian of non-cumolative preferred
equity. Goodwill is not expecred to be impaired and stands strong at $643 million. Moodyk backs goodwill out of
divcrsified gas companies’ capios] bases in the adjusted debr to adjusted capitalivation mewics, Henoe, the high good-
will balance prossurcs SUG’s leverage.

Alsa factored inmo Moody’s defimition of adjusted debe is underfunded pension liabilities a5 derermined by the

gatcway decision tree model. For the fiscal year ending 2003, this added sbout $73 million to SUG' adjusted debr in

Moody’s analysis. medical and pension eosts are rising in Line with the narional trend, SUG management
expects w be required o fund less than $5 million in 2004 as the compaty detcrmines fanding requirements according -
to ERISA% 80% threshold rule, which all of SUGS punsion plans meer,

Panhandle i5 obso highly leveraged with debr to copiral 2zound 66%. Moody’s expects Panhandle to remain lever-
aged in the mid-to-low 60% range for the ncar and intcrmediate tetm. These ranges arc higher than Panhandle’ reg-
alated pipeline peer sverages which sit closer wo 50%.

Liquidity
SUG has sufficicar Biquidity with two committed bank facilitics: onc for $150 miflion due in April 2004 2nd another
for $225 million duc in May 2004. SUG does not utilize a commercial paper program, but ingtead borrows from its
credit facilities for liquidity nécds that cannet be mer with internally generated cash flow. We expect these fucifities will
be wsed wainly for temporary, self-liquidacing warking capital requirements to purchase gos supply during the winter
heating sezson, although they contain the unfavorable aspect of “material sdverse change™ clauses. These facilities also
carry fimancial eovenants with which the company is corrently in compliancs including Jimitstions on Yiens, debt to
capital caps, minimam net worth requirements, and coverage rato dhresholds.

Panhandlc does not: have crediz fucifities of its own s internally generated cash flow is typically sufficient to meex
ngrwl cash needs, Panhandl: dividends excess cash up to the parent, supplementing SUGS Gguidity.

Southern Union does not operatt a corporat: money pool given its corporawe stucrare — namely; that the udlites
arc divistons of the same company and not separate legal endtics. Becanse SUGHK distribution divisions are part of the
same legal organizadon, funds zre intermingled aniong the gas wilitics, SUG has also agreed with the Missouri Public
Service Commission not to loan or invest any fands into Panhandle without prior consent from the commission. Pane

handl: bas its awn bank acconnts separate from SUGY and ivs fonds are nat commingled with those of the gas wdlivvs,
Thus fat, Panhandle has boen cash positive and self-sufficient.

Z  Plooas ano Mosoyls Joruasy 2003 Speciat Commont: Analytical O rvations Ralsiad o Penpon Obligztons

Moody's Analysis %
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¢ Energy Requlatory Commissi
Panhandie Energy is regulated by the Federal Energy Repularory Commission (FERC). FERC regulates Panhandle

with a light hand. There are currently no issucs ourstanding st the FERC that rmanagement expects to have & material
impact on the company,

Financial Analysis

Earnings
SUGS LDC business is seasonal, with most of its income camed in the Grstand fourth calender quaters.

Hence, the earnings arc woather sensitive, a3 are those of many other LDCs, since most of its gas vol-
umes arc used for space heating. Although SUG emrploys some weather mitigants in certain jurisdictions to combat the
tmpact of wanm weather, these mitigants curcemdy ktave appraximately 42% of the company’ LDC camings exposed
to weather volatility.” This pezcentage of eamings that is subject to camings variunce on sccount of wanmer than nor-
mal weather drops to about 15% when the Panhandle earnings sre included.

Earnings have begun to creep higher with the acquisition of Panhandle and its snbsidiaries. For the wwelve months

ing Plecember 2003, opersting income (excluding “other in¢oms/cxpenscs) incressed to appraximarcly $101 mil-
Ton from about $50 million st 2003 fiscal year end. Revurn on sssets and revurn on equity dechined somewhat for the
same period due o the incrcasc in equity and ascat accounts. We expect that these megsures will improve as SUG ben-
efits from a full year of Panhandls carnings in fiscat 2004. Once SUG sctdles into its new business profile as a combina-
tion gas distribution and transtnission business, we expact earnings to subilize.

Coverages for SUG consolidatcd have remained relatively flar sinee fiscal 2001 with EBIT to inverest in the 1.8x
range and funds fram operations wo fixed charge coverage improved modesty over the last few years to 2.7x range as
interest rates bave decreased, somewhat offsctting the higher levels of interest from an inczeasc in debr outstanding.

These coverages are in linc with SUGS Baa3 diversified peers. However, we expect coverages to improve as SUG pays
down debt levels and achieves a predictable carnings pattern.

Cash Flow

Grass cash flow levels for SUG consolidated are improving, while free cash flow is more volatile, Free ¢ash flow was
negatve for the twelve months ended September 30, 2003 and 2003 scal year cod due to negetive working capital
balanoes, SUG cxpeess free cash flow 1o be generally positive gomg forward, depending on working capital balances.
Fortunately, SUG pays stock rather chan eash dividends on its casnmon stock, which helps to madmize cash flows
svailable for capital expeaditures and to build equity. Moody's views this practice favorably, since it maximizes the cash
Bows available for capimal expenditires and debt reduction, reduces the need for exrerna) financing, and helps increase

its equity. The stock dividend policy is unusval for 2 gas udlity, which rypically pays out most of its carnings and seeks
0 increase dividends regulacly.

Its assct-heavy position has also given risc o high levels of capital expenditurcs for the twelve months ending Sep-
teraber 30, 2003 of around the $100 million range versus about $78 million of depreciation. Tt is anticipated however,
that ennual capieal expenditure levels for the LIIC segment will remain at approxmately $70-75 million over the nexx
fow yrars and anather $70-75 million for the transmission businass, reflecting the Company’s commitment to increas-
ing free cash flow. Moody's cstimares the leve! of maintenance caper for both segments to be around 60% of total cap-
iral spending during the next few yearw, cxcluding special projects such as the Trunkdine LING expansions.

Cash fiow to debt coverage is modest for SUG with gross cush flow covering only about 6% of total debt for the
twelve months tnding September 30, 2003 which compares to 2 1ange in the fow teens for SUG Baod divensificd
peers. SUGH current cash flow to debr coverage dropped from 8% - 9% in fiscal 2001 and 2002 with the companyh
increasc in debt burden from the Panhundle acquisition. Because the debt was added on to SUGHS consolidated balsnce
sheet ot fiscal 2003 ycor end and annual eash fows werc not, there is a lag in the true ¢ash flow to debt for dhe com-
pany. Moody's expects that this coverage will satte out in the low teens range on a steady-stase basis.

Panhandle’ cash flow is relatively stable with gross cash How around the $180 million mark for the last couple
years, Moody's believes that Panhandle will continuc to generats relatively stable cash flows, covering its capiual
expenditures. This steady strcam of internally generased cash will supplement SUG's distribution’ business cash

flow well, pardcularly in more volatile weather environments when the distribution segment’s cash flow may con-
tain some variabilicy.

1. 500 Moody’s Oclober 2002 apecial comment: Negaive Ratng Trond for Local Gas Distriusion Companies: kmpeel of Divrsicaion and Werm Weather

4 Moody’s Analysis
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Related Research
Negadve Rating Trend For Locl Gas Disoibudon Companies: Impact Of Diversification And Warm Weather,
October 200Z (76344) ,
Moody's Sces Refinancing Risk as Manageable for the Natural Gas Transraission and Disoibutio
December 2007 (77008)
Diversification Risk hmpacts Credit Qruality of (Gas Distribution Companics, Angust 2003 (78958)
Industry Outlovk:
Diversified Gas Transmission, Septormber 2003 (79462)

To cccens anty of these reports, elick an the entry abuve. Nove that these references ure current as of the date of publization of this repors
and that meare veant reports may be suailable. All research ruay not be available to afl clients.

Financial Statement Ratios

Financisl Staroment Ratios, Southern Unign Company

To aceers avty Pinancial Staterment Ratior dhick o the entry abave or to dovwnload Financial Statement Ratios in .ov format.
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Page 5 Page 7 3
| IT 1S HEREBY STIPULATED AND AGREED by and 1 testimony, period. I
2 between Counsel that this deposition may be taken by TRACY 2 Q. Who else did you talk with on the scope of your
3 L. THORPE, a Centified Shorthand Reporter, a Centified Court 3 work? !
4 Reporter, C.C.R. 939 and Notary Public, thereafter 4 A. Noaone,
5 transcribed into typewriting, with the signature of the 5 Q.  What documents do you have that describe your
6 witness being requested. 6 scope of work in this proceeding?
7 ROGER MORIN, 7 A.  Tdon't have any specific - you mean like a
8 of lawful age, having been produced, sworn, and examined on 8 contract or --
9 the part of the Staff, testified as follows: 9 Q. Waell, any document that might describe your
10 DIRECT EXAMINATION BY MR. BERLIN: 10 scope of work? ;
n Q. Are you the same Roger Morin who's submitted 11 A, Tdon't have a written document. It was done 4
12 Rebuttal Festimony on behall of MGE in this proceeding? 12 through the telephone. And my main base was described on
13 A, Yes,sir. 13 page 3 -- page 2 and 3 of my rebuttal. Page 3.
14 Q. And for the purpese of this deposition, I will 14 Q. Do you have a contract for purpose of retaining
15 refer to you as Dr. Morin. Is that acceptable te you or do 15 your services in this case? :
16 you have another preference? 16 A, Yes, bdo sz
17 A.  That is my preference. 17 Q. Who did you contract with? ;
18 Q. Allright. And for purposes of this 18 A. 1 dealt strictly with Mr. Fay for every aspect
19 deposition, who is your attorney? 19 of this mandate.
20 A. Michael Fay. 20 Q. Ihave a copy of a letter dated May 19th from
21 Q. Okay. Dr. Morin, have you been deposed belore? 21 Utility Research International --
22 A, Very few times, but I have. 22 A, Yes.
23 Q. Then you know that 1 will be asking questions 23 Q. -- Utility Financial Consultants with your
24 and that at any time that you do not understand my guestion, | 24 signature and address, contact information. Do you recall
25 you will tell me? 25 that letter?
Page 6 Page 8 |
1 A, Yes, sir. 1 A, Yes, that's the standard engagement letter.
2 Q. Dr. Morin, how are you employed presently? 2 Q. Is that document the only document that you
3 A.  1am distinguished professor of finance at the 3 have that covers or addresses the scope of the work that you
4 Robinson College of Business, Georgia State University and | 4 were to perform for MGE?
5 professor of finance at the Center for the Study of Regulated | 5 A, Yes,sir. _
6 Industries at the same institution. 6 Q. So there are ne other documents? ¥
7 Q. Dr. Morin, how did you come to file testimony ? A.  Nodocuments,
8 in this case? 8 Q. Do you have any other electronic communications
9 A.  Ireceived atelephone call from the office of 9 regarding the scope of this work? H
10 Michael Fay asking me to perform a Rebuttal Testimony. 10 A, No.
11 ). When were you contacted? 1 Q. When did you mcet Mr. Fay?
12 A.  Approximately a month and a half ago. 12 A, T'met him for the first time about an hour ago.
13 ). What were you told was the scope of the work | 13 Q.  When did you first talk with Mr. Fay?
i4 that you were to perform? 14 A.  Approximately a month and a half ago.
15 A.  The scope was narrowly defined as engaging in 13 Q.  With regard to your work for MGE in this
16 the Rebuttal Testimony of Staff Witness Murray's rate of 16 proceeding, how much are you being paid for your services?
17 return testimony. 17 A, If you look at the engagement letter, you will
i8 Q. Who told you that? 18 see a fee that is dependent on the absence or presence of a
19 A.  Mr, Fay. 19 full hearing or settlement and 56 on. So it can vary from 25
20 Q. What else did Mz, Fay tell you? 20 to 30,000.
21 A. That's it. Go ahead and do your Rebuttal, and 21 Q. Have you already been paid?
22 Tdid. 22 A.  No,sir. ]
23 Q. Whal were you told not to do? 23 Q. When will you be paid? r
24 A. No instructions were given as to what not to 24 A. 1have noidea. 1 don't know how the accounts
25 do, just to do a Rebuttal of the Staff witness rate of return 25 payable run over there. I have no idea.
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Page 9 Page 11 ]I
1 Q. Dr. Morin, whose testimony were you retained to 1 A.  No. I'have never met Mr. Dunn in any way,
2 review? 2 shape or form.
3 A, Mr. Murray. 3 Q. But you did review Mr. Dunn's testimony; is
4 Q.. In your preparations, did you review or look at 4 that correct?
5 any other testimony? 5 A. T —1scanned it and read it once.
6 A, Ireviewed Mr. Dunn's testimony and -- and 6 Q. Did you do thal before preparing your
T M. Allen. 7 testimony?
8 Q. Have you ever had any prior business dealings 8 A. No. Actually I did that afterwards.
9 with Southern Union? 9 Q. Do you know a Mr. Eric Birschmann?
G A. No. 10 A, Neo,ldonat,
1 Q. Sothatl understand, you have never had a 11 Q. Do you know Mr. Kvapil?
12 business dealing in the past with Southern Union? 12 A.  No,Idonot
13 A.  Thatis cotrect. 13 Q. Mr. Marshall?
14 ). With regard to this proceeding, who is your 14 A. No.
15 contact at Southern Union? 15 Q. Mr. Dennis Morgan?
16 A, 1don'thave one. I'm dealing strictly with 16 A. No.
17 Mr. Fay. 17 Q. Do you know Mr, Rob Hack?
18 Q. Do you know if Mr. Fay is working with Southern | 18 A. No.
19 Union or MGE in this matter? 19 Q. Do you know Mister -- you Xnow Mr. John Dunn
20 A. believe it's MGE. 20 through the testimony and only through the testimony; is that [4
21 Q. Have you had any prior dealings with MGE? 21 correct? :
22 A.  No, sir. 22 A, Yes, sir,
23 Q. Do you have a standard draft that you use {or 23 Q. Do you krow Mr. John Guillen?
24 capital structure and/or rate of return testimony? 24 A, No Idon't
25 A, Could you be more explicit on that question? 1 25 Q. Do you know Mr, Mike Noack?
Page 1 Page 12
1 don't quite know what you mean. i A.  No, | do not.
2 Q. Do you have any material that you consider as a 2 Q. Do you know a Mr. John Quain?
3 standard narrative that you use for testimony purposes? 3 A. No, sir.
4 A, Yes, sir. 1have some boilerplate text that 4 Q. Do you know Mr. Jim Ogleshy?
5 talks about the rudiments of rate of retumn regulation, 5 A. Mo, sir.
6 describes the various methodologies that one uses. So the 6 Q. So you have not had communications with any of
7 answer's yes. 7 the people that I just asked you about; is that correct?
8 Q. When can you provide Staff a copy of that 8 A.  Thatis correct.
9 boilerplate that you use? 9 Q. Dr. Morin, what documents did you rely an in
10 A, Al I can do for you is provide you any copy of 10 preparing your testimony?
11 any testimony that you want me to send o you. Now, I have 11 A, Obviously Mr. Murray's testimony and my own
12 most of them for the last five years so just tell me which one 12 knowledge and some of the articles that I cite in the
13 you want and I'll be glad to send it to you electronically. 13 Rebustal, but 99 percent was my own knowiedge and experience
14 Q. Dr. Morin, were you given a draft of testimony 14 and materials.
15 for purpaeses of this proceeding? 15 Q. Are there any decuments that support your work
16 A.  No, absolutely not. 1 have a mind of my own in 16 in preparing this testimony?
17 these métters. 17 A, They are contained in the appendix, so the
18 Q. Did Mr. Fay provide any assistance to you in 18 answer would be no. Everything is in the Rebuttal. 1citea
19 preparing your testimony? 19 few documents like the Ibbotson Valuation Yearbook and I did
20 A. None whatsoever, other than send me the 20 rely on the Value Line Investmemnt Survey for Windows on
21 documents. 2! CD-ROM. Those are the two major sources utilized in this
22 Q. So who wrote your testimony? 22 Rebuttal.
23 A, 1did 23 Q. In preparing your Rebuttal Testimony, did you
24 Q. Did you have any conversations with Mr. John 24 make any upward adjustments to Mr. Murray's recommendations?
25 Dunn in preparing your testimony? 25 A, Yessir
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T T it s e ARt R O X e i b

T

- - - T

MIDWEST LITIGATION SERVICES

Phone: 1.800.280. DEPO(3376)

Fax: 314.644.1334



Roger Morin 6/10/2004

Page 13 Page 15 |
1 Q. How many individual upward adjustments did you I Q. On page 14 you're addressing the functional
2 recommend based on your review of Mr. Muorray's testimony? | 2 form of the DCF model used by Mr. Murray? &
3 A, Would you repeat, please? I'm sorry. 3 A, Yes, sir.
4 Q. How many individual upward adjustments did you 4 Q. You state on lines 7 te 8, quote, This creates
5 recorunend based on your review of Mr. Murray's testimony? 5 adownward bias in his dividend yield component and
6 A, Well, they are enumerated in detail on page 42, 6 underestimates the return on equity by approximately 30 basis
7 lines 3 through 8 for the DCF results and they are also stated 7 points?
& on lines 2] through 25 as far as the CAP-M methodology is 8 A, Yes
9 concerned. So ] refer you to that page 42. 9 Q. Isthat a correct reading of your testimony?
10 Q. So page 42 gives a - is it strictly page 42, 10 A, Yes,sir. ;
[1 il Y vnderstand you, that gives the summary of your upward 1t Q. How did you calculate this 30 basis points? [
12 adjustments? 12 A. if you are compare the quarterly version of the
13 A, Yes,sir 13 DCF model to the plain vanilla annual version, there's a
14 Q. Did you recommend any downward adjustinents to 14 difference of 30 basis points. The idea here is like if you g
I5 Mr. Murray's testimony? 15 deposit some money in the bank at 10} percent compounded
16 A, No, I haven't seen a need. 16 annually, whereas, the bank across the street gives you
i7 Q. Could you restate your answer, please? 17 10 percent compounded quarterly, the effective rate of return i
18 A.  1said, no, | did not see any need for that. 18 is about 10.3 in the latier bank. It's the same idea for ﬁ
19 If I had, I would have. 19 stock pricés and dividends. .
20 Q. Referring to your testimony, Dr. Morin, do you 20 Q. Do you have any work paper that shows that
21 have a copy of it before you? 21 calculation that you made?
22 A.  Yes, sir. : 22 A, Notdirectly, no. :
23 Q. On page 11, you state that, Floatation costs 23 Q. Do you have any indirect calculations or papers H
24 amount to 5 percent which, in turn, amount to approximately | 24 that show that?
25 30 basis points for MGE. Is that a correct statement? 25 A, Inmy book, which is entitled Regulatory
Page 14 Page 16 H
1 A, Yes, sin I Finance, there is a discussion of the quarterly model. 1t i
2 Q. How did you arrive at the figures of 5 percent 2 appears in Chapter 7. And the 30 basis points that you are
3 and 30 basis points? 3 referring to can be found around page 184, 185, There's some _
4 A.  For the 5 percent, I relied on an extensive 4 illustrative calculations there that show that quarterly k
5 array of empirical studies that have examined location costs 5 compounding resulls in an extra 30 basis points or so. That
6 in the case of electric utility stock offerings and those 6 would be Chapter 7, pages 185 through 189, approximately.
7 studies are cited in the appendix. And those studies indicate 7 Q. Allright. On page 14, lines 21 to 23 you say,
& pretty unanimously a floatation cost adjustment of 8 By lailing to recognize the quarterly nature of dividend
9 approximately 5 percent. 4 percent for direct cost and 9 payment in his DCF computation, Mr. Murray understates the |

H) another 1 percent for what we call market pressure or indirect | 10 required return on equity capital by about 20 basis points?
11 costs. And if you divide the dividend yield of a utility — a 11 A, Correct.
12 typical dividend yield of 4 or 5 percent by .95, in view of 12° Q. How do you arrive at this approximate 20 basis
13 the 5 percent, you get 30 basis points. 13 point figure?
14 Q. So you had to make some calculations; is that 14 A.  In the case of gas utilities as opposed to
15 correct? 15 electric utilities, gas utilities have a smaller dividend
16 A, Well, [ used the 5 percent based on the 16 yield component. So the bias from using the plain vanilla
17 empirical evidence which is pretty consistent at 5 percent, 17 annual model instead of the quarterly model is not as severe
18 And then if you divide the typical dividend yield of the 18 as in the case of electric utilities. So the 20 basis points
19 utility by .95, 1 minus 5 percent, that translates into a 19 is the underestimation because the dividend yield component to
20 30 basis points adjustment. 20 which that adjustment applies is smaller in the case of gas
21 Q. Do you have any work papers that show that 21 utilities versus the case of electric utilities.
22 adjustment? 22 In other words, more of the return on gas
23 A, Yes. It's in the appendix — the Floatation 23 utilities is from growth rather than from dividend yield. So
24 Cost Appendix, Schedule RAM-2. The calculation is shown on] 24 the misstatement, so 10 speak, is not as severe in the case of
25 page 5 of 9, Schedule RAM-2. 25 gas utilities. )
e — S
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Q. Did you make a calculation to arrive at that

number?

A, Yes, 1did. It's not specified here. 1 didn't
think there was a need for it, but if you have a dividend
yield of the gas utilities in the gas group, which is
approximately 4 percent, and include the quarterly adjustment,
it's approximately 4.2 percent effectively. Just like my bank
exampte earlier.

Q. Do you have any work papers supporting that?

A, No. It's in the book on the same pages | ciled
earlier, )

Q. Do you have any work papers to support any of
the upward adjustments that you recomniend in your testimony?

A, Well, let's go on page 42, which summarizes in
the table form the various understatements. We've already
addressed No. 3 -- or excuse me, line 3 in Exhibit RAM-2, the
ficatation cost exhbibit.

Your line of guestioning in the last minute or

50 addressed line 4 -- excuse me, line 5, the quarterly DCF,
The negative growth rates -- if you eliminate companies with
negative arowth rates, there’s a table in my testimony that
shows that resulting growth rates is 50 basis points higher,
And same with the others. It's all discussed in the testimony
pretty clearly in table form.

Q. Allright. Thank yeu.
Dr. Morin, when did you start the work that

resulted in the testimony that you filed in this case?

A, Well, time is of the essence here. 1 did get
the original phone call about six weeks ago and | think I only
had about -- or less than a week to do this, And  recal)
having 1o work with my staff on the weekend and everything,
So it was all done in accelerated time schedule in a period of

oS ] Oy W B e N =

about four to five days.
Q. When did you complete the work?
A, [would say something like five weeks ago.
Q. Youindicated that you have a staff that works
13 with you; is that correct?
14 A, Yes.
15 Q. Who is on your staff?
16 A, They're typically former master's students that
17 help me out with data, exhibits and so on and so forth. 1

—_ mm
| S e

18 typically use them in Direct Testimony rather than Rebuttal,

19 1tend to do the Rebuttal work myself,

20 Q. How many individuals are on your staff that

21 worked on this?

22 A.  On this one, none.

23 Q. Ithought you told me that you had a staff that

24 worked on this testimony because you had a short time frame.

Page 19 k
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25 ). Okay. But my question is, do you have any work 25 A, Well, I did use these resources. 1thought
Page I8 Page 20

1 papers? 1 your question was sort of generic about Utility Research ]
2 A.  The work papers are actually in the testimony 2 International. In the case of a Rebuttal, and in view of the
3 in the form of tables. For example, tables on page 17, 3 time frame that was involved, there wasn't that much time

4 pages 18, pages 20. There's five tables that incorporate the 4 10 -- or need to gather that much data in a sense. But when ]
5 corrective data, so to speak, so that's the work papers in a 5 do a Direct Testimony with, you know, 15, 20 exhibits, then |
6 sense. That's the foundation for the understatement, 6 do resort to the staff.
7 Q. Do you have any other pages or documents 7 Q. So you did not use members of your staff for
8 supporting your testimony that are not contained in your filed | 8 the purposes of preparing this Rebutial Testimony; is that
9 testimony? 9 correct?

10 A, No, sir. Well, maybe - let me backtrack on 10 A. Correct. For this specific document, no.

i1 thatone. One particular criticism that I have is the FM-- 11 Q. How many hours did you work to develop the

12 the appropriate functional form of the CAP-M, which [ refer to 12 testimony that you presented in this case?

13 as the empirical CAP-M in my testimony. I do have the 13 A, T'H give you a rough estimate. Somewhere

¥4 document that explains that in much more detail than I did 14 around 25 hours.

15 here. If you want to have that, you're quite welcome to it. 15 Q. Dr. Morin, are you familiar with the term

16 Q. Yes, T would like te have that. 16 "expert" in a legal proceeding?

17 A, Okay. 17 A, Well, I don't think -- T don't want to venture

18 Q. Just give me an e-mail address and I will 18 into the legal terrain here, but | certainly know what an

19 electronically forward it to you. It's called the CAP-M and 19 expert is,

20 the Empirical CAP-M. 20 Q. Are you an expert in all areas of finance?

21 Q. Allright. I'm going Lo give you my e-mail 21 A.  Notinall areas of finance, but 1 am an expert

22 address. 22 in the areas of corporate finance and certainly in regulatory

23 A.  Okay. Shoot. 23 finance. But1am not an expert in other areas of finance

24 Q. It's Bob.Berlin@psc.mo.gov. 24 like portfolios or derivatives or capital markets or banking.

25 A.  Okay. You'll have it tomorrow morning.

25 Finance is a very broad field and we can only manage some
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1 expertise in one narrow part of that field. 1 scholar and sort of a colleague. The only missing link here

2 Q. Are you a leading expert in the arca of capital 2 would be the research experience and the doctorial ;
3 structure and rate of return? 3 designation, but he's a good man. :
4 A, Well, 1think so. Certainly considered as such 4 Q. Have you consulted with anyone to determine
5 throughout the world, but I'll let you be the judge of that. 5 whether you are qualified as an expert on capital structure |
6 Q.  Areyou the only expert in the area of capital 6 and rate of return in the state of Missouri? tl
7 structure and rate of return? 7 A, No. I thought that -- well, this is going to :
8 A, No. Of course not. & sound awful, but I thought my resume spoke for itself.

9 Q. What is your definition of an expert? 9 Q. Dr. Morin, how do you keep yourself current on

10 A.  Somebody that has a scholarly academic approach 10 the subject of utility capital structure and rate of return?

11 to a certain topic, somebody that has written extensively on 11 A.  Tread alot of the academic journals, the ones :
12 the topic and has been confronted with peer reviews of his 12 that are practical orieated and the ones that are more E
13 ideas and materials., Somebody preferably with a Ph.D in 13 theoretical oriented. T supervise the doctorial dissertations ¥
14 finance. Those would be some of the criteria | would be 14 that have to do with utility topics. | teach national

15 locking for. Someone who's taught finance for several years, 15 seminars all over the country and other countries as well in

16 somebody who's conducted research and published in scientific | 16 utility finance. [ do alot of training of attorneys and I;
17 journals subject to peer review. That would be my definition 17 staff members and utility analysts, company analysts §
18 of an expert. It's nice to have that experience as well in I8 throughout the country. Just a lot of reading and keeping up

19 the field, practical experience. I9 with the journals and research and conducting my own research

20 Q. Who eise would be considered an expert 20 and I write books on utility finance. Does that answer that n

21 according to your criteria in capital structure and rate of | 21 question or --

22 return? 22 Q. . Do you have any one or, say, group of

23 A. Boy, that's a tough question. You mean -- you 23 publications that you rely heavily on?

24 want me to give you some names? 24 A. Joumnal of Finance, Journal of Financial

25 Q. Yes. Names of -- 25 Economics and the Journal of Applied Corporate Finance would }

Page 22 Page 24

1 A, TH-- 1 be the three journals that 1 rely on. And one more, sorry, :
2 Q. --individuals. 2 Financial Management.

3 A. -~ name you a couple of people that I would 3 Q. Allright. I'm going to read for you section i
4 respect highly. One of them would be Eugene Brigham, 4 490.651 of the Revised Statutes of Missouri, And subsection 1 |;
5 B-r-i-g-h-a-m, Brigham. He's a very, very well-known scholar | 5 states, In any civil action, if scientific, technical or other :
6 in the field of utility finance. 1 would definitely put 6 specialized knowledge will assist the trier of fact to

7 professor Stewart Myers from MIT in the category of a scholar | 7 understand the evidence or to determine a fact in issue, a
8 and expert and leading gury, so to speak, in the field of 8 witness qualified as an expert by knowledge, skill,
9 regulatory finance. Another one that comes to mind would be | 9 experience, training or education may testify thereto in the

10 James Vanderweide, V-a-n-d-e-r-w-e-i-d-e, Vanderweide, 10 form of an opinion or otherwise.

11 professor at Duke University who's written extensively and 11 Do you believe that Staff Witness David Murray

§2 published extensively in the field of regutatory finance. 12 is an expert qualified in Missouri on the area of capital

13 Those are some of the names that come to mind. 13 structure and rate of return?

14 There are not that many in regulatory finance proper. Mostof | 14 A. No.

15 the experts are in corporate finance, rather than regulatory 15 Q. Why net?

16 finance. So those are some of the names tha come to mind. 16 A.  If he was, I don't think he would have

17 Q. Do you know a David Parceli? 17 committed some of the errors that 1 point out in my Rebuttal.

18 A.  Yeah David Parcell and I met each other 18 Q. - Is there anyone who works now as a financial

19 several times in prior cases and we have met at professional 19 analyst for any sfate utility commission that you would

20 meetings, we have been on panels and conferences together. 20 consider to be an expert on capital structure and rate of

21 Q. Does Mr. Parcell meet your definition of an 21 return?

22 expert on capital structure and rate of return? 22 A, Yes

23 A Thave alot of respect for Mr. Parcelf and | 23 Q. Whois that?

24 know him very well. He's a kittle bit short of what T would 24 A, I'mjust -- I mean, I've worked in 45 different

25 qualify as an expert, but I do consider him a respectable states and 9 different provinces and different countries. I'm
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1 just trying to get my thoughts together here. | A.  Ofcourse, yes, sir,
2 1 would say Ron Kencht, K-e-n-c-h-t, of Nevada; 2 Q. Can you identify a time in the past when
3 Steve Kim with Wisconsin Public Service Commission; and 3 interest rates were similar to teday's interest rates?
4 there's -- it escapes me right now, but the Itlinois Commerce | 4 A, Well, fet's use treasury bond yield as sort of
5 Commission has an excellent rate of return Staff Witness; 5 abenchmark here, long-term treasury bond yield. They've been]!
6 Mr. Bolinger in Michigan; Mr. Andrew Morey, Florida PSC. | 6 atthe 3, 5 1/2 percent level for several years now and they
7 Those are people that are -- 1 find very, very competent in 7 have started to escalate in the last month or so.
8 the area of rate of return and capital structure. Doesn't 8 But if you take a longer term perspective, '1
9 mean I agree with everything they say, but I agree with their | 9 let's say 10 years, there clearly has been a steady decrease ¢
t0 expertise generally. 10 in interest rates up until about a month or so ago. And as '
11 Q. Of this group of individuals you just listed 11 the economy is in the process of recovering and in view of
12 for me, how many of them have Ph.D.5? 12 Chairman Alan Greenspan's remarks, we have seen long-term
13 A.  Two that I know, but I really -- I haven't 13 rates starting to go up again in response to the recovering
14 studied the resume of each one of those, but I think two of 14 economy. .
15 them do. 15 Q. Did you perform any cost of capital or cost of }
16 Q. So you don't know which ones of the -- 16 equity studies at the time that -- in the past when interest |
17 A,  Mr. Ron Kencht has a Ph.D. This is not 17 rates were similar to today's interest rates?
18 something that I studied or done or -- I have to check, but-- |18 A, Yes
19 Q. Soyou know of one for certain who has aPh.D. |19 Q. What studies did youw perform?
20 in that fist you gave me? 20 A, Well, I - I've testified several times in the
21 A.  I'm almost certain. 21 last 25 years, probably four or five times a year. If you ;
22 Q. But you think maybe one more has a Ph.D.? 22 could be a little bit more specific, I could help you more.
23 A.  Yes. Ithink the fellow from [inois. His 23 Q. Well, all right. I'l be more specific. The é
24 name escapes me, but I'll remember it in a minute. 24 lasi time that interest rates were at 5to 5 1/2 percent §
25 Q. Now, you indicated some other individuals in 25 before 10 years ago? i
Page 26 Page 28 {
1 that group that do not have Ph.D.s apparently., What makes | 1 A. I don't think there was such 4 case prior Lo
2 them qualified as experts on capital structure and rate of 2 1994 ¢
3 return? 3 Q. Dr. Morin, you have reviewed Staff Witness ¥
4 A, Three things: One, experience; No. 2, their 4 Murray's testimony in its entirety, have you not? !
5 methodologies and procedures, their testimonies that I have 5 A Yes,sir.
6 scrutinized in the past, they don't make a lot of the 6 Q.  What portions of Mr, Murray's study did he do
7 theoretical and methodological errors that 1 point out in this 7 right? ;
8 Rebuttal; and then No. 3, experience through the years, 8 A, Well, he did use the right beta risk measures.
O participation in various rate of return forums or conferences. 9 §don't have too much of a problem with the comparable group.
10 Q. What kind of experience do you think they 10 Those are two areas that I would agree with.
11 should have to be experts? il Q. Any others?
12 A. |think they should have taught finance, they 12 A. Tdon't have a problem with the raw dividend
13 should have minimum of a rmaster's degree in economics or 13 yield, the spot dividend yield with respect to the stock
14 finance, should have gone through several rate cases at the 14 price. And that's about it.
15 jumior level before they participate at a more senior level. 15 Q. Did you analyze the past five years of dividend
16 They should have had some kind of writing -- some kind of 16 payout ratios for the comparable companies used by Mr. Murray?
17 publication, perhaps not in the journals that I mentioned but 17 A.  Tdid notice a decrease in the payout ratios of %
18 in other more trade-oriented journals. Those are some of the 18 energy utilities in aeneral, not so much historical but the l;
19 things I'd be looking at, just the quality of their work as 19 forecast as well. Utilities right now are in the process of :
20 well. 20 lowering their dividend payout in response to increasing
21 Q. So of that group that you gave me, all of them 21 competition and in response to restructuring. So dividend E
22 would have at least a master's degree; is that correct? 22 growth has been quite a bit less than eamings growth, both
23 A, Twould think so, yes. 23 historically and prospectively while they're still traversing
24 Q. Dr. Morin, are you familiar with the term 24 this process.
25 interest rates'” and what they have been in the past? 25 Q. Okay. 50 you said you observed it, but did you
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1 analyze the past five years of dividend payout ratios in any I 20047

2 kind of a study of Mr. Murray's comparable companies? 2 A.  Yes,sir.

3 A, Well, all we have to do is fook in the tables 3 Q. Should the authorized return on equity for

4 in my Rebutial and you'll find thai information. If you look 4 utilities reflect their cost of common equity?

5 a1t — well, for example, just pick one table, Table 3 on page 5 A, Yes.

6 20 or Table 4 on page 21. & Q. Shouid the allowed return on equity be based on

7 Q. Okay. I'm at Table 3 on page 20. 7 the company's cost of common equity?

8 A. Al rght, 8 A Yes. -

9 Q. Let's go to Table 4, probably easier to deal 9 Q. If the allowed return on equity is based on the
10 with. And it's pretty clear that if you look at the last 10 cost of capital, do you believe this will allow a company to
11 column, which is only a dividend for shared growth, the 11 raise capital and maintain the linancial integrity?

12 historieal numbers of 1.7 percent are quite a bit lower than 12 A, Yes, sir.
13 the earnings growth rate numbers and quite a bit less than the | 13 Q. I an allowed return on equity in another state
14 earnings forecast. So yon can see it pretty obviously there 14 is set above a utility's cost of common equity, do you believe
15 in the data that dividends have been growing at a slower pace 15 that other states should adjust their recommended cost of
16 than earnings historically and the same is Lrue prospectively. 16 commen equity to take that into consideration?
17 Q. Have yoo anatyzed where Mr. Murray's 17 A.  No. Ithink every Commission should have a
18 recommended rate - 1'm sorry, recommended return onequity | 18 mind of its own. We have a potential circularity problem if
19 falls in relation to other recommended ROEs approved by other | 19 we focus strictly on what other commissions are doing. The
20 state utility commissions? 20 authorized ROE is but one piece of the big giant puzzie here.
21 A.  Yes. The primary source of data, which is 21 If we were just to look at what other commissioners were
22 fairly standard in the industry, is a document which is 22 doing, we'd be looking at sort of multiple mirror images of
23 entitted Regulatory Research and Associates Survey of ROE 23 one another and nothing would ever change. So 1 think you
24 Decisions. And it comes out every quarter. And the average 24 have to go a little bit beyond that and look at the capital
25 ROE that was allowed in 2001 was 1] percent, 2002 was 25 market data as well as authorized return.
Page 30 Page 32

1 11 percent, 2003 was 11 percent and so the first quarter of 1 The only reason 1 examnined authorized return is

Z this yearit's 11.1 percent. So I think the — that speaks 2 1o provide some perspective to the Commission on the Staff's

3 foritself in terms of the answer to your question. 3 recommendation here. And also we have to admit that

4 Q. Are you referring to any particular portion of 4 authonized rates of refurns do influence analysts' forecasts

5 your testimony? 5 of future growth and, therefore, are very influential in

6 A, No. I'mreferting to my own knowledge and my 6 determining investor expectations.

7 own familiarity with Reguolatory Research and Associates ki Q. Isii your practice to support floatation costs

& Survey. It's pretty well standard -- pretty weli-known 8 when you sponsor a rate of return recommendation in your

9 standard documnent in the field. 9 testimony? -

10 Q. So that information that you just gave me is 10 A, Yes, sir. Always. Except in the rare case of
11 not contained in your testimony? 11 a publicly-owned type utility like Tennessee Valley or
12 A, Yes, itis. 1 will refer you to page 10, lines 12 Hydrokibec (ph.), but the answer's yes, for investor-owned

13 6 through 11. You see Jine 6 through fine 11? 13 utilities.

14 Q. Yes,Ido. 14 Q. Do you recommend that MGE collect floatation
15 A.  Okay. Well, it seems that 11 percent 15 the 15 costs for Missouri ratepayers?

16 currently authorized rate of return as well as the historical 16 A, Yes, sit. Because equity is simply not free.

17 one. 17 We do it for bonds, we do it for preferred stock and we should
18 Q. Now, these returns, if I nnderstand you 18 do it for equity costs as well.

19 correctly, are ones that werc approved in the first quarter of | 19 Q. Can you tell me why Southerr Union had to
20 20047 20 recently issue common stock?

21 A.  Yeah. The average for the first three months 21 A.  Can you repeat that, please?

22 of 2004 was 11.1 percent, that's correct. And the publication 22 Q. Can you tell me why Southern Union had to

23 date is March 30th, 2004, 23 recently issue common stock?

24 Q. So that means that the utility commissions 24 A.  Well, their capital structure is relatively

25 issued orders approving those returns in the first quarter of |25 weak compared to the industry averages. So I believe they're
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trying to bolster their capital structure by increasing the

common equity ratio and they intend to continue doing that
over time.

Q. When you say that Southern Union's capital
structuare is weak, why is that? .

A, Well, if you look at the common equity ratio of
the company, it's substantially less than comparable on
natural gas utilities.

). And what caused that?

A, Thaven't studied all of that, but | suspect
there may have been some acquisitions in the past that were

Q. What is the current yield on Southern Union's
preferred stock, do you know?

A. No,idonot

Q. 15 the cost of capital influenced by the level
of intérest rates?

A, Yes,sir.

Q. What is the appropriate risk premium to be

awarded to a utility on common stock over the current yield on

triple B rated utility bonds?
A. Triple B bonds, as we speak, are yielding close
to 7 percent. And an appropriate risk premium on top of that

Page 35 l;
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12 financed by debt that caused that. 12 would be somewhere between 4 and 5 percent. And the only
13 Q. Would an acquisition such as the acquisition of 13 reason for my hesitation is what company are we talking about
14 Panhandle operations be the type of acquisition that might | 14 here? [t may be closer to 5 percent for a B double A three,
15 affect their or does affect their capital structure? 15 may be closer to 4 percent for a B double Al. 1t depends on
16 A, Yes. 16 the company, its business risk, its S&P business risk score
17 Q. Do you believe that it's appropriate for MGE to 17 and a variety of other factors. But as an order of magnitude,
18 collect floatation costs for Southern Union's equity issues 18 I would say 410 5 percent over 7.
19 that are used to drive down the debt that Seuthern Union 19 Q. When you sponsor rate of refurn
20 incurred from its acquisition of the Panhandle operations? {20 recommendations, what model or models do you use?
21 A. Repeat that, please. 21 A.  Oh, ever since 1 began in the business some
22 Q. Sure. 22 25 years ago, I've been very, very, very consistent in using
23 A. T'msomry. 23 an equally weighted average of CAP-M to DCF and the risk
24 Q. Do you believe that it is appropriate for MGE 24 premium methodology. I've always done it that way for reasons
23 to collect floatation costs for Scuthern Union's equity issues | 25 of consistency and comparability and credibility.
Page 34 Page 36
1 that are used to drive down the debt that Southern Union 1 As I explained in the Rebuutal, it’s very
2 incurred from iis acquisition of the Panhandle operations? | 2 dangerous to rely on one methodotogy and back yourself into a
3 A, No,Idonoet. Ido believe that MGE should pay 3 corner when that methodology doesn't work. It's sort of like
4 the freight for the equity that is used to finance rate-base 4 apilot flying on a single instrument, could be a very
5 assets in its jurisdiction. 5 dangerous flight. So I prefer to fly on all the instruments
6 Q. Do you believe that a hybrid security such as a 6 in front of me so T get a better read on the investor-expected
7 trust originated preferred securities is more or less risky 7 retumns.
8 than traditional non-cumulative preferred stock? 8 Q. Do you use a quartexly DCF model?
9 A, ldon't know. 9 A.  ltdepends. 1have tended not to recently
10 Q. If both securities were issued, do you have any 10 because it's technically complex. For -- for utilities where
11 opinion as to what might be subordinate? 11 you have a historical test year, I do use a quartterly DCF. In
12 A.  As far as common equity is concemed, it's 12 the case of utilities that have a forward test year, [ tend to
13 senior debt. These securities are ahead in the food chain, so 13 use the annual DCF.
14 to speak, as far as common equity is concerned. So for a 14 Q. Are you familiar with what is called the End
15 shareholder, that's debt or debt equivalent. From a bond 15 Result Doctrine?
16 holder's perspective, it's part of the equity cushion. Since 16 A.  Yes. 1presume you're referring to the Hope
17 we're talking here about return on equity, it would be a 17 principle that the end justifies the means. Is that what
18 debt-like instrument. 18 we're tatking about here?
19 Q. Okay. But do you have any opinion as to 19 Q. 1 would refer to page 13 of your texthook.
20 whether a trust originated preferred securities would be 20 A.  Okay. Ihaveit. I'mon page 13.
21 subordinate to non-cumulative preferred stock? 21 Q. You're on page 137
22 A.  No, [ don't. I'msorry. 22 A Yes.
23 Q. How does the market view this? 23 Q. Allright. Referring to page 13 of your
24 A, The way bond rating agencies view it, the way 24 textbook, the End Result Doctrine, could you please explain
25 the equity research views it is debt equivalent. 25 that?
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1 A.  You want me to explain the End Result Doctrine? 1 opposed to the spot dividend yield. )
2 Q. Yes, please, 2 Q. When did the DCF model become more popular than
3 A.  Well, the End Result Doctrine -- I'm just 3 the comparable earnings approach?
4 quoting out of my book -- strongly suggests that the — the 4 A.  Roughly when Professor Gordon came up with the
5 methodology is really sort of immaterial if the end result is 5 model in the approximately mid-'60s.
6 reasonable to both the consumer and the investor. In other 6 Q. Can you tell me how many medels Mr. Dunn used
7 waords, you're not handicapped or you're not in a 7 to estimate the cost of common equity in this case?
8 straightjacket in terms of what method you use. You're not a 8 A, Well, | can't speak for Mr, Dunn, but  read
9 slave to any single formula or sort of a robot. That's sort 9 his testimony and I think he basically used the DCF method
10 of the spirit of the End Result Doctrine. 10 because that's been the Commission's tradition in the past.
11 Q. AHright. Dr. Merin, what in your terms or 11 Q. Do you agree thalt the use of the DCF model is a
12 definition is the DCF model? 12 cost of capital model that will equate to an investor's
13 A.  Well, the DCF model says something very 13 required rate of return?
14 intuitively that when you're buying stock, your return comes 14 A.  Yes. Andthe key word is one model. But yes,
15 in part from dividends and in pant from capital gain. And the 15 Tagree with you.
I6 DCF model is an expression of that reality. 16 Q. When analyzing historical growth rates, do you
17 Q. On page 3, line 18 of your testimony -- 17 believe it appropriate to average five- and ten-year growth
18 A, Yes. 18 rates?
19 Q. -- you refer to Mr, Murray using the -~ and 19 A.  Htdepends on the circumstances of the
20 T'll quote -- plain vanilla, unquote, DCF model as the primary | 20 industry. If the industry is in a state of flux or
21 tool to determine the required return on MGE. What is a plain { 21 transition, historical growth rates are not representative of
22 vanilla DCF model? 22 the future. If the industry is very, very stable, then I
23 A.  That is the sort of naked DCF model without any 23 would say yes. And, of course, the electric and the gas
24 adjustments for floatation costs , without any adjustment for 24 industries have been anything but stable in the last five
25 the expected dividend yield as opposed to the spot dividend 25 years, so 1 would be very cautious on using history, if at
Page 38 Page 40 §
1 vyield, no adjustrment for the fact that dividends come in every 1 al :
2 quarter as opposed to every year. That's what I have in mind 2 Q. Do you believe that dividend per share and book
3 with that expression. 3 value per share growth rates can be used as a test of
4 Q. Isthe term "plain vanilla" a term you use in 4 reasonableness of earnings per share growth rates projected
5 your textbook? 5 for the future?
6 A.  Probably not. 1don't know. I suspect not. 6 A, Yes. Asa general proposition, I agree with
7 Q. Did you develop the concept of a plain vanilla 7 that. That's if everything is stable, if dividend policies
3 DCF model? 8 are stable and capital structure policies are stable. And, of
L A. Well, I don't think I'm going to take credit 9 course, have not been through -- as we discussed earlier, you
10 for that. Itis what 1 just described it to be. it's a DCF 10 and 1, energy wtilities are in the process of allering their
11 mode} without any of the real-world refinements like 11 dividend payoff policy so you have to be a little bit careful
12 floatation costs and the forward-looking nature of dividends 12 in equating the growth rates of booked dividends and camings
13 and the quarterty nature of dividend payments. 13 per share.
14 Q. Are you aware of whether the term "plain 14 Q. Are you aware of any period in which all of the
15 vanilla” is used in other leading finance textbooks? 15 assumptions of the DCF model have been completely accurate? |
16 A, 1dontknow. 1didn't survey textbooks to see 16 A.  Completely accurate, no. it's a question of
17 if they use the same language I use. 1 -- I've seen some 17 degree of accuracy. Prior to the passage of the Energy Policy
18 reference to the term "a raw DCF model.” 1 guess that means 18 Act, I think the DCF model was effective with more stability
19 the same thing. 19 than it is right now,
20 Q. What other {lavors of DC¥F models do vou sponser | 20 Q. Which one would you use right now?
21 or find acceptable? 21 A.  TExcuse me?
22 A.  Itend to use the DCF mode! with adjusted 22 Q. Imean what would hold right now, I should say?
23 floatation costs and historical test year jurisdictions 23 A.  Which assumptions?
24 adjusted for quarterly dividend payments as well. And also 1 24 Q. Yes. What assumptions hold right now?
25 do the prospective dividend yield as the model requires as 25, A, Well, 1 think one assumption that would hold is
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1 the fact that Wall Street or investment anatysts do use it to 1 over the next 12 menths or at the end of a year? I
2 some extent. That certainly would continue to be true. 2 A, If you're using the annual DCF model, it's an
3 That's one assumption. 3 annual mode] that assumes that cash flows occur once a year at
4 Another one would be that -- which one holds 4 the end of the year and you have to use the dividend at the
5 true? I mean, in the social sciences in general, there are 5 end of the year, which is the current dividend inflated by one
6 very, very few models that hold perfectly true in all 6 year of growth, j
7 circumstances in all cases, but [ would think that the idea 7 Q. Okay. I want to direct you Lo your texthook. |
§ that value is the present value of discounted cash flows to 8 And you have a copy of that. Am I correct? |
9 the investor, that's a very generic idea that prevails to this 9 A, Yes,sir, .
I0 day and it's quasi-universal. 10 Q. Pagel39. 1
i1 (). Okay. Dr. Morin, is it appropriate to rely on 11 A. Okay. Haveit. ‘
12 one analyst and two historical growth rates to determinea | 12 Q. I'mgoing to read from ihe first paragraph :
13 reasonable projected future growth rate? 13 starting seven lines down with the first sentence and it says, j
14 A. 1believe your question was directed to 14 In implementing the standard DCF model, it is the dividend
15 historical growth rates? . 15 that an investor who purchases the stock today expects a :
16 Q. Let me restate the question. [ think we had a 16 company to pay during the next 12 months that should be used B
17 phone line interrupt. 17 and not the dividend that was paid last year -- :
18 Is it appropriate to rely on one analyst and 18 A, Yes.
19 twao historical growth rates to determine a reasonable 19 Q. --is that correct?
20 projected future growth rate? 20 A, Yes.
2 A, No, I'm having a little bit of trouble 21 Q. Is Value Line's indicated dividend yield that
22 understanding the question. I think before you engage in 22 is listed on its tear sheets based on the estimated cash
23 projections and forecasting, obviously you take history into 23 dividends that the company will declare over the next
24 account, but you also take into account current circumstances. | 24 12 months?
25 1 mean, historical growth rates are historical 25 A, Yes
Page 42 Page 44 §
1 growth rates and if you think - I don't know where you're 1 Q. Earlier in response te one of my questions, you
2 coming from here, but if you're asking me if Value Line 2 stated that you have met Mr. David Parcell?
3 Thistorical growth rates are correct, I would say yes. But if 3 A, Yes, | have. I've also rebutted him.
4 the question is should we project them in the future blindly 4 Q. Okay. So you have testified in hearings on the
5 mechanically, no. 5 subject of capital structure and rate of return when David
6 Q. Okay. 6 Parcell was the opposing witness?
7 A, AmIanswering the question? I'm not sure I've 7 A.  Yes. Several times.
8 answered your guestion here. 8 Q. In the cases where you opposed David Parcell,
9 Q. Okay. Is it appropriate to use the spot 9 who did you represent?
10 dividend yield or the expected dividend yield in the 10 A, Typically the regulated wtility.
11 application of the DCF model? 11 Q. And who did David Parcell represent?
12 A. Clearly it's - the expected dividend yield of 12 A. Sometimes it's the industrial users group and
13 finance is a forward-looking process. And when you invest | 13 sometimes it's Commission Staff. Butits typically
14 toney in securities, you're always looking forward so the 14 industrial users group.
15 answer is expected dividend yield. 15 Q. On the occasions that you opposed David :
16 Q. How do you define the expected dividend? 16 Parcell, was David Parcell's recommended rate of return lower |
17 A, Well, if you're a prisoner of the annual DCF 17 than your recommended rate of return? :
18 model, you're looking at the dividend that's coming at the end | 18 A, Yes. Slightly.
19 of the year. So you look at the current dividend and you 19 Q. Howmuch?
20 inflate it by one year of growth and that will give you the 20 A.  Oh, typically we differed by an order of
21 dividend at the end of the year. That's what's required by 21 magnitude of 100 basis points.
22 the -- like you and I have called the plain vanilla DCF model | 22 Q. Any times where you had a bigger difference
23 or the annual DCF model, I should say. : 23 than that?
24 Q. Soif I understand you correctly, it's what 24 A. I'd have to check that. That's a tough
25 the -- you're stating that it is what the investor expects 25 question to answer from memory here.
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1 Q. Do you know of a Mr. Stephen G. Hill? 1 A, Yes.

2 A, Yes, I know Mr. Hill. 2 Q. Have you ever testified in cases in which

3 Q. How do you know him? 3 Mr, Fairchild was an opposing witness?

4 A.  I've rebutted him several times in past cases 4 A, No,

5 in various states. 5 Q. Doyouknow of a Mr. Jeremy Siegel?

6 Q. Do you consider him to be an expert in the area 6 A, Oh, yes, of course.

7 of capital structure and rate of return? 7 Q. How do you know of him?

8 A, I'm hesitating on that one. 8 A, Well, being a graduate of the Wharton School

9 Yes. 9 and he being a professor at the Wharton School, I'm very much
10 Q. Soyou have -- 10 aware of his stature. And, of course, I'm familiar with his
11 A.  Of course not in the same stature as myself, 11 book, Stocks for the Long Run, sort of a best-selling book in
12 but -- sericusly, ves, 1 think he's an expert and he's done a 12 investments. So I'm generally familiar and I've seen him on

13 lot of work. I'm fairly familiar with his work. He's 13 the TV and media before. But I've read his publications.

14 published quite a few things on risk premiums and ather 14 Q. Does Mr. Siegel teach currently?
15 subjects, yes. 15 A, Yes. Ibelieve he teaches at University of

16 Q. So you know him by way of your opposing himin | 16 Pennsylvania.

17 the rate of return cases? 17 Q. Do you know of a Mr. Cliff Asness?

18 A, That's correct. And we get to meet socially, 18 A, No

19 of course, in these rate cases. 19 Q. A Warren Buffet?
20 Q. How many cases have you testified in where 20 A, Yes. Of course.
21 Mr. Hill was an opposing witness? 21 Q. Okay.
22 A.  Approximately five. 22 A.  Yes.
23 Q. On those occasions, whe did you represent? 23 Q. Would you consider Jeremy Siegel and Warren
24 A. Typically the regulated utility, 24 Buffet to be individuals influential in the world of investing
25 Q. And who did Mr. Hill represent? 25 and finance?

Page 46 Page 48

1 A.  The last time I saw M. Hill was in Louisiana. 1 A, Icertainly would consider Mr. Siegel very

2 He represented the Staff, the Louisiana Staff. 2 influential more from an academic perspective, but I would

3 Q. Well, in that case, the Louisiana case, you 3 consider Mr. Buffet as well influential in strategy and

4 represented the regulated utility and Mr. Hill represented the | 4 marketing and finding under-values or assets.

5 utility Staff; is that correct? 5 Q. Do you -- lef me restate,

6 A.  Yes. Tothe best of my recollection here, yes. 6 Do the returns that are required by investors

7 Q. And was your rate of return greater than 7 in the broader market have an influence on the reguired

8 Mr. Hill's? & returns for utilities?

9 A.  Yes. Well, I'd like to put it another way. 9 A.  Yes. Of course. Investors are always making

10 Mr. Hill's return was lower than mine. 10 comparisons between prospective returns from utility stocks

11 Q. You indicated that there were other cases where 11 versus returns from industrial stocks comparable in risk. And

12 you opposed Mr. Hill. Do you recall these? 12 if they're not comparable in risk, they will make the required

13 A. 1justrecall having done that in the past ! 13 risk adjustment using something Tike beta, for example.

14 believein Arizona. And I would have to check my records and 14 Q. 'When you recommend a cost of common equity for
15 my past rebuttals to give you a better answer, but the 15 a mnatural gas distribution company, do you adjust a proxy

16 freshest one in my mind is the recent one in Entergy in 16 group's estitnated cost of commeon equity downward if some of {]
17 Louisiana, which is about a year ago. {7 the companies in the proxy group have risk year non-regulated
18 Q. Do you know of a Mr. Bruce H. Fairchild? 18 options?

19 A, Yes. 19 A. Yes, I've done that in recent testimonies. And
20 Q. How do you know him? 24 it works both ways. If the company is less risky, you make a
21 A. Tbelieve he was my predecessor at Entergy. 21 dowaward adjustment. 1f the company is riskier, you make an

22 He's, I believe, a consultant in rate of return who has 22 upward adjustment.

23 appeared on behalf of companies in the past. 23 Q. When you select a proxy group, what criteria do

24 Q. Do you consider him to be an expert in the area 24 you use to the comparable group of companies?
25 of capital structure and rate of return? 25 A_  Inthe past, 1 used to use a very specific
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1 criteria like bond rating, a percentage of revenues from t lesser quality electric utilities and gas utilities has -- has 5
2 utility operations, uninterrupted dividend history, Thad a 2 decreased substantially. It depends on the time frame. But
3 fairly detailed filter, so to speak. 3 that's what I would do.
4 But in the last several years, the utility data 4 Q. Do you believe that selting the allowed rate of
5 has become so noisy and unstable because of mergers and 5 return equal to the cost of capital balances the interests of
6 acquisitions and write-offs and write-downs and restructurings 6 ratepayers and investors?
7 and the changing faces of so many companies, what [ have done { 7 A, Yes.
8 in the last several years is take a wide broad group 8 Q0.  What is your opinion on the future direction of
9 representative of the industry as a whole and based on the @ long- term interest rates?
10 visk differential between the utility and the broad average, | 10 A, Wow. ]don't think my opinion matters very,
11 made the adjustment as required. H very much, but 1 can cestainly communicate what the consensus
12 Sarry for the long answer, but the quick answer 12 forecast is. I've looked recently at the blue chip forecast
13 is I used industry proxies and then made adjustments based on 13 that we have here at the University's forecasting department,
14 the risk difference between the subject company and those 14 1've also looked at the consensus forecast publication from
I5 industry proxies. 15 Consensus Economics in London, England for the US economy. |
16 Q. If asubject company is rated investment grade, 16 And all of those publications suggest that an increase of at {
i7 do you select companies that are also investment grade? 17 least 50 basis points for 2005 in long-term rates.
I8 A. 1tend to exclude companies that are not 18 I happen to agree with those forcations because
19 investment grade in my work. 19 of the struggling economy and perhaps the ugly specter of
20 Q. Whyis that? 20 inflation may be rearing its head very, very soon. And, aiso,
21 A.  Because they're much riskier. 21 of course, Alan Greenspan recently made it quite clear that
22 Q. Did you provide testimony in the Nevada Power 22 the Fed was more inclined to raise rates rather than reduce
23 Company case, Docket Nos. 03-16001 and 03-10002? 23 them, So for all of these reasons I would be in the camp of
24 A, Yes. 24 nsing interest rates. And that rise has already begun.
25 Q. Did you use a group of companies to perform an 25 Q. How high do you think long-term interest rates
Page 50 Page 52 |
1 analysis for Nevada Power? 1 will rise in the next three years? '
2 A, Yes. 2 A. 11 give you a forecast for one year,
3 Q. Were the companies that you selected in this 3 6 percent for long-term treasuries. I'm not sure I want to go
4 group considered to be investment grade? 4 beyond that.
5 A.  Thave to check that, but I think most of them 5 Q. Okay.
6 were. But, of course, Nevada Power and Sierra Pacific are nat 6 A.  Don't hold that against me. I'm not in the
7 investment grade so some risk adjustments had to be made at 7 business of forecasting interest rates.
8 theend. 8 Q. Do you believe that the current level of
9 Q. So Nevada Power Company at that time did not 9 long-term interest rates are more in line with the average |;
10 have an investment grade rating; is that correct? 10 level of interest rates occurring over the past century?
11 A.  That's right. 11 A.  Past century or the past 10 years?
12 Q. Inyour opinion, what amount of risk premium is 12 Q. Past century.
13 required on the cost of common equity for a company thatis | 13 A, I cannot answer that question. There have been
14 double B rated if the comparable group has an average credit | 14 periods when interest rates are much higher and interest rate
15 rating of triple B? 15 periods much lower. There's cycles in interest rates that
16 A, Well, P'm not ducking your question, but it 16 roughly track the business cycle and inflation. !can be a
17 would depend on the prevailing spread. What [ would do is go 17 lot more specific if you have a shorter time frame than
18 on the website and look at the yield on triple B bonds versus 18 100 years.
19 double B bends, and that tends to fluctuate and change over 19 Q. Would you agree that the calculation of
20 time, and maybe take an average of the last few months or 20 historical growth rates is one of the first steps taken in
21 something like that. So it varies. 21 estimating a proxy for future growth rates?
22 It depends on the risk aversion — the degree 22 A, Yeah. The first thing an analyst would do in
23 of risk aversion of investors like junk bonds versus 23 projecting the future growth would be to figure out what's
24 investment rate bonds. Two years ago, that spread would have 24 gone on in the past and then decide on the relevance of that
25 been absolutely enormous. Now the spread between quality and 25 history, and then couple that with what's going on in the
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1 industry and the current trends of the industry before you 1 record now, Fhis is Bob Berlin, Staff counsel. Dr. Morin, I :
2 arrive at a future projection. So the answer is yes. 2 appreciate your answering my questions. [ have no further
3 Q. Okay. So do some investors still rely on 3 questions at this time and I will turn you over to Office of
4 histerical growth rates to estimate passibte future growth? 4 Pablic Counsel, M1, Doug Micheel.

5 A.  Tthink historical — well, let me puy it this 5 THE WITNESS: I thank you and hope I've

6 way. Growth forecasts by analysts already contain historical 6 answered your questions,

7 information plus a lot more. Because, as you say, they rely 7 MR. BERLIN: Thank you.

8 on historical growth rates as a starting point. 8 DIRECT EXAMINATION BY MR. MICHEEL:

9 Q. Dr. Morin, I'm going to ask one mare question 9 Q. Dr. Morin, my name's Doug Micheel. I represent ¢
10 beforel prﬂp(;se that we take a break. And { think that this 10 the Office of the Public Counsel in this case and Y've got Ig
11 question will enly take a couple of minutes, but I'd like to 11 some guestions for you here today. 5
12 refer you te Mr. John Dunn's Direct Testimony, Schedule JCD-5. 12 A, It'sapleasure 1o speak with you, :
13 A. Thaveit. 13 Q. If's a pleasure to speak with you, such a
14 Q. Youhaveit? Pleaselook at the five-year i4 preeminent expert.

15 earnings per share growth rates, 15 When you were discussing with Mr. Berlin what
16 A, Yes. 16 DCF assumptions currently were in effect, could you tell me
17 Q. Specifically I'm referring to the higher listed 17 which DCF assumptions are not holding in the current market? }
18 five-year growth rates of § percent for AGL Resources, I8 A.  The one that's rather disturbing is the idea of
19 9 percent for Atmos Energy, 8 1/2 percent for New Jersey 19 stable price eamings ratio, the stable matket to book ratio,

20 Resources, 9 1/2 percent for Southwest Gas and the higher 20 The DCF model assumes a very, very unusual world of complete
21 12 1/2 percent for UGL 21 stability where prices, book value, earnings, dividends,
22 A, Yes. 22 everything grows at a nice stable constant rate forever;
23 Q.  Are those five-year earnings per share growth 23 whereas, when you observe Wall Street and the stock market,
24 projections sustainable growth rates? 24 you find gyration in market to book ratios and PE ratios
25 A.  Some of them are. I'm pretty familiar with AGL 25 because the industry is getting more volatile, more diverse
Page 54 Page 56

1 Resources here in Attanta and because of the growth of the 1 and riskier.

2 southeastern economy in the Atlanta area, that is not too 2 So I would say that the assumption of stability

3 surprising. And also, natural gas is being increasingly used 3 is the one that 1 would question the most, particularly growth

4 as a fuel of choice because it's environmentally cleaned by 4 rates. We've already had a discussion with Mr. Berlin about

5 electrical utilities, 50 we're dealing with a fairly robust 5 the gyrations and the lack of reliability of a history because

6 demand for gas of the future. 6 of all the write-offs and the restructurings and the mergers

7 Some of those growth rates probably are not 7 and the squeeze in the competitive margins of atilities. So

8 sustainable forever. I would certainly be a little bit 8 the quick answer to your question would be stability is

9 suspicious of UGI at 12 1/2 percent in the same way that I 9 lacking.

10 would be suspicious of the 3 percent growth rates as well. 10 Q. And the reasons you just gave, the mergers and
{1 Value Line is rather robust in their forecast of earnings 11 the write-offs and things, those are the reasons for the
12 growth for LDCs, for gas LDCs as compared to the consensus | 12 instability?

13 forecast of analysts that you find perhaps in Thompson or 13 A. Those are reasons for the lack of reliability
14 First Call or Yahoo Finance or any of the websites 14 of historical data. You find historical growth rates zero or
15 MR. BERLIN: All right, Dr. Monin. I might 15 negative or -- because of write-offs and because of
16 have just a couple more questions, but | would propose that we | 16 deteriorations in margins and because of mergers and B
17 take a break. Five minutes, is that 17 acquisitions. History doesn't mean anything if the company's
18 THE WITNESS: That's fine 18 identity has changed over time.

19 MR. BERLIN: -- agreeable to everybody? All 19 Q. DBased on that instability, do you believe that
20 rtight. We'll take a five-minute break. We'll come back, | 20 the DCF model is unreliable then?

21 might have one or two questions and then I'll turn you overto | 21 A. Tthink it has to be treated with caution along ]
22 Office of Public Counsel. So five minutes from now we'll 22 with the other two generic methodologies. All the models have |3
23 return. And we'll go off the record. 23 tobe treated with caution. 1 mean, this is not peculiar to '
24 (A recess was taken.) 24 the DCF model, but I would be a little bit worried about the

25 MR. BERLIN: We're going to go back on the 25 stability assumption right now, «i
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i Q. When you say treated with caution, how would an 1 just being courteous and cordial in the letter. :
2 analyst such as yourself deal with the instability of the 2 Q. And who did you work with? i
3 market in their DCF analysis? 3 A. Fdon't remember, to be honest with you. Tt
4 A. By putting a lot of weight on the alternative 4 was, what, two years ago this case came up?
5 methodologies like risk premiums, CAP-M, by doing a lot of DCF | 5 Q. And what Ameren case was that, sir?
6 on comparable groups, by being very, very, very careful in 6 A, Union Power and Light.
7 your implementation of DCF and excluding negative growth 7 Q. Wasit arate case?
& companies and looking at current data and so forth. 8 A, Yes. AmerenUE, :
9 Q. So you would look #t, for example, the capital 9 Q. AmerenUE had a rate case in Missouri a couple l}
10 asset pricing method and the risk premium method along with | 10 years ago? You den't remember the case number?
11 the DCF method? 1 A, No.
12 A Yes, sir. And | would look at what regulators 12 Q. Do you have copies of your testimony that you
13 are doing currently in other jurisdictions, allowed risk 13 filed in that case?
14 premiums over time. And | would be probably supportive of 14 A. Yes. [have them in my file, sure.
15 using large groups in the DCF method implementation to 15 Q. Could you get that for me?
16 alleviate some of those measurement errors and then make some 16 A.  Absolutely.
17 individual risk adjustments based on the nisk difference 17 Q. Could you e-mail me that?
18 between the company and those large groups. That's one way to 18 A, Yes. Give me your e-mail number -- or e-mail :
19 sort of palliate measurement error. 19 address. l
20 Q. During this deposition has Mr. Fay given you 20 A, It's Doug, D-o-u-g, dot Micheel, :
2! any notes? 21 M-i-¢-h-e-e-1@ded.mo.gov, g-o-v,
22 A. None whaisoever. He's remained here in front 22 MR. FAY: Could you do that again, Doug?
23 of me speechless and maotionless and lifeless. 23 MR. MICHEEL: Sure. Doug Micheel,
24 MR.FAY: Hey, I'mnot 2 potied plant. 24 M-i-c-h-e-e-1@ded.mo.gov, g-o-v.
25 THE WITNESS: No, absolutely not. 25 THE WITNESS: Okay. We haveit.
Page 58 Page 60 [
1 BY MR. MICHEEL.: I BY MR. MICHEEL: B
2 Q. What did you review to prepare for this 2 Q. And you indicate that you have fond memories of
3 deposition other than your testimony? 3 the professional successes that you've had in Missouri. What §
4 A, Tobe honest with you, just my testimony. And 4 professional successes have you had in Missouri? i
5 Idid put some yellow markers on certain chapters of the book 5 A. The company was -- the client was pleased with :
6 and certain sections that 1 thought would come up. That's all 6 my work, and that's it.
7 1did really. 7 Q. Other than the testimony you filed on behalf of
8 Q. Okay. Do you have your May 19th letter to 8 AmerenUE in Missouri, what ether Missouri jurisdictional :
9 Mr. Fay with you there, sir? 9 utilities have you worked on behalf?
10 A. No. 10 A.  That was the only one in Missour, [ believe. E
H Q. Are you familiar with the contents of that il Q. So this is only yeur second time filing
12 letter? 12 testimony in the Show-Me State?
i3 A.  Yes. Probably, yes. It's - 1 sent it to him 13 A, Yes. And I'mlooking forward to more i
14 electronically, that's why I don't have a hard copy. 1didn't 14 participations perhaps. k
15 think it would come up, 50 -- 15 Q. Are you filing Surrebuttal Testimony in this |
16 Q. Well, in that letter you indicate that you have 16 case? b
17 fond memories of your previous involvement and successes both | 17 A.  No,Tamnot. This has not even been (
18 social and professional in the state of Missouri. I8 discussed, so the answer's no.
19 A, Yeah. | was referring to the Ameren case that 19 Q. 'Who do you believe are the most influential
20 I was involved in previously. 20 individuals in the field of regulatory finance?
21 Q. And let me unpack that. First of all, what are 21 A, Wow, that's a really difficult question to J;
22 your fond memeories of the social successes that you've had in 22 answer. 1don't know where you're coming from or what 1
23 Missouri? 23 perspective you have in mind, but [ would say that Moody's and
24 A, Well, it was cordial, it was friendly, it was a 24 Standard and Poor's periodic publications are very infiuential
25 good working relationship. That's what I had in mind. It's 25 in the field as to investor expectations, particularly bond
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1 holders. And I would say peaple that provide information like 1 can probably send you or fax you a copy. It's literally
2 Value Line. I would say the people that analyze utility 2 hundreds and hundreds of arlicles and several, several,
3 stocks, Morgan-Stanley, Soloman Brothers, Goldman Sachs and { 3 several books.
4 the very, very large institutional investors that have a very 4 Q. What books do you believe are authoritative in
S good utility investment group are influential. 5 the field of regulatory firance?
6 From the academic perspective, there are not 6 A, Professor Gordon's book on utility cost of
7 too many that specialize in the utility finance other than 7 capital would be one.
8 myself. 1hate to pronounce myself as such a person, but [ g Q. Any other books?
9 think I have some modicum of influence in the business with 9 A, Judging from the reception in the field, 1
10 all my books and seminars and writings. 10 guess my own book, Regulatory Finance, seems to enjoy some
I Q.  Are there any other influential people in that 11 popularity or some prominence. There are very few books that
12 area other than yourself, or are you it? 12 deal specifically with utility finance. That's why I'm |
13 A.  No, I'mnotit 13 hesitating a little bit, but probably Professor Gordon's book
14 Q.  Why don't you give me some names of some other | 14 wouid be a major work.
15 folks? ] Q. How many universities utilize your book as a
16 A, Well, I would say the people I mentioned 16 textbook?
17 earlier in my deposition are very influential scholars in the 17 A. Its not really designed to be an academic type
18 field of regulatory field, certainly Professor Stewart Myers, I8 of text. It's more of a trade reference type publication,
19 who is a principal of Brattle Group, does testify a lot in 19 It's used by at least five universities that | know that have
20 wility-related issues as a professor at MIT. He is certainly 20 aregulatory interest, University of Michigan, University of
21 aluminary both in research and the academic regulatory 21 Utah. It's typically used when you have regulatory finance
22 finance field. That's one name that comes to mind 22 type seminars, schools that have a JD, MBA program will
23 immediately. 23 typically use it. But it's used more by Wall Sweet, by
24 Q. Any others? 24 analysts, by regulators, by staffs, by utility analysts. It's
25 A.  Gene Brigham would be another name. Very 25 really not an academic textbook, it's more of — sort of a
. Page 62 Page 64 |
1 prominent scholar in the field of utility finance. He was 1 practical trade-oriented book. :
2 head of the Public Utility Research Center at University of 2 Q. Isit possible to get a PhuD. in repulatory
3 Florida for several years. Very, very well known in the 3 finance?
4 field, very influential, 4 A, It's possible to get a Ph.D. in finance with a
5 Q. Anyone else that you can think of? 5 sort of major in regulation at those schools that offer such a
6 A, No, notright now. & program.
7 Q. What person or persons most influenced your 7 Q. And which schools offer that pregram?
8 opinions regarding regulatory finance? 8 A. Michigan, Utah, and here we do it. You would
9 A.  When I was at USC Pennsylvania, the Wharton 9 probably do that by taking sort of a minor in utility-related
16 School, I was a GRA, graduate research assistant for Irwin 10 topics, regulatory economics, regulatory accounting,
11 Friend who at the time had basically a monopoly on rate of 11 regulatory finance.
12 return testimony throughout the country particularly for the 2 Q. Do you consider Dr. Myron Gordon to be an
13 AT&T company. 13 expert in the field of regulatory finance?
14 And { worked for him as his research assistant 14 A, Yes.
15 and I was very, very inspired by his research, did my 15 Q. Do you consider Dr. Gordon's book The Cost of
16 dissertation for him, participated in a lot of 16 Capital to a Public Utility published by Michigan State
17 telecommunications rate cases as a very young graduate 17 University in 1974 to be an authoritative book?
18 student. And 1 would say he was one of my mentors in the 18 A.  That's the one | mentioned to you earlier, yes.
19 field of utility finance. 19 Q. TIs Dr. Gordon the father of the DCF method?
20 Q. How do you spell his pame? 20 A, Yes, heis. Grandfather by now, but yes, he
21 A. Friend just like filend and foe, Friend; lrwin 21 s,
22 Friend. 22 Q. Is he one of the individuals who you look to
23 Q. And how many books as Dr. Friend -- I assume 23 who influenced your opinions regarding regulatory finance?
24 he's got a Ph.D. How many books has Dr. Friend published? {24 A. Heisone, yes.
25 A.  His resume is probably the size of my book. 1 25 Q. Do you consider Mr. Parcell's book, The Cost of
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1 Capital, a Practitioner's Guide, the 1997 edition, to be an 1 Q. Youdon'tuse it at all?
2 authoritative book? 2 A.  No. I'm very familiar with it and I've read
3 A. No. 3 it. And, in fact, we've made some exchanges in comments to
4 Q. Have you ever seen that book? 4 each other about it, but it's not something, you know, that's
5 A, Yes, I've seenit. And Mr. Parcell and | have 5 next to my desk or anything like that.
6 discussed it. It's an excellent practitioner's guide. Itis 6 Q. Do you know if other practitioners in the area
7 ot sort of a scholarly innovative type of work. 1t's a very, 7 of cost of capital for a public utility utitize Mr. Parcell's
8 very good summary of one man's opinion of practice and & book?
9 methodology. It's very well done. 9 A, Yes. 1 think some do. Probably the Missouri
10 Q. Isit something that a practitioner, somebody 10 Staff people do.
i1 who practices in the (ield of cost of capital for a utility, 11 Q. Are you aware of any other staff people that
12 could utilize? 12 do?
13 A.  Yes. Absolutely. 13 A, I'msure they do, 1 just don't know who they
14 Q. Do you consider your book to be a scholarly 14 are. .
15 book? 15 Q. Are there a lot of different poiﬁts of view in
16 A, It's not really an academic type of book. It's 6 the field of regulatory finance as to how to determine the
17 more of, again, trade-onented professional type book designed | 17 appropriate cost of capital for a regulated utility?
18 more for managers and practitioners and analysts and 18 A, Not very many. The mentoring that I was :
19 technicians as opposed to studens in the MBA class. 19 referring to earlier that influenced a lot of my thinking used ‘%
20 Q. So your book and Mr. Parcell's book are similar | 20 to say that judgment is only about 100 basis points thick,
21 in nature? 21 which basically means that when there's differences of opinion |;
22 A.  No. Notrealiy. My book is, what, 400 or 500 22 that exceed that rough boundary, one can smell a rat, so to f
23 pages and his book is more of a - it's a much smaller, much 23 speak, you know.
24 less ambitious type of work. 24 Q. And that rat can be going either way, either
25 Q. How many pages is Mr. Parcell's book, 25 too high or too low, can't it?
Page 66 Page 68 |
1 Dr. Morin? i A, Absolutely. I agree. :
2 A, Tdon't know. 2 Q. How many different points of view are there in
3 Q.  Well, I mean, by number of pages is that how 3 the field of regulatory finance?
4 you determine whether a book is influential or not? 4 A, lcan't answer that. You have to give me an
5 A. No. It's the quality of the context. They're 5 issue and I'll give you the points of view on each issue.
6 different orientations. 6 Q. Allright. Hew many different peints of view
7 Q. Well, you've told me that beth are practitioner 7 are there on the appropriate DCF model to use?
8 puides. 8 A, Probably four or five, which functional form to
9 A, Yeah. Mine is probably a little bit more 9 use annual versus quarterly. Another difference of opinion,
10 rigorous, it goes into a lot more depth with the theory and 10 the inclusion or exclusion of floatation cost. Another debate
11 assumptions and modeling and the functional forms. It's more 11 would be the -- what we talked about earlier in the deposition
12 thorough -- 2 more therough version, so to speak. 12 as to the spot dividend versus the expected dividends. Those
13 Q. In what areas is your book more therough than 13 would be some of the potential areas of disagreement.
14 Mr. Parcell's book specifically? 14 And, of course, the area of samples and sample
15 A.  Well, I have chapters that are pretty lengthy 15 size and what company you apply it to and how do you measure
16 on incentive regulations, capital structure. I have very 16 growth rates. There's some disagreements about which is the
17 comprehensive chapters on PBR, perfonﬁ-based rate-making, four { 17 best way to measure growth rates, although the literature is
18 or five chapters on capital rate structure, theory and I8 pretty clear on that issue. But those are potential areas of
19 practice. They are very, very thorough chapters on different 19 disagreement and I try to resolve those in my own work.
20 theoretical versions of the DCF model and CAP-M model. 1t's 20 Q. Well, let's unpack that because, you know, the
21 just a little bit -- it's got more -- a little bit more depth. 21 DCF mode! has got a formula. How many different points of
22 And that's not a criticisin of Parcell, they're just different 22 view are there on the G component of the DCF model?
23 books. Ilike Mr. Parcell’s book. 23 A, Everybody agrees on the theory and the model
24 Q. Do you consult Mr. Parcell’s book? 24 itself. Where the disagreements occur is the execution,
25 A. No. 25 implementation of the model. How do you measure what's in the }
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1 minds of investors for long-term growth? Do you look at I prospective in nature in finance so you have to look at the
2 history? Do you look at analyst forecasts? Do you look at 2 upcoming dividend. That's what's being vaiued, not
3 sustainable growth rates? How much weight on each one? Isit 3 yesterday's dividend.
4 relevant? Those are the kinds of disagreements you have, 4 Q. Youindicated earlier in response to Mr. Berlin
5 TIt's not on the model itself, it's on the implementation or 5 that you'd reviewed Witness Dunn's Direct Testimony in this
6 finding the inputs to the model. That's where the 6 case; is that right?
7 disagreements occur. 7 A, Yes. [readitonce.
8 Q. Are there any other ways to measure growth than 8 Q. Did you see anything in that Direct Testimony
9 the three that you just talked about? 9 that you disagreed with?
10 A. No. 10 A.  Yes.
H Q. Sothe only ways to measure growth are looking H Q. And what were those items that you disagreed
12 at historical, analysts and the sustainable growth? 12 with?
13 A. Yes. Those are the — by far the three 13 A. [ would have liked Mr. Dunn to perhaps have
14 principal ways of doing it. 14 relied on more methodologies to check the DCF results, but [
15 Q. Are there some minor ways? 15 think his choice was dictated by the fact that Commission
1] A. TI've done it another way in the past. ['ve 16 precedent prevented him from doing that, but [ would have 1
17 recorded the DCF and the CAP-M and solved for the growth rate | 17 liked to have seen that. I
18 that would equate the two, because presumably expected return 18 [ think Mr. Berlin brought up an inferesting {
19 answers would be the same regardless of which framework you 19 point on sustainability of certain growth rates, that's a
20 employ. Soif you have the dividend yield and you have the 20 wvalid point. Those are the two main preoccupations I would
21 CAP-M return, with the CAP to dividend yield, you get the 21 have. I would have liked him to include Flo-- no, 1 think he
22 implied growth rate as sort of a check. 22 did include floatation cost, that's correct. So those are the
23 I'm not sure you would call that a method -- a 23 two big things that 1 noticed without having engaged in 2 i
24 full-fledged method, but it's certainly a useful check. The 24 complete, you know, analysis of his testimony. J
25 ones you mentioned are the principal ones. 25 Q. What were the minor things that you noticed?
Page 70 Page 72 |
1 Q. Arethere different ways to determine the 1 A.  Tdon't have anything to say on that. | I
2 current dividend yield and is there controversy about that? 2 haven't scrutinized it enough. :
3 A.  No. Just divide the dividend by the price. 3 Q. So you haven't paid close attention to
4 Q. Is there controversy about how to pick 4 Mr. Dunn's Direct Testimony? ’
5 comparable cbmpanies? 5 A.  No. Not really. My mandate was very focused i
6 A, Yes. 6 on Staff's testimony.
7 Q. And what's the nature of that controversy? 1 Q. Do you know if Mr. Dunn only utilized DCF?
3 A. How do you define comparability? How do you 8 A. Yes. I mentioned that already. 1 would have
@ deal with investment grade versus non-investment grade? How 9 liked him to have perhaps give equal weight to other
10 do you exclude companies that haven't paid dividends or should 10 methodologies to check the DCF result.
11 you include them? Do you include or exclude negative growth 11 Q. Do you know if Mr. Dunn has a Ph.D.?
12 rate companies? What about the size effect? You only limit 12 A, Idon't know. I'd have to check his
13 yourself to large companies or their size effect that should 13 credentials. To be honest with you, I did not know Mr. Dunn
14 be accounted for. So there are many different ways of 14 prior to this experience here.
15 tailoring or defining a universe or sample of companies. 15 Q. Do you know if Mr. Dunn has written any peer
16 Q. With respect to determination of the current 16 review articles?
17 dividend, is there an issue about whether you use the expected | 17 A_ I'mlooking at his testimony in the front here
18 dividend yield or the histeric dividend yield? 18 and his qualifications are in Appendix A, so I refer you to
19 A, You have to use the expected dividend yield. T 19 that, i
20 think there's almost unanimous agreement on that. 20 Q. Well, I'm asking you. I can read too. I want
21 Q. 'Why do you have to use the cxpected dividend 21 to know your views, Dr. Morin. ;
22 yield? 22 A, ldon't have any views on Mr. Dunn. I wasn't j
23 A.  Because the model of stock price valuation is 23 asked to provide views on Mr. Dunn. :
24 forward-looking. The investor is paying a price today in view 24 Q. So you haven't even looked enough to know if
25 of the upcoming cash flows down the road. Everything is 25 Mr. Dunn is a qualified expert in this case?
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1 A. He's an economist and a partner in a consulting 1" methodologies as well.
2 firm that specializes in public utility economics, and 1did 2 Q. And what methodologies did he rely on?
3 not pay aftention to his -- the details of his qualifications 3 A.  Heused the CAP-M as well as sort of a check.
4 because my mandate was not o criique or rebut Mr. Dunn. | 4 Q. Andis that an accepted methodology?
5 Q. Well, why den't you read his qualifications 5 A, Very much s0.
6 there. I want to ask you some questions about them. 6 Q. The second itemn you talked about was the weight
7 A Okay. Let me seeif I can get a hold of it. 7 of dividend growth. And what was your problem with that?
8 MR. FAY: I'm not sure we have it here. We 8 A, Well, 1 don't think you should put any emphasis
9 have his testimony. Are you talking about his resume? 9 on historical dividend growth or forecast dividend growth.
10 THE WITNESS: 1 have his testimony here, 10 And we discussed this three times already. Utilities,
11 November 2003. 13 including gas utilities, are in the process of lowering the
12 BY MR. MICHEEL: 12 dividend payout. So obviously dividend growth for the next
i3 Q. Could you look at Appendix A? 13 couple years is going 1o be very, very, very minute. And once
14 MR. FAY: We don't have Appendix A. We've got | 14 the dividend tab ratio has been lowered to the target level,
15 his schedules and we have his testimony. 15 then dividends and earnings will resume the same growth
16 MR. MICHEEL: So you don't have Appendix A? | 16 pattern.
i7 MR. FAY: No, we don't. 17 Q. Isit your belief that Witness Allen utilized
18 THE WITNESS: Let me check one more - 1o, we | 18 dividend growth for his recommendation?
19 don't have it. Sorry. 19 A Tjust don't remember since T was not asked to
20 BY MR. MICHEE!L: 20 rebut him.
21 Q. So you're unaware, Dr. Morin, of Mr. Dunn's | 2! MR_FAY: Doug, if you want to ask him these
22 qualifications? 22 kinds of questions, you're going to have to give him an
23 A. Cormrect. 23 opportunity to go back through the testimony. You can't just
24 Q. Did you review Witness Dunn's Rebuttal 24 sit here and expect Dr. Morin to remember this,
25 Testimony? 25 MR. MICHEEL.: Is that an objection?
Page 74 Page 76
| A, No, Ihaven't read it yet, 1 MR. FAY: Itis an objection, yes. E
2 Q. Did you review Public Counsel Witness Allen's 2 MR. MICHEEL: Okay
3 Direct Testimony? 3 MR. FAY: If you want, give him a few moments
4 A. No. 4 to go throogh it
5 Q. Now, earlier today in response to a question 5 BY MR. MICHEEL:
6 from Mr. Berlin, you indicated that you had read Mr. Allen's { 6 Q. Allright. Take a few moments. Let me know
7 testimony. 7 when you're ready.
8 A.  You asked me about his qualifications, didn't 8 A. lamready. He did look at historic— it's all
9 you? Ithought you said did I review his gualifications. 9 spelled out on his page 10. He looked at five-year and
10 Q. Why don't I have the court reporter read the 10 ten-year growth rates, projections and the same quantities.
11 question back to you? ‘ 11 He also locked at the retention approach, which I don't agree
12 MR. FAY: That's okay. Just ask it again. 12 with.
13 BY MR. MICHEEL.: 13 Q. And what growth rates did he rely on in coming
14 Q. Okay. Did you review Public Counsel Witness 14 t¢ his conclusion?
15 Allen’s Direct Testimony? 15 A, Well, if you look on page 13, he sort of picked
16 A. Direct Testimony I read, yes. 16 arange - summari'zed on page 13.
17 Q. Did you see anything that you disagreed with in 17 Q. Did you see anything in Mr. Allen's Direct
18 that testimony? 18 ‘Testimony that you apreed with?
19 A, Exclusive reliance on DCF, no floatation cost 19 A. 1 agree with his use of growth projections.
20 allowance, again, some weight -- some misplaced weight on 20 Q. How about his comparable companies?
21 dividend growth that really should not be there. So those are 21 A.  Comparable companies, I didn't really
22 some of my observations. 22 scrutinize that too closely. | wouldn't have a problem with
23 Q. Okay. Isit your belief that Mr. Allen relied 23 those 15 companies, no. Tdon't have a problem with that.
24 exclusively on a DCF analysis to arrive at his conclusion? 24 Q. Did you review Public Counsel Witness Allen's
25 A. No,hedid not. He -- he relied on other 25 Rebuttal Testimony?
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i A, No. i A, Tjust didn't do -- because Mr, Murray didn't ‘
2 Q. At page 6 of your Rebuttal Testimony -- 2 doit, so I didr't want to introduce new evidence basically.
3 A, Yes. 3 Size issue was not raised by Mr. Murray so | had no business
4 Q. --yousay that MGE is riskier than the average 4 raising it.
5 natural gas ntility? 5 Q. Do you know if MGE is a smaller size than
6 A.  Yes. Absolutely. 6 comparable companies? I
7 Q. What's the basis for your ctaim? 7 A,  Yes, I'believe itis. 1didn't study it,
g A.  They have a weaker capital structure, 8 but--
9 Q. And how did they get that weaker capital 9 Q. And what's the basis for your belief?
10 structure? 10 A, My general sense s that it's smafler -- a
11 A, Well, I don't know how through the years, but 11 smaller utility, but I have to check those figures. But ] |
12 the point is they are, as we speak, riskier because of a 12 don't discuss that in my Rebuttal so ! didn't attach any k
13 thinner equity ratio or a thicker debt ratio, if you wish. 13 importance to it. {
14 Q. Whatis their capilal structure? 14 Q. Soyou don't know whether or not MGE is smaller
15 A, Well, if you look at my lestimony at the very 13 sized than the comparable companies? i}
16 end where | do the adjustments for the capital structure 16 A. 1suspect that it is, but I didn't study that
17 effect, that’s on page 37. Of course, I use the capital 17 in depth becanse it was not part of Mr. Murray's work.
18 structure that Mr. Murray attributed to MGE, which is only i8 Q. Did you study it at ali?
19 25 percent of common equity. 9 A. No
20 Q. Well, what is Southern Union Gas Company -- or 20 ). Now, on the table -- your Table 1, sir, on page
21 Southern Union Company's actual eapital structure? Have you |21 10 and 11 of your testimony -- i
22 taken time to determine that? 22 A.  Yeah, “
23 A. No, I have not. 23 Q. --it's my understanding that you got that
24 . Have you reviewed Value Line that would 24 information from C.A. Turner Utility Reports?
25 indicate what Value Line believes Southern Union Company's 23 A.  Yes. That's right.
Page 78 Page 80 |
I capital structure to be? 1 Q. Is C.A, Turper Utility Reports a source of
2 A. No. 2 information that regufatory finance experts use?
3 Q. '~ Have you asked ‘anyhody at the company what they | 3 A.  Some do, along with Value Line.
4 believe Southern Union Company's capital structure is? 4 Q. Do you believe it is a source that's
5 A.  No, I have not. My mandate, again, was limited 5 appropriate for use by regulatory finance experts?
6 to critique of Mr. Murray's capital structure assumptions, 6 A.  Yes, Butlprefer Value Line. But Tumer
T which he assumed to be 25 percent common equity. 7 conveniently provides the allowed rates of return.
8 Q. And so the sole basis for your claim in page 6 8 Q. Does Turner provide any other information
9 of your Rebuttal Testimony that MGE is riskier than the 9 that's useful to a regulatory analyst‘such as yourself?
10 average natural gas utility is your belief as to what the 10 A Yes, bond ratings, percent of revenues due to
11 capital structure is? 11 utility operations, common equity ratios. There's a variety
12 A. Thatis corect. And also the smaller size, 12 of classic financial information, dividend yield.
13 although 1 did not place any weight on that. The capital 13 Q. Do you view it as an authoritative source in
14 structure is definitely much weaker, at least the one assumed 14 the field of regulatory finance?
15 by Mr. Murray was. 15 A. Tiis a source of data. Again, ] would prefer
16 Q. Did you do any studies to determine that the 16 Value Line, but in some cases it's very convenient 1o extract
17 capital structure was much weaker? 17 the authorized returns for those companies on Table 1.
13 A, Yeah. 1just compared it to the average that 1 18 Q. Isit appropriate for a regulatory finance
19 seein - in Value Line or in C.A. Tumer Utility Reports. 19 individual expert to utilize C.A. Turner?
20 And it seemed that the average common equity ratio was 20 A. Insome cases, yes.
21 somewhere around 47 or S0 percent range compared to 21 Q. Isit appropriate for use in this case?
22 Mr. Murray's assumption of 25.38 percent. 22 (Deposition interrupted.)
23 Q. Now, you indicated in response to my question 23 (Off the record.)
24 that you didn't rely on the smaller size 6f MGE. And whyis |24 BY MR. MICHEEL.:
25 that? ' 25 Q. Dr. Morin, do you recall the question? I'm
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1 sorry about that. 1 dividends are plowed back or retained in the asset structure i
2 A.  Repeat it again to make sure. 2 and then that will translate into future growth later on. I
3 Q. [Isthe C.A. Turner Utility Reports a source 3 That's the sustainable growth mode! approach. 'i
4 appropriate for use in this proceeding? 4 Q. And is that an acceptable approach? §
5 A, Yes. 5 A. Itis widely used and should be used except in i
6 Q. Areyou aware of any textbooks that support 6 the utility context. The problem with using it in the utility 1
7 youyr claim? T rate case, it's very, very circular. You have to assume an

8 A.  Which claim? That Turner is a source of data? 8 ROE to get an ROE so you're caught in a hopeless circular é
9 Q. Yes. 9 logical trap here. . E
10 A. No. Notreally. It's just a source of data. 10 Q. Whatif you use projected growth? g
1t Q). Hew do analysis arrive at projected earnings 1 A.  What do you mean by that? You mean -- J
12 prowth estimates? 12 Q. For your sustainable growth rate. i
13 A.  That's a fairly lengthy process. They begin 13 A.  Bu, again, if you're projecting an expected %
14 with a projection of revenues, the top line, based on the GEP 14 ROE, the only way that the company can earn it is it the £
15 growth of the national economies, regional economies, based on 15 Commission sets rates to produce that ROE. So how can the ‘3
16 the demand growth of the tesritory and they lock at the cost 16 cost of equity be any different than the ROE? Sec the 3
17 structure and the margin and all the way down to sort of the 17 circular logic here? j,
18 bottom ling, the earings figure. So it's sort of a top-down 18 Q. Are you aware of any studies that suggest 3
19 approach where you start with revenue projections and then 19 flotation costs should not be recovered in rates? 1
20 cost projections and then you arrive at the bottom line and 20 A.  No, I'mnot. "i
21 then make projections accordingly. 21 Q. Are you aware of any commissions that deny ;
22 Q. Isit reasonzble to believe that analysts look 22 floatation cost adjustments in rates? JE
23 at what return on equity a company will return in the future? | 23 A.  Yes. Somedo. it's kind of split down the }
24 A.  Yeah, They make projections about their 24 middle. You have maybe half the commissions that allow ali or !
25 expectations as to the ROE in the future. 25 some of floatation costs and some do not. The reason for my

Page 82 Page 84

1 Q. Would an analyst look at the sub-components of 1 slight hesitation is that it's rare that a commission will 1

2 the return on equity? 2 openly divulge its recipe, so to speak, on how they arrive at

3 A, Well, they would fook at the drivers of retum, 3 the final ROE deterrnination. They're a little bit reluctant

4 which is margin, which is the asset efficiency, the umover, 4 to divulge the exact details, whether they did this or did

5 base of assets, the amount of leverage. Those are the three 5 that, included this, excluded that. But the data that I've

6 drives of return on equity and, of course, what commissions 6 seen and I've had experience in 43, 44 states, it's roughly

T are allowing or have allowed. 7 split down the middle.

g Q. Are there any other sub-components than those 8 Q. Have you recommended floatation cost recovery

9 that they would look at? 9 in any case where such recovery has been denied?

10 A.  Those are the principal ones. 10 A, Yes P
1" Q. Are you familiar with the Dupont Analysis? il Q. In what cases would those be? :
12 A, Yeah, 1 was just explaining to you that the 12 A.  Oh, the Entergy cases in Louisiana would be an i
13 ROE is essentially the product of margin, tumover or asset 13 example. ;
14 atilization or leverage. And that's what analysts look at 14 Q. Andin the Entergy case was it -- why did the

15 when they project ROE. 15 Louisiana PSC deny floatation costs?

16 Q. Are you familiar with the Pratt Analysis? 16 A.  One typical argument for exclusion is that, ) h
17 A, No 17 well, we don't anticipate any common stock offering. And

18 Q. So youdon't know what the Pratt Analysis is? 18 that's a pretty empty argument because the idea of floatation

19 A. No,Idon't 19 costs is to recover the costs associated with tax issues, not
20 Q. Inarriving at growth estimates, is it 20 the ones that are coming up in the same way that depreciation

21 reasonable to look at dividend earnings and the level of 21 on plant is to recover past plant investment, not the ones

22 earnings being retained by a company? 22 that are coming up is the typical argument that's used.

23 A. Yes. One of the drivers of growth is the 23 Q. Inthe Entergy case that you mentioned where
24 increments to the asset base. In other words, the retention 24 your floatation cost adjustment was adjusted, did the
25 of eamnings. What is -- what earnings are not paid out of

Comumisston in its decision specifically say why it rejected
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1 your adjustment? 1 intemnally as opposed to externally. But it's something that
2 A_ No. Idon't think so. They're not that 2 you'd have to ask the company senior management. It
3 explicit in the rate orders in Louisiana. 3 Q. Would you agree with me, Dr. Morin, that
4 Q. Have you seen any rate orders from other states | 4 historical growth rates in dividends, earnings and book value
5 that explicitly state why they rejected your proposed 5 are often used as proxics for investor expectations in DCF ”
6 floatation cost adjustment? 6 analysis? i
7 A.  I've seen those, but I don't recall what they 7 A.  Yes, | would agree with that, But that has ¥
8 are. And you'd have to do a search on LexisNexis with 8 been less and Jess the case in the last couple of years (
9 floatation costs and sce as to why that is. But, again, the 9 because you get ridiculous results if you match historical 3
10 typical justification for exclusion is there are no 10 growth rates with current dividend yields. You get
11 anticipated common stock issues. 11 preposterous of equity results. In other words, those growth
i2 Q. Are you aware of any court decisions that have | 12 rates are not representative of the future growth because of
t3 found that the denial of a floatation cost recovery is 13 all the factors we've already discussed in the deposition,
14 contrary to the ideas set out in Hope and Bluefield? 14 restructuring, mergers, acquisition, dividend suspension,
15 A. No, I'mnot aware of that at all. And that 15 write-offs, restructuring and so on. i
16 would be surprising because it's a legitimate cost of doing 16 Q. Would you agree investors are influenced to
17 business and equity is not free. 17 some extent by historical growth rates in formulating their
18 Q. Isaid the denial of floatation costs. I8 future growth expectations?
19 A. No,Tam not familiar with the legal -- the 19 A, Wediscussed that a little earlier. Mr. Berlin
20 case that you're referring to. 20 and I discussed at the point of departure for an analyst
21 Q. So you have not read the Hope case? 21 forecast is the historical track record. And you go from
22 A, Oh, Iread that a long, long time ago. 22 there and you super-impose current circumstances and what's :
23 Q. Have you read the Bluefield case? 23 going on in the industry and remove any contamination from E
24 A. Long time ago. 24 what we call transitory effects. You normalize the earnings, :
25 Q. Ihaven't read your book, but are those 25 s0 to speak.
: Page 86 Page 88
1 cases - do you quote those cases in your book? 1 Q. Historical growth rates and earnings dividends, :
2 A, Yes. 1quote the portions that deal with rate 2 market price and bosk value during some past periods are among
3 of return and the notion of a fair return. ' 3 the most widely used proxies for expecied growth, are they
4 Q. And are those the seminal cases? 4 not? :
3 A.  Yes,sir 5 A, Yes. ] suspect you're quoting from my book
6 ). What is Southern Union Company's dividend 6 here. And that was true prior (o the passage of The Eneray
7 policy? 7 Act, but since then, there's so much noise and so much erratic
8 A, None. They don't take dividends. 8 patterns of interest rates that ['m very suspect in projecting
9 Q. So they don't pay dividends on a quarterly 9 future growth rates.
10 basis? 10 Q. Youmentioned The Energy Act. When was that 1
11 A, They dou't pay dividends at all. 11 Act passed? What is that?
12 Q. And how did you [ind that out? 12 A 92, 1 believe,
13 A, Well, you look at the data and I used Southern 13 Q. And what did that do?
14 Union as a member of my comparable groups in other testimonies | 14 A.  Well, it specifically sanctioned competition in
15 and I'm aware of the fact that they are — the dividend yield 15 the industry and liberalized essentially the format of
16 is zero. 16 regulation —
17 Q. And why don't they pay dividends? 17 Q. Competition -
18 A. Haveto ask them. Perhaps they have a 18 A. - and allowed for retail wheeling and
19 strategic emphasis on growth and they're retaining all 19 wholesales and unbundling and so on and so forth. The whole
20 eamings to -- to pursue & more aggressive growth strategy. 20 movement was sort of launched there.
21 Q. But you dont't know why? 21 Q. Competition in what industry, sir?
22 A, [justexplained to you why. Probably because 2 A.  Blectric particularly.
23 they have a growth strategy. And they have many, many 23 Q. Did it launch competition in the local gas
24 expansion plans and perhaps they have a high construction 24 distribution industry?
25 budget and they need to retain carnings and finance it 25 A.  Well, only to the extent that gas and
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1 electricity are now rivals and competitors. | A. The ans-- excuse me. [interrupted. I'm :
2 Q. And have you seen studies that indicate that 2 sorry.
3 pas and electric utilitics are now rivals and competitors? 3 FThe answer is yes, they do recommend the
4 A, Well, there's a lot of market share warfare 4 method and the method is great and it's fine and it's all
5 going on as to the fuel of choice for industrial customers. 5 it's in afl the corporate finance textbooks. Butin a case --
6 And we've seen on issues with the very high price of gas, for 6 in a very specific case of regulated utilities, there's an
7 example, switching to electricity. We have seen Standard and 7 element of circularity which really tarnishes the method
8 Poor's now equating gas utilities and electric utilities in 8 because, again, you need to come up with an estimate of ROE to
9 the same group and the same pot, so to speak, as far as bond 9 get ROE. And that's very, very disturbing.
10 rating benchmarks are concerned. So there is this convergence { 10 Q. Are you aware of any studies that say that?
11 movement that has taken place with respect to gas and I A, It's something I've been talking about for a
12 electric. 12 long, long time in my publications.
13 Q. Would you agree with me because of the 13 Q. Have you conducted any academic studies that i
14 dominance of institutional investors and their influence on 14 indicate that?
15 individual investors, analysts' forecasts of long-run growth | 15 A. There are some studies, one by lames
16 rates provide a sound basis for estimating required returns? | 16 Vanderweide, I think I cited him earlier, and Carlton that
17 A. Yes, Ido. It sounds like you're quoting from 17 have examined which is the best growth proxy by going back to
18 one of my staternents, yes. I8 the future, Jooking at the forecasts and what did materialize.
19 Q.  Would you agree that an average of all the 19 And they found that analysts' forecast outperform the other
20 available forecasts from investment houses is likely to 20 methods of specifying growth.
21 produce the best DCF growth rate? 21 Q. My question to you is, are there any academic
22 A. 1 would agree with that statement that the 22 studies that indicate the alleged circularity of use of the
23 consensus forecast of many analysts is about the best proxy 23 sustainable growth method?
24 you can think of for long-term growth, I agree. 24 A. [haven't seen that except in my own
25 Q. And that would be better than one individual 25 publications.
Page 90 Page 92 |
1 analysts' determination of growth? i Q. And other than your book that yeu published
2 A, Yeah. Iwould think it's better to rely on the 2 that I puess you have a sentence or two in there or something,
3 consensus forecast rather than one person's forecast. That 3 or do you have a complete chapter on that issue, the
4 stands to reasen. 4 circularity issue?
3 Q. Would you agree with me that investment 5 A. There's quite 2 few pages on it. }t staris —
6 analysts use the retention method or the sustainable growth 6 well, there's not a whole chapter on it, but it starts on
7 method to predict future growth in earnings and dividends? 7 page 157 and goes through quite a bit -- to the end of the
8 A.  Idon'tknow. It's not something that you see & chapter actualty, so quite a bit of stuff there on that.
9 in the equity research documents from the big institutional 9 Q. And how big is that chapter?
10 investors. They don't specify we use this method or that 10 A.  Well, Chapter 5 is 24 pages.
11 methed. 1did mention earlier it was very circular in the 11 Q. And how many pages in Chapter 5 discuss the
12 case of utility finance because you're trying to figure out an 12 circularity of the sustainable growth rate method?
13 ROE so it's hard to figure cut an ROE based on another ROE. 13 A.  Tdon'tknow. I'd have to jook it up. Does
14 Q. Soyoeu haven't discussed with large 14 this really matter?
15 institutional investors what methods they utilize to determine 15 Q. Are youaware of any academic studies that
16 expected growth? 16 support the use of the BR growth rate?
17 A.  I'm very familiar with the CFA, which is the 17 A. It'son page 161 of my book and T just finally
18 Chart of Financial Analysts sort of body of teaching to be 18 found the whole discussion there. [ haven't seen -- again, |
19 certified as an analyst. And in those publications they 19 have to point out that there are not that many, if any,
20 delineate the process that they follow to aizive at eamings 20 specialized textbooks on regulatory finance. There's a lot of
21 forecast, and it's the one I described eatlier in answer to 21 book on corporate finance, but not on the regulatory finance,
22 one of your earlier questions, sort of the top-down approach. 22 per se. It's not something that F've seen in academic books,
23 Q. Soit's your view - do you know if the CFA 23 and it's so-- you know, sort of transparent that if you need
24 books recoinmend use of ihe sustainable growth rate method for | 24 an ROE to specify an ROE, you've got a problem.
25 returning growth? 25 Q. What does Dr. Gordon say abeut using the BR
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1 plus 8V in utility finance? 1 financial integrity. i
2 A.  He's an advocate of the method, but again, in 2 Q. Does the notion of financial integrity
3 the context of a rate case, there is an element of 3 encompass several dilferent considerations?

4 circularity, which I don't think he points out. 4 A, Yes, sir.
5 Q. Does Dr. Gordon in his book recommend utilizing | 5 Q. And what would those considerations be?
6 the BR plus SV to determine growth? 6 A, Access to markets under ali conditions at :
7 A.  Yes. That's one of the methods he recommends. 7 reasonable cost, offering a competitive rate of returmn to l#
8 Q. Is that the method he prominently recommmends? 8 investors that is commensurate with retumns offered elsewhere.
9 A, Yes,itis. 9 Q. Anything else?

10 Q. Are there many dimensions and factors that 10 A. Those are — those are pretty — pretty broad

11 determine a utility's financial integrity? £l and pretty important and encompass just about everything else.

12 A.  Wow. That's a pretty good question. My first 12 Q. I'm just trying to learn some stufl. Does each

13 reaction is to say that being investment grade would be part 13 rate case possess different circumstances?

14 of financial integrity or access to markets under all 14 A.  Yes. Absolutely. 'f
[5 circumstances. 1 would say having a market to book ratio that | 15 Q. And are you familiar with the circumstances -- i
16 is comparable to other utilities and industrials would be 16 all of the circumstances present in this rale proceeding?

17 another element of financial integrity. Those are the two i7 A. No,sir.

18 that come to mind that are pretty imporiant in capital i8 Q. And, in fact, the only thing that you've

19 markets. Does that answer the question or do you have 19 reviewed in this rate proceeding is Me. Murray's testimony?

20 something else in mind? 20 A.  That's all [ was asked to do.

21 Q. If that's the best you can do, that answers the 21 Q. And that's all you're going to do?

22 question. 22 A.  That's all I'm going to do.

23 A. T think that's pretty good. 23 Q. De you think that Seuthern Union Company is an

24 Q. Is the notion of financial integrity Auid? 24 appropriate comparable company for a natural gas distribution |

25 A. No. Capital attraction and access to capital 25 company? !

Page 94 Page 96 :

1 markets under all conditions of reasonable cost is a fairly 1 A. 1-in myown work for gas rate cases, I tend |
2 eternal concept in the annals of regulation, I would think. 2 to exclude it because it doesn't pay dividends so you can't do |
3 Q. Soit's your testimony that the notion of 3 aDCF analysis on that company. ;
4 financial integrity is not fluid? 4 Q. Andif you were going te do a DCF analysis on
5 A.  Tbelieve it's a notion that's been around a 5 that company, how would you do it? {;
6 long, long time. It's structural, it's part of the corpus of 6 A.  You couldn't because they don't pay dividends.
7 regulatory wisdom, 50 to speak. It's part of the Hope and 7 Q. Should more than one cost of equity capital '
8 Bluefield criteria. They talk about capital attraction and 8 estimating technique be consuited? g
9 financial integrity. 9 A.  Absolutely. I mentioned earlier that a smart I;
10 Q. What are the Hope and Bluefield criteria? 10 and efficient pilot would fly a plane on several instruments,

11 A. Comparability of risk, comparable returns, 11 not fly on one instrument in the same way that rate of retumn

12 capital attraction standard. Those are the two main ones. 12 experts should rely on a variety of gauges or meters or

13 Q. Are there any other? 13 signals or indicators to get as accurate an estimate as

14 A, Those are the two main ones. It depends how 14 possible on investor-expected return. So the answer is yes, a |
15 you interpret them, but they're not that specific on the 15 wvariety of techniques should be used definitely. ]
16 actual ratios that we should use. 1interpret it myself as 16 Q. Mast other cost of capital estimation

17 having investment grade bond rating in a competitive market to | 17 techniques be employed as an additional check on the

18 book ratio. 18 reliability and the reasonableness of any DCF estimate?

19 Q. And that's how you interpret meeting those two 19 A_. No. Idon't think that you should employ the

20 requirements? 20 other technologies as checks. They should be elevated to

21 A.  That's a practical -- very practical 21 full-fledged techniques on the same footing as DCE.

22 implementation or manifestation of financial integrity. If 22 Q. Soitshould be always 50/50?

23 you're a junk bond, you're not - you don't have financial 23 A.  No. It should be probably be a third, a third,

24 integrity. If your market to book ratio is completely out of 24 athird.

25 kilter with the industry and the market, you dor't have 25 Q. A third, a third, a third?
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1 A.  Risk premium, DCF, CAP-M. 1 A.  Yes, Thatis one of the seminal principal on
2 Q. Are you aware of any Public Service Commissions 2 which rate of return testimeny should rely, along with capital
3 that use a third, z third, a third? 3 attraction.
4 A, Again, they don'{ -- they don't rely or state 4 Q. So does the CAP-M method present a conceptual
5 explicitly how they arrive that their decisions. They do not 5 framework that meeis the legal criteria for establishment of a |;
6 discuss weight typically in rate orders. Some commissions are 6 fair return and thal operationalizes the Hope decision?
7 DCF oriented. Others do not divulge their methodology or 7 A.  Yeah. It's almost -- when you read the Hope
§ recipe, 50 to speak, to arrive at their final orders. 8 quote that you just cited, it's almost a statement of the
9 In a survey that was done at NARUC, N-A-R-U-C, 9 CAP-M. Return should be commensurate with the risk involved
10 on rate of return, it's pretty clear from that survey that 10 and the CAP-M articulates that and formulizes that into a
11 commissions rely on abl the information that is presented to 11 measure of risk that we call beta. So | agree with your t%
12 them that is relevant. Why would you not rely on evidence if 12 statement. It's almost an extension of the Hope doctrine. :
13 #'s relevant? 13 Q. Does the Hope decision require the i
14 Q. And when you say "NARUC,"” does that stand for 14 consideration of relative risk? |
153 the National Association of Reputatory Utility Commissioners? [ 15 A, Yes.
16 A, Yes, sir. 16 Q. Does the beta measure of the CAP-M measure the
17 Q. And what survey is it that you're talking 17 relative risk required by the Hope decision?
{8 about? 18 A.  Yes. It's one measure.
19 A, It's the annual yearbook. I'have a copy of 19 Q. And how does it do that?
20 that page, that table, that NARUC survey where they 20 A.  Well, for a diversified investor — and most
21 essentially ask the commissions, What technique do you use, 21 investors are diversified, just think of institutional
22 and they put X's in the columns of the methods they use. 22 investors -- beta is a relevant measure of risk. It's the
23 Q. And does that yearbook tabulate what methods 23 only measure of risk that's relevant in a perfect world. So,
24 they use? 24 yes, the beta would be a risk differentiator that would be Iﬂi
25 A, No. 1 just told you that the presence of all 25 quite consistent with the Hope doctrine, |
Page 98 Page 100 u
1 the X's in the various columns indicate that commissions rely 1 (). And natural gas uatilities, are they risk-- more g
2 on varety of sources of information. 2 risky or less risky than the general market?
3 Q. Have you seen any surveys that indicate which 3 A, Well, they have a beta that's roughly around — {
4 methods public utility commissions rely on more than ethers? | 4 the latest figures I've scen was .73, 50 they're about 75 ¥
5 A. Thaven't seen that, but I think historically 5 percent as risky as the average stock in the market.
6 they've relied on DCF more than the other methods because it's 6 (3. That means that they're less risky, does it
T been around for so long. The newer methodology, the asset 7 not?
8 pricing methodologies, are a little bit newer, more 8 A, Means they're less risky than the market.
9 contemporary and are gaining increasing popularity and 9 They're 75 percent as risky as the market,
10 atention. 10 Q. Inthe Bluefield decision did the US Supreme
11 Q. Is the capital asset pricing method an 11 Court require that the allowed return be sufficient (o assure
12 appropriate check o the reliability and reasonableness of the | 12 a utility's financial soundness?
13 DCF estimate? 13 A, Yes.
14 A. ldon't think it's an appropriate check. I 14 Q. Does that imply to you that market returns must
15 think it should be a full-fledged method on the same footing 15 be considered?
16 as DCF and risk premium. 16 A, Yes.
17 Q. And so you don't believe that the risk premium 17 Q. Does the CAP-M method consider market returns?
18 methed is an appropriate check on the reliability and 18 A.  Yes, it is a market-based return.
19 reasonableness of a DCF method? 19 Q. Does the DCF method properly consider market
20 A. Same answer, 20 returns?
21 Q. TIs the cornerstone of public utility rate of 21 A, Yes, it does.
22 return regulation the principle enunciated in the Hope case 22 Q. Does sole reliance on the DCF model to come to
23 that, quote, The return to the equity owner should be 23 a conclusion with respect to your recommendation meet the Hope
24 commensurate with returns en investments in other enier-- in { 24 principle that the return to the equity owner should be
25 other enterprises having corresponding risks, closed quote? 25 commensurate with returns on investment in other enterprises
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1 having corresponding risks? 1 25 years, | would have looked at all the meters and all the

2 A.  Idon't think it does by itself. That's just 2 signals, ail the indicators and come up with a global judgment

3 one way to measure such returns and it presumes you've 3 as 1o what the appropriate rate of return is.

4 implemented it properly. But if implemented properly, yes. 4 I'm not a DCF man, I'm not 2 CAP-M man, I'm not

5 Q. Soif a cest of capital expert only proffers a 5 arisk premium man. I'm trying to gauge investment returns

6 DCEF analysis, in your mind, they haven't met the requirements | 6 with ail the available techniques assuming. And I've always

7 of Hope? 7 done it that way and will continue to do it that way.

8 A. Ithink they subject themselves to very serious 8 Q. When you filed your testimony in AmerenUE, did

9 measurement error and potential Jack of reliability of the 9 AmerenUE indicate to you that the Missoori Cominission had
10 recommendation. In other words, the DCF model on its own is 10 almost exclusive reliance on the discounted cash Now method?
11 fragile. Just like the CAP-M on its own would be fragile or 11 A, Tdon't remember that at all. That was about

12 the risk premium method on its own would be fragile. Again, 12 two years ago. 1 just don't remember that.

13 you don't want to fly on one instrument. You want to fly on a 13 Q. Well, in your testimony that you filed with
14 variety of gauges and meters and signals and indicators and 14 AmerenUE, did you file a CAP-M analysis?

15 get an error-free estimate of the cost of capital. 15 A, My testimony in AmerenUE was Rebuttal of Staff

16 Q. Arethere any witness in this proceeding that 16 witness. '
17 are flying on one instrument? 17 Q. And what Staff witness were you rebutting? ;
I8 A, Yes. Staff witness certainly is. 1 believe 18 A_ 1 believe it was Mr. Ron Bible. i
19 Mr. Allen at least used the CAP-M as a check and did rely on 19 Q. And do you know whether or not any of the
20 it in his recommendation. And, of course, Mister — the 20 witnesses in that proceeding relied solely on the DCF?
21 company witness, Mr. Dunn -- Mr. Dunn, D-u-n-n, 1 guess was 21 A. No,I'don't--1 just don't know. [ wasn't
22 sort of forced or backed into a corner of following on 22 involved in the direct proceeding,
23 Comumission precedent 1o rely on DCF, but - 23 Q. Does the sole reliance on the DCF method meet
24 Q. Who backed him into that corner? 24 the Bluoefield requirement that allowed returns be sullicient
25 A. Idon'tknow. You'lt have to ask him. 25 to assure a utility's financial soundness?

Page 102 Page 104

1 Q. Well, do you know of anything that was 1 A. No.

2 preventing Witness Dunn from conducting a capital asset 2 Q. And whynot?

3 pricing method? 3 A, Because it's highly subject to measurement

4 A.  No. I'm -- perhaps he should have. 4 error. You've got to measure those returns accurately. And

3 Q. Do you know of anything that prevented Witness | 5 strict reliance on DCF, you run the danger that you will not

6 Dunn from utilizing the risk analysis method? 6 dothat.

7 A, Other than the Commission precedent, 1 am not 7 Q. And explain to me this concept of measurement

8 aware of any such barrier. 8 error, if you will, sir.

9 Q. And what Commission precedent are you talking | ¢ A.  Measurement error is if you want to know how

10 about? 16 many people have blonde hair in the United States and you take
I A Well, the Commission places reliance on DCF 11 asample of one or a sample of ten, the statisticat

12 methed is my understanding. 12 reliability of your sampling technique will be highly suspect

13 Q. And how did you get that understanding? 13 and highly subject to measurement error and forecasting error.

14 A. Indiscussions with the company people, with 14 ¥ you take a sample of 14,000, you minimize samnpling error

15 Mr. Fay particularly is the only one I really talked to. 15 and measurement efror. And if you use three or four different

16 Q. And what did Mr. Fay tell you? 16 ways of trying to measure how many people have blonde hair,

17 A.  He told me that the Commission in the past has 17 you minimize measurement error even more.

18 placed almost exclusive reliance on DCF. 8 Q. Andif you utilize two ways instead of one,

19 Q. And how did Mr. Fay determine that? 19 you've deubled the amount of ifems you're looking at, so you'd ||
20 A, Idon'tknow. You'll have to ask him that. 20 minimize measurement error that way?
21 Q. So you don't know and you didn't ask? 21 A, That's one way of saying it. The other way of
22 A.  No. Idon'tcare. You know, my -- I stand on 22 saying it is you can use the results of one methodology as a
23 my own views. And my mandate was to criticize Staff's 23 cross-check on the validity of the other result. If you've
24 testimony, which is what I did. If I'd been asked to do 24 got, you know, 11 pereent, 11 percent and 8 percent, something
25 Direct Testimony, 1 would have done what I've always done for | 25 is wrong somewhere in one of those estimates that seems to be
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1 an outlier, 1 efficient capital structure. ‘
2 Q. Well,let -- 2 (3. And when would an equity ratio be, to use your
3 A. The idea of using several methodologies is to 3 term of art, out of whack?
4 use each one as a cross-check on the validity of 1he other. 4 A. That's a judgment call you have to make.
5 Q. Let me say that you have a DCF analysis and you 5 There's no recipes or no magic formula, there are no
6 come up with a DCF range of 9.01 percent to 9.34 percent. Can | 6 phaenicia. I would say - again, it's very hard to answerbut |
7 you make that assumption? 7 when you're 1 percent out, it would suggest to me that perhaps |
8 A, Yes. 8 you should be thinking about imputing a capital structure. '
9 Q. Let's say that you do a capital asset pricing 9 Q. Let's say that a utility has an actual cap on

=

10 method analysis and you come up with a result of 9.17 percent. actual equity ratio of around 26, 27 percent.

A. T wouldn't use that-for rate-making purposes.

Can you make that assumption?

—
b

12 A, Yes. 12 [ would impute a capital stracture.
13 Q. What docs that tell you? 13 Q. Soif a company had an actual equity ratio of
14 A, That tells you that something's wrong, because 14 28 percent, you would not use that?
15 1can't visualize 4 rate of return of 9 percent when the t5 A, Probably not, no.
16 long-term treasury bonds are expected 10 be 6 percent. 16 Q. You would utilize a hypothetical capital
17 . Well, that wasn't my question about whether or 17 structure in that situation?
18 not -- my question was, what does that tell you about the 18 A.  Yeah. Either that or if I'm going to use
19 reliability of the DCF methed and the CAP-M method? 19 28 percent, I'm going to adjust the rate of return
20 A, Hells you that those two are consistent with 20 accordingly. You've got to be consistent here.
21 one another, but it doesn't tell you that that's the --'that 21 Q. Soif there's a local distribution company ouf
22 that's the cost of equity. It's not implemented propetty. 22 there that has 28 percent equity, you think it would be
23 Q. What does it mean if they're consistent with 23 appropriate to utilize a hypothetical capital structure?
24 one another from a statistical standpoint? 24 A, Yes, I would. That's very unusual. To me
25 A.  Roughly within the same range, maybe within 25 that's sort of a fast resort, not to use an actual capital
Page 106 Page 108 p
1 50 basis points of one another. 1 structure, but | think under those circumstances you suggest (
2 Q. Andif you had that example that I just gave 2 it would be appropriate to impute a more seasonable capital
3 you of DCF range of 9.01 to 9.34 percent and a CAP-M resultof | 3 structure for rate-making purposes.
4 9.17 percent, wouldn't that indicate that your CAP-M and your | 4 MR. MICHEEL: Thank you very much.
5 DCF were compatible? 5 THE WITNESS: Either that or adjust the rate of
6 A. Tt would probably indicate 10 me that they're 6 return upwards to reflect the very low degree of equity rafio.
7 both wrong, 7 You have to be son of internally consistent here,
8 €. Okay. Let me ask you this. What if it were - 8 MR. MICHEEL.: Thank you very much for your
9 your DCF was 1¢ percent to 11 percent and your CAP-M was 9 time, Dr, Morin. [ really appreciate it
10 10.5 percent. What would fhat indicate to you? 10 THE WITNESS: [ appreciate your questions. |
11 A, They're roughly consistent, that they're within 11 enjoyed talking to you.
12 the ballpark. Seems like a reasonable estimate given the 12 MR. MICHEEL.: T ook forward to seeing you up
13 level of interest rate, given authorized return and given the 13 here in June.
14 industry profile, that seems to be a reasonable number. Given 14 THE WITNESS: Me too.
15 the cost of debt, interest rate forecast, it would seem to be 15 THE COQURT REPORTER: Signature? {
16 reasonable. 16 MR. FAY: Can you just send a copy to me and 3§
17 Q. When is it apprepriate in a regulatory setling 17 I'll make sure Dr. Morin gels it 4
18 to use a hypothetical capital structure? 18 (PRESENTMENT WAIVED; SIGNATURE REQUESTED.) §
19 A.  When the company's capilal structure is 19
20 completely out of whack, so to speak, with the industry 20
21 capital structure or some very peculiar circumstances that 21
22 would cause the equity ratio to be so different than the norm 22
23 or the industry — or the comparable group's capital 23
24 structure, it would be appropriate 1o impute a -- for 24
25 rate-making purposes, it would be proper {0 impute a cost 25
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‘$400 million revolving credit agreement providing borrowing capacity up to $230 million
beyond the Company’s recently authorized long-term debt issoance and issue ap to $130
million in common stock for the purpose of refinancing outstanding debt and improving the
debt-to-equity capital ratio pursuant to G.L. ¢. 164, § 14.
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L INTRODUCTION

6]1 March 16, 2004, Southern Union Company (“Southern Union™ or “Company™)
filed a petition with the Department of Telecommunications and Energy (“Department™)
pursuant to G.L. ¢. 164, § 14, for approval and asthorization to (1) enter into a long-term
$400 million revolving credit agreement, and (2) issue up to $130 million in common stock.
There were no intervening parties. The Department docketed the filing as D.T.B. (4-36,

Pursuant to notice duly issued, the Department conducted public and evidentiary
hearings at the Department's offices on April 26, 2004. In support of its petition, the
Compsny offered the testimony of Richard N. Marshall, Vice President and Treasurer of

Southern Union. The evidentiary record consists of 31 exhibits and two record requests, The
Company submitted post-hearing comments on May 3, 2004,

A.  Long-Term Debt
Southern Union secks approval to eater into a-long-term debt obligation of
approximately $230 million in addition to the Company’s recently authorized debt issuance of
m miflion (Bxh. SU-1, at 2). See Southern Union Company, D.T.E. 03-64 {2003), Of the
$400 million authorized, the Company issued $230 million in preferred securities in October
2003 (Exh. SU-1, at 3). Rather than issue the remaining avthorization of $170 million in the
fotm of senior notes or preferred securities, the Company proposes to enter into a three- to

five-year revolving credit agreement that would provide up to $400 million of borrowing
capacity Gd.).

' .- 0.  DESCRIPTI 'S PROPOSAL
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The Campany’a proposed three- to five-year credit facility will replace two existing
facilities, consisting of a $150 million revolving credit facility that matured on April 1, 2004,
and a $225 million credit facility that expires on May 29, 2004 (SU-1, at 4). As of March 1,
2004, a balance of $175 million was outstanding on these two facilitles (id.). The Company
anticipates that the interest rate for the new facility will be based on the prime ratc and the
London Interbank Offering Rate (“LIBOR™) (i, at 5). The prime rate will be applicable to

-overnight borrowings @J LIBOR-based borrowings will be available for 30-, 60-, 90-, and
180-day perinds, withtheimueatchargeﬁ to the Company calculated at a credit spread over
the LIBOR rate based on the Company’s senior secured long-term debt ratings by Standard &
Poor’s ("S&P") and Moody's Investor Service (“Moody*s") (Exhs, SU-1, at 5; SU-DTE-1-2).

The Company’s senior secured long-terns debt was rated BBB by S&P and Baa3 by Moody's at

e r—

e ———— e .

the time of filing (Exh. SU-1, at 5). Based on the Company”s current credit ratings and

range between 1.85 percent and 7.0 percent over the term of the revolving credit agreement
(Exh. SU-DTE-1-2).

B.  Stock Issuance

| e

Southern Union seeks approval and authorization to issue shares of common stock with

an aggregate value of up to $130 million for the purpose of repaying long-term debt

(Exh. SU-1, at 3). The Company i proposing the sale of approximately 6.5 million shares of

common stock with an amticipated market value of $20 per share, with an aggregate value of
$130 million (Exhs. SU-1, at 12; SU-DTE 1-13(b); Tr, at 12).

anticipated credit spread of 0.75 percent, Southern Union estimates that interest rates would
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The Company states that the proveeds from the stock issuance will be used to repay

tong-tarm debt in order to maintain and enhance the Company's financial position

(Exti. SU-1, at 7). According to the Company, the issuance will improve the Company’s deb-
to-equity ratlo, improve overall borrowing liguidity that, in fusn, should ensure that the |
Company is able Yo maintsin its fnvestment prade rating (Exb. SU-1, at 3; Company Brief
at 7). The Company states that the recapitalization from debt to equity is consistent with
Southern Union's wtility-service obligations (Exh, SU-1, at 7; Company Bricf at 10).
M. STANDARD OF REVIEW

In order for the Department to approve the issuance of stocks, bonds, coupon notes, or
other types of lang-term indebtedness' by an electric or gas company, the Department must
determine that the proposed issaance meets two tests. FWS
whether the proposed issnance js reasonably neceasary to accomplish some legitimate puspose

in meetiiig a company's service obligations, pursuant to G.L. c. 164, § 14. Fitchburg Gas &

Ltilities, 394 Mass. 671, 678 (1985) (“Fitchburg I*). Second, the Department must determine

whether the Company bas met the net plant test.? Colonial Gas Company, D.P.U. 84-96
(1984).

The Supreme Judicial Coust bas found that, for the purposes of G.L. ¢. 164, § 14,

“reasonably necessary” means “reasonably necessary for the accomplishment of some purpose

Long-term refers to periods of more than one year after the date of issuance.
G.L.c. 164, § 14.

The oet plant test is derived from G.L. c. 164, § 16.
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having to do with the obligations of the company to the public and its ability to carry our those

obligations with the greatest possible efficiency.” Fitchburg IT at 836, citing Lowell Gas Light

|
|
i
Pulilic Utllities, 319 Mass. 46, 52 (1946) (“Lowell Gas™). In
' cases where o issue hes been raised about the reasonableness of management decisions
' rmmgthnrequestedﬁmnqing.thebepmntunﬁmirswcﬁunumiewwa
demhimﬁmofmsmablemsofmeme’spmpowdmeof—mcproceedscfaM
' issuance. Cgpal Electric Company, gt al,, D.P.U. 84-152, at 20 (1984); gec, €.g.. Colonisl
. Gas Company, D.P.U. 90-50, at 6 (1990). The Fitchbixe I and 1T and Lowell Gas cases also
‘ established that the burden of proving that an issnance is reasonably necessary rests with the
' company proposing the issusnce, and that the Department's authority to review & proposed
issnance “is not limited to 2 ‘perfunctory review.’™ Fitchburg I at 678; Fitchbmrp II at 841,
i giting Lowel] Gas at 52.
| Regarding the net plant test, a company is required to preseat evidence that irs niet
' utility plant (ariginal cost of capitalizable plaat, less accumulated depreciation) equals or
l exceeds its total capitalization (the sum of its long-term dsbt and its preferred and common
gtockoutsmmlhlg)andwﬂlwnthmemdosofoﬂawingtheproposed_ismm. Colonial Gas
l | Company, D.P.U. 8496, at 5 (1984). Where lssues concerning the prdence of the
Company's capital financing have not been raised or adjudicated in a proceeding, the
. Department’s decision in such 2 case does not represcit a determination that any specific
' project is economically beneficial to a company or to its customers, In such circumstances, the
i
|
|
|

Departiment's determination in its Order may not in any way be construed as ruling on the
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appmpﬁmmwmaﬁngmmwbeam&dmrm associated with the proposed
financing. See, e.g.. Bogton Gas Company, D.P.U. 95-66, at 7 (1995).

IV.  CAPITAL STRUCTURE OR THE COMPANY

As of December 31, 2003, Southern Union's utility planc (including $119,132,000 in

ar—

constivetion work in progress ("CWIP™)) was $3,882,168,000 (Exh. SU-DTE 1-13(a)). After
removing $698,858,000 in accumulated depreciation and amortization, the Company reported a
net utility plant of $3,183,310,000 (id.). In addition, Southern Union had $230,854,000 of gas
inventories (id.). Thus, a8 of December 31, 2003, the Company had a net utility plant and gas
inventory balance of $3,414,164,000 (id.). As of December 31, 2003, the Company reported
a total capitalization of $3,441,639,000, consisting of (1) $2,140,137,000 in long-term debt,
(2) $230,000,000 in preferred securities, (3) $125,000,000 in mandatory convertible gecurities,

and (4) $946,502,000 in common equity, which included a retained earnings balance of
$47,567,000 (id.; Tx. at 14-15).

plant balances (Exhs. SU-1, at 9-11; Exh, SU-DTE 1-13(a)). First, the Company excluded
$14,535,000 ($16,909,000 in plant, less accomulated depreciation of §2,374,000) plus material
and supply inventories of $8,173,000 from net plaﬁt m service fo remove plant associated with
unregulated operations and other non-plant related assets (Exhs. SU-DTE 1-13(a);
SU-DTE-1-11). The Company then eliminated an additional $119,132,000 in CWIP from its
property, plant and equipment accounts (Exhs. SU-DTE 1-13(a)). As a result of these

adjustments, the Company’s property, plant and equipment, amounted to $3,272,324,000

. Southern Union proposed a number of adjustments to these capitalization and nct utility
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Ir recognition of the above plant adjustments, mc&mwmadécoﬂespending
adjustments to its capitalization. First, the Company reduced its total capitalization by
$14,535,000, based on a pro rata reduction to long-term debt, preferred securities, and
premiums on common stock related 10 the removal of unregulated operations (Exb. SU-DTE
1-13(s)). Second, the Company similarly excluded $642,921,000 associaed with acquisition
premiums, representing the excess of the purchase price over book value of several natural gas
utilitics acqaired in recent years (id).* Third, the Company excluded from capitatization

S S—— e ]

retained earnings of $47,567,000 (K1), As a result of these adjustinents, the Company’s total
capitalization amounted to $2,736,616,000 (id)).

V.  ANALYSIS AND FINDINGS

Southern Union proposes to enter into a $400 million three- to five-year credit faciity
for the purpose of financing ongoing ufility operations (Bxhs, SU-1, a13). The Department
bas found previovsly that issuing debt for the purposes of reducing short-term debt and
refinsacing long-term debt isa “legitimats utility purpose” as conremuplated by G.L. ¢, 164,
§ 14. Blackston Gas Commeny, D.T.E. 03-65, at 4 (2003); Western Massachusetts Electric
Company, D.T.E. 02-49, at 10 (2003); New Eggland Power Company, D.P.U. 95-101, ar 11

(1995). Moreover, the revolving credit agreement will allow Southern Union to fund general

? The Company’s unregulated opezations have been supportad over the years throngh a
combination of debt and equity (Exh. SU-1, af 12).

The Company stated that it has financed its acquisitions aver the years through a

combination of debt and equity and cannot directly attribute the acqnired facilities to
specific capital sources (Bxh. SU-1, at 11). '
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working capital requirements, which is also a legitimate utility purpose. Bsgkshire Gas
Company, D.T.E, 03-89, at 19 (2003); Cambtidge Flectric Lisht Company, D.P.U. 9691, at
7 (1996); Eastern Edison Company, D.P, U, 93-24, at 8, 12 (1993). Accordingly, the
Department finds that the $400 million three- to five-year credit facility is reasonably necessary
o MMalengmmmhmeeﬁngmeCmpmy’s servioeoﬁligatims in accordance
with G.L. c. 164, § 14,

The Company’s petition relics on the issuance of $170 million in unused borrowing
c@mmmmmmmmwdmm
Company, D.T.E. (3-64 (2003). Authorizations from previous financings remain valid for
purpose Gf Later Section 16 reviews. Southern Union Company, D.T.E. 02-27, at 13 (2002).
To allow the Company maximum flexibility to enter into the $400 million revolving credit
facility, the Department spproves the Company's request to apply the $170 million in unmsed
authorization from D.T.EB. 03-64 to the $400 million three- to five-year revolving credit
facility sought in this proceeding.

2. Stock Isumance
Southern Union states that the objective of its proposed issuance is to improve the
Company’s debi-to-equity ratio (Exh. SU-1, at 3). Through the issuance of additional equity,
the Company iatends to repay long-term debt, improve the overall borrowing liquidity, and
maintain its investment grade for financing purposes (id.).
The Departinent has found previously that msning stock for the purposes of acquiring

and maintaining equity is a “legitimate utility purpose” as contemplated by G.L. c. 164, § 14.

. Bay State Gas Company, D.P.U. 93-14, at 14 (1993); Colonial Gas Company, D.P.U. 90-50,
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at 6 (1990). Redecming existing securitics and fonding wtility operations is also a customary
purpose of stock issuances. Berkshive Gas Company, D.T.B. 96-64, at 8-9 (1996); Berkshire
Gas Company, D.T.E. 94-14, at 4, 9 (1994). In 4 previous proceeding, the Department
directed the Company to improve its high debt to capitalization ratio. Sowthemn Union
Company, D.T E. 03-3, at 16 (2003). Since that time, the Company has continued its efforts
10 achieve a more traditionat wtility capitalization ratio through tepaying long-term debt and
tssuing additional equity (Bxh, SU-1, at 7). The proposed issuance will reduce the ratic of
lang-term debt o total capitalization (including short-term debt) from 61.33 percent to 57.81
percent (Exly, SU-DTE-1-16). Accordingly, the Department finds that the proposed issuanice
of ot more than $130 willion i stack for the purpose of repayment of long-term debt is

. reasonably necessary to accomplish a legitimate purpose in meeting the Company’s -servioe

obligations in accordance with G.L. c. 164, § 14, and therefore meets the first prong of the
Department’s two-prong standard.

B. Net Plant Test

With regard to the net plant test, the Department requires companies to demonstrate

 that their net utility plant equals-or exceeds their total capitalization, thereby supporting the

addiuonalamountofﬁnancmg.pummmtoGL c. 164, § 16. Colonial Gas Company,

D.P.U. 84-96, at 5 (1984). The purpose of the net plant test is both to protect ratepayers from

excesslve rates associated with overcapitalization and to assure the creditors of a wtility that the

company has sufficient tangible assets to cover ifs liabilities. Boston Gas Company,

D.T.E. 03-40, at 321 (2003); Colonial Gas Company, D.P.U. 1247-A at 7 (1982); Report of
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Companies, Senate Document No 315, at 8-15 (January 1922). Under the net plant test, &
wmpuxxmustpresememm showing that its net utility plant (utility plant less accumulated
depreciation) i3 equal to or greater than its total capitalization (the sum of debt, preferred stock
and copmmon stock outstanding). Colonial Gas Company, D.P.U, 84-96, at 5 (1984).
Sauthera Union has proposed 3 sumber of adjustments t its capital structure.

First, the Company has proposed fo exclude CWIP from its plam investment balance
and to exclude retained eatnings from its capitalization (Exh. SU-DTE 1-13(z)). The
Departinent has determined previonsly that CWIP should be excluded from a company”s plant
momﬁ for purposes of the net plant test calcalation. Boston Edison Company, D.T.E.
03-129, at 16 (2004); Southern Union Company, D.T.E. 01-52, at 9; Colonial Gas Company
D.P.U. 8496, at 5, CWIP is excluded because the term "fair structural value of the plant”, as

used in G.L. ¢. 164, § 16, includes only plant that is used and uscful in providing utility

Company, D.P.U. 84-96, at 5. In regard {o retained earpings, thé Department has determined
previously that a company must demonstrate that its net utility plant Qutility plant less
accumuiaied depreciation) is equal to or in excess of its total capitalization. Berkshire Gas
Comgany, D.T.E. 03-89, at 15-16 (2004); Colanial Gas Company, D.P.U. 8496, at 5, Past
orders of the Department have defined, or impficitly applicd, a standard for total capitalization
in treating of the uvet plant test, Jd. The Department’s definition of total capitalization is the
sum of debt, preferred stock, and common stock outstanding.” Colonisl Gas Compaty,

D.P.U. 84-96, at 5. On the principle of copstruction that to express all items that are included

For purposes of the net plant test, the premium on common stock is treated as common
stock. Berkshire Gas Company, D.T.E. 03-89, at 73 (2004).

A service (o ratepayers. Southern Unjon Company, D.T E. 03-64, at 9 (2003); Colonial Gas
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within a term is implicitly to exclude other, unexpressed tems, see Bogton Bdison Company,
D.P.U. 87-214, at 8 (1988), the Company hes cortectly interpreted the Department’s net plant
tcstasprecuudingcrediﬁng retained earnings to satisfy the net plaat teat. Accordingly, the.

Department finds that Southern Union’s adjustments to exclude CWIP and retained earnings
sre appropriate.

Southern Union has proposed excluding uaregulated property, plant and equipment in
service and the capital used to finance those assets fram the net plant calculation (Bxh. SU-
DTE 1-13(a}). The costs assoclated with unregulated cperations, including those associated
with capital costs, should not be borne by ratepayets. NYNEX Price Cap, D.P.U. 94-50, at
440 (1995Y; Colonial Gas Company, D.P.U. 84-94, at S1 (1984). Therofore, the Department
finds that the Company has appropriately excluded its fnvestments and capital associated with
unregulated operations. Southem Uniop Company, D.T.B. 01-52, at 9-10 (2001); Southern

Ugion Company, D.T.E. 01-32, at 10-11 (2001). See also NYNEX Price Cap, D.P.U. 94-50,
at 440; Colonial Gas Company, D.P.U. 84-94, at 51 (1984).

given that an acquisition premium, or goodwill, is intangible and, as such, should be exchuded
as a cotnponent in a utility’s plant for purposes of G.L. c. 164, § 16. Southern Union
Company, D.T.B. 02-27, at 12; Southern Union Company, D.T.E, 01-32, at 11 (2001); New
England Power Company, D.T.E. 00-53, at 8-9 (2000). Accordingly, the Department finds
 that the Company appropriately excluded scquisitio premiams from its capital structure.
The record demanstrates that the approval of a $400 million credit facility for the

purpose of financing ongoing urility operatiois, ds well as the issuance and distribution of p

' : Similarly, the Company’s proposed adjustment for acquisition premiums is appropriate,
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‘to $130 million in corumon stock, will not cxceed the Company’s get utility plant following the
seclmtmsimame After these adjustments, the Company’s adjusted wtility plant amounts to
$3,272,324,000, which is $535,708,000 morc than its adjusted capitalization of
$2,736,616,000 (Exh. SU-DTE 1-13(a)). Accardingly, the Department finds Southern
Union’s request for a $400 miltion revolving credit facility and issuance of $130 milion in
common stock meets the net plant test as provided in G. L. ¢, 164, § 16.

Issues concerning the prudence of the proposed financing have not beca raised in this
proceeding, and the Department’s decision in this case does not represeat a determinasion that
any projeci is ecunommally béncficial to the Company or its customers. The Department's
determination in this Order is not in any way to be construed as a ruling relative to the
appropriate ratemaking treatment to be accorded any costs, including interest expease,
associated with the proposed financing. B
V. ORDER

Accordingly, after due notice, hearing, and consideration, the Department:

VOTES: That entering ingo the long-term $400 million credit €acility is reasonably
necessary for a Jegitimate purpose in meeting the Company’s service obligations, pursuant to
G.L. c. 164, § 14; and further | o

VOTES: That entering into the long-term $400 million credit facility is in accordance

with G.L. c, 164, § 16, in that the fair structural value of the Company’s property, plant and

‘equipment and the fair value of the gas inveutorics held by the Company will exceed its

outstanding stock and long-term debt; and further
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VOTES: Thatissumgupwﬁm;qiﬂiogineomunmcklsreamnablymuyfm
a legitimate purpose in meeting the Company’s service obligations, pursuant to G.L. ¢. 164,
§ 14; and further '

VOTES: That issuing up 0 $130 million in common stock is in accordance with G.L.

C. 164, § 16, in that the fair structural value of the Compaty’s property, plant and equipment and
the fair value of the gas inventorics held by the Company will exceed its outstanding stock and
long-term debt; and it is
ORDERED: That the Department approves and authorizes the Company to enter into
the long-term revolving credit agreement described herein; and it is
FURTHER ORDERED: That the Department approves and authorizes the issuance and
. sale by Southern Union Compaay, in conformity with all the provisions of law relating thereto,
cfcommonstockwithanaggregaﬁevalueofupwmomiﬂion; and it is

of the issuance of this Order cause a certified copy of it to be filed with the Secretary of State
of the Commonwealth; aud it is

" FURTHER QRDERED: That the Secretacy of the Department shall within three days
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Appeal s to matters of law from any final decision, order ot ruling of the Commission may -
be taken to the Supreme Judicial Court by an aggrieved party in interest by the filing of a

wrwenpwﬁonmymgthatthcmdetofmnCommssionbemodiﬂedorsetasidemwholeor
in part.

Such petition for appeal shall be filed with the Secretary of the Commission within tweaty days
after the date of service of the decision, order or ruling of the Commission, or within such
further time as the Commission may allow upon request filed prior to the expiration of twenty
days after the date of service of said decision, order or ruling. Within ten days after such
petition has been fited, the appealing party shall enser the appeal in the Supreme Judicial Court
sitting in Suffolk County by filing a copy thereof with the Clerk of said Court. (Sec. 5,
Chapter 25, G.L. Ter. Ed., as most recently amended by Chapter 485 of the Acts of 1971).
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9 May, 2004, between the hours of 8:00 a.m. and 6:00 p.m. of
10 that day at the law offices of Brydon, Swearengen &
11 England, 312 East Capitol Avenue, in the City of
12 Jefferson, County of Cole, State of Missouri, before
113
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16 Jefferson City, MO 65101
(573)636-7551
17 _
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' RSSO R A S I DAVID MURRAY, being sworn, testified as follows:
3 Eﬂli D. HERS(LTMANN 2 DIRECT EXAMINATION BY MR. HERSCHMANN:
1} . .
= a KASOWITZ, BENSON, TORRES & FRIEDMAN, LLP 3 Q.  Mr. Murray, my name is Eric Herschimann,
' 5 New Yerk Y, 10019:6799 4 {'m an attorney representing Southern Union Company and
s 212)506-1700 5 MGE here today. I'm going to ask you a series of
IAMES C. SWEARENGEN 6 questions. If you don't understand the question, will you
- ! ATt WEARENGEN & ENGLAND, p.C. 7 please tell me so Il try ta rephrase it for you?
' B :léE;:txiziml Avenue 8 AL YES.
' 5 Jeflerson City, MO 651020456 9 Q. Andisit reasonable for us to presume that
' (573)635-7166 . . .
0 10 if I ask you a question and you answer the question, you
‘ 1 ARLSON DODDS 11 obviously understood the question and clearly understood
\ WATSON, BISHOP, LONDON. BROPKY, LLC 12 the answer that you gave?
' 2 §06 Eus! Sixth Strect, Swile 700 i3 A Yes
Austin, TX 78701 . .
: " (512K 5900 14 Q.  And the reason I'm doing that is because |
: 14 FOR THE STAFF OF THE MISSOURI PUBLIC SERVICE COMMISSION: : g
‘ ' 15 ROI;E‘R;FC?N:ZON 15 want to make sure that, before answering a question, you
1 ROBERT BERLIN 16 understand exactly what's being discussed between the two
Assistant General Counsc!
17 ?.0. Box 360 17 ofus.
. e 18 A Yes
' , (5737513234 19 Q. Okay. Now, I understand that you submitted
J ¥ O THE OFFICE OF THE PUBLIC COUNSEL: 20 some prepared direct testimony in this matter; is that
: 20
‘ DOUGLAS E. MICHEEL 2t correct?
2l ?ﬂaiﬂgf"ﬂ;ggmd 22 A.  That's carrect.
U Dox .
2 200 Madisun Stres, Suite 650 23 MR. HERSCHMANN: Can we mark this, please?
2 L MO 631022230 24 {MURRAY EXHIBIT NO. 1| WAS MARKED FOR
. u 25 IDENTIFICATION BY THE REPORTER.)
j
. i Page 3 Page 5
) . 1 ALSO PRESENT: _John Niehaus, Videographer 1 BY MR. HERSCHMANN:
) ‘:;:‘:nguﬂgggan 2 Q. I'm handing you what we've marked as Murray
. Rick Marshail 3 1. Can you take a moment to look at that exhibit?
_ l 3 John Dunn 4 Can you tell us if this is the prepared
: Mat Barnes 5 testimony that you submitted in this matter?
4 Chuck Hmeman .
: Travis Allen 6 A, Yes, 1t‘ 18. . i
B 5 7 Q). And did you sign the affidavit on the
g 8 second page of the deposition?
3 SIGNATURE INSTRUCTIONS: 9 A Yes, I d.]d' .
9 Presentment waived; signature requested. 10 Q. Andisitan accurate stfltement‘ as yousit
10 EXHIBIT INSTRUCTIONS: 11 here today that the testimony that's contained in Exhibit
- 1 Attached to original. 12 1 is true and correct?
_ :% i3 A. Ido have some corrections that need to be
- 14 INDEX 14  made to this testimony.
' 15 Direct Examination by Herschmann 4 5 Q. And when did you lirst discover that you
16 . ) ”
10115 to your testimony”
P —— g nontiomak carcaions oot iy
17 : :
Exhibit No. | Prepared Direct Testimony of 18 Q. Is there a reason you didn't submit the
18 _ David Muray 4 19  corrections prior to today?
19 Exhibit No. 2 Photocopy of the back cover of 20 A.  No. Iplanned on submitting them with
j Professor Morin's boak 0 . .
. 20 21 rebuttal testimony. That's usualiy the way [ handle
21 22 corrections.
' gi 23 Q. And can you tell us what corrections -
24 24 well, withdrawn.
' : 25 25 Who did you discuss your testimony with
= L S S o LT 9 R LR S bR 7 LA T 7 L8 SR, Ot £ e o Net LR e G ot ELRET T o U | L BN o B A v Pt It T £ MR 0 Sy o o AT A TS i S AP B Bt ot -
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} Page & Page 8
I prior to today? 1 - his opinion, his insight as to the testimony.
2 A. My attomeys, attomeys assigned, Bob 2 Q.  When you say there's some issues that came
3 Berlin, Robert Franson, to some extent with Bob 3 up with the testimony, what do you mean?
4  Schallenberg, a couple of my colleagues. 4 A.  As far as some of the inclusion of, you
5 Q.  Who are the colleagues that you discussed 5 know, some -- some wording that we had in there in our
6 it with? 6 testimony as the {inancial analysis depariment for some
7 A.  Matt Bames. 7 time as to whether or not we should keep that testimony
8 Q. Who else? B within what we file,
9 A. John Kiebel. 9 Q. You mean -- fet me take a step back. You
10 Q. John Kiebel? 10 submitted prepared testimony previously, night?
11 A.  Yes. 11 A.  Yes, lhave.
12 Q. Whoelse? 12 }.  And is that based on a standard type of
13 A. The -- whenever 1 was discussing the issue 13 form or tesiimony that's contained in the computer system
14  that I notice where [ made a mistake was with the Office 14 at the Staff's office?
5 of the Public Counsel Witness Travis Allen. 15 A.  Some of the testimany we have is
6 Q. That's Mr. Allen sitting here? 16 standardized somewhat.
17 A.  Yes, heis. 17 Q. And you discussed with Mr. Schallenberg
18 Q. Whoelse? 18  whether that standardized testimony would still be
9 A, May have had some discussions with Tim 19 applicable to this case or whether it should be withdrawn?
20 Schwarz. 20 A.  Not necessarily this case. Just any cases
21 Q. Mr. Schwarz is counsel for the Staff .- 21 going forward.
22 A. Yes. 22 Q. Well, any of the recent rate cases that's
23 Q. -- of the Commission? 23 been before the Staff, you tried to make a determination
24 A. Yes, 24  whether or not that testimony should be, let's say,
25 Q. Anyone else? 25 stricken from the model or kept in?
i
Page 7 Page 9
1 A.  Not that I recall. 1 A, We're constantly trying to improve the work
2 Q. Tell us about your conversations with 1 product. So we'll look at some of the -- you know, some
3 Mr. Schallenberg. When did those occur and what was 3 of the testimony that's in some of the standardized
4  discussed? 4 portions and see if there's anything that we can, you
5 A. Idiscussed the -- you know, I told him 5 know, change to improve the work product and get the point
0 that I had made a mistake and that [ wanted to make him 6 across a little bit better.
7 aware of that, because obviously he's the individual in 7 Q. Let's just talk about this for a moment.
8 charge of more or less looking at possible settiement 8  You're here submitting testimeny on behalf of the Missouri
8 issues of any case. So [ thought it was very important 9 Staff as it relates to MGE, riglht?
10 for me to -- to make sure he was aware of it. [t wasn't 10 A, Yes.
11 -- the correction did not have a large impact on my 11 Q.  And your jurisdiction or your concern is
12 recommendation, but he still needed to be made aware of 12 strctly Missouri, right?
13 that cotrection. 13 A, Yes.
14 Q. So was there only one mistake? 14 Q. You're not claiming to have any
15 A. It's one mistake, but it affects some of 15  jurisdiction or oversight over any other operations of
16 the numbers throughout the testimony. 16  Southern Union outside of Missouri, right?
17 Q. And what was Mr. Schallenberg’s response? 17 A, No
18 A.  We all make mistakes and we'll just get it 18 (). And I know in your prior testimony you
19 taken care of. 19 referenced the Hope case, Do you remember that?
20 Q. And did you review your testimony as 20 A Yes.
21 contained in Exhibit 1 with Mr. Schallenberg before you 21 Q.  And you've referenced the Bluefield case
22 submitted it? 22  previously, right?
23 A.  He didn't ask {0 specifically look at the 23 A, Yes
24 iestimony. [ think when there were some issues that came | 24 Q. And those cases still 2pply in this
25 up with the testimony, he - he reviewed it and gave his 25  jurisdiction, right?
3 (Pages 6 1o 9)
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Page 10 Page 12
i A, Yes. 1 into the professional world,
2 Q. The Supreme Court hasn't reversed those 2 Q. So you -- that's back when you were still
3 decisions, right? 3 in school; is that right?
4 A. Notthat I'm aware of. 4 A.  That's carrect.
5 Q. Have you ever shepherdized any of those 5 Q. And when you graduated coilege, did you
6 cases? 6 major in rate of return areas?
7 A. No. 7 A.  Finance. Finance.
] Q. Have you ever shepherdized any of the cases 8 Q.  Well, was there a course that you took that
9 that you've looked at? 9  was directed towards rate of return while in college?
i0 A. No. 18] A, The finance curricufum we -- actually, the
11 Q. When's the last time -- withdrawn. 11 model that is used in utility regulation has been referred
12 The first time you submitted testimony as 12 to as discounted cash flow model. Obviously it's been a
13 it related to MGE in 2001, do you recall that testimony - 13 model that has been, you know, changed ard manipujated
14 A, Yes. 14 somewhat to -- to be able to estimate the rate of return
15 Q. -- you submitted? 15 for a utility company,
16 And you discussed your testimony with 16 In the financial curriculum at the
17 Mr. Bible before you submitted it, right? 17 University of Missouri - Columbia, it was referred to as
18 A, Yes, Idid 18 the dividend growth model, the Gordon growth model or the
19 Q. And Mr, Bible gave you his — well, 19 dividend discount modei. There's a few -- there's a few
20 somebody at some point gave you the standard testimony, | 20  ways to label that model.
21 nght? 21 And the original intent of that mode! was
22 A, Yes. 22  to detenmine -- for an investor to try to determine what
23 Q. And did someone explain to you when you 23 they think is a reasonable price to pay for a given
24 first got there that this is the standard testimony that 24 security. So yes, I had -- | had experience with -- with
25 we use for each of the rate cases that come before the 25 that model as far as -- as far as in my studies with the
Page 11 Page 13
1 Commission? [ University of Missouri - Columbia.
2 A, Yes. 2 Q. Well, when you were 1n college, did you
3 Q. And when you first came to the Commission, 3 apply the mode! in any real world situations?
4 in what year was that? 4 A, Other than maybe trying to determine the
5 A, June of 2000, 5 valuation of a stock, no. Not in the context that
6 Q.  And prior to coming to the Commission in 6 weTe -- that it's used 1n utility regulation. Like [
7 June of 2000, you were employed by the Department of 7 said, this is somewhat unique that the model has been
8 Insurance; is that correct? B changed to try to arrive at what -- what a witness feels
9 A, That's correct. 9 the discount rate, the cost of capital is for a given
1o Q. And did you have any rate of return 10 security,
11 testimony that you submitted while employed at the 11 Q. Soif ] understand at least generally, the
12 Department of Insurance? 12 testimony that you're submitting today, you're doing that
13 A.  No, 1 did not. 13 on behalf of the Staff, correct?
14 Q. Did you have any rate -- return on equity 14 A. Yes
{5 testimony that you submitted or worked on while at the 15 Q. And it's your opinion as to what the return
16 Department of Insurance? 16 on equity should be and the rate of return, right?
17 A.  Npo, I did not. 17 A, Yes.
18 Q. When - prior to working for the Department 18 Q.  And you're the fact witness at the Staff
19 of Insurance, where did you work? 19 who's proposing to address those issues, right?
20 A.  Tworked at United Parcell Service, 20 A.  Yes.
21 Q. And did that have anything to do with rate 21 Q. And there are some portions of this
22 of return or retum on equity or anything we're discussing 22 testimony that you used back in 2001, right?
23 today? 23 A, Yes.
24 A.  No. It was a position to help me with my 24 Q. And there's some portions of this testimony
25 expenses in college. That was my position before I got 25 that you know based on prior depositions came from years
T T e R S R AR A S e T T el e e I B T A T R T i e T T B e e D T e TS T T s e
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") Page 14 Page 16
| ago from other witnesses, right? ! A. | assisted in rate of return testimony, |
2 A. Yes. 2 believe, on a water case. The Ozark, Northeast and Oregon
3 Q. And your experience in the DCF modeling 3 Farmers Mutual, | prepared the testimony and prepared the
4 came from some classes that you may have taken in coliege, 4 studies.
5 right? 5 Q.  And you submitted this testimony after
G A, Yes. 6 joining -- six months after you joined the Commission; is
7 Q. And the first time you ever used it ina 7 that correct?
® practical environment was when you came to work for the 8 A.  That's approximately correct.
9 Missouri Staff, right? 9 Q. And you mentioned Professor Morin's book.
10 A. That's correct, 10 When's the first fime you obtained a copy of that?
14 Q. And was it Mr. Bible that explained to you i1 A, It's--it's on file over at -- over in our
12 how he felt the DCF model should be applied? 12 department on our book shelf], so as soon as [ started
13 A. I wouldn't say Mr. Bi-- Mr. Bible coached 13  working there.
14 me along with what [ was reviewing, as far as both the i4 Q. . So you had access to the book, the earliest
15 regulatory, utility regulatory financiai -- finance text, 15 would be June of 2000, right?
16 such as! see you have Roger Morin there and David 16 A, Yes.
17 Parcell. 1 also had ic look back at some of my -- some of 17 Q. And when you first got to the Commission --
18 my textbooks from college that I actually kept and -- and i8 well, withdrawn,
19 found useful since | started dealing with rate of return 19 Prior to joining the Missouri Staff, did
20 on a more intensive basis again. 20 you ever give any lectures on rates of return?
21 And so obviously I went back and did some, 21 A, No.
22 you know, some more studying on -- you know, from my own | 22 Q. You ever publish any books dealing with
23 perspective, instead of just relying on - my bossisa 23 rates of return or return on equity?
24 working manager. He has things that he's doing, and so a 24 A.  No.
25 little bit of the responsibility lies on me to -- to study 25 Q. Did you ever write any articles about rates
Page 15 Page 17
1 and get back up to speed with these models. 1 of return, return on equity?
2 Q. Let's take a step back, then, to the first 2 A, Yes
3 time you submitted any testimony on rate of return. In 3 Q.  Okay. And when prior to June of 2000 did
4 which case was that? 4 you write an article as it relates to rate of retumn? :
5 A. Ibelieve it was some -- the telephone 5 A. Tdidn't say I wrote an article. 1 said -- ;
6 cases. Those were the first cases | was assigned to when 6 you said read an article, "
7 [ started working for the Staff. And you're taking me 7 Q. No. No.
8 back four years, so I'm going to ry to recall from 8 A, You said write?
9  memaory. [ believe one of those cases was Oregon Fanrers 9 Q. Write.
10 Mutual. Ishould just refer to my - that would make 0 A.  [didn't understand what you said. [
It sense. 11 thought you said read an article.
12 Q. [think we're at Al. 12 Q. Itendto speak quickly. Iapologize.
i3 A, Aftachment A to my testimony, you see that 13 A. No, [ did not write an article.
14 1 filed direct testimony in Ozark Telephone Company, 14 Q. And have you published any peer review
15 direct testimony in Northeast Missouri Rural Telephone 15 studies as it relates to rate of return or retwrn on
16  Company, rebuttal for Oregon Farmers Mutual Telephone l6  equity?
17  Company. 17 A, Na. :
18 Q. And whatever is contained on Attachment Al, 18 Q. Have you consulted with any other staffs at i
19 would that cover the area? 19 any other commissions in any other jurisdictions as to how
20 A, Yes. 20 they're applying the DCF model in their recommendations s
21 Q. And do you recall testifying in the 21 regarding rate of return? '
22 Missouri Gas Energy 2001 case that you had assisted in 22 A, No,
23 preparing rate of return testimony, but not actually done 23 Q. Have you ever tried to contact Professor :
24 the actual calculations yourself; that was your first 24  Morin to see whether the methodology that you've been
" 25 involvement? 25  using is correct?
-—“{' L P T e o e e BN o T B D P T e Yo ey N A L - ey TP ™ TS ORI TR T T
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Page 18 Page 20
1 A.  Thave not contacted Professor Morin for 1 A, Yes.
2 that specific reason, no. 2 Q. What did you tell him?
3 Q. Well, have you contacted Professor Morin 3 A.  liold him that | -- when ] was reviewing
4 for any reason? 4 my testimony and reviewing Mr. Allen, Travis Allen’s
5 A. Thad a - [ went to a utility finance 5 testimony with the Public Counsel, 1 noticed that there
¢ seminar that he sponsers out in Washington, D.C. and -- 6 was a different -- I'm going to get into the mistake right
7 and listened to what he had to say as far as his ideas 7 now so you know what it is -- a different common equity
8 about cost of capital in the utility environment. % balance in my capital structure.
9 Q. When did you go to that course? 9 And -- and after talking to Travis Allen,
10 A. It was probably -- it was a couple years 10 he indicated it looks like that | used the June 30th, 2003
11  after [ started. I don't recall exactly. 11 balance instead of the update period of December 31st,
12 Q. It would be some point after you submitted 12 2003, So once | -- once [ discussed that with him and
13 your testimony in 2001 as it relates to Ozark, Northeast 13 verified it myself, that was indeed the mistake.
14 and Missour Gas Energy, right? 14 Q. That actually reminds me, what is a
15 A, Yes. 15 true-up?
16 Q. Do you still have the textbooks that you 16 A.  The true-up is April 30th.
17 hadin college that you say would have addressed the rates | 17 Q. No. What is a true-up?
18  of retum methodologies that you're using? i8 A, The true-up is at the end -- we just
19 A. The dividend growth model, yes. i9 referred to update. There's the test year, which is
20 Q. And would you mind providing us later on 20 what's originally filed. Then you have the update, known
21 with a listing of those books, and if you could tell us 21 and measurable changes. True-up period comes up -- comes
22 what editions they are? 22 up after the hearings, based on the update period, and
23 A, Yes. 23 true-up is if there's anything that is extraordinary that
24 MR. FRANSON: Objection. That will call 24  Staff or the company wants to include within its
25 fora Data Request. 25 recommendation for purpose of updating the revenue
Page 19 Page 21
{ MR, HERSCHMANN: Okay. I requirement,
2 MR. FRANSON: That way the burden's on you 2 Q. Let me make sure § understand this. So
3 torequest it, so it doesn't leave a burden on the 3 you're saying -~ I think it's the last question in your
4 witness. 4 testimony, right before the attachment that you had.
5 MR, HERSCHMANN: Not a problem. 5 A Yes
6 BY MR, HERSCHMANN: 6 Q. You say that Staff -- {s the Staff
7 Q. Are you making any claim at all that 7 proposing a true-up audit in this case? Yes, I'm
8 Southern Union or MGE are in violation of any orders or 8 recommending a true-up audit be performed for the purpose
9 agreements with the Missouri Public Service Commission? 9 of updating the capital structure and associated embedded
10 A. No. 10  costs through April 30th, 2004.
Il Q. Not making any claims that Southern Union 11 A, Yes.
12 has viclated any SEC regulations, right? i2 Q.  And does that mean that —- making it
13 A. No 13 something that a lawyer can understand -- doing like a
14 Q. There's no claims of any mismanagement by 14 reconciliation, you can use the April 30th numbers?
15 Southern Union, right? 15 A. It's more or less -- with an update you can
16 A. No. 16 do that within the period of time where testimony's being
17 Q. Andin all the times that you've submitted 17 filed before the hearing where you can actually update the
18 testimony, whether it be prepared testimony or testimony 18 numbers, which actually a {ot of witnesses went ahead and
19 under oath, you believe that to be truthful and accurate, 19 updated within their direct testimony through December
20 right? 20 3ist, 2003.
21 A. Yes. 21 A true-up period, usually those -- that
22 Q. When you told Mr. Schallenberg that you 22 infarmation is not going to be available untl after the
23 thought you made a mistake and he said, we all make 23 hearing --
24 nistakes, did you discuss with him how you came to the 24 Q. Allright.
: 25 conclusion that you made a mistake? 25 A. - the evidentiary hearing, and many times
6 (Pages 18 to 21)
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I there will be discussion as to what items can be trued up l ). And at that time you told Mr. Swearengen
2 through the true-up peried, which is April 30th, 2004 in 2 sitting here that you had not read any of the cases in
3 this case. 3 their entirety. Do you remember that testimony?
4 Q.  So just want to make sure that I'm clear 4 A. 1 do remember that, yes.
5 onthis. Since it's May 4th, there's some numbers that 5 Q. Was that truthful testimony back then?
6 are available now that weren't available April 29th, 6 A, Yes, it was.
7 you're going to take those April 30th numbers and apply 7 Q. And you understand that the United States
8 them to whatever calculations you did; is that right? 8 Supreme Court has set a standard as it applies to rates of
9 A. [ will look at the capital structure 9 return for utilities, right?
10 numbers, see what's occurred with — within Southern Union 10 A, Yes.
11 since the update period, which is December 31st, 2003, see i1 Q.  And the first time you submitted the
12 what kind of changes occurred. That includes, like | 12 testimony -- let me withdraw that.
13 said, the actua! amounts of the capital and the capital 13 Tell me how you created your testimony back
14 structure, the costs associated with those securities 14 in 2001. How did you decide which questions to ask
15  within the capital structure. That's typically what, as 15 yourself and how did you decide which answers to give?
16 far as -- I'm speaking from a rate of return perspective 16 A.  started with -- with the template of
17 only. That's typically what we would look at within a 17 Mr. Ron Bibie's testimony from a previous MGE case and
18 true-up. 18 made changes, additions as needed. Obviously then the
19 Q. And then you make adjustment based on the 19 main part of the -- of the testimony is the schedules.
20 new numbers; is that right? 20 That was all updated. That actually gets into the
21 A, We make adjustments based on the update 21 quantitative analysis of what is reasonable as faras a
22 period, December 31st, 2003 numbers, because that's what | 22 recommended retum on equity and rate of return as of the
23 filed. 23 time period for that case.
24 Q. Right. But I'm saying -- | just want to 24 But as far as the specifics of what [
25 make sure [ understand this. When you say you want to do 25 updated and didn't update back in that case, [ don't
7
Page 23 Page 25
I atrue-up audit as of Apnl 30th, you're going to look at 1 recall
2 numbers from December 3 1st, then you're going to look at 2 Q. Well, I'm not asking you whether you
3 numbers from April 30th, and if there are changes in the 3 updated the schedules. P'm asking, do you sit down at a
4  numbers that you deem to be somewhat significant, you're 4 computer and say, [ have to submit prepared testimony, you
5 going to make the changes based on April 30th numbers, 5 know, all right, I'm going to ask myself these questions,
6 right? 6 or did someone say to you, here's the template, here's the
7 A.  Yes, based on April 30th. 7T questions that you ask, here's some of the standard
8 Q. Okay. You mentioned Professor Morin's 8 answers, update the schedules as it applies to these
9  book, and you said that it was available ta you in June of 9  numbers?
10 2000. When is the first time that you read his entire 10 A.  There were patts of the testimony that
11 book? 1l were, you know, the same as what { had -- what Ren Bible
12 A. Probably within a couple months that | 12 had written in 1998. Like I said, { updated what | felt
13 staried working there. [ can't recall. I mean, it's - 13 was necessary for purpose of that case, and J don't recall
14 it was sporadic to be able to read it, the entire book, 14 exactly what [ updated at that time.
15 obviously. 1do -- T was assigned duties where [ couldn't 15 Q. Let me ask you this: How could you know
16 read it all through the whole book within a week or two 16 what you need to update, let's say, on the legal standards
17 when I started because I had other things I had to do as 17 if you'd never read the cases yoursel {7
18  well. 18 A, Idon'tknow that [ updated anything
19 Q.  And, you know, you have a portion of your 19 specifically with the -- with the legal standards.
20 testimony that deals with legal standards; is that right? 20 Q. T guess I'm asking, how do you know whether
21 A, Yes. 21 or not you needed to update things or you didn't need to
22 Q.  And the first time you submitted the 22  update things if you never read the cases?
23 testimony dealing with legal standards as it relates to 23 A.  Because those cases were, you know, faitly
24 MGE was back in 2001, right? 24  standard and longstanding precedent within rate of return
.25 A Yes. 25 regulation, at least from the staff financial analysis
- B AR o E g sl R T e T mr T TR R T i VS SN ek B K 1o oL B a:mm)ﬂié%w,x;xmml‘_‘;_fﬁ.m D R 28 I e D T T LT o i e e 9 Mo vy M
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1 department's concern. | A. Can you please explain your question?
2 Q. Do you think anything's changed in those 2 Q. Do you know what shepherdizing means?
3 cases as they apply to these - this rate case? 3 A. No, I donot.
4 A. No. 4 Q. Okay. Tell me how you -- well, 'l take a
5 Q. The court hasn't abandoned it, right? 5 step back, and then I'll explain a little greater detail.
6 A. Not that I'm aware of. 6 How did you select which cases to look at
7 Q. There hasn't been an expanding of the 7 when you first decided to submit your testimony?
8 court's decisions by any other courts, right? 8 A. The cases that are within the testimony
9 A. Not that I'm aware of. 9 were in the testimony before, before | started working in
10 Q. Do you recall testifying previously that 10 the financial analysis department.
11 there was a Pennsylvania Supreme Court case? il Q. Sosomebody handed you some cases that were
12 A, Yes 12 highlighted and some testimony and says, this is what we
13 Q. And do you recall testifying that the 13 use, nght?
14 Pennsylvania Supreme Court expanded the United States 14 A. [ was handed the cases after I -- when |
15 Supreme Court's rulings in Blue - Bluefield and Hope? 15 was reviewing the testimony. They just said, these are
16 A. [I'msorry. Can you repeat the question? 16 the cases that we rely upon in establishing the legal
17 MR. HERSCHMANN: Can you read that back 17 precedent for purposes of explaining how we go about the
18 please? 18 rate of return study. And -- and-then once [ was given
19 THE REPORTER: "Question: And do you 19 those cases, yeah, there were highlighted portions.
20 recall testifying that the Pennsylvania Supreme Court 20 Q. And you testified back in 2001 that you had
21  expanded the United States Supreme Court's Tulings in 21 not read those cases in their entirety prior to submitting
22 Blue -- Bluefield and Hope?" 22 your testimony, right?
23 THE WITNESS: 1believe I -- that was my 23 A.  That's correct.
24 testimony in the previous MGE rate case. 24 Q. And when you were in college, is it safe to
25 BY MR. HERSCHMANN: 25 say that the professors weren't handing you out cases and
Page 27 Page 29
1 Q. And can you just explain to me how you I asking you to go shepherdize those cases since you don't
2 understand the hierarchy of the court systems to work 2  know what shepherdizing is as of today, right?
3 between, let's say, Pennsylvania, Missouri and the United 3 A, ['d say that's safe to say.
4 States Supreme Court, your just general understanding as 4 Q. And the Pennsylvania case, does the
5 to how the courts interact with each other? 5 Pennsytvania court have any jurisdictional bearing on
6 A.  Obviously each state has their own 6 Missoun?
7 Jjurisdictional -- jurisdictional courts, and then if 7 A.  Not that I'm aware of.
8 there's something within a state court that is raised to 8 Q. And shepherdizing is, so you understand, is
9 the level of that state's Supreme Court and the plaintiff 9 ameans of checking cases to see whether they've been
10 still does not agree with that, then they may raise it to 10  distinguished, reversed, remanded, whether it's followed.
11 the level of the Supreme Court of the United States of 11 Itll give you questions of a lot of different information
12  America. 12 about them.
13 Q. And that's your understanding of hew the 13 Have you ever asked counsel at the Staff to
14 court system works? 14 say, can you check whether or not the Pennsylvania case --
t5 A, Thats my understanding. 15 actually it's going to be a good objection. I'il withdraw
16 Q. So when you testified back in 2001 that the 16 that question. I'll withdraw that objection. That's a
17 Pennsylvania Electric Company case expands, you used the 17 pood question.
18 word expands, or later on use the word extends the U.S. i8 All right. Has anybody ever handed you
19  Supreme Court testimony, you now realize that's not 19 cases and said, these are follow-ups or things that have
20  accurate, right? ' 20 been distinguished, on any of the cases that you've cited?
21 A, Whenever we - we got into discussion of 21 A. Idon‘t believe I've been given anything
22 extending, | realize that may not have been the proper 22 that indicates it's a follow-up on cases that have been
23 terminology to use, and that's why that's been changed. 23 cited, no.
24 Q. And have you shepherdized the Pennsylvania 24 Q. Now, you mentioned in your testimony the
25 case? 25 Munn case, Bluefield, Natural Gas Pipeline and Hope
8§ (Pages 26 to 29)
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1 1 decisions, and this is the same testimony that has, in 1 thought were appropriate.
2 essence, been lifted and put back into each one of your 2 Q. Did someone tell you you should use the
3 testimonies, right? 3 Pennsylvania case in your testimony?
4 A.  Yes. 4 A. Like I said, that case was within the
5 Q.  And then on page 6 of your testimony, you 5 testimony before | started with the department, and it
6 say, through these and other court decisions. Can you 6 just - agree with the principle behind it, and | feei
7 identify for us what other court decisions are you talking 7 it's appropriate to discuss that principle.
8 about and where did you get them from? g Q. Well, the first time you decided to use the
9 A.  ldon't recall the spécific court decisions 9 Pennsylvania case, you didn't know it related to the Three
10 I'm referring to there. 10 Mile Island, right?
11 Q. Generally, where would you have gotten 11 A. Ibelieve there was some ignorance on my
12 other court decisions? 12 part within that case.
13 A. It could be court decisions -- | mean, as 13 Q. Tmean, the question, and I'l read from
14 far as any specifics, [ don't recall. There could be 14 page 33 of your testimony, do you know whether or not the
15 court decisions within Missouri or there could be court 15 Three Mile Island accident had anything to do with the
16 decisions within other states that -- that address the 16 Pennsylvania case which you have cited in your testimony?
17 issue that public utilities operate more efficiently as 17  Answer: No.
18 menopolies. 1 mean, it's fairly -- it appears to me to be 18 Is that truthful testimony then?
19 apretty longstanding principle that that's how we view 19 A, Yes, it was.
20  the best operation of regulated utilities. 20 Q. And now you know that it did have to do
21 Q. Il move to strike that answer as 21 with Three Mile Island, right?
22 uonresponsive. 22 A, Yes, [ do.
23 The question was, where would you have 23 Q. And a little different than the current
24 gotten these other court decisions? 24  circumstances with MGE, Three Mile Island and how MGE
25 A There's citations of court decisions 25 operates?
Page 31 Page 33
1 within, mainly in Parcell's book, in Roger Morin's book. 1 A. I'd say there's some differences there.
2 I don't recall the specific cases. Those are not cited in 2 Q. Pretty drastic ones, right?
3 mytestimony. There's -- quite often in any cost of 3 A. I don't think they have any nuclear
4 capital textbook there's citations to many court cases 4 regulation -- or nuclear generation within their
5 that more or less provide the timeline of how things have 5  operations.
6 evolved within rate of retumn regulation and what the 6 Q. Is there anything more drastic besides not
7 standards are. 7 having nuclear generation in the operations?
8 Q. Tell me how you would go about, if you're g A.  Within a utility framework, I'd say, yes. :
9 reading Morin's book for argument sake and he had a case 9 Q. It was Three Mile Island. [ mean, a pretty
10 citation, how would you obtain a copy of that case? 10 monumental event, [ mean, as relates to a shutting down of
11 A, Well, sometimes I do my own research, but 1 1l anuclear reactor and stuff?
12 would more than likely, if I didn't know where to go for 12 A.  Tthink we just hit the 25-year annjversary
13 sure, [ would check with an attorney. 13 of that and it caught the attention of the media. Yes, it
14 Q. Do you recall in submitting your testimony 14 s,
15 checking with any attorney saying, I just read Morin's 15 Q. And that's nothing remotely near MGE,
16 book, he references this case in this jurisdiction and I 16 right?
17 want to see what it says? 17 A.  No, they do not have nuclear generation.
18 A. No. 18 Q. And you understand that the Pennsylvania
19 Q. Do you recall ever doing that? 19 Supreme Court discussed the fact that the property would
20 A. Ibelieve Ljust -- { recall asking about 20 not — was no longer used or useful for the Pennsylvania
21 the Permian Basin case, which is a case that is cited 21 customers, right? :
22 within Mr. Parcell's book, to get an idea of what's in 22 A. Tunderstand that. ¢
23 that case to see if there's any cases | can substitute 23 Q.  Any property that's sitting here that MGE ‘
24 for -- for, say, the Pennsylvania case. But [ didn't feel 24 uses that's not being used for the customers of MGE?
. 25 like it was going to suit the needs that I - that | 25 A. Not that I'm aware of, but I don't evaluate
L —— T T e P A S LS e
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1 the rate base issues. 1 they -- they can't be that far off from what we think
2 Q. What do you mean by that? 2 they're earning on their authorized rate of return.

3 A. I'mnot looking at -- that's not part of my 3 Obviously there's disputes amongst the various expert
4 testimony to review what should be included in rate base, 4  wimesses within this case that -- that are going to argue

5 what's used and useful for -- for MGE. That's not the 5 that certain things should be included and not included.

6 subject of my testimony. 6 Q. But you've never looked at that issue,

7 Q. Well, when you recommend an authorized rate T right?

8 ofreturn, do you think it's something that MGE should be 8 A. No.

9 able to at some point meet? 9 Q. Did you read the other witmesses' testimony
10 A. Can you please -- [ don't understand your 10 in this case when it was first submitted?

11  question. 11 A. Portions of some of the other witnesses.
12 Q. Sure. When you talk about making a 12 Q. How did you select which portions to read?
13 reconunendation for an authorized rate of return, should it 13 A.  Tthink some Staff, you know, attorneys or
14 be a realistic number? 14 personnel, and I don't recall exactly who, alerted me that
15 A.  [tshould be a fair and reasonable 15 there are some witnesses addressing issues about return on
16 authorized rate of returm. [6 equity and rate of returmn. So I reviewed that just to see
17 Q. And it should be something that Scuthern 17 what -- what their testimony was regarding that,
Union -- or withdrawn. 18 Q. Can you list for us the testimony -- or the
19 It should be something that MGE has the 19 portions of the testimony that you read, which witmesses?
20 opportunity to earn, nght? 20 A, Of course I read John Dunn, obviously, and
21 A. Idon't control whether or not they have 21 alsoreviewed some of John Quain's testimony. Looked at
22  the opportunity to earn it. I recommend a fair and 22 small portions of Oglesby's, small portions of Mike
23 reasonable rate of return. Now, whether or not they can 23 Nowack's. I think that's the extent of it.
24 earn that return 1s something that maybe is subject to the 24 Q. Anyone from the Staff's testimony that you
operations of the company. That's not within my contrel. 25 reviewed?
]
Page 35 Page 37
Q. Well, you told us beforehand that there's 1 A. No, I didn't review anybody specifically
no claim of mismanagement by Southern Union, right? 2 from the Staff.
A.  Not that I'm aware of. 3 Q. Did you, prior to submitting your
Q. No complaints have been filed, right, 4 testimony, have any conversations with anyone on the Staff
between -- a5 of now, sitting here today? 5 about what generally the authorized rate of return
A.  1don'tknow. 1don't review the 6 recommendation would be?
complaints. There may have been complaints filed with our 7 A, Can you repeat the question, please?
caonsumer services division on MGE. [ don't review that. 8 MR. HERSCHMANN: Can you read that back,

9 Q. As you are sitting here today, you're 9 please?
10 unaware of any complaints that are pending, right? 10 THE REPORTER: "Question: Did you, prior :
11 A.  I'mignorant of whether or not there's any 11  to submitting your testimony, have any conversations with
12 complaints filed. 12 anyone on the Staff about what generally the authorized i
13 Q. And you're telling us that you make a 13 rate of return recommendation would be?"

recommendation as to an authorized rate of return without 14 THE WITNESS: 1 had individuals on Staff
factoring in whether or not that number is realistic for 15 review my testimony as far as what they feel the rate of
MGE ever to earn it? That's just not your job? 16 retum would or should be. [ hate to use the term would

17 A.  MNo. Irecommend a fair and reasonable 17 be. I don't think that, you know, within our analysis
18 authorized rate of return. Whether or not they're able to 18  we're trying to determine what it would be. We're trying I
19 earn that return is not within my control. 19 to determine what we think it should be based on an
20 Q. And you don't factor in whether or not -- 20 analysis of the capital and economic environment.

21 for argument's sake, you've never looked to see whether or 21 But ] do have -- my boss, Ron Bible, used
22 not MGE has ever earned its authorized rate of return, 22 to be the person that would review my testimony. He has
23 right? 23 been since mobilized, so I don't have him to review it. [
24 A, [think there's dispute on that in this 24 did discuss some of my initial conclusions with him before
; 25 case. I think from Staff's overall revenue requirement, 25 he was mobilized. I didn't have all my testunony written.
10 (Pages 34 to 37)
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l7 | 1 Usualiy he's the one that I bounce off a lot of my ideas I He's not here, and I can't tell you that his -- he's a
2 on what I'm looking at as far as my recommendation. 2 little older than [ am. He has a lot of experience. He's
. 3 I did have other Staff personnel and 3 50 years old. I'm sure he's done a lot of things, and I'm
' 4 attorneys review my testimony, and [ don't recall that 4 sure there's probably something in his testimony that may
5 they specifically asked me, you know, do you think this 5 give you more insight on'that.
6 rate of return should be higher or lower, what have you. 6 Q. Well, is it safe to say that the person who
- 7 BY MR. HERSCHMANN: 7 gave you primary guidance as to how things are done at the
' 8 Q. Which Staff members did you discuss this 8 Commission when you first arrived was Mr. Bible?
9 with? 9 A, Yes.
o 10 A, The testimony? 10 Q.  And he was your boss, right?
11 Q. You said you discussed it with some Staff 11 A, Yes.
I 12 members. Was Mr. Schallenberg one of them? 12 Q. He's the one that handed you this canned
o 13 A. The testimony. As far as the testimony, 13 testimony, right?
- 14 not the recommendation itself. There was nobody that 14 A.  He handed me some of the testimony that he
l\ 15 asked me to change my recommendation. The testimony was 15 had done in the previous MGE rate case.
id 16 reviewed by -- by Bob Berlin, Mr. Robert Franson. Bob 16 Q. And he's the one that explained to you how
3 17 Schallenberg later reviewed it. There's also -- John 17 the Staff generally dealt with rate cases, right?
- 18 Kiebel gave me some -- some information on what he thought | 18 A, Yes.
l 19 I could change on just some basically cleanup language. 19 Q. And did he tell you at that time that,
= 20 Q. Wha's John Kiebel? 20 prior to joining the Missouri Commission, he had no
21 A. He's an individual that's filling in in our 21 experience with the regulated industries?
} 22 department since my boss has been mobilized, helping out. 22 A. No.
23 Q. Okay. Where did he come from? 23 Q.  Did he tell you that he had no repulatory
- 24 A, Engineering and management services. 24  experience at all prior to joining the Missoun
i 25 Q.  And is that another part of the Missouri 25 Commission?
i
Page 39 Page 41
'ﬁ 1 Staff? 1 A.  No.
2 A. It's another department with the Staff. 2 Q. Let me read to you a portion of Mr. Bible's
3 Q.  And what knowledge did he have as related 3 testimony from November 3rd of 2000.
l 4 toROR? 4 Question; Prior to joining the Missouri
5 A, He -- before [ came on board with the 5 Comrission in August of 1997, did you have any regulatory
6 Staff, he helped out with our department another time when | 6 experience?
7 we were short-staffed. So his experience, you know, that 7 Answer: No.
I 8 was under Ron Bible, when he was helping us with, you 8 Had you worked for any companies that had
9 know, some -- some of the more minor projects in order to 9 been regulated by the Missouri Commission prior to '977
. 10 help ease the workload that we were experiencing. Now 10 Answer: No.
'\ 11 he's, like | said, once again he's helping out with our 11 Did Mr. Bible ever explain to you how he
: 12 situation. ‘ 12 came to obtain the canned testimony that's been submitted
13 Q. What does the engineering management 13 by the Staff for several years?
- 14 services do? 14 A. [ don'trecall if he did or not.
15 A.  Mainly the quality service, customer 15 Q. You ever talk to Mr. Schallenberg about it?
' 16 service-type issues. 16 A.  No, ! haven't.
17 Q. Now, what experience did Ron Bible have as 17 Q. Do you have any drafts of your testimony in
18 related to regulated utilities or the regulatory industry 18 this case?
l 19 prior to joining the Missouri Commission? 19 A. Ibelieve 1 may have some drafts from
20 A.  Well, I'm not Ron Bible, but T wili tell 20 review,
21 you what I know about his experience. He worked for a 21 Q. And where are those drafts now?
l 22 credit rating agen-- ot not a credit rating agency, but a 22 A, Atmy office.
' 23 credit card company, and he also did some statistical 23 Q. And did you run different schedules than
24 analysis with the Air Force. 24  what's attached to your testimony here today?
I\ 25 As far as rate of return, I don't know. 25 A. [ don't believe I ran any different

Jefferson City

S G AR R LN TEA g A V27 e L s B N B b 7 i AT IR R e

= WAREATR

11 (Pages 38 to 41)

Columtbia



Associated Court Reporters
1.888-636-7551

Pt R - N S S

B B -

Page 42

schedules. [ may have made some corrections to the
schedules, as I pointed -- as | found some things as far
as maybe a mistran-- a transposed number, something of
that nature. Nothing really material as far as I can
recall, except for the corrections [ just pointed out
today.

Q. Just so we're clear, is it your testimony
that you never discussed with anyone prior to preparing
your testimony what the general range of your
recommendation should be as relates to the authorized rate
of return in this case?

A. No. [think | had indicated that before
Ron Bible was mobilized, that I talked about the range
that I was looking at for my recommended return on equity.
{ think | made that pretty clear in my previous answer
that I did talk to him specifically about that.

L= R R o R A L

Page 44

that we were going to be able to have December 31st, 2003
updated information, it just seemed to make sense to go
ahead and let's give the picture of what's going to happen
with the update period now, instead of waiting until
rebuttal.

Q. Did you ever go back and look at what you
had calculated out as being return on equities for
comparable companies to see whether or not your prior
testimony was accurate?

A. Tdon't understand your question.

Q. Did you ever - well, previausly you've
used comparable companies to come up with a
recommendation, right?

A, Yes.

Q. Did you ever go back and ook at what your
recommendation had been based on what the reality was?

17 [ thought that I could at Jeast get to that 17 A.  Onceagain, | don't understand. Are you --
18  point, and maybe not necessarily write the testimony and 18 the reality of my recommendation versus what actually
19  prepare all the schedules, but get an idea as to what 1 19 occurred?
20 was seeing after | did my study as to what | think a 20 Q. Right. You used a proxy group, right?
21 reasonable return on equity recommendation would be for 21 A, Yes.
22 MGE in this case, because [ knew that [ only had limited 22 Q.  You did some calculations, right?
23 time to bounce that off of him. 23 A, Yes.
24 Q. And what did Mr. Bible tell you after you 24 Q. And you assumed certain things in doing
25 bounced it off of him? 25 your calculations, right?
Page 43 Page 45
l [ A.  He said it appeared to be reasonable. 1 A, Yes
. - 2 Q. Did Mr. Bible review any of the financial 2 Q. And then you made a recommendation as to
: 3 information that you used? 3 what you thought would happen in the future, right?
l 4 A. Tbelieve he -- actually, let's make this 4 A. The recommendation | made is not
f 5 clear, because he was being -- it wasn't announced that he 5 necessarily what -- and [ -- T think T understand your
6 was being mobilized 'til probably sometime in March. He 6 question here, but if | don't understand it, please
7 was initially assigned to this case. So he was working 7 correct me. That you're asking me if the return on equity
n 8 with my colleague, Matt Bamnes, there with preparing the 8 that's actually achieved by a company actually is
9 schedules. So he — he was actually initially assigned to 9 consistent with what | came up with the cost of equity.
10 the case, and because of situations with being mobilized 10 [Is that your guestion?
' 11 with the military, [ had to take this case on. 11 Q. Yes.
: 12 Q.  And did Mr. Bible provide you with a draft i2 A.  Well, I think that's -- that's the
| 13 of the information that he already calculated prior to 13 important thing to understand here. The cost of equity
14 being mobilized? ' 14 that I arrive at is not necessarily going to be an
' 15 A.  Ibelieve some of the schedules were -- 15 indication of what the return on equity is going to be. A
' 16 were currently in process. 16 company can earn more than its cost of equity. [t can
17 Q. So who actually made the mistake, then, 17 earn less than its cost of equity.
. 18 using the June 30th numbers, you or Mr. Bible? 18 Just because a company earns a return on
l- {9 A. Tl take responsibility for that. I think 19 equity of 18 or 19 percent in ane year because the weather
20 it's my mistake. I should have caught that before it was 20 was extretnely cold doesn't mean that that makes my cost of
21 submitted. 21  equity recommendation of 9 percent inaccurate.
l 22 Q. And in the documents that he gave you, was 22 Q. And when - tell us, how do you believe
' 23 he using the June 30th numbers as well? 23 that you comply with the Daubert standard in submitting
24 A. [ think the initial -- the initial start of 24 your testimony?
l 25 the schedules was the June 30th data. Once we determined | 25 A.  Can you explain what the Daubert standard
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l‘ 1 is? 1 selecting companies that were operating within the same
2 Q. Have you ever heard of Daubert? 2 mdustries, that's why they call it a pure play analysis,
’ 3 A. No. 3 is probably the most critical aspect of picking companies
l| 4 Q. Do you know whether Missouri's a Daubert 4 that are comparable to the company you're trying to
‘ 5 state or not? 5 compare them to.
6 A. No. 6 Q. Move to strike that as nonresponsive.
7 MR. FRANSON: Objection. That calls for a 7 The question 1s, what methodology did you
'/ 8 legal conclusion. That 1s not in his testimony. 8§ use to determine that that is an accepted procedure, the
9  Therefore, it's -- 9 criteria that you used? You list certain criteria, right?
10 MR. HERSCHMANN: Well, he's got a section 10 A, (Witness nodded.)
11 onlegal. Let me see. 1l Q. Isthat correct? You have to answer
I 12 MR. FRANSON: Daubert is not mentioned. If 12 verbally.
I3 itis, point it out and go from there. 13 A.  Yes.
‘ 14 MR. HERSCHMANN: Doesn't make a difference 14 Q. What methodology did you use under the
I 15 if it's mentioned or not. You can answer the question. 15 Supreme Court standard to determine whether or not that's
16 BY MR. HERSCHMANN: 16 acceptable?
17 Q. You have a section in your testimony for 17 A.  The methodology is a commonly recognized
18 every case that you've submitted testitnony on behalf of 18 way to come up with a comparable group is through looking
l 19 the Missouri Commission dealing with legal issues, right, 19  at companies within the same industry. I don't know that
20 legal criteria? 20 you have a scientific methodology for that. It's -- |
21 A.  Yes. Excuse me. Not every testimony. 21 recall specifically seeing something from a mergers and
22 Every major rate case, rate of return testimony. 22 acquisitions conference where they indicated the No. |
: 23 Q. [I'msorry. Have you ever heard of Daubert? 23 issue to look at when choosing comparable companies is
24 A. No, I haven't. 24  whether a company's in the same industry, because that's
! 25 Q. Have you ever reviewed the Federal Rules of 25 the way you determine whether or not they're in an
]
o Page 47 Page 49
' I I Evidence? 1 industry that has equivalent business risk and other sorts
h 2 A.  Wo, I haven't. 2 ofrisk that are involved with that, such as regulation
3 Q. Have you ever looked at any cases dealing 3 and things of that nature.
l 4 with qualifications or basis for submitting expert 4 I don't think that there's -- there's any
5 testimony? 5 scientific issue there as far as understanding that --
6 A.  No, haven't, 6 that that will give you a comparable group of companies.
; 7 Q. Have you ever tested the methodologies that 7 . MR. HERSCHMANN: Move to strike that again
l 8 you are using to make sure that they comply with the 8 asnonresponsive. Let me -- .
9 Supreme Court precedents as it relates to expert 9 MR. FRANSON: Well -- :
10 testimony? 10 MR. HERSCHMANN: You can say objection and 1
I 11 A. No, I haven't. 11 it's preserved. I mean - ;
12 Q. The canned testimony that you've continued 12 MR. FRANSON: Well, hold on. There's also
) 13 to use as to the parameters for selecting proxy groups, 13  going to be a response here. You havea --
14 what methodology did you use to verify that that is an 14 MR. HERSCHMANN: If you're going to give a
lJ 15 accepted methodology in this industry? 15 speaking objection, I'm going to ask the witness to step
16 A.  The methodology of the discounted cash flow {6 out, or we can take a break and we can make a record and
17 model? 17 then go forward. | mean, I'm going to get the answer to
18 Q. Not the discounted cash flow. The issue of 18 these questions. We can go about it different ways.
I 19  the cniteria you used to select the proxy group. What 19 MR. FRANSON: That's not what we're talking
20 methodology did you use to test whether or not that's 20 about.
21 accepted in this industry? 21 MR. HERSCHMANN: All right.
‘lj 22 A, You're referring to the criteria that | 22 MR. FRANSON: Why don't] --
23 used to select my comparable companies? 23 MR, HERSCHMANN: Well, let me -- we'll go
24 Q. Right. 24 on for a second, and then we'll take a break and make a
25 A, It's fairly widely recognized that 25 record.
K ] |
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11 MR, FRANSON: No, we aren't going to move 1 MR. HERSCHMANN: We're doing this pursuant
2 on, The problem is -- 2 to the federal rules, which are applicable, or to the
3 MR. HERSCHMANN: Hold it. Hold it. Let's 3 Missouri rules, which are applicable in depositions. |
4 dothis. Let's take a break. You can step out, stop the 4 can pull out the statutes that tells you it's applicable.
5 video, then we can make a record. We don't have to have 5 I'm sure you know that. So we're taking the depaosition in
6 speaking objections with the witness here. All vight? 6 compliance with the rules. The rules specificaily say
7 So-- 7 what type of objection you can make.
B MR, FRANSON: Now, wait a minute. Why do 2 MR. FRANSON: Which Missouri rule says
G you want the witness out? You made all your objections in 9  that?
10 front of the witness. Why do you want the witmess out? 10 MR. HERSCHMANN: 1think [ can get them.
11 What's the purpose of that? 11 Justa minute.
12 MR. HERSCHMANN: Because the rules require j 12 MR. FRANSON: What I'm trying -
13 that you either make an objection, you can move to strike 13 MR. HERSCHMANN: Wait a minute. ['ll get
14 the testimony, you can state the basis for the objection. i4 them. | have no problem getting the book out.
15 MR. FRANSON: That's what I'm trying to do, 15 MR. FRANSON: What I'm trying to dois
16 and that's what you're not altlowing me to do. 16 state my objection. I'm not in any way suggesting you
17 MR. HERSCHMANN: You can say objection {7 can't ask your questions and get answers.
18 form, which is really all you need to do to preserve it. 18 MR. HERSCHMANN: Right. Right. [f you --
19 Right? After that, there are na other objections. And if 9 MR. FRANSON: But if you would fet me
20 you're going to make a speech as io -- and [ don't know 20 finish --
21  what you're going to say yet. 21 MR. HERSCHMANN: Well, { don't -- well, my
22 MR. FRANSON: That's the problem, you 22 only concern is 1 don't know what you're going ta say, and
23 don't 23 normally the objection is to form. Everything else is
24 MR. HERSCHMANN: That -- that's why if it's 24 preserved, Right? So if you want me to, you know, pull
25 going to be any type of speaking objection, all right, 25 out the rules that apply, all right, then ['ll pull out
J
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1 then I'm going to excuse the witness. If you want to say 1  the rules that apply.
2 objection and want to address it during a break, I'm more 2 MR. FRANSON: QOkay. At some point is it my
3 than happy to do that, 3 turn?
4 MR. FRANSON: Okay. Is it my turmn now? 4 MR, HERSCHMANN: Sure. Aslongas it's not
5 MR. HERSCHMANN: Well, I don't know what 5 aspeaking objection, it's always your turn.
6 you're going to do. If you're going to tell me -- 6 MR. FRANSON: Okay. You have made repeated
7 MR. FRANSON: That's right. 7 motions to strike based on nonresponsive. The problem I'm
8 MR. HERSCHMANN: Then let's do this. Let's & having with that is, just because you don't like his
9 take a break. We can discuss it off the recard and then 9 answer, that does not mean it's nonresponsive. So what
10 come back on. 10 I'm asking is, each time you do that, we can do it one of
11 MR. FRANSON: No, I don't want to discuss 11 two ways. one, we can respond at that point, or two,
12 it off the record. I want to discuss it on the record, 12 later on we can take it up with the RLJ if you ever offer
13 MR. HERSCHMANN: Well, we can do it on the 13 any or all of this into evidence or anyone ¢lse does.
14 record. I'm not going to et you make -- 14 But I want it clear that just because you
15 MR. FRANSON: Then let's do it on the 15 don't like his answer, that does not mean he's not being
16 record. 16 responsive.
17 MR. HERSCHMANN: Then let's go off the 17 MR. HERSCHMANN: Oh, I completely agree
18 video. We're going to take a break off the video, You 18 with you. I'm doing this solely to preserve the record so
19 can leave the transcript. Can you step out of the room, 19 if we go to court one day, the court’s going to rule upon,
20 please? 20 whether it be the RLJ level or in -- at the courthouse,
21 MR. FRANSON: No, he is not going to step 21 we're going to get a ruling from a judge as to whether or
22 out. You seern to have this desire -- 22 not the question { asked and the answer he gave is
23 MR, NIEHAUS: Still on the record? 23 responsive.
24 MR. FRANSON: Yeah, 1 want still on the 24 It's my subjective view, but | need to
3 25 record. 25 preserve the record that way. That's the only way to do
_‘.!
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it 1 order to be able to review and determine what's
2 MR. FRANSON: That's fine. 2 appropriate within a growth rate. If you have a new
3 MR. HERSCHMANN: If I had the ability to 3 company, then the information that you have is fairly
4  strike the testimony, I'd strike it left and right. No 4 limited.
5 one's provided me with that authority, So -- 5 Now, as far as how they specifically
6 MR. FRANSON: Olay. : 6 address that in the textbook, I don't recall.
7 MR. HERSCHMANN: [ apologize, then, becatise 7 3. Have you ever seen any textbool that have
8 [ didn't understand where you were going. All right. Let 8 used the criteria that you've used in your testimony here
9  me just -- a couple questions, and then we'll take a 9  to select the comparable companies?
10 break. Okay? 10 A.  All these critenia?
11 BY MR. HERSCHMANN: 11 Q. Yes.
12 Q. Have you read -- well, let's start with 12 A. Intheir entirety? [ don't recall
13 Professor Morin. You said there were two textbooks that 13 specifically anything where it sets out the specific
14 you primarily rely upen. Do you remember giving testimony { 14 criteria [ have here.
15 inthe 2001 case, you said Professor Morin's testimony 15 Q. Andisit accurate that you just adopted
16  and -- I'm sorry -- Professor Morin's book and there was 16 this criteria from what was given to you in the prior
17 ancther book. Do you remember the name of that? 17 prepared testimony, or at least most of the criteria?
18 A, Yes. It was David Parcell's book, The Cost 18 A. Partofit. Ibelieve I added something as
19 of Capital, A Regulatory Practitioner's Guide. 19 far as the capitalization. This is adopted from testimony
20 Q. Do either one of those primary sources use 20 that [ wrote in the fast MGE rate case. 1 don't see that
21 the criteria that you list in your testimony as to how to 21 it's inappropriate. I think it's very appropriate
22 select comparable companies? 22 criteria and continues to be pertinent to the case at
23 A, ldon'trecall if there's any as far as the 23 hand.
24  specifics. 1 do believe that within those textbooks it 24 Q. 1understand that's your opinion. What I'm
25 refers to selecting companies within the same indusiry. 25 trying to understand is whether or not you made any effort
!
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1 That is one thing I recall that's extensively throughout 1 to validate the criteria that you've used based on
2 both of those textbooks, whether or not it's -- ifit's a 2 accepted methodologies in the regulatory finance by either
3 natural gas company, whether or not if's in the natural 3 using Professor Morin, Professor Parcell or any other
4 gas industry; if it's an electric company, whether or not 4 recognized expert in the industry?
5 it's within the electric industry. I think you'll find 5 A.  Ithink this might help with the -
6 that within that textbook there's quite a few references 6 Q. I'msorry.
7 tousing, you know, those type of companies as comparable 7 A. - with the iss-- well, could you define
8 companies. 8 methodology? You keep on saying regulatory methodology.
g Q. Yourepeated several times that it'd be in 9 Please define methodology. What do you mean by
10 the natural gas industry, and 1 know that you've been 10  methodology?
11  deposed previously as to whether or not these criteria 11 Q. Did you use -- well, withdrawn. :
12 have anything to do with comparabte risks. Do you 12 Did you use any type of methodology in your ‘
13 remember that? 13 testimony in this case? -
14 A, Yes. 14 A, Yes, Idid.
15 Q. And I think it's three times now that 15 Q. Okay. What methodology did you use?
16 you've said that they're in the natural gas industry. 16 A. The methodology | used incorporates many
17  Other than being in the natural gas industry, are there 17 things as far as all the cost of capital models that |
18 any other criteria that you used that have been accepted 18 used, the criteria [ used to select comparable companies,
19 by either Parcell or Professor Morin? 19 the various ways of estimating growth rates within the
20 A. [don'trecail. They may -- they may have 20 discounted cash flow model, the evaluation of the current
21 acouple of them as far as the capitalization iess than 21 interest rate environment.
22 5 billion; of course, not that specific amount. They may 22 There are many things. This is not
23 have something in there. Whether ot not there's enough 23 something you can narrow down to one specific thing that
24 information available, obviously that's something that any 24  is a methodology that encompasses the entire cost of
. 25 analyst has to -- you have to have enough information in 25 capital analysis. There are many things that come into
I N
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1 play. 1 the debt at Panhandle was -- was less costly than actually
2 And picking comparable companies based on 2 the debt at the gas distribution level. [ believe one of
3 the fact that they're in the same industries is entirely 3 the concerns within the Panhandle acquisition was whether
4 appropriate and probably the most important criteria to 4 or not there was going to be any increased cost of capital
5 use, which I'd like to add that the subset of my 5 that's going to result from that acquisition being
6 comparable companies is within Mr. Dunn's comparable 6 attempted to be passed on to the MGE ratepayers.
7 companies. 7 Q.  And you didn't want that to happen, right?
8 Q. Did you consult with Mr. Dunn before you 8 A, No. lthink tt's inappropriate for that to
9 gave your testimony? 9 happen.
10 A. No. Iread his testimony, 10 Q. You wanted Panhandle to be sepregated,
11 Q. And the criteria that you've used you used 11 right?
12 over and over again -- withdrawn. 12 A.  We attempted to have Panhandle sepregated.
13 You said when you wrote the testimony in 13 Q. And eventually Staff signed a stipulation,
14 2001 you used this criteria, and previously you told us 14 right?
15 that you pot the testimony from someone else and the 15 A, Idon't think we agreed that it was
16 criteria were already there, right? 16 segregated.
17 A. Yes. 17 Q.  Are you saying that Staff signed a
18 Q. So you didn't create these criteria out of 18 stipulation reaching an agreement with Southern Union that
19 the blue yourself, someone else handed it to you, meaning | 19 was then so ordered by the Missouri Commission and you
20 Mr. Bible, right? 20 didn't agree with the terms that were part of it?
21 A. 1confirmed that they were appropriate. 1 21 A, Isubmitied testimony and there was a
22 don't - I don't write testimony unless I'm comfortable 22 Stipulation & Agreement that was achieved. Obviously
23 with the criteria that's used. 23 there's individuals that are in charge that decide what's
24 Q. Now, you've said now I think it's five 24  appropriate for a Stipulation & Agreement. There are many
25 times that the companies in the same industry, and 25 times there are things that are in Stipulation & Agreement
Page 59 Page 6!
1 Mr. Dunn actually used all the companies that are in the 1 that --'that 1 don't necessarily -- you know, that aren't
2 natural gas LDC industry, right? 2 part of my issues. So, [ mean, there's been confirmation
3 A, I'd say he used companies that are actually 3 that there's not separation of Panhandle and Southem
4 not just natural gas distribution, they're -- they have 4 Union. :
5 some nonregulated, more so -- more nonregulated in his 5 Q. Make sure we're clear. Do you disagree
6 comparable companies than are in my comparable companies. 6 with the terms of the stipulation that was signed by the
7 That would explain why the business risk profile in some 7 Staff and Southern Union and then ordered by the
8 of his companies is higher than what a typical natural gas 8 Commission? Are there terms of that stipulation that you
9 distribution company is. 9 disagree with?
10 Q. Do you recall submitting testimony in 10 A.  There were compromises made, I'm not
11 relationship to Southern Union's acquiring Panhandle? 11 saying that [ disagree with them. I'm saying there's
i2 A, Yes. 12 compromises that are made in any type of Stipulation &
13 Q. Were you truthful in that testimony? 13 Agreement,
14 A, Yes. 14 Q. And you told us previously that there is no
15 Q. Did you review that testimony with other 15 claim that Southem Union or MGE have violated any
16 members of the Missouri Staff prior to submitting it? 16 agreements or orders with the Missouri Commission or
17 A, Yes, I did. 17  Staff, nght?
18 Q. Anything in that testimony that you now 18 A.  Not as of this point in time, no.
19 realize was completely incorrect? 19 Q. s Panhandie’s debt nonrecourse to Southem
20 A. [ don't know if there's anything in there 20 Union?
2t that was completely incorrect. Not that I recali. 21 A, Yes,itis.
22 Q. Was there anything that you've changed your 22 Q. Do you have any reason to believe that
23 testimony saying, ['ve looked at it now and [ was wrong 23 that's been changed, that the debt that is now passed on
24 when ! said these things? 24 to Southern Union can affect MGE customers?
25 A, Well, I was surprised to find that the -- 25 A.  The - the debt is rec-- nonrecourse. That
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i doesn't mean that there isn't any possibility of impact on 1 that's correct.
2 MGE's customers in the future. 2 Q. What is your definition of nonrecourse?
3 Q. Do you have a reason to believe that 3 A.  If Panhandle should go bankrupt, then the
4 nonrecourse debt is going to impact MGE's customers in the 4  debtholders of -~ of the Panhandle debt cannot go after
5 future? 5 Southern Union's assets if bankruptcy should oceur.
6 A, If -- the debt itself being nonrecourse is 6 Q.  What are the pricrities that you understand
7 really not the issue. As ! explained in my testimony, at 7 toexist in a bankruptcy proceeding as it refates to debt,
8 one time Southern Union had a business risk profile of - § common equity, preferred stock, bondholders? What's your
9 three. Panhandle on a stand-alone basis had a business 9 general understanding?
10 risk profile of five. Now on a consolidated basis, the 10 A, QObviously the common stockholders are last
11 business profile of Southern Union on a consolidated basis 11 inline. Then comes preferred, depending on what type of
12 is now a four. 12 preferred. There's some hybrids out there nowadays, 1
13 Now, if that's happened, then because of 13 believe Southern Union had some TOPrS, which isa -- it's
14 the fact that Southern Union consolidated, which includes 14 ahybrid. So that would be more or less classified as
15 MGE, has a higher business risk profile, the credit rating 15 debt, and more subord-- that would be subordinate to the
16 agencies are going to require more stringent financial 16 senior debt. And then comes debt, as far as within the
17 ratios in order for Southern Union, which includes MGE, to 17 context of a bankruptey proceeding,
18 maintain any specific credit rating. ) 18 Q. You mentioned TOPrS. What do you
19 S0 yes, it is having an impact on the way 19 understand TOP:S to be? What does the acronym stand for?
20 Southem Union is going to be able to finance MGE's 20 A, Trust obligated preferred securities. It's
21 operations. 21 something that | believe Enron initiated back in the early
22 Q.  What's the basis for that statement? 22 '90s. They were one of the first ones to use the
23 A, Standard & Poor -- my review of Standard & 23 security, and it was a way to issue a security that had
24 Poor's analysis. 24 the characteristics of debt, the tax deductibility of
25 Q. How often do you personally consult with 25 debt, but at the same time 1t was receiving some weight as
;
Page 63 Page 05
1 anyone at Standard & Poor's? 1 equity with credit rating agencies.
2 A, Itdepends. It'sjustifthere's specific 2 Q.  You understand that TOPS is trust
3 questions on maybe a research report or -- or maybe some 3 originated preferred securities?
4 issues we have going on with a case. Once every few 4 A.  Trust originated preferred securities,
5 months. 5 correct. And it goes by quite a few different names, just
6 Q. Who do you talk to at Standard & Poor's? 6  like some of these other trade-type financings, there's -
7 A. ldon' talk to any one consistent analyst, 7  sometimes it's hard to narow down because there's all
§ because obviously there's various analysts that follow 8 sorts of names for them.
9 companies. 1believe I've talked to Judith Waite at one 9 Q. Do you understand that Merrill Lynch
10 time. I've talked to -- some of these names, I'm 10 created TOPrS, not Enron?
11 just-- are not coming to mind. [ know there's one that I i1 A. Enronusedit. [ don't know that Merrill
12 talk to more often than not, and for whatever reason, his 12 Lynch -- I mean, if they created it, 1 don't know,
13 name's not coming to mind. 13 Q. Do you know if the Missouri Commission ever
i4 Q. Has anyone from Standard & Poor's told you i4 considered whether TOPrS are debt or equity?
15 testirnony that you just gave us or is that your 15 A. Ibelieve they did.
16 interpretation of their change in risk profile? 16 Q. What did they determine?
17 A.  It's documented within Standard & Poor's 17 A.  They determined it was equity.
18  reports. 18 Q. You said that Southem Union and Panhandle
19 Q.  So this is not your opinion, you're just 19  were not segregated. What do you mean by that? In what
20 telling us what you think Standard & Poor's says? 20 way are they not segregated?
21 A, I'mtelling you what [ know what Standard & 21 A. For all intents and purposes, their
22 Poor's says. 22  operations are, you know, considered part of the corporate
23 Q. But you didn't write any commentary on 23 family. I've seen some comments with Standard & Poor's
24 that, you're reading someone else's stuff and you're -- 24  that indicates that cash is going to flow fieely between
- 25 A.  Yes. I'mrelying on their commentary, 25 Panhandle and Southern Union because it is an integral
]T b WA L R A R e LSRRG W R BN o LR AT IR I N et i L g " VAR AL AL L AL g e A e &.‘.‘:‘ TR 3 o N NS S 5 A ~ o BRI L B e XL "1‘4']?
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| part of the business. There really isn’t anything ] MR. FRANSON: At some point here in the

2 specifically separating the two, which is evidenced by the 2 next few minutes, could we take a break?

3 fact that they have the same credit rating and Standard & 3 MR. HERSCHMANN: Sure. Literatly 'm

4  Poor's have said that they will continue to have the same 4 almost there.

5 credit rating because they view it as a consolidated 5 THE WITNESS: Let me back up. You wanted

6 enterprise and the credit risk of one is the same as the 6 to know one other -- one other person 1 talked to at

7 credit risk of another, and because of the fact that they 7 Standard & Poor's, Todd Shipman. [ don't know why [ just

8 feel that management wili pay the debt service at Southern & thought about that, but I did.

9 Union or Panhandle in however way it can, regardless where 9 BY MR. HERSCHMANN:

10 the money comes from. 10 Q. Notaproblem. Thank you. Todd Shipman?

i Q. Can Southern Union guarantee any of il A. Todd Shipman.

12 Panhandle's obligations? 12 Q. So-- we're almost at a break. [ apologize

13 A. 1believe that was a condition in the 12 we've gone this long.

14  merger case where it was said that we would not allow them 14 Now, you said the investors are the whole

15 to. 15 range. You mean shareholders, bondholders, preferred

16 Q. And did Southern Union agree to that 16 stock, the full range of investors, right?

17  condition? 17 A.  Anybody that invests capital into the

18 A.  Ti's in the Stipulation & Agreement, so | 18 company, that's correct.

19 believe that's the case. 19 Q. And when S&P gives a credit rating, what
20 Q.  Soare you now saying that Southern 20 are they taking about?
21 Union -~ it's your testimony that Southern Union intends 21 A, They're talking about the creditworthiness
22 to violate that agreement? 22 of the company as far as its ability to meet the interest
23 A.  I'mindicating what Standard & Poor's says, 23  expense on the debt cutstanding.
24 that if there's -- if the management‘nccds to do it, they 24 Q. And when you have a credit rating, they
25  will — cash will go to pay the debt service at -- at 25  rate your debt, right?

Page 67 Page 69

1 Panhandle or Scuthern Union. 1 A, They can rate specific debt issuances.

2 Q. [ want to make sure ['m very clear on this. 2 They also have a corporate credit rating which evaluates

3 Are you now saying that Standard & Poor's says that if’ 3 the overall creditworthiness of the company.

4 Panhandle goes into bankruptey, Southern Union is going to 4 Q. And Southern Union's BBB credit rating --

5 violate an Order of this Missouri Commission to which the 5 withdrawn,

6 Staff had stipulated and signed an agreement with Southern 6 What is the rating on Southern Union’s

7  Union based on what S&P says? T debt?

8 A.  I'm not saying that they will viclate. I'm 8 A.  Right now it's BBB with S&P.

% just indicating that this is what Standard & Poor's sees 9 Q. And do you agree that the stipulation and

10 as far as when they evaluate the creditworthiness of the 10 order from the Missouri Commission forbids the flowing of

11 company. 11 cash freely between the Panhandle and Southern Union

12 Q. Did you ever contact S&P and tell thern, by 12 entities? ]
13 the way, while I'm talking to you, you said this, but are i3 A, 1believe there was a condition that ‘
14 you aware of the order and the stipulation that says 14  referred to restrictions on cash down to Panhandle, not
15 Southern Union is prohibited from doing it and has agreed 15 necessarily cash up from Panhandle.
16  not to doit? 16 Q. And you have no reason to believe, sitting i
17 A. No, I haven' talked to them specifically 17 here today, that Southern Union has or will violate that ‘5
18 about that. 18  agreement, right?
19 Q. Do you recall that the Supreme Court talks 19 A. [ don't have any evidence that they -
20  about balancing the interests of customers and investors? 20 violated. ]
21 A, Yes 21 Q.  Or that they will do it, right?
22 Q.  What do you understand investors to be? 22 A. Idon't know if they will violate it. :
23 A. Investors can be the whole range, your debt 23 Q. Do you have any evidence?
24 investors, your equity investors, your preferred stock 24 A. Idon't have any evidence. | mean,
25 investors, the whole gambit. 25 obviously if it is violated in the future, that would have
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1 to be determined at that point in time. 1 repulatory finance?
2 Q. Right. I'm asking you, sitting here today, 2 A.  He's one of the most widely quoted, that's
3 do you have any evidence that Southern Union intends to 3 correct.
4 violate any provisions of the agreement? 4 Q. And you've testified previously that you
5 A.  No, [ don't have any evidence that Southern 5 read his book and relied upon it, right?
6 Union intends to viclate that provision. 6 A.  I've read his book and relied on portions
7 MR, HERSCHMANN; Why don't we take a break? 7 of his book.
8 MR. NIEHAUS: We're going off the record at g Q. Anything in Professor Morin's book that you
9 10:30 am. Off the record. 9 deem to be incorrect?
{0} (A BREAK WAS TAKEN.) 10 A, [I've had disputes with some of his
11 MR. NIEHAUS: We're back on the record at 11 judgments on the discounted cash flow model and whether or
12 11:04 am. [2  not it deserves an upward or a downward adjustment because
13 BY MR. HERSCHMANN: 13 of some contradictions [ found within his book.
14 Q. Before we broke -- and, again, [ apologize 14 Q. You're not a professor of finance, right?
15 for the exchanges that counsel and I have had, and we've 15 A.  No, 'mnot.
16 agreed not to talk over each other -- you mentioned seeing 16 Q.  Youdon't lecture at any universities,
17 Professor Morin's book that I had sitting here, and you 17 right?
18 told us earlier that you had read his book; is that right? 18 A.  No, [ don't.
19 A, Yes. 19 Q. You're not - you've never lectured on
20 MR. HERSCHMANN: Can you mark this, please, 20 finance for the regulatory industry at the Center for the
21 as Exhibit 27 21 Study of Regulatory Industry, right?
22 (MURRAY EXHIBIT NO. 2 WAS MARKED FOR | 22 A, No, [ haven't.
23 IDENTIFICATION BY THE REPORTER.) 23 Q. Do you have a bachelor's degree in
24 BY MR. HERSCHMANN: 24 elecirical engineering?
25 Q. Can you take a look, just take a moment to 25 A, No,Idon'
]
Page 71 Page 73
I read Murray Exhibit 2 to yourself. 1 Q. Do you have a Ph.D. in finance?
2 MR. FRANSON: Mr. Herschmann, this Murray 2 A.  No,ldon't
3 Exhibit 2, besides having some information about 3 Q. You haven't lectured at Wharton, right?
4 Dr. Morin, has other things in the background, various 4 A.  No, Lhaven't. :
5 equations and things like that. 5 Q. You haven't lectured at Dartmouth College,
6 MR. HERSCHMANN: 11 show you the book. 6 right?
7 That's what - 7 A. No.
8 MR. FRANSON: Oh, okay. So it is actually 8 Q. Youdon't give any seminars on regulatory
9 the back cover of the book. Okay. Thank you. 9 finance, right?
10 MR. HERSCHMANN: So the record is clear -- 10 A.  No.
11 MR. FRANSON: That's what I needed to know. i1 Q. You haven't written any articles about it, .
12 MR. HERSCHMANN: -- what Murray Exhibit 2 12 right?
13 isis a photocopy of the back portion of this book that i3 A, No. I
14 was published in 1994, 14 Q. Have you been quoted in any regulatory A
15 THE WITNESS: It's fun rate of return type 15 finance periodicals or books as being an authoritative
16 of equations. That's what's on the back, for purposes of 16 figure?
17 therecord. Yes, I've read it, 17 A.  Not that I'm awate of.
18 BY MR. HERSCHMANN: 18 Q. Have you ever been gualified as an expert
19 Q. And would you agree that Dr, Mor-- I'm 19 i any court in the country?
20 sorry - Professor Morin is an expert on regulatory 20 A.  Pve been qualified as an expert in front
21 finance? 21  of the Missouri Public Service Commission, but not -- {
22 A, Thelieve he's an authoritative figure, 22 haven't testified in court.
23 that's corect. 23 Q. Okay. Let me -- please listen to my
24 Q. And do you betieve Professor Morin to be 24 question carefully, then. With all due respect, | move to
25 one of the feading authoritative fipures in the country on 25 strike the fast part -- the [ast answer as not responsive.
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1 Has any court, any judge sitting in a 1 attomey/client.
2 courtroom, either state or federal level, designated you, 2 MR. HERSCHMANN: Are you instructing him
3 admitted you as an expert witness? 3 notto answer?
4 A. Notin court, no. 4 MR. FRANSON: On that question, yes, [ am.
5 Q. Did you ever read Dr. Morin's earlier 5 BY MR. HERSCHMANN:
6 treatise on the cost of capital that was published in 6 Q. Letme seeif ! can break it down. What
7 19847 7 did you discuss with Mr. Schwarz -- withdrawn.
g A.  Maybe portions of it. & Mr. Schwarz is one of the attorneys at the
9 Q.  Where did you obtain that version of the 9  Commission, right?
10 book? 10 A.  Yes, heis. )
11 A.  We had that in our department as well. 11 Q. What did you discuss with Mr, Schwarz as it
12 Q). Have you ever acted as an -- withdrawn. 12 relates to the submission of your testimony in this
13 Have you ever submitted any testimony on 13  matter?
14  behalf of any companies previously? 14 MR. FRANSON: Objection, and the witness is
5 A.  No, I havenot, 15 directed not to answer on the basis of attomey/client
16 Q. Have you ever appeared before any other 16 privilege.
17 commissions other than the Missouri Commission? i7 BY MR. HERSCHMANN:
18 A.  No, [ have not. 18 Q. Did you discuss -- well, withdrawn.
19 Q. Do you ever receive any calls for any 19 Did you provide drafts of your submitted
20 consultation from any regulatory agencies asking for your 20 prepared testimony to any attorneys for review prior to
21 opinion on rates of return? 21 submission?
22 A.  Not specifically on rates of return, no. 22 A, Yes, 1did.
23 Q. And it's your testimony that things that 23 Q. And which attomeys did you provide it to?
24 are contained in Dr. Morin's book that you've acknowledged 24 A. Mr. Bob Berlin, Mr. Robert Schallenberg,
25 as one of the leading cited treatises in the country you 25 Mr. Tim Schwarz.
i
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1 disagree with? 1 Q. Is Mr. Schallenberg an attorney?
2 A, There's a contradiction, yes, there is. 2 A. Did 1 say Mr. Schallenberg?
3 Q. Did you ever contact Dr. Morin to inform 3 Q. Yes.
4 him that you disagree with what he says? 4 A, ['msorry. [ meant Mr. Robert Franson,
5 A. No. 5 Q. And did you receive-comments back from any
6 Q. Did you ever send any letters to the 6 of the attorneys on your testimony?
7 publishers to say that Dr. Morin is wrong? 7 A, Yes, 1did.
8 A, No. 8 Q. Did you adopt those comments into your
9 Q. Have you ever heard any court rule that 9 testimony?
10 Dr. Morin's application of the information as contained in 10 MR. FRANSON: Objection as to
11 his book is inaccurate? 11 attomey/client, and the witness is directed not to answer
12 A. T'mnot aware of such. 12 that question.
13 Q. Did you determine that Dr. Morin was wrong 13 BY MR, HERSCHMANN:
14 back in 200} when you submitted your testimony in this 14 Q. You mentioned previously that in
15 case? 15 relationship to Panhandle, there's the potential that it
16 A. No. 16 could affect MGE customers. Do you remember that
17 Q. Now, you told us previously that in 17 testimony?
18 preparing your testimony you constlted with the two 18 A, Yes.
19 attomeys that were here, right? 19 Q. And did you mean that it could affect MGE
20 A, Yes. 20 customers in relationship to rates?
21 Q. And you spoke to Mr. Schwarz, right? 21 A. Yes.
22 A.  Yes, 22 Q. How do rates get imposed in the state of
23 Q. And can you tell us what you discussed with 23 Missoun?
24 each of the attomeys about your testimony? 24 A. Idon't understand your question.
125 MR. FRANSON: Objection as to 25 Q. Well, can MGE just increase their rates if
. %{‘.ﬁ;. ot S ST N Sy PRy T S SR D 2T S IR Tarers 1 s
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1 they wanted to? 1 Commissioners themselves are going to allow Southern Union
2 A.  Unilaterally? 2 to disregard the Commission's order as it relates to
3 Q. Right. 3 Southemn Union's acquisition of Panhandie?

4 A. No. 4 A. No,[donot.
3 Q. Do they actually have to file an 5 Q. Now, when you selected your proxy group,
6 application with the Missouri Commission? 6 you pulled information from 2002; is that right?
7 A.  Yes, they do. 7 A. For the -- yeah, for selection of the
8 Q. And then do Staff become a party to that 8 criteria. Let me just refer to my testimony here.
9 proceeding? 9 Q. Sure.
10 A.  Yes, we do. 10 A.  Actually, the information in order to -~ to
11 Q. Does the Office of the Public Counsel 11 determine the comparable group was based on the natural
12 become a party to the proceeding? 12 gas industry summary from Edward Jones as of
13 A.  Typically they do. Yes, they do. 13 December 3tst, 2003. So that, you know, is not
14 Q. Isthere potential for other parties to 14 necessarily 2002 calendar year information.
15 intervene and join the matter? 15 Q. When you took the five-year averages, and
16 A.  Yes. 16 if you look at Schedule 15-2, you selected that from 1997
17 Q. And then after that occurs, does the 17 and 2002, right?
18 Missouri Commission make a decision whether or not to 18 A, Yes.
1% authorize an increase in rates? 19 Q. And were the 2003 financial numbers
20 A. Ifit proceeds to hearing and goes through 20 available to you as of April 15th of 20047
21 the full litigation process, that's correct. 21 A, ldidn't do my study as April 15, 2004.
22 Q. So if, for argument's sake, you were right 22 That's the date the testimony was filed. The time the
23 that S&P's statement that cash will flow freely between 23 study was being performed, the only information that we
24  Panhandle and Southern Union and it would impact Missouri | 24 had at our disposal was ValueLine's rating reports as of
25 ratepayers, Southern Union would have to go back to the 25 December 19, 2003.
Page 79 Page 81
1 Missouri Commission to get approval, right? 1 Q. Do you know whether or not -- or how many
2 Let me withdraw that question. That wasn't 2 weeks before your testimony was submitted that 2003
3 clear. [ apologize. 3 numbers came out?
4 You told us that S&P has said that cash 4 A Udon't recall.
5 will flow freely between Panhandie and Southern Union, 5 Q. Ifthe 2003 numbers were available several
6 right? 6 weeks before you submitted your testimony, was there a
7 A.  Yes. 7 reason you didn't use 1998 to 20037
) Q.  And youtold us you had a concem that 8 A. The study had already been performed. 1
9 Missouri ratepayers may be impacted negatively by Southern 9 didn't see any reason to -- I don't know if it was
13 Union's investment of Panhandle, right? 10 available or not. A lot of times the information that is
11 A.  That's a possibility, yes. 11 available is estimates because the annual reports that are
12 Q.  And the only way that the ratepayers can be 12 filed by the companies can be fairly late in the game and
[3  impacted negatively is if the rates go up, right? 13 when we're already doing our analysis.
14 A.  Idisagree with that. 14 Q. Ifthe 2003 information was available and
15 Q. Well, let's talk about on a financial 15 that would drastically change the numbers contained on
10 basis. If Southern Union -- withdrawn. 16  Schedule 15.2 and forward, would that cause you any pause
17 If MGE wants to charge more money to 17 in changing your recommendations?
18 Missouri ratepayers, they have to get permission, right? 18 A. No.
19 A.  Yes 19 Q. When you did the 1997 to 2002, did you take
20 Q.  And the Missouri Commission can say no, 20 the numbers in 1997 and the numbers in 2002, or did you
21 right? 21 use the data for all the preceding -- succeeding years?
22 A, Yes 22 Do you understand my question?
23 Q. And they can get no increase, right? 23 A. 1don't understand your question.
24 A.  It's a possibility, yes. 24 Q. Sure. When you took the annualized
.25 Q. Do you have any reason to believe that the 25 compound growth rates, did you take the numbers in 1997
II P B N T e o S o T A R T e e e e e ST T PP e
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1 and the numbers in 2002 and then determine what the growth 1 And when | reviewed that, | realized that
2 rateis, or did you take 1997, 1998, 1999, 2000, 2001 and 2 Southern Union was attributing 646,818,000 common equity
3 then 20027 3 to Panhandle's operations, along with the assumed debt of
4 A.  What you're referring to is -- and I'm 4 1.205 billion -- that's a round figure -- of long-term
5 going to kind of add some words to what you -- the 5 debt, which includes current maturities on that debt.
6 question you asked. What you're referring to is an 6 And then in order to determine what the
7 arithmetic average, [ believe, of 1997, 1998, 1999, 2000, 7 capital structure may be if you excluded Panhandle, you
8 2001, 2002. If you're doing an arithmetic average, you 8  would have to take both of these items out. And that was,
9 would be looking at all those specific dates. 9 like I said, specifically within the 10K filed with the
16 I'm using a compound average which looks at 10 SEC by Panhandle itself. So | have no reason to dispute
11 the beginning and the ending point, which determines a 11 the accuracy of those numbers.
12 compound growth rate for that period of time. So I don't 12 Q. AreyouaCPA?
13 know if you understand exactly what 1 just explained to 13 A.  No, I'm not.
14 you, but [ believe that gets to the heart of your 14 Q. The methodology that you just described,
I5 question. 15 does that conform to Generally Accepted Accounting
16 Q. So the answer would be, you looked at the 16 Principles?
17 information in §997 and 2002 and then made your 17 A, Ddon't know.
18  calculations, right? 18 Q. Did you consult with anyone at the Missouri
19 A. That's how you calculate a compound growth 19 Commission to find out whether your proposed methodclogy
20 rate, yes. 20  had anything to do with GAAP?
21 . And did you ever look at the information in 21 A.  Not specifically with GAAP. 1talked about
22 6B or'99 or one of the intervening years to see whether 22 the process that | did with a couple of people.
23 there were any anomalies during those years that may 23 Q.  Who did you discuss it with?
24 impact your calculations? 24 A. Bob Schallenberg.
25 A. No. And let me just clarify something. 25 Q. What did Mr. Schallenberg tell you?
}
’ Page 83 Page 85
1 You said any information within 1998 through 2001, If 1 A. He seemed to think it was appropriate,
2 there were anomalies within that data, that's not going to 2 being that it was SEC financial statements and that's the
3 affect that compound growth rate. That compound growth 3 equity that Panhandle would -- associates with -- or
4 rate is based on 1997 and 2002, as you just indicated. 4  excuse me -- Southern Union associates with Panhandle,
5 Q. Andis it then accurate that you looked at 5 which is very close to the purchase price above and beyond
6 five years and ten year datas and then averaged the five 6 the assumed debt. So it's only reasonable to assume that
7 year and ten year datas together? 7 that's the equity that is associated with Panhandie.
8 A, Yes, 8 Q. When you say it's only reasonable to
9 Q. In some portion of your testimony you talk 9 assume, you're saying that as a layperson, right, not as
10 about attempting to back out Panhandle from Southern 10 an accountant?
11 Union. Do you recall that? 11 A. No, I'm not an accountant.
12 A.  Irecall that. [ don't recall the specific 12 Q. So you don't have any expertise to provide
13 page. ’ 13 in relationship to whether or not that is in conformity
14 Q. Ithink it's going to be page 22, 14 with the Generally Accepted Accounting Principles, right?
15 A. Starts at 21. 15 A. Idon't have accounting expertise, but it's
16 Q. Start at 21, exactly right. Thank you, 16 just something that, if you're going to exclude
17 A, Irecall that, and [ see it now, 17 Panhandle's operations, there's obviously equity
18 Q. Can you tell us what methodology you used 18 associated with that, with its - you know, with the
19 to back out Panhandle from Southern Union? 19 financing of that -- of that operation, which is proven by
20 A. Quite simple. [ justlooked at the 20 the fact that Southern Union paid cash above and beyond
21 Southermn Union's balance sheet as of December 31st,2003, | 21 the assumed debt. T mean, what else would you call that?
22 which could be an annual report or a response to a Data 22 Q. Well, obviously I'm not an accountant. So
23 Request from us, the Staff. And then [ just looked at 23 what I'm trying to get at, this is your layperson's
24 Panhandle's 10K, which was filed at the SEC as of 24 opinion as to how you should go about doing that?
! 25 December Ist, 2003, 25 A.  This is my financial analysis expert
1 N P T T P S T R P S B S D R S . X P DR e ey S P VR 7Y T T TR L N LR e R
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1 1 opinion. 1 MR. FRANSON: Objection, because again
2 Q. Did you just become an accountant in the 2 attorney/client privilege.
3 last question? 3 MR. HERSCHMANN: You're going to again
4 A.  No. said this is my financial analysis 4 instruct him not to answer that?
5 expert opinion. I'm a financial analyst. 5 MR. FRANSON: He's again instructed not to
6 Q. Are you telling us that, as a financial 6 answer. .
7 analyst, you have the expertise to determine the proper 7 BY MR. HERSCHMANN:
8 way under accounting principles to back out Panhandle from 8 Q. Do you recall making an adjustment in your
9 Southern Union's consolidated capital structure? 9 testimony of 32 basis points in relationship to MGE?
10 A. I'm saying from a financial analyst 10 A.  Yes, [did.
11 perspective, | realize that any time an acquisition is 11 Q. What were you trying to adjust for when you
12 made, some of that includes debt, some of that includes 12 made that calculation?
13 equity. And this 646,818,000 of common equity closely 13 A.  The risk differential between MGE and the
14 approximate the cash price paid for Panhandie of 14 comparabie companies.
15 662 million. So just from analyzing the numbers, which is 15 MR. HERSCHMANN: Can we just take a
16 what financial analysts do, this seems quite appropriate, 16 one-minute break?
17 and it's also -- the equity is filed with the SEC in the 17 MR. NIEHAUS: We're going off the record at
18 10K 18 11:28 a.m. Off the record.
19 Q. [Ifit turns out that your process is 19 (A BREAK WAS TAKEN.)
20 completely wrong under accounting principles, does that 20 MR. NIEHAUS: We're back on the record at
21 change your opinion at all? 21 11:39 on Tape 2.
22 A.  I'd have to see what - what you think is 22 BY MR. HERSCHMANN:
23 wrong with it. 23 Q. Mr. Murray, when we were talking about you
24 Q. It wouldn't be from me, sir. I'm asking if 24  using the 2002 data and I asked you if the 2003
25 it turns out that GAAP says your process is completely 25 information was available, would you update your
!
| Page 87 Page 89
1 wrong, would that change your opinion? 1 calculations if there were some significant changes, the
2 A. No, because I think this is the equity 2 question is, would you make those adjustments?
3 associated with Panhandle. 3 A. No.
4 Q. And you're as sure of that answer as 4 Q. Whatis the reason that you would not make
5 everything else you've put in your testimony, right? 5 adjustments if the information was avaitable to you prior
6 A, Yes. 6 to submitting your testimony?
7 Q. Can you tell us for each of the attomeys 7 A. Because [ reviewed the information | have
8 that reviewed your testimony exactly what changes they 8  as far as growth rates and 1 noticed that the historical
9 suggested to you? First question. 9 and projected were fairly close. And I don't know that, s
10 MR, FRANSON: Objection, attorney/client 10 especially when you're doing a proxy group analysis, that x
11 prvilege, and the witness is directed not to answer that I1 there's going to be that much of a difference if you ;
12 question. 12 update a few of the historical numbers.
13 BY MR. HERSCHMANN: 13 I'm not just looking at the historical !
14 Q. Can you teli us, did you adopt any of the 14 numbers when I determine what is an appropriate growth |
15 attorneys' changes in your testimony prior to submlttmg 15 rate. And so just because there may be some updated
16 it in this case? 16 Thistorical information or what have you, I don't know that
17 MR. FRANSQON: Same objection, And again, 17 the -- the growth prospects have fundamentally changed
18 the witness is directed not to answer that question. 18 that much.
19 BY MR. HERSCHMANN: 19 Q. Did you even look at the 2003 numbers prior
20 Q. Did you ever have any meetings with the 20  to preparing your testimony in this case?
21 attomeys that you've mentioned and any other Staff 21 A. No.
22  members at the Commission in relationship to this case? 22 Q. Did you discuss with anvone the changes in
23 A, Yes, 1did. 23 the economy between 2001, 2002 and 20037
24 Q. Tell us what was discussed in those 24 A.  Wediscuss the changes in the economy on a
25 meetings. 25 frequent basis within our department as far as the
23 (Pages 86 to 89)
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I financial and the capital markets. 1 MR. HERSCHMANN: Take a lunch break.
2 Q. Do you think that stocks generally 2 MR. NIEHAUS: Going off the record at
3 increased between 2002 and 2003 or not? 3 1l43am
4 A.  Theydid. 4 (AN OFF-THE-RECORD DISCUSSION WAS HELD.)
5 Q. Have you discussed the increase in the b MR. NIEHAUS: We're back on the record at
6 price of stocks and the overall economy with anyone at the 6 1l:43am,
7 Commission in Telationship to your testimony? 7 BY MR. HERSCHMANN:
8 A. Inrelation to the testimony, 1 don't 8 Q. I'msorry. | forgot to ask you this.
9 believe so. - 9 During the breaks, did you have the occasion to talk to
10 Q. Did you discuss with Mr. Schallenberg the 10 anybody?
11 fact that, hey, if we use the 2003 numbers, all the 11 A, Just talked to them within the room,
12 calculations are going to go up? 12 Q. Okay. Did you talk to anybody about your
i3 A. No,1did not. 13 testimony?
14 Q. You agree this case is important to MGE, 14 A, No.
15 right? 15 Q. Did you talk to anyone from the Public
16 A, Yes, Ido. 16 Counsel's office during the breaks?
17 Q. [It's important to the ratepayers, right? 17 A No.
18 A, Yes, itis. I8 MR. HERSCHMANN: Okay. Why don't we take
19 Q. It's important to the Staff of the 19  our break?
20 Commission, right? 20 MR. NIEHAUS: We're going off the record at
21 A, Yes,itis. 21 44 am.
22 Q. It's importani to the Commissioners 22 (A BREAK WAS TAKEN.)
23 themselves, right? 23 MR. SWEARENGEN: We are finished for today.
24 A, Yes, itis. 24 MR. FRANSON: And does that mean you don't
25 Q. And yet you quote information that's from 25 plan to resume this any time soon without notice and
Page 91 Page 93
1 asrecently as 2004 in your testimony, right? 1 things like that?
2 A, Ido. 2 MR. SWEARENGEN: Of course not.
3 Q. And yet when it comes to the actual 3 MR. FRANSON: Okay. That's what 1 thought.
4 financial numbers that would impact your total 4 Staff will -- Mr. Murray will waive presentment, but nol
5 recommendations, you didn't make the effort to use the 5 signature on the written transeript.
6 most available financial information, right? 6 And also note Mr. Michee] didn't make it
7 A.  Tused the most available information I had 7 hack, but Staff had no redirect. I have no idea whether
8  atthe time I did the study. 8 Mr. Micheel had any questions or not, but that's ait |
9 Q. ValueLine cut you off in Aprii of 20047 % have to say.
10 A. ValueLine never cut us off. 1t was the 10 (PRESENTMENT WAIVED, SIGNATURE REQUESTED.)
11 information we had when we were doing the study. 1t
12 Q. You have access to ValueLine whenever you 12
13 want, right? 13
14 A.  Yes. 14
15 Q. You could have access to ValueLine up until 15
16 the day you submitted your testimony, right? 16
17 A.  Yes, we do. 17
18 Q. Andif ValueLine had come out with more 18
19 recent numbers prior to your submitting and preparing your | 19
20 testimony, you still didn't make the effort to use those 20
21 calculations, right? 21
22 A. No, 22
23 Q. You're still telling us you complied with 23
24 Hope and Bluefield, right? 24
.25 A.  Yes, [am. 15
e B B e e e T e R R T T T T R R P R e T T P T e o T T e T R e T
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exhibits at this time.

10907

MR. MEYER: VYes.

JUDGE JONES: Are there any objections?

MR. SWEARENGEN: Company has none.

MS. O'NEILL: No objection.

JUDGE JONES: FExhibits 87, 88, 89 -- I'm sorry :
88, 89, and 90 and 1088, 1089 and 1090 are admitted into the E
record. ;

(Exhibit Nos. 88, 89, 90, 1088, 1089 and 1090 ﬁ
were received into evidence.) é

cross examination.

the Office of Public Counsel?

CROSS-EXAMINATION BY MR. SWEARENGEN:

Page 1610

JUDGE JONES: Is that 88, 89, 907?
MR. MEYER: And associated HC for 90.

JUDGE JONES: And is there also 1088, 1089,

MR. MEYER: I will tender the witness for

JUDGE JONEG: Is there ¢ross-examination from

MS. O'NEILL: No guestions, your Honor.
JUDGE JONES: And any guestions from Aguila?

MR. SWEARENGEN: I have a few, Judge.

JUDGE JONES: Please proceed.

Q. Good morning, Mr. Murray.

A. Morning.

FhevRrme

MIDWEST LITIGATION SERVICES
Phone: 1.800.280. DEPO(3376) Fax: 314.644.1334 Web: www.missouridepos.com
Surrebuttal Schedule JCD-8
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in this case,

How are you today?

Pretty good. How are you doing?
Fine. Thank you.

Let me just try with you to frame up the issue

1f I can. Is it fair to say that one part of

this cost of capital issue is how much equity should be

considered in a capital structure for rate-making purposes?

A.

Q.

A.

correct.

0.

Capital structure is an issue.
Okay. And how much equity --

Is a part of that capital structure, that's

-- 1s part of that capital structure?

And then another piece of that, along the

lines of the equity side, 1s how much should that equity

cost, how much return on common equity should be authorized;

is that fair?
A,

Q.

That's correct.

And vyou, for the Staff, have used Aquila --

the Aquila, Inc. corporate capital structure as of

December 31,
A.

Q.

2002; is that not correct?

That's correct. As the test vyear.

That's the test year of capital structure of

the parent corporation, Aquila, Inc.?

A.

a.

That's correct.

And what is the equity ratio of that capital

MIDWEST LITIGATION SERVICES

Phone: 1.800.280.DEPO{3376) Fax: 314.644.1334 Web: www.missouridepos.com
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Page 1612
structure?

A. The equity ratio for purpose of rate making as
of test year December 31lst, 2002 for Aquila, Inc. 1s 35.31

percent.

Q. And that's the equity ratic you think the

Commission should adopt in this case for rate-making

purposes?
A. That's correct.
0. | And what i1s your understanding of what the
company thinks the equity ratio should be? j
A. They base 1t -- they base thelr equity ratio

on what they term allocated capital structure, which
comprises of what they claim is 47.5 percent equity ratio.

Q. Now, is it fair to say that vou have done a
discounted cash flow or DCF analysis of a group of companies
£o determine what you think the authorized return on equity
ought to be as a result of this case?

A Yes.

Q. And'that's a range -- you've calculated a

range of 8.64 to 9.64 percent; is that true?

AL That's correct.

Q. And what's the midpoint, 9.17

2. 9.14, that's correct.

Q. And what is your understanding of the

company's position as to the appropriate return on equity in

e, e L e et e
,,,,, - X0 = gro: T o e T,

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) Fax: 314.644.1334 Webh: www.missouridepos.com
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1 this case?

2 A. | The company's position is the 12 to 12.5,

3 which I believe is a midpoint of 12.25.

4 Q. Thank you.

5 Would you agree that equity is the highest

6 cost of capital, generally speaking?

7 A. Generally speaking in the capital structure,
8 that's correct.

9 Q. And so the more equity that is determined to
10 be in the capital structure for rate-making purposes, the

11 greater the revenue reguirement?

12 AL Well, it depends on, like I said, the

13 capital -- if the capital structure is optimal, you could
14 have actually less equity in a capital structure and -- and
15 it -- assuming that business risk is held constant, you

16 could have a high rate of return if you haﬁe a very

17 1leveraged company then one that is -- you know, is at the
18 optimal capital structure. So it's the ultimate rate of

19 return that determines the revenue requirement is my point.

20 0. Well, if equity is the highest cost of

21 capital, if you have more equity in that capital structure,
22 the revenue reguirement associated with that would be

23 greater, would it not?

24 A. Like I said, the rate of return is the
25 uwltimate number. If you have more equity in the capital

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) Fax: 314.644.1334 Web: www.missouridepos.com
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Page 1614 E
structure, assuming all risk is held constant such as
business risk, then that return on equity, because there %
would be less fiﬁancial risk, would be -- vou know, could be
lower and also the cost of the debt could be lower. H
So, therefore, it's -- it's ——-your overall ﬁ

rate of return, it's really hard to determine exactly what

is the optimal point where you'll have the lowest cost

capital. So it -- you could have a high cost of capita

100 percent debt level that's higher than if you had some

equlty in your capital structure.

Q. Let's bring it back then to this case and

recommendations of the parties here. You're arguing for a

35 percent equity ratio and the company's arguing for a

47 percent equity ratio. Given that difference, in your

mind, isn't there a significant revenue reguirement
difference bhetween the two proposals?
A. I believe so.

Q. And what would that be? Can you quantify

that?

A. I don't -- I think the two issues combined in

the last reconcilement I saw was 20 million, but that's
capital structure and return on equity.

Q. So together, capital structure and return

equity results in about a $20 million difference, in your

judgment?

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) Fax: 314.644.1334 Weh: www.missouridepos.com
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A. That's based on some accounting records that

I've been told about ags far as the recconcilement.

Q. Would you agree that all other things being
equal, a lower equity ratio should be accompanied by a
higher cost of equity; all other things being equal?

A. All other being equal such as business risk,

that's correct.

0. And a lower egquity ratio should be accompanied
by a higher cost of debt as a general proposition. Is that B

a fair statement?

A, Assuming yvou hold everything constant, it's B
the same company and the same business risk, same -- which
includes -- business risk includes all sorts of risk such as

regulatory --

0. All other things being equal.

A. Evervything being eqﬁal, that would be a
logical -- that's financial theory.

Q. Thank vou.

And for a given firm, would you agree the cost
of equity should always be higher than cost of debt because
equity returns are subordinated to interest payments?

A. I agree with that.

Q. Do you have your Direct'Testimony there in

frontt of vou?

e T B T = et P g e T W T TR,

MIDWEST LITIGATION SERVICES
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Q. I1f yvou'd turn to page 5 and there 1 believe --
are you there? %
A. Yes, 1 am. E
0. Beginning on line 33 you set out part of the ;

decision in what is commonly referred to as the Hope Natural |}
Gas case; 1s that true?
AL Yes.

0. And part of that Hope decision discusses the

rate-making process; is that true?

A Yes.
Q. And that's the process that we're in before
the Commission in connection with this case. Would you E
agree? F
AL Yes. |
Q. And in cennection with that, would yOu agree

that, as you've indicated at line 33 of your testimony, that
the United States Supreme Court held in that case that the
return to the eguity owner should be commensurate with
returns on investments and other enterprises having
corresponding riéks?

AL I believe that's what was stated in that case
in 1944, that's correct.

Q. and then as you note on line 35, that decision
goes on to state, That return, moreover, should be

sufficient to assure confidence in the financial integrity
- MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEP0O(3376) Fax: 314.644.1334 Web; www.missouridepos.com
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of the enterprise so as to maintain its credit and attract
capital?

A That's correct.
0. and over at the top of page 6 of your Direct

Testimony at lines 1 and 2, you indicate by 1 think
paraphrasing the Hope case that the Hope case restates the

concept of comparable returns to include those achieved by

any other enterprises having Correéponding risks. Correct? ;
A. That's correct.
Q. Then over on page 7 of your Direct Testimony,

referring to lines 3 through 5, you state, The courts today
gtill believe that a fair return on common equity should be
gimilar to the return for a business with similar risks.

A. Yes.

Q. But not aé high as a highly profitable or

A}

speculative wventure. Correct?

A. Yes.

Q. And I assume that continues to be your
testimony today as it was in your Direct Testimony that was
filed earlier in this case?

A. That's my testimony. I just wanted to clarify

that there has been a transition in rate of rebturn analysis
where rate of return witnesses recommehnd the cost of
capital -- cost of common eqguity capital.

When making recommendations, I think

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPF(G(3376) Fax: 314.644.1334 Web: www.missouridepos.com
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1 Dr. Murray earlier had indicated that the DCF model is his i

—D‘
[N

primary model and that is a cost of capital model. And

3 so -- and actualilly this i1s quite consistent with the cost of

\

4 service principle of rate of return rate base regqulation

(%3]

where the objective of the rate of return analysis is to

6 determine what the -- you know, the cost of capital is to
7 the utility. i
8 Q. Right. 1I'll ask you about that in a minute. %
5 I'm just focusing on what the Supreme Court has saild about
10  that. ﬁ

11 ' My question is, would you agree that what the

et
— an -

12 courtsg have said with respect to a fair return is the

13 standard that this Commission should follow?

T

14 - A, Like I said, there are other things that have

15 to be taken into consideration. We are looking at cost of

g M TN

1t capital. Like I said, there's been that transition.

17 Yes, there's a court case there, but as far as
18 1 am aware, there's been no challenge on using a cost of

19 vcapital analysis which ig the primary analysis used by many

20 commissions in this country to determine what is a fair

21 recommended rate of return, not a comparable earnings E
22 analysis, which this Staff has not done since I‘'ve been {

23 here.

24 Q. Okay. Let me make sure I understand then.

25 Are vyou gsaying that what the court has said in the Hope case

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) Fax: 314.644.1334 Web: www,missouridepos.com
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and the related cases do not have to be followed by this

Commission in determining what the fair rate of return is?

A. I'm not a lawyer. 1 just know that what has

T

occurred has been a transition to a cost 6f capital
analysis.

Q. S50 vou would think then that perhaps maybe the %
Commission isn't following what the court has said. Would .
that be your testimony?-

A I would say if vou look at page 4 of my Direct
Testimony under the Bluefield there's references to returns
generally being made at the same time, part of the country
as, you know, another company return achieved by other
companies, and then item three where it says, Return -- a
return sufficient to assure confidence in the financial
éoundneés of the utility, item three being one of the b

gsignificant items.

And then within the Hope case, as vou pointed

out, that a return, moreover, should be sufficient to assure

confidence in the financial integrity of the enterprise so {

as to maintain its credit and attract capital. I feel that,

you know, the Commission needs to adhere to that and a. cost

R Serrry e

of capital recommendation that is reasonable will allow

that.

Q. Okay. Thank vou.

I take it you wrote that portion of your

MIDWEST LITIGATION SERVICES
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testimony starting with your discussion of the Bluefield

case on page 4 over through T guess page 7 we just talked

about?

A. Yes.

Q. I think what vou just said in response to two
questions ago, that you think what the Commission is doing
does comport to those cases?

A Yes, I do.

Q. Okay. And would you agree then that the
standard for a fair return, which has been cited in your
testimony and has been cited by the courts and regulatory
bodies, speaks in terms of returns being earned by companies

of comparable risk?

A. That may be one of the standards that is
considered. |

0. You have some doubt about that? You say it
may be?

A. I just cited that there were three items, and

one of those is the financial soundness and ability to
attract éapital. There are several items that are
mentioned. That's both in the Hope and Bluefield case.

0. Look over at page 5 of your Direct Testimony,
if you would. And down in line -- beginning on line 33

where you guote the Hope case.

A. Yes.

e
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Q. And does it not say that, By that standard,
the return to the equity owners should be commensurate with
returns on investments and other enterprises having
corresponding risks?

AL Yes. And then it says, That return, moreover,
should be sufficient to assure confidence in the financial
integrity of the enterprise so as to maintain its credit and
attract capital.

Q. Fine. Thank you.

Would you agree that risk is extremely
important to what we are doing here today?

A. Yes.

0. Is it possible for you to debtermine through
publications what returns utilities are actually earning?

Is that possible to determiﬁe?

A. There is -- obviously Mr. John Reed referred
to Regulatory Research Associates. I, myself, do not
regularly look at that -- you know, that information.

Whenever I do my analysis to recommend a cost
of capital, I'm looking at economic models, cost of capital
models which are the discounted cash flow model, the capital
asset pricing model and the risk premium model.

But if I were s0 inclined to want to review
that, such as seeing an S&P report -- basically when I was

reviewing some comments from S&P to f£ind out what type of
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allowed ROEs are being -- are being ruled on in other states
commissions I can -- you know, I can come across that
obviously.

0. Okay. That wasn't really my question. My

question wasn't what was being allowed. My question was,
can you determine in some instances what companies are
actually earning?

A, I can review Valuve Line information, but
those -- you have to take that with a grain of salt bhecause
obviously with the companies that are followed by Value
Line, they're just like much -- vou know, any other utility
company out there. They have other operations within --
within their consolidated operations that are not Jjust
utility -- a regulated utility.

Q. Well, let me ask you thié. If I'm an investor
and I want Lo invest in a utility company and I want to know
what return that company is earning, is there some way for
me to find that out?

. If_you‘re investing in a consolidated utility
and vou're goling to invest in a stock that comprises all the
operations of that utility, ves, you can use Value Line to
decermine wnat the earned ROE was in any given past year for
the last 15 years maybe.

Q. What aboutAEmpire District Electric Company?

How would you characterize that company?

e P O eree

v PrpraE

‘ MIDWEST LITIGATION SERVICES
_ Phone: 1.800.280.DEPO(3376) Fax: 314.644.1334 Web: www.missouridepos.com




Transcript of Hearing, Vol. 18 3/11/2004

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Page 1623

A. It's predominantly a regulated electric
distribution utility and -- well, integrated utility, I'm
sorry. But they do have -- you know, they get involved in
some nonregulated investments as well.

0. And can you go Lo some publication or some
source and find out what they're actually earning?

A. Are you referring to Empire and the
consolidated operations or are you referring to Empire
Missouri jurisdictional utility operations?

0. I'm talking about Empire.

AL Consolidated operations, like I gaid, Value
Line -- you could refer to Value Line and find out exactly
what they're earning.

Q. And would vou believe that information to be
accurate?

A. For consolidated operations, I would.

Q. Would that be true with any other figureg that

Value Liﬁe might publish for any other utility companies?
A, They're usually accurate. 'Sometimes they're
revised a year or two later because of cértain accounting
changes.
Q. You mentioned authorized returns. Is there
some way for you to determine or wverify what regulatory
agencies are authorizing for utility companiesg?

A, Mr. John Reed, he cited Regulatory Research
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Associates. T bhelieve that to be the -- you know, one of

the main research organizations out there that, quote,

allowed ROEs in various jurisdictions.
0. Is there another way to determine that

information other than referring to that source?

A, I believe C.A. Turner Utility Reports may have
some allowed ROE indications, but I don't believe they have

the dates of those allowed ROEs. So thab information,

especially if it's going back you know 10 years Ifrom now,

would be of limited use because that obviously reflects a

different economic and capital market environment than we
have now.

Q. Can you access in some fashion, electronically
or otherwise, the decisions issued by other state agencies,
for example, the Kansas Corporation Commission?

A. If T was inclined tc -- to look at their
website, I'm sure I could.

Q. Have you ever done that?

A Maybe in context of the last Aqguila case to
see what the witness Mr. John Dunn was deoing in the Westar
Energy Case I looked at theilr website. But as far as
looking at their allowed ROEs, I don't know that I gave that
much consideration.

Q. Have vou ever looked at any decisions of other

Public Utility Commissions or Public Service Commissions and }
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read those decisions where they discussed the authorized

returns that they were allowing for the companies under

their jurisdiction?

A. No.

Q. You never have?

AL No. I -- there's many things that go on -- I
have -- I have enough stutf to do here as far as doing my

economic analysig using the DCF model and the capital asset
pricing model. As far as what goes on in the specifics of
cases throughout this country, I would be working 24/7 to bhe
able to keep up with that.

0. Turning to page 1 of your Direct Testimony,
you state there that vyvou're currently employved as a

financial analyst for the Missouri Public Service

Commission?

A. Yegs.

Q. and is that your present position today?

A. Actually, I'wve been reclasgified. I'm an
auditor.

Q. And what does that mean?

A, It just means I have a different title.

Q. Okay. Your job functions are still the same?

A. I'm identified as a financial analyst, just to

let you know.

Q. And am I correckt thabt vou're the only Staff
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witness who's testifying in this case with respect to cost

of capital issues?

A, Yes.

Q. Over at page 2 of your Direct Testimony at
iine 16 you state, My festimony is presented to recommend to
the Commission a fair and reasonable rate of return for
Aguila, Inc., d/b/a Agquila Networks MPS and Aquila Networks
L&P. Correct?

A, Correct.

Q. Then there's a following guestion on thakt page
which is, Have you prepared any schedules to your analysis
of the cost o0of capital for MPS and L&P? And your answer 1s,
Yes; 1s that correct?

A. That's correct.

Q. And MPS and L&P are the Missouril operating
divisions of Aquila; is that true?

A That's correct.

Q. And would you agree with me that those
operating divisions have hard assets in the ground here in
Missouri?

A Yes.

Q. and what would those assets consist of, to
yvour knowledge?

AL Generation and distribution facilities,

transmission facilities.

Tmare PP AT T e T T
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Q. Anything else that just comes to f[ind?

A Those are the main assets that I know are
assoclated with the regulated electric utility. They may
have some obviously natural gas distribution as well and
storage maybe.

0. And would you agree that those assets have

been financed in some fashion?
A Yes.

Q. And that would be with some amount of debt and g

some amount of eguity?
A. Yes.

0. And would vou agree that those assets that vou

have described generally are the assets that are subject to
thig Commission's jurisdiction?

A That's correct.

Q. I think you mentioned this earlier in response
to one of my questions. Turning to the bottom of page 5 you i
mention that the -- what the Hope case stands for, in your

opinion, and you noted that these returns that are

authorized by regulatory agencies should be sufficient to
assure confidence in the financial integrity of the

enterprise so as £o maintain its credit and to attract

capital. Correct?
A, That's correct.
Q. Given that, would you agree with me that one
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of your responsibilities as the Staff's chief financial
witness in this case is to make sure that the Staff's
recommendation in this proceeding did not impair the
financial health of Aquila's MPS and L&P operations?

A My duty is o recommend a fair and reasonable
rate of return for MoPub and St. Joe operations, which a
fair and reasonable rate of return would not impair the
financial health of MPS5 and L&P.

0. So vour answer would be vyveg, that you would
consider that to be one of your responsibilities?

A, Yes.

0. And in connection with that, would you agree
with me that as the Staff's chief financial witness in this

case, you can't make your recommendation in a vacuum?

Al NG .

Q. You don't agree with that?

A Repeat the question. I'm sorry.

Q. Would you agree with me that as the Staff's

chief financial witness, you can't simply make a cost of
capital recommendation in a vacuum?

Al That's true, I can't make i; in a vacuum.
There's many things you have to look at, economic market,
capital market environment, correct.

Q. And would one of the things you would have to

look at would be the ramifications of your recommendation
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with respect to the financial integrity of Aguila's :

operating divisions. Wouldn't you agree with that?

A. Yes. I would test the reasonableness of my

recommendation, that's correct.

Q. You would test 1t with respect to the
financial integrity of the operating divisions? ﬁ
A. When vou refer to "financial integrity,* I

assume you've referring to my pre-tax inlerest coverage

calculation that is --

Q. Well, let me ask you this. What 1s your

definition of financial integrity?

A, Financial integrity would -- we would like to
see utility companies with a triple B investment grade
credit rating. Of course, that's not possible with some é
companies because of the fact that they're associlated with
other operations.

Q. If you would, please, turn back to page 5 of
your btestimony.

A, Yes.

Q. At the bottom, The return should be sufficient
to assure confidence in the financial integrity of the
enterprise.

And in thié case the enterprise is MPS and
L&P. Correct?

A That's correct.
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Q. S0 as to maintain its credit and to attract
capital.
Do you agree with that?
A Yes.
Q: Okay. BAnd, therefore, do I understand you to

say that you would test your recommendation in this case
against L&P and MPS's ability to maintain this credit and
attract capital?

A. Unfortunately, this i1is -- I'm just going to
get into what 1s difficult about when vou're evaluating or
trying to determine what -- you know, what rate of return is
going to attract -- be able to attract capital, maintalin the
credit rating of MoPub and St. Joe.

0. Well, let me ask you this. Can you answer
that guestion yes or no and then give an explanation? Can
vou do that?

A Repeat the question, please.

Q. Well, the question is, you've come up with a
recommendation.and you said you've tested that against
something. And my question is, have you tested that, in
accordance with the Hope case, against it should be
sufficient to assure confidence in the financial integrity
of the enterprise 50 as to maintain its credit and attract

capital? Have you Lested your recommendation with that

standard in mind?z

T T
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1 A, Yes.

2 Q. Okay. Let me ask you, earlier vou indicated

3 that you agreed that the legal precedent for a fair rate of
4 return speaks in terms of returns being earned by companies
5 of comparable risk. And you said that risk was important in
| % this process; is that true?

7 A. Yes.

8 Q. And is it your belief that yvou've tried to ;

9 apply that legal principle in this case in your testimony?

i0 A. I took all the considerations that were

11 indicated in the Hope and Bluefield case as far as things

12 that should be weighed to determine what is reasonable.

13 Q. In connection with that, you have proceeded to
14 select a group of six companies which you believe to be of

15 comparable risk to aAquila; is that true?

16 A. Comparable to MoPub and St. Joe, that's
17 correct. . ﬁ
18 Q. And those companies are set out in your

19 testimony in various schedules; is that true?

20 A. That's correct.
21 Q. And what are those companies? Can. you just

22 rattle off the names for us, please?

23 A. Cleco, DPL, DQE Hawaiian Electric, IDACORP,
24 NSTAR.
25 0. And, once again, would it be your testimony
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that your goal here is to be consistent with the Hope case

and find a group of other enterprises having corresponding
risks to Aquila‘'s MPS and L&P operations?

A, That's correct.

Q. Now, with respect to risk, would vou agree
with me that what we're talking about basically are two

types of risk, one being business risk and the other

financial risk?
A. That's correckt.

Q. And would yvou agree that business risk is the

risk which reflects items that éould impact the business

operations of a company?

v P 23 ”

A All sorts of items, that's correct.

Q. Can you give us some examples for electric b

utilities?

A, Regulatory ecconomic management, which
competition doesn't play as much a part with a regulated
utility, but just certain environmental factors, etc. ?

0. Weather is that -- | ‘ %

A. Weather exactly.

Q. ~=- a business risk?

How about rate of economic growth in the
service area? Is that a business risk?
A, ‘That's a risk. That's part of economic risk.

Q. Whether or not the company would have nuclear

T £ TS T
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generation in its generation mix, would that be a business
risk?

A, That's correct.
Q. And then would you agree there's another type

of risk called financial risk?

A.. Yes.

Q. And T think looking at your Surrebuttal
Testimony at pages 7 and 8, if you could turn to that,
please.

A. Yes.

0. There in your Surrebuttal Testimony at the
bottom vou talk about financial risk and vou offer a
definition of -- or a generally accepted definition of

financial risk; 1s that true?

A, That's correct.

Q. And that definition appears at the top of
page 87

A.' Yes.

Q. And according to you, that generélly accepted

definition of financial risk is the ability of a company to
meet its debt obligations; is that true?

A That's true.

0. What is the source of your generally accepted

definition of financial risk as you have defined it there on

page 87
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A General knowledge.
Q. General knowledge?
A. T mean, I've went to college and had a finance
curriculum, 1've been working here for some time. I
couldn't tell you exactly if T -- I didn't have a specific

textbook where I came up with this definition, if that's
what you're asking. g

0. That was going to be my next qguestion. Did
you have a textbook in college that had that definition of
financial risk in it that you recall?

A. It may not have had this specific wording. %
Obviously that would be plagiarism.

Q. | Looking again at your definition, the ability q
of a company to meet its debt obligations, isn't that really t
interest coverage? |

AL Yes. Cash coverage of their debt service.

Q. And so it's really not an accepted definition
of financial risk?

A. No. It's one of the things that the credit
agencies look at as far as determining ~-- as far as your --
you could have a large amount of debt in a capital structure
at a very -- at a lower interest rage and the ability of the
company to meet that debt service is going to be determined
by, vou know, the cash flow coverage.

And I know that S&P, when they discuss

s oo T s
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1 financial risk indicators, these are the exact ratios

2 they're talking about. 1It's the coverage of the interest

3 payments that they -- cotherwise, 1f they can't cover it, vyou
4 know, they're at risk of a default.

5 Q. Have vou ever heard anyone say that a

6 definition of financial risk is a measure of a degree of

7 debt leverage in a company's capital structure?

8 A I'd say that's the textbook definition.

9 Q. You have texthooks at colleée that had that
10 definition in them?
11 A, And I think there's other textbooks I've seen
12 that have different definitions. Just as there are many B
13 different regulatory textbooks that have different ideas on
14 them.

15 Q. I think you hit on this earliér talking about I
16 risk and you may have thrown it in the category of business

i

17 risk, but in vour mind is there such a thing as regulatory

18 risk?

195 A. Yes.

20 Q. And what is that?

21 A. Just the risk of outcome of proceedings once a
22 rate case starts. Obviously investors are very concerned, P

23 as with Aquila in this case, Aquila's investors, as to the
. : . H
24 outcome of the proceeding as far as, you know, the declsions F

25 that are going to be made.
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Q. And all of these risks that we've talked about

here this morning, would vou agree that they should be

considered in the selection of comparable or proxy companies

for a cost of capital analysis?

A, Yes.

0. And these are items thabt are critically
important, are they not, to a cost of capital analysis?

A. Risk is important, yes.

0. Out of curiosity, I know you talk about your
definition of financial risk in your Surrebuttal Testimony
on pages 7 and 8. Anywhere in your Direct or Rebuttal
Testimony did you discuss your definitions of business risk
or financial risk, do you recall?

A. Do you want me to review that right now?

Because I don't recall offhand.

0. You don'ft recall offhand?
A, There's a lot of testimony here obviously.
Q. I'm not going to ask vou to do that, but maybe

while we're on a break vou could just glance through that
and we can come back to that later.

A. Sure.

Q. Turn, if you would, please, to page 26 of your
Direct Testimony.

A Excuse me. I'm taking a note here. Okay.

Sorry.

H
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Q. Yeah. That's fine. Page 26 of your Direct

Testimony, please.

A; Yes.

Q. I would refer you there to line 8 where you
indicate that your Schedule 11 to your Direct Testimony

presents a list of market traded electric utility

companies --
A Yes.
Q. - - monitoréd by Value Line?
And how many companies were on that list, just

approximately, do you know?

A, Quite a few. Anywhere from --
0. Order of magnitude.
A, It's a -- I mean, if you take a look at

Schedule 11, obviously I don't have:rtime to count up all the

rows, but there's probably 50 to 80, somewhere in there.

Q. And it's from that list that you selected your
six proxy companies. TIg that a fair statement?

A, That's correct.

Q. And then starting on line 9 you state, The

criteria that I used to select the comparable companies are
as follows. And you list eight items there; 1is that true?
AL That's correct.
0. Now, looking at the first criteria that you

use to select your proxy companies, stock publicly traded,
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would you agree with me that thisgs criteria really has

nothing to do with risk as you have defined risk?

A Well, 1if a stock's not publicly traded, 1t may
have liquidity risk issues. If it's not publicly traded,
then there's not a market -- a recognized market where that
stock could be traded, so 1iquidity rigk would be an issue.

Q. What kind of risk 1is liquidity risk? 1Ig that
a business or a financial risk?

A, It's just -- I'm using an analogy. Before
ebay, i1t might have been hard to sell some fairly unique
items, but now that that market's been creatéd, people that
have unique interests, there's a market there now to buy and
sell, so -- that they normally wouldn't be able to sell that
and they may have had to offer a hire premium in order to be
able to sell something that there really wasn't a market.

So if a stock's not publicly traded, obviously you won't

have somewhere to go to just offer that -~ that stock.

0. And there's a risk that you can assign to
that?

A. *Well, a general -- a general conceptual risk,
ves.

Q. And then refer to item No. 2, Information

printed in value Line. That's your gecond criteria?

A Yes.

T

VR A=
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with risk, whether or not information is published in Value
Line?

A, Well, obviously investors -- 1f they're tryirng E
to get information on investments that they want to -- that

they're considering investing in, it's important to have as
much information as possible.

And with Value Line being an independent
research service, if -- yvou know, if they have that
information available to them by a recogni?ed research
gservice, that may minimize the risk of them, say, having to
make a private eguity investment in a company that's not
followed by Value Line where they have to rely specifically
on a company.

Q. Well, I thought vou indicated earlier that a
financial risk -- and you said the textbook definition was
the amount of leverage in the capital structure; is that
true?

A. Yes. But I think you just said general risk

and I --

Q. All we're talking ~-- we're talking about

‘business and financial risk. And my gquestion is, do vyou

define financial risk to mean the amount of leverage in the
capital structure; is that true?
A. Yes.

0. Now, what does whether or not information is

S TG
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printed in Value Line have to do with the amount of leverage

in the capital structure?

A. It has nothing to do with the amount of
leverage.
Q. Okay. And look at your criteria No. 5, Ten

vears of data available. Would you agree with me that that
has nothing to do with business or financial risk, whether
or not 10 years of data is available?

A Okay. Let's just clarify. When vyou're
referring to business and financial risk, obviously you're
referring to the risk of the company. Does not necessarily
mean that this is the risk the investor may be taking by
investing in a stock when 10 vears of data is not available.

Q. IT'm talking about the definitions that vyou
gave us earlier. You said what business risk was and vou
defined that and you gave us some examples and you said what
financial risk was, the amount of leverage in the capital
structure.

So my question is, with those definitions in
nind, what does the fact that whether or not 10 years of
data is available have to do with either of those risks?

A. Well, if vou have 10 years of data to evaluate

the trends in capital structure within any given company,
you can evaluate the financial risk over time.

Q. But what dces the fact of whether or not that k
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data is available have to do with the actual business or
financial risk of the company?

A, Well, if the data is not available, vyou don't

have any trends to look at as far as what type of financial

i TR

risk that the company, you know, typically incurred as far
as 1ts leverage.

0. You don't have anything to look at, but what
does that fact have to do with the actual business or
financial risk of the company? f

AL As far as whether that's available has nothing
to do with the company Specifically. E

Q. Okay. And look at No. 8, No Missouri
operations. Would you agree with me that whether or not a

particular company has utility operations in Missouri has

nothing to do with business or financial risk?
A Obviously every jurisdiction has its own
regulatory risk as you referred to, so there could be some

risk factors there.

Q. There could be some regulatory risk?

A. Exactly.

0. But not business or financial risk?

A, Noh regulatory is part of business risk. #
Q. Would it be fair to say that these items I'vé

focused on, Items 1, 2, 5 and 8, those criteria really don't

relate to risk but if they do, it's only in a very remote
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sense and you just simply used those to help narrow down
your sample of companies?

. If you're going to just pick out those
specific items, 1'll agree with that.

Q. Turn to your Rebuttal Testimony, if you would,
please, page 25.

A. Yes.

Q. There on lines 12 and 13 of page 25 of your
Rebuttal Testimony you say, Because smaller utilities
operate in a regulated environment just as large utilities
do, making an adjustment for firm size is not appropriate?

A Yes.

Q. And then at the bottom I think of page 24 and
the top of page 25 you cite a study that you believe
supporkts that proposition; is that true?

A. That's correct.

Q. Do you know whether or not this Commissicon has
ever made an upward adjustment in rate of return to reflect
and recégnize the small size of a utility company?

AL I don't believe they have, but -- not as far
as my personal experience.

Q. Okay. If they had, would you think that the
Commission had made aAmistake?

A. That would ncot have been my recommendation.

The Commission obviously weighs the evidence of any case.

) MIDWEST LITIGATION SERVICES
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Q. That's fair. I understand.
In any event, that wouldn't have been vyour

recommendation and you would testify today that an

adjustment for size, in your judgment's, not appropriate; is

that true?

AL That's correct.

Q. Then turning back to your Direct Testimony
again, please, at page 26 where you listed vour criteria
there yvour third criteria states, Total capitalization less
than 5 billion; is that true?

A. That's correct.

Q. And that's a criteria related to size. Would
you agree?

AL Yes, it is.

Q. But you also testified that an adjustment for
size should not be congidered; is that true?

A Yes.

Q. So wouldn't you agree that that criteria,

No. 3, really isn't a valid selection metric for measuring

risk?

A. No. I wouldn't say that's necesgssarily the
case. Obvicusly, you know, size is something that analysts
think -- think about. But as far as what I'm rebutting is

whether or not a specific size premium adjustment should be

made especially when it's a division of a larger utility.
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I don't think there's anything wrong with
trying to limit the size of -- for purpose of selecting your
comparable companies initially, but as far as -- you know,

if you don't choose comparable companies, if you just choose

to eliminate the -- you know, the size requirement, then you
want to make a size adjustment, my point is you -- LI vou
want to avoid that, make sure you use a -- you know, use a

selection criteria that takes that into consideration if
there is a chance.

My point is there's nothing conclusive on a
size premium adjustment -- excuse me, a size premium
adjustment being made.

Q. If size is a valid selection metric -- which
is what you're saying, isn‘'t it?

| A. I'm saying it's a metric that I used and it

just -- it brings -- it eliminates -- it tries to eliminate
that possible argument coming from the company because I
know it's used every time.

0. What is that?

A. That a size premium adjustment should be made.

S0 it just heads off that possibility.

Q. And what companies have made that?

A. Just about every company that comes in here, I
believe.

Q. And do you know how has the Commission reacted

e s aa it VERTEr
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to that? Do you know?

AL I think I just indicated 1 didn't know whether
they madé a size premium adjustment.

Q. And if your knowledge on that subject was
incorrect and, in fact, there is a case or cases where the
Commission has made an upward adjustment and return because
of the small size of a company, would that change your view
on this topic?

A, No.

Q. What companies did you eliminate through the

use of vour third criteria, the size criteriaz

A, Okay. We're going to have a lengthy list
here.

Q. How many were there? Are they set out in your
testimony? |

A. Yeah. They're set out én Schedule 11.

Q. And how can I identify those looking at your

Schedule 1172

A Look at column 3, total ca@italization less
than 5 billion. And then every -- every company where the
answer 1s no was eliminated.

0. So if size doesn't matter, then those should
all be put back in; is that true?

A. I'm sayving size can be -- I'm arguing against

any size premium adjustment. I'm not indicating that it's

MIDWEST LITIGATION SERVICES
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not something that should be considered when you're
narrowing down your comparable companies.

Q. Well, we're not talking here about the return
on equity or premium adjustment though. We'wre talking about
your selection of comparable companies here. You ended up
with 6 companies out of maybe 80 you indicated, and I'm
trying to figure out how you utilized the Hope standard of
risk in selecting those 6 companies.

And your item No. 3, total capitalization less
than $5 billion, appears to be inconsistent with later
testimony that suggests no adjustment should be made for
size.

A. I don't agree it's inconsistent. I -- once
again, I'm trying to come up with comparable companies and
head off -- basically I reaiize companies make this argument
for a size premium adjustment, you know, over and over. AS
far as quantifying this specific adjustment, [ doun't agree
with that. And if you want to try to head that off, which I
did, you put in a total capitalization less than a certain
amount to try to head off that.argument.

0. Let's go in that direction. Let's assume that
argument has some validity and this Commission méy make such
an adjustment and allow a return to a small company.
Shouldn't those companies be put back in the pool?

A No. Because, once again, I would not agree

P TR N Yy
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with the-size premium adjustment.

Q. Okay. And if the Commission has found
otherwise, vour opinion would differ from what the
Commission has found; is that true?

AL . Sure.

Q- Okay. Take a look at your No. 4 criteria
there on page 26, Greater than 70 percent of revenues
received from electric utility operations.

A. Yes.

Q. And 1 think you indicated that the application
of that criteria eliminated 20 additional companies?

AL Yes.

0. Were any of those companies what we would
refer to as combination companies?

A, You refer to combinatioﬁ. Can you define what
you mean by --

Q. Well, what's your unders;anding of a
combination company?

A. I think there was a definition given earlier
that a combination company would be a electric and natural
gas company. I'm just wanting to make sﬁre you're not
referring to diversified company, which diversified
companies get into much of the nonregulated energy market
trading, etc., etc.

Q. Would you except as a definition of a

e i T B T Y B T T T e
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combination company one that was in both regulated natural

gas and regulated electric operations?
A. That may be a portion of their operations,

that's correct.

’

0. Is Ameren a combination company, for example?

AL Ameren has natural gas and electric

operations, that's correct.

Q. And how about Aquila?
A. Aquila has natural gas, electric operations. i
0. Would the fact that the combination company j

might not have more than 70 percent of its revenues from ]
electric utility operations simply reflect the sale of
itg -- of natural gas by its natural gas distribution

operations?

AL I don't know. I relied on C.A. Tﬁrner Ueility
Reports for this. I don't know what they look at as far as
to determine their percent of revenues -- electric revenues
as far as the specific details.

Q. Well, let me ask you just -- let's talk about
AmerenUE, for example. Do you know whether or not they get
more than 70 percent of their revenues from electric
operations?

A AmerenUE, I believe they do. Obviously tChat's
the largest part of their operations.

Q. Let's assume that they got 65 percent of their

Phone: 1.300.280.DEPO(3376) Fax: 314.644.1334 Web: www.missouridepos.com
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revenues from electric operations and the remainder

35 percent from natural gas operations. Applying your
criteria No. 4, you would eliminate them, is that true,
because they don't have more than 70 percent -~ 70 percent

Oor greater?

A Assuming that's the case, that's correct.
Q. Yeah. Just assuning that with me,
A. That would be Ameren Corps, the consolidated

Ameren Corporaticen.,

Q. Just pick X company.
A Any company, yYes.
o. It doesn't matter what company it is.

If 65 percent of its revenue is from regulated electric
operations, 35 percent of natural gas regulated operations,
vou would eliminate them; isn't that true?

A And let's clarify. With C.A. Turner it does,
in --

Q. Well, forget about C.A. Turner. Just the
hypothetical question, some company, any company, The Jim
Swearengen Utility.

A. Well, I stili need to clarify. Just electric
operations, in geﬁeral, not regulated electric operations.
It's very hard te find any -- you know, any type of source
out there, unfortunately, that really breaks down the

regulated electric and nonregulated electric. It's a very

g erm— — e
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real problem.

Q. I understand that. What I'm trying Lo get

your ratiocnale here for that 70 percent cut-off peoint. aAnd
my guestion to you is, 65 percent come from regulated E
electric operations, 35 from regulated gas. Just assume
that to be the case. You would eliminate that company?

A. Exactly.

Q. That's right.

Aﬁd let me ask you this. Just because

35 percent of that company's revenues came from regulated

gas operations, that would not necessarily reflect a higher

operating risk for that company, would itg? E
A. When vou refer to "operating,' are you

referring to business risk? H
Q. Sure.
A. I mean, with any given company it's.not

necessarily going to -- as far as the percent of revenues,

there are®all sorts of things that come into play that are
going to determine the overall risk level of a company such
as management and what have you.

This is just something to -- in order to try
to achieve electric utilities, which is what MoPubh and
St. Joe are. And that's what's -- the subject of thisg case,
I should say, is what MoPub and St. Joe are because

obviously they have gas operations and steam operations, but
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the subject of this case is their electric operations.

Q. Is it your view that gas operaticns are more
risky than electric operations?

A, I think there is a general view that gas 5
operations used to be riskier than electric operations, but
obviously with deregulation and many electric utility
companies being involved with nonregulated activities,
there's probably been some shift in that. 2and -- and that's
something that may change that.

0. S0 you wouldn't subscribe to the belief that

gas operatlons are necesgarily more risky than electric

operations?

A. I'm saying it's very hard to tell at this
point in time.

Q. Would you agree that as a general proposition,
there's little difference in risk between a regulated
electric utility and a regulated gas distribution utility?

A. No. Because with vertically integrated
regulated electric utility, you have generation and
purchased power. Obviously with natural gas you have E
distribution and they have to purchase that gas. So, no, I E

wouldn't say they're the same risk. And that's why

I -- with the gas case I selected natural gas utility
companies.
Q. Would you say there's little difference in

MIDWEST LITIGATION SERVICES
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that risk?

A, I haven't gquantified that.

0. So vou don't know? |

Al I don't know.

Q. Would you agree with me that your criteria
No. 4 ig not really a measure of risk?

A, No. TI'd say it is -- it's a very big measure

of risk. The predominant criteria when choosing comparable
companies is to make sure that those comparabile companies
are in the same general type of business operations, which
is a very big reflection of risk, which is the business risk
the company operates in.

Q. The same type of business operations? E

A, Yes. I say that's -- that's probably the
number one in selecting comparable companies.

Q. And I think you indicated that Aquila is a
combination company; is that right? i

A. Yes. }

Q. And that perhaps some of the companies that

yvou eliminated by applying your criteria No. 4 ig a direct

result of the fact that those are combination companies and
derive significant revenues from their natural gas %
operations; is that true?

A. But we're looking at the electric operations

of MoPub and St. Joe. 1I'm trying to evaluate the electric

S j
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operations of MoPub and St. Joe, not the gas operations.

That was evaluated in a gas case;

Q. I understand that. But are vou not, through
your selection criteria, attempting to find companies of
comparable risk?

. 0f comparable risks to electric operations,
correcth.

Q. And what does the greater than 70 percent of

revenues received from electric utility operatlions have to

do with risk given the fact that you testified you didn‘'t
think there was a difference between the risk for an E
electric utility and the risk for a natural gas company? :

A. Let me clarify. T didn't say I didn't think f

there was a difference between the risk of natural gas and

electric utility. I said as far as quantifying that, I do
not know at this point in time, especially because of the
fact that electric utilities have become involved in

nonregulated activities.

Q. But you're convinced there is a difference in
risk?

A. I'm sure there is some difference and it
depends on the ccmparable groups you pick out.

Q. What is more risky, a natural gas company or
an electric company? Just that -- a pure natural gas

company and a pure electric utility company, just agsume

MIDWEST LITIGATION SERVICES
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that hypothetically. Which one is -- all other things being
equal, which one is riskier?

A, Can yvou please define pure gas?

Q. That's all they're in, just a pure play
regulated electric utility company.

A, Vertically integrated?

0. Yeah. They don't do anything else.

A. They generate --

Q. Right.

A. ~- electricity?

Q. Sure.

A. Nuclear generation?

G. You make the assumption.

A. There are a lot of assumptions. You pointed

out already there's a lot of different business risks that
may come into play for an electric utility wversus a natural
gas utility.

In -- the general understanding before a lot
Of.electric companies got into nonregulated activities was
that electric utilities were less risky than natural gas
utilities. However, with. electric utilities veering off
into many.nonregulated activities and still being classified
as electric utility companies, I.would venture to say that,
you know, you cannot make that general classification.

And -~ and I'm not trying to make that general

e
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classification here in this case.

Q. Let me ask you, vou mentioned no nuclear
operations. That's item No. 6 in your selection criteria?

A, Yes.

Q. And item No. 7, At least investment grade
credit rating?

A. Yes. That's very important.

. 2And why is that important?

A Because fhat entails all business and
financiai fisk.

Q. If you just focused on these two items, six

and seven, as screening criteria, would you agree that your
sample group would be much larger than the six companies

that vou selected?

a. I don't know. I didn't do that analysis.
Q. You didn't do what analysis?
A. To determine if my sample group would be

larger it I just used those.

0. Do you have any idea at all?
A No. I didn't look at that.
Q. So are you then saying that yvou did not

eliminate from your sample group any companies based on
items 1 through 5 and item 87
A, Oh, T eliminated those, but there's many

companies there that 1 -- cbviously when the lines become

b
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blank, 1 didn't even bother to lock at whether or not it's

an investment grade credit rating or if there's nuclear
operationsg. So it's really hard for me to tell.

Q. If you eliminated companies by applying
criteria 1 through 5 and 8, wouldn't it stand to reason that
1f you didn't apply those criterias, Lthose companies would

have not been eliminated?

A. You would think so.

Q. But you don't have any idea how many that --
A. No. I have no idea.

Q. Now, one of your proxy companies is DPL, Inc.;

is that true?

A That's correct.

Q. And what is DPL, Inc.?

A. Dayton Power & Light.

Q. And where is i1t located?

A. Ohio.

Q. . And what kind of business is it in?

A. It's obviously an electric utility.

0. You say it's located in Ohio. Do you know
what --

A. I mean, that's -- I think of Dayton Power &

Light. Obviously ny geography's not great, but yeah, that's
ny general understanding.

MR. SWEARENGEN: Could we take a brief recess?

e
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Maybe we want to break for lunch and come back early.

JUDGE JONES: Why do vou need to take a recess
now?

MR. SWEARENGEN: I just need tc check some
materials and maybe T can shorten this.

JUDGE JONES: Does anyone have any objection
to that?

Well, let's go ahead and break for lunch then.
It's a quarter till noon and why don't we come back at
one o'clock.

MR. SWEARENGEN: Thank vou.

JUDGE JONES: Actually go ahead and make it 15
after 1:00 so we can catch the sLragglers. We're adjourned
unktil 1:15.

| (A recess was taken.)

JUDGE JONES: We're back on the record with
Case No. ER-2004-0034 and we're continuing with the
crosg-examination of Staff's witness David Murray.

Mr. Swearengen, yoﬁ may proceed.

MR. SWEARENGEN: Thank you, Judge.

BY MR. SWEARENGEN:

Q. Before lunch, Mr. Murray, we were talking
about the proxy companies that you had selected which are
set out in various schedules attached to your testimony.

And T asked you about Davton -- or DPL and I believe you

|
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1 were describing what DPL is. What was your answer?

2 A. It's a holding company for Dayton Power &

3 Light, which is their main electric utility for DPL, which I
4 think yvou asked where they are located and I indicated in --
5 1 said that was 1n Davton, it was Dayton, Chio.

6 Q: Dayton, Chio. And it's a regulated subsidiary
7 of DPL, Inc. Is that your understanding?

8 AL - Yes. ﬁ
9 Q. And have you read any of the financial E
10 literature in connection with DPL?

11 A. The information I may have read on DPL is from
12 Vvalue Line and maybe some Standard and Poor's credit rating

13 research reports.

14 Q. Are you aware then that on December 10 of 2003
15 Standard and Poor's fating services announced that it had

16 lowered DPL's corporate credit rating, including the credit '
17 rating of its regulated subsidiary from triple B to double

18 B?

19 A. T believe that was pointed out actually in

20 Dr. Murry's testimony.

e ——

21 Q. And were you aware of that fact when you put

PR

22 together your testimony in this proceeding?
23 A. No, I was not. l
24 Q. Would you agree that by lowering the credit

25 rating from triple B to double B, that DPL is no longer

i
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investment grade?
A. I would agree with that.
Q. And, therefore, as a result, DPL would not

meet your criteria No. 7, At least an investment grade
rating?

A, If I were to update my study, that's correct.

Q. So based on that, would you agree with me that
DPL should be removed from your proxy group by vour own
definition?

A If I updated the study, I would agree with
that. But, no, since when I did the study they were

investment grade, they met that criteria at that time.

Q. And when did you do that study?
AL Probably shortly before -~ I believe a lot of
the -- a lot of the research, Value Line reports that I used

were dated October 3rd, 2003, testimony was filed
December 9th. So within that time frame. I'm sure it was
whenever T was looking at that. Mayvbe -- to be honest with
vyou, as far as specific dates that I was preparing the
study, I can't tell you.

0. Let me ask you this. You're not disputing the
fact that the credit rating has been lowered from Lriple B
to double B for that company?

A No.

Q. And you would agree that it, therefore, would

AR I P, P e N TR
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1 not meet one of your screening criteria; is that true?
2 Al If the study was updated, that'gs correct. S
3 Q. And your testimony here on the stand, would
4 vyou consider that to be an update to your study?
5 A. No. I'm standing by the testimony that was -- :
6 that's been filed. We're discussing some of the things that ?
7 may have cccurred since my testimony was filed, but I %

8 haven't changéd my recommended return on eguity nor has any
9 other witness in this case.

10 Q. T'm not asking you about that. TI'm asking you
11 about your selection of that particular company as one of

12 the six companiesgs in your proxy group. And I think -- where
13 do you set . oubt the criteria that vou used to select the

14 companies for your proxy group? Where do I f£ind that?

15 A, Schedule 11, T bhelieve.
16 Q. Is it anywhere in your Direct Testimony?
17 A. Oh, as far as the Direct Testimony? I believe

18 we talked about that earlier when we were talking about

19 risk.

20 Q. What page 1s that on?

21 A. I1'll have to -- page .26,

22 0. Page 26. And if I look there and 1 look at

23 c¢riteria No. 7, it says, At least investmen; grade rating? E
24 A Yes.

25 Q. And you used that criteria to eliminate six
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additional companies from the pool of companies that vyou

were laooking at that; is that true?

A At that time, that's correct.

0. And now vyou're saying that vou recognize or
you will admit or concede that DPL does not meet that
criteria; is that true?

A. Yes.

Q. But, nonetheless, it's your testimony that in

representing £o this Commission what they ought to do in
terms of appropriate capital structure and return for this

ti
company, based on your own testimony, they ocught to use the j

results of a company that no longer meet your criteria. Is
that what vyou're saying? E

A The analysis I did at the time contemplated a

triple B credit rating, so the data I was looking at at the
time reflected that triple B credit rating. I have not
hothered to look at any additional information as far as the
financial information for -- for the discounted cash flow
analysis of DPL since they've been downgraded.

Q. So the fact that that company no longer meets
your own criteria doesn‘'t concern you at all?

A, I wouldn't say it doesn't concern me, but it
doesn't change my recommendation.

0. and why is that?

A Because I evaluated all of my comparable
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companies when 1 arrived at my recommendation of the 9.6--
excuse me, 8.64 to 9.64. And all the -- I mean, there were
more than -- there are more than just -- there's more than

jgst one company in that comparabkle group.

Q. Let me ask you this. All other things being
equal, if you were to do this study today, all other things
being equal except DPL is no longer investment grade credit
rating, wouldn't you agree that you would eliminate them
from your proxy group?

A I would eliminate them, but 1I'm not saying

that my recommendation would change.

0. Okay. And that being the case, vou'd be left

in your proxy group with just five companies, all other

things being equal; is that true?

A. Well, who knows what might happen with some of ﬁ

the other companies.

Q. Nc. I understand that. I said all other
things being equal, nothing else changes, assuming all other
facts being egual.

A, If you want to make that assumption, that
would be the case.

Q. Okay. Now, DQE, Inc. is in your proxy group;
is that correct?

A. That's correct.

Q. And what is that company?

A A i e - e < PSRy T

T R TS TS A W T T T R T

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) IFax: 314.644.1334 Web: www.missouridepos.com



Transcript of Hearing, Vol. 18  3/11/2004

_ Page 1663 —h
1 A It's a predominantly electric utility. I ;
2 Dbelieve that they operate I believe mainly in the state of }
3 Pennsylvania, electric distribution. I know they had some

4 other operations they just sold. OQObviously we're familiar H
5 with the fact that they had AgquaSource, they sold that to
& Philadelphia Suburban, but they're an electric utility.

7 Q. Have you reviewed any financial literature
8 with respect to that company?

9 AL Value Line and Standard and Pocr's li
10 information, once again.
11 Q. Are you aware of a Value Linelreport dated

12 December 5, 2003, which indicates that potential investors
13 should exercise caution before taking a stake here, meaning
14 making an investment in this company?

15 A I didn't review the December Value Line sheet.
16 MR. SWEARENGEN: May I approach the witness,
17 your Honor?

18 JUDGE JONES: Yes, yOu may. ﬁ

19 BY MR. SWEARENGEN:

20 Q. Mr. Murray, 1 just handed you a document, a

21 Value Line document. Can vou tell the Commission what that

22 1is, please?
23 A. Yes. It's a Value Line -- what they refer to
d3

24 as tariff sheet for Dukane Light. For whatever reason,

25 they'wve changed it to Dukane Light. It used to be DQE on my
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tariff sheett. BAnd it's a report issued by Value Line as of

December 5th, 2003 with financial information and some
written analysis.

Q. Now, the statement that I indicated was
contained in that document appears at the very end of it; is
that not true?

A- - Yeg. Tt reads that through 2008, I believe --
it's hard to read, I think it is a fax copy -- potential
investors should exercise caution before taking a stake

here, which would actually drive the dividend yield up.

Q. And why would it drive the dividend yield up?
A. If there's commentary from analysts within the

investment community to use caution when investing in stock,

then obviously the stock price of that company may
depreciate because there's a caution.

. It's just -- obviously the -- as we know,
there's very few sell orders put out there by Wall Street

analysts, but as far as some more independent analysts, if

they're telling investors to exercise some caution, they

may, you know, choose to, vou know, either decrease their
position or may choose not to buy the stock. And when that
price goes down, the dividend yield would go up. And the
cost of -- therefore, the cost of capital to that company
goes up. |

Q. Is that because it's becoming riskier?
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A. Opbviously they believe there's some risk;
otherwige, they wouldn't say use some caution.

Q. Have you done any detailed study of this
company at all?

A, Just what's in my schedules and my general
knowledge through Value Line, Standard and Poor's.

0. Are you aware then that DQE is trying to
divest itself of past investments and financial energy
services as well as telecommunications operationsg?

A, Yes. They're divesting about three units.

We're very familiar with AqgaSource because they operate in ;
the state of Missouri.
Q. And are you aware that the company has an F
ongeoing Internal Revenue Service investigation involving its
tax returns for the period 1994 through 1597°?
A. I believe I saw something to that extent. I ﬁ
believe it was in the S&P report.

Q. And isn't it true that the company cut its ﬁ

dividend by 25 percent in 20037

AL I'1l take your word for the percentage, but I
do know they cutbt their dividend.

0. Am I correct in understanding your testimony
and schedules that you use DQE's 25.5 percent equity ratio,
which was its equity ratic at the end of 2002, in the

calculation of your proxy eqguity ratio average of
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36.8 percent? P
A. That's correct.
Q. Would vyou agree that all other things being H
egual, the financiél risk for that company, for DQE, exceeds

that of the other companies in your proxy group? ]
A. All other things being egqual, correct. F
Q. 50 then, in summary, assuming that your proxy

group has some validity, one of those companies, DPL, fails
to meet one of your own criteria No. 7, At least investment

grade credit rating. Correct?

A. Not at the time.
0. it does as we speak here today though, does it
not?
Al If T were to update the study, you would be
correct.
H
Q. And a second company, DQE, would it be fair to

say that company has so much uncertainty surrounding it
that -- especially given its low eguity ratio, that it was
forced to reduce its dividend in 2003 and there's a warning

from Value Line to investors about investing in that

company?

A. Yes. I took all those things into
conéideration when T came up with my overall recommendation
in this case.

Q. Let me ask you this. If you eliminated those

e s e e
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two companies from your group of six proxy companies, would

you agree then that the average equity ratio of your proxy

group would be raised from 36.8 percent to about 43 percent?
A I'll take your word for the average. E
0. Then do you have any reason to dispute that? ;
A. No. I don't have -- F
Q. Is that a difficult calculation to make? i
A, Well, T'd have to average four -- i
Q. How long would it take you to do that?
A. I could do it right now. F
Q. Okay. 3
A, What was the number vou indicated?
0. 43 percent.
A. 42.6 to be exact, but you're right.
Q. Okay. Thank you.

Now, before lunch we had a discussion about
financial integrity. Do you recall that discussion?
AL Yes.
Q. and you indicated that based on the United
States Supreme Court Hope decigion, the return that this

Commission authorizes should be sufficient to assure a

confidence in the financial integrity of MPS and L&P; is
that true?

A Yes.

0. So to maintain the credit of those entities
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AL Yes.

Q. And that's still your testimony this
afternoon?

AL That's correct.

Q. Thanks.

Turn ko pagé 31 of your Pirect Testimony, if
you would.

A. Yes.

Q. There at the bottom of page 31, beginning on
line 18 and continuing over on the top of page 32, vyou
discuss the calculation on the pre-tax interest coverage
ratio; is that correct?

A, Yes.

Q. First of all, what is a pre-tax interest
coverage ratio?

A. It's just earnings before interest and taxes
divided by interest. Just done -- trying to give an idea
what the coverage of the interest expense might be.

Q. On page 32 at line 6 and 7 you say, This range
of pre-tax interest coverage ratios falls between the lower
quartile and median quartile for a triple B related electric
utility. Correct?

A. Yes. And actually, IT'm sorry, I didn't make

this correction, but it shouldn't indicate median quartile.
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It should just indicate median.

Q. So 1 should strike guartile?

A, Yes. I apologize.

Q. And I think you testified earlier that a @
triple B rating is the minimum rating for an electric '
utility to ke considered investment grade?

A. That's correct.

Q. And then you go on from that point and discuss

on page 32 and later a rate of return for Aguila's MPS and

L&P operations; 1is that true?

A. Yes.

Q. And, once again, let
that we're clear. Would you agree
assure confidence in the financial

enterprise, which is the words the

me ask you to make sure
in order for a return to
integrity of the

Supreme Court uses but in

this case that would be MPS and L&P, would it be your

intention that your recommendation

in this case will result

in MPS and L&P as stand-alone entities existing at an

investment grade level?

A. I'm -- T never tried to give the impression

that I knew exactly what their credit rating would be on a

stand-alone basis, because that‘s a very hard thing to

determine. I -- my recommended rate of return is fair and

reasonable.

Now, if -- if the --

if that were to want to

s
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be determined, I am aware that S&P and Moody's both have

services that the company could pursue. I think Moody's

refers to it as rating assessment service. S&P refers to it

as a rating evaluation service.

That indicates that if you -- if rhey were _
wanting -- if a company was wanting té try to assess the b
creditworthiness of a stand-alone company or stand-alone
entity which could be a division, the company could pursue
sucnn a -- such an endeavor with Moody's and S&P.

And that would give -- that would be the only

true way to give an independent and full-fledged, detailed

analysis of what MoPub and St. Joe would be rated on a

stand-alone bagis. You can't just look at the guantitative

ratios that's published by S&P for their targets because

obviously, as we pointed out earlier, a lot of times those
ratios are not falling within those targets.

And I'm aware from my conversations with
Standard and Poor's and Moody's, that they compare the
actual ratrios that occur Lo companies -- other companies in
the same industry, their actual ratios.

And that's why the financial medians are
important to look at because they lock at those in
conjunction with these -- with those benchmarks. And -- but
I am aware that Moody's and Standard and Poor's has

indicated that they wouldn't be, you know, surprised if —-
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with this current environment where there are companies that
have a lot of nonregulated activities and that there's
proceedings going onlin commissions where there's a dispute
as to what the credit rating might be if the division were
stand-alone, you know, that they -- you know, that they
would possibly entertain the possibility of a company -- the
commission would have to work with the company, but the
company could request such an aﬁalysis to be done, which

would be about as detailed and obhjective as you can get in

determining what the -- what the integrity of the company
would be.
0. Well, yvou're the chief financial witness

testifying in this case for the Staftit of the Public Service

Commission; isn't that true?

A, Yes.

Q. And I think you said this morning that you
agreed -- and, once again, taking you back to the Hope case,
that the return that this Commission authorizes -- and

they're going to look at your recommendation in doing
that -- should be sufficient to assure confidence in the
financial integrity of the enterprise so as to maintain its
credit and to attract capital?

A. Yes.

Q. And given that standard, what have you done to

test whether or not your recommendation in this case, if

yT——
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