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Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
Mark Burdette, P.O. Box 7800, Jefferson City, Missouri 65102-7800.

Q.
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A.
I am employed by the Office of the Public Counsel of the State of Missouri (OPC or Public Counsel) as a Public Utility Financial Analyst.  Also, I am an adjunct faculty member with Columbia College.  I teach undergraduate Business Finance and graduate-level Managerial Finance.

 Q.
are you the same mark burdette who previously filed direct and rebuttal testimony in this case on behalf of public counsel?

A.
Yes.

Q.
WHAT IS THE PURPOSE OF THIS TESTIMONY?

A.
I will comment on the rebuttal testimony of Staff witness David Murray and Company witness Donald Murry regarding capital structure and rate of return. 

q.
what are your comments regarding staff witness murray’s rebuttal testimony?

A.
First, Mr. Murray states that I did not include short-term debt in my recommended capital structure (Murray-Rebuttal, page 4, lines 10-11).  However, I did include short-term debt in the updated capital structure I recommend in my rebuttal testimony (Burdette-Rebuttal, page 2, beginning on line 9).  



Second, Mr. Murray asserts that my use of a six-week average stock price overstates Empire’s dividend yield because the six-week time period includes “temporary” depressions in Empire’s stock price.

Q.
Do you agree that the use of your six-week time period does not accurately reflect empire’s stock price?

A.
No, I do not.  In fact, Empire’s stock price has continued a downward trend, making Mr. Murray’s own recommendation even more removed from reality.

Q.
Please explain.

A.
Mr. Murray used an average stock price for Empire of $20.7975 and calculated an average dividend yield of 6.16% (Murray-Direct, Schedule 12).  He used data going all the way back to January 2002 – more than seven months before the filing of direct testimony in this case.



I used an average stock price of $18.012 and calculated a dividend yield of 7.11% (Burdette-Direct, Schedule MB-7).  Mr. Murray claims that my stock price is too low, and therefore my dividend yield is too high.  However, a look at Empire’s stock price since the filing of direct testimony in this case shows that Mr. Murray is incorrect in his assertions.



From 8 August 2002 through 10 October 2002, Empire’s average-daily stock price was $17.48.  Obviously, Mr. Murray’s use of stock price data that is almost eight months old does not present an accurate picture of Empire’s current stock price nor does it reflect the actual investment potential available to the average investor today.  My stock price of $18.012 is the appropriate number to use.

q.
what are your comments regarding company witness murry’s rebuttal testimony?

A.
Mr. Murry expresses concern over my use of a 3% DCF growth rate (Murry-Rebuttal, page 10, beginning on line 15).  I would point out that my recommended cost of common equity for Empire actually assumes a growth rate of 3.1 to 3.4% - greater than the 3% number mentioned my Mr. Murray.



He asserts that I was incorrect in looking at any historical growth rates in the process of determining my recommendation for Empire’s sustainable growth.  However, as I mentioned in my rebuttal testimony (Burdette-Rebuttal, page 9, lines 1-13), the MPSC has previously ruled that it is appropriate to consider historical growth as part of a discounted cash flow analysis:


q.
has the mpsc ruled on the consideration of historical growth rates when determining the sustainable growth rate to use for the DCF?


A.
Yes.  In the Report and Order for Case No. ER-2001-299, The Empire District Electric Company, regarding the very same witness, Donald Murry, the Commission stated:


Dr. Murry’s analysis of the growth factor is deficient because it depends entirely upon the growth of earnings per share, ignoring the growth of dividends per share and book value per share, and because it is heavily dependent upon projections of future growth, instead of utilizing historical data. The result is a growth rate that is much higher than Empire has ever achieved in recent years, and it is unreasonable to expect Empire to achieve it.  The Commission finds that Public Counsel’s calculations are well reasoned and appropriate for this case.  [Emphasis added]

Q.
is there other evidence in this proceeding that supports the use of a sustainable growth rate of approximately three percent?

A.
Yes.  One example is an equity research summary report on Empire District Electric Company dated 19 September 2002 by A. G. Edwards.  This report is referenced by Mr. Murry and is included as Schedule DWG-4, attached to the rebuttal testimony of Company witness David W. Gibson.  This report states that A. G. Edwards projects a 3% long-term growth rate for Empire (page 6, lines 3-6).  



I calculated a 3.14% projected sustainable growth rate for Empire and an average projected growth rate of 3.10%.  I also calculated an overall average growth rate for my comparable companies of 3.26%.  Obviously, my recommended growth rate of 3.1% to 3.4% for Empire is well supported by the evidence in this proceeding.

q.
Company witness murry comments on the application of the capital asset pricing model.  Do you have a response to any of his comments?

A.
Yes.  In Murry-Rebuttal, page 7, beginning on line 7, Mr. Murry suggests that a “size-premium” should be added to the Ibbotson and Associates data on market premiums in order to account for Empire’s small size.  In short, this additional premium would increase the calculated CAPM cost of common equity for Empire.

Q.
are there problems with using this “size-premium”?

A.
Yes.  First, Ibbotson does not analyze nor specifically state whether any perceived premium due to a company’s size is applicable to regulated utilities.  As is well understood by financial analysts, regulated utilities operate under a unique set of business risks due to the nature of regulation.  Because Ibbotson makes assumptions or assertions focused on general industrial companies does not mean those same assumptions or assertions hold for regulated utilities.



Secondly, an article entitled Utility Stocks and the Size Effect: An Empirical Analysis from the Journal of the Midwest Finance Association specifically studied whether an equity premium due to small size is applicable to regulated utilities.  That author found:


The objective of this study is to examine if the size effect exists in the utility industry.  After controlling for equity values, there is some weak evidence that firm size is a missing factor from the CAPM for the industrial but not for the utility stocks.  This implies that although the size phenomenon has been strongly documented for the industrials, the findings suggest that there is no need to adjust for the firm size in utility rate regulations.  [Journal of the Midwest Finance Association, Volume 22, page 98, 1993] {Emphasis added}


Mr. Murry’s assertion regarding the addition of a size premium is simply not supported in the financial literature, and in fact has been shown to not exist for regulated utilities.  

q.
Empire’s long-term debt was recently downgraded to BBB from A- by Standard & Poor’s on 2 July 2002.  How did you take account of this fact?

A.
First, the market’s perceptions of Empire’s debt rating is captured in the use of a current stock price in the DCF model.  If investors have altered their perception of Empire’s risk due to the downgrade, those changed perceptions have been reflected in Empire’s stock price.  Old stock-price data would, of course, not capture this risk (which is an important reason why eight-month old stock prices are simply irrelevant in a current analysis).  



Second, four of my five comparable companies have debt ratings of BBB (three are BBB+ and one is BBB-; the remaining company is rated A-).  Therefore, I have more closely matched Empire’s risk profile by choosing BBB-rated companies than if I had chosen companies all more highly rated than Empire.

q.
staff witness murray’s rebuttal testimony  contains a discussion of dividend policy in general and empire’s dividend policy in particular.  Do you have any comments regarding this discussion?

A.
Yes.  Empire District Electric Company has paid out more in dividends than the Company’s earnings per share for six of the ten years from 1992 through 2001.  Empire cannot continue doing so and expect to remain financially viable.

q.
do you believe it is the purpose of regulation to set rates so as to maintain Empire’s dividend payments?

A.
No, I do not.  Missouri’s utility consumers should not pay higher rates simply to support a management-determined dividend policy.

q.
what are the alternatives for empire regarding dividend policy?

A.
Empire’s management has several alternatives regarding dividend policy.  For example, the Company can continue to maintain a high payout ratio and continue to risk paying out more in dividends than earnings in those particular years when earnings per share are insufficient to cover current dividends.  Also, the Company could institute a process to reduce expenses in order to increase earnings per share.  The Company could also decide to reduce its dividend in order to reduce the payout ratio.  

q.
does public counsel recommend any particular change in empire’s dividend policy?

A.
No.  Public Counsel believes dividend policy is a decision for Empire’s management.  I would reiterate, however, that Public Counsel does not believe that regulated rates should be increased simply to maintain Empire’s current dividend or dividend policy.

Q.
Does this conclude your testimony?

A.
Yes, it does.
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