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SURREBUTTAL TESTIMONY OF JOHN C. DUNN
ON BEHALF OF

MISSOURI GAS ENERGY

1

	

Q.

	

Please state your name and business address .

2

	

A.

	

My name is John C . Dunn. My business address is 7400 West 110`h Street, Suite 750,

I

	

3

	

Overland Park, KS 66210 .

4

	

Q.

	

Are you the same John C. Dunn who filed direct testimony and rebuttal testimony in this

I

	

5

	

case before the Missouri Public Service Commission ("Commission") on behalf of

6

	

Missouri Gas Energy ("MGE"), a division of Southern Union Company ("Southern

7 Union")?

I

	

8

	

A.

	

Yes I am.

9

	

Q.

	

What is the purpose of your surrebuttal testimony?

I

	

10

	

A.

	

The purpose of this testimony is to respond to the rate of return rebuttal testimony of Mr.

I 1

	

David Murray, a witness for the Commission Staff ("Staff'), the rate of return rebuttal

12

	

testimony of Mr. Travis Allen, a witness for the Office of the Public Counsel ("Public

I

	

13

	

Counsel") and the statistical rebuttal testimony of Ms. Barbara Meisenheimer also a

'

	

14

	

witness for the Public Counsel .

15

	

ORGANIZATION OF SURREBUTTAL

I

	

16

	

Q.

	

How is your surrebuttal testimony organized?

I

	

17

	

A.

	

The surrebuttal testimony is organized into two main sections . Each deals with a point

18

	

by point response to the individual rebuttal testimonies of the Staff and Public Counsel

19 witnesses .

20

	

More specifically, in connection with Staff witness Murray's rebuttal testimony I will

21

	

comment on the following matters :

22

	

The cost of debt.
23

	

0

	

The proper capital structure .



1

	

"

	

The comparable companies .
2

	

"

	

The determination of return on equity .
3

	

The issue of floatation cost .
4

	

"

	

The issue of a risk adjustment .
5

	

"

	

The matter of including dividend growth in the discounted cash flow ("DCF")
6

	

calculation .
7

	

"

	

The issue of financial risk .
8

	

"

	

The consideration of other Commission decisions in determining the appropriateness
9

	

ofthe rate of return recommendation .
10
11

	

In connection with the Public Counsel witness Allen's rebuttal testimony, I will discuss

12

	

the following areas :

13

	

"

	

The proper capital structure .
14

	

"

	

The comparable companies .
15

	

"

	

The use of the retention rate calculation .
16

	

"

	

The use of the dividend per share growth rate in the growth rate calculations .
17

	

"

	

The recommendation of a hypothetical capital structure .
18

	

"

	

The matter of floatation cost .
19

	

"

	

Risk adjustments .
20
21

	

With respect to the Public Counsel witness Meisenheimer's rebuttal testimony, I will

22

	

comment on the single issue which is discussed in that testimony, i .e . the statistical risk

23

	

analysis which I included in my direct testimony.

24

	

Q.

	

It appears that there is some commonality in the areas of discussion between the Staff

25

	

and Public Counsel rate of return issues .

	

Will your comments cover both rebuttal

26 testimonies?

27

	

A.

	

In the areas of capital structure, the comparative company selections, the issue of

28

	

floatation cost and the inclusion of dividend growth in the DCF growth rate calculations,

29

	

my surrebuttal testimony will apply to both the Staff and the Public Counsel rebuttal

30

	

testimonies . The other issues will be discussed separately.



1

2

3 Q.

4 A.

5

6

7

8 Q.

9

10 A.

11 Q.

12 A.

13

14

15

16 Q .

17 A.

18

19

20

21

22

RESPONSE TO STAFF REBUTTAL TESTIMONY

Cost of Debt

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 Company ("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



1 witness Murray in his calculation and shown on his as shown on Schedule 10 was issued

2 well before Panhandle Eastern was acquired by Southern Union.

3 Q . What is the second reason?

4 A. The Staff witnesses' approach of including the Panhandle Eastern debt violates the

5 Commission's order in Case No. GM-2003-0238 which requires that MGE be

6 "insulated" from Panhandle Eastern .

7 Q. Does the Staff witness imply that Standard & Poor's is not aware of the Commission

8 Order in Case No. GM-2003-0238?

9 A. Yes. In his discussion of capital structure, Mr. Murray quotes a portion of a Standard &

10 Poor's ("S&P") Credit Rating Research Report on Southern Union . Mr . Murray

11 concludes from this report that S&P does not recognize the fact that MGE's natural gas

12 distribution properties have been effectively "insulated" from Panhandle Eastern. (p . 12,

13 Ins 6-27) .

14 Q. Do you agree with his interpretation ofthis report?

15 A. No . S&P apparently was unaware of the stipulation when opining that Southern Union

16 would use available cash to support debt service for either entity . I say this because in a

17 subsequent S&P research report dated April 6, 2004, S&P changed the rating

18 methodology, although not the credit ratings of Southern Union and Panhandle Eastern.

19 Importantly, S&P dropped the statement that Southern Union management would use

20 available cash to support debt service for either entity .

21 Q. Do you believe that the change in methodology is recognition by S&P that its June 11,

22 2003 research report was in error?

23 A. Yes, I do .



1 Q .

2 A.

3

4

5 Q.

6 A.

7 Q.

8 A.

9

10

11

12 Q.

13

14 A.

15

16

17

18

19

20

21

22 Q.

23

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 difference in the costs . Mr. Murray calculates his cost of

preferred stock on Schedule 11 to his direct testimony . The source of that calculation is

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

term 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 structure . This significant error by the Staff witness is discussed in the rebuttal

testimony ofMGE 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



1

	

"parent" company (such as Southern Union) and relies on the "parent" for its capital

2

	

needs the Staff "has consistently recommended the consolidated capital structure of the

3

	

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

4 statement?

5 A. No.

6

	

Q.

	

Please explain .

7

	

A.

	

In Docket No. RP99-485-000, a rate proceeding before the Federal Energy Regulatory

'

	

8

	

Commission ("FERC") involving KPC (the former Kansas Pipeline Company) the

9

	

Commission presented the testimony of Mr. Ron Bible, the Commission's Manager of

10

	

the Financial Analysis Department . The examiner's report in that case summarizes the

1 I

	

Commission's position and states that the

12

	

"MoPSC asserts that in setting the rate of return allowance for a
13

	

regulated pipeline, the Commission has a preference for using the actual
14

	

capital structure of the pipeline, so long as the pipeline can demonstrate
15

	

that it is an independent financial entity . To demonstrate the requisite
16

	

financial independence, the pipeline must show: (1) without a guarantee
17

	

from its parent it issues its own debt ; and (2) it has its own bond rating."
18

	

(Footnotes omitted)
19
20

	

Q.

	

How does the Commission's position in the KPC case apply in this case?

21

	

A.

	

The Panhandle Eastern subsidiary is an independent financial entity according to the

22

	

definition advocated by Mr. Bible for the Commission . Therefore, in this case the

23

	

independent financial entity, Panhandle Eastern, should be removed from the Southern

24

	

Union consolidated capital structure because it will be regulated separately on its own

25

	

capital structure by FERC. Consequently, the Southern Union standalone capital

26

	

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

'

	

27

	

determining the rate of return for MGE in this case .



1 Q . Mr. Dunn, what evidence do you have that Southern Union and Panhandle Eastern are

2 separately rated?

3 A. The research report of S&P dated April 6, 2004, (Surrebuttal Schedule JCD-1) clearly

4 identifies both Southern Union and Panhandle Eastern each with their own S&P ratings .

5 Q. Has Moody's separately rated both Southern Union and Panhandle Eastern?

6 A. Yes. In its analysis dated February, 2004, (Surrebuttal Schedule JCD-2) Panhandle

7 Eastern is separately discussed by Moody's . It is clear from that document that

8 Panhandle Eastern has a rating separate from Southern Union.

9 Q. Mr . Dunn, please summarize how the position on financial independence advocated by

10 Mr. Bible on behalf of the Commission in the FERC proceeding involving KPC

11 mandates the use of the Southern Union standalone capital structure in this case without

12 Panhandle Eastern?

13 A. The position advocated by Mr. Bible on behalf of the Commission in the KPC case is

14 that a financially independent company should be regulated using its own capital

15 structure, and Panhandle Eastern meets this definition of financial independence . This

16 can only mean that divisions of Southern Union such as MGE should be regulated using

17 the remainder of the consolidated capital structure, exclusive of the capital structure of

18 Panhandle Eastern, as long as the remaining divisions form a homogenous group and are

19 financed as a group .

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

21 pages 6 through 9 ofMr. Murray's rebuttal testimony?



1

	

A.

	

It demonstrates that Mr. Murray's capital structure calculations are incorrect and should

2

	

not be accorded any weight . The capital structure that should be used in calculating rate

3

	

ofreturn is the capital structure for Southern Union, exclusive ofPanhandle Eastern.

4

	

Q.

	

In connection with the discussion of the capital structure and the Staffs effort to justify

5

	

the use of the consolidated capital structure with a low common equity ratio, Staff

6

	

witness Murray describes the refinancing of the Southern Union TOPrS with a new issue

7

	

or series of preferred stock. This discussion begins at page 13, line 7 of Mr. Murray's

8

	

rebuttal and continues on to page 14. Do you have a response?

9

	

A.

	

Yes. Mr. Murray implies that proceeds from the October preferred issuance were used

10

	

to fund the acquisition of Panhandle Eastern .

	

This is not true because it would have

11

	

constituted a violation of the Stipulation and Agreement approved by the Commission in

12

	

Case No . GM-2003-0238 precluding the flow of cash from Southern Union to Panhandle

13

	

Eastern, absent Commission approval, and otherwise insulating MGE from Panhandle

14 Eastern .

15

	

Q.

	

Mr. Dunn, have you made an affirmative calculation of rate of return including a

16

	

proforma capital structure and actual costs of debt and preferred?

17 A. Yes.

18

	

Q.

	

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

19

	

A.

	

The date of the capital structure is April 30, 2004 . This date is the true-up date for this

20

	

rate proceeding . MGE and the Staff have agreed to true-up the capital structure as of

21

	

that date .

22

	

Q.

	

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

23

	

A.

	

The cost ofdebt included in the capital structure is 7.434%.



1 Q. What is the cost of preferred stock?

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

3 Q . What is the total capital structure?

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

5 following elements :

6 TABLE 1
7 Pro Forma Capital Structure
8 Southern Union Company Only
9 April 30, 2004
10
11 Amount Ratio
12
13 Long Term Debt $ 948,833,985 47.39%
14 Preferred Equity 230,000,000 11 .49
15 Common Equity 823,453,958 41 .13
16 TOTAL $2.002,287.943 100.00%
17

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

19 at April 30, 2004?

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

21 debt has been repaid .

22 Q. What adjustments have been made to this capital structure?

23 A. There have been three adjustments . The purpose of which was to eliminate any effect of

24 the Panhandle Eastern acquisition from the resulting capital structure . The first

25 adjustment is to eliminate $48.9 Million of common equity which is related to the

26 Panhandle Eastern purchase . This is the value of three million shares of Southern Union

27 stock that were included in the transaction . The second adjustment is to eliminate $91

28 Million in equity related to retained earnings of Panhandle Eastern since the acquisition .

29 The third adjustment eliminates the hybrid security . The last adjustment recognizes that



1

	

the balance of the purchase price, approximately $145 million, was raised through the

2

	

issuance of common equity and equity units ; approximately $84.5 million in equity and

3

	

$60.5 million in debt (the 5 .75% equity units) .

4

	

Q.

	

In your opinion does this capital structure eliminate all amounts related to the acquisition

'

	

5

	

ofPanhandle Eastern?

6

	

A.

	

Yes. This capital structure eliminates all Panhandle Eastern related capital and complies

7

	

with Generally Accepted Accounting Principles ("GAAP") .

'

	

8

	

Q.

	

What is the rate of return associated with this capital structure using the cost of debt and

9

	

preferred stock that you previously stated?

10

	

A.

	

The overall rate of return, using the cost of debt and preferred previously stated and a

11

	

return on equity of 12%, is 9.35%. That calculation is as follows :

12

	

_

	

TABLE 2
13
14

	

Rate of Return
15

	

Southern Union Company Only
16

	

April 30, 2004
17
18
19
20
21
22
23
24
25
26

27

	

Q.

	

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

28

	

Counsel rebuttal testimonies?

29

	

A.

	

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

30

	

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

Ratio Cost
Weighted

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% ____ 9.35%



1

2

3

4

5

6 Q.

7

8 A.

9

10 Q.

11 A.

12

13

14

15 Q.

16

17 A.

18

19

20 Q.

21 A.

22

23

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, Ins 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 . I 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 Staffand Public Counsel on June 10, 2004?

Yes. I 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 ofa 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 testimony, there is some discussion

concerning the selection and the resulting group of companies that I use to establish a

benchmark or baseline return on equity .

What is the essence ofthe criticism?

The primary 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 .



1 Q . Do you believe this is a reasonable criticism?

2 A. No. Furthermore, I don't believe that it has any meaning.

3 Q. Please explain.

4 A. As I explained in my direct testimony, in a rate of return analysis, it is impossible to

5 develop a group which is precisely comparable to any subject company . Consequently it

6 is essential that a benchmark return be developed for a proxy group of companies and

7 that the risk differential between the proxy group and the subject company then be

8 quantified using statistical and qualitative tools so that appropriate adjustment for

9 risk/comparability differences can be made.

10 Q. Did you perform such an analysis, i.e . determine a benchmark return and then calculate

11 adjustments using statistical and qualitative tools?

12 A. Yes, I did .

13 Q. Did either the Staff or the Public Counsel witnesses follow this approach?

14 A. No.

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

16 A. Yes.

17 Q. And what was said?

18 A. He indicated that in the past he tried to select companies that were as comparable as

19 possible in making a comparative group . However, he went on to say that with the

20 changes in the utility industry, he now selected as broad a group as possible and did his

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

22 52 & 53)

23 Q. Is this the methodology you used?



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 . AGL 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 NIGH 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 .



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 analysis 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 ;



the sales mix of each of the companies ;

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

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

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

whether or not the companies are legally established as a holding company ;

whether or not each of the companies engage in exploration ;

whether or not the companies generate electricity ;

whether or not he companies own natural gas storage .

ray did not evaluate any of these important factors except for the sales mix of

the companies . Attached as Surrebuttal Schedule JCD-4 is a copy of his

.

he concerns expressed by the Staff in its rebuttal testimony is that you included

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

a valid concern.

xplain .

ears ago, when the Commission made its determination of the required return on .

sing book data only, it was appropriate that it not consider companies under its

ion in reaching conclusions about other companies under its jurisdiction .

there was a problem of circularity if the Commission used its own prior

s to make current decisions .

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

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

b.

2 c .
3
4
5 d .
6
7
8 e .
9

10
11 f.

12 g.

13 h.

14 i .

15 Mr. Mu

16 each of

17

18 Q.

responseOne

of

19 in your

20 A . It is not

21 Q . Please

22 A. Many

23 equity

24

25

jurisdictClearly

26

27

decisionToday,

28 Comm



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 shareholder 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 is 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 I did not



calculate a growth rate by averaging a series of numbers as the Staff did, but rather used

judgment in determining 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 is 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

adjustment 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



Q.

4 A.

5 Q.

6 A.

7

8

9 Q.

10 A.

11

12

13

14

15

16 Q .

17 A.

18

19 Q.

20 A.

21 Q.

22

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 received a presentation by Southern Union in

connection with the sale of that common stock and has approved the sale by an order . I

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 ofMGE.

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 Eastern . 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?



1

	

A.

	

Yes he did . On pages 13 and 14 of the transcript of his deposition he indicates that the

2

	

floatation cost adjustment is omitted from the Staff DCF calculation and that it results in

3

	

an understatement of the cost of equity of 30 basis points to Surrebuttal Schedule JCD-3 .

4

	

On page 40 of his deposition he describes the Murray DCF as lacking "the real world

5

	

refinements like floatation costs" and concludes at page 26 of his deposition that this is

6

	

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

7

	

field of rate of return . (id.)

8

	

Growth Rate Calculation

9

	

Q.

	

Staff witness Murray is critical of the fact that you did not have a specific calculation to

10

	

determine your growth rate for the DCF . How do you respond?

11

	

A.

	

It is not a valid criticism .

12

	

Q.

	

Please explain .

13

	

A.

	

The Staff witness has employed a very mechanical approach to the determination of the
f

14

	

cost of equity using the DCF model.

	

In my opinion, rather than following this rigid

15

	

"mechanical" approach, it is much more appropriate to examine the data and apply

16

	

judgment to that data to determine the appropriate return on equity using the DCF model.

17

	

Specifically, a component of the DCF calculation is the growth rate and the appropriate

18

	

way to determine the growth rate is to examine the historic growth rates and available

19

	

projected growth rates, and based upon that array of data to reach a conclusion about a

20

	

reasonable growth rate for the future of a typical natural gas distribution company .

21

	

Reaching that conclusion is a matter of judgment ; it is not just a matter of mechanically

22

	

running raw data through a series of calculations .

23

	

Q.

	

Does Dr. Morin agree that the process is one ofjudgment and not simply calculation?



1

	

A.

	

Yes.

	

During his deposition, he indicated that he reviews all of the information that he

2

	

can develop and then reaches a "global judgment" on the issue of rate of return . It is not

3

	

a calculation . (Surrebuttal Schedule JCD-3, page 103)

4

	

Q.

	

Are there any other pitfalls associated with the use of the mechanical approach such as

5

	

that used by the Staff witness?

6

	

A.

	

Yes.

	

After layering average on top of average, Staff witness Murray has included

7

	

historical growth in dividends per share in his calculation several times . As has been

8

	

abundantly demonstrated in testimony in this proceeding and by the data included in the

9

	

Staff and Public Counsel testimonies and schedules, the dividend policy of natural gas

10

	

distribution companies has changed .

	

Many of the companies in the Staff group, for

11

	

example, have not raised their dividends for many years at a time . As a result, the

12

	

growth in dividends per share is abnormally low and no longer relevant investors'

13

	

forward looking growth expectations . Unfortunately, Mr. Murray's mechanical

14

	

approach excludes the application of judgment, and ultimately produces an end result

15

	

radically at odds with reality simply because these anomalous numbers are averaged into

16

	

the calculation when they should be excluded .

17

	

Q.

	

Does Dr. Morin agree that the current dividend growth rates are not relevant and using

18

	

them leads to incorrect answers?

19

	

A.

	

Yes he does .

	

In fact, he is clear that the use of historic dividend growth is totally in

20

	

error. (Surrebuttal Schedule JCD-3, pages 29-31)

21

	

Q.

	

Why does Mr. Murray use a mechanical approach without the exercise ofjudgment?

22

	

A.

	

Based on his testimony and his deposition which was taken in this case I believe it is

23

	

because he lacks the expertise to determine the reliability of the methodology and data



1

2

3

4

5

6

7

8 Q.

9

10 A.

11

12 Q.

13

14

15 A.

16

17

18 Q.

19 A.

20

21 Q.

22

23

that he uses . Consequently, he simply goes through a "mechanistic" approach without

the exercise of judgment that one would expect from an expert . I am not alone in my

view that Mr. Murray is not an expert . I 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 it 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 companies in the proxy group.

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

No, I did not .

Financial 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 comparison . Do you agree?



1 A.

2

3

4

5 Q.

6 A.

7

8

9

10

11

12

13

14

15

16

17 Q .

18 A.

19

20

21 Q .

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 attributed to MGEby 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 shareholder . 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 I 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?



1 A. Yes. During his deposition, Dr . Morin clearly indicated that either there is an adjustment

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

3 Schedule JCD-3, pages 108 & 109)

4 Consideration of Other Decisions

5 Q. On page 39 of his rebuttal testimony, Staff witness Murray is critical of your

6 consideration of the results of other jurisdictions and the returns authorized by other

7 jurisdictions in various rate proceedings involving natural gas distribution companies .

8 Do you believe this is an appropriate criticism?

9 A . No. As a matter of fact, I believe that the criticism applies to the Staff witness for not

10 using such information .

11 Q. Why?

12 A. The Staff witness, in discussing his failure to use information concerning other

13 companies and other Commission decisions, says that he has done a thorough and

14 complete job of his analysis and that he calculated the right answer .

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

16 A. If Staff analysis truly produces the "right answer,", there should be no reason why the

17 Staff witness is reluctant to compare his "right" answer with the decisions made by other

18 commissions based on recommendations from other analysts who also believe that they

19 are making valid studies of the cost of equity .

20 Q. What would Mr. Murray discover if he compared the end result of his work with the

21 decisions of other commissions?

22 A. He would discover that his views are radically out of step with the rest of the regulatory

23 world. Mr. Murray is recommending in this proceeding a return on equity in the range



1

	

of 8 .52% to 9.52%. The return on equity authorized by other commissions for 2003 and

2

	

the first quarter of 2004 is 11% to 11 .1%.

	

Such a significant difference, given the fact

3

	

that the decisions of other commissions involve numerous commissioners and experts,

4

	

suggests that Mr. Murray's estimate is so far below the range of reasonableness that it

5

	

cannot be helpful to this Commission in reaching a decision . For that reason alone, his

6

	

recommendation should be afforded no weight .

7

	

Q.

	

Mr. Dunn, have the Staff rate of return recommendations to the Commission always

8

	

fallen significantly below the decisions made by other commissions around the country?

9

	

A.

	

No sir, they have not .

10

	

Q.

	

Have you prepared a comparison of Staff recommendations and nationwide commission

11

	

decisions over an extended period?

12

	

A.

	

Yes I have . Surrebuttal Schedule JCD-7 is an analysis for the period 1993 through 2004

13

	

of natural gas decisions by commissions around the country compared to Staff

14

	

recommendations . Also included on the schedule are the recommendations ofthe Public

15

	

Counsel during the same period . This schedule contains data reported by Regulatory

16

	

Research Associates ("RRA") on natural gas distribution return on equity decisions and

17

	

all ofthe Staffand Public Counsel return on equity recommendations on natural gas

18

	

distribution companies for the period .

19

	

Q.

	

Do financial analysts making rate of return determinations typically rely on information

20

	

such as that reported by RRA?

21 A. Yes.

22

	

Q.

	

Is the information reported by RRA considered reliable?

23 A . Yes.



1

	

Q.

	

What does the data show?

2

	

A.

	

The data shows that for the period 1993 through about 1997, the Staff made

3

	

recommendations which were comparable to the decisions made by regulatory

4

	

commissions around the country . The average regulatory commission decision for that

5

	

period, 1993 through 1997, was 11 .32%. The average Staff recommendation for 5 cases

6

	

during that period was 11 .13% . Starting in about 1998, however, the Staff went off in a

7

	

different direction .

8

	

Q.

	

What is the comparison for the period 1998 through 2004?

9

	

A.

	

During that six year span, the average nation-wide regulatory decision for natural gas

10

	

distribution companies was 11 .07% . However, the Staff, during that same period, for a

11

	

total of ten cases, had an average recommendation of only 9.71%.

12

	

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

13

	

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

14

	

through 2004 .

15

	

Q.

	

What does that comparison reveal?

16

	

A.

	

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

17

	

gas distribution companies for the period 2001 through 2004 is 11 .02%. The average

18

	

recommendation of the Staff to the Commission for six cases for that same four-year

19

	

period is 9.34%. Clearly, there is a substantial difference and that difference is striking

20

	

with the Staff recommending 9.25% return on equity in three cases and 9_22 and 9.02% 4,&/Q1G,p

21

	

return on equity in two others .

22

	

Q.

	

What is the detail which supports these averages?



1

	

A.

	

The specific decisions as reported by RRA and the recommendations of the Staff in

2

	

natural gas rate cases for the period 2001 to 2004 is as follows :

3

4

5

6

7

8

9

10

il

12

13

14

15

16

17

18

Q.

A.

Q.

A.

Q.

A.

Q.

How would you characterize these Staff recommendations?

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?

Yes. He indicated on page 105 of his deposition that ifthe 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?

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)

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?

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%
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3

4

5

6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

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 is 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 . (Tr . 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 analvsis"

37

	

Q.

	

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

38

	

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 ofcommon equity for a comparable group of

companies, primarily using the DCF model.,," What is your 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 DCF 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. I did 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 o£ equity than his DCF calculation.

By way ofbackground, 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



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 19.

Q . In response to Mr. Murray's statement at page 40 of his rebuttal testimony concerning a

4 "thorough and complete analysis" have you performed a "thorough and complete" cost of

5 equity analysis for Mr. Murray's comparable companies?

6 A. Yes.

7 Q. What did you do?

8 A. I performed a risk premium and CAPM analysis .

9 Q. Did you make a risk premium analysis using published data?

10 A. Yes I did .

11 Q. Please describe the results .

12 A. The first step in my risk premium analysis was to obtain a risk premium for equities for

13 the period 1928 to 2003 . I obtained that information from a web site at the New York

14 University Stern School Website Page of Professor Damodaran . The data indicated a

15 market return for the period of 11 .82% and a long term treasury rate for the same period

16 of 5 .28% for a risk premium of 6.54%. 1 added Mr. Murray's 2004 long term yield rate of

17 4 .93% to the risk premium amount for an indicated cost of equity of 11 .47%. This is

18 substantially different than the result obtained by Mr. Murray .

19 Q. Please summarize your CAPM model and the result .

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

21 to the extent I could .

22 Q. 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 shorter periods . For example, the 1928-2003 return was 11 .82

while the 1963-2003 return was 12.10% and the 1993-2003 return was 12.63°/x . 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?

It 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%. 1

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 .



1

	

RESPONSE TO PUBLIC COUNSEL REBUTTAL TESTIMONY

2

	

Rate of Return

3

	

Q .

	

At page 7, line 25 of the rebuttal testimony Public Counsel witness Allen, Mr. Allen

4

	

attempts to recalculate your return estimate using the Value Line edition of September

5

	

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

6

	

A.

	

This is not appropriate .

7

	

Q.

	

Please explain .

8

	

A.

	

The BR+SV methodology contains a circularity so fundamental that the calculation is

9

	

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

10 equity .

11

	

Q.

	

Why is it worthless?

12

	

A.

	

The methodology can be applied either historically or in a projected format .

	

Regardless

13

	

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

14 calculation .

15

	

Q.

	

Discuss what you mean by a "historical calculation."

16

	

A.

	

Ifthe BR + SV applied historically, the actual historical results absolutely determine the

17

	

calculation of BR+SV and those historical results, whether abnormal or not, completely

18

	

determine the recommended cost of equity . If, for example, a company has bad years

19

	

and those bad years are incorporated in the calculation, the result will be a low

20

	

recommended return on equity for that company . On the other hand, if the company has

21

	

had excellent or outstanding years, those will also be reflected in the BR+SV calculation

22

	

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 this 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 calculation 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 to know the answer, i.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 ofwhich must be known in order to derive the BR

component ofthe 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 ofthe recommendation toward the upper limit of the Public Counsel

range of returns on equity in the original testimony?

The Public Counsel 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 is 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 equity 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 fundamental principles of finance . For

example, long 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 is 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 to 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.

34



Q.

	

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?

A.

	

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 is needed 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

Q.

	

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?

A.

	

Yes I do.

Q.

	

What are they?

A.

	

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.



1 Q . What was the zone ofreasonableness established by the Public Counsel witness in his

2 rebuttal testimony?

3 A. The zone of reasonableness for the hypothetical capital structure ranged from a common

4 equity ratio of 37.6% to 58.2% (p. 13, In . 1) .

5 Q. After establishing that zone of reasonableness, what did Mr. Allen determine as the

6 appropriate capital structure?

7 A. He selected "the very bottom of the range, 37.6%°" (p . 13 . In. 12) .

8 Q. How do you respond?

9 A. This is not appropriate . As a matter of fact, the analysis and calculations made by the

10 Public Counsel witness, ifthey have any validity, would suggest that the mid-point of the

11 range is the point of greatest reasonableness . In other words, the mid-point of the range

12 is the best point for a calculation ofa hypothetical capital structure .

13 Statistical Risk Analysis

14 Q . Public Counsel witness Meisenheimer, in her rebuttal testimony, is critical of your

15 statistical analysis of risk. What is the nature of her criticism?

16 A. On page 4 ofher rebuttal she states that it would be more relevant for the Commission to

17 examine each of the individual companies in my proxy group against MGE rather than

18 examining the average of the proxy group against MGE.

19 Q. Did she make such a calculation?

20 A. Yes.

21 Q. What did that calculation show?

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

23 10 are less risky than MGE as demonstrated by a lower standard deviation and 12 of the



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, Pennsylvania, Rhode Island, and Massachusetts, has limited commodity 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 Unions mid-2003 acquisition of Panhandle Eastern Pipeline Co . and its subsidiaries Trunkline
Gas Co . LLC and Trunkline LNG Co . LLC and Panhandle'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 ofcommon equity and convertible debt, Panhandle Eastern itself had $1 .2 billion of debt.
This drove Southern Union's total debt up to 72% oftotal 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 debt. 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, allowing 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% . Moreover, in 2006, the conversion of $125
million of debt to equity will lower that ratio to around 50%. Also, by the end of 2005, funds from
operations (FFO) 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 liabilities . The working capital needs of the
company are adequately met with a total of $415 million of committed bank facilities, of which $163
million was unused at Dec. 31, 2003- The facilities are used primarily to purchase gas for retail
customers, and are paid down annually .

The company intends to reduce debt by about $600 million 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 million 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 important as debt matures in each of
the coming years: $125 million in 2005; $141 million in 2006 .

The working capital needs of the company are adequately met with a total of $415 million of
committed bankfacilities. The facilities are used primarily to purchase gas for retail customers . The
cost of gas, as well as the carrying charge, is fully recovered from natural gas customers in all
jurisdictions .

Outlook
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 resulted in
significant and frequent swings in leverage . The company must demonstrate sufficient balance-sheet
strength before consummating any future acquisition in order for Standard & Pow's to maintain current
ratings .

Business Description
Southern Union sells and distributes natural gas to retail customers in Missouri, Pennsylvania, Rhode
Island, and Massachusetts . These businesses are divisions of Southern Union . Panhandle Eastern
Pipeline, a wholly owned subsidiary, transports natural gas through Panhandle Eastern Pipeline,
Trunkline Gas, and Sea Robin Pipeline. Panhandle Pipeline Co . also owns Trunkline LNG, the largest
LNG import facility in North America .

http://www.ratingsdirect.corn/Apps/RD/controller/Article?id=368268&type=&outputType=prin t 06/03/2004
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Rating Methodology
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 itself an operating business, and its subsidiary, Panhandle Eastern Pipe Line LLC . The equal
rating of senior debt at each entity reflects Standard & Poors view that there are substantial parent-
level assets relative to liabilities, which obviates the need to notch Southern Union's debt down for
structural subordination .

l= Business Profile
The overall strong business position of Southern Union is defined by growing markets, limited
commodity price risk, tight cost controls, and stable and predictable earnings and cash flow from its
regulated gas distribution and transmission businesses .

Markets.
The gas distribution businesses serve retail customers in central and western Missouri (Missouri
Gas Energy), northeastern and central Pennsylvania (PG Energy), Rhode Island and Massachusetts
(New England Gas Co.) . In Missouri, where more than one-half the gas is sold, the principal
franchises are in Kansas City, a contract that expires in 2010, and St. Joseph, where the franchise is
perpetual. In Pennsylvania, where 20% of the gas is sold, statewide service rights are also
perpetual . In Rhode Island and Massachusetts, where 29% of gas is sold, New England Gas holds
perpetual franchises in Providence 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 larger customers who buy directly from suppliers is expected to 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 ofwestern Oklahoma and the Panhandle region, transports
gas to customers in Missouri, southern Illinois, Indiana, northeastern Ohio and southern Michigan .
Trunkline Gas runs the length of the Texas and Louisiana Gulf Coast, and transports gas up the
Mississippi Valley through southern Illinois into northern Indiana . Trunkline was originally built to
feed Panhandle, and through the 1980s Panhandle was its only customer. But as Panhandle's
Missouri and southern Illinois market grew, Trunkline became a more significant direct supplier for
the Indiana, Ohio, and Michigan customers . Panhandle, which can deliver 2.7 bcf per day of natural
gas, and Trunkline, which can deliver 3.2 bcf 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, 64% of revenue comes from pipeline reservation 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 Trunkline 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, Ohio (Columbia Gas), and Centerville,
Louisiana (Columbia Gulf, Florida Gas Transmission, and Southern Natural Gas Pipeline) .

Regulation .

Regulators of the gas distribution companies have allowed generally 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 up to 11 months 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 .I ., a weather-normalization clause allows the company to 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 single most significant driver in year-to-year sales changes .
In Missouri, Missouri Gas Energy is the first energy utility allowed to collect 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 ail service tine connections . The program iscurrently spending about $8.5 million per year,
down from about $16 million in 2001 .

The pipelines and gas storage operations are regulated by the FERC, which approved tariffs based
on an ROE of around t4%. There is no obligation, or need, to seek a rate review . The prevailing
rates into the regional end-markets of southern Illinois, Indiana, Ohio, and southern Michigan are
about 75% of Panhandle's maximum allowed tariff. A rate moratorium is in effect for Trunkline until
May 1, 2004, and for Sea Robin until April 30, 2006- 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 electricity, 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 mitigate rate increase requests, 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 2002-2003winter,
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, utility regulators 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 . About one-third of the contracts roll off each year, exposing the
company to renewal risk, but also giving management the opportunity to push for longer-term
contracts for most of its customers over the next several years.

Most importantly, the management of Panhandle 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
reduction in the number ofemployees 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 IT platform that will incorporate the gas distribution businesses as well .
Annual cost savings are expected to be around $15 million . Of that, $10 million had been achieved
by the end of 2003 .

_ Financial Policy : Aggressive
Southern Union's management will continue to acquire energy assets, and, as exhibited in the recent
acquisition of the Panhandle and Trunkline pipelines, management is not averse to highly leveraged
transactions . However, it is expected that acquired assets will have the strong business profile of the
companies it currently owns, and that management will sell assets 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 andcash flow.
The stability of earnings and cash flow 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 expectation that overall
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, and8% at New England
Gas.

Debt reduction will also help keep earnings up and interest coverage ratios in line with an
investment-grade rating . FFO {or cash from operations before the changes in working capital) are
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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 two years when the Trunkfne LNG facility and pipeline are being expanded . Beyond
that, net cash flow is expected to be 2.Ox to 2.5x capital spending .

Capital structure and financial flexibility.
The acquisition of CMS Panhandle Pipeline added $1 .2 billion to the consolidated financial profile,
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 after the acquisition
dosed, management refinanced about one-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 2006, the conversion of $125
million of debt to equity will lower that ratio further, to around 50%n. Accordingly, by the end of 2005,
FFO should improve to around 16% of average debt, much closer to the rating target of 17%.
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Table 1 Southern Union co.-Competitors

Industry Sector: Regulated TRD-Gas

..Average of post three fiscal years-.

Sector
median

Southern Union
Co . TXU Gas Co . SouthwestGas

Corp . UGI Utilities Inc.

Rating 868f5tablel- BBB/Negativel- BBB-/Stablef-- BBB./Watch Ne9l-

(Mil. f)

Sales 923.4 1,351.7 2,913.3 1,250.6 504.1

Funds from operations (FFO) 103.9 I 122 . 1 1 97.3 179.31 78 .0

Net income from cons . operations 41 .2 35,4 -1 - (43)1 39 .8~! 47.6

Capital expenditures

Totaldebt

77.3_-
608.4

105.8.---
1,194.8

1573. .

724.0

'-254.8 .

1.128 .8
.,37.1

275.1

Preferred stock 20.0 66.7 148.0 60.0 20 .0

Common equity 487.9 714.4 920.7 563.6 232.71

Total capital 1,119.4 1,975.8 1,792.7 1,752.4 527.8

Ratios
_

EBIT Interest coverage (x) { 2.8 1.6

'

1 .0

-

1.7 5.1

FFO interest coverage=)

FFOlavg . total debt

3.1' 22

15.8 11 .1
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-- 11 .2 5~3.1 . 4.5

27 .6

Net cash 8owlcapitai
caexpenditures 77.2 109.4 59 .51 60.0 1 700 .0
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57 .0

9.9

62 .9

4.5

45 .5

(0.9)

66 .2

6.8

53 .1

20 .0

Common dividend payout (%) 63 .0 0 .0 0.0 70.6 114.9

Table 2 Southern Union Co.-FinsacialSUmmary

Industry Sector. Regulated T&D-Gas

-Average of 12 months
past three fiscal ended ( -Years ended June 30

years-- 31,2003-
Dec.

r
RatingRating ~886/Stable/- BBS/StablefJBBB+IStablel-

BBB-/Stable!-OBB
I /Stable/-I BBB+/Watch Neg/-

1

Sectors Issuers 2003 2003 2002 2001 2000 1999median

(Ma. t)

Sales 923.4 1,470.6 ( 1.4812 1,188.51 1,29D.6 1,932.8 831.7 805.2

Funds from
operalbns 103.9 ~ 181.3 373.7 201.21 150.0 132-71 83 .5 94.5
(FFO) I I
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coverage (x)

FFO/avg . `
total debt 15 .8 j 10.7 12.3 10 .2 9.9 1131 13.9 21 .9
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High levels of absolute debt as a portionoftool apitalimtiom
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Compressed credit measures; related to high levels of acquisitiondebt
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Historical tendency u) grow through various acquisitions involves financial and eventrisks, even as the company
cominucs integrating the operations ofmore recent acquisitions.
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Lowbusiness risk with almost allbusiness lines regulated when calculated anthebasis of total assets and the addf-
tion ofPanhandle§ more stable and predictable ash flows and earnings which scud to compensate for the more
seasonal variations inherent in theLDC divisions
Possibility of improved rate designsthat could include updated weather normalizationclausesandfixedchargesin
some jurisdictions, helping to protect op=ting margins from warmer than normal weather patterns.
No ash dividend on eomunmt struck, allowing for internal equity formation and conserving cash to fund capital
expenditures, debt repaymcat, and business minveraoent.

Southern Union Co.'s (SUG) Baa3 rating (sr. uns/a. imp., negative outlook) reflects its low business risk, with little
diversifuation outside its regulated gas distribution and transmission businesses (52% and 48% of erects, respectively
as of December 31, 2003). Its regulated noes provide a measure of predictability, but time distribution business is sea-
sonal.The companyhasmitigated some of the sasonality through weather narmaliration clauses and more favorable
rate designs in its Rhode Island service territories. With the acquisition ofPanhandle Eastern Pipe Line Company
(Panhandle, Baa3 sr. ons, negative oudoold, it is expected that SUG will gross approximately haftof its earnings from
the gas pipeline transmission business which while mature, u sandy and predictable under a regulated prier covimn-
mMnt Unlike its LDCdivmsdied pears, SUG pays no ash dividends, allowing internal equity formation. However,
the rating also reflects SUG's currenthigh debt and preferred scnuitim kvd at 77% oftotal capitalization, (factoring
in goodwill, operating leases,pension obligations an income taxes) as ofDecember 31, 2003 . Until further
permanentdcbtreductions take place,we expect thatm the near-termis creditmeasures will remain compressed from
the high levels ofdebt incurred in acquisitions made overthe past fewyears.

SUG's negative outlook reflects ourexpectation thatSUG'sdebt reduction progress will be slower than originally
anticipated. The outlook will remain negative until SUG achieves its de-leveraging objectives and demonstrates
Improved rearms from thecombined companies.

Surrebuttal Schedule JCD-2
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Panhandles ratings telleet the low business risk as e regulated gas transmission mmpatry, earnings stability met
through revenues underpinned by flat reaetvation fees and long-term contracts with a diverse group ofcreditworthy
shippers, a mature asset given some upside by its subsidiary Trunkline LNG Holdings, LLCS LNG facility, and a
measure ofcredit protectionprovided Panhandle by (7 ocstriaed payments covenantsm its indenture, though it still
leaves abundant capacity to make a large dividend to SUGand (1e') 5260 million ofTrunklineLNGproject financed
non-recourse debt_ However, Panhandles ratingsare restrained by higherkvaage andwealmrcoverage measures rel-
ative tomany ofics pipeline company peen (debt-to-capital in the low 60% range and EBITlmtcrcn in 2x range), the
prospect ofincreased capital spending over the median tcau from is LNG facility's upcoming S250 million eapan-
smnproject,acompetitivecnvimnment that hascaused persistent discounting fromthe pipeline's allowed tariff,pres-
suring its ability to earn its allowed returnee above-average re-eomt=Ung risk from shorter than industry average
contract life of 3.7 years, and an operatingrecord thathas yetmbeestablished under SUGs ownership.

The negative outlook forPanhandle mirrors that for SUG, at the parent's efforts to de-leverage and to cut costs
could have acredit Impact on Panhandle. Execution risk in integrating the two companies is notable, since this acqui-
sition is the largest to-data for SUG, doubling its size and trandarming 3t from a gas distributorto amore divmc gas
distribution and transmission company. It is conceivable that over themedium term, SUG win consider issuingaddi-
tional equity not onlyto pane the debtheightened by recent acquisitions, butalso to finecone is strategic focus.

MmIgwe11"on°"

Southern Unioak management wen transformed the company in 2003 with the purchase ofPmhandk Pipe Line
Company and is subsidiaries (which SUGhas since renamed panh andle Energy). In fisai 2002 and 2003, SUG was
primarily a gas distribution company.The acquisition of Panhandle has tntohamcd SUG into a gas distribution and
transmission company with consolidated asses split abour evenly between these two major segments. With such a
large acquisition, SUGmanagement isnow focused on integntng the acquired asses and reaching a level of opera-
tional and financial performance consistent with its vision for the company In this endeavor, management hasnamed
four primary goals for fiscal 2004 and beyond :

" integrating acquired operations
" improving balancesheetand liquidity position
" Achieving earnings targets
" Providing automm with safe and reliable service

Successful Integration Key to the Company's Future
SUGsums to create operational efgdency through the integration ofthe Panhandle Energy businessmThe company
has begun to implement its restructuring and reorganization program and has complaed certain phases of its plan in
order m (city maximize theircost savings.These integration initiatives include a °shared saviccs initiative"which will
streamline back office function such as information technology,human resources, payroll, etc.The company is oon-
temphting the integrationofsudh functions as regulatory relations and legislative initiatives. SUGS rating is based on
a suoccaful integration ofdie acquired Panhandle businesses.

Over the long arm, the possibility of SUGmaking another major acquisition leads unpredictability to its future
financialrisk profile.However, Mooyk expects; thatSUGwill finance any such acquisitionm a manner thatwill allow
it to maintain aninvestment graderating.

Improving the Balance Sheet is Keyto Maintaining Rafts
Southern Unimslsverage remainshigh atDecember 31, 2003 with debtto capitalization at70% (excluding theimpact
of goodwill, operating lesser, pension obligations and deferred income taxes) and 77% adjusting fior these items with
about 52.7 billion of adjusted debton its balance sheet Fora company ofSUMbusiness mix in the Baa3 rating ate-
gory, debt to capitalization on an unadjusted bas's would be more acceptable around the mid-50% range. SUG indi-
cated thatitimrndedmisme new stockor equity-like securities mhelpimprove its balance sheer, which alongwith its
earnings retentionand distribution ofstockdividendc *cold help comseave ash andbuildequity. Toward this end, on
October O, 2003, SUG issued 5230minion of 7.55% non-cumulative preferred stock, theproceeds from which were
used to repay indebtedness and to redeem $10Dnsfnion ofpreferred securities (TOPRs), which were treatedas debtin
Moody's leverage calculations SUG mansgranent recently, indicated that it expects to generate $225 million of free
cash flow during its foal year endingJune 30, 2004. Free cash flow was dcfmcd by SUG as the stmt of net income,
depaeciaum and working capital changes less capital r pend'mues exdwmof'lhm~ldmaLNGexpansion projects .
SUGwilluse thefreeash flow generated in fisal year 2004 to repayindebtedness.

2

	

Moody's Analysis
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SUGmanagement is also considering the sale ofmom-eore assets m supplement foods for debt reduction. One
such assetbang contemplated for sale is Sea Robin 15pebm Company, an interstate gaspipeline acquired in the Pan-
handleTansaetion, although it is not expected to yieldLash proceeds of anygmcsigoificamce.

Continued Expansion
SUG% LNGimport terminal subsidiary, TrnnidmeLNG,1as obtained regulatory approvals fromFERC to expand its
capacity to 12 bsx1fon cubic feet (Bct) p= day, approximately double is current sendout capacity, and to increase its
imagecapacity from 6 Bcf to 9 Hcf. The expansion is expected to be complete by December 31, 2005 . In addition,
Tmnlrline1Il is seekingapproval fromFLRC for a second phase expansionof the LNGimport terminal, which will
increase the sexubut opacity to 1-g Bcfper day. The second phase expansion is expected to be completed by early w
mid-2006 . The existing and expanded sendout and storage capacity is 100% contracted to BG LNGServices, LLC.
Trunldine LNGaaremlyLas Approximately S268million of projectfinanced dcbtoutstandingacDecember 31, 2003.
Although this debt Is structured without legal recourse to SUGor Panhandle, in Moody'sanalysistheproject fimmred
debt is addend to leverage calculations forcredit ratingpurpose&

Rates &R"WAM

Southern Union operates in nutneruus regulatoryjurisdicrions consisting ofabout halfofis assets under the jurisdic-
tion of FERC and about halfby a spade of stow regulatory commissions. This regulatory diversity is positive from a
ratings punpoctivc because the company is less influenoal by due actions ofany single regulatory body. SUG timely
seeks ate increases in its jurisdictions m achieve satifcroty recovery ofis costs. Fads ofSUG§ regulatory jurisdic-
tions has an md'rvidua) ate design and wotbcr miugauts of varying degcea of effectiveness. The company's fume
challenge will be m achieve the operating and rate design efficiencies that would enable h to maintain or raise its
returns in the jurisdictions in which it operates Achieving fair rates ofreturn and favorable ran.designswould tend to
enhance SUM ability to attract investor capital and deliver sable milt flow, and earnings patterns resulting in
improved coverage ratios and debt repayment.

Northeast
Approximately 60% ofthecompanys LDCgrossmargins come from its twononbo a mdivisions acquired wet the
lost four years This region serves approximately460,000 customers .

The Rhode Island Public Service Commission Allows New England Gas Company to share incmnvaal earnings
with customerswhen the division's operations remmon. equity exceeds 11.25% (on a 50",6150v.6 basisfor the fast per,
=age point ovct 11.25% and 75% customer/2S% company therafter).TheNewEngland Gas Company is allowed
to defu the margin impact ofwothcr chat is greater than 1%eolder`thau-normal and will recoverthe margin impact
ofweatherthat$ greater than 2%warmer-than-mrmu .

The Massachusetts Department ofTelew+mmututstiuns and Evgy (DTE) allows an 11.25% return on equity
(ROE) for Fill RiverGas.

7b mitigate earnings Eon the volatility of weather in Pennsylvania, rates have been designed so that cuntors+c"
charges and increased distribution rata are in the first rate block, whichhas a lowerdegree of weather-sensitivity.

eri
Approximately 40°/ of the company's LDC: gross margins come from is Missouri Gas Energy (MGE) operation
winch$arm approximately S00,000 cusWmcrs in canalandwestern Missouri.
ME is regobted bythe &Gssoud Public Seri« Commission. 0IPS4 which ear a fairly stringent rcgalawry

environmmt On November 4, 2003, MGEfiled a proposal with the Missouri Public Service Commissions to increase
annual base acts by $44.8 million . In January2004,MGEincreased its claim to approximately S54 MHHHon. Manage-
menthas sated that the ptopowdincraosc is necessary too allow MGEthe opporuutty to cam a fur rate ofreturn on
the hsvatment made in comaecdonwith prondmy' service to its ascemea. The rate increase is necessary as areutlt of
capital expenditures made since 2001, increased dcpscciation, cues and operations and maintenance expenses, dedin-
ing average usage p= custom= caused by increased efficiency ofbasting equipment and conservation and a need for
am improved rate, of return on MGE's entire invesonentin ate base. MGEdoes nor have a weather normalization
clause, which makesMGEsensitive to wcothmNICE is anemptiog to obtain a fixed charge etc design as that granted
to faclede Gas Company in 2002. This fined charge rate design would mitigate some of rise earnings and cash flow
volatility related to weathee Although MGE% prior base rate proceeding was concluded through settianent, if faliy-
litigated, this proceeding-will not be concluded andnew rateswill notgo into cfferx on October 2004.

Afoody's Anaiysls
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capital Structure
Lcvcngc rvaDains high at time consolidated level with adjusted debt m capital at 77% and unadjusteddebtto capitalat
70%. Although some of this S2 .7 billion adjusted debt burden an be attributed mthe Panhandle acquisition, SUG
was highly leveraged before it acquired Panhandle from previous LDC acquisitions and incurred large amounts of
goodwill through the various uansactioas. SUG's debt is higher than its dirars5ad LDC peenswhich average in the
mid-50% range_ Weexpectthadebtis a portion of total capitalmdecline as SUG pays down debtthrough internally
generated cash flow and continues to provide internal equity formation as a result of its stock dividend policy. Debt
reductionis also poniblc throughthe sale ofsome remaining non-core asses .

'Me compaxVs equitybase has taccnweakforthe last few years with common equity exceeding goodwill at fiscal
yearand 2003 forthe first timesincefiscal 200) . Equitywas boosted in 6sal year 2003 with the issuance of$175 mil-
lion ofcommon equity and $125 million of equity units ialmc 2003 and additional net income of$76 million during
the yeas Equitywas further boosted in October 2003 with the issuance of$230 million ofnon-eumalstive preferred
equity. Goodwill Is not expected to be impaired and stands strong as $643 million . Moodyl backs goodwill out of
dieernficd gas companies' capical bases in theadjusted debtmadjusted mpitsliatitm metric .Hence,the high good-
will balance pressures SUGIleverage .

Also factored into Moodyl definition of adjusted debt is underfunded pension liabilities as determined by the
gateway decision tree moddr. For thefiscal year ending 2003, this added about $73 million toSUO adjured debt in
Moody's analysis. Although medical and pension costs are tiaing in line with the national trend, SUGI management
expectsmberequiredtofundhasthanSSmillionin2W4asthecompanydctcrminesfandhtgrequirenentsaccording .
mERIS U80% thresholdtale,which all ofSUG% pension plans meet

Panhandle is also highly leveraged with debtmcapital around 66%. Moodys expects Panhandlemremain lever-
aged in the mid-to-low 60°.6 range for the near and intermediate oun "these ranges use higher than P2uhandkt rcg-
ulated pipelinepeer averages which sitcloser m 50%.

Liquidity
SUGhas sudficicur liquidity with two committed bank facilitia: one for $150 mullion due in April 2004 and another
for 5225 million due in May2004. SUGdoes not utilize a commercial paper program, hot instead borrows from its
credit facilities for liquidityneeds that cannotbe mawith inremallygeommd ashflaw. Weexpect these facilities will
be used mainly for tempotary, self liquidatingwetlntg capitalrequirements topurchase gas supply during the winter
hearingseason, although they contain theunfavorable apesof . " adverse change clause%'Ibm facilities also
arty financial covenants with which the company is currently in compliance including firmrathans on liens, debt to
capital caps, minimum net worth requirements, and coverage ratio thresholds

Panhandle dots not have eredir facilities of its own as internally generated cast flow is typically sufficient to meet
normal cash needs . Panhandle dividendsexcessash up to the parent,supplementing SUG§ liquidity.

Southern Union does not operate a corporatemoneypool given its corporate structure-namely, that the utilities
are divisions ofthe same companyand not separate legal entities. Because SUG"s distribution divisions ate pan ofthe
same legal organization, foods are intermingled an"the gas utilities . SUG has 2120 agreed with the Missouri Public
Service Commission notmloan or investanyfunds fnm Panhandlewithout prior consent from the commission. Pan-
haudle has itsownbanicsomnurs separatefromSUGs and it, fuodsareoutcommingledwith those ofthe gas udlitia .
Thus far, Panhandle has been cash positive and self-sufficient.

2 PfeaYtaeM000ra~6a,aYXV33DaditCammxdMaQ4nln6ae,wlbnaReWMbM~mCai7alaw
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Federal Energy Reaula!M Commission
Panhmdk Energy is regulated bythe Federal EnergyRegulatory Commission (FMC). vERC regulates Panhandle
withalight hand There are artently no issues outstanding at the FERC that management expects tohave a material
impacton the company.

i-lnalsial Analysis

a in s
SUG*LDCDw-inea i5 xascoal,aidn mostOfisincometamediu the6rsxand foatth colander quansns.

Hence, the compserys earnmgs are weathersensitive, as acethose ofmany other LDC% since most of its gas vol-
mnesamuuedforspace heating.heating. Although SUGemploys someweathermitigantsmecttainjudsdicdoasmcombatthe
impact ofwarm weather, these mitigmem currently leave apprarimatdy42%*[the compwy4LDCambhgs exposed
aweathervolatiligL' This percentage ofearnings that is subject to cammgs variance on accountofwarmer than nor-
coal weather drops to about 15% when thePanhande earnings are included.

Earnings have begun tocreep higherwith the acquisition ofPanhandleandin subsidiarits For the twelve months
ending member 2003, operating income (excluding °other incomdapenscs) increased to approximately 5301 mil-
lion from about$50million at 2003 fiscal year cad. Remrm on awets and return on equity declined somewhat for the
sameperiod due to the incxcasc in equityandasset accounts. We expect that these measures will improve as SUG brn-
tfits from a full year ofFardaadlc earnings in fiscal 2004.Once SUGstarts into isnew business profile asa oomblna-
dongas distribuumt andtransmission bvsirtass, we expect earnings to stab8im

Cover" for SUG consolidated have remained relatively flat since fiscal 2001 with k:BlT to interest in the 1.8x
range and funds firm operations to fixed charge coverage improved modestly over the last few years to 2.7x range as
interest rates have deceased, somewhat offsetting the higher levels of invest from an imxcasc in debt outstanding.
TDesecoveragesare in line with SUGts Bas3 diversifiedpeen . However, we expectcoveages to improve asSUGpays
downdebt levels need achleves a predictableearnings pattern.

Gross ash flow levels for SUG consolidated are improving, while ficc ash flow is morevolatile . Free cash flow was
negative for the twelve months ended September 30 . 2003 and 2003 fiscal year end due m negative working capital
balances. SUGs=pew fire ash flow to be generally positive going forward, depending on working apical balances .
Fortunately, SUGpays stock rather than ash dividends on is common stock, which helps to ,nar n.is e ash flows
available for capital expenditures and to build equity: Moody s views this practice favorably, since it maximizes the cash
Bows available forcapital expenditures and debt reduction, reduces the need for taerual financing, and helps manse
its equity. The stockdividend policy is unusual for a gas utility, which typically pays ourmost ofim timingsand seeks
m manse dividendsregularly.

Isasstt-heavyposition hasalso givenrise to high levels of apical expenditures fm the twelve months ending Sep-
amber30, 2003 ofaround the $100 million rangeversus about $78 million of depreciation . It is anticipated however,
that annual capital expenditure levels for the LDCsegment will remain at approximately $70-75 million overthe next
fcwyears and another$70-7S million for the transmission business, reflecting the Company's commitment to isiaess-
ing free ashflow. Moodsescrnamsthe level of maintenance caper for bothsegments to be around 6091, of rural cap-
ital spending during the next fewyearx, excluding special projectssuch as rhc Trtmldine LNGexpansions .

Cash Bowto debt coverage is modest forSUGwith gross ash Bow covering onlyabout 6% oftotal debt fmthe
twelve months ending September 30, 2003 which oompares to a range in the low, teens for SUG's Baa3 diversified
pees. SUG9 current ash How to debt coverage dropped from 8% - 9% in fiscal 2001 and 2002 with the compsnyS
macascin debtburden from the Panh,tndk acquisition Because thedebtwas added on to SUGkconsolidated balance
sheetat fiscal 2003 year end and annual cash Bows were not, there is a lag in the eve cosh flow to debt for the com-
pany. Moody'sexports that this coverage will settle outin the low teems range on asteady-state basis.

Panhandle* ash flow is relatively stable with gross cash flow around the $180 millionmart for the last couple
years. Moody's believes that Panhandle will continue to generate relatively stable cash flows, covering its capital
expenditures. This sandy stream of internally generated ash will supplement SUG distribudonf business ash
Bow well, particularly in more wlatile weather environments when the distribution segment* cash flow may con-
tainsome va iabr7ity.

r. savakvsraomew.ooz+paurWimweu~anertww2asaatvdoa .aua~2vsconmsrraa:nvvavrtHwr&vevn.rustarnswm.r
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IT IS HEREBY STIPULATED AND AGREED by and
2 between Counsel that this deposition may be taken by TRACY
3 L. THORPE, a Certified Shorthand Reporter, a Certified Court
4 Reporter, C.C .R . 939 and Notary Public, thereafter
5

	

transcribed into typewriting, with the signature of the
6

	

witness being requested .
7

	

ROGERMORIN,
8

	

of lawful age, having been produced, sworn, and examined on
9

	

the part of the Staff, testified as follows:
10 DIRECT EXAMINATION BY MR. BERLIN :
I 1

	

Q.

	

Areyou the same Roger Morin who's submitted
12 Rebuttal Testimony on behalf of MGRin this proceeding?
13

	

A.

	

Yes, sir .
14

	

Q.

	

And for the purpose of this deposition, I will
15 refer to you as Dr . Morin. Is that acceptable to you or do
16 you have another preference?
17

	

A.

	

That is my preference .
18

	

Q.

	

All right . And for purposes of this
19 deposition, who is your attorney?

24 and that at any time that you do not understand my question,
25 you will tell me?

Page 6
1

	

A.

	

Yes, sir.
2

	

Q.

	

Dr. Morin, how are you employed presently?
3

	

A.

	

Iamdistinguished professor of finance at the
4 Robinson College of Business, Georgia State University and
5 professor of finance at the Center for the Study of Regulated
6

	

Industries at the same institution-
7

	

Q,

	

Dr. Morin, how did you come to file testimony
8 in this case?
9

	

A.

	

Ireceived a telephone call from the office of

Page 7
1

	

testimony, period.
2

	

Q.

	

Whoelse did you talk with on the scope ofyour
3 work?
4

	

A.

	

No one.
5

	

Q.

	

What documents do you have that describe your
6 scope ofwork in this proceeding?
7

	

A.

	

I don't have any specific -- you mean like a
8

	

contract or --
9

	

Q.

	

Well, any document that might describe your
10 scope ofwork?
11

	

A.

	

I don't have a written document . It was done
12 through the telephone . And my train base was described on
13 page 3 -- page 2 and 3 of try rebuttal . Page 3.
14

	

Q.

	

Do youhave a contract for purpose of retaining
15 your services in this case?
16

	

A.

	

Yes, 1 do .
17

	

Q.

	

Who did you contract with?
18

	

A.

	

I dealt strictly with Mr. Fay for every aspect
19 of this mandate.
20

	

Q.

	

I have a copy of a letter dated May 19th from
21 Utility Research International --
22 A. Yes.
23

	

Q.

	

--Utility Financial Consultants with your
24 signature and address, contact information . Do you recall
25 that letter?

Page 8
1

	

A.

	

Yes, that's the standard engagement letter.
2

	

Q.

	

Is that document the only document that you
3 have that covers or addresses the scope of the work that you
4 were to perform for MGE?

9 regarding the scope of this work?
No.
When did you meet Mr . Fay?
I met him for the first time about an hour ago.
When did you first talk with Mr. Fay?
Approximately a month and a half ago.
With regard to your work for MGE in this
g, howmuch are you being paid for your services?

If you took at the engagement letter, you will
hat is dependent on the absence or presence of a
g or settlement and so on . So it can vary from 25

Have you already been paid?
No, sir.
When will you be paid?
I have no idea . I don't know how the accounts
n over there. I have no idea.
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14
15
16
17

that you were to perform?
A. The scope was narrowly defined as engaging in

the Rebuttal Testimony of StaffWitness Murray's rate of
return testimony.

14 A.
15 Q.
16 proceedi
17 A.

18 Q. Whotold you that? I S see a fee
19 A. Mr. Fay. 19 full heari
20 Q. What else did Mr . Fay tell you? 20 to 30,000 .
21 A. That's it. Go ahead and do your Rebuttal, and 21 Q.
22 I did. 22 A.
23 Q. What were you told not to do? 23 Q.
24 A. No instructions were given as to what not to 24 A.
25 do, just to do a Rebuttal of the Staff witness rate of return 25 payable r

5 A. Yes, sir .
6 Q. So there are no other documents?
7 A. No documents.
8 Q. Do you have any other electronic conumu ications

20 A. Michael Fay.
21 Q. Okay. Dr. Morin, have you been deposed before?
22 A. Very few times, but 1 have .
23 Q. Then you know that I will be asking questions

10 Michael Fay asking me to perform a Rebuttal Testimony. 10 A.
11 Q. When were you contacted? I 1 Q.
12 A. Approximately a month and a half ago. 12 A.
13 Q. What were you told was the scope of the work 13 Q.
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1

	

Q.

	

Dr. Morin, whose testimony were you retained to
2 review?

20

	

A.

	

I believe it's MGE
21

	

Q.

	

Have you had any prior dealings with MGE?
22

	

A.

	

No, sir .
23

	

Q.

	

Doyou have a standard draft that you use for
24 capital structure and/or rate of return testimony?
25

	

A.

	

Could you be more explicit on that question? 1

Page 10
1

	

don't quite know what you mean .
2

	

Q.

	

Doyou have any material that you consider as a
3 standard narrative that you use for testimony purposes?
4

	

A.

	

Yes, sir . I have some boilerplate text that
5

	

talks about the rudiments of rate of return regulation,
6 describes the various methodologies that one uses . So the
7 answers yes .
8

	

Q.

	

When can you provide Staffa copy of that
9 boilerplate that you use?
10

	

A.

	

All I can do for you is provide you any copy of
11

	

any testimony that you want me to send to you . Now, 1 have
12 most of them for the last five years sojust tell me which one
13 you want and I'll be glad to send it to you electronically.
14

	

Q.

	

Dr. Morin, were you given a draft oftestimony
15 for purposes of this proceeding?
16

	

A.

	

No, absolutely not. I have a mind ofmy own in
17 these matters.
18

	

Q.

	

Did Mr. Fay provide any assistance to you in
19 preparing your testimony?
20

	

A.

	

None whatsoever, other than send me the
21 documents .
22

	

Q.

	

So who wrote your testimony?
23

	

A.

	

I did .
24

	

Q.

	

Did you have any conversations with Mr. John
25 Dunn in preparing your testimony?

1

	

A.

	

No. I have never met Mr . Dunn in any way,
2

	

shape or form.

19

	

Q.

	

Doyou know Mister --you know Mr . John Dmm
20 through the testimony and only through the testimony; is that
21 correct?
22

	

A.

	

Yes, sir.
23

	

Q.

	

Doyou know Mr. John Guillen?
24

	

A.

	

No, I don't.
25

	

Q.

	

Doyou know Mr. Mike Noack?

I

	

A.

	

No, 1 do not-
2

	

Q.

	

Doyou know a Mr. John Quam?
3

	

A.

	

No, sir .
4

	

Q.

	

Doyou know Mr. Jim Oglesby?
5

	

A.

	

No, sir.
6

	

Q.

	

Soyou have not had conununications with any of
7 the people that I just asked you about; is that correct?
8

	

A.

	

That is correct .
9

	

Q.

	

Dr. Morin, what documents did you rely an in
10 preparing your testimony?
11

	

A.

	

Obviously Mr. Murray's testimony and my own
12 knowledge and some of the articles that I cite in the
13 Rebuttal, but 99 percent was my own knowledge and experience
14 and materials.
15

	

Q.

	

Are thereany documents that support your work
16 in preparing this testimony?
17

	

A.

	

They are contained in the appendix, so the
18 answer would be no . Everything is in the Rebuttal . 1 cite a
19 few documents like the Ibbotson Valuation Yearbook and I did
20 rely on the Value Line Investment Survey for Windows on
21 CD-ROM . Those are the two majorsources utilized in this
22 Rebuttal .
23

	

Q.

	

In preparing your Rebuttal Testimony, did you
24 make any upward adjustments to b"1r. Murray's recommendations?
25 A . Yes,sir.

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) Fax: 314.644.1334

3 A . Mr. Murray .
4 Q. . In your preparations, did you review or look at
5 any other testimony?
6 A . 1 reviewed Mr. Dunn s testimony and -- and
7 Mr . Allen .

3
4
5
6
7

Q . But you did review Mr. Dunn's testimony; is
that correct?

A. I - I scanned it and read it once .
Q . Did you do that before preparing your

testimony?
8 Q . Have you ever had any prior business dealings 8 A . No. Actually 1 did that afterwards .
9 with Southern Union? 9 Q . Do you know a Mr. Eric Hirschmann?
10 A . No . 10 A . No, l do not .
11 Q . So that I understand, you have never had a 11 Q . Do you know Mr . Kvapit?
12 business dealing in the past with Southern Union? 12 A . No, I do not.
13 A . Thatis correct . 13 Q . Mr. Marshall?
14 Q . With regard to this proceeding, who is your 14 A . No.
15 contact at Southern Union? 15 Q . Mr . Dennis Morgan?
16 A . I don't have 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 ifMr. Fay is working with Southern 18 A . No .
19 Union or MGE in this matter?
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Q.

	

How many individual upward adjustments didyou
2 recommend based on your review of Mr. Murray's testimony?

.
19

	

If1 had, l would have .
20

	

Q.

	

Referring to your testimony, Dr. Morin, do you
21

	

have a copy of it before you?
22

	

A.

	

Yes, sir.
23

	

Q.

	

On page 11, you state that, Floatation costs
24 amount to 5 percent which, in turn, amount to approximately
25 30 basis points for MGE. Is that a correct statement?

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
IS
19
20
21
22
23
24
25
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A .

	

Yes, sir .
Q.

	

How did you arrive at the figures of 5 percent
and 30 basis points?

A .

	

For the 5 percent, I relied on an extensive
array of empirical studies that have examined location costs
in the case of electric utility stock offerings and those
studies are cited in the appendix . And those studies indicate
pretty unanimously a floatation cost adjustment of
approximately 5 percent. 4 percent for direct cost and
another 1 percent for what we call market pressure or indirect
costs . And if you divide the dividend yield ofa utility - a
typical dividend yield of 4 or 5 percent by .95, in view of
the 5 percent, you get 30 basis points .

Q .

	

So you had to make some calculations; is that
correct?

A.

	

Well, 1 used the 5 percent based on the
empirical evidence which is pretty consistent at 5 percent.
And then if you divide the typical dividend yield of the
utility by .95, 1 minus 5 percent, that translates into a
30 basis points adjustment .

Q .

	

Doyou have any work papers that show that
adjustment?

A .

	

Yes. It's in the appendix -- the Floatation
Cost Appendix, Schedule RAM-2. The calculation is shown on
page 5 of 9, Schedule RAM-2 .

Page 15
1

	

Q.

	

Onpage 14 you're addressing the functional
2 form of the DCF model used by Mr. Murra?

A .

	

Yes, sir.
Q.

	

You state on lines 7 to 8, quote, This creates
a downward bias in his dividend yield component and
underestimates the return on equity by approximately 30 basis
points?

A . Yes .
Q .

	

Is that a correct reading ofyour testimony?
A .

	

Yes, sir .
Q .

	

How did you calculate this 30 basis points?
A.

	

If you are compare the quarterly version of the
DCF model to the plain vanilla annual version, there's a
difference of 30 basis points . The idea here is like if you
deposit some money in the bank at 10 percent compounded
annually, whereas, the bank across the street gives you
10 percent compounded quarterly, the effective rate of return
is about 10.3 in the latter bank . It's the same idea for

19 stock prices and dividends .
20

	

Q.

	

Do you have any work paper that shows that
21 calculation that you made?
22

	

A.

	

Not directly, no .
23

	

Q.

	

Do you have any indirect calculations or papers
24 that show that?
25

	

A.

	

Inmy book, which is entitled Regulatory

Page 16
1

	

Finance, there is a discussion ofthe quarterly model . It
2

	

appears in Chapter 7 . And the 30 basis points that you are
3 referring to can be found around page 184, 185 . There's some
4 illustrative calculations there that show that quarterly
5

	

compounding results in an extra 30 basis points or so . That
6 would be Chapter 7, pages 185 through 189, approximately .
7

	

Q.

	

All right. On page 14, lines 21 to 23 you say,
8 By failing to recognize the quarterly nature of dividend
9 payment in his DCF computation, Mr. Murray understates the
10 required return on equity capital by about 20 basis points?
11 A. Correct .
12

	

Q.

	

Howdo you arrive at this approximate 20 basis
13 point figure?
14

	

A.

	

In the case of gas utilities as opposed to
15 electric utilities, gas utilities have a smaller dividend
16 yield component . So the bias from using the plain vanilla
17 annual model instead of the quarterly model is not as severe
18

	

as in the case of electric utilities. So the 20 basis points
19 is the underestimation because the dividend yield component to
20 which that adjustment applies is smaller in the case ofgas
21

	

utilities versus the case ofelectric utilities.
22

	

In other words, more of the return on gas
23 utilities is from growth rather than from dividend yield. So
24 the misstatement, so to speak, is not ac severe in the case of
25 gas utilities .
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3 A . Would you repeal, please? I'm sorry . 3
4 Q. How many individual upward adjustments did you 4
5 recommend based on your review of Mr. Murray's testimony? 5
6 A . Well, they are enumerated in detail on page 42, 6
7 lines 3 through 8 for the DCF results and they are also stated 7
8 on lines 21 through 25 as far as the CAP-M methodology is 8
9 concerned. So I refer you to that page 42 . 9
10 Q. So page 42 gives a -- is it strictly page 42, 10
11 if 1 understand you, that gives the summary ofyour upward 1 I
12 adjustments? 12
13 A .
14 Q.

Yes, sir.
Did you recommend any downward adjustments to

13
14

15 Mr. Murray's testimony? 15
16 A . No, I haven't seen a need . 16
17 Q. Could you restate your answer, please? 17
18 A . I said, no, I did not see any need for that. 18
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1

	

Q.

	

Did you make a calculation to arrive at that
2 number?
3

	

A.

	

Yes, l did . Ifs not specified here . i didn't
4

	

think there was a need for it, but if you have a dividend
5

	

yield of the gas utilities in the gas group, which is
6 approximately 4 percent, and include the quarterly adjustment,
7

	

it's approximately 4 .2 percent effectively . Just like my bank
8

	

example earlier.
9

	

Q.

	

Doyou have any work papers supporting that?
10

	

A.

	

No. It's in the book on the same pages I cited
1 I earlier .
12

	

Q.

	

Doyou have any work papers to support any of
13 the upward adjustments that you recommend in your testimony?
14

	

A.

	

Well, let's go on page 42, which summarizes in
15 the table torn the various understatements. We've already
16 addressed No . 3 -- or excuse me, line 3 in Exhibit RAM-2, the
17 floatation cost exhibit .
18

	

Your line of questioning in the last minute or
19 so addressed line4--excuse me, line 5, the quarterly DCF.
20 The negative growth rates-- if you eliminate companies with
21

	

negative growth rtes, there's a table in my testimony that
22 shows [hat resulting growth rates is 50 basis points higher.
23 And same with the others . It's all discussed in the testimony
24 pretty clearly in table form .
25

	

Q.

	

Okay. But my question is, do you have any work

17
18

Page 18
I papers?
2

	

A.

	

Thework papers are actually in the testimony
3

	

in the form oftables. For example, tables on page 17,
4

	

pages 18, pages 20 . There's five tables that incorporate the
5

	

corrective data, so to speak, so that's the work papers in a
6

	

sense . That's the foundation for the understatement .
7

	

Q.

	

Doyou have any other pages or documents
8 supporting your testimony that are not contained in your filed
9 testimony?
t0

	

A.

	

No, sir. Well, maybe - let me backtrack on
I i

	

that one. One particular criticism that 1 have is the FM--
12 the appropriate functional form of the CAP-M, which I refer to
13 as the empirical CAP-M in my testimony . I do have the
14 document that explains that in much more detail than 1 did
15 here . If you want to have that, you're quite welcome to it .
16

	

Q.

	

Yes, I would like to have that .
A . Okay .
Q.

	

Just give me an e-mail address and I will

1

	

Q.

	

All right . Thank you.
2

	

Dr. Morin, when did you start the work that
3 resulted in the testimony that you riled in this case?

nk I only
all
erything.
eriod of

.
12

	

Q.

	

You indicated 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
18 typically use them in Direct Testimony rather than Rebuttal .
19 1 tend to do the Rebuttal work myself.
20

	

Q.

	

Howmany individuals are on your staffthat
21 worked on this?
22

	

A.

	

On this one, none.
23

	

Q.

	

I thought you told me that you had a staff that
24 worked on this testimony because you had a short time frame .
25

	

A.

	

Well, l did use these resources . 1 thought

1
2
3
4
5
6
7
8
9
10

Page 20
your question was sort of generic about Utility Research
International . In the case of a Rebuttal, and in view ofthe
time frame that was involved, there wasn't that much time
to -- or need to gather that much data in a sense . But when I
do a Direct Testimony with, you know, 15, 20 exhibits, then I
do resort to the staff.

Q.

	

So you did not use members ofyour staff for
the purposes ofpreparing this Rebuttal Testimony; is that
correct?

A.

	

Correct . For this specific document, no .
1 I

	

Q.

	

How many boors did you work to develop the
12 testimony that you presented in this case?
13

	

A.

	

I'll give you a rough estimate. Somewhere
14 around 25 hours .
15

	

Q.

	

Dr. Morin, are you familiar with the term
16 "expert" in a legal proceeding?
17

	

A.

	

Well, I don't think -- I don't want to venture
18 into the legal terrain herebut I certainly know what an

expert is .
Q.

	

Are you an expert in all areas of finance?
A .

	

Not in all areas of finance, but I am an expert
in the areas of corporate finance and certainly in regulatory
finance . But 1 am not an expert in other areas offinance
like portfolios or derivatives or capital markets or banking.
Finance is a very broad field and we can only manage some

,
19
20
21
22
23
24
25

MIDWEST LITIGATION SERVICES
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19 electronically forward it to you . It's called the CAP-M and
20 the Empirical CAP-M.
21 Q . All right. I'm going to give you my e-mail
22 address.
23 A . Okay . Shoot.
24 Q . It's Bob.Berlin@psc.mo.gov.
25 A . Okay. You'll have it tomorrow morning .

4 A . Well, time is of the essence here . i did get
5 the original phone call about six weeks ago and 1 thi6

had about -- or less than a week to do this . And I rec7
having to work with my staff on the weekend and ev8
So it was all done in accelerated time schedule in a

p9about four to five days.
10 Q . When did you complete the work?
11 A . I would say something like five weeks ag
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1

	

expertise in one narrow part of that field .
2

	

Q.

	

Areyou a leading expert in the area ofcapital
3 structure and rate of return?
4

	

A.

	

Well, I think so. Certainly considered as such
5

	

throughout the world, but I'll let you be the judge of that .
6

	

Q.

	

Areyou the only expert in the area of capital
7 structure and rate of return?
8

	

A.

	

No. Of course not.
9

	

Q.

	

What is your definition of an expert?
10

	

A.

	

Somebody that has a scholarly academic approach
11

	

to a certain topic, somebody that has written extensively on
12 the topic and has been confronted with peer reviews of his
13 ideas and materials . Somebody preferably with a Ph.D in
14 finance . Those would be some of the criteria I would be
15 looking for. Someone who's taught finance for several years,
16 somebody whos conducted research and published in scientific
17 journals subject to peer review. That would be my definition
IS of an expert- It's nice to have that experience as well in
19 the field, practical experience .
20

	

Q.

	

Whoelse would be considered an expert
21

	

according to your criteria in capital structure and rate of
22 return?
23

	

A.

	

Boy, that's a tough question. You mean -- you

4 respect highly. One of them would be Eugene Brigham,
5 B-r-i-g-h-a-m, Brigham. He's a very, very well-known scholar
6

	

in the field of utility finance . I would definitely put
7 professor Stewart Myers from MIT in the category of a scholar
8 and expert and leading gum, so to speak, in the field of
9 regulatory finance . Another one that comes to mind would be
10 James Vanderweide, V-a-n-d-e-r-w-e-i-d-e, Vanderweide,
I1 professor at Duke University who's written extensively and
12 published extensively in the field of regulatory finance.
13

	

Those are some ofthe names that come to mind.
14 There are not that many in regulatory finance proper. Most of
15 the experts are in corporate finance, rather than regulatory
16 finance . So those are some of the names tha come to mind .
17

	

Q.

	

Do you know a David Parcell?
18

	

A.

	

Yeah. David Parcel[ and I met each other
19 several times in prior cases and we have met at professional
20 meetings, we have been on panels and conferences together.
21

	

Q,

	

Does Mr. Parcel] meet your definition or an
22 expert on capital structure and rate ofreturn?
23

	

A.

	

I have a lot of respect for Mr. Parcell and 1
24 know him very well . He's a little bit short of what I would
25 qualify as xn expert, but I do consider him a respectable

Page 23
I

	

scholar and sortof a colleague. The only missing link here
2

	

would be the research experience and the doctorial
3 designation, but he's a good man.
4

	

Q.

	

Have you consulted with anyone to determine
5 whether you are qualified as an expert on capital structure
6 and rate of return in the state of Missouri?
7

	

A.

	

No. 1 thought that -- well, this is going to
8

	

sound awful, but 1 thought my resume spoke for itself.
9

	

Q.

	

Dr. Morin, how do you keep yourself current on
10 the subject of utility capital structure and rate of return?
I 1

	

A.

	

I read a lot of the academicjournals, the ones
12 that are practical oriented and the ones that are more
13 theoretical oriented . 1 supervise the doctorial dissertations
14 that have to do with utility topics . I teach national
15 seminars all over the country and other countries as well in
16 utility finance . 1 do a lot of training of attorneys and
17 staffmembers and utility analysts, company analysts
18 throughout the country. Just a lot of reading and keeping up
19 with the journals and research and conducting my own research
20 and I write books on utility finance . Does that answer that
21 question or--
22

	

Q. . Do you have any one or, say, group of
23 publications that you rely heavily on?

4 490.651 of the Revised Statutes of Missouri. And subsection 1
5 states, In any civil action, if scientific, technical or other
6 specialized knowledge will assist the trier of fact to
7 understand the evidence or to determine a fact in issue, a
8 witness qualified as an expert by knowledge, skill,
9 experience, training or education may testify thereto in the
10 form of an opinion or otherwise.
1 I

	

Doyou believe that Staff Witness David Murray
12 is an expert qualified in Missouri on the area ofcapital
13 structure and rate ofreturn?
14 A. No .
15

	

Q.

	

Whynot?
16

	

A.

	

If he was, I don't think he would have
17 committed some ofthe errors that I point out in my Rebuttal .
18 Q- Is there anyone who works now as a financial
19 analyst for any state utility commission that you would
20 consider to be an expert on capital structure and rate of
21 return?
22 A. Yes.
23

	

Q.

	

Who is that?
24

	

A.

	

I'm just--I mean, I've worked in 45 different
25 states and 9 different provinces and different countries. I'm

www.ntidwestlitigation.com
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24 want me to give you some names? 24 A. Journal of Finance, Journal of Financial
25 Q. Yes. Names of-- 25 Economics and the Journal of Applied Corporate Finance would
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1 A. I'll -- 1 be the threejournals that I 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. All right. I'm going to read for you section
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1 just trying to get my thoughts together here .
2

	

1 would say Ron Kencht, K-e-n-c-h-t, of Nevada;
3 Steve Kim with Wisconsin Public Service Commission ; and
4 there's -- it escapes me right now, but the Illinois Commerce
5 Commission has an excellent rate of return Staff Witness;
6 Mr. Bolinger in Michigan ; Mr. Andrew Morey, Florida PSC.
7 Those are people that are -- I find very, very competent in
8

	

the area of rate of return and capital structure. Doesn't
9 mean I agree with everything they say, but I agree with their
10 expertise generally.
11

	

Q.

	

Of this group of individuals you just listed
12 for me, how many of them have Ph.D .s?
13

	

A.

	

Twothat I know, but I really -- I haven't
14 studied the resume of each one of those, but I think two of
15 them do .
16

	

Q.

	

Soyou don't know which ones of the --
17

	

A.

	

Mr. Ron Kencht has a Ph.D . This is not
18 something that I studied or done or -- I have to check, but--
19 Q. So you know of one for certain whohas a Ph.D.
20 in that list you gave me?
21

	

A.

	

I'malmost certain .
22

	

Q.

	

Butyou think maybe one more has a Ph.D .?
23

	

A.

	

Yes. I think the fellow from Illinois . His
24 name escapes me, but I'll remember it in a minute .
25

	

Q.

	

Now, you indicated some other individuals in

1
2
3
4

	

A.

	

Three things : One, experience; No . 2, their
5

	

methodologies and procedures, their testimonies that I have
6

	

scrutinized in the past, they don't make a lot of the
7

	

theoretical and methodological errors that I point out in this
8 Rebuttal, and then No . 3, experience through the years,
9 participation in various rate of return forums or conferences .
t0

	

Q.

	

What kind of experience do you think they
1 I should have to be experts?
12

	

A.

	

I think they should have taught finance, they
13 should have minimum of a master's degree in economics or
14 finance, should have gone through several rate cases at the
15 junior level before they participate at a more senior level.
16 They should have had some kind of writing-- some kind of
17 publication, perhaps not in thejournals that I mentioned but
18 in other more trade-oriented journals . Those are some ofthe
19 things 1'd be looking at, just the quality of their work as
20 well .
21

	

Q.

	

Soof that group that you gave me, all of them
22 would have at least a master's degree is that correct?
23

	

A.

	

I would think so, yes .
24

	

Q.

	

Dr. Morin, are you familiar with the term
25 "interest rates" and what they have been in the past?
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1

	

A.

	

Of course, yes, sir .
2

	

Q.

	

Canyou identify a time in the past when
3 interest rates were similar to today's interest rates?
4

	

A.

	

Well, let's use treasury bond yield as sort of
5 a benchmark here, long-term treasury bond yield. They've been
6

	

at the 5, 5 I/2 percent level for several years now and they
7

	

have started to escalate in the last month or so .
8

	

Butif you take a longer term perspective,
9 let's say 10 years, there clearly has been a steady decrease
10 in interest rates up until about a month or so ago. And as
11

	

the economy is in the process of recovering and in view of
12 Chairman Alan Greenspan's remarks, we have seen long-term
13 rates starting to go up again in response to the recovering
14 economy.
15

	

Q.

	

Didyou perform any cost of capital or cost of
16 equity studies at the time that-- in the past when interest
17 rates were similar to today's interest rates?
18 A. Yes.
19

	

Q.

	

What studies did you perform?
20

	

A.

	

Well, I - I've testified several times in the
21

	

last 25 years, probably fouror five times a year . If you
22 could be a little bit more specific, I could help you more.
23

	

Q.

	

Well, all right . I'll be more specific . The
24 last time that interest rates were at 5 to 5 1/2 percent
25 before 10 years ago?

Page 28

4 Murray's testimony in itsentirety, have you not?
5

	

A.

	

Yes, sir .
6

	

Q.

	

Whatportions of Mr. Murray's study did he do
7 right?
8

	

A.

	

Well, he did use the right beta risk measures.
9 1 don't have too much of a problem with the comparable group.
10 Those are two areas that I would agree with .
l l

	

Q.

	

Anyothers?
12

	

A.

	

I don't have a problem with the mw dividend
13 yield, the spot dividend yield with respect to the stock
14 price . And that's about it.
15

	

Q.

	

Didyou analyze the past five years of dividend
16 payout ratios for the comparable companies used by Mr. Murray?
17

	

A.

	

I did notice a decrease in the payout ratios of
18 energy utilities in general, not so much historical but the
19 forecast as well . Utilities right now are in the process of
20 lowering their dividend payout in response to increasing
21 competition and in response to restructuring . So dividend
22 growth has been quite a bit less than earnings growth, both
23 historically and prospectively while they're still traversing
24 this process .
25

	

Q.

	

Okay. So you said you observed it, but did you
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that group that do not have Ph.D .s apparently . What makes t A. I don't think there was such a case prior to
them qualified as experts on capital structure and rate of 2 1994 .
return? 3 Q. Dr. Morin, you have reviewed Stab Witness
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analyze the past five years ofdividend payout ratios in anyI

2
3

10
11
12
13
14
15
16
17
18
19
20
21
22
23 . entntea Kegmatory Kesearen no ASSnetateS survey of KM
24 Decisions . And it comes out every quarter. And the average
25 ROE that was allowed in 2001 was I 1 percent, 2002 was

kind of a study of Mr. Murray's comparable companies?
A .

	

Well, all we have to do is look in the tables

with . And it's pretty clear that it you look at the last
column, which is only a dividend for shared growth, the
historical numbers of 1 .7 percent are quite a bit lower than
the earnings growth rate numbers and quite a bit less than the
earnings forecast. So you can see it pretty obviously there
in the data that dividends have been growing at a slower pace
than earnings historically and the same is true prospectively.

Q.

	

Have you analyzed where Mr . Murray's
recommended rate-- I'm sorry, recommended returnon equity
falls in relation to other recommended ROES approved by other
stale utility commissions?

A.

	

Yes. The primary source of data, which is
fairly standard in the industry, is a document which is
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1

	

11 percent, 2003 was 11 percent and so the first quarter of
2

	

this year it's 11 .1 percent. So I think the-- that speaks
3

	

for itself in terms ofthe answer to your question .
4

	

Q.

	

Areyou referring to any particular portion of
5 your testimony?
6

	

A.

	

No. I'm referring to my own knowledge and my
7 own familiarity with Regulatory Research and Associates
8 Survey . It's pretty well standard--pretty well-known
9 standard document in the field .
10

	

Q.

	

Sothat information that you just gave me is
11 not contained in your testimony?
12

	

A.

	

Yes, it is. I will refer you to page 10, lines
13

	

6 through 11 . You see line 6 through line I1?
14

	

Q.

	

Yes, I do .
15

	

A.

	

Okay. Well, it seems that I i percent isthe
16 currently authorized rate of return as well as the historical
17
18
19
20
21
22
23
24
25

one.
Q.

	

Now, these returns, if I understand you
correctly, are ones that were approved in the first quarter of
2004?

A .

	

Yeah. The average for the fast three months
of 2004 was 11 . I percent, that's correct . And the publication
date is March 30th, 2004 .

Q.

	

So that means that the utility commissions
issued orders approving those returns in the first quarter of
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1 2004?
2

	

A.

	

Yes, sir.
3

	

Q.

	

Should the authorized return on equity for

10 cost of capital, do you believe this mill allow a company to
I1 raise capital and maintain the financial integrity?
12

	

A .

	

Yes, sir .
13

	

Q.

	

If an allowed return on equity in another state
14 is set above a utility's cost ofcommon equity, do you believe
15 that other states should adjust their recommended cost of
16 common equity to take that into consideration?
17

	

A.

	

No. I think every Commission should have a
18 mind of its own. We have a potential circularity problem if
19 we focus strictly on what other commissions are doing. The
20 authorized ROE is but one piece ofthe big giant puzzle here .
21 If we werejust to look at what other commissioners were
22 doing, we'd be looking at sort of multiple mirror images of
23 one another and nothing would ever change . So I think you
24 have to go a little bit beyond that and took at the capital
25 market data as well as authorized return .
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The only reason I examined authorized return is
2 to provide some perspective to the Commission on the Staffs
3 recommendation here. And also we have to admit that
4 authorized rates of returns do influence analysts' forecasts
5 of future growth and, therefore, are very influential in
6 determining investor expectations-
7

	

Q.

	

Is it your practice to support floatation costs
8 when you sponsor a rate of return recommendation in your
9 testimony?
10

	

A.

	

Yes, sir. Always . Except in the rare case of
11 a publicly-owned type utility like Tennessee Valley or
12 Hydrokibec (ph .), but the answer's yes, for investor-owned
13 utilities .
14

	

Q.

	

Do you recommend that MGE collect floatation
15 costs for Missouri ratepayers?
16

	

A.

	

Yes, sir. Because equity is simply not free.
17 We do it for bonds, we do it for preferred stock and we should
IS do it for equity costs as well .
19

	

Q.

	

Can you tell me why Southern Union had to
20 recently issue common stack?
21

	

A.

	

Can you repeat that, please?
22

	

Q.

	

Can you tell me why Southern Union had to
23 recently issue common stock?
24

	

A.

	

Well, their capital structure is relatively
25 weak compared to the industry averages . So I believe they're
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4 in my Rebuttal and you'll find that information . If you look
5 at - well, for example, just pick one table, Table 3 on page
6 20or Table 4 on page 21 .

4 utilities reflect their cost of common equity?
5 A . Yes-
6 Q . Should the allowed return on equity be based on

7 Q . Okay. I'm at Table 3 on page 20. 7 the company's cost ofcommon equity?
8 A . All right . 8 A . Yes .
9 Q . Let's go to Table4, probably easier to deal 9 Q . If the allowed return on equity is based on the
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1 trying to bolster their capital structure by increasing the
2 common equity ratio and they intend to continue doing that
3

	

over time.
4

	

Q.

	

When you say that Southern Union's capital
5 structure is weak, why is that?
6

	

A.

	

Well, if you look atthe common equity ratio of
7 the company, its substantially less than comparable on
8 natural gas utilities .
9

	

Q.

	

And what caused that?
10

	

A.

	

I haven't studied all of that, but I suspect
I1 there may have been some acquisitions in the past that were
12 financed by debt that caused that .
13

	

Q.

	

Would an acquisition such as the acquisition of

21

	

A.

	

Repeat that, please.
22 Q. Sure.
23

	

A.

	

I'm sorry.
24

	

Q.

	

Doyou believe that it is appropriate for MGE
25 to collect floatation costs for Southern Union's equity issues
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1

	

that are used to drive down the debt that Southern Union
2 incurred from its acquisition of the Panhandle operations?
3

	

A.

	

No, I do not . I do believe that MOEshould pay
4 the freight forthe equity that is used to finance rate-base
5

	

assets in its jurisdiction.
6

	

Q.

	

Doyou believe that a hybrid security such as a
7 trust originated preferred securities is more or less risky
8 than traditional non-cumulative preferred stock?
9

	

A.

	

I don't know .
10

	

Q.

	

If both securities were issued, do you have any
I1 opinion as to what might be subordinate?
12

	

A.

	

As far as common equity is concerned, it's
13 senior debt. These securities are ahead in the food chain, so
14 to speak, as far as common equity is concerned. So for a
15 shareholder, that's debt or debt equivalent. From a bond

2
3
4
5
6
7
8
9
10
11
12
13

21
22
23
24
25
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Q.

	

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

A.

	

No, I do not.
Q.

	

Is the cost of capital influenced by the level
of interest 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
would be somewhere between 4 and 5 percent . And the only
reason for my hesitation is what company are we talking about
here? It may be closer to 5 percent for a B double A three,
may be closer to 4 percent for a B double Al . It depends on
the company, its business risk, its S&P business risk score
and a variety ofother factors . But as an order ofmagnitude,
I would say 4 to 5 percent over 7.

Q.

	

When you sponsor rate of return
recommendations, what model or models do you use?

A.

	

Oh, ever since 1 began in the business some
25 years ago, I've been very, very, very consistent in using
an equally weighted average of CAP-M to DCF and the risk
premium methodology . I've always done it that way for reasons
of consistency and comparability and credibility .
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As 1 explained in the Rebuttal, it's very
2 dangerous to rely on one methodology and back yourself into a
3 comer when that methodology doesn't work. It's sort of like
4 a pilot flying on a single instrument, could be a very
5 dangerous flight . So I prefer to fly on all the instruments
6 in front of me so I get a better read on the investor-expected
7 returns.
8

	

Q.

	

Doyouuse a quarterly DCFmodel?
9

	

A.

	

It depends. I have tended not to recently
10 because it's technically complex. For -- for utilities where
1 I you have a historical test year, I do use a quarterly DCF. In
12 the case of utilities that have a forward test year, I tend to
13 use the annual DCF.
14

	

Q.

	

Areyou familiar with what is called the End
15 Result Doctrine?

A.

	

Yes. 1 presume you're referring to the Hope
principle that the end justifies the means. Is that what
we're talking about here?

Q.

	

I would refer to page 13 of your textbook .
A.

	

Okay. I have it. I'm on page 13 .
Q.

	

You're on page 13?
A. Yes.
Q.

	

All right. Referring to page 13 ofyour
textbook, the End Result Doctrine, could you please explain
that?
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14 Panhandle operations be the type of acquisition that might 14
15 affect their or does affect their capital structure? 15
16 A. Yes. 16
17 Q. Do you believe that it's appropriate for MGE to 17
18 collect floatation costs for Southern Union's equity issues 18
19 that are used to drive down the debt that Southern Union 19
20 incurred from its acquisition of the Panhandle operations? 20

16 holders perspective, it's part.of the equity cushion . Since 16
17 we're talking here about return on equity, it would be a 17
18 debt-like instrument . 18
19 Q. Okay. But do you have any opinion as to 19
20 whether a trust originated preferred securities would be 20
21 subordinate to non-cumulative preferred stock? 21
22 A . No, I don't . I'm sorry. 22
23 Q. How does the market view this? 23
24 A. The way bond rating agencies view it, the way 24
25 the equity research views it is debt equivalent . 25



2
3
4 quoting out of my book -- strongly suggests that the-- the
5 methodology is really sort of immaterial if the end result is
6 reasonable to both the consumer and the investor. In other
7 words, you're not handicapped or you're not in a
8 straightjacket in terms ofwhat method you use . You're not a
9 slave to any single formula or sort ofa robot. That's sort
10 of the spirit of the End Result Doctrine.
I 1

	

Q.

	

All right. Dr. Morin, what in your terms or
12 definition is the DCF model?
13

	

A.

	

Well, the DCF model says something very
14 intuitively that when you're buying stock, your return comes
15 in part from dividends and in part from capital gain . And the
16 DCF model is an expression ofthat reality.
17

	

Q.

	

Onpage 3, line 18 ofyour testimony --

I8 A . Yes.
19

	

Q.

	

-- you refer to Me, Murray using the -- and

20 I'll quote-- plain vanilla, unquote, DCF model as the primary
21 tool to determine the required return on MGF. What is a plain
22 vanilla DCF model?
23

	

A.

	

That is the sort of naked DCF model without any
24 adjustments for floatation costs , without any adjustment for
25 the expected dividend yield as opposed to the spot dividend
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1

	

yield, no adjustment for the fact that dividends come in every

14

	

Q.

	

Are you aware of whether the term "plain
15 vanilla" is used in other leading finance textbooks?
16

	

A.

	

1 don't know . I didn't survey textbooks to see
17 if they use the same language I use. I -- I've seen some
18 reference to the term 'a raw DCF model .' I guess that means
19 the same thing.
20

	

Q.

	

Whatother flavors ofDCF models do you sponsor
21 or find acceptable?
22

	

A.

	

I tend to use the DCF model with adjusted
23 floatation costs and historical test year jurisdictions
24 adjusted for quarterly dividend payments as well . And also I
25 do the prospective dividend yield as the model requires as

www.midwestlitigation .com

4

	

A.

	

Roughly when Professor Gordon came up with the
5 model in the approximately aid-'60s.

6

	

Q.

	

Canyou tell me how many models Mr. Dunn used
7 to estimate the cost of common equity in this case?
8

	

A.

	

Well, I cant speak for Mr . Dunn, but I read
9 his testimony and I think he basically used the DCF method
10 because that's been the Commission's tradition in the past .
1 I

	

Q.

	

Doyou agree that the use of the DCF model is a
12 cost of capital model that will equate to an investor's
13 required rate ofreturn?
14

	

A.

	

Yes. And the key word is one model . But yes,
15 1 agree with you .
16

	

Q.

	

When analyzing historical growth rates, do you
17 believe it appropriate to average five, and ten-year growth
18 rates?
19

	

A.

	

It depends on the circumstances ofthe
20 industry . If the industry is in a state of flux or
21 transition, historical growth rates are not representative of
22 the future . If the industry is very, very stable, then I
23 would say yes. And, ofcourse, the electric and the gas
24 industries have been anything but stable in the last five

25 years, so 1 would be very cautious on using history, if at
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1 all.

Q.

	

Doyou believe that dividend per share and book
value per share growth rates can be used as a test of
reasonableness of earnings per share growth rates projected
for the future?

A .

	

Yes. As a general proposition, I agree with
that. That's if everything is stable, if dividend policies
are stable and capital structure policies are stable. And, of
course, have not been through --as we discussed earlier, you
and I, energy utilities are in the process of altering their
dividend payoff policy so you have to be a little bit careful
in equating the growth rates ofbookeddividends and eamings
per share .

14

	

Q.

	

Are you aware of any period in which all of the
15 assumptions of the DCF model have been completely accurate?

A .

	

Completely accurate, no. Its a question of
17 degree of accuracy. Prior to the passage of the Energy Policy
18 Act, I think the DCF model was effective with more stability
19 than it is right now.

Q.

	

Which one would you use right now?
A .

	

Excuse me?
Q.

	

I mean what would hold right now, I should say?
A .

	

Which assumptions?
Q.

	

Yes. What assumptions hold right now?
A .

	

Well, I think one assumption that would hold is

16

20
21
22
23
24
25 .
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2 quarter as opposed to every year. That's what I have in mind 2

3 with that expression. 3

4 Q. Is the term "plain vanilla" a term you use in 4
5 your textbook? 5
6 A . Probably not. I don't know . I suspect not . 6
7 Q. Did you develop the concept of a plain vanilla 7
8 DCF model? 8
9 A . Well, 1 don't think I'm going to take credit 9
10 for that . It is what I just described it to be. It's a DCF 10

1 I model without any ofthe real-world refinements like 1 I
12 floatation costs and the forward-looking nature of dividends 12
13 and the quarterly nature of dividend payments . 13
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A. You want me to explain the End Result Doctrine? I opposed to the spot dividend yield.
Q. Yes, please. 2 Q . When did the DCF model become more popular than
A . Well, the End Result Doctrine -- I'm just 3 the comparable earnings approach?
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1

	

the fact that Wall Street or investment analysts do use it to
2 some extent . That certainly would continue to be true .
3 That's one assumption.
4

	

Another one would be that-- which one holds
5

	

true? I mean, in the social sciences in general, there are
6 very, very few models that hold perfectly true in all
7 circumstances in all cases, but I would think that the idea
8 that value is the present value ofdiscounted cash flows to
9 the investor, that's a very generic idea that prevails to this
10 day and it's quasi-universal .
11

	

Q.

	

Okay. Dr . Morin, is it appropriate to rely on
12 one analyst and two historical growth rates to determine a
13 reasonable projected future growth rate?
14

	

A.

	

I believe your question was directed to
15 historical growth rates?

	

'
16

	

Q.

	

Let me restate the question. I think we had a
17 phone line interrupt.
18

	

Is it appropriate to rely on one analyst and
19 two historical growth rates to determine a reasonable
20 projected future growth rate?
21

	

A.

	

No. I'm having a little bit of trouble
22 understanding the question . I think before you engage in
23 projections and forecasting, obviously you take history into
24 account, but you also take into accountcurrentcircumstances .
25

	

1 mean, historical growth rates are historical
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1

	

growth rates and if you think --I don't know where you're
2 coming from here, but if you're asking me ifValue Line
3

	

historical growth rates are correct, I would say yes. But if
4

	

thequestion is should we project them in the future blindly
mechanically, no .
Q. Okay.

finance is a forward-looking process . And when you invest
money in securities, you're always looking forward so the
answer is expected dividend yield.

Q.

	

Howdo you define the expected dividend?
17

	

A.

	

Well, ifyou're a prisoner ofthe annual DCF
18 model, you're looking at the dividend that's coming at the end
19 ofthe year . So you look at the current dividend and you
20 inflate it by one yearofgrowth and that will give you the
21 dividend at the end of the year. That's what's required by
22 the -- like you and I have called the plain vanilla DCFmodel
23 or the annual DCF model, I should say.
24

	

Q.

	

So ifI understand you correctly, it's what
25 the -- you're stating that it is what the investor expects

5
6
7
8
9
10
11
12
13
14
15
16
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1

	

over the next 12 months or at the end ofa year?
2

	

A.

	

If you're using the annual DCF model, it's an
3 annual model that assumes that cash flows occur once a year at
4

	

theend of the year and you have to use the dividend at the
5 end of the year, which is the current dividend inflated by one
6 year ofgrowth .
7

	

Q.

	

Okay. I want to direct you to your textbook .
8 And you have a copy of that . Am I correct?

13 starting seven lines down with the first sentence and it says,
14 In implementing the standard DCF model, it is the dividend
15 that an investor who purchases the stock today expects a
16 company to pay during the next 12 months that should be used
17 and not the dividend that was paid last year --

22 is listed on its tear sheets based on the estimated cash
23 dividends that the company will declare over the next
24 t2 months?
25 A. Yes.
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1

	

Q.

	

Earlier in response to one of my questions, you
2 stated that you have metMr. David Parcell?
3

	

A.

	

Yes, I hive . I've also rebutted him.
4

	

Q.

	

Okay. So you have testified in hearings on the
5 subject of capital structure and rate of return when David
6 Parcell was the opposing witness?

13 sometimes it's Commission Staff. But it's typically
14 industrial users group.
15

	

Q.

	

On the occasions that you opposed David
16 Parcell, was David Parrett's recommended rate ofreturn lower
17 than your recommended rate of return?

A. Yes. Slightly .
Q.

	

Howmuch?
A.

	

Oh,typically we differed by an order of
21

	

magnitude of 100 basis points .
22

	

Q.

	

Anytimes whereyou had a bigger difference
23 than that?
24

	

A.

	

I'd have to check that. That's a tough
25 question to answer from memory here.

18
19
20
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18 A. Yes.
19 Q. -- is that correct?
20 A. Yes.
21 Q. Is Value line's indicated dividend yield that

A. Am I answering the question? I'm not sure I've
answered your question here .
Q. Okay. Is it appropriate to use the spot

7
8
9

A.
Q.

who did

Yes. Several times.
In the cases where you opposed David Parcell,
you represent?

dividend yield or the expected dividend yield in the 10 A. Typically the regulated utility .
application of the DCF model7 I1 Q. Andwho did David Parcell represent?

A. Clearly it's -- the expected dividend yield of 12 A. Sometimes it's the industrial users group and

9 A. Yes, sir.
10 Q. Page 139.
I I A. Okay . Have it .
12 Q. I'm going to read from the first paragraph
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Q.

	

Doyou know of aMr . StephenG. Hill?
2

	

A.

	

Yes, I know Mr. Hill-
3

	

Q.

	

Howdo you know him?
4

	

A.

	

I've rebutted him several times in past cases
5

	

in various states.
6

	

Q.

	

Doyou consider him to be an expert in the area
7 ofcapital structure and rate of return?
8

	

A.

	

I'm hesitating on that one.
9 Yes.
10

	

Q.

	

So you have --
I I

	

A.

	

Ofcourse not in the same stature as myself,
12 but -- seriously, yes, 1 think he's an expert and he's done a
13

	

lot of work . I'm fairly familiar with his work . He's
14 published quite a few things on risk premiums and other
15 subjects, yes.
16

	

Q.

	

Soyouknow him by way of your opposing him in
17 the rate of return cases?
IS

	

A.

	

That's correct . And we get to meet socially,
19 of course, in these rate cases.
20

	

Q.

	

Howmany cases have you testified in where
21 Mr. Hill was an opposing witness?
22

	

A.

	

Approximately five .
23

	

Q.

	

On those occasions, who did you represent?
24

	

A.

	

Typically the regulated utility .
25

	

Q.

	

And whodid Mr . Hill represent?
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A.

	

Thelast time 1 saw Mr. Hill was in Louisiana-
2

	

He represented the Staff, the Louisiana Staff.
3

	

Q.

	

Well, in that case, the Louisiana case, you
4 represented the regulated utility and Mr . Hill represented the
5

	

utility Staff; is that correct?
6

	

A.

	

Yes. To the best of my recollection here, yes.
7

	

Q.

	

And was your rate of return greater than
8

	

Mr. Hill's?
9

	

A.

	

Yes. Well, I'd like to put it another way.
10 Mr. Hill's return was lower than mine.
I I

	

Q.

	

You indicated that there were other cases where
12 you opposed Mr . Hill. Do you recall those?
13

	

A.

	

Ijust recall having done that in the past 1
14 believe in Arizona . And I would have to check my records and
15 my past rebuttals to give you a better answer, but the
16 freshest one in my mind is the recent one in Entergy in
17 Louisiana, which is about a year ago.
18

	

Q.

	

Doyou know ofa Mr. BruceH. Fairchild?
19 A. Yes.
20

	

Q.

	

How do you know him?
21

	

A.

	

I believe he was my predecessor at Entergy .
22 He's, I believe, a consultant in rate of return who has
23 appeared on behalf of companies in the past .
24

	

Q.

	

Doyou consider him to be an expert in the area
25 of capital structure and rate of return?
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1 A. Yes.
2

	

Q,

	

Have you ever testified in cases in which
3 Mr. Fairchild was an opposing witness?
4 A. No .
5

	

Q.

	

Doyou know ofa Mr. Jeremy Siegel?
6

	

A.

	

Oh, yes, of course .
7

	

Q.

	

Howdo you know ofhim7
8

	

A.

	

Well, being a graduate of the Wharton School
9 and he being a professor at the Wharton School, I'm very much
10 aware ofhis stature . And, ofcourse, I'm familiar with his
t I

	

book, Stocks for the Long Run, sortof a best-selling book in
12 investments . So fm generally familiar and I've seen him on
13 the TV and media before. But I've read his publications .
14

	

Q.

	

DoesMr. Siegel teach currently?
15

	

A.

	

Yes. I believe he teaches at University of
16 Pennsylvania .
17

	

Q.

	

Do you know of a Mr . Cliff Asness?
18 A. No.
19

	

Q.

	

AWarren Buffet?
20

	

A.

	

Yes. Of course .
21 Q. Okay .
22 A. Yes.
23

	

Q.

	

Would you consider Jeremy Siegel and Warren
24 Buffet to be individuals influential in the world of investing
25 and finance?
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1

	

A.

	

t certainly would consider Mr. Siegel very
2 influential more from an academic perspective, but I would
3 consider Mr. Buffet as well influential in strategy and
4 marketing and finding under-values or assets.
5

	

Q.

	

Doyou -- let me restate.
6

	

Dothe returns that are required by investors
7 in the broader market have an influence on the required
8 returns for utilities?
9

	

A.

	

Yes. Of course . Investors are always making
10 comparisons between prospectivereturns from utility stocks
I I versus returns from industrial stocks comparable in risk . And
12 if they're not comparable in risk, they will make the required
13 risk adjustment using something like beta, for example.
14

	

Q.

	

When you recommend a cost of common equity for
15 a natural gas distribution company, do you adjust a proxy
16 group's estimated cost of common equity downward ifsome of
17 the companies in the proxy group have risk year non-regulated
18 options?
19

	

A.

	

Yes, I've done that in recent testimonies . And
20 it works both ways. If the company is less risky, you make a
21 downward adjustment . If the company is riskier, you make an
22 upward adjustment .
23

	

Q.

	

When you select a proxy group, what criteria do
24 you use to the comparable group of companies?
25

	

A.

	

In the past, I used to use a very specific
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criteria like bond rating, a percentage of revenues from
2

	

utility operations, uninterrupted dividend history . I had a
3

	

fairly detailed filter, so to speak .
4

	

But in the last several years, the utility data
5 has become so noisy and unstable because of mergers and
6 acquisitions and write-offs and write-downs and restructurings
7 and the changing faces of so many companies, what I have done
8

	

in the last several years is take a wide broad group
9 representative of the industry as a whole and based on the
10 risk differential between the utility and the broad average, I
I I

	

made the adjustment as required .
12

	

Sorry for the long answer, but the quick answer
13 is 1 used industry proxies and then made adjustments based on
14 the risk difference between the subject company and those
15 industry proxies.
16

	

Q.

	

If a subject company is rated investment grade,
17 do you select companies that are also investment grade?
18

	

A.

	

I tend to exclude companies that are not
19 investment grade in my work .
20

	

Q.

	

Why is that?
21

	

A.

	

Because they're much riskier .
22

	

Q.

	

Did you provide testimony in the Nevada Power
23 Company case, Docket Nos . 03-10001 and 03-10002?

24 A. Yes .
25

	

Q.

	

Did you use a group of companies to perform an

17
18
19
20

21

22

23

24
25
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analysis for Nevada Power?
2 A. Yes .
3

	

Q.

	

Were the companies that you selected in this
4 group considered to be investment grade?

16

	

A.

	

Well, I'm not ducking your question, but it
would depend on the prevailing spread. What 1 would do is go
on the website and look at the yield on triple B bonds versus
double B bonds, and that tends to fluctuate and change over
time, and maybe take an average of the last few months or
something like that. So it varies.

It depends on the risk aversion -- the degree
of risk aversion of investors likejunk bonds versus
investment rate bonds . Two years ago, that spread would have
been absolutely enormous . Now the spread between quality and
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lesser quality electric utilities and gas utilities has -- has
2 decreased substantially. It depends on the time frame. But
3 that's what I would do .
4

	

Q.

	

Do you believe that setting the allowed rate of
5 return equal to the cost of capital balances the interests of
6 ratepayers and investors?
7 A. Yes .
8

	

Q.

	

What is your opinion on the future direction of
9 long- term interest rates?
10

	

A.

	

Wow. I don't think my opinion matters very,
I 1 very much, but 1 can certainly communicate what the consensus
12 forecast is . I've looked recently at the blue chip forecast
13 that we have here at the University's forecasting department .
14 I've also looked at the consensus forecast publication from
15 Consensus Economics in London, England for the US economy .
16 And all of those publications suggest that an increase of at
17 least 50 basis points for 2005 in long-temt rates .
18

	

1 happen to agree with those forcations because
19 of the struggling economy and perhaps the ugly specter of
20 inflation may be rearing its head very, very soon. And, also,
21 of course, Alan Greenspan recently made it quite clear that
22 the Fed was more inclined to raise rates rather than reduce
23 them. So for all of these reasons I would be in the camp of
24 rising interest rates. And that rise has already begun .
25

	

Q.

	

Howhigh do you think long-term interest rates
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1

	

will rise in the next three years?
2

	

A.

	

I'll give you a forecast for one year,
3

	

6 percent for long-term treasuries . I'm not sure I want to go
4 beyond that.

ate
15 periods much lower. Theres cycles in interest rates that
16 roughly track the business cycle and inflation . I can be a
17 lot more specific if you have a shorter time frame than
18 100 years .
19

	

Q.

	

Would you agree that the calculation of
20 historical growth rates is one of the first steps taken in
21 estimating a proxy for future growth rates?
22

	

A.

	

Yeah. The first thing an analyst would do in
23 projecting the future growth would be to figure out what's
24 gone on in the past and then decide on the relevance of that
25 history, and then couple that with what's going on in the
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5 A. I have to check that, but I think most of them 5 Q. Okay.
6 were . But, of course, Nevada Power and Sierra Pacific are not 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 the end . 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?
1 I A. That's right .

10
11

level of
A .

interest rates occurring over the past century?
Past century or the past 10 years?

12 Q . In your opinion, what amount of risk premium is 12 Q . Past century .
13 required on the cost of common equity for a company that is 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
15 rating of triple B?
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19 9 percent for Atmos Energy, 8 U2 percent for New Jersey
20 Resources, 9 112 percent for Southwest Gas and the higher
21 121/2 percent for UGI.
22 A . Yes .
23

	

Q.

	

Are those five-year earnings per share growth
24 projections sustainable growth rates?
25

	

A.

	

Some ofthem are . I'm pretty familiar with AGL

19
20
21
22
23
24
25
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1

	

Resources here in Atlanta and because of the growth of the
2 southeastern economy in the Atlanta area, that is not too
3

	

surprising. And also, natural gas is being increasingly used
4 as a fuel of choice because it's environmentally cleaned by
5

	

electrical utilities, so were dealing with a fairly robust
6 demand for gas of the future.
7

	

Some of those growth rates probably are not
8

	

sustainable forever. I would certainly be a little bit
9

	

suspicious of UGI at 12 112 percent in the same way that I
10 would be suspicious of the 3 percent growth rates as well .
I I Value Line is rather robust in their forecast of earnings
12 growth for LDCs, for gas LDCs as compared to the consensus
13 forecast ofanalysts that you find perhaps in Thompson or
14 First Call or Yahoo Finance or any of the websites
15

	

MR. BERLIN: All light, Dr. Morin . I might
16 have just a couple morequestions, but 1 would propose that we
17 take a break . Five minutes, is that--
IS

	

THEWITNESS : That's fine
MR . BERLIN : -- agreeable to everybody? All

right. WeII take a five-minute break We'll come back, I
might have one or two questions and then I'll turn you over to
Office of Public Counsel . So five minutes from now weII
return . And we'll go off the record .

(A recess was taken .)
MR . BERLIN : We're going to go back on the
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record now . This is Bob Berlin, Staffcounsel . Dr. Morin, I
appreciate your answering my questions . I have no further
questions at this time and I will turn you over to Office of
Public Counsel, Mr . Doug Micheel .

THE WITNESS : I thank you and hope I've
answered your questions.

MR . BERLIN: Thank you .
DIRECT EXAMINATION BY MR. MIC14EEL:

Q .

	

Dr. Morin, my name's Doug Micheel. I represent
the office of the Public Counsel in this case and I've got
some questions for you here today .

A .

	

It's a pleasure to speak with you .
Q .

	

It's a pleasure to speak with you, such a
preeminent expert .

When you were discussing with Mr. Berlin what
DCF assumptions currently were in effect, could you tell me
which DCF assumptions are not holding in the current market?

A .

	

The one that's rather disturbing is the idea of
19 stable price earnings ratio, the stable market to book ratio.
20 The DCF model assumes a very, very unusual world of complete
21 stability where prices, book value, earnings, dividends,
22 everything grows at a nice stable constant rate forever,
23 whereas, when you observe Wall Street and the stock market,
24 you find gyration in market to book ratios and PE ratios
25 because the industry is getting more volatile, more diverse
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1

	

and riskier .
2

	

So I would say that the assumption of stability
3 is the one that 1 would question the most, particularly growth
4 rates . We've already had a discussion with Mr. Berlin about
5 the gyrations and the lack of reliability of a history because
6 of all the write-offs and the restructurings and the mergers
7 and the squeeze in the competitive margins of utilities . So
8 the quick answer to your question would be stability is
9 lacking .
10

	

Q.

	

And the reasons you just gave, the mergers and
I I the write-offs and things, those are the reasons for the
12 instability?
13

	

A.

	

Those are reasons for the lack of reliability
14 of historical data. You find historical growth rates zero or
15 negative or--because of write-offs and because of
16 deteriorations in margins and because of mergers and
17 acquisitions . History doesn't mean anything ifthe company's
18 identity has changed over time .
19

	

Q.

	

Based on that instability, do you (relieve that
20 the DCF model is unreliable then?
21

	

A.

	

I think it has to be treated with caution along
22 with the other two generic methodologies. All the models have
23 to be treated with caution. I mean, this is not peculiar to
24 the DCF model, but 1 would be a little bit worried about the
25 stability assumption right now .

MIDWEST LITIGATION SERVICES
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I industry and the current rends of the industry before you
2 arrive at a future projection . So the answer is yes .
3 Q . Okay . So do some investors still rely on

1
2
3

4 historical growth rates to estimate possible future growth? 4
5 A . I think historical -well, let me put it this 5
6 way . Growth forecasts by analysts already contain historical 6
7 information plus a lot more . Because, as you say, they rely 7
8 on historical growth rates as a staving point . 8
9 Q. Dr. Morin, I'm going to ask one morequestion 9
10 before I propose that we takea break. And I think that this to
II question will only take a couple of minutes, but I'd tike to I I
12 refer you to Mr. John Dunn's Direct Testimony, Schedule JCD-5 . 12
13 A . I have it . 13
14 Q . You have it? Please took at the five-year 14
15 earnings per share growth rates. 15
16 A . Yes . 16
17 Q. Specifically I'm referring to the higher listed 17
18 five-year growth rates of 8 percent for AGL Resources, 18
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Q.

	

When you say treated with caution, how would an
2

	

analyst such as yourself deal with the instability of the
3 market in their DCF analysis?
4

	

A.

	

By putting a lot of weight on the alternative
5

	

methodologies like risk premiums, CAP-M, by doing a lot of DCF
6 on comparable groups, by being very, very, very careful in
7 your implementation of DCF and excluding negative growth
8 companies and looking at current data and so forth.
9

	

Q.

	

Soyou would look al, for example, the capital
10 asset pricing method and the risk premium method along with
11 the DCF method?
12

	

A.

	

Yes, sir . And 1 would look at what regulators
13 are doing currently in otherjurisdictions, allowed risk
14 premiums over time . And I would be probably supportive of
15 using large groups in the DCF method implementation to
16 alleviate some of those measurement errors and (hen make some
17

	

individual risk adjustments based on the risk difference
18 between the company and those large groups . That's one way to
19 sort of palliate measurement error .
20

	

Q.

	

During this deposition has Mr. Fay given you
21

	

any notes?
22

	

A.

	

None whatsoever. He's remained here in front
23 of me speechless and motionless and lifeless .
24

	

MR. FAY : Hey, I'm not a potted plant.
25

	

THEWITNESS : No, absolutely not .
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I BY MR. MICHEEL:
2

	

Q.

	

What did you review to prepare for this
3 deposition other than your testimony?
4

	

A.

	

To be honest with you,just my testimony. And
5 1 did put some yellow markers on certain chapters of the book
6 and certain sections that 1 thought would come up . That's all
7 1 did really.
8

	

Q.

	

Okay. Do you have your May 19th letter to
9 Mr. Fay with you there, sir?
10 A . No.
1 I

	

Q.

	

Are you familiar with the contents of that
12 letter?
13

	

A.

	

Yes. Probably, yes . It's - 1 sent it to him
14 electronically, that's why I don't have a hard copy . I didn't
15 think it would come up, so--
16

	

Q.

	

Well, in that letter you indicate that you have
17 fond memories ofyour previous involvement and successes both
18 social and professional in the state ofMissouri .
19

	

A.

	

Yeah. 1 was referring to the Ameren case that
20 1 was involved in previously .
21

	

Q.

	

And let me unpack that. First of all, what are
22 your fond memories of the social successes that you've had in
23 Missouri?
24

	

A.

	

Well, d was cordial, it was friendly, it was a
25 good working relationship . That's what I had in mind . It's
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1

	

just being courteous and cordial in the letter .
2

	

Q.

	

And who did you work with?
3

	

A.

	

I don't remember, to be honest with you . It
4

	

was, what, two years ago this case came up?
5

	

Q.

	

Andwhat Ameren case was that, sir?
6

	

A.

	

Union Power and Light-
7

	

Q.

	

Was it a rate case?
8

	

A. Yes . AmerenUE.
9

	

Q.

	

AmerenUE had a rate case in Missouri a couple
10 years ago? You don't remember the case number?
t I

	

A.

	

No.
12

	

Q.

	

Doyou have copies of your testimony that you
13

	

filed in that case?

19 address .
20

	

A.

	

It's Doug, D-o-u-g, dot Micheel,
21 M-i-c-h-e-e-I@ded.mo.gov,--o-v .
22

	

MR. FAY: Could you do that again, Douo?
23

	

MR. MICITEEL: Sure . Doug.Micheel,
24 M-i-c-h-e-e-1@ded.mo.gov;g-o-v .
25

	

THE WITNESS : Okay . We have it .
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1 BY MR. MICHEEL:
2

	

Q.

	

And you indicate that you have fond memories of
3 the professional successes that you've had in Missouri . What
4 professional successes have you had in Missouri?
5

	

A.

	

Thecompany was -- the client was pleased with
6 my work, and that's it-
7

	

Q.

	

Other than the testimony you filed on behalf of
8 AmerenUE in Missouri, what other Missouri jurisdictional
9 utilities have you worked on behalf?
10

	

A.

	

That was the only one in Missouri, I believe.
11

	

Q.

	

So this is only your second time riling
12 testimony in the Show-Me State?
13

	

A.

	

Yes. And I'm looking forward to more
14 participations perhaps .
15

	

Q.

	

Areyou riling Surrebuttal Testimony in this
16 case?
17

	

A.

	

No, I am not . This has not even been
IS discussed, so the answers no .
19

	

Q.

	

Who do you believe are the most influential
20 individuals in the field of regulatory finance?
21

	

A.

	

Wow, that's a really difficult question to
22 answer. I don't know where you're coming from or what
23 perspective you have in mind, but f would say that Moody's and
24 Standard and Poors periodic publications are very influential
25 in the field as to investor expectations, particularly bond

www.ntidwestlitigation .com
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14 A . Yes . I have them in my file, sure .
15 Q . Could you get that for me?
16 A . Absolutely .
17 Q . Could you e-mail me that?
18 A . Yes . Give me your e-mail number-- or e-mail
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1

	

holders. And I would say people that provide information like
2

	

Value Line. I would say the people that analyze utility
3 stocks, Morgan-Stanley, Soloman Brothers, Goldman Sachs and
4

	

the very, very large institutional investors that have a very
5

	

good utility investment group are influential-
6

	

From the academic perspective, there are not
7

	

too many that specialize in the utility finance other than
8

	

myself. I hate to pronounce myself as such a person, but 1
9 think 1 have some modicum of influence in the business with
10 all my books and seminars and writings .
I 1

	

Q.

	

Are there any other influential people in that
12 area other than yourself, or are you it?
13

	

A.

	

No, I'm not it .
14

	

Q.

	

Whydon't you give me some names of some other
15 folks?
16

	

A.

	

Well, I would say the people I mentioned
17 earlier in my deposition are very influential scholars in the
18 held of regulatory field, certainly Professor Stewart Myers,
19 who is a principal of Brattle Group, does testify a lot in
20 utility-related issues as a professor at MIT . He is certainly
21

	

a luminary both in research and the academic regulatory
22 finance field . That's one name that comes to mind
23 immediately.
24

	

Q.

	

Any others?
25

	

A.

	

Gene Brigham would be another name . Very
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1

	

prominent scholar in the field of utility finance . He was
2 head of the Public Utility Research Center at University of
3 Florida for several years. Very, very well known in the
4 field, very influential .
5

	

Q.

	

Anyone else that you can think of?
6

	

A.

	

No, not right now.
7

	

Q.

	

What person or persons most influenced your
8 opinions regarding regulatory finance?
9

	

A.

	

When I was at USC Pennsylvania, the Wharton
10 School, I was a GRA, graduate research assistant for Irwin
11

	

Friend who at the time had basically a monopoly on rate of
12 return testimony throughout the country particularly for the
13 AT&T company.
14

	

And I workedfor him as his research assistant
15 and I was very, very inspired by his research, did my
16 dissertation for him, participated in a lot of
17 telecommunications rate cases as a very young graduate
18 student . And 1 would say he was one of my mentors in the
19 field of utility finance .
20 Q.
21 A .
22 Friend .
23

	

Q,

	

And how many books as Dr. Friend -- I assume
24 be's got a Ph.D. How many books has Dr . Friend published?
25

	

A.

	

His resume is probably the size of my book. I

How do you spell his name?
Friend just like friend and foe, Friend ; Irwin
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1

	

can probably send you or fax you a copy . It's literally
2 hundreds and hundreds of articles and several, several,
3 several books .
4

	

Q.

	

What books do you believe are authoritative in
5 the field of regulatory finance?
6

	

A.

	

Professor Gordon's book on utility cost of
7 capital would be one.
8

	

Q.

	

Any other books?
9

	

A.

	

Judging from the reception in the field, 1
10 guess my own book, Regulatory Finance, seems to enjoy some
11, popularity or some prominence . There are very few books that
12 deal specifically with utility finance . That's why I'm
13 hesitating a little bit, but probably Professor Gordon's book
14 would be a major work .
15

	

Q.

	

How many universities utilize your book as a
16 textbook?
17

	

A.

	

It's not really designed to be an academic type
18 of text . It's more of a trade reference type publication .
19 It's used by at least five universities that 1 know that have
20 a regulatory interest, University of Michigan, University of
21

	

Utah. It's typically used when you have regulatory finance
22 type seminars, schools that have a 1D, MBA program will
23 typically use it . But it's used more by Wall Street, by
24 analysts, by regulators, by staffs, by utility analysts . It's
25 really not an academic textbook, it's more of-- son of a
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I

	

practical trade-oriented book .
2

	

Q.

	

Is it possible to get a Ph.D. in regulatory
3 finance?
4

	

A.

	

It's possible to get a Ph.D . in finance with a
5

	

sort of major in regulation at those schools that offer such a
6 program .
7

	

Q.

	

Andwhich schools offer that program?
8

	

A.

	

Michigan, Utah, and here we do it . You would
9 probably do that by taking sort of a minor in utility-related
10 topics, regulatory economics, regulatory accounting,
11 regulatory finance.
12

	

Q.

	

Doyou consider Dr. Myron Gordon to be an
13 expert in the field of regulatory finance?
14 A . Yes .
15

	

Q.

	

Doyou consider Dr. Gordon's book The Cost of
16 Capital to a Public Utility published by Michigan State
17 University in 1974 to be an authoritative book?

23 who influenced your opinions regarding regulatory finance?
24

	

A.

	

He is one, yes .
25

	

Q.

	

Doyou consider Mr. Purcell's book, The Cost of
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I S A. That's the one I mentioned to you earlier, yes.
19 Q . Is Dr. Gordon the father of the DCF method?
20 A. Yes, he is . Grandfather by now, but yes, he
21 is .
22 Q . Is he one of the individuals who you look to
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1
2
3
4
5
6

	

discussed it . It's an excellent practitionet s guide . It is
7

	

not sort of a scholarly innovative type of work . It's a very,
8 very good summary of one man's opinion of practice and
9 methodology . It's very well done .
10

	

Q.

	

Is it something that a practitioner, somebody
1 I

	

who practices in the field of cost of capital for a utility,
12 could utilize?
13

	

A . Yes . Absolutely .
14

	

Q.

	

Do you consider your book to be a scholarly
15 book?
16

	

A.

	

It's not really an academic type of book . It's
17 more of, again, trade-oriented professional type book designed
18 more for managers and practitioners and analysts and
19 technicians as opposed to studens in the MBA class .
20

	

Q.

	

Soyour book and Mr. Purcell's book are similar
21

	

in nature?
22

	

A.

	

No. Not really . My book is, what, 400 or 500
23 pages and his book is more of a -- it's a much smaller, much
24 less ambitious type of work .
25

	

Q.

	

How many pages is Mr . Parcell's book,

4 you determine whether a book is influential or not?
5

	

A.

	

No. It's the quality of the context. They're
6 different orientations.
7

	

Q.

	

Well, you've told me that both are practitioner
8 guides.
9

	

A.

	

Yeah. Mine is probably a little bit more
10 rigorous, it goes into a lot more depth with the theory and

assumptions and modeling and the functional forms . It's more
thorough -- a more thorough version, so to speak .

Q.

	

In what areas is your book more thorough than
Mr . Parcell's book specifically?

A .

	

Well, I have chapters that are pretty lengthy
on incentive regulations, capital structure . I have very
comprehensive chapters s on PBR, perform-based rate-making, four

18 or five chapters on capital rate structure, theory and
19 practice. They are very, very thorough chapters on different
20 theoretical versions of the DCF model and CAP-M model . It's

Il
12
13
14
15
16
17

6

	

Q.

	

Doyou know if other practitioners in the area
7

	

of cost of capital for a public utility utilize Mr. Purcell's
8 book?
9

	

A.

	

Yes. 1 think some do . Probably the Missouri
10 Staff people do-

16 the field ofregulatory finance as to how to determine the
17 appropriate cost of capital for a regulated utility?
IS

	

A.

	

Not very many . The mentoring that I was
19 referring to earlier that influenced a lot of my thinking used
20 to say thatjudgment is only about 100 basis points thick,
21

	

which basically means that when there% differences of opinion
22 that exceed that rough boundary, one can smell a rat, so to
23 speak, you know .
24

	

Q.

	

And that rat can be going either way, either
25 too high or too low, can't it?

4

	

A.

	

I can't answer that . You have to give me an
5

	

issue and I'll give you the points of view on each issue-
6

	

Q.

	

All right . How many different points ofview
7 are there on the appropriate DCF model to use?
8

	

A.

	

Probably four or five, which functional form to
9 use annual versus quarterly- Another difference ofopinion,
10 the inclusion or exclusion of floatation cost. Another debate
1 I

	

would be the -- what we talked about earlier in the deposition
12 as to the spot dividend versus the expected dividends . Those
13 would be some of the potential areas of disagreement.
14

	

And, of course, the area of samples and sample
15 size and what company you apply it to and how do you measure
16 growth rates . Theres some disagreements about which is the
17 best way to measure growth rates, although the literature is
18 pretty clear on that issue . But those are potential areas of
19 disagreement and I try to resolve those in my own work.
20

	

Q.

	

Well, let's unpack that because, you know, the
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ll Q. Are you aware ofany other staff people that
12 do?
13 A. I'm sure they do, 1 just don't know who they
14 are .
15 Q. Are there a lot of different points of view in

Capital,
Page 65

a Practitioner's Guide, the 1997 edition, to be an I
Page 67

Q. You don't use it at all?
authoritative book? 2 A. No . I'm very familiar with it and I've read

A. No . 3 it . And, in fact, we've made some exchanges in comments to
Q . Have you ever seen that book? 4 each other about it, but it's not something, you know, that's
A . Yes, I've seen it. And Mr . Parcel] and 1 have 5 next to my desk or anything like that .

Page 66 Page 68
1 Dr. Morin? 1 A . Absolutely . I agree .
2 A . I don'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 ofregulatory finance?

21 just a little bit-- its got more -- a little bit more depth. 21 DCF model has got a formula. How many different points of
22 And that's not a criticism of Parcel], they're just different 22 view are there on the G component of the DCF model?
23 books . I like Mr. Pamell's book. 23 A. Everybody agrees on the theory andthe 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



Page 69
1

	

minds ofinvestors for long-term growth? Do you look at
2 history? Do you look at analyst forecasts? Do you look at
3 sustainable growth rates? How much weight on each one? Is it
4 relevant? Those are the kinds ofdisagreements you have.
5

	

It's not on the model itself, it's on the implementation or
6 finding the inputs to the model . That's where the
7 disagreements occur .

14 principal ways of doing it .
15

	

Q.

	

Are there some minor ways?
16

	

A.

	

I've done it another way in the past . I've
17 recorded the DCF and the CAP-M and solved for the growth rate
18 that would equate the two, because presumably expected return
19 answers would be the same regardless of which framework you
20 employ. So ifyou have the dividend yield and you have the
21 CAP-M return, with the CAP to dividend yield, you get the
22 implied growth rate as sort of a check .
23

	

I'm not sure you would call that a method-- a
24 full-fledged method, but it's certainly a useful check . The
25 ones you mentioned are the principal ones .

9 deal with investment grade versus non-investment grade? How
10 do you exclude companies that haven't paid dividends or should
I 1 you include them? Do you include or exclude negative growth
12 rate companies? What about the size effect? You only limit
13 yourself to large companies or their size effect that should
14 be accounted for. So there are many different ways of
15 tailoring or defining a universe or sample of companies .
16

	

Q.

	

With respect to determination of the current
17 dividend, is there an issue about whether you use the expected
18 dividend yield or the historic dividend yield?
19

	

A.

	

You have to use the expected dividend yield . 1
20 think there's almost unanimous agreement on that .
21

	

Q,

	

Why do you have to use the expected dividend
22 yield?
23

	

A.

	

Because the model of stock price valuation is
24 forward-looking . The investor is paying a price today in view
25 of the upcoming cash flows down the road . Everything is
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prospective in nature in finance so you have to look al the
2 upcoming dividend. That's what's being valued, not
3

	

yesterday's dividend .
4

	

Q.

	

You indicated earlier in response to Mr . Berlin
5 that you'd reviewed Witness Dunn's Direct Testimony in this
6 case; is that right?
7

	

A.

	

Yes. I read it once .

14 relied on more methodologies to check the DCF results, but 1
15 think his choice was dictated by the fact that Commission
16 precedent prevented him from doing that, but 1 would have
17

	

liked to have seen that.
18

	

I think Mr. Berlin brought up an interesting
19 point on sustainability of certain growth rates, that's a
20 valid point . Those are the two main preoccupations I would
21

	

have . 1 would have liked him to include flo-- no, 1 think he
22 did include floatation cost, that's correct . So those are the
23 two big things that l noticed without having engaged in a
24 complete, you know, analysis of his testimony .
25

	

Q.

	

What were the minor things that you noticed?

9 liked him to have perhaps give equal weight to other
10 methodologies to check the DCF result.
11

	

Q.

	

Doyou know ifMr. Dunn has a Ph.D .?
12

	

A.

	

1 don't know. I'd have to check his
13 credentials . To be honest with you, l did not know Mr. Dunn
14 prior to this experience here .
15

	

Q.

	

Doyou know if Mr. Dunn has written any peer
16 review articles?
17

	

A.

	

I'm looking at his testimony in the front here
18 and his qualifications are in Appendix A, so I refer you to
19 that.
20

	

Q.

	

Well, I'm asking you. I can read too. I want
21

	

to know your views, Dr. Morin.
22

	

A.

	

I don't have any views on Mr. Dunn. I wasn't
23 asked to provide views on Mr . Dunn.
24

	

Q.

	

Soyou haven't even looked enough to know if
25 Mr. Dunn is a qualified expert in this case?
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1 Q.
2 current

Page 70
Are there different ways to determine the

dividend yield and is there controversy about that?

Page 72
I A . I don't have anything to say on that. 1
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 companies? 5 A. No . Not really . My mandate was very focused
6 A. Yes- 6 on Staffs testimony .
7 Q. And what's the nature of that controversy? 7 Q. Do you know ifMr. Dunn only utilized DCF?
8 A . How do you define comparability? How do you 8 A . Yes . I mentioned that already. I would have

8 Q. Are there any other ways to measure growth than
9 the three that you just talked about?

8 Q.
9 that you

Did you see anything in that Direct Testimony
disagreed with?

10 A . No. 10 A . Yes.
I 1 Q. So the only ways to measure growth are looking I 1 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 . I would have liked Mr. Dunn to perhaps have



A.

	

Okay . Let me see if I can get a hold of it .
MR. FAY: I'm not sure we have it here . We

have his testimony. Are you talking about his resume?
THEWITNESS: I have his testimony here,

November 2003 .
BY MR. MICHEEL:

Q.

	

Could you look at Appendix A?
MR. FAY: We don't have Appendix A. We've got

his schedules and we have his testimony.
MR. MICHEEL: So you don't have Appendix A?
MR. FAY: No, we don't.
TIC. WITNESS: Let me check one more -- no, we

7
8
9
10
11
12
13
14
15
16
17
18
19 don't have it . Sorry.
20 BY MR. MICHEEL:
21

	

Q.

	

So you're unaware, Dr. Morin, of Mr. Dunn's
22 qualifications?
23 A. Correct.
24

	

Q.

	

Did you review Witness Dunn's Rebuttal
25 Testimony?
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I

	

A.

	

No. I haven't read it yet.
2

	

Q.

	

Did you review Public Counsel Witness Allen's
3 Direct Testimony?
4 A. No.
5

	

Q.

	

Now, earlier today in response to a question
6 from Mr . Berlin, you indicated that you had read Mr . Allen's
7 testimony.
8

	

A.

	

Youasked me about his qualifications, didn't
9

	

you? I thought you said did I review his qualifications .
0

	

Q.

	

Why don't I have the court reporter read the
11

	

question back to you?
MR. FAY: That's okay . Just ask it again.

BY MR. MICHEEL:
Q.

	

Okay. Did you review Public Counsel Witness
Allen's Direct Testimony?

A.

	

Direct Testimony I read, yes.
Q.

	

Didyou see anything that you disagreed with in
that testimony?

A.

	

Exclusive reliance on DCF, no floatation cost
allowance, again, some weight-- some misplaced weight on
dividend growth that really should not be there . So those are

12
13
14
15
16
17
18
19
20
21
22 some ofmy observations .
23

	

Q.

	

Okay. Is it your belief that Mr. Allen relied
24 exclusively on a DCF analysis to arrive at his conclusion?
25

	

A.

	

No,he did not. He -- he relied on other

7 of dividend growth . And what was your problem with that?
8

	

A.

	

Well, I don't think you should put any emphasis
9 on historical dividend growth or forecast dividend growth .
10 And we discussed this three times already. Utilities,
I 1

	

including gas utilities, are in the process of lowering the
12 dividend payout . So obviously dividend growth for the next
13 couple years is going to be very, very, very minute . And once
14 the dividend tab ratio has been lowered to the target level,
15 then dividends and earnings will resume the same growth
16 pattern .
17

	

Q.

	

Is it your beliefthat Witness Allen utilized
18 dividend growth for his recommendation?
19

	

A.

	

I just don't remember since 1 was not asked to
20 rebut him.
21

	

MR.FAY: Doug, if you want to ask him these
22 kinds of questions, you're going to have to give him an
23 opportunity to go back through the testimony. You can'tjust
24 sit here and expect Dr. Morin to remember this .
25

	

MR. MICHEEL: Is that an objection?
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1

	

MR. FAY : It is an objection, yes.
2

	

MR. MICHEEL: Okay
3

	

MR. FAY: If you want, give him a few moments
4

	

to go through it.
5 BY MR. MICHEEL:
6

	

Q.

	

All right. Take a few moments. Let me know
7 when you're ready.
8

	

A.

	

I am ready . He did look at historic-- it's all
9 spelled out on his page 10 . He looked at five-year and
10 ten-year growth rates, projections and the same quantities .
l l

	

He also looked at the retention approach, which I don't agree
12 with .
13

	

Q.

	

And what growth rates did he rely on in coming
14 to his conclusion?
15

	

A.

	

Well, if you look on page 13, he sort of picked
16 a range -- summarized on page 13 .
17

	

Q.

	

Didyou see anything in Mr . Allen's Direct
18 Testimony that you agreed with?
19

	

A.

	

t agree with his use ofgrowth projections .
20

	

Q.

	

How about his comparable companies?
21

	

A.

	

Comparable companies, I didn't really
22 scrutinize that too closely. I wouldn't have a problem with
23 those 15 companies, no . I don't have a problem with that .
24 Q. Did you review Public Counsel Witness Allen's
25 Rebuttal Testimony?
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1 A. He's an economist and a partner in a consulting 1 methodologies as well .
2 four that specializes in public utility economics, and I did 2 Q. And what methodologies did he rely on?
3 not pay attention to his -- the details of his qualifications 3 A. He used the CAP-M as well as sort ofa check.
4 because my mandate was not to critique or rebut Mr. Dunn . 4 Q. And is that an accepted methodology?
5 Q. Well, whydon't you read his qualifications 5 A. Very much so.
6 there. I want to ask yousome questions about them. 6 Q. The second item you talked about was the weight
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6

	

A. Yes. Absolutely .
7

	

Q.

	

What's the basis for your claim?
8

	

A.

	

They have a weaker capital structure.
9

	

Q.

	

And how did they get that weaker capital
10 structure?
I1

	

A.

	

Well, I don't know how through the years, but
12 the point is they are, as we speak, riskier because of a
13

	

thinner equity ratio or a thicker debt ratio, if you wish .
14

	

Q.

	

What is their capital structure?
15

	

A.

	

Well, if you look at my testimony at the very
16 end where I do the adjustments for the capital structure
17 effect, that's on page 37 . Ofcourse, l use the capital
18 structure that Mr. Murray attributed to MGE, which is only
19 25 percent of common equity.
20

	

Q.

	

Well, what is Southern Union Gas Company--or
21 southern Union Company's actual capital structure? Have you
22 taken time to determine that?
23

	

A.

	

No, I have not.
24

	

Q.

	

Have you reviewed Value Line that would
25 indicate what Value Line believes Southern Union Company's
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1

	

capital structureto be?
2 A . No .
3

	

Q.

	

Have you asked anybody at the company what they
4 believe Southern Union Company's capital structure is?
5

	

A.

	

No, 1 have not . My mandate, again, was limited
6 to critique ofMr . Murray's capital structure assumptions,
7 which he assumed to be 25 percent common equity .
8

	

Q.

	

And so tire sole basis for yourclaim in page 6
9 ofyour Rebuttal Testimony that MGE is riskier than the
10 average natural gas utility is your beliefastowhat the
11 capital structure is?
12

	

A.

	

That is correct . And also the smaller size,
13 although I did not place any weight on that. The capital
14 structure is definitely much weaker, at least the one assumed

by Mr. Murray was.
Q.

	

Did you do any studies to determine that the
capital structure was touch weaker?

A.

	

Yeah. I just compared it to the average that I
see in -- in Value Line or in C.A . Timer Utility Reports.

20 And it seemed that the average common equity ratio was
21 somewhere around 47 or 50 percent range compared to
22 Mr. Murray's assumption of 25.38 percent.
23

	

Q.

	

Now, you indicated in response to my question
24 that you didn't rely on the smaller size ofMGE. And why is
25 that?

15
16
17
18
19

Page 79

6 comparablecompanies?
7

	

A.

	

Yes, 1 believe it is. 1 didn't study it,
8 but --
9

	

Q.

	

Andwhat's the basis for your belief?
10

	

A.

	

My general sense is that it's smaller -- a
11

	

smaller utility, but I have to check those figures . But 1
12 don't discuss that in my Rebuttal so 1 didn't attach any
13 importance to it.
14

	

Q.

	

Soyou don't know whether or not MGE is smaller
15 sized than the comparable companies?
16

	

A.

	

I suspect that it is, but I didn't study that
17 in depth because it was not part of Mr. Muray's work.
18

	

Q.

	

Did you study it at all?
19 A . No.
20

	

Q.

	

Now, on the table -- your Table 1, sir, on page
21 10 and 11 ofyour testimony --
22 A. Yeah.
23

	

Q.

	

-- it's my understanding that you got that
24 information from C.A. Turner Utility Reports?
25

	

A.

	

Yes. That's right.

Page 80
Q.

	

Is C.A . Turner Utility Reports a source of
information that regulatory finance experts use?

A.

	

Some do, along with Value Line.
Q .

	

Doyou believe it is a source that's
appropriate for use by regulatory finance experts?

A .

	

Yes. But I prefer Value Line . But Turner
conveniently provides the allowed rates of return .

Q.

	

Does Turner provide any other information
that's useful to a regulatory analyst such as yourself?

A.

	

Yes, bond ratings, percent of revenues due to
utibt operations, common equity ratios . There's a variety
of classic financial information, dividend yield .

Q.

	

Doyou view it as an authoritative source in
the field of regulatory finance?

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15

	

A.

	

It is a source of data. Again, I would prefer
16 Value Line, but in some cases it's very convenient to extract
17 the authorized returns for those companies on Table 1 .
18

	

Q.

	

Is it appropriate for a regulatory finance
19 individual expert to utilize C.A. Turner?
20

	

A.

	

In some cases, yes .
21

	

Q.

	

Is it appropriate for use in this case?
22

	

(Deposition interrupted.)
23

	

(Offthe record .)
24 BY MR. MICHEEL:
25

	

Q.

	

Dr. Morin, do you recall the question? I'm
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1 A . No. 1 A . I just didn't do -- because Mr . Murray didn t
2 Q. At page 6 of your Rebuttal Testimony-- 2 do it, so I didn't want to introduce new evidence basically.
3 A. Yes . 3 Size issue was not raised by Mr . Murray so I had no business
4 Q . --you say that bIGE is riskier than the average 4 raising it.
5 natural gas utility? 5 Q . Do you know if MGE is a smaller size than
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14 with a projection of revenues, the top line, based on the GEP
15 growth of the national economies, regional economies, based on
16 thedemand growth of the territory and they look at the cost
17 structure and the margin and all the way down to sort of the
18 bottom line, the earnings figure . So it's sort of a top-down
19 approach where you start with revenue projections and then
20 cost projections and then you arrive at the bottom line and
21 then make projections accordingly .
22

	

Q.

	

Is it reasonable to believe that analysts look
23 at what return on equity a company will return in the future?
24

	

A.

	

Yeah. They make projections about their
25 expectations as to the ROE in the future .
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1

	

Q.

	

Would an analyst look at the sub-components of
2 the return on equity?
3

	

A.

	

Well, they would look at the drivers of return,
4 which is margin, which is the asset efficiency, the turnover,
5 base of assets, the amount of leverage . Those are the three
6 drives ofreturn on equity and, of course, what commissions
7 are allowing or have allowed.
8
9
10
11
12
13 ROE is essentially the product of margin, turnover or asset
14 utilization or leverage . And that's what analysts look at
15 when they project ROE.
16 Q.
17 A.
IS Q.
19 A.
20 Q.
21 reasonable to look at dividend earnings and the level of
22 earnings being retained by a company?
23

	

A.

	

Yes. One of the drivers of growth is the
24 increments to the asset base. In other words, the retention
25 of earnings. What is -- what earnings are not paid out of

Are you familiar with the Pratt Analysis?
No.
So you don't know what the Pratt Analysis is?
No, I don't .
In arriving at growth estimates, is it

Page 83
dividends are plowed back or retained in the asset structure
and then that will translate into future growth later on .
That's the sustainable growth model approach .

Q.

	

Andis that an acceptable approach?
A.

	

It is widely used and should be used except in
the utility context. The problem with using it in the utility
rate case, it's very, very circular . You have to assume an
ROE to get an ROE so you're caught in a hopeless circular
logical trap here .
Q.

	

What if you use projected growth?
A.

	

What do you mean by that? You mean --
Q.

	

Foryour sustainable growth rate .
A.

	

But, again, if you're projecting an expected
14 ROE, the only way that the company can earn it is if the
15 Commission sets rates to produce that ROE. So how can the
16 cost ofequity be any different than the ROE? See the
17 circular logic here?
18

	

Q.

	

Areyou aware of any studies that suggest
19 flotation costs should not be recovered in rates?
20

	

A.

	

No, I'm not .
21

	

Q.

	

Areyou aware ofany commissions that deny
22 floatation cost adjustments in rates?
23

	

A.

	

Yes. Some do . It's kind of split down the
24 middle. You have maybe half the commissions that allow all or
25 some of floatation costs and some do not. The reason for my
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1

	

slight hesitation is that it's rare that a commission will
2 openly divulge its recipe, so to speak, on bow they arrive at
3 the final ROEdetermination . They're a little bit reluctant
4 to divulge the exact details, whether they did this or did
5

	

that, included this, excluded that . But the data that I've
6

	

seen and I've had experience in 43, 44 states, it's roughly
7 split down the middle-

13 example.
14

	

Q.

	

And in the Entergy case was it -- why did the
15 Louisiana PSCdeny floatation costs?
16

	

A.

	

Onetypical argument for exclusion is that,
17 well, we don't anticipate any common stock offering . And
18 that's a pretty empty argument because the idea of floatation
19 costs is to recover the costs associated with tax issues, not
20 the ones that are coming up in the same way that depreciation
21 on plant is to recover past plant investment, not the ones
22 that are coming up is the typical argument that's used .
23

	

Q.

	

In the Entergy case that you mentioned where
24 your floatation cost adjustment was adjusted, did the
25 Commission in its decision specifically say why it rejected
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1 sorry about that . 1
2 A. Repeat it again to make sure . 2
3 Q. Is the C.A. Turner Utility Reports a source 3
4 appropriate for use in this proceeding? 4
5 A. Yes. 5
6 Q. Are you aware or any textbooks that support 6
7 your claim? 7
8 A. Which claim? ThatTurner is a source of data? 8
9 Q. Yes. 9
10 A. No. Not really. It'sjust a source of data . 10
11 Q. How do analysts arrive at projected earnings 11
12 growth estimates? 12
13 A. That's a fairly lengthy process . They begin 13

Q.
that they

Are there any other sub-components than those
would look at?

8 Q.
9 in any

Have you recommended floatation cost recovery
case where such recovery has been denied?

A. Those are the principal ones . 10 A. Yes.
Q. Are you familiar with the Dupont Analysis? 11 Q. In what cases would those be?
A. Yeah. I wasjust explaining to you that the 12 A. Oh, the Entergy cases in Louisiana would be an
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1 your adjustment?
2

	

A.

	

No. I don't think so. They're not that
3

	

explicit in the rate orders in Louisiana.
4

	

Q.

	

Have you seen any rate orders from other states
5 that explicitly state why they rejected your proposed

floatation cost adjustment?
A.

	

I've seen those, but I don't recall what they
are . And you'd have to do a search on LexisNexis with
floatation costs and see as to why that is . But, again, the
typical justification for exclusion is there are no
anticipated common stock issues .
Q.

	

Areyou aware of any court decisions that have
found that the denial ofa floatation cost recovery is
contrary to the ideas set out in Hope and Bluefield?
A.

	

No, fm not aware of that at all. And that

6
7
8
9
10
11
12
13
14
15
16 would be surprising because its a legitimate cost ofdoing
17 business and equity is not free.

Q.

	

Isaid the denial of floatation costs.
A.

	

No,Iam not familiar with the legal -- the
18
l9
20 case that you're referring to .
21

	

Q.

	

Soyouhave not read the Hope case?
22

	

A.

	

Oh,Iread that a tong, long time ago.
23

	

Q.

	

Have you read the Bluefield case?
24

	

A.

	

Long time ago.
25

	

Q.

	

I haven't read your book, but are those

1

	

cases -- do you quote those cases in your book?
2

	

A.

	

Yes. I quote the portions that deal with rate
3 of return and the notion of a fair return .

And are those the seminal cases?
Yes, sir.
What is Southern Union Company's dividend

4
5
6
7 policy?
8 A.
9 Q.
10 basis?
11 A.
12
13
14
15
16 is zero.
17

	

Q.

	

And why don't they pay dividends?
18

	

A.

	

Have to ask them. Perhaps they have a
19 strategic emphasis on growth and they're retaining all
20 earnings to -- to pursue a more aggressive growth strategy .
21

	

Q.

	

Butyou don't know why?
22

	

A,

	

I just explained to you why. Probably because
23 they have a growth strategy . And they have many, many
24 expansion plans and perhaps they have a high construction
25 budget and they need to retain earnings and finance it

Q.
A.
Q.

None. They don't take dividends.
So they don't pay dividends on a quarterly
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They don't pay dividends at all .
Q.

	

Andhow did you rind that out?
A.

	

Well, you look at the data and I used Southern
Union as a member ofmy comparable groups in othertestimonies
and I'm aware of the fact that they are - the dividend yield

Page 87
internally as opposed to externally . But its something that1

2
3
4
5
6
7
8
9
10 growth rates with current dividend yields . You get
1 I preposterous ofequity results . In other words, those growth
12 rates are not representative of the future growth because of
13 all the factors we've already discussed in the deposition,
14 restructuring, mergers, acquisition, dividend suspension,
15 write-offs, restructuring and so on .
16

	

Q.

	

Would you agree investors are influenced to
17 some extent by historical growth rates in formulating their
I S future growth expectations?
19

	

A.

	

Wediscussed that a little earlier . Mr . Berlin
20 and I discussed at the point of departure for an analyst
21 forecast is the historical track record. And you go from
22 there and you super-impose current circumstances and what's
23 going on in the industry and remove any contamination from
24 what we call transitory effects . You normalize the earnings,
25 so to speak.

you'd have to ask the company senior management.
Q.

	

Would you agree with me, Dr. Morin, that
historical growth rates in dividends, earnings and book value
are often used as proxies for investor expectations in DCF
analysis?

A.

	

Yes, I would agree with that But that has
been less and less the case in the last couple ofyears
because you get ridiculous results if you match historical
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1

	

Q.

	

Historical growth rates and earnings dividends,
2 market price and book value during some past periods are among
3 themost widely used proxies for expected growth, are they
4 not?
5

	

A.

	

Yes. I suspect you're quoting from my book
6 here . And that was true prior to the passage ofThe Energy
7

	

Act, but since then, there's so much noise and so much erotic
8 patterns of interest rates that I'm very suspect in projecting
9 future growth rates .
10

	

Q.

	

You mentioned The Energy AcL When was that
I I Act passed? What is that?
12

	

A.

	

'92,1 believe.
13

	

Q.

	

Andwhat did that do?
14

	

A.

	

Well, it specifically sanctioned competition in
15 the industry and liberalized essentially the format of
16 regulation-
17 Q. Competition--
18

	

A.

	

- and allowed for retail wheeling and
19 wholesales and unbundling and so on and so forth. The whole
20 movement was sonof launched there.
21

	

Q.

	

Competition in what industry, sir?
22

	

A.

	

Electric particularly.
23

	

Q.

	

Did it launch competition in the local gas
24 distribution industry?
25

	

A.

	

Well, only to the extent that gas and

MIDWEST LITIGATION SERVICES
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1 electricity are now rivals and competitors .
2

	

Q.

	

Andhave you seen studies that indicate that
3 gas and electric utilities are now rivals and competitors?
4

	

A.

	

Wet], there's a lot of market share warfare
5

	

going on as to the fuel ofchoice for industrial customers.
6 And we've seen on issues with the very high price of gas, for
7 example, switching to electricity: We have seen Standard and
8

	

Poor's now equating gas utilities and electric utilities in
9 the same group and the same pot, so to speak, as far as bond
10 rating benchmarks are concerned . So there is this convergence
I 1

	

movement that has taken place with respect to gas and
12 electric.
13

	

Q. -	Wouldyouagree with me because of the
14 dominance of institutional investors and their influence on
15 individual investors, analysts' forecasts of long-run growth
16 rates provide a sound basis for estimating required returns?
17

	

A.

	

Yes, I do . It sounds like you're quoting from
IS one of my statements, yes.
19

	

Q.

	

Would you agree that an average of all the
20 available forecasts from investment houses is likely to
21 produce the best DCFgrowth rate?
22

	

A.

	

I would agree with that statement that the
23 consensus forecast of many analysts is about the best proxy
24 you can think of for long-term growth, I agree .
25

	

Q.

	

And that would be better than one individual
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l analysts' determination of growth?
2

	

A.

	

Yeah. I would think it's better to rely on the
3 consensus forecast rather than one person's forecast. That
4 stands to reason.
5

	

Q.

	

Wouldyou agree with me that investment
6 analysts use the retention method or the sustainable growth
7 method to predict future growth in earnings and dividends?
8

	

A.

	

I don't know. Its not something that you see
9 in the equity research documents from the big institutional
]0 investors . They don't specify we use this method or that
II

	

method. I did mention earlier it was very circular in the
12 case of utility finance because you're trying to figure out an
13 ROE so its hard to figure out an ROE based on another ROE.
14

	

Q.

	

So you haven't discussed with large
15 institutional investors what methods they utilize to determine
16 expected growth?
17

	

A.

	

Fmvery familiar with the CFA, which is the
18 Chart of Financial Analysts sort of body of teaching to be
19 certified as an analyst . And in those publications they
20 delineate the process that they follow to arrive at earnings
21

	

forecast, and it's the one I described earlier in answer to
22 one ofyour earlier questions, sort of the top-down approach .
23

	

Q.

	

So it's your view- do you know ifthe CFA
24 books recommend use ofthe sustainable growth rate method for
25 returning growth?
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1

	

A.

	

Theam-- excuse me . I interrupted . I'm
2 sorry.
3

	

IThe answer is yes, they do recommend the
4

	

method and the method is great and its fine and it's all --
5

	

its in all the corporate finance textbooks. But in a case --
6

	

in a very specific case of regulated utilities, theres an
7 element of circularity which really tarnishes the method
8 because, again, you need to come up with an estimate of ROE to
9 get ROE. And that's very, very disturbing .
10

	

Q.

	

Areyou aware ofany studies that say that?
I I

	

A.

	

Its something I've been talking about for a
12 long, long time in my publications .
13

	

Q.

	

Have you conducted any academic studies that
14 indicate that?
15

	

A.

	

There are some studies, one by James
16 Vanderweide, 1 think I cited him earlier, and Carlton that
17 have examined which is the best growth proxy by going back to
IS the future, looking at the forecasts and what did materialize .
19 And they found that analysts' forecast outperform the other
20 methods of specifying growth .
21

	

Q.

	

Myquestion to you is, are there any academic
22 studies that indicate the alleged circularity ofuse of the
23 sustainable growth method?
24

	

A.

	

I haven't seen that except in my own
25 publications .
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Q.

	

And other than your book that you published
2 that 1 guess you have a sentence or two in there or something,
3 or do you have a complete chapter on that issue, the
4 circularity issue?
5

	

A.

	

There's quite a few pages on it. It starts -
6

	

well, there's not a whole chapter on it, but it starts on
7

	

page 157 and goes through quite a bit--to the end of the
8

	

chapter actually, so quite a bit of stuff there on that-
9

	

Q.

	

Andhow big is that chapter?
10

	

A.

	

Well, Chapter 5 is 24 pages.
11

	

Q.

	

And howmany pages in Chapter 5 discuss the
12 circularity ofthe sustainable growth rate method?
13

	

A.

	

I don't know . I'd have to look it up . Does
14 this really matter?
15

	

Q.

	

Areyou aware of any academic studies that
16 support the use of the BR growth rate?
17

	

A.

	

It's on page 161 of my book and I just finally
18 found the whole discussion there. I haven't seen -- again, l
19 have to point out that there are not that many, if any,
20 specialized textbooks on regulatory finance . There's a lot of
21 book on corporate finance, but not on the regulatory finance,
22 per se. It's not something that I've seen in academic books,
23 and its so-- you know, sort of transparent that if you need
24 an ROE to specify an ROE, you've got a problem.
25

	

Q.

	

What does Dr . Gordon say about using the BR
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1

	

plus SV in utility finance?
2

	

A.

	

He's an advocate of the method, but again, in

1 I

	

determine a utility's financial integrity?
12

	

A.

	

Wow. That's a pretty goal question . My first
13 reaction is to say that being investment grade would be part
14 of financial integrity or access to markets under all
15 circumstances . I would say having a market to book ratio that
16 is comparable to other utilities and industrials would be
17 another element of financial integrity . Those are the two
18 that come to mind that are pretty important in capital
19 markets. Does that answer the question or do you have
20 something else in mind?
21

	

Q.

	

If that's the best you can do, that answers the
22 question.
23

	

A.

	

I think that's pretty good .
24

	

Q.

	

Is the notion of financial integrity fluid?
25

	

A.

	

No. Capital attraction and access to capital
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1

	

markets under all conditions ofreasonable cost is a fairly
2 eternal concept in the annals of regulation, I would think.
3

	

Q.

	

So it's your testimony that the notion of
4 financial integrity is not fluid?
5

	

A.

	

1believe it's a notion that's been around a
6

	

long, long time . It's structural, it's part ofthe corpus of
7 regulatory wisdom, so to speak. It's part of the Hope and
8 Bluefield criteria. They talk about capital attraction and
9 financial integrity .

Q.

	

What are the Hope and Bluefeld criteria?
A.

	

Comparability of risk, comparable returns,
capital attraction standard . Those are the two main ones .
Q.

	

Arethere any other?
A.

	

Those are the two main ones . It depends how
you interpret them, but they're not that specific on the
actual ratios that we should use. 1 interpret it myself as
having investment grade bond rating in a competitive market to

18 book ratio.
19

	

Q.

	

And that's how you interpret meeting those two
20 requirements?
21

	

A.

	

That's a practical -- very practical
22 implementation or manifestation of financial integrity . If
23 YOU're ajunk bond, you're not -- you don't have financial
24 integrity. If your market to book ratio is completely out of
25 kilter with the industry and the market, you don't have

10
11
12
13
14
15
16
17
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I

	

financial integrity .
2

	

Q.

	

Does the notion of financial integrity

1 I and pretty important and encompass just about everything else .
12

	

Q.

	

I'mjust trying to learn some stuff. Does each
13 rate case possess different circumstances?
14

	

A. Yes. Absolutely .
15

	

Q.

	

Andare you familiar with the circumstances --
16 all ofthe circumstances present in this rate proceeding?
17

	

A.

	

No, sir.
18

	

Q.

	

And, in fact, the only thing that you've
19 reviewed in this rate proceeding is Mr. Murray's testimony?

24 appropriate comparable company for a natural gas distribution
25 company?
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1

	

A.

	

I --in my own work far gas rate cases, I tend
2 to exclude it because it doesn't pay dividends so you can't do
3 a DCF analysis on that company.
4

	

Q.

	

And if you were going to do a DCFanalysis on
5 that company, how would you do it?
6

	

A.

	

You couldn't because they don't pay dividends.
7

	

Q.

	

Should more than one cost of equity capital
8 estimating technique be consulted?
9

	

A.

	

Absolutely. I mentioned earlier that a smart
10 and efficient pilot would fly a plane on several instruments,
11 not fly on one instrument in the same way that rate of return
12 experts should rely on a variety of gauges or meters or
13 signals or indicators to get as accurate an estimate as
14 possible on investor-expected return. So the answer is yes, a I'
15 variety of techniques should be used definitely .
16

	

Q.

	

Must other cost ofcapital estimation
17 techniques be employed as an additional check on the
18 reliability and the reasonableness of any DCFestimate?
19

	

A.

	

No. I don't think that you should employ the
20 other technologies as checks . They should be elevated to
21 full-fledged techniques on the same footing as DCF.
22

	

Q.

	

So it should be always 50/50?
23

	

A.

	

No. It should be probably be a third, a third,
24 a third .
25

	

Q.

	

Athird, a third, a third?

www.midwestlitigation .com
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20 A. That's all I was asked to do .
21 Q. And that's all you're going to do?
22 A. That's all I'm going to do .
23 Q. Do you think that Southern Union Company is an

3 the context of a rate case, there is an element of 3 encompass several different considerations?
4
5
6

circularity,
Q.

the BR

which I don't think he points out.
Does Dr. Gordon in his book recommend utilizing

plus SV to determine growth?

4 A. Yes, sir .
5 Q. And what would those considerations be?
6 A. Access to markets underall conditions at

7 A. Yes. That's one of the methods he recommends . 7 reasonable cost, offering a competitive rate of return to
8 Q. Is that the method he prominently recommends? 8 investors that is commensurate with returns offered elsewhere.
9 A. Yes, it is . 9 Q. Anylhingelse?
10 Q. Are there many dimensions and factors that 10 A. Those are - those are pretty -- pretty broad
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A.

	

Risk premium, DCF, CAP-M .
2

	

Q.

	

Areyou aware ofany Public Service Commissions
3

	

that use a third, a third, a third?
4

	

A.

	

Again, they don't-- they don't rely or state
5

	

explicitly how they arrive that their decisions . They do not
6 discuss weight typically in rate orders . Some commissions are
7 DCF oriented . Others do not divulge their methodology or
8

	

recipe, so to speak, to arrive at their final orders .
9

	

In a survey that was done at NARUC, N-A-R-U-C,
10 on rate of return, it's pretty clear from that survey that
1 I commissions rely on all the information that is presented to
12 them that is relevant. Why would you not rely on evidence if
13 it's relevant?
14

	

Q.

	

And when you say "NARUC," does that stand for
15 the National Association of Regulatory Utility Commissioners?
16

	

A.

	

Yes, sir .
17

	

Q.

	

And what survey is it that you're talking
18 about?
19

	

A.

	

It's the annual yearbook . 1 have a copy of
20 that page, that table, that NARUC survey where they
21

	

essentially ask the commissions, What technique do you use,
22 and they put X's in the columns of the methods they use.
23

	

Q.

	

Anddoes that yearbook tabulate what methods
24 they use?
25

	

A.

	

No. 1 just told you that the presence of all
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1

	

the X's in the various columns indicate that commissions rely
2 on variety ofsources ofinformation-
3

	

Q,

	

Have you seen any surveys that indicate which
4 methods public utility commissions rely on more than others?
5

	

A.

	

1 haven't seen that, but 1 think historically
6 they've relied on DCF more than the other methods because it's
7 been around for so long. The newer methodology, the asset
8

	

pricing methodologies, are a little bit newer, more
9 contemporary and are gaining increasing popularity and
10 attention .
11

	

Q.

	

Is the capital asset pricing method an
12 appropriate check on the reliability and reasonableness of the
13 DCF estimate?
14

	

A.

	

I don't think it's an appropriate check. 1
15 think it should be a full-fledged method on the same footing
16 as DCF and risk premium .
17

	

Q.

	

And so you don't believe that the risk premium
IS method is an appropriate check on the reliability and
19 reasonableness ofa DCF method?
20

	

A.

	

Same answer.
21

	

Q.

	

Is the cornerstone ofpublic utility rate of
22 return regulation the principle enunciated in the Hope case
23 that, quote, The return to the equity owner should be
24 commensurate with returns on investments in other enter-- in
25 other enterprises having corresponding risks, dosed quote?

www.ntidwestlitigation.com
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A .

	

Yes. That is one of the seminal principal on
2 which rate of return testimony should rely, along with capital
3 attraction .
4

	

Q.

	

Sodoes the CAP-M method present a conceptual
5 framework that meets the legal criteria for establishment of a
6 fair return and that operationalizes the Hope decision?
7

	

A.

	

Yeah. Its almost -- when you read the Hope
8

	

quote that you just cited, it's almost a statement of the
9 CAP-M . Return should be commensurate with the risk involved
10 and theCAP-M articulates that and formalizes that into a
I l measure of risk that we call beta . So I agree with your
12 statement . It's almost an extension of the Hope doctrine.
13

	

Q.

	

Does the Hope decision require the
14 consideration ofrelative risk?
15 A . Yes .
16

	

Q.

	

Does the beta measure of the CAP-M measure the
17 relative risk required by the Hope decision?

A .

	

Yes. It's one measure .
Q.

	

Andhow does it do that?
A .

	

Well, for a diversified investor --and most
21

	

investors are diversified, just think of institutional
22 investors -- beta is a relevant measure of risk . It's the
23 only measure of risk that's relevant in a perfect world . So,
24 yes, the beta would be a risk differentiator that would be
25 quite consistent with the Hope doctrine .
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1

	

Q.

	

And natural gas utilities, are they risk-- more
2 risky or less risky than the general market?
3

	

A.

	

Well, they have a beta that's roughly around-
4 the latest figures I've seen was .73, so they're about 75
5

	

percent as risky as the average stock in the market .
6

	

Q.

	

That means that they're less risky, does it
7 not?
8

	

-

	

A.

	

Means they're less risky than the market .
9 They're 75 percent as risky as the market .
10

	

Q.

	

In theBluefield derision did the US Supreme
I1 Court require that theallowed return be sufficient to assure
12 a utility's financial soundness?
13 A . Yes.
14

	

Q.

	

Does that imply to you that market returns must
15 beconsidered?
16 A. Yes .
17

	

Q.

	

Does theCAP-M method consider market returns?
18

	

A.

	

Yes, it is a market-based return .
19

	

Q.

	

Does the DCF method properly consider market
20 returns?
21

	

A.

	

Yes, it does.
22

	

Q.

	

Does sole reliance on the DCF model to come to
23 a conclusion with respect to your recommendation meet the Hope
24 principle that the return to the equity owner should be
25 commensurate with returns on investment in other enterprises

Fax : 314.644.1334
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6 DCF analysis, in your mind, they haven't met the requirements
7 of Hope?
8

	

A.

	

I think they subject themselves to very serious
9 measurement error and potential lack of reliability of the
10 recommendation. In other words, the DCF model on its own is
I I

	

fragile . Just like the CAP-M on its own would be fragile or
12 the risk premium method on its own would be fragile. Again,
13 you don't want to fly on one instrument . You want to fly on a
14 variety of gauges and meters and signals and indicators and
15 get an error-free estimate of the cost of capital .
16

	

Q.

	

Are there any witness in this proceeding that
17 are flying on one instrument?
18

	

A.

	

Yes. Staff witness certainly is . I believe
19 Mr. Allen at least used the CAP-M as a check and did rely on
20 it in his recommendation . And, of course, Mister- the
21

	

company witness, Mr . Dunn -- Mr . Dunn, D-u-n-n, 1 guess was
22 sort of forced or backed into a corner of following on
23 Commission precedent to rely on DCF, but --
24

	

Q.

	

Whobacked him into that corner?
25

	

A.

	

I don't know . You'll have to ask him .
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Q.

	

Well, do you know of anything that was
2 preventing Witness Dunn from conducting a capital asset
3 pricing method?
4

	

A.

	

No. I'm -- perhaps he should have-
5

	

Q.

	

Doyou know of anything that prevented Witness
6 Dunn from utilizing the risk analysis method?
7

	

A.

	

Other than the Commission precedent, 1 am not
8

	

aware of any such barrier.
9

	

Q.

	

And what Commission precedent are you talking
10 about?
I I

	

A.

	

Well, the Commission places reliance on DCF
12 method is my understanding .
13

	

Q.

	

And how did you gel that understanding?
14

	

A.

	

In discussions with the company people, with
15 Mr. Fay particularly is the only one I really talked to .
16

	

Q.

	

Andwhat did Mr. Fay tell you?
17

	

A.

	

Hetold me that the Commission in the past has
18 placed almost exclusive reliance on DCF.
19

	

Q.

	

And how did Mr. Fay determine that?
20

	

A.

	

I don't know . You'll have to ask him that .
21

	

Q.

	

So you don't know and you didn't ask?
22

	

A.

	

No. I don't care. You know, my -- I stand on
23 my own views . And my mandate was to criticize Staffs
24 testimony, which is what I did . If I'd been asked to do
25 Direct Testimony, 1 would have done what I've always done for
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6

	

with all the available techniques assuming. And I've always
7

	

done it that way and will continue to do it that way .
8

	

Q.

	

When you riled your testimony in AmerenUE, did
9 AmerenUE indicate to you that the Missouri Commission had
10 almost exclusive reliance on the discounted cash flow method?
1 I

	

A.

	

I don't remember that at all . That was about
12 two years ago . I just don't remember that.
13

	

Q.

	

Well, in your testimony that you riled with
14 AmerenUE, did you file a CAP-M analysis?
15

	

A.

	

My testimony in AmerenUE was Rebuttal of Staff
16 witness .
17

	

Q.

	

Andwhat Staff witness were you rebutting?
18

	

A.

	

1 believe it was Mr. Ron Bible.
19

	

Q.

	

Anddo you know whether or not any of the
20 witnesses in that proceeding relied solely on the DCF?
21

	

A.

	

No, I don't -- I just don't know . 1 wasn't
22 involved in the direct proceeding.
23

	

Q.

	

Does the sole reliance on the DCF method meet
24 the Bluefield requirement that allowed returns be sufficient
25 to assure a utility's financial soundness?
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A. No .

2

	

Q.

	

And why not?
3

	

A.

	

Because it's highly subject to measurement
4 error. You've got to measure those returns accurately . And
5 strict reliance on DCF, you run the danger that you will not
6

	

do that.
7

	

Q.

	

And explain to me this concept of measurement
8

	

error, if you will, sir.
9

	

A.

	

Measurement error is if you want to know how
10 many people have blonde hair in the United States and you take
1 I a sample of one or a sample of ten, the statistical
12 reliability ofyour sampling technique will be highly suspect
13 and highly subject to measurement error and forecasting error .
14 If you take a sample of 10,000, you minimize sampling error
15 and measurement error- And if you use three or four different
16 ways of trying to measure how many people have blonde hair,
17 you minimize measurement error even more.
18

	

Q.

	

And if you utilize two ways instead of one,
19 you've doubled the amount of items you're looking at, so you'd
20 minimize measurement error that way?
21

	

A.

	

That's one way of saying it . The other way of
22 saying it is you can use the results ofone methodology as a
23 cross-check on the validity of the other result . If you've
24 got, you know, 11 percent, 11 percent and 8 percent, something
25 is wrong somewhere in one of those estimates that seems to be

Fax: 314.644.1334
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1 25 years, I would have looked at all the meters and all the

2 A . 1 don't think it does by itself. That's just 2 signals, all the indicators and come up with a global judgment
3 one way to measure such returns and it presumes you've 3 as to 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 a CAP-M man, I'm not
5 Q. So if a cost of capital expert only proffers a 5 a risk premium man . I'm trying to gauge investment returns
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Q.

	

Well, that wasn't my question about whether or
not -- my question was, what does that tell you about the
reliability ofthe DCF method and (lie CAP-M method?

A.

	

It tells you that those two are consistent with
one another, but it doesn't tell you that that's the --'that
that's the cost of equity . It's not implemented properly.

Q.

	

What does it mean if they're consistent with

17
18
19
20
21
22
23

9 your DCF was 10 percent to 11 percent andyour CAP-M was
10 10.5 percent What would that indicate to you?
I t

	

A.

	

They're roughly consistent, that they're within
12 the ballpark. Seems like a reasonable estimate given the
13 level of interest rate, given authorized return and given the
14 industry profile, that seems to be a reasonable number. Given
15 the cost ofdebt, interest rite forecast, it would seem (o be
16 reasonable.
17

	

Q.

	

When is it appropriate in a regulatory setting
18 to use a hypothetical capital structure?
19

	

A.

	

When the company's capital structure is
20 completely out of whack, so to speak, with the industry
21 capital structure or some very peculiar circumstances that
22 would cause the equity ratio to be so different (ban the north
23 or the industry -or the comparable group's capital
24 structure, it would be appropriate to impute a -- for
25 rate-making purposes, it would be proper to impute a cost
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efficient capital structure.

Q.

	

And when would an equity ratio be, tome your
term of art, out of whack?

A .

	

That's a judgment call you have to make.
There's no recipes or no magic formula, there are no
phaenicia . I would say -- again, it's very hard to answerbut
when you're 1 percent out, it would suggest to me that perhaps
you should be thinking about imputing a capital structure.
Q.

	

Let's say that a utility has an actual cap on
actual equity ratio of around 26, 27 percent .

A.

	

I wouldn't use thatfor rate-making purposes .
1 would impute a capital structure.
Q.

	

So if a company had an actual equity ratio of
28 percent, you would not use that?

A .

	

Probably not, no .
Q.

	

You would utilize a hypothetical capital
17 structure in that situation?
18

	

A.

	

Yeah. Either that or if I'm going to use
19 28 percent, I'm going to adjust the rate ofreturn
20 accordingly. You've got to be consistent here.
21

	

Q.

	

So if there's a local distribution company out
22 there that has 28 percent equity, you think it would be
23 appropriate to utilize a hypothetical capital structure?

A.

	

Yes, I would. That's very unusual . To me
that's sort ofa last resort, not to use an actual capital
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structure, but t think under those circumstances you suggest
it would be appropriate to impute a more reasonable capital
structure for rate-making purposes.

MR. MICHEEL : Thank you very much .
THE WITNESS : Either that or adjust the rate of

return upwards to reflect the very low degree of equity ratio .
You have to be son of internally consistent here.

MR . MICHEEL: Thank you very much for your
9 time, Dr . Morin . 1 really appreciate it .
10

	

THEWITNESS : 1 appreciate your questions . I
I I enjoyed talking to you.
12

	

MR. MICHEEL : I look forward to seeingyou up
13 here in June .
14

	

THEWITNESS : Me too.
15

	

THECOURT REPORTER: Signature?

16

	

MR. FAY : Can you just send a copy to me and
17 I'll make sure Dr. Morin gels it.
18

	

(PRESENTMENT WAIVED ; SIGNATURE REQUESTED.)
19
20
21
22
23
24
25
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24 one another from a statistical standpoint?
25 A. Roughly within the same range, maybe within

24
25
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1 50 basis points of one another. I
2 Q . And ityou bad that example that I just gave 2
3 you ofDCF range of 9 .01 to 934 percent and a CAP-M result of 3
4 9.17 percent, wouldn't that indicate that your CAP-M and your 4
5 DCF were compatible? 5
6 A . It would probably indicate to me (hat they're 6
7 both wrong . 7
8 Q. Okay. Let me ask you this. What if it were -- 8

10 method analysis and you come up with a result of9.17 percent.
I I Can you make that assumption?

10
I I

12 A . Yes. 12
13 Q. What does that tell you? 13
14 A . That tells you that something's wrong, because 14
15 1 can't visualize a rate of return of 9 percent when the 15
16 long_tern treasury bonds are expected to be 6 percent . 16
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1 an outlier .
2 Q. Well, let --
3 A . The idea of using several methodologies is to

1
2
3

4 use each one as a cross-check on the validity of the other. 4
5 Q. Let me say that you have a DCF analysis and you 5
6 come up with a DCF range of9.01 percent to 9.34 percent . Can 6
7 you make that assumption? 7
8 A . Yes . 8
9 Q . Let's say that you do a capital asset pricing 9
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CERTIFICATE OF REPORTER

I, Tracy L. Thorpe, CSR, CCR and Notary Public within
and for the State of Missouri, do hereby certify that the
witness whose testimony appears in the foregoing deposition
was duly sworn by me ; that the testimony of said witness was
taken by me to the best of my ability and thereafter reduced
to typewriting under my direction; that I am neither counsel

for, related to, nor employed by any ofthe parties to the
action in which this deposition was taken, and further, that 1
am not a relative or employee of any attorney or counsel

employed by the parties thereto, nor financially or otherwise
interested in the of the action.

1
2

3
4
5
6
7
8
9
10
I I
12

13
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STATE OF 1
COUNTY OF )
1, ROGER MORIN, do hereby certify :

That 1 have read the foregoing deposition ;
That I have made such changes in form and/or

substance within the deposition as might be necessary to
mutter the same true and correct;

That having made such changes thereon, l hereby
subscribe my name to the deposition .

1 declare under penalty of perjury that the foregoing
is true and correct.

Executed this of , 2003, at

14
outcome

14

15 1s
16 Notary Public

Tacy L. Thorpe, CSR, CCR 16

17 Notary Public Slate of Missouri My commission expires :

(Commissioned in Boone County) 17

18 My commission expires December 16, 2005 . 18 ROGER MORIN
19 19 Signature page to Mr. Fay
20 TI .r/RM, 06111/04

21 20 In Re : MGE

22 21
22

23 23
24 24
25 25
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Requested From,	DavidMurray
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Information Requested:

On page 27 ofhis direct testimony, witness Murray describes his final group of eight publicly traded companies as
comparables. In determining dot these companies ore comparable, did witness Murray evaluate:

A. the equity ratio ofeach ofthe companies;
B. the safes mist of each ofthe companies;
C. the owoetsbip of pipelines by each of the companies as it compares to Southern Union andMGE;
D. the sales ofpropen by each ofthe companies as it compares to Southern Union endMGE;
E. the number ofcustomers ofeach of Ore companies as it compares to Southern Union and MM,
F. whether or notthe companies are legallyestablished as a bolding company;
G. whether ornot each of the companies engage in exploration;
IL whether or not the companies generate electricity;
1 . whether or not the companies own niumal gas storage?

Requested By.

	

Michael R Noack

Information provided :

e- No.
B. Yes.
C. No.
D. No.
E. No.
F. No .
G. No .
x. Nn .
1. No .

Date Response Received:.

MISSOURI GASENERGY
ADivision of Southern Union Company
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DYE AOVIN .

D.T.E . 04-36

Petition of Southern UnionCompany for approval and authorization to enter into alongterm
$400 million revolving credit agreement providing borrowing capacity up to $230 million
beyond the Company's recently andlorured long-term debt issuance and issue up to $130
million in common stock for the purpose of refinancing outstanding debt and improving the
debt-to-equiry capital ratio pursuant to G.L . c. 164, § 14.

APPEARANCE:

	

Cheryl M. Kimball, Esq.
Keegan, Werlin & Pabian, LLP.
265 Franklin Street
Boston, Massachusetts 02110

FOR: SOUTHERN UNION COMPANY
Petitioner
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TELECOMMUNICATIONS ANDORGY

may 2s, 2004
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Surrebuttal Schedule SCD-5



06/26/2004 13 :14 FAX 61T 345 0101

	

OTE AONIN .

D.T.E. 04-36

	

Page 1

1. INTRODUCTION

On March 16, 2004, Southern Union Company ('Southern Union' of "Company")

filed a petition with the Department of Tdernmmvnications and Energy ("Department")

pursuant to G.L. c. 164, $ 14, for approval and authorization to (1) enter into a long-term

$400 millionrevolving raedt agreement, and (2) issue up to $130 million in common stock.

Therewere no intervening patties. The Department docketed the filing as D.T.E . 04-34 .

Por mant 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

Company offered the testimony ofRichard N. Marshall, Vice President and Treasurer of

Southern Union. The evidentiary record consists of 31 exhibits and two recerd requests. The

Company submitted post-hearing comments on May S, 2004 .

II . D

A.

	

IAn¢-Term Debt

Southern Union seeks approyal to enter imo a long-term debt obligation of

approximately $230
million

in addition to the Company's recently authorized debt issuance of

$400 million (Exh . SU-1, at 2) . -Sf& 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 (Exit. SU-1, at 3) . Rather than issue the remaining authorization of $170 million in the

form 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 millionof borrowing

capacityW.
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The Company's proposed tllteo- to five-year cref facility will replace two existing

facilities, consisting of a $150 million revolving credit facility tint matured on April 1, 2004,

anda $225 million credit facility that expires on May 29, 2004 (SU-1, at 4) . As of March 1,

2004, abalance of$175 million was outstanding on these two facilitiesW. The Company

anticipates that the interest rate for the new facility win be based ontprime rate and ft

Loon Iuterbank Offering Rata (`LISOR") (!, at 5) . Tbaprime rate will be applicable to

overnight borrowings

	

LIBOR-basedborrowings will be available for 30-, 60-, 90-, and

180-day periods, with ft interest charged to ft Company calculated at a credit spread over

tha LIBOR rate based'on the Company's senior secured long-=m debt ratings by Standard &

Poor's ("S&P") andMoody's Investor Service ("Moody's") (Exhs. SU-1, at 5; SU-ATE-1-2).

TheCompany's se ior secured long-tam debt wsa rated BBBby S&P andBas3 by Moody's at

the tfime of filing (Exh. SU-1, at 5) . Based on the Company's current credit ratings sad

anticipated credit spread of 0.75 percent, Southern Union estimates that interest rates would

range between 1.85 percent and 7.0 percent over the term ofthe revolving credit agraemem

(Exh. SU-bTE-12).

B.
.

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

an aggregate value of up to $130 millionfor die purpose of repaying long-term debt

('Rxh. SU-1, at 3) . TheCompany is proposing the sale of approximately 6.5 million shares of

common stock with an anticipated market value of $20per share, with an aggregate value of

$130 million (Exhs. SU-1, at 12; SUDTB 1-13(b); Tr . at 12) .
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The Company states that the proceeds from the stock issuance will be used to repay

long-term debt in order to maintain and enhanceWe Company's fimnxlat position

(Exh. SU-1, at 7) . According to the Company, the issuance will improve the Company's debt-

to-equity moo, improve overall borrowing liquidity flat, in torn, should ensure that the

Company is able 10 maintain its investment grade rating Oath.SU-1, 91 3. Company Brief

at 7) . The Company states that the recapitalization from debt to equity is consistent with

Southern Union's utility-scrvim obligations (Exh, 3U-1, at 7. Cotqmuy Briefat 10).

III.

	

STANDARD OF REVIEW

In order for the Department to approve the issuance of stocks, bogs, coupon notes, or

other types of long-terat indebtedness` by an elecnic or gas company, the Departmentmust

determine that the proposed issuance mess two tests. Fun. the Department must assess

whether the proposed issuance to wmmably necessary to accomplishsome legitimate purpose

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

Electric/' Y-afit Companyv Demarlmewof Public Utllities, 395 Mass. 836, 842 (1985)

("Fitchburg 11°), oioma Fitchburg Gas &&Mic Iaebtgum v. Department of Public

VAlties. 394 Mass. 671, 678 (1985) (" ,

	

tu¢ Tb

	

"). Secoml, the Department rmrst determine

whether the Company has metthe net plant test .z gmloW Gas CMML D,P.U. 84-96

(1984) .

TheSupreme Judicial Court has fomtd War, for the pnrpmes of G.L. c.164, § 14,

"reasonably necessary" means "reasonably necessary for the accomplishmem of some purpose

z

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

Thenet 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 out those

obligations with the greatest possible efciemcy."

	

at836, dftLdMA On Will

Comoaayy. Ilrnartment of Public Utilities, 319Mass. 46, 52 (1946) ("Loweff Gas"). In

cases whom no issue has been raised about the reasonableness of management decisions

regarding the requested financing, the Department Limits its Section 14 review to a

determination of reasonableness ofthe Company'sproposed use of the proceeds of astock

issuance. ChadMme. et al., D.P.U. 84-152, at 20 (1984): a, giw Colonial

Gas L'QnipW_ D.P. U. 90-50, at 6 (1990) . The FidlggiandU and LoWell Gras cases also

established that the burden of proving that an issuance is reasonably necessary rests with the

company proposing the issuance, and that the Department's authority to review a proposed

issuance "is not limited to a 'perfunctory review." Fircbbare I at 678; Fiwbhbure ll at 841,

dft Lnwetl Uas at 52.

Regarding the net plant test, a company is required to present evidence that its net

utility plant (original cost of capitalimble plant, less accumulated depreciation) equals or

exceeds its total capitalization (the sumofits long-term debt and its preferred andcommon

stock outstanding) and wr71 continue to do so following the proposed issuance . Colonial Pas

Comnaav, D.P.U. 84-96, at 5 (1984) . Where issues concerning the prudence ofthe

Company's capital financing have not been raised or adjudicated in aproceeding, the

Department's decision in such a case does not represent a determination that any specific

project is econoimicalty beneficial to a company or to its customers . In such circumstances, the

Department's determination in its Order maynot in nay way be construed as ruling on the
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appropriate ratemaklag tteafeut to be accordat any coats associated with the proposed

financing. 4t, A.L. &1SMn Clan Comoam~- DP.U. 9566, at 7 (1995) .

IV.

	

CAPITALSTRUCTUREOF T1:IECOMPANY

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

constmaion work in progress (°CWIP")) was $3,882,168,000 (Fach. SUDTE 1-13(a)) . After

16007/016

reproving $698.858,000 in accumulated depredationand amortization, the company reported a

na udlity plant of$3,183,310,000 CW. In addifen, Southau Union had$230,854,000 of ps

inventories M). Thus, as of December 31, 2003. the Company had a net utility plant and gas

inventory balance of $3,414,164,000 (ids . As of December 31, 2003, the Company reported

atotal capitalization of$3,441,639,ooo, consistleg of(1) $2,14o,137,000 in long-tam debt,

(2) $230,000,000 in Prderred

	

, (3) $125.000.000 in mandatory convertible seeuridm

and (4) $946.502,

	

in common equity, which included aretained earnings balance of

$47,567,000 (id., Tr . et 14-15).

Southern Unionproposed a number of adjusmropts to these capitalization and act utility

PIMA balances (Exbs. SU-1, at 9-11 ; Fath. SU-DTE 1-13(a)). First, the Company excluded

$14,535.000 ($16,909,000 inplaut. less accumulated depreciation of $2,374,000) plus material

and supply inventories of $8,173,000 fromnet plant in service to remove plant associated with

unregulated operations and other non-plant related assets (Bxhs. SU-DTB 1-13(a);

SU-DTE-1-11) . TheCompany 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, amomtted to $3,272,324,000

(Ld.).

	

.
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Inrecognition of the above plant adjustments, tibc Company made corresponding

adjustments to its capitalization . First. the Company reduced its total capitalization by

$14,535,000, based on apro rata reduction to long-term debt, prePerrcd sectuides, and

premlnros on common stock related to the ranovat ofunregulated operations (Bib. SU-DTE

1-13(a)).' Second, the Company similarly excluded S642,921,0M associated with acquisition

premiums, representing the excess of the purchaseprice over book value of several natural gas

utilities acquired in recent years(W 4 ThKtheCompanyexcluded from capitalization

retained earnings of$47,567,000W. As atesult of these adjustments, the Company's total

capitalization amounted to $2,736,616,000 (i_Qj.

V. ANNA1.Y813 AW~IRGS

"Remdnably ly

	

tv Surd

1 .

	

LowTerm Debt

Southam Unionproposes to enter into- a $400 million three- to .five-year credit facility

for the purpose of financing ongoing nfility operations MAS. SU-1, at 3). The Department

has found previously that issuing debt for the purposes of reducing short-term debt and

refinancing long-teem debt is a legitimate utility purpose° as contemplated by G.L . e. 164,

114- L49ktnne_a�U Comoaav D,T.H . tY3-65, at 4 (2003); Western Massachusetts Electric

COmM. D.T.E. 02-49, at 10 (2003) ; hIM England Power C MWM, D.P.U. 95-101, at 11

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

TheCompany's unregulated operations have been supported over the years through a
combination ofdebt and equity (Exh. SU-1, at 12).

The Company stated that it bas financed its acquisitions over the years through a
combination of debt and equity andcannot directly attribute the acquired facilities to
specific capital sources (Bah. SU-1, at 11).

008/016
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working capital requirements, which is also alegitimm milkyprpose. Ber1rshlre (In

CT

	

argl, D.T.E . 03-89, at 19 ('LOOP ; CMhri gc Elect& WhtComnanv, D.P.U. 96-91, at

7 (1996) ; Eastern Edison Comoamv, D.P.U. 93-24, at S, 12 (1993). Accordingly, the

Department finds that the $400 million dree- to five-year credit facility is reasonably necessary

to accomplish alegitimate purpose in meeiog the Company's service obligations in accordance

with G.L, c. 164, Q 14 .

TheCompany's petition relics onthe issuance of $170 trillion in unused borrowing

capacity associated with the $400 million socanties issuance approved in Southern Union

Cry, D.T.E . 03-64 (2003) . Authorization from previous fancings remain valid for

purpose of later Section 16 reviews. Son" Union Com~py, D.T.E . OZ-27, at 13 (2002) .

To allow the Companymaximum flexibility to enter into the $400 million revolving credit

facility, the Department approves the Company's request to apply the $170 million in unused

authorization from D.T.E. 03-64 to the $400 million three- to five-year revolving credit

facility sought In this proceeding.

2.

	

Stock Issuance

Southan Union states that the objective of its proposed issuance is to improve the

Company's debt-to-equity ratio (Exit. SU-1, at 3) . Through the issuance ofadditional equity .

the Company intends to repay long-team debt, improve the overall borrowing lopildity, and

maintain its investment grade for financing purposes (idJ .

TheDepartment ltas found previously that inning stock for the purposes of acquiring

andmaintaining equity is a "legitimate utility purpose" as contawlated by G.L. c. 164, § 14 .

By ftg Gas GompM, D.P.U. 93-14, at 14 (1993); Cdoniat GasComnm, D.P.U. 90-50,

%009/019
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at 6 (1990) . Redeeming existing sacuridm and funding utility operations is also a customary

purpose of stock issuances . Berkshire Gas ComgM D.T.B. %-64, at 8-9 (1996);

OM~Commay, D.T.B. 94-14, at 4, 9 (1994) . In aprevious proceeding, the Department

directed the Company to improve its highdebt to capitalization ratio. Southern Union

yn , D.T .S. 03-3, at 16(2003). Since thattime, the Companyhas continued its efforts

to achieve a more traditional utility capitalization ratio through repaying long-term debt and

issuing additional equity (Exh. SU-1, at 7) . Theproposed issuance wigreduce die ratio of

long-term deht to total capitalization (mcluding shortterm debt) from 61 .33 percentto 57.81

percent(PA. SU-I)TE-1-10). Aocordbgty . the Department finds thatthe proposed issuance

of not more than $130 million in stock for the purposeofrepayment of long-term debt is

reasonably necessary to accomplish alegitimate purpose in meeting die Company's service

obligations in accordance with G.L. c. 164, § 14, sad therefore merle the first prong ofdie

Department's two-prong standard .

B.

	

Net Plant Teat

With regard to the net plant Cast, die Department requires companies to demonstrate

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

additional amount of financing, pursuant to G.L . c. 164, § 16 . Colonial Gas Comoaav,

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

excessive rates associated with overcaphalbation and to assure the creditors of a utility that the

company has sufficient tangible assets to cover its liabilities. Boston Gas Comfy,

D.T.B. 03-40, at 321 (2003); Colonial Gee Comoanv, D.P.U. 1247-A at 7 (1982) ; Renror't ufof

the D~paroneat of Public Utilities Relative to the Cphalizadon of Gas andElecg}c

(ib 0101016
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Seem Document No 315, at 8-15 (January 1922). Under the net plant test, a

company must present evidence showing that its net utility plant (ablityy plant less accumulated

depreciation) is equal to or greater than its total capitalization (the sumof debt, preferred stock

and common stock outstanding) . Colonial Gas Cpmuanv. D.P.U, 84-96, at 5 (1984) .

Southern Unionhas proposod anumber ofadjustments to its capital structure.

First, the Company has proposed to exdude CWIP from its plan investment balance

and to exdude retained earnings from its capitalization (Exh. 5U-DTE 1-13(a)) . The

Department has determined previously that CWIP should be exduded from a company's Plant

accounts for purposes of the net plant test calculation. EMnEdison Comoanv, D.T.E .

03-129, at 16 (20(14): Southern Union Conmamr. D.T.E . 01-52, at 9; Colonial Gas Ommany

D.P.U . 84-96, - at S. CWJP Is excluded because the term "fair structural value ofthe pliant", as .

used in G.L. c. 164, § 16, includes only plant that is used and useful In providing utility

service to ratepayers . Southern Union Compmm D.T.E . 03-64, at 9 (2003); C6tonial Gras

may, A.P.U. 84-96, at 5. In regard to retained earnings, the Department has determined

previously that a company mustdemonstrate that its net utility plant (utility plant less

accumulated depreciation) is equal to or in excess of its total capitalization . HMd*re pas

CumpM, D.T.B. 03-89, at 15-16 (2004); Colonial Gas QgMW, D.P.U . 84-96, at 5. Past

orders of the Department have defined, or implicitly applied, a standard for total capitalization

in treating of the net plant test hL 'The Department's definitionof total capitalization is the

sumof debt, Preferred stock, and common Stock outstanding.' Cojoulal GasCow,

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

5

Fio11/o1e

For purposes of the net plant test, the premium on common stock is treated as common
stock. EUUWMGas ComaM, D.T.E . 03-89, at 23 (1004) .
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within aterm is implicitly to exclude other, unexpressed items, see Boston WonCotnnanv .

D.P.U. 87-214, at 8 (1988) . the Company has correctly interpreted the Departutent's net plant

test as prechiding crediting retained earnings to satisfy the net plant test. Accordingly. the

Deparonent fords that Southern Union's adjustments to excludeCWIP and retai ed earnings

are appropriate.

Southern Union has proposed occluding unregulated property .
plant andequipment in

service and the capital usW m faance those assets from the net plantcalculation (Exh. SU-

DTB 1-13(a)). The costs associated with unregulated operations, including those associated

with capital costs, shouldnot be borne by ratepayers . NYNEXfeCan, D.P.U. 94-50, at

440(1995) ; Colonial On COnlnM, D.P.U. W94,8[ 51 (1984) . 'therefore, the Department

finds that the Company has appropriately excluded its investments and capita( associated with

amguWcd operations. Sougtem Uniongo==. D.T.B. 01-52, at 9-10 (2001) ; Southern

Ualom Comoanv, D.T.B. 01-32, at 10-11 (2001) . See also NYNF-'1t: Price Can, D.P.U. 94-50.

at 440; Colgn-WGa , D.P.U. 84-94, at 51 (1984).

Similarly, the Company's proposed adjustment for acquisition premiums is appropriate,

given that an acquisition premium, or goodwill, is intangible and, as such, should be excluded

as a component in a utility's plant for purposes of G.L . c. 164, § 16. Southern Union

Com~v, D.T.E. 02-27, at 12 ; Southem UnionCompany, D.T.E . 01-32, at 11 (2001) ; New

¢land PowerQM= D.T.E. 00-53. at 8-9 (2000) . Accordingly, the Department finds

that the Company appropriately excluded acquisition premiums from its capital structure.

Therecord demonstrates that the approval of a$400 million credit facility for the

purpose of financing ongoing utility operations, as well as the issuance and distribution of up

0121016
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to $130 million in common stock, will not exceed the Company's Met Utility plant following the

securities issuance . After these adjasttttents, the Company's adjusted utility plant amounts to

$3,272,324,000, which is $535,708,000 more than its adjusted capifalizadon of

$2,736,616,000 (Exh. SU-DTE 1-13(a)) . Accordingly, the Department finds Soulbern

Union's request for a $400 million revolving credit facility and issuance of $130 million in

common stock meets the net plant test as provided In (3. L. c. 164, J 16.

Issues concerning the prudence of the proposed financing have not bees raised to this

proceeding, and the DepartmeWs decision In this case does not represent a determination that

any project is economical(y beneficial to the Company or its customers . The Department's

determinatiou in this Order is not in any way to be construed as a ruling relative to the

appropriate ratesttaking tt'eatmM to be accorded any costs, including interest expense,

associated with the proposed Snameing.

VI. OitDBR

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

VOTES Tatentering into the long-term $400 million credit fility is reasonably

necessary for a legitimate purpose in meeting the Company's service obligations, pursuant to

G.L. c. 164, § 14 ; and further

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

with G.L. c. 164, $ 16, in that the fait structural value of the Company'sproperty, plant and

equipment and the fair value of tits gas inventories held by the Company will exceed its

outstanding stock and long-term debt; and further

(M013/01s
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VOTES: That issuing up to $130 m4{* is common stock is reasonably necessary for

alegitimate purpose in meeting the Company's service obligations, pursuant to G.L . c. 164,

§ 14; and further

VOTt34: That issuing up to $130 million in common smock is in accordance with G. L.

c.164, $16, in thatthefair structuralvalue of the Compsay,s property, plantaWequipment and

the fair value of the gas inventories held by the Company will exceed its outstanding shock and

long-term debt, and it is

ORDER1iD : 710the Department approves and authorizes the Companyto enter into

the tong-term revolving credit agreementdescribed herein; and It is

EMBERO

	

BRED; That the Department approves and authorizes the issuance and

sale by Southern UnionCompany, in conformity with all the provisions of law relating thereto,

of common stack with an aggregate value ofup to $130 million; and it is

FURTHER 010132RED: That the Secretary ofthe Department shall within three days

of the issue= of this Order cause a certified copy of it to be filed with the Secretary of State

ofthe Commanweahh; and it is

1& 014/016
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Appeal as to matters of law from any final decision, order or ruling of the Commission may
be taken to the Supreme Judicial Court by an aggrieved party in hdmstby the filing of a
written peddon praying brat the Order of the Commission be modified or set aside in whole or
in part .

Such petition for appeal shall be filed with the Socretary of the Commission within twenty days
afor the date of service ofthe decision, order or ruling ofthe Commission, or within such
farther time as the Commissionmay allow neon request filed prior to the expiration of twenty
days after the dare of service ofsaid decision, order or ruling. Within ten days after such
petition bas been fled, the appealing party shA etuer the appeal is the Supreme Judicial Court
sitting in Suffolk County by illng acopy thereof with the Clerk ofsaid Court. (Sec. 5,
Chapter 25, G.L. Ter. Ed� as most recently amended by Chapter 485of the Acts of 1971).

0161016
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DAVID MURRAY, being sworn, testified as follows :
DIRECT EXAMINATION BY MR. HERSCHMANN :

Q .

	

Mr. Murray, my name is Eric Herschmann .
fm an attorney representing Southern Union Company and
MGE here today. I'm going to ask you a series of
questions .

	

If you don't understand the question, will you
please tell me so I'll try to rephrase it for YOU?

A. Yes .
Q .

	

And is it reasonable for us to presume that
if 1 ask you a question and you answer the question, you
obviously understood the question and clearly understood
the answer that you gave?

A . Yes .
Q .

	

And the reason fm doing that is because I
want to make sure that, before answering a question, you
understand exactly what's being discussed between the two
Ofus .

A . Yes .
Q .

	

Okay . Now, I understand that you submitted
some prepared direct testimony in this matter ; is that
CORCCt?

A .

	

That's correct .
MR. HERSCHMANN : Can we mark this, please?
(MURRAY EXHIBIT NO. 1 WAS MARKED FOR

IDENTIFICATION BY THE REPORTER .)

Page 5

BY MR. HERSCHMANN:
Q, fm handing you what we've marked as Murray

1 . Can you take a moment to look at that exhibit?
Can you tell us if this is the prepared

testimony that you submitted in this matter?
A,

	

Yes, it is,
Q.

	

And did you sign the affidavit on the
second page ofthe deposition?

A .

	

Yes, I did.
Q.

	

And is it an accurate statement as you sit
here today that the testimony that's contained in Exhibit
1 is true and correct?

A .

	

I do have some corrections that need to be
made to this testimony .

Q .

	

And when did you first discover that you
need to make corrections to your testimony?

A .

	

It was about a couple weeks ago .
Q .

	

Is there a reason you didn't submit the
corrections prior to today?

A .

	

No . f planned on submitting them with
rebuttal testimony . That's usually the way I handle
corrections .

Q .

	

And can you tell us what connections --
well, withdrawn .

Who did you discuss your testimony with
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2 (Pages 2 to 5)

Columbia

Page 2

i APPEARANCES ' I2 FOR MISSOURI GAS ENERGY :
3 ERIC 0. HERSCHMANN 2

AlIniiIryalLaw
3< KASOWPR,BENSON. TORRESSFRIEDMAN.LLP

1673 Broadway 45 NewYork. NY 100194799
I212l506470o 5

6
JAMB C. SWEARENGEN 6

7 AIIdIIryIItaw 7BRYDON . $WEARENGENLENGLAND,P.C .
8 J¢EU1C+gholAVave 8

PO Box a56
9 lelrasm Cily,MO 65102-0156 9

(573)635-7166 10to
CHRISTINA CARLSON

Woos
11II AllalMyaILaw

WATSON, BISHOP, LONDON, BROPNY, LLC 12
12 f06 EuI Sixahso.. 5uilc 700 .

Aulin,TX 78701 13
13 15121479-5900 1414 FORTHES-fAFFOFTHE MISSOURI PUBLIC SERVICECOMMISSION
15 ROBERT

PEARSON
I S

SmiosCOUmd
16 ROBERT BERLIN 16

AssisWl Grnval Coursd 1717 P.O. Box 3(A
200 MaGs9aSUa1 1818 1eRersoo City. MO 65102
(573)751az34 19

19
FORTHE OFFICEOFTHE PUBLIC COUNSEL: 20

20 21DOUGLAS EMICHEEL
21 SeniorPUbIieCamsd 22

P.O .Eox2230
32 200 Madssm SUM. wile 650 23

JdTmCily.M065102-2270 2427 (677)7614857
za 25zs

Page 3

1 ALSO PRESENT : John Niehaus, Videographer 1
John Quoin 2

2 Dennis Morgan
Rick Marshall 3

3 John Dunn 4
Matt Bames 5

4 Chuck Hyneman 6Travis Allen
5 7
G 8
7 9g SIGNATURE INSTRUCTIONS :
9 Presentment waived; signature requested . 10
10 EXHIBIT INSTRUCTIONS : 11
II Attached to original . 12
12 13IJ
la INDEX 14
IS Direct Examination by Herschmann 4 I S
IG 16MURRAY EXHIBITS INDEX 17n

Exhibit No . I Prepared Direct Testimony of 18
IS David Murray 4 19
19 Exhibit No . 2 Photocopy of the back cover of 20Professor Morin's book 70
20 ZI
21 22
22 23
23 2424
zs 25



Page 8

I

	

-- his opinion, his insight as to the testimony.
2

	

Q.

	

When you say there's some issues that came
3

	

up with the testimony, what do you mean?
4

	

A.

	

As far as some of the inclusion of, you
5

	

know, some -- some wording that we had in there in our
6

	

testimony as the financial analysis department for some
7

	

time as to whether or not we should keep that testimony
8

	

within what we file .
9

	

Q.

	

You mean -- let me take a step back . You
10

	

submitted prepared testimony previously, tight?
11

	

A.

	

Yes, I have .
12

	

Q.

	

And is that based on a standard type of
13

	

fort or testimony that's contained in the computer system
14

	

at the Staffs office?
15

	

A.

	

Some of the testimony we have is
16

	

standardized somewhat .
17

	

Q.

	

And you discussed with Mr . Schallenberg
18

	

whether that standardized testimony would still be
19

	

applicable to this case or whether it should be withdrawn?
20

	

A.

	

Not necessarily this case . Just any cases
21

	

going forward.
22

	

Q.

	

Well, any of the recent rate cases that's
23

	

been before the Staff, you tried to make a determination
24

	

whether or not that testimony should be, let's say,
25

	

stricken from the model or kept in?

Page 9

1

	

A.

	

We're constantly trying to improve the work
2

	

product. So we'll look at some of the -- you know, some
3

	

ofthe testimony that's in some ofthe standardized
4

	

portions and see if there's anything that we can, you
5

	

know, change to improve the work product and get the point
6

	

across a little bit better .
7

	

Q.

	

Let'sjust talk about this for a moment .
8

	

You're here submitting testimony on behalf of the Missouri
9

	

Staffas it relates to MGE, right?
10 A. Yes.
I 1

	

Q.

	

And your jurisdiction or your concern is
12

	

strictly Missouri, right?
13 A. Yes.
14

	

Q.

	

You're not claiming to have any
15

	

jurisdiction or oversight over any other operations of
16

	

Southern Union outside of Missouri, right?
17 A. No .
18

	

Q.

	

And I know in your prior testimony you
19

	

referenced the Hope case . Do you remember that?
20 A. Yes.
21

	

Q.

	

And you've referenced the Bluefreld case
22

	

previously, right?
23 A. Yes.
24

	

Q.

	

And those cases still apply in this
25

	

jurisdiction, right?

I

	

prior to today?
2

	

A.

	

My attorneys, attorneys assigned, Bob
3

	

Berlin, Robert Franson, to some extent with Bob
4

	

Schallenberg, a couple ofmy colleagues .
5

	

Q.

	

Who are the colleagues that you discussed
6

	

it with?
7

	

A.

	

Matt Barnes .
8

	

Q.

	

Who else?
9

	

A.

	

John Kiebel .
10

	

Q.

	

John Kiebel?
II A . Yes.
12

	

Q.

	

Who else?
13

	

A.

	

The -- whenever I was discussing the issue
14

	

that I notice where I made a mistake was with the Office
15

	

ofthe Public Counsel Witness Travis Allen.
16

	

Q.

	

That's Mr. Allen sitting here?
17

	

A.

	

Yes, lie is .
18

	

Q.

	

Who else?
19

	

A.

	

Mayhave had some discussions with Tim
20 Schwam .
21

	

Q.

	

Mr. Schwarz is counsel for the Staff --
22 A. Yes .
23

	

Q.

	

-- of the Commission?
24 A. Yes .
25

	

Q.

	

Anyone else?

I

	

A.

	

Not that I recall .
2

	

Q.

	

Tell us about your conversations with
3

	

Mr. Schallenberg . When did those occur and what was
4 discussed?
5

	

A.

	

I discussed the -- you know, I told him
6

	

that i had made a mistake and that I wanted to make him
7

	

aware of that, because obviously he's the individual in
8

	

charge of more or less looking atpossible settlement
9

	

issues ofany case. So I thought it was very important
10

	

for me to -- to make sure he was aware of it . It wasn't
I I

	

-- the correction did not have a large impact on my
12

	

recommendation, but he still needed to be made aware of
13

	

that correction .
14

	

Q.

	

So was there only one mistake?
15

	

A.

	

It's one mistake, but it affects some of
16

	

the numbers throughout the testimony.
17

	

Q.

	

And what was Mr . Schallenberg's response?
18

	

A.

	

Weall make mistakes and we'll just get it
19

	

taken care of.
20

	

Q.

	

And did you review your testimony as
21

	

contained in Exhibit 1 with Mr . Schallenberg before you
22

	

submitted it?
23

	

A.

	

He didn't ask to specifically look at the
24

	

testimony. I think when there were some issues that came
25

	

up with the testimony, lie -- he reviewed it and gave his
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into the professional world.
Q.

	

So you -- that's back when you were still
in school ; is that right?

A .

	

That's correct .
Q .

	

And when you graduated college, did you
major in rate of return areas?

A. Finance. Finance,
Q.

	

Well, was there a course that you took that
was directed towards rate ofreturn while in college?

A .

	

The finance curriculum we -- actually, the
model that is used in utility regulation has been referred
to as discounted cash flow model, Obviously it's been a
model that has been, you know, changed and manipulated
somewhat to -- to be able to estimate the rate of return
for a utility company.

In the financial curriculum at the
University ofMissouri - Columbia, it was referred to as
the dividend growth model, the Gordon growth model or the
dividend discount model. There's a few -- there's a few
ways to label that model.

Andthe original intent of that model was
to determine -- for an investor to try to determine what
they think is a reasonable price to pay for a given
security . So yes, I had -- I had experience with -- with
that model as far as -- as far as in my studies with the

Page 13

University ofMissouri - Columbia .
Q.

	

Well, when you were in college, did you
apply the model in any real world situations?

A.

	

Other than maybe trying to determine the
valuation of a stock, no . Not in the context that
we're-- that it's used in utility regulation . Like I
said, this is somewhat unique that the model has been
changed to try to arrive at what -- what a witness feels
the discount rate, the cost of capital is for a given
security.

Q.

	

So ifI understand at least generally, the
testimony that you're submitting today, you're doing that
on behalf of the Staff, correct?

A. Yes.
Q.

	

And its your opinion as to what the return
on equity should be and the rate of return, right?

A. Yes.
Q.

	

And you're the fact witness at the Staff
who's proposing to address those issues, right?

A. Yes.
Q.

	

And there are some portions of this
testimony that you used back in 2001, right?

A. Yes.
Q.

	

Andthere's some portions of this testimony
that you know based on prior depositions came from years
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1 A. Yes. I
2 Q . The Supreme Court hasn't reversed those 2
3 decisions, right? 3
4 A, Not that I'm aware of. 4
5 Q. Have you ever shepherdized any of those 5
6 cases? 6
7 A. No, 7
8 Q. Have you ever shepherdized any of the cases 8
9 (fiat you've looked at? 9
to A. No . 10
I 1 Q. When's the last time-- withdrawn. I I
12 The first time you submitted testimony as 12
13 it related to MGE in 2001, do you recall that testimony-- 13
14 A. Yes. 14
15 Q. -- you submitted? 15
16 And you discussed your testimony with 16
17 Mr. Bible before you submitted it, right? 17
18 A. Yes, I did . 18
19 Q, And Mr . Bible gave you his -- well, 19
20 somebody at some point gave you the standard testimony, 20
21 right? 21
22 A. Yes. 22
23 Q. Anddid someone explain to you when you 23
24 first got there that this is the standard testimony that 24
25 we use for each of the rate cases that come before the 25

Page I I

I Commission? I
2 A. Yes . 2
3 Q . And when you first came to the Commission, 3
4 in what year was that? 4
5 A. June of 2000 . 5
6 Q, And prior to coming to the Commission in 6
7 June of 2000, you were employed by the Department of 7
8 Insurance; is that correct? 8
9 A. That's correct. 9
10 Q. And did you have any rate of return 10
I 1 testimony that you submitted while employed at the I1
12 Department of Insurance? 12
13 A. No, I did not. 13
14 Q. Did you have any rate -- return on equity 14
15 testimony that you submitted or worked on while at the 15
16 Department of Insurance? 16
17 A. No, I did not. 17
18 Q. When -- prior to working for the Department 18
19 of Insurance, where did you work? 19
20 A. I worked at United Parcell Service. 20
21 Q. And did that have anything to do with rate 21
22 of return or return on equity or anything we're discussing 22
23 today? 23
24 A. No . It was a position to help me with my 24
25 expenses in college. That wasmy position before I got 25
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ago from other witnesses, right?
A. Yes.
Q.

	

And your experience in the DCF modeling
came from some classes that you mayhave taken in college,
right?

A. Yes.
Q.

	

And the first time you ever used it in a
practical environment was when you came to work for the
Missouri Staff, right?

A.

	

That's correct .
Q.

	

And was it Mr . Bible that explained to you
how he felt the DCF model should be applied?

A.

	

1 wouldn't say Mr. Bi-- Mr . Bible coached
me along with what I was reviewing, as far as both the
regulatory, utility regulatory financial -- finance text,
such as I see you have Roger Morin there and David
Parcell . I also had to look back at some of my-- some of
my textbooks from college that I actually kept and -- and
found useful since I started dealing with rate ofreturn
on a more intensive basis again.

And so obviously I went back and did some,
you know, some more studying on -- you know, from my own
perspective, instead of just relying on -- my boss is a
working manager. He has things that he's doing, and so a
little bit ofthe responsibility lies on me to -- to study

I

	

and get back up to speed with these models .
2

	

Q.

	

Let's take a step back, then, to the first
3

	

time you submitted any testimony on rate of return . In
4

	

which case was that?
5

	

A.

	

Ibelieve it was some -- the telephone
6

	

cases. Those were the first cases I was assigned to when
7

	

I started working for the Staff. And you're taking me
8

	

back four years, so I'm going to try to recall from
9

	

memory . I believe one of those cases was Oregon Farmers
10

	

Mutual . I should just refer to my -- that wouldmake
1 i

	

sense.
12

	

Q.

	

I think we're at Al .
13

	

A.

	

Attachment A to my testimony, you see that
14

	

I filed direct testimony in Ozark Telephone Company,
15

	

direct testimony in Northeast Missouri Rural Telephone
16

	

Company, rebuttal for Oregon Farmers Mutual Telephone
17 Company.
18

	

Q.

	

And whatever is contained on Attachment At,
19

	

would that cover the area?
20 A . Yes.
21

	

Q.

	

And do you recall testifying in the
22

	

Missouri Gas Energy 2001 case that you had assisted in
23

	

preparing rate ofreturn testimony, but not actually done
24

	

the actual calculations yourself; that was your first
25 involvement?
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I

	

A.

	

I assisted in rate of return testimony, 1
2

	

believe, on a water case . The Ozark, Northeast and Oregon
3

	

Farmers Mutual, I prepared the testimony and prepared the
4 studies .
5

	

Q.

	

And you submitted this testimony after
6

	

joining-- six months after you joined the Commission ; is
7

	

that correct?
8

	

A.

	

That's approximately correct .
9

	

Q.

	

And you mentioned Professor Morin's book .
10

	

When's the first time you obtained a copy of that?
I I

	

A.

	

It's -- it's on file over at -- over in our
12

	

department on our book shelf, so as soon as I started
13

	

working there .
14

	

Q.

	

So you had access to the book, the earliest
15

	

would be June of 2000, right?
16 A. Yes.
17

	

Q.

	

And when you first got to the Commission --
18

	

well, withdrawn.
19

	

Prior tojoining the Missouri Staff, did
20

	

you ever give any lectures on rates of return?
21 A. No.
22

	

Q.

	

You ever publish any books dealing with
23

	

rates of return or return on equity?
24 A. No .
25

	

Q.

	

Did you ever write any articles about rates
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I

	

of return, return on equity?
2 A. Yes.
3

	

Q.

	

Okay. Andwhen prior to June of 2000 did
4

	

you write an article as it relates to rate of return?
5

	

A.

	

I didn't say I wrote an article . I said --
6

	

you said read an article .
7

	

Q. No. No .
8

	

A.

	

You said write?
9 Q. Write.
10

	

A.

	

I didn't understand what you said . I
I I

	

thought you said read an article .
12

	

Q.

	

I tend to speak quickly. I apologize.
13

	

A.

	

No, Idid not write an article .
14

	

Q.

	

And have you published any peer review
15

	

studies as it relates to rate ofreturn or return on
16 equity?
17 A . No .
18

	

Q.

	

Have you consulted with any other staffs at
19

	

any other commissions in any other jurisdictions as to how
20

	

they're applying the DCF model in their recommendations
21

	

regarding rate of return?
22 A . No.
23

	

Q.

	

Have you ever tried to contact Professor
24

	

Morin to see whether the methodology that you've been
25

	

using is correct?

Page 14
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A. Yes.
Q.

	

What did you tell him?
A.

	

I told him that I -- when 1 was reviewing
my testimony and reviewing Mr. Allen, Travis Allen's
testimony with the Public Counsel, 1 noticed that there
was a different -- I'm going to get into the mistake right
now so you know what it is -- a different common equity
balance in my capital structure.

And -- and after talking to Travis Allen,
he indicated it looks like that 1 used the June 30th, 2003
balance instead of the update period of December 31st,
2003 . So once 1 -- once I discussed that with him and
verified it myself, that was indeed the mistake.

Q.

	

That actually reminds me, what is a
true-up?

A.

	

The true-up is April 30th .
Q.

	

No. What is a true-up?
A.

	

The true-up is at the end -- we just
referred to update . There's the test year, which is
what's originally filed. Then you have the update, known
and measurable changes. True-up period comes up -- comes
up after the hearings, based on the update period, and
true-up is if there's anything that is extraordinary that
Staffor the company wants to include within its
recommendation for purpose ofupdating the revenue

Page 21

requirement .
Q.

	

Let me make sure I understand this . So
you're saying-- I think it's the last question in your
testimony, right before the attachment that you had.

A. Yes.
Q.

	

You say that Staff -- is the Staff
proposing a true-up audit in this case? Yes, I'm
recommending a true-up audit be performed for the purpose
ofupdating the capital structure and associated embedded
costs through April 30th, 2004.

A . Yes.
Q.

	

And does that mean that -- making it
something that a lawyer can understand -- doing like a
reconciliation, you can use the April 30th numbers?

A.

	

It's more or less -- with an update you can
do that within the period of time where testimony's being
filed before the hearing where you can actually update the
numbers, which actually a lot ofwitnesses went ahead and
updated within their direct testimony through December
31 st, 2003 .

Atrue-up period, usually those--that
information is not going to be available until after the
hearing--

Q.

	

All right.
A.

	

-- the evidentiary hearing, and many times
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1 A. I have not contacted Professor Morin for 1
2 that specific reason, no . 2
3 Q. Well, have you contacted Professor Morn 3
4 for any reason? 4
5 A. I had a -- I went to a utility finance 5
6 seminar that lie sponsors out in Washington, D.C. and -- 6
7 and listened to what he had to say as far as his ideas 7
8 about cost of capital in the utility environment. 8
9 Q. When did you go to that course? 9
10 A. It was probably -- it was a couple years 10
1 I after I started . I don't recall exactly. 11
12 Q. It would be some point after you submitted 12
13 your testimony in 2001 as it relates to Ozark, Northeast 13
14 and Missouri Gas Energy, right? 14
15 A. Yes. 15
16 Q. Do you still have tire textbooks that you 16
17 had in college that you say would have addressed the rates 17
18 of return methodologies that you're using? 18
19 A.

The
dividend growth model, yes. 19

20 Q. And would you mind providing us later on 20
21 with a listing of those books, and if you could tell us 21
22 what editions they are? 22
23 A. Yes. 23
24 MR. FRANSON: Objection. That will call 24
25 for a Data Request. 25

Page 19

I MR . HERSCHMANN : Okay . 1
2 MR. FRANSON: That way the burden's on you 2
3 to request it, so it doesn't leave a burden on the 3
4 witness. 4
5 MR, HERSCHMANN : Not a problem. 5
6 BY MR. HERSCHMANN : 6
7 Q. Are you making any claim at all that 7
8 Southern Union or MGEare in violation of any orders or 8
9 agreements with the Missouri Public Service Commission? 9
10 A. No- 10
I I Q. Not making any claims that Southern Union 11
12 has violated anySEC regulations, right? 12
13 A . No . 13
14 Q. There's no claims of any mismanagement by 14
15 Southern Union, right? 15
16 A. No . 16
17 Q. And in all the times that you've submitted 17
18 testimony, whether it be prepared testimony or testimony I S
19 under oath, you believe that to be truthful and accurate, 19
20 right? 20
21 A. Yes. 21
22 Q. When you told Mr . Schallenberg that you 22
23 thought you made a mistake and he said, we all make 23
24 mistakes, did you discuss with him how you came to the 24
25 conclusion that you made a mistake? 25
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I

	

Q.

	

And at that time you told Mr . Swearengen
2

	

sitting here that you had not read any of the cases in
3

	

their entirety. Do you remember that testimony?
4

	

A.

	

I do remember that, yes.
5

	

Q.

	

Was that truthful testimony back then?
6

	

A.

	

Yes, it was.
7

	

Q.

	

And you understand that the United States
8

	

Supreme Court has set a standard as it applies to rates of
9

	

return for utilities, right?
10 A. Yes.
11

	

Q.

	

And the first time you submitted the
12

	

testimony -- let me withdraw that .
13

	

Tell me how you created your testimony back
14

	

in 2001 . How did you decide which questions to ask
15

	

yourself and how did you decide which answers to give?
16

	

A.

	

Istarted with -- with the template of
17

	

Mr. Ron Bible's testimony from a previous MGE case and
I S

	

made changes, additions as needed . Obviously then the
19

	

main part of the-- of the testimony is the schedules.
20

	

That was all updated. That actually gets into the
21

	

quantitative analysis of what is reasonable as far as a
22

	

recommended return on equity and rate ofreturn as of the
23

	

time period for that case .
24

	

But as far as the specifics of what 1
25

	

updated and didn't update back in that case, I don't
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1 recall .
2

	

Q.

	

Well, Vin not asking you whether you
3

	

updated the schedules. I'm asking, do you sit down at a
4

	

computer and say, I have to submit prepared testimony, you
5

	

know, all right, I'm going to ask myselfthese questions,
6

	

or did someone say to you, here's the template, here's the
7

	

questions that you ask, here's some of the standard
8

	

answers, update the schedules as it applies to these
9 numbers?
10

	

A.

	

Therewere parts of the testimony that
11

	

were, you know, the same as what 1 had -- what Ron Bible
12

	

had written in 1998 . Like I said, I updated what 1 felt
13

	

wasnecessary for purpose of that case, and 1 don't recall
14

	

exactly what 1 updated at that time .
IS

	

Q.

	

Let me ask you this : How could you know
16

	

what you need to update, let's say, on the legal standards
17

	

if you'd never read the cases yourself?
I S

	

A.

	

I don't know that I updated anything
19

	

specifically with the -- with the legal standards .
20

	

Q.

	

I guess I'm asking, how do you know whether
21

	

or not you needed to update things or you didn't need to
22

	

update things if you never read the cases?
23

	

A.

	

Because those cases were, you know, fairly
24

	

standard and longstanding precedent within rate of return
25

	

regulation, at least from the staff financial analysis
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I

	

there will be discussion as to what items can be trued up
2

	

through the true-up period, which is April 30th, 2004 in
3

	

this case .
4

	

Q.

	

So 1 just want to make sure that I'm clear
5

	

on this . Since it's May 4th, there's some numbers that
6

	

are available now that weren't available April 29th,
7

	

you're going to take those April 30th numbers and apply
8

	

them to whatever calculations you did; is that right?
9

	

A.

	

I will look at the capital structure
10

	

numbers, see what's occurred with -- within Southern Union
11

	

since the update period, which is December 31st, 2003, see
12

	

what kind of changes occurred. That includes, like I
13

	

said, the actual amounts of the capital and the capital
14

	

structure, the costs associated with those securities
15

	

within the capital structure. That's typically what, as
16

	

far as -- I'm speaking from a rate of return perspective
17

	

only. That's typically what we would look at within a
18 true-up .
19

	

Q.

	

And then you make adjustment based on the
20

	

new numbers; is that right?
21

	

A.

	

We make adjustments based on the update
22

	

period, December 31st, 2003 numbers, because that's what 1
23 filed.
24

	

Q.

	

Right. But I'm saying -- 1 just want to
25

	

make sure I understand this . When you say you want to do

Associated Court Reporters
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1

	

a true-up audit as of April 30th, you're going to look at
2

	

numbers from December 31st, then you're going to look at
3

	

numbers from April 30th, and if there are changes in the
4

	

numbers that you deem to be somewhat significant, you're
5

	

going to make the changes based on April 30th numbers,
6 right?
7

	

A.

	

Yes, based on April 30th .
8

	

Q.

	

Okay. You mentioned Professor Morin's
9

	

book, and you said that it was available to you in June of
10

	

2000. When is the first time that you read his entire
il book?
12

	

A.

	

Probably within a couple months that I
13

	

started working there . I can't recall . I mean, it's --
14

	

it wassporadic to be able to read it, the entire book,
15

	

obviously. I do -- I was assigned duties where I couldn't
16

	

read it all through the whole book within a week or two
17

	

when I started because I had other things I had to do as
18 well .
19

	

Q.

	

And, you know, you have a portion of your
20

	

testimony that deals with legal standards; is that right?
21 A . Yes.
22

	

Q.

	

And the first time you submitted the
23

	

testimony dealing with legal standards as it relates to
24

	

MGEwas back in 2001, right?
25 A . Yes.
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I

	

A.

	

Canyou please explain your question?
2

	

Q.

	

Do you know what shepherdizing means?
3

	

A.

	

No, I do not.
4

	

Q.

	

Okay. Tell me how you -- well, I'll take a
5

	

step back, and then I'll explain a little greater detail .
6

	

How did you select which cases to look at
7

	

when you first decided to submit your testimony?
8

	

A.

	

The cases that are within the testimony
9

	

were in the testimony before, before I started working in
10

	

the financial analysis department-
I 1

	

Q.

	

So somebody handed you some cases that were
12

	

highlighted and some testimony and says, this is what we
13

	

use, right?
14

	

A.

	

I was handed the cases after I -- when 1
15

	

was reviewing the testimony. Theyjust said, these are
16

	

the cases that we rely upon in establishing the legal
17

	

precedent for purposes of explaining how we go about the
18

	

rate of return study. And -- and then once I was given
19

	

those cases, yeah, there were highlighted portions .
20

	

Q.

	

Andyou testified back in 2001 that you had
21

	

not read those cases in their entirety prior to submitting
22

	

your testimony, right?
23

	

A.

	

That's correct.
24

	

Q.

	

Andwhen you were in college, is it safe to
25

	

saythat the professors weren't handing you out cases and
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I

	

asking you to go shepherdize those cases since you don't
2

	

know what shepherdizing is as of today, right?
3

	

A.

	

I'd say that's safe to say.
4

	

Q.

	

And the Pennsylvania case, does the
5

	

Pennsylvania court have anyjurisdictional bearing on
6 Missouri?
7

	

A.

	

Notthat I'm aware of.
8

	

Q.

	

And shepherdizing is, so you understand, is
9

	

a means of checking cases to see whether they've been
10

	

distinguished, reversed, remanded, whether its followed.
1 I

	

It'll give you questions of a lot of different information
12

	

about them .
13

	

Have you ever asked counsel at the Staff to
14

	

say, can you check whether or not the Pennsylvania case --
15

	

actually it's going to be a good objection . I'll withdraw
16

	

that question . I'll withdraw that objection. That's a
17

	

good question .
18

	

All right. Has anybody ever handed you
19

	

cases and said, these are follow-ups or things that have
20

	

been distinguished, on any of the cases that you've cited?
21

	

A.

	

I don't believe I've been given anything
22

	

that indicates its a follow-up on cases that have been
23

	

cited, no .
24

	

Q.

	

Now, you mentioned in your testimony the
25

	

Munn case, Bluefield, Natural Gas Pipeline and Hope

1
2
3
4
5
6
7
8
9
10
I
12
13
14
15
16
17
18
19
20
21
22
23
24
25

I

	

Q.

	

And can you just explain to me how you
2

	

understand the hierarchy of the court systems to work
3

	

between, let's say, Pennsylvania, Missouri and the United
4

	

States Supreme Court, your just general understanding as
5

	

tohow the courts interact with each other?
6

	

A.

	

Obviously each state has their own
7

	

jurisdictional --jurisdictional courts, and then if
8

	

there's something within a state court that is raised to
9

	

the level of that state's Supreme Court and the plaintiff
10

	

still does not agree with that, then they may raise it to
1 I

	

thelevel ofthe Supreme Court ofthe United States of
12 America.
13

	

Q.

	

And that's your understanding of how the
14

	

court system works?
15

	

A.

	

That's my understanding .
16

	

Q.

	

So when you testified back in 2001 that the
17

	

Pennsylvania Electric Company case expands, you used the
18

	

word expands, or later on use the word extends the U.S .
19

	

Supreme Court testimony, you now realize that's not
20

	

accurate, right?
21

	

A.

	

Whenever we -- we got into discussion of
22

	

extending, I realize that may not have been the proper
23

	

terminology to use, and that's why that's been changed .
24

	

Q.

	

And have you shepherdized the Pennsylvania
25 case?

Page 26

department's concern.
Q.

	

Do you think anything's changed in those
cases as they apply to these -- this rate case?

A. No .
Q.

	

The court hasn't abandoned it, right?
A.

	

Notthat I'm aware of.
Q .

	

There hasn't been an expanding of the
court's decisions by any other courts, right?

A .

	

Not that I'm aware of.
Q .

	

Do you recall testifying previously that
there was a Pennsylvania Supreme Court case?

A . Yes.
Q.

	

And do you recall testifying that the
Pennsylvania Supreme Court expanded the United States
Supreme Court's rulings in Blue -- Bluefield and Hope?

A.

	

I'm sorry. Can you repeat the question?
MR. HERSCHMANN : Can you read that back

please?
THEREPORTER : "Question: And do you

recall testifying that the Pennsylvania Supreme Court
expanded the United States Supreme Court's rulings in
Blue -- Bluefield and Hope?"

THE WITNESS : I believe I -- that wasmy
testimony in the previous MGE rate case.
BY MR. HERSCHMANN :
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I

	

thought were appropriate.
2

	

Q.

	

Did someone tell you you should use the
3

	

Pennsylvania case in your testimony?
4

	

A.

	

Like I said, that case was within the
5

	

testimony before I started with the department, and it
6

	

just -- I agree with the principle behind it, and I feel
7

	

it's appropriate to discuss that principle.
8

	

Q.

	

Well, the first time you decided to use the
9

	

Pennsylvania case, you didn't know it related to the Three
10

	

Mile Island, right?
I 1

	

A.

	

I believe there was some ignorance on my
12

	

part within that case.
13

	

Q.

	

I mean, the question, and I'll read from
14

	

page 33 ofyour testimony, do you know whether or not the
15

	

Three Mile Island accident had anything to do with the
16

	

Pennsylvania case which you have cited in your testimony?
17 Answer : No .
18

	

Is that truthful testimony then?
19

	

A.

	

Yes, it was.
20

	

Q.

	

And now you know that it did have to do
21

	

with Three Mile Island, right?
22

	

A.

	

Yes, I do .

	

.
23

	

Q.

	

And a little different than the current
24

	

circumstances with MGE, Three Mile Island and how MGE
25 operates?

Page 33

1

	

A.

	

I'd say there's some differences there.
2

	

Q.

	

Pretty drastic ones, right?
3

	

A.

	

I don't think they have any nuclear
4

	

regulation -- or nuclear generation within their
5 operations.
6

	

Q.

	

Is there anything more drastic besides not
7

	

having nuclear generation in the operations?
8

	

A.

	

Within a utility framework, I'd say, yes .
9

	

Q.

	

It was Three Mile Island . I mean, a pretty
10

	

monumental event, I mean, as relates to a shutting down of
11

	

a nuclear reactor and stuff?
12

	

A.

	

I think we just hit the 25-year anniversary
13

	

of that and it caught the attention of the media. Yes, it
14 is .
15

	

Q.

	

And that's nothing remotely near MGE,
16 right?
17

	

A.

	

No, they do not have nuclear generation .
18

	

Q.

	

And you understand that the Pennsylvania
19

	

Supreme Court discussed the fact that the property would
20

	

not-- was no longer used or useful for the Pennsylvania
21

	

customers, right?
22

	

A.

	

I understand that .
23

	

Q.

	

Anyproperty that's sitting here that MGE
24

	

uses that's not being used for the customers of MGE?
25

	

A.

	

Not that I'm aware of, but I don't evaluate
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1

	

decisions, and this is the same testimony that has, in
2

	

essence, been lifted and put back into each one of your
3

	

testimonies, right?
4 A. Yes.
5

	

Q.

	

And then on page 6 of your testimony, you
6

	

say, through these and other court decisions. Can you
7

	

identify for us what other court decisions are you talking
8

	

about and where did you get them from?
9

	

A.

	

Idon't recall the specific court decisions
10

	

I'm referring to there.
1 1

	

Q.

	

Generally, where would you have gotten
12

	

other court decisions?
13

	

A.

	

It could be court decisions -- I mean, as
14

	

far as any specifies, I don't recall . There could be
15

	

court decisions within Missouri or there could be court
16

	

decisions within other states that-- that address the
17

	

issue that public utilities operate more efficiently as
18

	

monopolies . I mean, it's fairly--it appears to me to be
19

	

a pretty longstanding principle that that's how we view
20

	

the best operation of regulated utilities .
21

	

Q.

	

I'll move to strike that answer as
22 nonresponsive .
23

	

The question was, wherewould you have
24

	

gotten these other court decisions?
25

	

A.

	

There's citations of court decisions

Rolla
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I

	

within, mainly in Parcell's book, in Roger Morin's book.
2

	

I don't recall the specific cases. Those are not cited in
3

	

my testimony. There's -- quite often in any cost of
4

	

capital textbook there's citations to many court cases
5

	

that more or less provide the timeline of how things have
6

	

evolved within rate of return regulation and what the
7

	

standards are.
8

	

Q.

	

Tell me how you would go about, ifyou're
9

	

reading Morin's book for argument sake and he had a case
10

	

citation, how would you obtain a copy of that case?
1 I

	

A.

	

Well, sometimes I do my own research, but I
12

	

would more than likely, if I didn't know where to go for
13

	

sure, I would check with an attorney .
14

	

Q.

	

Do you recall in submitting your testimony
15

	

checking with any attorney saying, I just read Morin's
16

	

book, he references this case in this jurisdiction and 1
17

	

want to see what it says?
18 A. No .
19

	

Q.

	

Do you recall ever doing that?
20

	

A.

	

I believe I just -- I recall asking about
21

	

the Permian Basin case, which is a case that is cited
22

	

within Mr . Parcell's book, to get an idea of what's in
23

	

that case to see ifthere's any cases I can substitute
24

	

for -- for, say, the Pennsylvania case . But I didn't feel
25

	

like it was going to suit the needs that I -- that I
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1

	

the rate base issues .
2

	

Q.

	

What do you mean by that?
3

	

A.

	

I'm not looking at -- that's not part of my
4

	

testimony to review what should be included in rate base,
5

	

what's used and useful for -- for MGE. That's not the
6

	

subject of my testimony.
7

	

Q.

	

Well, when you recommend an authorized rate
8

	

ofreturn, do you think it's something that MGE should be
9

	

able to at some point meet?
10

	

A.

	

Can you please -- I don't understand your
II question .
12

	

Q.

	

Sure. When you talk about making a
13

	

recommendation for an authorized rate of return, should it
14

	

be arealistic number?
15

	

A.

	

It should be a fair and reasonable
16

	

authorized rate of return .
17

	

Q.

	

And it should be something that Southern
18

	

Union -- or withdrawn.
19

	

It should be something that MGE has the
20

	

opportunity to earn, right?
21

	

A.

	

I don't control whether or not they have
22

	

the opportunity to earn it . I recommend a fair and
23

	

reasonable rate of return . Now, whether or not they can
24

	

earn that return is something that maybe is subject to the
25

	

operations of the company. That's not within my control.

1

	

Q.

	

Well, you told us beforehand that there's
2

	

no claim of mismanagement by Southern Union, right?
3

	

A.

	

Notthat I'm aware of.
4

	

Q.

	

No complaints have been filed, right,
5

	

between -- as of now, sitting here today?
6

	

A.

	

I don't know . I don't review the
7

	

complaints . There may have been complaints filed with our
8

	

consumer services division on MGE. I don't review that.
9

	

Q.

	

As you are sitting here today, you're
to

	

unaware ofany complaints that are pending, right?
1 I

	

A.

	

I'm ignorant of whether or not there's any
12

	

complaints filed .
13

	

Q.

	

Andyou're telling us that you make a
14

	

recommendation as to an authorized rate of return without
15

	

factoring in whether or not that number is realistic for
16

	

MGE ever to earn it? That's just not your job?
17

	

A.

	

No. I recommend a fair and reasonable
18

	

authorized rate of return . Whether or not they're able to
19

	

earn that return is not within my control .
20

	

Q.

	

And you don't factor in whether or not --
21

	

for argument's sake, you've never looked to see whether or
22

	

not MGE has ever earned its authorized rate of return,
23 right?
24

	

A.

	

I think there's dispute on that in this
25

	

case . I think from Staffs overall revenue requirement,

Associated Court Reporters
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I

	

they -- they can't be that far off from what we think
2

	

they're earning on their authorized rate of return .
3

	

Obviously there's disputes amongst the various expert
4

	

witnesses within this case that -- that are going to argue
5

	

that certain things should be included and not included .
6

	

Q.

	

But you've never looked at that issue,
7 right?
8 A . No .
9

	

Q.

	

Didyou read the other witnesses' testimony
10

	

in this case when it was first submitted?
I 1

	

A.

	

Portions of some of the other witnesses.
12

	

Q.

	

Howdid you select which portions to read?
13

	

A.

	

1 think some Staff, you know, attorneys or
14

	

personnel, and 1 don't recall exactly who, alerted me that
15

	

there are some witnesses addressing issues about return on
16

	

equity and rate of return . So t reviewed thatjust to see
17

	

what -- what their testimony was regarding that .
18

	

Q.

	

Can you list for us the testimony -- or the
19

	

portions of the testimony that you read, which witnesses?
20

	

A.

	

Ofcourse I read John Dunn, obviously, and
21

	

also reviewed some ofJohn Quain's testimony. Looked at
22

	

small portions of Oglesby's, small portions of Mike
23

	

Nowack's . I think that's the extent of it.
24

	

Q.

	

Anyone from the Staffs testimony that you
25 reviewed?
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1

	

A.

	

No, I didn't review anybody specifically
2

	

from the Staff.
3

	

Q.

	

Did you, prior to submitting your
4

	

testimony, have any conversations with anyone on the Staff
5

	

about what generally the authorized rate of return
6

	

recommendation would be?
7

	

A.

	

Can you repeat the question, please?
8

	

MR. HERSCHMANN : Can you read that back,
9 please?
l0

	

THEREPORTER : "Question: Did you, prior
I I

	

to submitting your testimony, have any conversations with
12

	

anyone on the Staff about what generally the authorized
13

	

rate ofreturn recommendation would be?"
14

	

THEWITNESS : I had individuals on Staff
15

	

review my testimony as far as what they feel the rate of
16

	

return would or should be . I hate to use the term would
17

	

be. I don't think that, you know, within our analysis
18

	

we're trying to determine what it would be . We're trying
19

	

to determine what we think it should be based on an
20

	

analysis of the capital and economic environment .
21

	

But I do have -- my boss, Ron Bible, used
22

	

to be the person that would review my testimony. He has
23

	

been since mobilized, so I don't have him to review it. 1
24

	

diddiscuss sonic of my initial conclusions with him before
25

	

he was mobilized. I didn't have all my testimony written .
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1

	

He's not here, and I can't tell you that his -- he's a
2

	

little older than I am . He has a lot of experience. He's
3

	

50 years old. I'm sure he's done a lot of things, and I'm
4

	

sure there's probably something in his testimony that may
5

	

give you more insight on'that .
6

	

Q.

	

Well, is it safe to say that the person who
7

	

gave you primary guidance as to how things are done at the
8

	

Commission when you first arrived was Mr . Bible?
9 A. Yes.
10

	

Q.

	

And he was your boss, right?
Il A. Yes.
12

	

Q.

	

He's the one that handed you this canned
13

	

testimony, right?
14

	

A.

	

He handed me some of the testimony that he
15

	

haddone in the previous MGE rate case .
16

	

Q.

	

And he's the one that explained to you how
17

	

the Staff generally dealt with rate cases, right?
18 A. Yes.
19

	

Q.

	

And did he tell you at that time that,
20

	

prior to joining the Missouri Commission, he had no
21

	

experience with the regulated industries?
22 A. No .
23

	

Q.

	

Did he tell you that he had no regulatory
24

	

experience at all prior tojoining the Missouri
25 Commission?

Page 41

I A. No.
2

	

Q.

	

Let me read to you a portion of Mr . Bible's
3

	

testimony from November 3rd of2000 .
4

	

Question : Prior to joining the Missouri
5

	

Commission in August of t997, did you have any regulatory
6 experience?
7

	

Answer: No .
8

	

Had you worked for any companies that had
9

	

been regulated by the Missouri Commission prior to'979
10

	

Answer : No .
11

	

Did Mr. Bible ever explain to you how he
12

	

came to obtain the canned testimony that's been submitted
13

	

bythe Staff for several years?
14

	

A.

	

I don't recal I if lie did or not.
IS

	

Q.

	

You ever talk to Mr . Schallenberg about it?
16

	

A.

	

No, 1 haven't .
17

	

Q.

	

Doyou have any drafts of your testimony in
18

	

this case?
19

	

A.

	

I believe 1 mayhave some drafts from
20 review.
21

	

Q.

	

And where are those drafts now?
22

	

A.

	

At my office .
23

	

Q.

	

Anddid you run different schedules than
24

	

what's attached to your testimony here today?
25

	

A.

	

I don't believe I ran any different
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I

	

Usually he's the one that I bounce off a lot of my ideas
2

	

on what I'm looking at as far as my recommendation .
3

	

I did have other Staff personnel and
4

	

attorneys review my testimony, and I don't recall that
5

	

they specifically asked me, you know, do you think this
6

	

rate ofreturn should be higher or lower, what have you.
7

	

BY MR. HERSCHMANN :
8

	

Q.

	

Which Staffmembers did you discuss this
9 with?
10

	

A.

	

The testimony?
I I

	

Q.

	

Yousaid you discussed it with some Staff
12

	

members. Was Mr . Schallenberg one ofthem?
13

	

A.

	

Thetestimony. As far as the testimony,
14

	

not the recommendation itself. There was nobody that
15

	

asked me to change my recommendation . The testimony was
16

	

reviewed by--by Bob Berlin, Mr. Robert Franson. Bob
17

	

Schallenberg later reviewed it. There's also -- John
18

	

Kiebel gave me some -- some information on what he thought
19

	

1 could change on just some basically cleanup language .
20

	

Q.

	

Who's John Kiebel?
21

	

A.

	

He's an individual that's filling in in our
22

	

department since my boss has been mobilized, helping out.
23

	

Q.

	

Okay. Where did he come from?
24

	

A.

	

Engineering and management services .
25

	

Q.

	

And is that another part ofthe Missouri
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1 Staff?
2

	

A.

	

It's another department with the Staff.
3

	

Q.

	

And what knowledge did he have as related
4

	

to ROR?
5

	

A.

	

He -- before I came on board with the
6

	

Staff, he helped out with our department another time when
7

	

we were short-staffed . So his experience, you know, that
8

	

wasunder Ron Bible, when he was helping us with, you
9

	

know, some -- some ofthe more minor projects in order to
10

	

help ease the workload that we were experiencing . Now
I l

	

he's, like 1 said, once again he's helping out with our
12 situation .
13

	

Q.

	

What does the engineering management
14

	

services do?
15

	

A.

	

Mainly the quality service, customer
16

	

service-type issues .
17

	

Q.

	

Now, what experience did Ron Bible have as
18

	

related to regulated utilities or the regulatory industry
19

	

prior tojoining the Missouri Commission?
20

	

A.

	

Well, I'm not Ron Bible, but I will tell
21

	

you what 1 know about his experience. He worked for a
22

	

credit rating agen-- or not a credit rating agency, but a
23

	

credit card company, and he also did some statistical
24

	

analysis with the Air Force.
25

	

As far as rate of return, I don't know .
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I

	

that we were going to be able to have December 31 st, 2003
2

	

updated information, it just seemed to make sense to go
3

	

ahead and let's give the picture of what's going to happen
4

	

with the update period now, instead of waiting until
5 rebuttal .
6

	

Q.

	

Did you ever go back and look at what you
7

	

hadcalculated out as being return on equities for
8

	

comparable companies to see whether or not your prior
9

	

testimony was accurate?
l o

	

A.

	

I don't understand your question .
I I

	

Q.

	

Did you ever-- well, previously you've
12

	

used comparable companies to come up with a
13

	

recommendation, right?
14 A. Yes.
15

	

Q.

	

Did you ever go back and look at what your
16

	

recommendation had been based on what the reality was?
17

	

A.

	

Once again, I don't understand . Are you --
18

	

the reality of my recommendation versus what actually
19 occurred?
20

	

Q.

	

Right. You used a proxy group, right?
21 A. Yes.
22

	

Q.

	

Youdid some calculations, right?
23 A. Yes.
24

	

Q.

	

And you assumed certain things in doing
25

	

your calculations, right?

Page 45

1 A. Yes.
2

	

Q.

	

And then you made a recommendation as to
3

	

what you thought would happen in the future, right?
4

	

A.

	

The recommendation I made is not
5

	

necessarily what-- and I -- I think 1 understand your
6

	

question here, but if I don't understand it, please
7

	

correct me . That you're asking me ifthe return on equity
8

	

that's actually achieved by a company actually is
9

	

consistent with what I came up with the cost of equity .
10

	

Is that your question?
11 Q. Yes .
12

	

A.

	

Well, I think that's -- that's the
13

	

important thing to understand here . The cost of equity
14

	

that I arrive at is not necessarily going to be an
15

	

indication of what the return on equity is going to be . A
16

	

company can earn more than its cost ofequity . It can
17

	

earn less than its cost ofequity.
18

	

Just because a company earns a return on
19

	

equity of 18 or 19 percent in one year because the weather
20

	

was extremely cold doesn't mean that that makes my cost of
21

	

equity recommendation of 9 percent inaccurate .
22

	

Q.

	

And when -- tell us, how do you believe
23

	

that you comply with the Daubert standard in submitting
24

	

your testimony?
25

	

A.

	

Can you explain what the Daubert standard

1

	

schedules. I mayhave made some corrections to the
2

	

schedules, as I pointed -- as I found some things as far
3

	

as maybe a mistran-- a transposed number, something of
4

	

that nature . Nothing really material as far as I can
5

	

recall, except for the corrections I just pointed out
6 today.
7

	

Q.

	

Just so we're clear, is it your testimony
8

	

that you never discussed with anyone prior to preparing
9

	

your testimony what the general range of your
10

	

recommendation should be as relates to the authorized rate
i 1

	

of return in this case?
12

	

A.

	

No. I think I had indicated that before
13

	

Ron Bible was mobilized, that I talked about the range
14

	

that I was looking at for my recommended return on equity.
15

	

I think I made that pretty clear in my previous answer
16

	

that I did talk to him specifically about that .
17

	

I thought that 1 could at least get to that
18

	

point, and maybe not necessarily write the testimony and
19

	

prepare all the schedules, but get an idea as to what I
20

	

was seeing after I didmy study as to what 1 think a
21

	

reasonable return on equity recommendation would be for
22

	

MGE in this case, because I knew that I only had limited
23

	

time to bounce that off of him.
24

	

Q.

	

Andwhat did Mr. Bible tell you after you
25

	

bounced it off of him?

I

	

A.

	

He said it appeared to be reasonable .
2

	

Q.

	

Did Mr. Bible review any of the financial
3

	

information that you used?
4

	

A.

	

I believe he -- actually, let's make this
5

	

clear, because he was being -- it wasn't announced that he
6

	

was being mobilized'til probably sometime in March. He
7

	

was initially assigned to this case . So he was working
8

	

with my colleague, Matt Barnes, there with preparing the
9

	

schedules. So he -- he was actually initially assigned to
10

	

the case, and because of situations with being mobilized
I 1

	

with the military, I had to take this case on .
12

	

Q.

	

Anddid Mr. Bible provide you with a draft
13

	

of the information that he already calculated prior to
14

	

being mobilized?
15

	

A.

	

Ibelieve some of the schedules were --
16

	

were currently in process .
17

	

Q.

	

Sowho actually made the mistake, theft,
18

	

using the June 30th numbers, you or Mr . Bible?
19

	

A.

	

I'll take responsibility for that. I think
20

	

it's my mistake. I should have caught that before it was
21 submitted.
22

	

Q.

	

And in the documents that he gave you, was
23

	

he using the June 30th numbers as well?
24

	

A.

	

I think the initial -- the initial start of
25

	

the schedules was the June 30th data . Once we determined
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1 is? i selecting companies that were operating within the same
2 Q. Have you ever heard of Daubert? 2 industries, that's why they call it a pure play analysis,
3 A . No . 3 is probably the most critical aspect of picking companies
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 is, what methodology did you
8 legal conclusion . That is 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.)
1 1 on legal. Let me see. I I Q. Is that correct? You have to answer
12 MR. FRANSON: Daubert is not mentioned . If 12 verbally.
13 it is, 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
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 testimony on behalf of 18 way to come up with a comparable group is through looking
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 -- I
21 A. Yes. Excuse me . Not every testimony. 21 recall specifically seeing something from a mergers and
22 Every major rate case, rate ofreturn testimony. 22 acquisitions conference where they indicated the No . 1
23 Q. I'm sorry . Have you ever heard of Daubert9 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

i
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1 Evidence? 1 industry that has equivalent business risk and other sorts
2 A. No, 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 .
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, I haven't. 6 that that will give you a comparable group ofcompanies.
7 Q. Have you ever tested the methodologies that 7 MR HERSCHMANN: Move to strike that again
8 you are using to make sure that they comply with the 8 as nonresponsive. 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 1 A. No, I haven't. 1 I 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 have a --
14 what methodology did you use to verify that that is an 14 MR. HERSCHMANN : If you're going to give a
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 16 out, or we can take a break and we can make a record and
17 model? 17 then go forward . I 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 .
19 the criteria 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 .
22 A. You're referring to the criteria that 1 22 MR. FRANSON: Why don't I --
23 used to select my comparable companies? 23 MR. HERSCHMANN : Well, let me -- we'I I 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 .
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MR. HERSCHMANN : We're doing this pursuant
to the federal rules, which are applicable, or to the
Missouri rules, which are applicable in depositions. 1
can pull out the statutes that tells you it's applicable .
I'm sure you know that . So we're taking the deposition in
compliance with the rules. The rules specifically say

what type of objection you can make.
MR. FRANSON: Which Missouri rule says

that?
MR. HERSCHMANN : I think I can get them .

Just a minute .
MR. FRANSON: What I'm trying --
MR. HERSCHMANN : Wait a minute . I'll get

them . I have no problem getting the book out.
MR . FRANSON : What I'm trying to do is

state my objection. I'm not in any way suggesting you
can't ask your questions and get answers.

MR . HERSCHMANN : Right. Right. If you --
MR. FRANSON : But ifyou would let me

finish --
MR . HERSCHMANN : Well, I don't -- well, my

only concern is I don't know what you're going to say, and
normally the objection is to form . Everything else is
preserved . Right? So if you want me to, you know, pull
out the rules that apply, all right, then I'll pull out
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the rules that apply.
MR. FRANSON : Okay. At some point is it my

turn?
MR. HERSCHMANN : Sure . As long as it's not

a speaking objection, it's always your tum .
MR. FRANSON : Okay. Youhave made repeated

motions to strike based on nonresponsive. The problem I'm
having with that is, just because you don't like his
answer, that does not mean it's nonresponsive. So what
I'm asking is, each time you do that, we can do it one of
two ways. one, we can respond at that point, or two,
later on we can take it up with the RLJ ifyou ever offer
any or all ofthis into evidence or anyone else does .

But I want it clear that just because you
don't like his answer, that does not mean he's not being
responsive .

MR. HERSCHMANN : Oh, I completely agree
with you. I'm doing this solely to preserve the record so
ifwe go to court one day, the court's going to rule upon,
whether it be the RLJ level or in -- at the courthouse,
we're going to get a ruling from a judge as to whether or
not the question I asked and the answer he gave is
responsive .

It's my subjective view, but I need to
preserve the record that way. That's the only way to do
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1 MR . FRANSON: No, we aren't going to move I
2 on . The problem is -- 2
3 MR. HERSCHMANN : Hold it . Hold it. Let's 3
4 do this. Let's take a break. You can step out, stop the 4
5 video, then we can make a record . We don't have to have 5
6 speaking objections with the witness here . All right? 6
7 So-- 7
8 MR. FRANSON: Now, wait a minute . Why do 8
9 you want the witness out? You made all your objections in 9
0 front ofthe witness. Why do you want the witness out? 10
1 What's the purpose ofthat? I1
2 MR. HERSCHMANN : Because the rules require 12
3 that you either make an objection, you can move to strike 13
4 the testimony, you can state the basis for the objection . 14
5 MR. FRANSON: That's what I'm trying to do, 15
6 and that's what you're not allowing me to do . 16
7 MR. HERSCHMANN : You can say objection 17
8 form, which is really all you need to do to preserve it . 18
9 Right? After that, there are no other objections . And if 19
0 you're going to make a speech as to -- and I don't know 20

21 what you're going to say yet. 21
22 MR. FRANSON: That's the problem, you 22
23 don't . 23
24 MR. HERSCHMANN : That -- that's why if it's 24
25 going to be any type of speaking objection, all right, 25
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1 then I'm going to excuse the witness. If you want to say 1
2 objection and want to address it during a break, I'm more 2
3 than happy to do that. 3
4 MR. FRANSON: Okay. Is it my turn now? 4
5 MR. HERSCHMANN : Well, I don't know what 5
6 you're going to do . If you're going to tell me -- 6
7 MR. FRANSON : That's right . 7
8 MR. HERSCHMANN: Then let's do this . Let's 8
9 take a break. We can discuss it off the record and then 9
10 come back on. 10
11 MR. FRANSON: No, I don't want to discuss I 1
12 it off the record . I want to discuss it on the record . 12
13 MR. HERSCHMANN : Well, we can do it on the 13
14 record . I'm not going to let you make -- 14
15 MR. FRANSON : Then let's do it on the 15
16 record . 16
17 MR. HERSCHMANN : Then let's go off the 17
18 video. We're going to take a break off the video. You 18
19 can leave the transcript . Can you step out of the room, 19
20 please? 20
21 MR. FRANSON: No, he is not going to step 21
22 out. Youseem to have this desire -- 22
23 MR. NIEHAUS : Still on the record? 23
24 MR . FRANSON: Yeah, I want still on the 24
25 record . 25



1 it .
2

	

MR. FRANSON : That's fine .
3

	

MR. HERSCHMANN : If I had the ability to
4

	

strike the testimony, I'd strike it left and right. No
5

	

one's provided me with that authority . So --
6

	

MR. FRANSON: Okay.
7

	

MR. HERSCHMANN: I apologize, then, because
8

	

1 didn't understand where you were going. All right. Let
9

	

me just -- a couple questions, and then we'll take a
10 break. Okay?
1 I

	

BY MR. HERSCHMANN:
12

	

Q.

	

Have you read -- well, let's start with
13

	

Professor Morin. You said there were two textbooks that
14

	

you primarily rely upon . Do you remember giving testimony
15

	

in the 2001 case, you said Professor Morin's testimony
16

	

and -- I'm sorry-- Professor Morin's book and there was
17

	

another book. Do you remember the name ofthat?
18

	

A.

	

Yes. It was David Parcell's book, The Cost
19

	

of Capital, A Regulatory Practitioner's Guide.
20

	

Q.

	

Do either one of those primary sources use
21

	

the criteria that you list in your testimony as to how to
22

	

select comparable companies?
23

	

A.

	

I don't recall if there's any as far as the
24

	

specifics . I do believe that within those textbooks it
25

	

refers to selecting companies within the same industry .

1

	

That is one thing I recall that's extensively throughout
2

	

both of those textbooks, whether or not it's -- if it's a
3

	

natural gas company, whether or not it's in the natural
4

	

gas industry; if it's an electric company, whether or not
5

	

its within the electric industry . I think you'll find
6

	

that within that textbook there's quite a few references
7

	

to using, you know, those type ofcompanies as comparable
8 companies.
9

	

Q.

	

You repeated several times that it'd be in
10

	

the natural gas industry, and I know that you've been
I 1

	

deposed previously as to whether or not these criteria
12

	

have anything to do with comparable risks . Do you
13

	

remember that?
14 A. Yes.
15

	

Q.

	

And I think it's three times now that
16

	

you've said that they're in the natural gas industry .
17

	

Other than being in the natural gas industry, are there
l8

	

any other criteria that you used that have been accepted
19

	

by either Parcell or Professor Morin?
20

	

A.

	

I don't recall . They may -- they may have
21

	

a couple of them as far as the capitalization less than
22

	

5 billion; ofcourse, not that specific amount. They may
23

	

have something in there. Whether or not there's enough
24

	

information available, obviously that's something that any
25

	

analyst has to -- you have to have enough information in
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I

	

order to be able to review and determine what's
2

	

appropriate within a growth rate . If you have a new
3

	

company, then the information that you have is fairly
4 limited .
5

	

Now, as far as how they specifically
6

	

address that in the textbook, I don't recall .
7

	

Q.

	

Have you ever seen any textbook that have
8

	

used the criteria that you've used in your testimony here
9

	

to select the comparable companies?
10

	

A.

	

All these criteria?
11 Q. Yes.
12

	

A.

	

In their entirety? 1 don't recall
13

	

specifically anything where it sets out the specific
14

	

criteria I have here.
15

	

Q.

	

Andis it accurate that youjust adopted
16

	

this criteria from what was given to you in the prior
17

	

prepared testimony, or at least most of the criteria?
18

	

A.

	

Part of it . 1 believe I added something as
19

	

far as the capitalization . This is adopted from testimony
20

	

that I wrote in the last MGE rate case . I don't see that
21

	

it's inappropriate . I think it's very appropriate
22

	

criteria and continues to be pertinent to the case at
23 hand.
24

	

Q.

	

I understand that's your opinion. What I'm
25

	

trying to understand is whether or not you made any effort
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1

	

to validate the criteria that you've used based on
2

	

accepted methodologies in the regulatory finance by either
3

	

using Professor Morin, Professor Parcell or any other
4

	

recognized expert in the industry?
5

	

A.

	

I think this might help with the--
6

	

Q.

	

I'm sorry.
7

	

A.

	

-- with the iss-- well, could you define
8

	

methodology? You keep on saying regulatory methodology .
9

	

Please define methodology. What do you mean by
10 methodology?
1 I

	

Q.

	

Did you use -- well, withdrawn .
12

	

Did you use any type of methodology in your
13

	

testimony in this case?

	

-
14

	

A.

	

Yes, I did.
15

	

Q.

	

Okay. What methodology did you use?
16

	

A.

	

The methodology I used incorporates many
17

	

things as far as all the cost ofcapital models that I
18

	

used, the criteria 1 used to select comparable companies,
19

	

the various ways of estimating growth rates within the
20

	

discounted cash flow model, the evaluation ofthe current
21

	

interest rate environment .
22

	

There are many things . This is not
23

	

something you can narrow down to one specific thing that
24

	

is a methodology that encompasses the entire cost of
25

	

capital analysis . There are many things that come into
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I

	

the debt at Panhandle was --was less costly than actually
2

	

the debt at the gas distribution level. I believe one of
3

	

the concerns within the Panhandle acquisition was whether
4

	

or not there was going to be any increased cost of capital
5

	

that's going to result from that acquisition being
6

	

attempted to be passed on to theMGE ratepayers .
7

	

Q.

	

And you didn't want that to happen, right?
8

	

A.

	

No. 1 think it's inappropriate for that to
9 happen .
10

	

Q.

	

You wanted Panhandle to be segregated,
II right?
12

	

A.

	

We attempted to have Panhandle segregated .
13

	

Q.

	

And eventually Staff signed a stipulation,
14 right?
15

	

A.

	

I don't think we agreed that it was
16 segregated .
17

	

Q.

	

Are you saying that Staff signed a
18

	

stipulation reaching an agreement with Southern Union that
19

	

was then so ordered by the Missouri Commission and you
20

	

didn't agree with the terms that were part of it?
21

	

A.

	

1 submitted testimony and there was a
22

	

Stipulation & Agreement that was achieved . Obviously
23

	

there's individuals that are in charge that decide what's
24

	

appropriate for a Stipulation & Agreement. There are many
25

	

times there are things that are in Stipulation & Agreement
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I

	

that --that I don't necessarily -- you know, that aren't
2

	

part of my issues . So, I mean, there's been confirmation
3

	

that there's not separation of Panhandle and Southern
4 Union.
5

	

Q.

	

Make sure we're clear . Do you disagree
6

	

with the terms of the stipulation that was signed by tile
7

	

Staff and Southern Union and then ordered by the
8

	

Commission? Are there tenors of that stipulation that you
9

	

disagree with?
10

	

A.

	

There were compromises made . I'm not
11

	

saying that I disagree with them . I'm saying there's
12

	

compromises that are made in any type of Stipulation &
13 Agreement.
14

	

Q.

	

Andyou told us previously that there is no
15

	

claim that Southern Union or MGE have violated any
16

	

agreements or orders with tile Missouri Commission or
17

	

Staff, right?
18

	

A.

	

Not as of this point in time, no .
19

	

Q.

	

Is Panhandle's debt nonrecourse to Southern
20 Union?
21

	

A.

	

Yes, it is .
22

	

Q.

	

Do you have any reason to believe that
23

	

that's been changed, that tile debt that is now passed on
24

	

to Southern Union can affect MGE customers?
25

	

A.

	

The -- tile debt is rec-- nonrecotuse . That
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1 play .
2

	

And picking comparable companies based on
3

	

the fact that they're in the same industries is entirely
4

	

appropriate and probably the most important criteria to
5

	

use, which I'd like to add that the subset ofmy
6

	

comparable companies is within Mr . Dunn's comparable
7 companies.
8

	

Q.

	

Did you consult with Mr. Dunn before you
9

	

gave your testimony?
10

	

A.

	

No . I read his testimony.
1 1

	

Q.

	

And the criteria that you've used you used
12

	

over and over again -- withdrawn.
13

	

You said when you wrote the testimony in
14

	

2001 you used this criteria, and previously you told us
15

	

that you got the testimony from someone else and the
16

	

criteria were already there, right?
17 A. Yes.
18

	

Q.

	

So you didn't create these criteria out of
19

	

tile blue yourself, someone else handed it to you, meaning
20

	

Mr. Bible, right?
21

	

A.

	

Iconfirmed that they were appropriate . I
22

	

don't -- I don't write testimony unless I'm comfortable
23

	

with the criteria that's used .
24

	

Q.

	

Now, you've said now I think it's five
25

	

times that the companies in the same industry, and
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I

	

Mr. Dunn actually used all the companies that are in the
2

	

natural gas LDC industry, right?
3

	

A.

	

I'd say he used companies that are actually
4

	

notjust natural gas distribution, they're -- they have
5

	

some nonregulated, more so -- more nonregulated in his
6

	

comparable companies than are in my comparable companies.
7

	

That would explain why the business risk profile in some
8

	

of his companies is higher than what a typical natural gas
9

	

distribution company is .
10

	

Q.

	

Do you recall submitting testimony in
1 I

	

relationship to Southern Union's acquiring Panhandle?
12 A. Yes.
13

	

Q.

	

Were you truthful in that testimony?
14 A. Yes.
15

	

Q.

	

Did you review that testimony with other
16

	

members ofthe Missouri Staffprior to submitting it?
17

	

A.

	

Yes, I did.
18

	

Q.

	

Anything in that testimony that you now
19

	

realize was completely incorrect?
20

	

A.

	

I don't know if there's anything in there
21

	

that was completely incorrect. Not that I recall .
22

	

Q.

	

Was there anything that you've changed your
23

	

testimony saying, I've looked at it now and I was wrong
24

	

when I said these things?
25

	

A.

	

Well, I was surprised to find that the --
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I

	

doesn't mean that there isn't any possibility ofimpact on
2

	

MGE's customers in the future .
3

	

Q.

	

Do you have a reason to believe that
4

	

nonrecourse debt is going to impact MGE's customers in the
5 future?
6

	

A.

	

If -- the debt itself being nonrecourse is
7

	

really not the issue. As I explained in my testimony, at
8

	

one time Southern Union had a business risk profile of
9

	

three. Panhandle on a stand-alone basis had a business
10

	

risk profile of five . Now on a consolidated basis, the
I 1

	

business profile of Southern Union on a consolidated basis
12

	

is now a four .
13

	

Now, ifthat's happened, then because of
14

	

the fact that Southern Union consolidated, which includes
15

	

MGE, has a higher business risk profile, the credit rating
16

	

agencies are going to require more stringent financial
17

	

ratios in order for Southern Union, which includes MGE, to
18

	

maintain any specific credit rating .
19

	

So yes, it is having an impact on the way
20

	

Southern Union is going to be able to finance MGE's
21 operations .
22

	

Q.

	

What's the basis for that statement?
23

	

A.

	

Standard & Poor -- my review of Standard &
24 Poorsanalysis.
25

	

Q.

	

How often do you personally consult with

Associated Court Reporters
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I

	

that's correct .
2

	

Q.

	

What is your definition of nonrecourse?
3

	

A.

	

If Panhandle should go bankrupt, then the
4

	

debtholders of -- ofthe Panhandle debt cannot go after
5

	

Southern Union's assets if bankruptcy should occur.
6

	

Q.

	

What are the priorities that you understand
7

	

to exist in a bankruptcy proceeding as it relates to debt,
8

	

common equity, preferred stock, bondholders? What's your
9

	

general understanding?
10

	

A.

	

Obviously the common stockholders are last
11

	

in line . Then comes preferred, depending on what type of
12

	

preferred . There's some hybrids out there nowadays . 1
13

	

believe Southern Union had some TOPrS, which is a -- it's
14

	

ahybrid . So that would be more or less classified as
15

	

debt, and more suborn'-- that would be subordinate to the
16

	

senior debt . And then comes debt, as far as within the
17

	

context of a bankruptcy proceeding .
18

	

Q,

	

You mentioned TOPrS. What do you
19

	

understand TOPrS to be? What does the acronym stand for?
20

	

A.

	

Trust obligated preferred securities . It's
21

	

something that I believe Enron initiated back in the early
22

	

'90s . They were one ofthe first ones to use the
23

	

security, and it was a way to issue a security that had
24

	

the characteristics of debt, the tax deductibility of
25

	

debt, but at the same time it was receiving some weight as
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1

	

equity with credit rating agencies .
2

	

Q.

	

You understand that TOPrS is trust
3

	

originated preferred securities?
4

	

A.

	

Trust originated preferred securities,
5.

	

correct. And it goes by quite a few different names, just
6

	

like some of these other trade-type financings, there's -
7

	

sometimes it's hard to marow down because there's all
8

	

sorts of names for them .
9

	

Q.

	

Do you understand that Merrill Lynch
10

	

created TOPrS, not Enron?
I 1

	

A.

	

Enron used it . I don't know that Merrill
12

	

Lynch -- I mean, if they created it, I don't know,
13

	

Q.

	

Do you know if the Missouri Commission ever
14

	

considered whether TOPrS are debt or equity?
15

	

A.

	

I believe they did.
16

	

Q.

	

What did they determine?
17

	

A.

	

They determined_ it was equity .
18

	

Q.

	

You said that Southern Union and Panhandle
19

	

were not segregated . What do you mean by that? In what
20

	

way are they not segregated?
21

	

A.

	

For all intents and purposes, their
22

	

operations are, you know, considered part of the corporate
23

	

family . I've seen some comments with Standard & Poor's
24

	

that indicates that cash is going to flow freely between
25

	

Panhandle and Southern Union because it is an integral
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I

	

anyone at Standard & Paces?
2

	

A.

	

It depends. It's just if there's specific
3

	

questions on maybe a research report or -- or maybesome
4

	

issues we have going on with a case . Once every few
5 months .
6

	

Q.

	

Who do you talk to at Standard & Poor's?
7

	

A.

	

I don't talk to any one consistent analyst,
8

	

because obviously there's various analysts that follow
9

	

companies. I believe I've talked to Judith Waite at one
10

	

time. I've talked to -- some of these names, I'm
11

	

just -- are not coming to mind. I know there's one that I
12

	

talk to more often than not, and for whatever reason, his
13

	

name's not coming to mind .
14

	

Q.

	

Has anyone from Standard & Poor's told you
15

	

testimony that youjust gave us or is that your
16

	

interpretation of their change in risk profile?
17

	

A.

	

It's documented within Standard & Porn's
18 reports.
19

	

Q.

	

So this is not your opinion, you're just
20

	

telling us what you think Standard & Poor's says?
21

	

A.

	

I'm telling you what I know what Standard &
22

	

Poor's says .
23

	

Q.

	

But you didn't write any commentary on
24

	

that, you're reading someone else's stuff and you're --
25

	

A.

	

Yes . Pro relying on their commentary,
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1

	

MR. FRANSON : At some point here in the
2

	

next few minutes, could we take a break?
3

	

MR. HERSCHMANN : Sure . Literally I'm
4

	

almost there .
5

	

THEWITNESS: Let me back up . You wanted
6

	

to know one other -- one other person I talked to at
7

	

Standard & Poor's, Todd Shipman. 1 don't know why I just
8

	

thought about that, but I did.
9

	

BYMR. HERSCHMANN :
10

	

Q.

	

Not aproblem. Thank you. Todd Shipman?
I I

	

A.

	

Todd Shipman.
12

	

Q.

	

So -- we're almost at a break. I apologize
13

	

we've gone this long,
14

	

Now, you said the investors are the whole
15

	

range . You mean shareholders, bondholders, preferred
16

	

stock, the full range of investors, right?
17

	

A.

	

Anybody that invests capital into the
18

	

company, that's correct .
19

	

Q.

	

And when S&P gives a credit rating, what
20

	

are they taking about?
21

	

A.

	

They're talking about the creditworthiness
22

	

of the company as far as its ability to meet the interest
23

	

expense on the debt outstanding.
24

	

Q.

	

Andwhen you have a credit rating, they
25

	

rate your debt, right?

Page 69

	

J

1

	

A.

	

They can rate specific debt issuances.
2

	

They also have a corporate credit rating which evaluates
3

	

theoverall creditworthiness ofthe company.
4

	

Q.

	

And Southern Union's BBB credit rating--
5 withdrawn.
6

	

What is the rating on Southern Union's
7 debt?
8

	

A.

	

Right now it's BBB with S&P.
9

	

Q.

	

And do you agree that the stipulation and
10

	

order from the Missouri Commission forbids the flowing of
1 I

	

cash freely between the Panhandle and Southern Union
12 entities?
13

	

A.

	

I believe there was a condition that
14

	

referred to restrictions on cash down to Panhandle, not
15

	

necessarilycash up from Panhandle.
16

	

Q.

	

And you have no reason to believe, sitting
17

	

here today, that Southern Union has or will violate that
19

	

agreement, right?
19

	

A.

	

I don't have any evidence that they
20 violated .
21

	

Q.

	

Or that they will do it, right?
22

	

A.

	

I don't know if they will violate it .
23

	

Q.

	

Do you have any evidence?
24

	

A.

	

I don't have any evidence. I mean,
25

	

obviously if it is violated in the future, that would have
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I

	

part of the business . There really isn't anything
2

	

specifically separating the two, which is evidenced by the
3

	

fact that they have the same credit rating and Standard &
4

	

Poor's have said that they will continue to have the same
5

	

credit rating because they view it as a consolidated
6

	

enterprise and the credit risk of one is the same as the
7

	

credit risk of another, and because of the fact that they
8

	

feel that management will pay the debt service at Southern
9

	

Union or Panhandle in however way it can, regardless where
10

	

themoney comes from .
1 i

	

Q.

	

Can Southern Union guarantee any of
12

	

Panhandle's obligations?
13

	

A.

	

I believe that was a condition in the
14

	

merger case where it was said that we would not allow them
15 to .
16

	

Q.

	

And did Southern Union agree to that
17 condition?
18

	

A.

	

It's in the Stipulation & Agreement, so 1
19

	

believe that's the case .
20

	

Q.

	

So are you now saying that Southern
21

	

Union -- it's your testimony that Southern Union intends
22

	

to violate that agreement?
23

	

A.

	

I'm indicating what Standard & Poor's says,
24

	

that if there's -- if the management needs to do it, they
25

	

will -- cash will go to pay the debt service at -- at
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l

	

Panhandle or Southern Union.
2

	

Q.

	

I want to make sure I'm very clear on this .
3

	

Are younowsaying that Standard & Poor's says that if
4

	

Panhandle goes into bankruptcy, Southern Union is going to
5

	

violate an Order of this Missouri Commission to which the
6

	

Staffhad stipulated and signed an agreement with Southern
7

	

Union based on what S&P says?
8

	

A.

	

I'm not saying that they will violate . I'm
9

	

just indicating that this is what Standard & Poops sees
10

	

as far as when they evaluate the creditworthiness ofthe
11 company.
12

	

Q.

	

Did you ever contact S&P and tell them, by
13

	

theway, while I'm talking to you, you said this, but are
14

	

you aware of the order and the stipulation that says
15

	

Southern Union is prohibited from doing it and has agreed
16

	

not to do it?
17

	

A.

	

No, I haven't talked to them specifically
IS

	

about that.
19

	

Q.

	

Do you recall that the Supreme Court talks
20

	

about balancing the interests of customers and investors?
21 A . Yes.
22

	

Q.

	

What do you understand investors to be?
23

	

A.

	

Investors can be the whole range, your debt
24

	

investors, your equity investors, your preferred stock
25

	

investors, the whole gambit .
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I

	

regulatory finance?
2

	

A.

	

He's one ofthe most widely quoted, that's
3 correct.
4

	

Q.

	

And you've testified previously that you
5

	

read his book and relied upon it, right?
6

	

A.

	

I've read his book and relied on portions
7

	

of his book .
8

	

Q.

	

Anything in Professor Morin's book that you
9

	

deem to be incorrect?
10

	

A.

	

I've had disputes with some of his
1 I

	

judgments on the discounted cash flow model and whether or
12

	

not it deserves an upward or a downward adjustment because
13

	

ofsome contradictions I found within his book .
14

	

Q.

	

You're not a professor of finance, right?
15

	

A.

	

No, I'm not.
16

	

Q.

	

You don't lecture at any universities,
17 right?
18

	

A.

	

No, I don't.
19

	

Q.

	

You're not -- you've never lectured on
20

	

finance for the regulatory industry at the Center for the
21

	

Study ofRegulatory Industry, right?
22

	

A.

	

No, I haven't .
23

	

Q.

	

Do youhave a bachelor's degree in
24

	

electrical engineering?
25

	

A.

	

No, 1 don't.
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I

	

Q.

	

Do you have a Ph .D . in finance?
2

	

A.

	

No, I don't .
3

	

Q.

	

You haven't lectured at Wharton, right?
4

	

A.

	

No, I haven't.
5

	

Q.

	

You haven't lectured at Dartmouth College,
6 right?
7 A, No .
8

	

Q,

	

You don't give any seminars on regulatory
9

	

finance, right?
10 A. No .
I 1

	

Q.

	

You haven't written any articles about it,
12 right?
13 A. No.
14

	

Q.

	

Have you been quoted in any regulatory
15

	

finance periodicals or books as being an authoritative
16 figure?
17

	

A.

	

Not that I'm aware of.
18

	

Q.

	

Have you ever been qualified as an expert
19

	

in any court in the country?
20

	

A.

	

I've been qualified as an expert in front
21

	

of the Missouri Public Service Commission, but not -- 1
22

	

haven't testified in court.
23

	

Q.

	

Okay. Let me -- please listen to my
24

	

question carefully, then . With all due respect, I move to
25

	

strike the last part -- the last answer as not responsive .

I

	

to be determined at that point in time .
2

	

Q.

	

Right. I'm asking you, sitting here today,
3

	

do you have any evidence that Southern Union intends to
4

	

violate any provisions ofthe agreement?
5

	

A.

	

No, 1 don't have any evidence that Southern
6

	

Union intends to violate that provision .
7

	

MR. HERSCHMANN : Why don't we take a break?
8

	

MR. NIEHAUS: We're going offthe record at
9

	

10:30 a.m . Off the record .
10

	

(A BREAK WAS TAKEN.)
I 1

	

MR. NIEHAUS: We're back on the record at
12

	

11 :04 a.m .
13

	

BY MR. HERSCHMANN :
14

	

Q.

	

Before we broke -- and, again, I apologize
15

	

for the exchanges that counsel and 1 have had, and we've
16

	

agreed not to talk over each other -- you mentioned seeing
17

	

Professor Morin's book that 1 had sitting here, and you
18

	

told us earlier that you had read his book ; is that right?
19 A. Yes.
20

	

MR. HERSCHMANN: Can you mark this, please,
21

	

as Exhibit 2?
22

	

(MURRAY EXHIBITNO. 2 WAS MARKED FOR
23

	

IDENTIFICATION BY THE REPORTER.)
24 BY MR. HERSCHMANN :
25

	

Q.

	

Can you take a look, just take a moment to

1

	

read Murray Exhibit 2 to yourself.
2

	

MR. FRANSON: Mr . Herschmann, this Murray
3

	

Exhibit 2, besides having some information about
4

	

Dr. Morin, has other things in the background, various
5

	

equations and things like that.
6

	

MR.HERSCHMANN : I'll show you the book .
7

	

That's what --
8

	

MR. FRANSON: Oh, okay. So it is actually
9

	

theback cover of the book. Okay . Thankyou.
10

	

MR. HERSCHMANN: So the record is clear --
I I

	

MR. FRANSON: That's what I needed to know .
12

	

MR. HERSCHMANN : -- what Murray Exhibit 2
13

	

is is a photocopy of the back portion of this book that
14

	

was published in 1994 .
15

	

THEWITNESS: It's fun rate of return type
16

	

ofequations. That's what's on the back, for purposes of
17

	

therecord . Yes, I've read it .
18

	

BYMR. HERSCHMANN :
19

	

Q.

	

And would you agree that Dr . Mor-- I'm
20

	

sorry -- Professor Morin is an expert on regulatory
21 finance?
22

	

A.

	

Ibelieve he's an authoritative figure,
23

	

that's correct .
24

	

Q.

	

And do you believe Professor Mot in to be
25

	

one ofthe leading authoritative figures in the country on
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attomey/client .
MR. HERSCHMANN : Are you instructing him

not to answer?
MR. FRANSON: On that question, yes, I am.

BY MR. HERSCHMANN :
Q.

	

Let me see if 1 can break it down . What
did you discuss with Mr. Schwarz -- withdrawn .

Mr. Schwarz is one of the attorneys at the
Commission, right?

A.

	

Yes, he is .
Q.

	

What did you discuss with Mr. Schwarz as it
relates to the submission of your testimony in this
matter?

MR. FRANSON: Objection, and the witness is
directed not to answer on the basis of attorney/client
privilege.
BY MR. HERSCHMANN :

Q.

	

Did you discuss -- well, withdrawn .
Did you provide drafts of your submitted

prepared testimony to any attorneys for review prior to
submission?

A.

	

Yes, I did .
Q.

	

And which attorneys did you provide it to?
A.

	

Mr. Bob Berlin, Mr . Robert Schallenberg,
Mr . Tim Schwarz.

Page 77

	

I

Q.

	

Is Mr. Schallenberg an attorney?
A.

	

Did I say Mr. Schallenberg?
Q. Yes .
A.

	

I'm sorry. I meant Mr . Robert Franson.
Q.

	

And did you receive comments back from any
of the attorneys on your testimony?

A.

	

Yes, I did.
Q.

	

Did you adopt those comments into your
testimony?

MR. FRANSON: Objection as to
attorney/client, and the witness is directed not to answer
that question .
BY MR. HERSCHMANN:

Q.

	

You mentioned previously that in
relationship to Panhandle, there's the potential that it
could affect MGE customers. Do you remember that
testimony?

A. Yes.
Q.

	

And did you mean that it could affect MGE
customers in relationship to rates?

A. Yes.
Q.

	

Howdo rates get imposed in the state of
Missouri?

A.

	

I don't understand your question .
Q.

	

Well, can MGEjust increase their rates if
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I Has any court, anyjudge sitting in a 1
2 courtroom, either state or federal level, designated you, 2
3 admitted you as an expert witness? 3
4 A. Not in court, no . 4
5 Q. Did you ever read Dr . Morin's earlier 5
6 treatise on the cost of capital that was published in 6
7 1984? 7
8 A. Maybe portions of it . 8
9 Q. Where did you obtain that version of the 9
10 book? 10
1 I A. We had that in our department as well . I I
12 Q . Have you ever acted as an -- withdrawn. 12
13 Have you ever submitted any testimony on 13
14 behalf of any companies previously? 14
15 A. No, I have not. 15
16 Q. Have you ever appeared before any other 16
17 commissions other than the Missouri Commission? 17
18 A. No, I have not. 18
19 Q. Do you ever receive any calls for any 19
20 consultation from any regulatory agencies asking for your 20
21 opinion on rates of return? 21
22 A. Not specifically on rates of return, no . 22
23 Q. And it's your testimony that things that 23
24 are contained in Dr . Morin's book that you've acknowledged 24
25 as one ofthe leading cited treatises in the country you 25

Page 75

I disagree with? I
2 A. There's a contradiction, yes, there is- 2
3 Q. Did you ever contact Dr. Morin to inform 3
4 him that you disagree with what he says? 4
5 A. No . 5
6 Q. Did you ever send any letters to the 6
7 publishers to say that Dr. Morin is wrong? 7
8 A. No . 8
9 Q. Have you ever heard any court rule that 9
10 Dr. Morin's application of the information as contained in 10
I 1 his book is inaccurate? 1 I
12 A. I'm not aware of such . 12
13 Q. Did you determine that Dr. Morin was wrong 13
14 back in 2001 when you submitted your testimony in this 14
15 case? 15
16 A. No. 16
17 Q. Now, you told us previously that in 17
18 preparing your testimony you consulted with the two 18
19 attorneys that were here, right? 19
20 A . Yes. 20
21 Q . And you spoke to Mr . Schwarz, tight? 21
22 A. Yes. 22
23 Q. And can you tell us what you discussed with 23
24 each of the attorneys about your testimony? 24
25 MR. FRANSON: Objection as to 25
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Commissioners themselves are going to allow Southern Union
to disregard the Commission's order as it relates to
Southern Union's acquisition of Panhandle?

A.

	

No, Ido not.
Q.

	

Now, when you selected your proxy group,
you pulled information from 2002 ; is that right?

A.

	

For the -- yeah, for selection of the
criteria . Let me just refer to my testimony here .

Q. Sure .
A.

	

Actually, the information in order to -- to
determine the comparable group was based on the natural
gas industry summary from Edward Jones as of
December 3I st, 2003 . So that, you know, is not
necessarily 2002 calendar year information .

Q.

	

When you took the five-year averages, and
if you look at Schedule 15-2, you selected that from 1997
and 2002, right?

A. Yes.
Q.

	

And were the 2003 financial numbers
available to you as ofApril 15th of2004?

A.

	

I didn't do my study as April 15, 2004.
That's the date the testimony was filed. The time the
study was being performed, the only information that we
had at our disposal was ValueLine's rating reports as of
December 19, 2003 .

Page 81

Q.

	

Do you know whether or not -- or how many
weeks before your testimony was submitted that 2003
numbers came out?

A.

	

I don't recall .
Q.

	

Ifthe 2003 numbers were available several
weeks before you submitted your testimony, was there a
reason you didn't use 1998 to 2003?

A.

	

The study had already been performed. 1
didn't see any reason to -- I don't know if it was
available or not. A lot oftimes the information that is
available is estimates because the annual reports that are
filed by the companies can be fairly late in the game and
when were already doing our analysis .

Q.

	

Ifthe 2003 information was available and
that would drastically change the numbers contained on
Schedule 15 .2 and forward, would that cause you any pause
in changing your recommendations?

A. No .
Q.

	

When you did the 1997 to 2002, did you take
the numbers in 1997 and the numbers in 2002, or did you
use the data for all the preceding -- succeeding years?

Do you understand my question?
A.

	

I don't understand your question .
Q.

	

Sure. When you took the annualized
compound growth rates, did you take the numbers in 1997
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1 they wanted to? 1
2 A. Unilaterally? 2
3 Q. Right. 3
4 A. No. 4
5 Q. Do they actually have to file an 5
6 application with the Missouri Commission? 6
7 A. Yes, they do . 7
8 Q. And then do Staffbecome a party to that 8
9 proceeding? 9
10 A. Yes, we do . 10
11 Q. Does the Office of the Public Counsel I I
12 become a party to the proceeding? l2
13 A. Typically they do . Yes, they do . 13
14 Q. Is there potential for other parties to 14
15 intervene and join the matter? IS
16 A. Yes. 16
17 Q. And then after that occurs, does the 17
18 Missouri Commission make a decision whether or not to 18
19 authorize an increase in rates? 19
20 A. If it proceeds to hearing and goes through 20
21 the full litigation process, that's correct . 21
22 Q. So if, for argument's sake, you were right 22
23 that S&P's statement that cash will flow freely between 23
24 Panhandle and Southern Union and it would impact Missouri 24
25 ratepayers, Southern Union would have to go back to the 25
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1 Missouri Commission to get approval, right? 1
2 Let me withdraw that question . That wasn't 2
3 clear. I apologize. 3
4 You told us that S&P has said that cash 4
5 will flow freely between Panhandle and Southern Union, 5
6 right? 6
7 A. Yes. 7
8 Q. And you told us you had a concern that 8
9 Missouri ratepayers may be impacted negatively by Southern 9
10 Union's investment of Panhandle, right? 10
II A. That's a possibility, yes. I I
12 Q. And the only way that the ratepayers can be 12
13 impacted negatively is ifthe rates go up, right? 13
14 A. I disagree with that. 14
15 Q. Well, let's talk about on a financial 15
16 basis . If Southern Union -- withdrawn. 16
17 IfMGE wants to charge more money to 17
18 Missouri ratepayers, they have to get permission, right? 18
19 A. Yes. 19
20 Q. Andthe Missouri Commission can say no, 20
21 right? 21
22 A . Yes. 22
23 Q. And they can get no increase, right? 23
24 A . it's a possibility, yes. 24
25 Q. Do you have any reason to believe that the 25



I

	

and the numbers in 2002 and then determine what the growth
2

	

rate is, or did you take 1997, 1998, 1999, 2000, 2001 and
3

	

then 2002?
4

	

A.

	

What you're referring to is -- and I'm
5

	

going to kind of add some words to what you -- the
6

	

question you asked . What you're referring to is an
7

	

arithmetic average, 1 believe, of 1997, 1998, 1999, 2000,
8

	

2001, 2002 . If you're doing an arithmetic average, you
9

	

would be looking at all those specific dates.
10

	

I'm using a compound average which looks at
11

	

the beginning and the ending point, which determines a
12

	

compound growth rate for that period of time. So 1 don't
13

	

know ifyou understand exactly what I just explained to
14

	

you, but I believe that gets to the heart ofyour
15 question .
16

	

Q.

	

So the answer would be, you looked at the
17
18
19
20
21
22

	

'98 or '99 or one of the intervening years to see whether
23

	

there were any anomalies during those years that may
24

	

impact your calculations?
25

	

A.

	

No . And let me just clarify something.

I

	

You said any information within 1998 through 2001 . If
2

	

there were anomalies within that data, that's not going to
3

	

affect that compound growth rate . That compound growth
4

	

rate is based on 1997 and 2002, as you just indicated.
5

	

Q.

	

And is it then accurate that you looked at
6

	

five years and ten year datas and then averaged the five
7

	

year and ten year datas together?
8 A . Yes.
9

	

Q.

	

In some portion of your testimony you talk
10

	

about attempting to back out Panhandle from Southern
1 I

	

Union. Do you recall that?
12

	

A.

	

I recall that . I don't recall the specific
13 page .
14

	

Q.

	

I think it's going to be page 22 .
15

	

A.

	

Starts at 21 .
16

	

Q.

	

Start at 21, exactly right. Thank you.
17

	

A.

	

I recall that, and I see it now.
18

	

Q.

	

Can you tell us what methodology you used
19

	

to back out Panhandle from Southern Union?
20

	

A.

	

Quite simple . I just looked at the
21

	

Southern Union's balance sheet as of December 31 st, 2003,
22

	

which could be an annual report or a response to a Data
23

	

Request from us, the Staff. And then I just looked at
24

	

Panhandle's I OK, which was filed at the SEC as of
25

	

December Ist, 2003 .
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I

	

And when I reviewed that, I realized that
2

	

Southern Union was attributing 646,818,000 common equity
3

	

to Panhandle's operations, along with the assumed debt of
4

	

1 .205 billion -- that's a round figure -- of long-term
5

	

debt, which includes current maturities on that debt .
6

	

And then in order to determine what the
7

	

capital structure may be if you excluded Panhandle, you
8

	

would have to take both of these items out . And that was,
9

	

like I said, specifically within the IOK filed with the
10

	

SEC by Panhandle itself So I have no reason to dispute
1 I

	

the accuracy of those numbers.
12

	

Q.

	

Are you a CPA?
13

	

A.

	

No, I'm not.
14

	

Q.

	

The methodology that you just described,
15

	

does that conform to Generally Accepted Accounting
16 Principles? . .

22

	

the process that 1 did with a couple ofpeople .
23

	

Q.

	

Who did you discuss it with?
24

	

A.

	

Bob Schallenberg.
25

	

Q.

	

What did Mr . Schallenberg tell you?

Page 85

1

	

A.

	

Heseemed to think it was appropriate,
2

	

being that it was SEC financial statements and that's the
3

	

equity that Panhandle would -- associates with -- or
4

	

excuse me-- Southern Union associates with Panhandle,
5

	

which is very close to the purchase price above and beyond
6

	

the assumed debt. So it's only reasonable to assume that
7

	

that's the equity that is associated with Panhandle.
8

	

Q.

	

When you say it's only reasonable to
9

	

assume, you're saying that as a layperson, right, not as
IO

	

an accountant?
I t

	

A.

	

No, I'm not an accountant.
12

	

Q.

	

So you don't have any expertise to provide
13

	

in relationship to whether or not that is in conformity
14

	

with the Generally Accepted Accounting Principles, right?
15

	

A.

	

I don't have accounting expertise, but it's
16

	

just something that, if you're going to exclude
17

	

Panhandle's operations, there's obviously equity
18

	

associated with that, with its -- you know, with the
19

	

financing of that -- ofthat operation, which is proven by
20

	

the fact that Southern Union paid cash above and beyond
2l

	

the assumed debt. I mean, what else would you call that?
22

	

Q.

	

Well, obviously I'm not an accountant. So
23

	

what I'm trying to get at, this is your layperson's
24

	

opinion as to how you should go about doing that?
25

	

A.

	

This is my financial analysis expert
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information in 1997 and 2002 and then made your
calculations, right?

17 A. I don't know .
18 Q. Did you consult with anyone at the Missouri

A. That's how you calculate a compound growth 19 Commission to find out whether your proposed methodology
rate, yes. 20 had anything to do with GAAP?

Q. And did you ever look at the information in 21 A. Not specifically with GAAP . I talked about
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I

	

MR. FRANSON: Objection, because again
2

	

attomey/client privilege .
3

	

MR. HERSCHMANN: You're going to again
4

	

instruct him not to answer that?
5

	

MR. FRANSON: He's again instructed not to
6 answer .
7

	

BY MR. HERSCHMANN :
8

	

Q.

	

Do you recall making an adjustment in your
9

	

testimony of 32 basis points in relationship to MGE?
10

	

A.

	

Yes, f did.
1 I

	

Q.

	

What were you trying to adjust for when you
12

	

made that calculation?
13

	

A.

	

The risk differential between MGE and the
14

	

comparable companies.
15

	

MR. HERSCHMANN : Can we just take a
16

	

one-minute break?
17

	

MR. NIEHAUS : We're going off the record at
18

	

11 :28 a.m. Off the record .
19

	

(A BREAK WAS TAKEN.)
20

	

MR. NIEHAUS : Were back on the record at
21

	

11 :39 on Tape 2.
22 BY MR. HERSCHMANN:
23

	

Q.

	

Mr. Murray, when we were talking about you
24

	

using the 2002 data and I asked you if the 2003
25

	

information was available, would you update your

Page 89

I

	

calculations if there were some significant changes, the
2

	

question is, would you make those adjustments?
3 A. No .
4

	

Q.

	

What is the reason that you would not make
5

	

adjustments if the information was available to you prior
6

	

to submitting your testimony?
7

	

A.

	

Because I reviewed the information I have
8

	

as far as growth rates and I noticed that the historical
9

	

and projected were fairly close. And I don't know that,
10

	

especially when you're doing a proxy group analysis, that
I 1

	

there's going to be that much of a difference if you
12

	

update a few of the historical numbers.
13

	

I'mnot just looking at the historical
14

	

numbers when I determine what is an appropriate growth
15

	

rate . And sojust because there maybe some updated
16

	

historical information or what have you, I don't know that
17

	

the -- the growth prospects have fundamentally changed
18

	

that much .
19

	

Q.

	

Did you even look at the 2003 numbers prior
20

	

to preparing your testimony in this case?
21 A. No .
22

	

Q.

	

Did you discuss with anyone tire changes in
23

	

the economy between 2001, 2002 and 2003?
24

	

A.

	

We discuss the changes in the economy on a
25

	

frequent basis within our department as far as the

I opinion.
2

	

Q.

	

Did you just become an accountant in the
3

	

last question?
4

	

A.

	

No. I said this is my financial analysis
5

	

expert opinion . I'm a financial analyst .
6

	

Q.

	

Are you telling us that, as a financial
7

	

analyst, you have the expertise to determine the proper
8

	

wayunder accounting principles to back out Panhandle from
9

	

Southern Union's consolidated capital structure?
10

	

A.

	

I'm saying from a financial analyst
I I

	

perspective, 1 realize that . any time an acquisition is
12

	

made, some of that includes debt, some of that includes
13

	

equity. And this 646,818,000 ofcommon equity closely
14

	

approximate the cash price paid for Panhandle of
15

	

662 million . Sojust from analyzing the numbers, which is
16

	

what financial analysts do, this seems quite appropriate,
17

	

and it's also -- the equity is filed with the SEC in the
18 IOK.
19

	

-

	

Q.

	

If it turns out that your process is
20

	

completely wrong under accounting principles, does that
21

	

change your opinion at all?
22

	

A.

	

I'd have to see what -- what you think is
23

	

wrong with it .
24

	

Q.

	

It wouldn't be from me, sir . I'm asking if
25

	

it turns out that GAAP says your process is completely

1

	

wrong, would that change your opinion?
2

	

A.

	

No, because I think this is the equity
3

	

associated with Panhandle.
4

	

Q.

	

And you're as sure of that answer as
5

	

everything else you've put in your testimony, right?
6 A. Yes.
7

	

Q.

	

Can you tell us for each ofthe attorneys
8

	

that reviewed your testimony exactly what changes they
9

	

suggested to you? First question .
10

	

MR.FRANSON: Objection, attomey/client
I I

	

privilege, and the witness is directed not to answer that
12 question .
13 BY MR. HERSCHMANN :
14

	

Q.

	

Can you tell us, did you adopt any of the
15

	

attorneys' changes in your testimony prior to submitting
16

	

it in this case?
17

	

MR. FRANSON: Same objection. And again,
18

	

the witness is directed not to answer that question .
19 BY MR. HERSCHMANN :
20

	

Q.

	

Did you ever have any meetings with the
21

	

attorneys that you've mentioned and any other Staff
22

	

members at the Commission in relationship to this case?
23

	

A.

	

Yes, I did.
24

	

Q.

	

Tell us what was discussed in those
25 meetings .
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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 11 :43 a.m.
4 A. They did. 4 (AN OFF-THE-RECORD DISCUSSION WAS HELD .)
5 Q. Have you discussed the increase in the 5 MR. NIEHAUS: Were back on the record at
6 price of stocks and the overall economy with anyone at the 6 11 :43 a.m.
7 Commission in relationship to your testimony? 7 BY MR. HERSCHMANN :
8 A . In relation to the testimony, l don't 8 Q. I'm sorry. I 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?
I I fact that, hey, if we use the 2003 numbers, all the I I 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
13 A. No, I did 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, I do . 16 Counsel's office during the breaks?
17 Q. It's important to the ratepayers, right? 17 A. No .
18 A. Yes, it is . IS 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, it is . 21 11 :44 a.m .
22 Q. Its important to the Commissioners 22 (A BREAKWAS TAKEN.)
23 themselves, right? 23 MR. SWEAKENGEN : We are finished for today.
24 A. Yes, it is . 24 MR . FRANSON: And does that mean you dolt
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 as recently as 2004 in your testimony, right? 1 things like that?
2 A. I do . 2 MR . SWEARENGEN : Of course not.
3 Q. And yet when it comes to the actual 3 MR. FRANSON: Okay . That's what I thought .
4 financial numbers that would impact your total 4 Staffwill -- Mr . Murray will waive presentment, but not
5 recommendations, you didn't make the effort to use the 5 signature on the written transcript.
6 most available financial information, right? 6 And I also note Mr . Micheel didn't make it
7 A. I used the most available information I had 7 back, but Staffhad no redirect. 1 have no idea whether
8 at the time I did the study. 8 Mr. Micheel had any questions or not, but that's all 1
9 Q. ValueLine cut you off in April of 2004? 9 have to say .
10 A. ValueLine never cut us off. It was the 10 (PRESENTMENT WANED; SIGNATURE REQUESTED.)
1 I information we had when we were doing the study. 11
12 Q. Youhave 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
I S Q. And ifValueLine 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, Iam. 25
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1 exhibits at this time .

2

	

JUDGE JONES : Is that 88, 89, 90?

3

	

MR . MEYER : And associated HC for 90 .

4

	

JUDGE JONES : And is there also 1088, 1089,

5 1090?

6

	

MR . MEYER : Yes .

7

	

JUDGE JONES : Are there any objections?

8

	

MR . SWEARENGEN : Company has none .

MS . O'NEILL : No objection .

10

	

JUDGE JONES : Exhibits 87, 88, 89 -- I'm sorry

11 88, 89, and 90 and 1088, 1089 and 1090 are admitted into the

12 record .

13

14 were received into evidence .)

MR . MEYER : I will tender the witness for

16 cross examination .

17

	

JUDGE JONES : Is there cross-examination from

18 the office of Public Counsel?

19

	

MS . O'NEILL : No questions, your Honor .

JUDGE JONES : And any questions from Aquila?

21

	

MR . SWEARENGEN : I have a few, Judge .

JUDGE JONES : Please proceed .

23 CROSS-EXAMINATION BY MR . SWEARENGEN :

24

	

Q .

	

Good morning, Mr . Murray,

25 A . Morning .

9

15

20

22

(Exhibit Nos . 88, 89, 90, 1088, 1089 and 1090

MIDWEST LITIGATION SERVICES
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1

	

Q .

	

How are you today?

2

	

A .

	

Pretty good . How are you doing?

3

	

Q .

	

Fine . Thank you .

4

	

Let me just try with you to frame up the issue

5 in this case, if I can . Is it fair to say that one part of

6 this cost of capital issue is how much equity should be

7 considered in a capital structure for rate-making purposes?

8

	

A .

	

Capital structure is an issue .

9

	

Q .

	

Okay . And how much equity --

10

	

A .

	

Is a part of that capital structure, that's

11 correct .

12

	

Q .

	

-- is part of that capital structure?

13

	

And then another piece of that, along the

14 lines of the equity side, is how much should that equity

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

16 is that fair?

17

	

A .

	

That's correct .

18

	

Q .

	

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

19 the Aquila, Inc . corporate capital structure as of

20 December 31, 2002 ; is that not correct?

21

	

A .

	

That's correct . As the test year .

22

	

Q .

	

That's the test year of capital structure of

23 the parent corporation, Aquila, Inc .?

24

	

A .

	

That's correct .

25

	

Q .

	

And what is the equity ratio of that capital

Page 1611
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1 structure?

2

	

A .

3 of test year December 31st, 2002 for Aquila, Inc . i s 35 .31

4 percent .

5

	

Q .

	

And that's the equity ratio you think the

6 Commission should adopt in this case for rate-making

7 purposes?

8

	

A.

	

That's correct .

9

	

Q .

	

And what is your understanding of what the

10 company thinks the equity ratio should be?

11

	

A .

	

They base it -- they base their equity ratio

12 on what they term allocated capital structure, which

13 comprises of what they claim is 47 .5 percent equity ratio .

14

	

Q .

	

Now, is it fair to say that you have done a

15 discounted cash flow or DCF analysis of a group of companies

16 to determine what you think the authorized return on equity

17 ought to be as a result of this case?

18

	

A . Yes .

19

	

Q .

	

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

20 range of 8 .64 to 9 .64 percent ; is that true?

21

	

A .

	

That's correct .

22

	

Q .

	

And what's the midpoint, 9 .1?

23

	

A .

	

9 .14, that's correct_

24

	

Q .

	

And what is your understanding of the

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

The equity ratio for purpose of rate making as

MIDWEST LITIGATION SERVICES
Phone: 1 .800.280.DEPO(3376) Fax: 314.644.1334 Web: 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 .

10 be in the capital structure for rate-making purposes, the

11 greater the revenue requirement?

12

	

A .

	

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 have a very

17 leveraged 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

	

Q .

	

Well, if equity is the highest cost of

21 capital, if you have more equity in that capital structure,

22 the revenue requirement associated with that would be

23 greater, would it not?

24

	

A .

	

Like I said, the rate of return is the

25 ultimate number . If you have more equity in the capital

And so the more equity that is determined to

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) Fax: 314.644.1334 Web: www.missouridepos .com
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1 structure, assuming all risk is held constant such as

2 business risk, then that return on equity, because there

3 would be less financial risk, would be -- you know, could be

4 lower and also the cost of the debt could be lower .

So, therefore, it's -- it's -- your overall

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

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

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

9 100 percent debt level that's higher than if you had some

10 equity in your capital structure .

11

	

Q .

	

Let's bring it back then to this case and the

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

13 35 percent equity ratio and the company's arguing for a

14 47 percent equity ratio . Given that difference, in your

15 mind, isn't there a significant revenue requirement

16 difference between the two proposals?

17

	

A .

	

I believe so .

18

	

Q .

	

And what would that be? Can you quantify

19 that?

20 A

21 the last reconcilement I saw was 20 million, but that's with

22 capital structure and return on equity .

23

	

Q .

	

So together, capital structure and return on

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

25 judgment?

5

Transcript of Hearing, Vol. I8
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I don't -- I think the two issues combined in
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1

	

A .

	

That's based on some accounting records that

2 I've been told about as far as the reconcilement .

3

	

Q .

	

Would you agree that all other things being

4 equal, a lower equity ratio should be accompanied by a

5 higher cost of equity, all other things being equal?

6

	

A .

	

All other being equal such as business risk,

7 that's correct .

8

	

Q .

	

And a lower equity ratio should be accompanied

9 by a higher cost of debt as a general proposition . Is that

10 a fair statement?

11

	

A .

	

Assuming you hold everything constant, it's

12 the same company and the same business risk, same -- which

13 includes -- business risk includes all sorts of risk such as

14 regulatory --

'15

	

Q .

	

All other things being equal .

16

	

A.

	

Everything being equal, that would be a

17 logical -- that's financial theory .

18

	

Q .

	

Thank you .

19

	

And for a given firm, would you agree the cost

20 of equity should always be higher than cost of debt because

21 equity returns are subordinated to interest payments?

22

	

A .

	

I agree with that .

23

	

Q .

	

Do you have your Direct Testimony there in

24 front of you?

25

	

A .

	

Yes, I do .

MIDWEST LITIGATION SERVICES
Phone : 1.800.280.DEPO(3376) Fax: 314.644.1334 Web: www.missouridepos.com
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Q .

	

If you'd turn to page 5 and there I believe --

3

	

A .

	

Yes, I am .

4

	

Q .

	

Beginning on line 33 you set out part of the

5 decision in what is commonly referred to as the Hope Natural

6 Gas case ; is that true?

7

	

A . Yes .

8

	

Q .

	

And part of that Hope decision discusses the

9 rate-making process ; is that true?

10

	

A . Yes .

11

	

Q .

	

And that's the process that we're in before

12 the Commission in connection with this case . Would you

13 agree?

14

	

A . Yes .

15

	

Q .

	

And in connection with that, would you agree

16 that, as you've indicated at line 33 of your testimony, that

17 the United States Supreme Court held in that case that the

18 return to the equity owner should be commensurate with

19 returns on investments and other enterprises having

20 corresponding risks?

21

	

A .

	

I believe that's what was stated in that case

22 in 1944, that's correct .

23

	

Q .

	

And then as you note on line 35, that decision

24 goes on to state, That return, moreover, should be

25 sufficient to assure confidence in the financial integrity

MIDWEST LITIGATION SERVICES
Phone: 1.800.280.DEPO(3376) Fax : 314.644.1334 Web: www.missouridepos.com
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1 of the enterprise so as to maintain its credit and attract

2 capital?

3

	

A .

	

That's correct .

4

	

Q .

	

And over at the top of page 6 of your Direct

5 Testimony at lines 1 and 2, you indicate by I think

6 paraphrasing the Hope case that the Hope case restates the

7 concept of comparable returns to include those achieved by

8 any other enterprises having corresponding risks . Correct?

9

	

A .

	

That's correct .

10

	

Q .

	

Then over on page 7 of your Direct Testimony,

11 referring to lines 3 through 5, you state, The courts today

12 still believe that a fair return on common equity should be

13 similar to the return for a business with similar risks .

14

	

A . Yes .

15

	

Q .

	

But not as high as a highly profitable or

16 speculative venture . Correct?

17 A . Yes .

18

	

Q .

	

And I assume that continues to be your

19 testimony today as it was in your Direct Testimony that was

20 filed earlier in this case?

21

	

A .

	

That's my testimony . I just wanted to clarify

22 that there has been a transition in rate of return analysis

23 where rate of return witnesses recommend the cost of

24 capital -- cost of common equity capital .

25

	

When making recommendations, I think
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1 Dr . Murray earlier had indicated that the DCF model is his

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

3 so -- and actually this is quite consistent with the cost of

4 service principle of rate of return rate base regulation

5 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 .

8

	

Q .

	

Right . I'll ask you about that in a minute .

9 I'm just focusing on what the Supreme Court has said about

10 that .

11

	

My question is, would you agree that what the

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

13 standard that this Commission should follow?

14

	

A .

	

Like I said, there are other things that have

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

16 capital . Like I said, there's been that transition .

17

	

Yes, there's a court case there, but as far as

18 I am aware, there's been no challenge on using a cost of

19 capital analysis which is 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

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 you saying that what the court has said in the Hope case
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1 and the related cases do not have to be followed by this

2 Commission in determining what the fair rate of return is?

3

	

A .

	

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

occurred has been a transition to a cost of capital

5 analysis .

6

	

Q .

	

So you would think then that perhaps maybe the

7 Commission isn't following what the court has said . Would

8 that be your testimony?

9

	

A .

	

I would say if you look at page 4 of my Direct

10 Testimony under the Bluefield there's references to returns

11 generally being made at the same time, part of the country

12 as, you know, another company return achieved by other

13 companies, and then item three where it says, Return -- a

14 return sufficient to assure confidence in the financial

15 soundness of the utility, item three being one of the

16 significant items .

17

	

And then within the Hope case, as you pointed

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

19 confidence in the financial integrity of the enterprise so

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

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

22 of capital recommendation that is reasonable will allow

23 that .

24

	

Q .

	

Okay . Thank you .

25

	

1 take it you wrote that portion of your
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1 testimony starting with your discussion of the Bluefield

2 case on page 4 over through I guess page 7 we just talked

3 about?

4

	

A . Yes .

5

	

Q .

	

I think what you just said in response to two

6 questions ago, that you think what the Commission is doing

7 does comport to those cases?

8

	

A .

	

Yes, I do .

9

	

Q .

	

Okay . And would you agree then that the

10 standard for a fair return, which has been cited in your

11 testimony and has been cited by the courts and regulatory

12 bodies, speaks in terms of returns being earned by companies

13 of comparable risk?

14

	

A .

	

That may be one of the standards that is

15 considered .

16

	

Q .

	

You have some doubt about that? You say it

17 may be?

18

	

A .

	

I just cited that there were three items, and

19 one of those is the financial soundness and ability to

20 attract capital . There are several items that are

21 mentioned . That's both in the Hope and Bluefield case .

22

	

Q .

	

Look over at page 5 of your Direct Testimony,

23 if you would . And down in line -- beginning on line 33

24 where you quote the Hope case .

25 A . Yes .
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1

	

Q .

	

And does it not say that, By that standard,

2 the return to the equity owners should be commensurate with

3 returns on investments and other enterprises having

4 corresponding risks?

5

	

A_

	

Yes . And then it says, That return, moreover,

6 should be sufficient to assure confidence in the financial

7 integrity of the enterprise so as to maintain its credit and

8 attract capital .

9

	

Q .

	

Fine . Thank you .

10

	

Would you agree that risk is extremely

11 important to what we are doing here today?

12

	

A . Yes .

13

	

Q .

	

Is it possible for you to determine through

14 publications what returns utilities are actually earning?

15 Is that possible to determine?

16

	

A .

	

There is -- obviously Mr . John Reed referred

17 to Regulatory Research Associates . I, myself, do not

18 regularly look at that -- you know, that information .

19

	

Whenever I do my analysis to recommend a cost

20 of capital, I'm looking at economic models, cost of capital

21 models which are the discounted cash flow model, the capital

22 asset pricing model and the risk premium model .

23

	

But if I were so inclined to want to review

24 that, such as seeing an S&P report -- basically when I was

25 reviewing some comments from S&P to find out what type of
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allowed ROES are being -- are being ruled on in other states1

2 commissions I can -- you know, I can come across that

3 obviously .

4

	

Q .

	

Okay . That wasn't really my question . My

5 question wasn't what was being allowed . My question was,

6 can you determine in some instances what companies are

7 actually earning?

8

	

A .

	

I can review Value Line information, but

9 those -- you have to take that with a grain of salt because

10 obviously with the companies that are followed by Value

11 Line, they're just like much -- you know, any other utility

12 company out there . They have other operations within --

13 within their consolidated operations that are not just

14 utility -- a regulated utility .

15

	

Q .

	

Well, let me ask you this .

16 and I want to invest in a utility company and I want to know

17 what return that company is earning, is there some way for

18 me to find that out?

19

	

A.

	

If you're investing in a consolidated utility

20 and you're going to invest in a stock that comprises all the

21 operations of that utility, yes, you can use Value Line to

22 determine what the earned ROE was in any given past year for

23 the last 15 years maybe .

24

	

Q .

	

What about Empire District Electric Company?

25 How would you characterize that company?
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1

	

A .

	

It's predominantly a regulated electric

2 distribution utility and -- well, integrated utility, I'm

3 sorry . But they do have -- you know, they get involved in

4 some nonregulated investments as well .

5

	

Q .

	

And can you go to some publication or some

6 source and find out what they're actually earning?

7

	

A .

	

Are you referring to Empire and the

8 consolidated operations or are you referring to Empire

9 Missouri jurisdictional utility operations?

10

	

Q .

	

I'm talking about Empire .

11

	

A .

	

Consolidated operations, like I said, Value

12 Line -- you could refer to Value Line and find out exactly

13 what they're earning .

14

	

Q .

	

And would you believe that information to be

15 accurate?

16

	

A .

	

For consolidated operations, I would .

17

	

Q .

	

Would that be true with any other figures that

18 Value Line might publish for any other utility companies?

19

	

A .

	

They're usually accurate . 'Sometimes they're

20 revised a year or two later because of certain accounting

21 changes .

22

	

Q .

	

You mentioned authorized returns . Is there

23 some way for you to determine or verify what regulatory

24 agencies are authorizing for utility companies?

25

	

A .

	

Mr . John Reed, he cited Regulatory Research
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1 Associates . I believe that to be the -- you know, one of

2 the main research organizations out there that, quote,

3 allowed ROES in various jurisdictions .

4

	

Q .

	

Is there another way to determine that

5 information other than referring to that source?

6

	

A .

	

I believe C .A . Turner Utility Reports may have

7 some allowed ROE indications, but I don't believe they have

8 the dates of those allowed ROEs . So that information,

9 especially if it's going back you know 10 years from now,

10 would be of limited use because that obviously reflects a

11 different economic and capital market environment than we

12 have now .

13

	

Q .

14 or otherwise, the decisions issued by other state agencies,

15 for example, the Kansas Corporation Commission?

16

	

A .

	

If I was inclined to -- to look at their

17 website, I'm sure I could .

18

	

Q .

	

Have you ever done that?

19

	

A .

	

Maybe in context of the last Aquila case to

20 see what the witness Mr . John Dunn was doing in the Westar

21 Energy Case I looked at their website . But as far as

22 looking at their allowed ROES, I don't know that I gave that

23 much consideration .

24

	

Q .

	

Have you ever looked at any decisions of other

25 Public Utility Commissions or Public Service Commissions and

Can you access in some fashion, electronically
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read those decisions where they discussed the authorizedI

2 returns that they were allowing for the companies under

3 their jurisdiction?

4

	

A .

5

	

Q .

6

	

A . No .

7 have -- I have enough stuff to do here as far as doing my

8 economic analysis using the DCF model and the capital asset

9 pricing model . As far as what goes on in the specifics of

10 cases throughout this country, I would be working 24/7 to be

11 able to keep up with that .

12

	

Q .

	

Turning to page I of your Direct Testimony,

13 you state there that you're currently employed as a

14 financial analyst for the Missouri Public Service

15 Commission?

16

	

A . Yes_

17

	

Q .

	

And is that your present position today?

18

	

A .

	

Actually, I've been reclassified . I'm an

19 auditor .

20

	

Q .

21

	

A.

22

	

Q .

23

	

A .

24 let you know .

25

	

Q .

No .

You never have?

I -- there's many things that go on -- I

And what does that mean?

It just means I have a different title .

Okay . Your job functions are still the same?

I'm identified as a financial analyst, just to

And am I correct that you're the only Staff
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1 witness who's testifying in this case with respect to cost

2 of capital issues?

3

	

A . Yes .

4

	

Q .

	

Over at page 2 of your Direct Testimony at

5 line 16 you state, My testimony is presented to recommend to

6 the Commission a fair and reasonable rate of return for

7 Aquila, Inc ., d/b/a Aquila Networks MPS and Aquila Networks

8 L&P . Correct?

9 A . Correct .

10

	

Q .

	

Then there's a following question on that page

11 which is, Have you prepared any schedules to your analysis

12 of the cost of capital for MPS and L&P? And your answer is,

13 Yes ; is that correct?

14

	

A .

	

That's correct .

15

	

Q .

	

And MPS and L&P are the Missouri operating

16 divisions of Aquila ; is that true?

17

	

A .

	

That's correct .

18

	

Q .

	

And would you agree with me that those

19 operating divisions have hard assets in the ground here in

20 Missouri?

21

	

A . Yes .

22

	

Q .

	

And what would those assets consist of, to

23 your knowledge?

24

	

A .

	

Generation and distribution facilities,

25 transmission facilities .
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1

	

Q .

	

Anything else that just comes to find?

2

	

A .

	

Those are the main assets that I know are

3 associated with the regulated electric utility . They may

4 have some obviously natural gas distribution as well and

5 storage maybe .

6

	

Q .

	

And would you agree that those assets have

7 been financed in some fashion?

8

	

A . Yes .

9

	

Q .

	

And that would be with some amount of debt and

10 some amount of equity?

11

	

A . Yes .

12

	

Q .

	

And would you agree that those assets that you

13 have described generally are the assets that are subject to

14 this Commission's jurisdiction?

15

	

A .

	

That's correct .

16

	

Q .

	

I think you mentioned this earlier in response

17 to one of my questions . Turning to the bottom of page 5 you

18 mention that the -- what the Hope case stands for, in your

19 opinion, and you noted that these returns that are

20 authorized by regulatory agencies should be sufficient to

21 assure confidence in the financial integrity of the

22 enterprise so as to maintain its credit and to attract

23 capital. . Correct?

24

	

A .

	

That's correct .

25

	

Q .

	

Given that, would you agree with me that one
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1 of your responsibilities as the Staff's chief financial

2 witness in this case is to make sure that the Staff's

3 recommendation in this proceeding did not impair the

4 financial health of Aquila's MPS and L&P operations?

5

	

A .

	

My duty is to recommend a fair and reasonable

6 rate of return for MoPub and St . Joe operations, which a

7 fair and reasonable rate of return would not impair the

8 financial health of MPS and L&P .

9

	

Q .

	

So your answer would be yes, that you would

10 consider that to be one of your responsibilities?

11 A . Yes .

12

	

Q .

13 with me that as the Staff's chief financial witness in this

14 case, you can't make your recommendation in a vacuum?

15

	

A .

16

	

Q .

17

	

A .

18

	

Q .

19 chief financial witness, you can't simply make a cost of

20 capital recommendation in a vacuum?

21

	

A .

	

That's true, I can't make it in a vacuum .

22 There's many things you have'to look at, economic market,

23 capital market environment, correct .

24

	

Q .

	

And would one of the things you would have to

25 look at would be the ramifications of your recommendation

And in connection with that, would you agree

No .

You don't agree with that?

Repeat the question .

Would you agree with me that as the Staff's

I'm sorry .
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1 , with respect to the financial integrity of Aquila's

2 operating divisions . Wouldn't you agree with that?

3

	

A .

	

Yes . I would test the reasonableness of'my

4 recommendation, that's correct .

5

	

Q .

	

You would test it with respect to the

6 financial integrity of the operating divisions?

7

	

A .

	

When you refer to "financial integrity," I

8 assume you've referring to my pre-tax interest coverage

9 calculation that is --

10

	

Q .

	

Well, let me ask you this . What is your

11 definition of financial integrity?

12

	

A .

	

Financial integrity would -- we would like to

13 see utility companies with a triple B investment grade

14 credit rating . Of course, that's not possible with some

15 companies because of the fact that they're associated with

16 other operations .

17

	

Q .

	

If you would, please, turn back to page 5 of

18 your testimony .

19 A . Yes .

20

	

Q .

	

At the bottom, The return should be sufficient

21 to assure confidence in the financial integrity of the

22 enterprise .

23

	

And in this case the enterprise is MPS and

24 L&P . Correct?

25

	

A .

	

That's correct .
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1

	

Q .

	

So as to maintain its credit and to attract

2 capital .

3

	

Do you agree with that?

4

	

A . Yes .

5

	

Q :

	

Okay . And, therefore, do I understand you to

6 say that you would test your recommendation in this case

7 against L&P and MPS's ability to maintain this credit and

8 attract capital?

9

	

A .

	

Unfortunately, this is -- T'm just going to

10 get into what is difficult about when you're evaluating or

11 trying to determine what -- you know, what rate of return is

12 going to attract -- be able to attract capital, maintain the

13 credit rating of MoPub and St . Joe .

14 .

	

Q .

	

Well, let me ask you this . Can you answer

15 that question yes or no and then give an explanation? Can

16 you do that?

17

	

A .

	

Repeat the question, please .

18

	

Q .

	

Well, the question is, you've come up with a

19 recommendation and you said you've tested that against

20 something . And my question is, have you tested that, in

21 accordance with the Hope case, against it should be

22 sufficient to assure confidence in the financial integrity

23 of the enterprise so as to maintain its credit and attract

24 capital? Have you tested your recommendation with that

25 standard in mind?
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2

	

Q .

	

Okay . Let me ask you, earlier you 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

6 this process ; is that true?

7

	

A . Yes .

8

	

Q .

	

And is it your belief that you've tried to

9 apply that legal principle in this case in your testimony?

10

	

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 Aquila ; is that true?

16

	

A.

	

Comparable to MoPub and St . Joe, that's

17 correct .

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

	

Q .

	

And, once again, would it be your testimony
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1 that your goal here is to be consistent with the Hope case

2 and find a group of other enterprises having corresponding

3 risks to Aquila's MPS and L&P operations?

4

	

A .

	

That's correct .

5

	

Q .

	

Now, with respect to risk, would you agree

6 with me that what we're talking about basically are two

7 types of risk, one being business risk and the other

8 financial risk?

9

	

A .

	

That's correct .

10

	

Q .

11 risk which reflects items that could impact the business

12 operations of a company?

13

	

A .

	

All sorts of items, that's correct .

14

	

Q .

	

Can you give us some examples for electric

15 utilities?

16

	

A .

	

Regulatory economic management, which

17 competition doesn't play as much a part with a regulated

18 utility, but just certain environmental factors, etc .

19

	

Q.

	

Weather is that =-

20

	

A .

	

Weather exactly .

21

	

Q .

	

-- a business risk?

22

	

How about rate of economic growth in the

23 service area? Is that a business risk?

24

	

A .

	

That's a risk . That's part of economic risk .

25

	

Q .

	

Whether or not the company would have nuclear

And would you agree that business risk is the
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1 generation in its generation mix, would that be a business

2 risk?

3

	

A .

	

That's correct .

4

	

Q .

	

And then would you agree there's another type

5 of risk called financial risk?

6

	

A . . Yes .

7

	

Q .

	

And T think looking at your Surrebuttal

8 Testimony at pages 7 and 8, if you could turn to that,

9 please .

10

	

A . Yes .

11

	

Q .

	

There in your Surrebuttal Testimony at the

12 bottom you talk about financial risk and you offer a

13 definition of -- or a generally accepted definition of

14 financial risk ; is that true?

15

	

A .

	

That's correct .

16

	

Q .

	

And that definition appears at the top of

17 page 8?

18 A . Yes .

19

	

Q .

	

And according to you, that generally accepted

20 definition of financial risk is the ability of a company to

21 meet its debt obligations ; is that true?

22

	

A .

	

That's true .

23

	

Q .

	

what is the source of your generally accepted

24 definition of financial risk as you have defined it there on

25 page 8?
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1

	

A .

	

General knowledge .

2

	

Q .

	

General knowledge?

3

	

A.

	

I mean, I've went to college and had a finance

4 curriculum, I've been working here for some time . I

5 couldn't tell you exactly if I -- I didn't have a specific

6 textbook where I came up with this definition, if that's

7 what you're asking .

8

	

Q .

	

That was going to be my next question . Did

9 you have a textbook in college that had that definition of

10 financial risk in it that you recall?

11

	

A .

	

It may not have had this specific wording .

12 Obviously that would be plagiarism .

13

	

Q .

	

Looking again at your definition, the ability

14 of a company to meet its debt obligations, isn't that really

15 interest coverage?

16

	

A .

	

Yes . Cash coverage of their debt service .

17

	

Q .

	

And so it's really not an accepted definition

18 of financial risk?

19

	

A .

	

No . It's one of the things that the credit

20 agencies look at as far as determining -- as far as your --

21 you could have a large amount of debt in a capital structure

22 at a very -- at a lower interest rate and the ability of the

23 company to meet that debt service is going to be determined

24 by, you know, the cash flow coverage .

25

	

And I know that S&P, when they discuss
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1 financial risk indicators, these are the exact ratios

2 they're talking about . It's the coverage of the interest

3 payments that they -- otherwise, if they can't cover it, you

4 know, they're at risk of a default .

5

	

Q .

	

Have you 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 textbooks at college 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

13 different regulatory textbooks that have different ideas on

14 them .

15

	

Q .

16 risk and you may have thrown it in the category of business

17 risk, but in your mind is there such a thing as regulatory

18 risk?

19

	

A .

20

	

Q .

21

	

A.

22 rate case starts . Obviously investors are very concerned,

23 as with Aquila in this case, Aquila's investors, as to the

24 outcome of the proceeding as far as, you know, the decisions

25 that are going to be made .

I think you hit on this earlier talking about

Yes .

And what is that?

Just the risk of outcome of proceedings once a
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1

	

Q .

2 here this morning, would you agree that they should be

3 considered in the selection of comparable or proxy companies

4 for a cost of capital analysis?

5

	

A . Yes .

6

	

Q .

	

And these are items that are critically

7 important, are they not, to a cost of capital analysis?

8

	

A .

	

Risk is important, yes .

9

	

Q .

	

Out of curiosity, I know you talk about your

10 definition of financial risk in your Surrebuttal Testimony

11 on pages 7 and 8 . Anywhere in your Direct or Rebuttal

12 Testimony did you discuss your definitions of business risk

13 or financial risk, do you recall?

14

	

A .

	

Do you want me to review that right now?

15 Because I don't recall offhand .

16

	

Q .

	

You don't recall offhand?

17

	

A .

	

There's a lot of testimony here obviously .

18

	

Q .

	

I'm not going to ask you to do that, but maybe

19 while we're on a break you could just glance through that

20 and we can come back to that later .

21 A . Sure .

22

	

Q .

	

Turn, if you would, please, to page 26 of your

23 Direct Testimony .

24

	

A .

	

Excuse me . I'm taking a note here . Okay .

25 Sorry .
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And all of these risks that we've talked about
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1

	

Q .

	

Yeah . That's fine . Page 26 of your Direct

2 Testimony, please .

3

	

A . Yes .

4

	

Q .

	

I would refer you there to line 8 where you

5 indicate that your Schedule 11 to your Direct Testimony

6 presents a list of market traded electric utility

7 companies --

8

	

A .

9

	

Q .

10

11 approximately, do you know?

12

	

A .

	

Quite a few . Anywhere from --

13

	

Q .

	

Order of magnitude .

14

	

A .

	

It's a -- I mean, if you take a look at

15 Schedule 11, obviously I don't have-time to count up all the

16 rows, but there's probably 50 to 80, somewhere in there .

17

	

Q .

	

And it's from that list that you selected your

18 six proxy companies . Is that a fair statement?

19

	

A .

	

That's correct .

20

	

Q .

	

And then starting on line 9 you state, The

21 criteria that I used to select the comparable companies are

22 as follows . And you list eight items there ; is that true?

23

	

A .

	

That's correct .

24

	

Q .

	

Now, looking at the first criteria that you

25 use to select your proxy companies, stock publicly traded,

Yes .

-- monitored by Value Line?

And how many companies were on that list, just
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would you agree with me that this criteria really has

nothing to do with risk as you have defined risk?

Well, if a stock's not publicly traded, it may

1

2

3

	

A .

4 have liquidity risk issues . If it's not publicly traded,

5 then there's not a market -- a recognized market where that

6 stock could be traded, so liquidity risk would be an issue .

7 Q . What kind of risk is liquidity risk? Is that

8 a business or a financial risk?

9

	

A.

	

It's just -- I'm using an analogy . Before

10 ebay, it might have been hard to sell some fairly unique

11 items, but now that that market's been created, people that

12 have unique interests, there's a market there now to buy and

13 sell, so -- that they normally wouldn't be able to sell that

14 and they may have had to offer a hire premium in order to be

15 able to sell something that there really wasn't a market .

16 So if a stock's not publicly traded, obviously you won't

17 have somewhere to go to just offer that -- that stock .

18

	

Q .

	

And there's a risk that you can assign to

19 that?

20

	

A .

21 yes .

22

	

Q .

	

And then refer to item No . 2, Information

23 printed in Value Line . That's your second criteria?

24

	

A . Yes .

25

	

Q .

Well, a general -- a general conceptual risk,

Would you agree that that has nothing to do
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1 with risk, whether or not information is published in Value

2 Line?

3

	

A .

4 to get information on investments that they want to -- that

5 they're considering investing in, it's important to have as

6 much information as possible .

7

	

And with Value Line being an independent

8 research service, if -- you know, if they have that

9 information available to them by a recognized research

10 service, that may minimize the risk of them, say, having to

11 make a private equity investment in a company that's not

12 followed by Value Line where they have to rely specifically

13 on a company .

14

	

Q .

15 financial risk -- and you said the textbook definition was

16 the amount of leverage in the capital structure ; is that

17 true?

18

	

A .

19 and I -

20

	

Q .

	

All we're talking -- we're talking about

21 business and financial risk . And my question is, do you

22 define financial risk to mean the amount of leverage in the

23 capital structure ; is that true?

24

	

A . Yes .

25

	

Q .

Well, obviously investors -- if they're trying

Well, I thought you indicated earlier that a

Yes . But I think you just said general risk

Now, what does whether or not information is
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1 printed in Value Line have to do with the amount of leverage

2 in the capital structure?

3

	

A .

	

It has nothing to do with the amount of

4 leverage .

5

	

Q .

	

Okay . And look at your criteria No . 5, Ten

6 years of data available . Would you agree with me that that

7 has nothing to do with business or financial risk, whether

8 or not 10 years of data is available?

9

	

A .

	

Okay . Let's just clarify . When you're

10 referring to business and financial risk, obviously you're

11 referring to the risk of the company . Does not necessarily

12 mean that this is the risk the investor may be taking by

13 investing in a stock when 10 years of data is not available .

14

	

Q .

	

I'm talking about the definitions that you

15 gave us earlier . You said what business risk was and you

16 defined that and you gave us some examples and you said what

17 financial risk was, the amount of leverage in the capital

18 structure .

19

	

So my question is, with those definitions in

20 mind, what does the fact that whether or not 10 years of

21 data is available have to do with either of those risks?

22

	

A .

	

Well, if you have 10 years of data to evaluate

23 the trends in capital structure within any given company,

24 you can evaluate the financial risk over time .

25

	

Q .

	

But what does the fact of whether or not that
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1 data is available have to do with the actual business or

2 financial risk of the company?

3

	

A .

	

Well, if the data is not available, you don't

4 have any trends to look at as far as what type of financial

5 risk that the company, you know, typically incurred as far

6 as its leverage .

7

	

Q .

	

You don't have anything to look at, but what

8 does that fact have to do with the actual business or

9 financial risk of the company?

10

	

A .

	

As far as whether that's available has nothing

11 to do with the company specifically .

12

	

Q .

	

Okay . And look at No . 8, No Missouri

13 operations . Would you agree with me that whether or not a

14 particular company has utility operations in Missouri has

15 nothing to do with business or financial risk?

16

	

A .

	

Obviously every jurisdiction has its own

17 regulatory risk as you referred to, so there could be some

18 risk factors there .

19

	

Q .

	

There could be some regulatory risk?

20 A . Exactly .

21

	

Q .

	

But not business or financial risk?

22

	

A .

	

No, regulatory is part of business risk .

23

	

Q .

	

Would it be fair to say that these items I've

24 focused on, Items 1, 2, 5 and 8, those criteria really don't

25 relate to risk but if they do, it's only in a very remote
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1 sense and you just simply used those to help narrow down

2 your sample of companies?

3

	

A . .

	

I£ you're going to just pick out those

4 specific items, I'll agree with that .

5

	

Q .

	

Turn to your Rebuttal Testimony, if you would,

6 please, page 25 .

7

	

A . Yes .

8

	

Q_

	

There on lines 12 and 13 of page 25 of your

9 Rebuttal Testimony you say, Because smaller utilities

10 operate in a regulated environment just as large utilities

11 do, making an adjustment for firm size is not appropriate?

12

	

A . Yes .

13

	

Q .

	

And then at the bottom I think of page 24 and

14 the top of page 25 you cite a study that you believe

15 supports that proposition ; is that true?

16

	

A.

	

That's correct .

17

	

Q .

	

Do you know whether or not this Commission has

18 ever made an upward adjustment in rate of return to reflect

19 and recognize the small size of a utility company?

20

	

A .

	

I don't believe they have, but -- not as far

21 as my personal experience .

22

	

Q .

	

Okay . If they had, would you think that the

23 Commission had made a mistake?

24

	

A .

	

That would not have been my recommendation .

25 The Commission obviously weighs the evidence of any case .
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1

	

Q .

	

That's fair . I understand .

2

	

In any event, that wouldn't have been your

3 recommendation and you would testify today that an

4 adjustment for size, in your judgment's, not appropriate ; is

5 that true?

6

	

A .

	

That's correct .

7

	

Q .

	

Then turning back to your Direct Testimony

8

	

again,

	

please,

	

at'page 26 where you listed your criteria

9 there your third criteria states, Total capitalization less

10 than 5 billion ; is that true?

A .

	

That's correct .

Q .

	

And that's a criteria related to size_ Would

11

12

13 you agree?

14

	

A .

	

Yes, it is .

15

	

Q .

16 size should not be considered ; is that true?

17 A . Yes .

18

	

Q .

	

So wouldn't you agree that that criteria,

19 No . 3, really isn't a valid selection metric for measuring

20 risk?

21

	

A .

	

No . I wouldn't say that's necessarily the

22 case . Obviously, you know, size is something that analysts

23 think -- think about . But as far as what I'm rebutting is

24 whether or not a specific size premium adjustment should be

25 made especially when it's a division of a larger utility .

But you also testified that an adjustment for

MIDWEST LITIGATION SERVICES
Phone: 1.800 .280.DEPO(3376) Fax : 314.644.1334 Web: www.niissouridepos.com



Transcript of Hearing, Vol. 18

	

3/11/2004

Page 1644
1

	

I don't think there's anything wrong with

2 trying to limit the size of -- for purpose of selecting your

3 comparable companies initially, but as far as -- you know,

4 if you don't choose comparable companies, if you just choose

5 to eliminate the -- you know, the size requirement, then you

6 want to make a size adjustment, my point is you -- if you

7 want to avoid that, make sure you use a -- you know, use a

8 selection criteria that takes that into consideration if

9 there is a chance .

10

	

My point is there's nothing conclusive on a

11 size premium adjustment -- excuse me, a size premium

12 adjustment being made .

13

	

Q .

	

If size is a valid selection metric -- which

14 is what you're saying, isn't it?

15

	

A .

	

I'm saying it's a metric that I used and it

16 just -- it brings -- it eliminates -- it tries to eliminate

17 that possible argument coming from the company because I

18 know it's used every time .

19

	

Q .

	

What is that?

20

	

A .

	

That a size premium adjustment should be made .

21 So it just heads off that possibility .

22

	

Q .

	

And what companies have made that?

23

	

A .

	

Just about every company that comes in here, I

24 believe .

25

	

Q .

	

And do you know how has the Commission reacted
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1 to that? Do you know?

2

	

A .

	

I think I just indicated I didn't know whether

3 they made a size premium adjustment .

4

	

Q .

	

And if your knowledge on that subject was

5 incorrect and, in fact, there is a case or cases where the

6 Commission has made an upward adjustment and return because

7 of the small size of a company, would that change your view

8 on this topic?

9

	

A . No .

10

	

Q .

	

What companies did you eliminate through the

11 use of your third criteria, the size criteria?

12

	

A .

	

Okay . We're going to have a lengthy list

13 here .

14

	

Q .

	

How many were there? Are they set out in your

15 testimony?

16

	

A .

	

Yeah . They're set out on Schedule 11 .

17

	

Q .

	

And how can I identify those looking at your

18 Schedule 11?

19

	

A .

	

Look at column 3, total capitalization less

20 than 5 billion . And then every -- every company where the

21 answer is no was eliminated .

22

	

Q .

	

So if size doesn't matter, then those should

23 all be put back in ; is that true?

24

	

A .

	

I'm saying size can be -- I'm arguing against

25 any size premium adjustment_ I'm not indicating that it's
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1 not something that should be considered when you're

2 narrowing down your comparable companies .

3

	

Q .

	

Well, we're not talking here about the return

4 on equity or premium adjustment though . We're talking about

5 your selection of comparable companies here . You ended up

6 with 6 companies out of maybe 80 you indicated, and I'm

7 trying to figure out how you utilized the Hope standard of

8 risk in selecting those 6 companies .

9

	

And your item No . 3, total capitalization less

10 than $5 billion, appears to be inconsistent with later

11 testimony that suggests no adjustment should be made for

12 size .

13

	

A .

	

I don't agree it's inconsistent . I -- once

14 again, I'm trying to come up with comparable companies and

15 head off -- basically I realize companies make this argument

16 for a size premium adjustment, you know, over and over . As

17 far as quantifying this specific adjustment, I don't agree

18 with that . And if you want to try to head that off, which I

19 did, you put in a total capitalization less than a certain

20 amount to try to head off that argument .

21

	

Q .

	

Let's go in that direction . Let's assume that

22 argument has some validity and this Commission may make such

23 an adjustment and allow a return to a small company .

24 Shouldn't those companies be put back in the pool?

25

	

A .

	

No . Because, once again, I would not agree
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1 with the-size premium adjustment .

2

	

Q .

	

Okay . And if the Commission has found

3 otherwise, your opinion would differ from what the

4 Commission has found ; is that true?

5

	

A . Sure .

6

	

Q_

	

Okay . Take a look at your No . 4 criteria

7 there on page 26, Greater than 70 percent of revenues

8 received from electric utility operations .

9

	

A. Yes .

10

	

Q .

	

And I think you indicated that the application

11 of that criteria eliminated 20 additional companies?

12

	

A . Yes .

13

	

Q .

	

Were any of those companies what we would

14 refer to as combination companies?

15

	

A .

	

You refer to combination . Can you define what

16 you mean by --

17

	

Q .

	

Well, what's your understanding of a

18 combination company?

19

	

A .

	

I think there was a definition given earlier

20 that a combination company would be a electric and natural

21 gas company . I'm just wanting to make sure you're not

22 referring to diversified company, which diversified

23 companies get into much of the nonregulated energy market

24 trading, etc ., etc .

25

	

Q .

	

Would you except as a definition of a
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1 combination company one that was in both regulated natural

2 gas and regulated electric operations?

3

	

A .

	

That may be a portion of their operations,

4 that's correct .

5

	

Q .

	

Is Ameren a combination company, for example?

6

	

A .

	

Ameren has natural gas and electric

7 operations, that's correct .

8

	

Q .

	

And how about Aquila?

9

	

A .

	

Aquila has natural gas, electric operations .

10

	

Q .

	

Would the fact that the combination company

11 might not have more than 70 percent of its revenues from

12 electric utility operations simply reflect the sale of

13 its -- of natural gas by its natural gas distribution

14 operations?

15

	

A .

	

I don't know . I relied on C .A . Turner Utility

16 Reports for this .

	

I don't know what they look at as far as

17 to determine their percent of revenues -- electric revenues

18 as far as the specific details .

19

	

Q .

	

Well, let me ask you just -- let's talk about

20 AmerenUE, for example . Do you know whether or not they get

21 more than 70 percent of their revenues from electric

22 operations?

23

	

A .

	

AmerenUE, I believe they do . Obviously that's

24 the largest part of their operations .

25

	

Q .

	

Let's assume that they got 65 percent of their
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1 revenues from electric operations and the remainder

2 35 percent from natural gas operations . Applying your

3 criteria No . 4, you would eliminate them, is that true,

4 because they don't have more than 70 percent -- 70 percent

5 or greater?

6

	

A .

	

Assuming that's the case, that's correct .

7

	

Q .

	

Yeah . Just assuming that with me .

8

	

A .

	

That would be Ameren Corps, the consolidated

9 Ameren Corporation .

10

	

Q .

	

Just pick X company .

11

	

A .

	

Any company, yes .

12

	

Q .

	

It doesn't matter what company it is .

13 If 65 percent of its revenue is from regulated electric

14 operations, 35 percent of natural gas regulated operations,

15 you would eliminate them ; isn't that true?

16

	

A .

	

And let's clarify . With C_A . Turner it does,

17 in --

18

	

Q .

	

Well, forget about C .A . Turner . Just the

19 hypothetical question, some company, any company, The Jim

20 Swearengen Utility .

21

	

A .

	

Well, I still need to clarify . Just electric

22 operations, in general, not regulated electric operations .

23 It's very hard to find any -- you know, any type of source

24 out there, unfortunately, that really breaks down the

25 regulated electric and nonregulated electric . It's a very
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1 real problem .

2

	

Q .

	

I understand that . What I'm trying to get

3 your rationale here for that 70 percent cut-off point . And

4 my question to you is, 65 percent come from regulated

5 electric operations, 35 from regulated gas . Just assume

6 that to be the case . You would eliminate that company?

7 A . Exactly .

8

	

Q .

	

That's right .

9

	

And let me ask you this . Just because

10 35 percent of that company's revenues came from regulated

11 gas operations, that would not necessarily reflect a higher

12 operating risk for that company, would it?

13

	

A .

	

When you refer to "operating," are you

14 referring to business risk?

15 Q, Sure .

16

	

A .

	

I mean, with any given company it's .not

17 necessarily going to -- as far as the percent of revenues,

18 there are'all sorts of things that come into play that are

19 going to determine the overall risk level of a company such

20 as management and what have you .

21

	

This is just something to -- in order to try

22 to achieve electric utilities, which is what MoPub and

23 St . Joe are . And that's what's -- the subject of this case,

24 1 should say, is what MoPub and St . Joe are because

25 obviously they have gas operations and steam operations, but
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1 the subject of this case is their electric operations .

2

	

Q .

	

Is it your view that gas operations are more

3 risky than electric operations?

4

	

A .

	

I think there is a general view that gas

5 operations used to be riskier than electric operations, but

6 obviously with deregulation and many electric utility

7 companies being involved with nonregulated activities,

8 there's probably been some shift in that . And -- and that's

9 something that may change that .

10

	

Q .

	

So you wouldn't subscribe to the belief that

11 gas operations are necessarily more risky than electric

12 operations?

13

	

A .

	

I'm saying it's very hard to tell at this

14 point in time .

15

	

Q .

	

Would you agree that as a general proposition,

16 there's little difference in risk between a regulated

17 electric utility and a regulated gas distribution utility?

18

	

A .

	

No . Because with vertically integrated

19 regulated electric utility, you have generation and

20 purchased power . Obviously with natural gas you have

21 distribution and they have to purchase that gas . So, no, I

22 wouldn't say they're the same risk . And that's why

23 I -- with the gas case I selected natural gas utility

24 companies .

25

	

Q .

	

Would you say there's little difference in
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1 that risk?

2

	

A .

	

I haven't quantified that .

3

	

Q .

	

So you don't know?

4

	

A .

	

I don't know .

5

	

Q .

	

Would you agree with me that your criteria

6 No . 4 is not really a measure of risk?

7

	

A .

	

No . I'd say it is -- it's a very big measure

8 of risk . The predominant criteria when choosing comparable

9 companies is to make sure that those comparable companies

10 are in the same general type of business operations, which

11 is a very big reflection of risk, which is the business risk

12 the company operates in .

13

	

Q .

	

The same type of business operations?

14

	

A .

	

Yes . I say that's -- that's probably the

15 number one in selecting comparable companies .

16

	

Q .

	

And I think you indicated that Aquila is a

17 combination company ; is that right?

18

	

A . Yes .

19

	

Q .

	

And that perhaps some of the companies that

20 you eliminated by applying your criteria No . 4 is a direct

21 result of the fact that those are combination companies and

22 derive significant revenues from their natural gas

23 operations ; is that true?

24

	

A.

	

But we're looking at the electric operations

25 of MoPub and St . Joe . I'm trying to evaluate the electric
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1 operations of MoPub and St . Joe, not the gas operations .

2 That was evaluated in a gas case .

3

	

Q .

	

I understand that . But are you not, through

4 your selection criteria, attempting to find companies of

5 comparable risk?

6

	

A .

	

Of comparable risks to electric operations,

7 correct .

8

	

Q .

	

And what does the greater than 70 percent of

9 revenues received frbm electric utility operations have to

10 do with risk given the fact that you testified you didn't

11 think there was a difference between the risk for an

12 electric utility and the risk for a natural gas company?

13

	

A .

	

Let me clarify . I didn't say I didn't think

14 there was a difference between the risk of natural gas and

15 electric utility . I said as far as quantifying that, I do

16 not know at this point in time, especially because of the

17 fact that electric utilities have become involved in

18 nonregulated activities .

19

	

Q .

	

But you're convinced there is a difference in

20 risk?

21

	

A .

	

I'm sure there is some difference and it

22 depends on the comparable groups you pick out .

23

	

Q .

	

What is more risky, a natural gas company or

24 an electric company? Just that -- a pure natural gas

25 company and a pure electric utility company, just assume
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1 that hypothetically . Which one is -- all other things being

2 equal, which one is riskier?

3

	

A .

	

Can you please define pure gas?

4

	

Q .

	

That's all they're in, just a pure play

5 regulated electric utility company .

6

	

A .

	

Vertically integrated?

7

	

Q .

	

Yeah . They don't do anything else .

8

	

A .

	

They generate --

9 Q . Right .

10

	

A .

	

-- electricity?

11 Q . Sure .

12

	

A .

	

Nuclear generation?

13

	

Q .

	

You make the assumption .

14

	

A .

	

There are a lot of assumptions . You pointed

15 out already there's a lot of different business risks that

16 may come into play for an electric utility versus a natural

17 gas utility .

18

	

In -- the general understanding before a lot

19 of electric companies got into nonregulated activities was

20 that electric utilities were less risky than natural gas

21 utilities . However, with .electric utilities veering off

22 into many nonregulated activities and still being classified

23 as electric utility companies, I would venture to say that,

24 you know, you cannot make that general classification .

25 And -- and I'm not trying to make that general
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1 classification here in this case .

2

	

Q .

	

Let me ask you, you mentioned no nuclear

3 operations . That's item No . 6 in your selection criteria?

4

	

A . Yes .

5

	

Q .

	

And item No . 7, At least investment grade

6 credit rating?

7

	

A .

	

Yes . That's very important .

8

	

Q .

	

And why is that important?

9

	

A.

	

Because that entails all business and

10 financial risk .

11

	

Q.

	

If you just focused on those two items, six

12 and seven, as screening criteria, would you agree that your

13 sample group would be much larger than the six companies

14 that you selected?

15

	

A .

	

I don't know . I didn't do that analysis .

16

	

Q .

	

You didn't do what analysis?

17

	

A .

	

To determine if my sample group would be

18 larger if I just used those .

19

	

Q .

	

Do you have any idea at all?

20

	

A .

	

No . I didn't look at that .

21

	

Q .

	

So are you then saying that you did not

22 eliminate from your sample group any companies based on

23 items 1 through 5 and item 8?

24

	

A .

	

Oh, I eliminated those, but there's many

25 companies there that I -- obviously when the lines become
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1 blank, I didn't even bother to look at whether or not it's

2 an investment grade credit rating or if there's nuclear

3 operations . So it's really hard for me to tell .

4

	

Q .

	

If you eliminated companies by applying

5 criteria 1 through 5 and 8, wouldn't it stand to reason that

6 if you didn't apply those criterias, those companies would

7 have not been eliminated?

8

	

A .

	

You would think so .

9

	

Q .

	

But you don't have any idea how many that --

10

	

A .

	

No . I have no idea .

11

	

Q_

	

Now, one of your proxy companies is DPL, Inc . ;

12 is that true?

13

	

A.

	

That's correct .

14

	

Q .

	

And what is DPL, Inc .?

15

	

A .

	

Dayton Power & Light .

16

	

Q .

	

And where is it located?

17 A . Ohio .

18

	

Q .

	

And what kind of business is it in?

19

	

A .

	

It's obviously an electric utility .

20

	

Q .

	

You say it's located in Ohio . Do you know

21 what --

22

	

A .

	

I mean, that's -- I think of Dayton Power &

23 Light . Obviously my geography's not great, but yeah, that's

24 my general understanding .

25

	

MR . SWEARENGEN : Could we take a brief recess?
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1 Maybe we want to break for lunch and come back early .

2

	

JUDGE JONES : Why do you need to take a recess

3 now?

4

	

MR . SWEARENGEN : I just need to check some

5 materials and maybe I can shorten this .

6

	

JUDGE JONES : Does anyone have any objection

7 to that?

8

	

Well, let's go ahead and break for lunch then .

9 It's a quarter till noon and why don't we come back at

10 one o'clock .

11

	

MR . SWEARENGEN : Thank you .

12

	

JUDGE JONES : Actually go ahead and make it 15

13 after 1 :00 so we can catch the stragglers . We're adjourned

14 until 1 :15 .

15

	

(A recess was taken .)

16

	

JUDGE JONES : We're back on the record with

17 Case No . ER-2004-0034 and we're continuing with the

18 cross-examination of Staff's witness David Murray .

19

	

Mr . Swearengen, you may proceed .

20

	

MR . SWEARENGEN : Thank you, Judge .

21 BY MR . SWEARENGEN :

22

	

Q .

	

Before lunch, Mr . Murray, we were talking

23 about the proxy companies that you had selected which are

24 set out in various schedules attached to your testimony .

25 And I asked you about Dayton -- 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 you asked where they are located and I indicated in --

5 I said that was in Dayton, it was Dayton, Ohio .

6

	

Q .

	

Dayton, Ohio . And it's a regulated subsidiary

7 of DPL, Inc . Is that your understanding?

8

	

A . Yes .

9

	

Q .

	

And have you read any of the financial

10 literature in connection with DPL?

11

	

A .

	

The information I may have read on DPL is from

12 Value 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 rating 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.

	

I believe that was pointed out actually in

20 Dr . Murry's testimony .

21

	

Q .

	

And were you aware of that fact when you put

22 together your testimony inthis proceeding?

23

	

A.

	

No, I was not .

24

	

Q .

	

Would you agree that by lowering the credit

25 rating from triple B to double B, that DPL is no longer
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1 investment grade?

2

	

A_

	

I would agree with that .

3

	

Q .

	

And, therefore, as a result, DPL would not

4 meet your criteria No . 7, At least an investment grade

5 rating?

6

	

A .

7

	

Q .

	

So based on that, would you agree with me that

8 DPL should be removed from your proxy group by your own

9 definition?

10

	

A .

	

If I updated the study, I would agree with

11 that . But, no, since when I did the study they were

12 investment grade, they met that criteria at that time .

13

	

Q .

	

And when did you do that study?

14

	

A .

	

Probably shortly before -- I believe a lot of

15 the -- a lot of the research, value Line reports that I used

16 were dated October 3rd, 2003, testimony was filed

17 December 9th . So within that time frame . I'm sure it was

18 whenever I was looking at that_ Maybe -- to be honest with

19 you, as far as specific dates that I was preparing the

20 study, I can't tell you .

21

	

Q .

	

Let me ask you this . You're not disputing the

22 fact that the credit rating has been lowered from triple B

23 to double B for that company?

24

	

A . No .

25

	

Q .

If I were to update my study, that's correct .

And you would agree that it, therefore, would
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1 not meet one of your screening criteria ; is that true?

2

	

A .

	

If the study was updated, that's correct .

3

	

Q .

	

And your testimony here on the stand, would

4 you 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 occurred since my testimony was filed, but I

8 haven't changed my recommended return on equity nor has any

9 other witness in this case .

10

	

Q .

	

I'm not asking you about that . I'm asking you

11 about your selection of that particular company as one of

12 the six companies in your proxy group . And I think -- where

13 do you set out the criteria that you used to select the

14 companies for your proxy group? Where do I find that?

15

	

A .

	

Schedule 11, I believe .

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 is that on?

21

	

A .

	

I'll have to -- page .26 .

22

	

Q .

	

Page 26 . And if I look there and I look at

23 criteria No . 7, it says, At least investment grade rating?

24

	

A . Yes .

25

	

Q .

	

And you used that criteria to eliminate six
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1 additional companies from the pool of companies that you

2 were looking at that ; is that true?

3

	

A .

	

At that time, that's correct .

4

	

Q .

	

And now you're saying that you recognize or

5 you will admit or concede that DPL does not meet that

6 criteria ; is that true?

7

	

A . Yes .

8

	

Q .

	

But, nonetheless, it's your testimony that in

9 representing to this Commission what they ought to do in

10 terms of appropriate capital structure and return for this

11 company, based on your own testimony, they ought to use the

12 results of a company that no longer meet your criteria . Is

13 that what you're saying?

14

	

A_

	

The analysis I did at the time contemplated a

15 triple B credit rating, so the data I was looking at at the

16 time reflected that triple B credit rating . I have not

17 bothered to look at any additional information as far as the

18 financial information for -- for the discounted cash flow

19 analysis of DPL since they've been downgraded .

20

	

Q .

	

So the fact that that company no longer meets

21 your own criteria doesn't concern you at all?

22

	

A .

	

I wouldn't say it doesn't concern me, but it

23 doesn't change my recommendation .

24

	

Q .

	

And why is that?

25

	

A .

	

Because I evaluated all of my comparable
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1 companies when I arrived at my recommendation of the 9 .6--

2 excuse me, 8 .64 to 9 .64 . And all the -- I mean, there were

3 more than -- there are more than just -- there's more than

4 just one company in that comparable group .

5

	

Q .

	

Let me ask you this . All other things being

6 equal, if you were to do this study today, all other things

7 being equal except DPL is no longer investment grade credit

8 rating, wouldn't you agree that you would eliminate them

9 from your proxy group?

10

	

A .

	

I would eliminate them, but I'm not saying

11 that my recommendation would change .

12

	

Q .

	

Okay . And that being the case, you'd be left

13 in your proxy group with just five companies, all other

14 things being equal ; is that true?

15

	

A .

	

Well, who knows what might happen with some of

16 the other companies .

17

	

Q .

	

No . I understand that . I said all other

18 things being equal, nothing else changes, assuming all other

19 facts being equal .

20

	

A .

	

If you want to make that assumption, that

21 would be the case .

22

	

Q .

	

Okay . Now, DQE, Inc . i s in your proxy group ;

23 is that correct?

24

	

A .

	

That's correct .

25

	

Q .

	

And what is that company?
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1

	

A .

	

It's a predominantly electric utility . I

2 believe 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 . Obviously we're familiar

5 with the fact that they had AquaSource, they sold that to

6 Philadelphia Suburban, but they're an electric utility .

7

	

Q .

	

Have you reviewed any financial literature

8 with respect to that company?

9

	

A .

	

Value Line and Standard and Poor's

10 information, once again .

11

	

Q .

	

Are you aware of a Value Line report 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 .

19 BY MR . SWEARENGEN :

20

	

Q .

	

Mr . Murray, I just handed you a document, a

21 Value Line document . Can you tell the Commission what that

22 is, please?

23

	

A .

	

Yes . It's a Value Line -- what they refer to

24 as tariff sheet for Dukane Light . For whatever reason,

25 they've changed it to Dukane Light . It used to be DOE on my
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1 tariff sheet . And it's a report issued by value Line as of

2 December 5th, 2003 with financial information and some

3 written analysis .

4

	

Q .

	

Now, the statement that I indicated was

5 contained in that document appears at the very end of it ; is

6 that not true?

7

	

A .

	

Yes . It reads that through 2008, 1 believe --

8 it's hard to read, I think it is a fax copy -- potential

9 investors should exercise caution before taking a stake

10 here, which would actually drive the dividend yield up .

11

	

Q .

	

And why would it drive the dividend yield up?

12

	

A .

	

If there's commentary from analysts within the

13 investment community to use caution when investing in stock,

14 then obviously the stock price of that company may

15 depreciate because there's a caution .

16

	

It's just -- obviously the -- as we know,

17 there's very few sell orders put out there by Wall Street

18 analysts, but as far as some more independent analysts, if

19 they're telling investors to exercise some caution, they

20 may, you know, choose to, you know, either decrease their

21 position or may choose not to buy the stock . And when that

22 price goes down, the dividend yield would go up . And the

23 cost of -- therefore, the cost of capital to that company

24 goes up .

25

	

Q .

	

Is that because it's becoming riskier?
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1

	

A .

	

Obviously they believe there's some risk ;

2 otherwise, they wouldn't say use some caution .

3

	

Q .

	

Have you done any detailed study of this

4 company at all?

5

	

A .

	

Just what's in my schedules and my general

6 knowledge through Value Line, Standard and Poor's .

7

	

Q .

	

Are you aware then that DQE is trying to

8 divest itself of past investments and financial energy

9 services as well as telecommunications operations?

10

	

A .

	

Yes . They're divesting about three units .

11 We're very familiar with AquaSource because they operate in

12 the state of Missouri .

13

	

Q .

	

And are you aware that the company has an

14 ongoing Internal Revenue Service investigation involving its

15 tax returns for the period 1994 through 1997?

16

	

A .

	

I believe I saw something to that extent . I

17 believe it was in the S&P report .

18

	

Q .

	

And isn't it true that the company cut its

19 dividend by 25 percent in 2003?

20

	

A .

	

I'll take your word for the percentage, but I

21 do know they cut their dividend .

22

	

Q_

	

Am I correct in understanding your testimony

23 and schedules that you use DQE's 25 .5 percent equity ratio,

24 which was its equity ratio at the end of 2002, in the

25 calculation of your proxy equity ratio average of
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1 36 .8 percent?

2

	

A.

	

That's correct .

3

	

Q .

	

Would you agree that all other things being

4 equal, the financial risk for that company, for DQE, exceeds

5 that of the other companies in your proxy group?

6

	

A .

	

All other things being equal, correct .

7

	

Q .

	

So then, in summary, assuming that your proxy

8 group has some validity, one of those companies, DPL, fails

9 to meet one of your own criteria No . 7, At least investment

10 grade credit rating . Correct?

11

	

A.

	

Not at the time .

12

	

Q .

	

It does as we speak here today though, does it

13 not?

14

	

A .

	

If I were to update the study, you would be

15 correct .

16

	

Q .

	

And a second company, DQE, would it be fair to

17 say that company has so much uncertainty surrounding it

18 that -- especially given its low equity ratio, that it was

19 forced to reduce its dividend in 2003 and there's a warning

20 from Value Line to investors about investing in that

21 company?

22

	

A .

	

Yes . I took all those things into

23 consideration when I came up with my overall recommendation

24 in this case .
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25

	

Q_

	

Let me ask you this . If you eliminated those
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1 two companies from your group of six proxy companies, would

2 you agree then that the average equity ratio of your proxy

3 group would be,raised from 36 .8 percent to about 43 percent?

4

	

A .

	

I'll take your word for the average .

5

	

Q .

	

Then do you have any reason to dispute that?

6

	

A .

	

No . I don't have --

7

	

Q_

	

Is that a difficult calculation to make?

8

	

A .

	

Well, I'd have to average four --

9

	

Q .

	

How long would it take you to do that?

10

	

A .

	

I could do it right now .

11 Q . Okay .

12

	

A .

	

What was the number you indicated?

13

	

Q .

	

43 percent .

14

	

A .

	

42 .6 to be exact, but you're right .

15

	

Q .

	

Okay . Thank you .

16

	

Now, before lunch we had a discussion about

17 financial integrity . Do you recall that discussion?

18

	

A . Yes .

19

	

Q .

	

And you indicated that based on the United

20 States Supreme Court Hope decision, the return that this

21 Commission authorizes should be sufficient to assure a

22 confidence in the financial integrity of MPS and L&P ; is

23 that true?

24 A . Yes .

25

	

Q .

	

So to maintain the credit of those entities
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1 and to attract capital ; is that true?

2

	

A . Yes .

3

	

Q .

	

And that's still your testimony this

4 afternoon?

5

	

A .

	

That's correct .

6 Q . Thanks .

7

	

Turn to page 31 of your Direct Testimony, if

8 you would .

9

	

A. Yes .

10

	

Q .

	

There at the bottom of page 31, beginning on

11 line 18 and continuing over on the top of page 32, you

12 discuss the calculation on the pre-tax interest coverage

13 ratio ; is that correct?

14

	

A . Yes .

15

	

Q .

	

First of all, what is a pre-tax interest

16 coverage ratio?

17

	

A .

	

It's just earnings before interest and taxes

18 divided by interest . Just done -- trying to give an idea

19 what the coverage of the interest expense might be .

20

	

Q .

	

On page 32 at line 6 and 7 you say, This range

21 of pre-tax interest coverage ratios falls between the lower

22 quartile and median quartile for a triple B related electric

23 utility . Correct?

24

	

A .

	

Yes . And actually, I'm sorry, I didn't make

25 this correction, but it shouldn't indicate median quartile .
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1 It should just indicate median .

2

	

Q .

	

So I should strike quartile?

3

	

A .

	

Yes . I apologize .

4

	

Q .

	

And I think you testified earlier that a

5 triple B rating is the minimum rating for an electric

6 utility to be considered investment grade?

7

	

A .

	

That's correct .

8

	

Q .

	

And then you go on from that point and discuss

9 on page 32 and later a rate of return for Aquila's MPS and

10 L&P operations ; is that true?

11

	

A . Yes .

12

	

Q .

	

And, once again, let me ask you to make sure

13 that we're clear . Would you agree in order for a return to

14 assure confidence in the financial integrity of the

15 enterprise, which is the words the Supreme Court uses but in

16 this case that would be MPS and L&P, would it be your

17 intention that your recommendation in this case will result

18 in MPS and L&P as stand-alone entities existing at an

19 investment grade level?

20

	

A .

	

I'm -- I never tried to give the impression

21 that I knew exactly what their credit rating would be on a

22 stand-alone basis, because that's a very hard thing to

23 determine . I -- my recommended rate of return is fair and

24 reasonable .

25

	

Now, if -- if the -- if that were to want to
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1 be determined, I am aware that S&P and Moody's both have

2 services that the company could pursue . I think Moody's

3 refers to it as rating assessment service . S&P refers to it

4 as a rating evaluation service .

5

	

That indicates that if you -- if they were

6 wanting -- if a company was wanting to try to assess the

7 creditworthiness of a stand-alone company or stand-alone

8 entity which could be a division, the company could pursue

9 such a -- such an endeavor with Moody's and S&P .

10

	

And that would give -- that would be the only

11 true way to give an independent and full-fledged, detailed

12 analysis of what MoPub and St . Joe would be rated on a

13 stand-alone basis . You can't just look at the quantitative

14 ratios that's published by S&P for their targets because

15 obviously, as we pointed out earlier, a lot of times those

16 ratios are not falling within those targets .

17

	

And I'm aware from my conversations with

18 Standard and Poor's and Moody's, that they compare the

19 actual ratios that occur to companies -- other companies in

20 the same industry, their actual ratios .

21

	

And that's why the financial medians are

22 important to look at because they look at those in

23 conjunction with those -- with those benchmarks . And -- but

24 I am aware that Moody's and Standard and Poor's has

25 indicated that they wouldn't be, you know, surprised if --
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1 with this current environment where there are companies that

2 have a lot of nonregulated activities and that there's

3 proceedings going on in commissions where there's a dispute

4 as to what the credit rating might be if the division were

5 stand-alone, you know, that they -- you know, that they

6 would possibly entertain the possibility of a company -- the

7 commission would have to work with the company, but the

8 company could request such an analysis to be done, which

9 would be about as detailed and objective as you can get in

10 determining what the -- what the integrity of the company

11 would be .

12

	

.Q .

	

Well, you're the chief financial witness

13 testifying in this case for the Staff of the Public Service

14 Commission ; isn't that true?

15 A . Yes .

16

	

Q .

	

And I think you said this morning that you

17 agreed -- and, once again, taking you back to the Hope case,

18 that the return that this Commission authorizes -- and

19 they're going to look at your recommendation in doing

20 that -- should be sufficient to assure confidence in the

21 financial integrity of the enterprise so as to maintain its

22 credit and to attract capital?

23

	

A . Yes .

24

	

Q .

	

And given that standard, what have you done to

25 test whether or not your recommendation in this case, if
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