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Q
PLEASE STATE YOUR NAME AND ADDRESS.

A
My name is J. Steven Shurbutt. My business address is GDS Associates, Inc., Suite 720, 1850 Parkway Place, Marietta, Georgia 30067.

Q
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A
I am a Vice President and a principal in the firm of GDS Associates, Inc.

Q
PLEASE STATE YOUR EDUCATIONAL BACKGROUND.

A
I received a Bachelor of Industrial Engineering Degree from the Georgia Institute of Technology in 1975. I received a Master of Business Administration Degree with a major in Finance from Georgia State University in 1979.

Q
TO WHAT PROFESSIONAL ORGANIZATIONS DO YOU BELONG?

A
I am a Senior Member of the Institute of Industrial Engineers. Also, I am a member of the National Society of Professional Engineers.
Q
PLEASE STATE YOUR PROFESSIONAL EXPERIENCE AS IT RELATES TO THE UTILITY INDUSTRY.
A
While attending the Georgia Institute of Technology, I was employed by Southern Engineering Company's rate department and upon graduation in March 1975, was hired as a rate analyst in that company's Retail Rate Department. In June, 1985 I became an Assistant Vice President. During my employment with Southern Engineering Company, I prepared or assisted in the preparation of rate studies, cost of service analyses, financial forecasts and other financial analyses for electric cooperative and municipal utilities in the states of Georgia, Alabama, Florida, Texas, Michigan, Kentucky, Vermont, Delaware, North Carolina, South Carolina, Ohio, Alaska, Virginia, West Virginia and Indiana.


In February, 1986 I was one of six individuals who founded GDS Associates, Inc., a firm providing consulting services to public utilities. Since that time, I have continued to provide electric utility financial and rate consulting services.

Q
HAVE YOU PREVIOUSLY TESTIFIED BEFORE REGULATORY COMMISSIONS?

A
Yes. I have testified before the Public Utility Commission of Texas, the Louisiana Public Service Commission, the New Mexico Public Regulation Commission, the Michigan Public Service Commission, the Indiana Public Service Commission, the Virginia State Corporation Commission, the Public Service Commission of West Virginia, the Delaware Public Service Commission, the Florida Public Service Commission, and the Kentucky Public Service Commission.

Q
ARE YOU A REGISTERED PROFESSIONAL ENGINEER?

A
Yes. I am a registered professional engineer in the State of Georgia.

Q
BY WHOM ARE YOU RETAINED IN THIS PROCEEDING?

A
I have been retained by Guadalupe Valley Electric Cooperative, Inc. (GVEC) to provide testimony and supporting documentation regarding the appropriate rate of return contained in GVEC’s Transmission Cost of Service Filing Package ("TCOSFP").

Q
WHAT SCHEDULES ARE YOU SPONSORING?

A
I am sponsoring Schedule C-4. This schedule and supporting workpapers were prepared by me or under my supervision and provide the basis for my recommended rate of return for GVEC in their TCOSFP.

Q
DOES THE COMMISSION’S TCOSFP SET FORTH A METHOD FOR COMPUTING THE RATE OF RETURN FOR DISTRIBUTION COOPERATIVES?

A
Yes. Schedule C-4 of the TCOSFP states that the rate of return for electric distribution cooperatives shall be based on the long-term debt interest expense and a modified Times Interest Earned Ratio excluding capital credits  (Modified TIER) of 2.0 times. The TCOSFP further states that should the utility find that this "presumed reasonable" rate of return is not appropriate, then the utility shall justify the use of any other rate of return, and specify the special circumstance that warrants use of a different rate of return.

Q
WHAT PARAMETERS ARE TYPICALLY USED TO JUSTIFY A UTILITY’S RATE OF RETURN?

A
The utility’s respective costs of debt capital and equity capital are used to compute an overall weighted cost of capital that represents the reasonable and appropriate rate of return.
Q
ARE SUCH PARAMETERS APPLICABLE TO ELECTRIC DISTRIBUTION COOPERATIVES LIKE GVEC?
A
Yes. Although GVEC does not have outside stockholders, it does incur a cost for both its debt and equity capital.

Q
DID YOU CALCULATE GVEC’S COST OF CAPITAL BASED ON THE MODIFIED TIER METHODOLOGY?

A
Yes. As shown in Workpaper WP/C-4/1, the cost of capital (and implied reasonable rate of return) computed using the modified TIER methodology is only 3.94%. This rate of return is not reasonable for use in determining GVEC’s cost of service in this proceeding.

Q
WHY DOES THE MODIFIED TIER METHODOLOGY PRODUCE AN UNREASONABLE RATE OF RETURN?

A
The 3.94% rate of return results in GVEC earning a return on equity of only 2.63%. This level of return on equity is unreasonably low and is likely to be substantially less than the rates of return on equity contained in the TCOSFP’s filed by other utilities in this proceeding.


For example, Schedule C-1 of the TCOSFP allows investor-owned utilities to compute a rate of return using a cost of equity equal to "the average yield for bonds of the utility’s credit rating published in Moody’s Credit Perspective or similar publication during the most recent three months plus three percent...". Using information published by the Federal Reserve, the average yield on A-Rated utility bonds during January through March of 2000 is 8.28%. Based on the methodology set forth in Schedule C-1, the return on equity is 11.28%, a percentage return more than 2.5 times greater than the return on equity that would be realized by GVEC using the modified 2.0 TIER methodology. Such a vast disparity in the returns on equity seems to greatly under value the equity capital contributed by GVEC’s members relative to such capital provided by the investor-owned utilities’ stockholders.


In addition, a 2.63% return on equity will not enable GVEC to maintain its current equity level. As indicated on Workpaper WP/C-4/1, a 2.63% return on equity would only support an annual growth rate of 1.13%. That figure is determined by subtracting the capital credit payout percentage of 1.50% from the 2.63% return on equity. The 1.50% capital credit payout percentage reflects the amount of capital credit retirements paid to GVEC’s members. Such capital credit retirements reflect a cost of equity in that such retirements must be replenished in order to maintain the current equity position. GVEC’s growth rate is in fact far in excess of 1.13%. A more realistic annual growth rate is 8.0%. However, as shown on Workpaper WP/C-4/2, an 8.0% growth rate coupled with a 1.5% capital credit payout percentage would produce a 2.63% return on equity only if GVEC also desired to reduce its current equity level during the next 10 years to a level below 40.0%. GVEC has no plans or intentions to reduce its total system equity by such an amount.
Q
SINCE THE MODIFIED TIER METHODOLOGY DOES NOT PRODUCE A REASONABLE RATE OF RETURN FOR GVEC, WHAT OTHER RATE OF RETURN ARE YOU RECOMMENDING FOR USE IN THE TCOSFP?
A
Page 1 of Schedule C-4 indicates the computation of my recommended cost of capital and rate of return for GVEC in this proceeding. That rate of return is 9.10%. 


This rate of return is based upon GVEC’s specific costs of debt and equity capital, rather than a generic rule of thumb that will apply typically to electric distribution cooperatives with a much lower equity position than GVEC. The 7.88% cost of debt capital is the blended annual interest cost based upon the pro forma debt balances shown on Page 2 of Schedule C-4. The 9.5% cost of equity consists of an annual capital growth rate of 8.0% plus a capital credit payout percentage of 1.5%. Based on those parameters, a 9.50% return on equity is needed to maintain GVEC’s current equity position. Combining the respective costs of debt and equity just described on the basis of GVEC’s current capital structure, an overall cost of capital and rate of return of 9.10% is computed. A rate of return less than that percentage will impair GVEC’s ability to retire capital credits and result in a decline in its equity position.

Q
DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A
Yes, it does.
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