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ILLINOIS COMMERCE COMMISSION
DOCKET NO. 14-0371
REBUTTAL TESTIMONY
OF
ROBERT B. HEVERT
SUSSEX ECONOMIC ADVISORS, LLC
Submitted on Behalf Of

Liberty Utilities

INTRODUCTION

Please state your name, affiliation and business address.

My name is Robert B. Hevert. | am Managing Partner of Sussex Economic
Advisors, LLC (“Sussex”). My business address is 161 Worcester Road, Suite
503, Framingham, Massachusetts 01701.

Are you the same Robert B. Hevert who previously sponsored direct
testimony in this proceeding?

Yes, | am. | provided direct testimony (“Direct Testimony”) before the lllinois
Commerce Commission (“Commission”) on behalf of Liberty Utilities (Midstates
Natural Gas) Corporation d/b/a Liberty Utilities (“Liberty Utilities” or the
“Company”), an indirect wholly owned subsidiary of Algonquin Power & Utilities

Corp. (“APUC").
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PURPOSE AND OVERVIEW OF TESTIMONY

What is the purpose of your Rebuttal Testimony?
The purpose of my Rebuttal Testimony is to respond to the testimony of Ms.
Rochelle M. Phipps on behalf of the Staff of the Illinois Commerce Commission
as her direct testimony relates to the Company’s Return on Equity (“ROE”),
capital structure and cost of debt. My Rebuttal Testimony also provides an
updated set of calculations and analytical results with respect to the Company’s
Cost of Equity in this proceeding." My analyses and conclusions are supported
by the data presented in Schedules 7.1 through 7.17, which have been prepared
by me or under my direction.
How is the remainder of your Direct Testimony organized?
The remainder of my Direct Testimony is organized as follows:
e Section Ill — Provides a summary of my primary conclusions and
recommendations;
e Section IV — Provides my response to Ms. Phipps’ regarding the
Company’s cost of capital and capital structure;
e Section V — Provides my updated analyses; and

e Section VI — Summarizes my conclusions and recommendations.

Throughout my Rebuttal Testimony, | interchangeably use the terms “ROE” and “Cost of Equity.”
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SUMMARY OF TESTIMONY

Please summarize the key issues and recommendations addressed in your
Rebuttal Testimony.

The 43.51 percent common equity ratio Ms. Phipps recommends is inconsistent
with industry practice and well below the equity ratios recently authorized by
regulatory commissions around the country for natural gas utilities.? If adopted,
Ms. Phipps’ recommendation would increase the Company’s financial risk, place
significant downward pressure on its financial profile, and likely increase its
overall cost of capital. The Company’s proposed capital structure, on the other
hand, is consistent with industry practice and accounts for the business risks
faced by the Company.® As such, | continue to support the Company’s proposed
capital structure as reasonable and appropriate.

In my Direct Testimony, | recommended an ROE of 10.50 percent, based
on a range of ROE estimates from 10.00 percent to 10.50 percent.* As my Direct
Testimony discussed, that recommendation, and the analytical results on which it
was based, considered a variety of factors including prevailing capital market
conditions and the specific risks faced by Liberty Utilities. Because the
application of financial models and interpretation of their results often is the
subject of differences among analysts in regulatory proceedings, | believe that it

is important to review and consider a variety of data points; doing so enables us

Ibid., at 3. See Schedules 7.11 and 7.13 for the proxy group capital structures and recently
authorized equity ratios, respectively.

See Direct Testimony of Robert B. Hevert at 36-46 for a discussion of the Company’s business
risks including small size, regulatory environment and exposure to weather variability.

See Direct Testimony of Robert B. Hevert, at 3.
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to put in context both quantitative analyses and the associated
recommendations. As such, | have updated many of the analyses contained in
my Direct Testimony, and provided several new analyses in response to issues
raised by Ms. Phipps. Those analyses continue to support a reasonable range of
ROE estimates from 10.00 percent to 10.50 percent, and within that range, 10.50
percent as a reasonable and appropriate estimate of the Company’s Cost of
Equity.

In this proceeding, there is a meaningful difference in my ROE
recommendation and the 9.23 percent ROE recommendation offered by Ms.
Phipps.® As discussed throughout my Rebuttal Testimony, there are a number of
methodological, theoretical and practical reasons why a recommendation as low
as 9.23 percent is unreasonably low. For example, Ms. Phipps develops her
recommendation by giving 50.00 percent weight to an 8.26 percent Discounted
Cash Flow (“DCF") estimate that is nearly 60 basis points below the lowest ROE
authorized by any regulatory commission for a natural gas utility in at least 30
years. Ms. Phipps’ 8.26 percent DCF estimate also is 142 basis points below the
9.68 percent average authorized natural gas ROE reported by Regulatory
Research Associates from January 2013 through July 2014. Despite the
significant effect of that DCF estimate on her ROE recommendation, and
notwithstanding the fact that the results are so low as to be highly improbable
relative to observed authorized returns, Ms. Phipps has not explained why

Liberty Utilities is so less risky, or how it is that present capital market conditions

See Direct Testimony of Rochelle M. Phipps, at 2.
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are so benign that investors would reduce their return requirements far below the
returns available to other natural gas utilities.

While I am not suggesting that the Commission should be bound by the
decisions made in other regulatory jurisdictions, given that investors consider
such data in framing their investment decisions, and knowing that the
Commission sees such data as an important benchmark, return
recommendations that materially deviate from observed industry norms should
be supported by clear and unambiguous reasons explaining those deviations.
Please now summarize the updated analyses contained in your Rebuttal
Testimony.
| have updated the Multi-Stage DCF, Capital Asset Pricing Models (“CAPM”), and
Bond Yield Plus Risk Premium analysis based on data through July 31, 2014 and
applied those analyses to the proxy group contained in my Direct Testimony.
Taken together, the analyses discussed throughout my Rebuttal Testimony
continue to support my recommended range of 10.00 percent to 10.50 percent,
and my ROE recommendation of 10.50 percent. The results of my analyses are

summarized in Table 1 (below).



98

99

100

101

102

103

104

Company Ex. 7.0 Revised

Page 6 of 55
Table 1: Summary of Analytical Results
Low Mean High
Multi-Stage DCF
30-Day Average 9.28% 9.60% 10.05%
Bloomberg Value Line
Derived Derived
Market Risk Market Risk
CAPM Results Premium Premium
Average Value Line Beta Coefficient
Current 30-Year Treasury (3.35%) 10.33% 10.45%
Near Term Projected 30-Year Treasury (4.03%) 11.01% 11.13%
Average Five-Year Calculated Beta Coefficient
Current 30-Year Treasury (3.35%) 10.23% 10.35%
Near Term Projected 30-Year Treasury (4.03%) 10.92% 11.03%
Bloomberg Value Line
Derived Derived
Market Risk Market Risk
Alternate CAPM Results Premium Premium
Average Bloomberg Beta Coefficient
Current 30-Year Treasury (3.35%) 11.25% 11.19%
Near Term Projected 30-Year Treasury (4.03%) 11.93% 11.87%
Average 18-Month Calculated Beta Coefficient
Current 30-Year Treasury (3.35%) 12.80% 12.74%
Near Term Projected 30-Year Treasury (4.03%) 13.49% 13.42%
Flotation Cost 0.13%
V. RESPONSE TO COMMISSION STAFE WITNESS, MS. PHIPPS
Q. Please summarize Ms. Phipps’ cost of capital and capital structure
recommendations.
A. Ms. Phipps recommends an ROE of 9.23 percent, a cost of short-term debt of

1.41 percent, and a cost of long-term debt of 4.76 percent for Liberty Utilities’
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natural gas operations. Her ROE recommendation is based on the average of
her 8.26 percent Non-Constant DCF (“NCDCF”) model results and 9.56 percent
CAPM results, and includes a 32 basis point upward adjustment to reflect the
Company’s weaker credit rating relative to the proxy group.® For the cost of
short-term and long-term debt, Ms. Phipps’ recommends imputing the
consolidated cost of debt from Liberty Utilities’ intermediate parent, Liberty
Utilities Company (“LUC").

Ms. Phipps also recommends a capital structure consisting of 0.46 percent
short-term debt, 56.03 percent long-term debt and 43.51 percent equity.” Stating
that she has “little confidence” in the Company’s capital structure data,® Ms.
Phipps recommends an imputed capital structure based on:

(1) the proxy groups’ three-year average common equity ratio, adjusted
downward to reflect LUC’s lower credit rating;
(2) LUC’s average annualized net outstanding short-term debt ratio as of

December 31, 2013; and

(3) assigning the remaining capital structure to long-term debt. °

Q. Please summarize the key areas in which you and Ms. Phipps are in
agreement.

A. There are several important areas in which | agree with Ms. Phipps. Those
areas, which otherwise could significantly expand the scope of contested issues,

6 See Direct Testimony of Rochelle M. Phipps, at 34-35.

! Ibid., at 2-3.

z Ibid., at 4.

Ibid., at 5-6.
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include: (1) reliance on the Multi-Stage DCF model, including the use of earnings
projections and an estimate of sustainable growth in the near-term stage and the
use of GDP growth as an estimate of long-term (terminal) growth; (2) reliance on
the CAPM approach, including the use of 30-day average 30-year Treasury
yields as the risk-free rate and a Market Risk Premium based on a similarly
derived, forward-looking expected market return; and (3) that Liberty Utilities’
capital structure is an important determinant of the Company’s financial strength
and ability to access capital at reasonable terms under a wide range of economic
conditions.

What are the major points of disagreement between you and Ms. Phipps?
There are several areas in which | disagree with Ms. Phipps, including: (1) the
appropriate capital structure, (2) the appropriate cost of debt; (3) the application
of the Multi-Stage DCF analysis, including the long-term growth rate and payout
ratios used in the model, and the weight to be given to a result far below the
recent average of authorized natural gas ROEs:'® (4) the application of the
CAPM; (5) the relevance and the application of the Bond Yield Plus Risk

Premium analysis; and (6) the recovery of flotation costs.

Ms. Phipps’ 8.26 percent DCF estimate is 142 basis points below the 9.68 percent average
authorized natural gas ROE reported by SNL from January 2013 through July 2014. See
Schedule 7.13.
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Capital Structure

Q.

Please briefly summarize Ms. Phipps’ recommendation regarding the
Company’s capital structure.

Ms. Phipps recommends a common equity ratio of 43.51 percent, which she
calculates by applying a 6.40 percentage point (640 basis points) downward
adjustment to her estimate of the proxy group’s average equity ratio.'* Ms.
Phipps also recommends a 0.46 percent short-term debt ratio, based on the
average net short-term debt outstanding at LUC for the twelve months ending
June 30, 2014.** Assigning the remaining capital structure to long-term debt, Ms.
Phipps then recommends a long-term debt ratio of 56.03 percent.*

Ms. Phipps disagrees with the use of Liberty Utilities’ actual capital
structure because (1) she believes the capital structure data for Liberty Utilities
“is not reliable”, and (2) Liberty Utilities does not issue its own debt or equity.**
What is your response to Ms. Phipps’ position that it is reasonable to
impute a capital structure in this proceeding because LUC provides both
the debt and equity capital to Liberty Midstates?*°
Ms. Phipps notes that debt investors have a priority claim on cash flows relative

to equity investors, who are the residual claimants.*® | agree with Ms. Phipps on

that point; residual risk is what causes equity investors to require higher returns

11
12
13
14
15

16

See Direct Testimony of Rochelle M. Phipps, at 5-6.
Ibid., at 3, 6. See also, Schedule 3.01, 3.02.

Ibid., at 3, Schedule 3.01.

Ibid., at 3, 5.

Ibid., at 5.

Ibid.
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than debt investors. Ms. Phipps goes on to suggest, however, that when an
investor provides the debt and equity capital, the distinction between priority and
residual cash flow claims is lost. That is, Ms. Phipps states that when a single
entity is the debt and equity investor, “there is no splitting of the company’s net

cash flows.”*’

On that point | disagree with Ms. Phipps. The fact that a single
entity holds both debt and equity capital does not diminish the priority claim
afforded debt securities, nor does it confer a priority position on residual cash
flows. The allocation of cash flows is determined by the terms of the securities,
not by the identity of the securities’ holders.

For example, it is entirely likely that institutional investors could hold both
debt and equity securities in a given company. That they would do so simply is a
function of their investment policies and objectives. In my practical experience, it
is unlikely that an institutional investor would invest in the debt and equity
securities of a given company, but make no distinction in the returns required for
each. Yet, that is what Ms. Phipps’ position appears to suggest.

Ms. Phipps’ position also suggests that two firms identical in all respects
but for the identity of the debt and equity investors would have different
fundamental valuations. That is not feasible since such valuation differences
would be arbitraged away. In addition, Ms. Phipps’ position suggests that a
firm’s value could change not because its fundamental risks and expected cash

flows had changed, but because the identity of its investors had changed. Again,

that is not a feasible outcome. As such, | disagree with Ms. Phipps’ position.

17

Ibid., at 5.
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Do you agree with the approach used by Ms. Phipps to arrive at her
hypothetical capital structure?

No, | do not. In particular | disagree with Ms. Phipps’ (1) use of short-term debt
in developing the recommended capital structure; and (2) downward adjustment
to Liberty Utilities’ equity ratio to reflect the Company’s lower credit rating relative
to the proxy group. The equity ratio is an important factor in a company’s overall
risk profile and has a strong influence on its credit rating and, therefore, cost of
capital. As the equity ratio decreases, the degree of financial leverage and,
therefore, financial risk increases. In essence, Ms. Phipps asks the Company to
adopt a degree of financial leverage that is far removed from industry practice,
and which exposes Liberty Utilities to additional risk.

As discussed in my Direct Testimony, utilities face both business and
financial risk.®® With regard to financial risk, increasing financial leverage
increases the risk that a company may not have adequate cash flow to meet its
financial obligations.’® All else remaining equal, a meaningful increase in
financial leverage is likely to lead to a higher cost of both debt and equity. Since
APUC’s and LUC's credit ratings already are below the proxy group’s average
credit rating, Ms. Phipps’ proposal would only further increase the Company’s
financial risk. To the extent Liberty Utilities faces incremental business risks
associated with its relatively small size, regulatory environment and exposure to

weather variability, it would be reasonable for it to finance its operations with an

18
19

See Direct Testimony of Robert B. Hevert, at 8-10, 53.
Ibid., at 53.
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equity ratio above the average equity ratio of the proxy group companies, not
substantially below, as Ms. Phipps suggests.

Is Liberty Utilities’ proposed capital structure reasonable?

One reasonable means of assessing the Company’s proposed capital structure is
to consider observable and relevant benchmarks such as the capital structures in
place at the proxy companies, or that of Liberty Utilities’ parent company, APUC.
As shown in Schedule 7.11, relative to those measures, the Company’s capital
structure is consistent with industry practice. Liberty Utilities’ 60.10 percent
equity ratio is within the range of the proxy group equity ratios, and generally
consistent with the 56.64 percent average equity ratio of APUC (which is the
ultimate source of both LUC and Liberty Utilities’ equity, and influences the credit
rating of the debt that finances their operations)®® over the past eight fiscal
quarters.?*

What accounts for the difference between the proxy group average equity
ratios reported by Ms. Phipps and you?

Ms. Phipps’ inclusion of short-term debt in her capital structure analysis is the
primary reason her 49.91 percent estimate of the proxy group average equity
ratio is substantially below the 55.77 percent shown in Schedule 7.11. As
discussed in more detail below, in my experience utilities generally do not use

short-term debt to fund the type of long-lived assets included in rate base. Much

20

21

Standard & Poor’s notes its ratings of Algonquin Power & Utilities Corporation’s subsidiaries
reflects the parent company’s consolidated credit position. See, Algonquin Power & Ultilities
Corp., Liberty Utilities Co., And Algonquin Power Co. Ratings Raised To 'BBB', Standard & Poor’s
Ratings Service, October 11, 2013, at 2.

Financial data as reported by Algonquin Power and Utilities Corporation in Securities and
Exchange Commission filings. Source: SNL Financial.
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of the short-term debt Ms. Phipps includes in her capital structure analysis may
be associated with construction work in progress (“CWIP”) or seasonal gas
inventories. To that point, Ms. Phipps’ Schedule 3.03 shows the vast majority
(91.49 percent) of LUC’'s monthly average short-term debt outstanding is
associated with CWIP, while the remaining short-term debt occurs during winter
and shoulder months when gas inventory and receivables are elevated.
Similarly, a review of the work paper supporting Ms. Phipps’ capital structure
analysis shows that several of her proxy companies use little or no short-term
debt outside of the first and fourth quarters (the winter and shoulder months).

As shown in Schedule 7.12, excluding short-term debt from Ms. Phipps
capital structure analysis produces a proxy group common equity ratio of 54.59
percent, which is generally consistent with my 55.77 percent estimate.

How does Ms. Phipps’ equity ratio recommendation compare to natural gas
utility authorized equity ratios in other jurisdictions?

It is well below the 51.44 percent average authorized equity ratio since January
2013 (see Schedule 7.13). Looking at the authorized ROEs and equity ratios by
guadrants (based on the group medians), we see that Ms. Phipps’ proposal
would be the lowest combination of authorized equity returns and equity ratios,

by far, of any company in at least the past year and a half.
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Chart 1: Recent Authorized ROEs and Equity Ratios?
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| recognize that there may be differences across regulatory jurisdictions in
the calculation of equity ratios, and that viewing one company relative to another
may not always be an apt comparison. That said, Ms. Phipps’ ROE and capital
structure recommendations are so far removed from those recently observed in
the industry that it is difficult to reconcile the difference. Even looking to the
bottom quadrant (that is, the lower left-hand quadrant, which contains the lowest
ROEs and lowest equity ratios), Ms. Phipps’ proposal is incompatible with
authorized returns and capital structures in other jurisdictions; the median ROE
and equity ratio in that quadrant are 9.38 percent and 49.02 percent,
respectively. Moreover, to the extent Liberty Utilities faces incremental business

risks, | believe it would be reasonable for the Company’s authorized ROE and

22

Source: Value Line. Data from January 1, 2013 through July 31, 2014. Equity ratios are before
SNL adjustments for certain zero-cost non-investor-supplied capital sources such as deferred
taxes in the regulatory capital structure; See, Schedule 7.13.
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capital structure to be above the median levels shown in Chart 1.

| also realize that Ms. Phipps reflected her low recommended equity ratio
in a somewhat higher ROE. That adjustment, however, does not adequately
compensate investors for the considerably greater financial risk that her capital
structure recommendation creates. One perspective on that issue is the ROE
that corresponds to Ms. Phipps’ recommended Weighted Equity Return (4.02
percent) at different equity ratios. As Table 2 demonstrates, assuming the
average authorized equity ratio of 51.44 percent, Ms. Phipps’ recommended
Weighted Equity Return implies an ROE of 7.81 percent. Even the 49.02 percent
equity ratio associated with the lower quadrant of Chart 1 suggests and ROE of
8.19 percent. Clearly, there is no support for ROEs at such low levels.

Table 2: Implied ROE at Various Equity Ratios

Weighted
Equity Equity Implied
Return Ratio ROE

Ms. Phipps' Proposal 4.02% 43.51% 9.23%

Average Authorized Equity Ratio 4.02% 51.44% 7.81%

Average Authorized Equity Ratio (Lowest Quadrant) | 4.02% 49.02% 8.19%

Taken from a slightly different perspective, the average equity ratio and
ROE in the lowest quadrant in Chart 1 produce a Weighted Equity Return of 4.60
percent.?® Assuming Ms. Phipps’ 43.51 percent equity ratio, the ROE needed to
reach that 4.60 percent Weighted Equity Return would be 10.57 percent.?

Again, although | appreciate that Ms. Phipps saw the need to adjust her

23
24

4.58% = 49.02% x 9.38%.
4.60% / 43.51% = 10.57%.



274

275

276

277

278

279

280

281

282

283

284

285

286

287

288

289

290

201

292

Company Ex. 7.0 Revised
Page 16 of 55

recommended ROE, her proposed adjustment is inadequate to provide the
Company with a reasonable return.

Have you conducted any analyses to determine the effect of Ms. Phipps’
proposed equity ratio adjustment on the Company's required ROE?

Yes, | have. Using the Hamada Equation,?® which adjusts the average Beta for
the level of leverage held by the underlying companies on which that
measurement is made, | estimated the adjustment required for Ms. Phipps’
CAPM analysis to account for the change in the equity ratio proposed by Ms.
Phipps (a 640 basis point downward adjustment).

Using Ms. Phipps’ estimate of the proxy group average equity ratio
adjusted to exclude short-term debt (54.59 percent, as discussed above) and her
average Beta coefficient of 0.69, the unlevered (or “asset”) Beta is 0.45, when
the tax effect of the debt portion of the capital structure is removed from the
calculation.  The unlevered Beta coefficient can then be re-levered to
approximate the additional risk assumed by decreasing the equity ratio to any
level specified.

As shown in Table 3 (below) and Schedule 7.14, the incremental required
return associated with a 640 basis point downward adjustment to the equity ratio

is approximately 60 basis points.

25

Shannon P. Pratt, Robert F. Reilly, and Robert P. Schweihs, Valuing a Business, Fourth Edition,
at 169.
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Table 3: Leverage Effect, the Cost of Equity and the
Weighted Average Cost of Capital

Equity CAPM
Ratio ROE
640 basis point equity ratio reduction | 48.19% | 10.16%

Phipps proxy group average equity ratio . ;
(excluding short-term debt) 54.59% 9.56%

Difference: 6.40% 0.60%

Moreover, as shown in Schedule 7.14, based on several factors, including
currently observed credit spreads for utility bonds, Moody’s guidelines for
Debt/Total Capital, and using Ms. Phipps’ data, the equity ratio producing the
lowest overall weighted cost of capital is generally consistent with the Company’s
requested 60.10 percent equity ratio.

While | appreciate Ms. Phipps’ concerns regarding the imprecision of
calculating changes in the cost of capital associated with leverage adjustments,?®
it is important to recognize that Ms. Phipps’ proposed adjustment is based on
data associated with bond yields. The view that differences in credit ratings
“notches” among investment grade utilities can be used as a proxy for
differences in the Cost of Equity also fails to recognize the senior position that
debt holders have relative to equity holders, and the investment horizon
considered by equity holders. For example, a long-term issuer credit rating is an

opinion regarding the subject company’s overall financial capacity to pay its

26

See Direct Testimony of Rochelle M. Phipps, at 8.
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financial obligations as they come due and payable.?” As discussed earlier, the
claims of equity holders are subordinate to the claims of debt holders. The
results of my analysis indicate the magnitude of Ms. Phipps’ 32 basis points ROE
adjustment is substantially less than the required incremental return necessary to
compensate the Company for her proposed increase in financial leverage.
Please briefly describe Ms. Phipps’ 640 basis point downward adjustment
to her recommended equity ratio.

Ms. Phipps argues that an adjustment is necessary because Liberty Utilities’
intermediate parent company, LUC, has a Standard & Poor's (“S&P”) credit
rating of BBB, which is two notches below the proxy group’s A- average credit
rating. Ms. Phipps calculates her recommended adjustment by taking two-thirds
of the difference between the midpoints of the debt capitalization benchmark
ranges reported by Moody’s Investors Service (“Moody’s”) for the Baa and A
rated debt.”®

Do you have any concerns with Ms. Phipps’ approach to calculating her
640 basis point equity adjustment?

Yes, | do. Ms. Phipps’ adjustment assumes that companies with a given credit
rating should have a precise debt capitalization according to Moody’s ratings
methodology. However, debt capitalization is only one sub-factor within the four

primary factors Moody’s considers when assessing a company’s credit rating.

27

28

See Standard & Poor's Ratings Direct, Standard & Poor's Ratings Definitions, June 22, 2012, at
6.

See Direct Testimony of Rochelle M. Phipps, at 5-6. Note, Moody’s Baa and A ratings are the
equivalent of S&P’s BBB and A ratings, respectively.
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Because it is one of several metrics, the debt capitalization ratio is given a 7.50
percent weighting factor in Moody’s overall rating matrix.°

Moreover, Moody’s reports debt capitalization benchmark ratios at the
credit rating grade level (they are not reported at the more granular notch level)
and there are two ranges, dependent on Moody’s assessment of the subject
company’s business risk level (“standard” or “low business risk”).*°
Consequently, even setting aside the fact that debt capitalization is not the sole
factor determining credit ratings, it is not clear that Moody’s rating methodology
implies the precision between ratings levels and credit rating notches implied by
Ms. Phipps’ approach.

What is your response to Ms. Phipps’ suggestion the Company has a target

atio for dent to total capital of |

Ms. Phipps’ suggestion appears to be based on her interpretation of a bullet point

contained in an investor presentation on a page titled “Investment Focus”. .

29

30

See Moody’s Investor Service, Rating Methodology: Regulated Electric and Gas Utilities,
December 23, 2013 at 2 and 24. The four factors are: (1) Regulatory Framework; (2) Ability to
Recover Costs and Earn Returns; (3) Diversification; and (4) Financial Strength.

Ibid.
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Have you considered how adopting Ms. Phipps’ capital structure would

affect the Company’s financial integrity?

Yes, | have. Ms. Phipps’ equity ratio recommendation of 43.51 percent is
substantially below both Liberty Utilities’ and APUC’s current equity ratios. If the
Commission were to adopt Staff's capital structure recommendation, it could
place significant pressure on APUC’s consolidated financial profile (which is the
ultimate driver of both APUC’s and LUC'’s credit ratings). S&P recently upgraded
APUC and LUCo from BBB- (the lowest possible investment-grade rating) to
BBB,*' and DBRS currently rates APUC BBB (low) which is their lowest possible
investment-grade rating.®> Consequently, a one notch downgrade would place
APUC at the lowest possible investment grade rating from S&P (i.e., BBB-), and
below investment grade from DBRS. Such a move could result in Liberty Utilities
paying higher interest rates and cause investors to require a higher Cost of
Equity for the Company.

Are there other metrics that can be considered in reviewing the
reasonableness of Ms. Phipps’ proposed cost rates and capital structure?
Yes, there are. Pre-tax interest coverage, calculated as net income plus gross
interest expense and total income taxes divided by gross interest expense,

measures the extent to which operating earnings “cover” fixed capital obligations.

31

32

See, Algonquin Power & Utilities Corp., Liberty Utilities Co., And Algonquin Power Co. Ratings
Raised To 'BBB', Standard & Poor’s Ratings Service, October 11, 2013, at 3.
See, Rating Report: Algonquin Power & Utilities, DBRS, November 1, 2012, at 1.
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Higher coverage ratios generally indicate higher levels of credit-worthiness.
Based on Ms. Phipps’ recommended 9.23 percent return on equity, 1.41 percent
cost of short-term debt, 4.76 percent cost of long-term debt and capital structure,
the implied coverage ratio is approximately 3.48 times. As demonstrated in
Schedule 7.15, that level of coverage is significantly below the proxy group’s 4.52
median (4.50 mean) ratio.

Are there other reasons it is important for the Company to maintain an
adequate capital structure?

Yes, there are. An adequate capital structure is an important factor in
maintaining access to financing. For utilities, which need to support large
construction programs, consistent and reliable access to external capital is of
paramount importance. As opposed to other industries, utilities do not have the
option to avoid or defer many of their capital investments. As a practical matter,
much of any utility capital investment program relates to replacement, is driven
by reliability needs, or is mandated by law. In addition, many such capital
investments (such as that related to replacement or reliability investments) do not
directly generate incremental revenue or necessarily lower costs. Moreover,
utilities must respond to external events such as storms, and their lack of
geographic diversity can increase overall operating and business risk. Because
internally generated funds cannot be relied on as the only source of financing,
the maintenance of a credit profile that will enable capital access is extremely

important.
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Does Liberty Utilities’ size affect its ability to raise capital?

Yes, it does. In my practical experience, the market for debt associated with a
company the size of Liberty Utilities is limited; the Company’s issuances would
likely be far lower than the $100 million minimum threshold to be eligible to for
the Moody’s Utility Baa Bond Index.>® Issuances that are not “index-eligible” have
significantly less liquidity than larger debt issuances from more established (or
“seasoned”) issuers.?* Consequently, smaller, privately-placed debt typically is
more expensive and has more onerous loan covenants than larger, index-eligible
issuances. In that regard, access to equity capital ultimately issued at APUC,
and debt capital ultimately issued at LUC, affords the Company better access to
capital and on more reasonable terms. The fact that Liberty Utilities does not
issue its own debt and equity, however, does not indicate that its capital structure
should be disregarded in favor of an imputed capital structure that falls well
outside the bounds of industry practice.

Do you have any concerns with Ms. Phipps’ inclusion of short-term debt in
her recommended capital structure?

Yes, | do. Ms. Phipps has ignored the typical financing cycle for utilities and
included short-term debt that is related to gas inventories and receivables in the
capital structure, rather than permanent (i.e., rate base) assets. Natural gas

distribution utilities in general, including Liberty Utilities, have a seasonal pattern

33
34

Source: Bloomberg Professional

See, for example, 2011 CFA Level | Program Curriculum, Book 1, at 257. See also
MarketWatch, Smaller Issues in the U.S. Corporate Credit Market Offer Opportunities That Many
Equity Investors May Miss, July 9, 2014. See also TowersWatson, Corporate Bond Liquidity
Constrained, September 2012.
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to short-term debt balances, with the winter and shoulder periods typically
requiring higher levels of short-term debt to finance supply inventories and gas
sales receivables. In its December 2013 SEC Form 40-F filing, for example,
Algonquin Power & Utilities Corporation described the seasonality of natural gas
demand:

Natural gas demand is driven by the seasonal heating
requirements of its residential, commercial, and industrial
customers. That is, the colder the weather the greater the
demand for natural gas to heat homes and businesses. As
such, natural gas demand profiles typically crest in the winter
months of January and February and decline in the summer
months of July and August.*®

The use of short-term funding facilities to finance seasonal requirements is not
specific to Liberty Utilities; for example, Atmos Energy Corp. and Laclede Gas,
both of which are included in my and Ms. Phipps’ proxy groups, note a similar
financing cycle:

Additionally, the seasonality of our business impacts our
working capital differently at various times during the year.
Typically, our accounts receivable, accounts payable and short-
term debt balances peak by the end of January and then start to
decline, as customers begin to pay their winter heating bills.
Gas stored underground, particularly in our natural gas
distribution segment, typically peaks in November and declines
as we utilize storage gas to serve our customers.*®

*kk

The Company’s short-term borrowing requirements typically
peak during colder months when the Utility borrows money to
cover the lag between when it purchases its natural gas and
when its customers pay for that gas. Changes in the wholesale
cost of natural gas, including cash payments for margin deposits

Algonquin Power & Utilities Corporation, SEC Form 40-F, for the fiscal year end December 31,
2013, at 70.
Atmos Energy Corporation, SEC Form 10-K, for the fiscal year ended September 31, 2013, at 31.
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associated with the Utility’'s use of natural gas derivative

instruments, variations in the timing of collections of gas cost

under the Utility’'s PGA Clause, the seasonality of accounts

receivable balances, and the utilization of storage gas

inventories cause short-term cash requirements to vary during

the year and from year to year, and may cause significant

variations in the Company’s cash provided by or used in

operating activities.®’

By including short-term debt that is used to finance current assets in the
capital structure, Ms. Phipps has overstated the level of short-term debt required
to finance utility operations. To that point, Ms. Phipps’ Schedule 3.03 shows the
Company only had net outstanding short-term debt at the end of three winter and
shoulder months (December, January and February).

Do you have any observations regarding Mr. Knepler's interest rate
synchronization recommendation.

Yes, | do. As Mr. Krygier points out, Mr. Knepler's recommendation is based on
a hypothetical capital structure that includes an unduly high degree of debt

leverage. Consequently, 1 disagree with the basis of Mr. Kneplers

recommendation.

Cost of Debt

Has the cost of debt for Liberty Utilities’ been updated?

Yes, it has. As detailed in the revised Schedule D-1, the Company’s cost of debt
has been revised to 4.43 percent (from 4.78 percent).

Please summarize Ms. Phipps’ position regarding the cost of debt.

Ms. Phipps recommends the use of LUC’s consolidated cost of debt under the

37

Laclede Gas, SEC Form 10-K, for the fiscal year ended September 31, 2013, at 38.
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assumption LUC'’s cost of debt reflects “market-determined” interest rates.*® Ms.
Phipps calculates a cost of debt of 4.76 percent based on the stated interest
rates reported in APUC’s most recent Form 40-F filed with the Securities and
Exchange Commission and other data provided by the company in response to
data requests.*®

Do you agree with Ms. Phipps imputation of LUC’s cost of debt to Liberty
Utilities?

No, | do not. While I recognize Ms. Phipps’ is recommending a higher cost of
debt based on data from Algonquin Power & Utilities Corporations Form 40-F, for
the fiscal year ended December 31, 2013, | believe the authorized cost of debt
should reflect Liberty Utilities’ somewhat lower embedded cost of debt, which is
4.43 percent.”* That cost rate is reasonable and appropriate compared to the
mean embedded cost of debt for natural gas utilities in calendar year 2013.*
While | do not agree with Ms. Phipps’ recommendation to impute a consolidated
cost of debt to Liberty Utilities, | also note that Ms. Phipps’ cost of debt
calculations exclude debt issuance expenses and thus would understate the

effective cost of debt.*?

Application of the Multi-Stage DCF Analysis

Q.

A.

Please summarize Ms. Phipps’ Multi-Stage Discounted Cash Flow analyses.

Ms. Phipps relies on the Multi-Stage DCF methodology and data presented in my

38
39
40
41
42

See Direct Testimony of Rochelle M. Phipps, at 6.

Ibid., at 9-10.

See Revised Schedule D-1, filed May 13, 2014.

See Direct Testimony of Robert B. Hevert, at 55.

See Direct Testimony of Rochelle M. Phipps, Schedule 3.04.



488

489

490

491

492

493

494

495

496

497

498

499

500

501

502

503

504

505

506

507

508

509

Company Ex. 7.0 Revised
Page 26 of 55

Direct Testimony, but modifies three underlying inputs to the model. In particular,
Ms. Phipps: (1) excludes the “sv” component of the sustainable growth formula;
(2) assumes the proxy companies’ payout ratios will remain constant at Value
Line’'s 2016 — 2018 forecasted levels; and (3) uses a different estimate of long-
term growth.
Please briefly describe the Retention Growth calculation presented in your
Direct Testimony.
As discussed in my Direct Testimony, the Retention Growth estimate applied in
my Multi-Stage DCF analyses allows for earnings growth through reinvested
earnings as well as earnings growth funded through external equity.** Growth
through reinvested earnings is modeled as the product of the retention ratio and
the expected return on book equity. Growth through external equity is modeled
as the incremental value accruing to existing shareholders’ book equity when
there is growth in the common shares outstanding and equity is issued at a
market value above book value. The Retention Growth formula can be
expressed as:
Retention Growth = br + sv

where:

b = retention ratio;

r = earned return on book equity;

s = growth rate of common shares x (market / book ratio); and

v =1-—(1/(market/ book ratio)).

See Direct Testimony of Robert B. Hevert, at 21-22.
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Why does Ms. Phipps’ exclude the “sv” component of the Retention
Growth model from the growth rate applied in her DCF analysis?

Ms. Phipps explains she excludes the “sv” component of the Retention Growth
model, which is premised on companies raising external equity at the market
price, because she believes Value Line forecasts no new common equity share
issuances for the proxy companies.**

Do you agree with Ms. Phipps’ assessment?

| agree with Ms. Phipps that the “sv’ component of the Retention Growth model
should be zero when no future equity issuances are expected. To that point, as
shown in Schedule 4.2, | estimated a “sv” component of zero for the three proxy
companies Value Line projects to have no growth in shares outstanding.
However, Ms. Phipps’ assertion that Value Line does not forecast new common
equity share issuances for any of the proxy companies is incorrect. The
Retention Growth calculation presented in Schedule 4.2 (and updated in
Schedule 7.2) shows Value Line projects six out of nine proxy companies to
increase their common shares outstanding from 2014 through the 2016 — 2018
forecast period. Consequently, it would have been appropriate for Ms. Phipps to

include the “sv” component of the Retention Growth model.

See Direct Testimony of Rochelle M. Phipps, at 13.
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Do you agree with Ms. Phipps’ assumption that dividend payout ratios will
remain constant in perpetuity as of Value Line’'s 2016-2018 forecast
period?

No, | do not. As discussed in my Direct Testimony,*

one of the primary
advantages of the Multi-Stage DCF model is that it allows for flexibility in
adjusting the dividend payout ratio and growth rates estimates over time to reflect
investor expectations over changing capital investment cycles. While Value Line
projected the proxy group’s payout ratio will decline from recent levels to an
average of 55.89 percent in the 2016-2018 forecast period,*® Ms. Phipps has
provided no evidence that would indicate utilities are expected to deviate from
historical allocation and financing practices over the long-term. It is unclear why
Ms. Phipps would find it reasonable to rely on an expected payout ratio that may
be influenced by transient investment cycles rather than a longer-term average
that reflects a variety of economic conditions.

How did Ms. Phipps develop her terminal growth rate?

Ms. Phipps’ estimate of long-term growth is based on a projection of real GDP
growth from both the Energy Information Administration (“EIA”) and Global
Insight of 2.40 percent, together with an expected inflation rate of 2.30 percent,
which represents the compound annual difference in the yields on U.S. Treasury

bonds and U.S. Treasury Inflation Protected Securities.*” The combination of her

estimates of real growth and expected inflation produce an expected nominal

45
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See Direct Testimony of Robert B. Hevert, at 18-19.
Ibid., Schedule 4.1.
See Direct Testimony of Rochelle M. Phipps, at 17-18.
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GDP growth rate (that is the expected growth rate as of the beginning of the
terminal period) of 4.76 percent. Ms. Phipps also considers the average nominal
GDP growth rate forecast by EIA and Global Insight of 4.38 percent,*® in arriving
at her long-term growth estimate of 4.57 percent.*°

Please briefly described the method by which Ms. Phipps arrives at her
2.30 percent expected inflation rate.

Consistent with the approach used in my Direct Testimony, Ms. Phipps measures
expected inflation as the compound annual difference between nominal Treasury
yields and the Treasury Inflation Protected Securities (“TIPS”) yield (sometimes
referred to as the TIPS spread).”® Specifically, Ms. Phipps relies on the 30-day
average of ten and 30-year nominal Treasury yields and TIPS yields to develop
the implied 20-year expected inflation rate at the terminal growth stage of her
Multi-Stage DCF analyses (i.e., ten years hence). Ms. Phipps’ inflation estimate
of 2.30 percent is generally consistent with the 2.37 percent inflation estimate |

relied on in my Direct Testimony.>*

48

49
50
51

Ibid., at 19. EIA forecasted 4.41 percent growth from 2024-2040 and Global Insights forecast
4.36 percent growth for from 2024-2043.

Ibid., at 19.

Ibid., at 17-18.

While nominal return is often calculated as the simple addition of real return and inflation for
expediency (see, for example, 2011 CFA Level | Program Curriculum, Book 1 at 257; and
Morningstar, SBBI 2013 Valuation Yearbook at 52), | agree with Ms. Phipps’ assessment that the
more precise estimate of inflation requires a compound return calculation (see, Direct Testimony
of Rochelle M. Phipps, at 18, footnote 35). Accordingly, the inflation estimate used in the
analyses accompanying my Rebuttal Testimony is calculated using the compound method. The
difference between the two methods is 3 basis points.
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Have you performed any analysis to assess the reasonableness of Ms.
Phipps’ 4.57 percent nominal long-term GDP growth estimate?

Yes, | have. While Ms. Phipps develops her nominal GDP growth estimate using
real GDP growth estimates that end from 26 to 30 years from now, it is important
to remember the long-term growth rate used in the DCF model is a perpetual
growth rate extending indefinitely.>® With respect to nominal GDP growth, | note
that the long-term geometric average from 1929 to 2013 was 6.23 percent, and
the arithmetic average was 6.47 percent.®® Those observed growth rates are as
much as 190 basis points above the 4.57 percent projection on which Ms. Phipps
relies as a measure of long-term expected growth.

Since the nominal long-term GDP growth is applied beginning in year ten
of Ms. Phipps’ Multi-Stage DCF model, | calculated the average ten year annual
growth rates over the 1929 to 2013 period. 1 then arranged that data in
histograms to provide a perspective of how frequently various levels of growth
have occurred. As Chart 2 demonstrates, average annual growth as low as 4.57
percent has been observed very infrequently; when measured over ten year
periods, average annual growth exceeded 4.57 percent in 68 of 75 periods. To
provide another perspective, | also calculated average GDP growth over five year
periods. In that case, average annual GDP growth rate was greater than 4.57

percent in 70 of 80 periods (see Chart 3).

52
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Direct Testimony of Ms. Rochelle M. Phipps, at 17.
Source: Bureau of Economic Analysis.
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Chart 2: Average Annual GDP Growth Measured over Ten-Year Periods>
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Chart 3: Average Annual GDP Growth Measured over Five-Year Periods®
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Are there other benchmarks that may help put that growth rate in context?

Yes, there are. For example, Ms. Phipps’ long-term growth estimate is below the

54
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Source: Bureau of Economic Analysis.
Source: Bureau of Economic Analysis.
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range of mature company growth estimates provided by Eugene F. Brigham and

Michael C. Ehrhardt in Financial Management: Theory and Practice:

Expected growth rates vary somewhat among companies, but
dividend growth for most mature firms is generally expected to
continue in the future at about the same rate as nominal gross
domestic product (real GDP plus inflation). On that basis, one
might expect the dividends of an average, or “normal,” company
to growth at a rate of 5% to 8% a year.®

Is there another approach to calculating the long-term growth rate that
produces more reasonable results?

Yes, there is. As noted in my Direct Testimony, it is possible to combine
expected inflation with average historical real GDP growth.>’ According to data
provided by the Bureau of Economic Analysis, over the period 1929 to 2013 the
average annual real GDP growth rate was 3.27 percent. Combining real GDP
growth with the expected inflation rate of 2.37 percent used in my Direct
Testimony produces an expected long-term growth rate of 5.72 percent (revised
to 5.71 percent in my Rebuttal Testimony).>®

Is it reasonable to assume future real GDP growth will reflect historical real
GDP growth?

Yes, it is. As shown in Chart 4 (below), but for the recent “great recession” and
the continued slow economic recovery, real GDP growth since the post-World
War 1l era has been cyclical, but maintained a relatively steady mean reversion

level close to the long-term historical average of 3.27 percent.
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Eugene Brigham and Michael Ehrhardt, Financial Management: Theory and Practice, 12th Ed.
(Mason, OH: South-Western Cengage Learning, 2008), at 291.

Direct Testimony of Robert B. Hevert, at 23.

3.27% x 2.37% = 5.72%.
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Chart 4: Real GDP Growth Mean Reversion (1948 to 2013)>°
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Since 1948, annual real GDP growth rates have been above the long-term
3.27 percent geometric average more than half of the time (35 of 66 years). As
noted above, Ms. Phipps relies on a long-term real GDP growth rate estimate of
2.40 percent.?® It is interesting to note that annual real GDP growth has been at
or above 2.40 percent more than 70.00 percent of the time since 1948 (47 of 66
years). In fact, of the 19 years with 2.40 percent real growth or less, five have
been during or following the recent “great recession.” Ms. Phipps, however, has
provided no rational to explain her assumed decline of more than 80 basis points

in the structural growth potential of the economy over the long-term.
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Source: Bureau of Economic Analysis.
See Direct Testimony of Rochelle M. Phipps, at 17.
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Ms. Phipps also suggests that your long-term growth estimate is
unreasonable because it implies a return on common equity of 18.72
percent.®® What is your response to Ms. Phipps on that point?

As a preliminary matter, Ms. Phipps’ does not reconcile her recommendation of
9.23 percent with the Value Line Return on Equity benchmarks she cites; “Value
Line’s projected 11.17% ROE for the proxy group” and the 2002 to 2013 average
ROE of 11.00 percent for the proxy group.®® In addition, Ms. Phipps’ assertion is
premised on the “b times r” approach to estimating growth, which assumes that
internal growth is defined as the product of the retention ratio (b) and the earned
return on common equity (r). As discussed above, that approach does not
account for growth associated with new equity issuances. Further, Ms. Phipps’
observation only holds if the strict assumptions underlying the Constant Growth
DCF model are met. That is, the Constant Growth model assumes that
dividends, earnings and book value grow at the same, constant rate in perpetuity,
and that the payout ratio and Price/Earnings ratios also remain constant (again,
in perpetuity). The possibility that those assumptions will not hold true in the
intermediate future is the reason | have relied on the Multi-Stage DCF model in

this proceeding.
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Ibid., at 14-15.
Ibid., at 14.
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Application of the Capital Asset Pricing Model

Q.

Please summarize Ms. Phipps’ inputs to her CAPM analysis, and the results
from that analysis.

Ms. Phipps’ CAPM estimate is based on a risk-free rate of 3.81 percent, a market
return estimate of 12.15 percent, and an average Beta coefficient of 0.69. Based
on those assumptions, Ms. Phipps arrives at a cost of equity estimate of 9.56
percent.®

Are there similarities between your CAPM analysis and Ms. Phipps’
analysis?

Yes, there are. Ms. Phipps and | agree on the general construct of the CAPM
whereby a risk premium is added to a risk-free rate to determine the required rate
of return. We agree that the 30-year U.S. Treasury bond is the appropriate risk-
free rate, and that the risk premium is calculated by multiplying the proxy group’s
average Beta coefficient by the overall market risk premium. Ms. Phipps and |
also agree on the use of a prospective or ex-ante market risk premium, rather
than a historical or ex-post risk premium.

Does Ms. Phipps’ note any objections to your CAPM analyses?

Yes, Ms. Phipps expresses concern with (1) the use of a forward-looking risk-free
rate; (2) the time horizon of the Beta coefficients used in my alternate CAPM
analyses; and (3) the calculation of the expected return on the overall market,
which is used to determine the ex-ante market risk premium, in my alternate

CAPM; and (4) the timing of the market data used to calculate the MRP
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Ibid., at 24, 26.
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component of the CAPM.

What risk-free rate assumptions did you include in your CAPM analyses?

| considered both the 30-day average of the 30-year Treasury yield and Blue
Chip Financial Forecasts’ (“Blue Chip”) near-term projected 30-year Treasury
yield.

What is Ms. Phipps’ concern regarding the near-term risk-free rate used in
your CAPM analyses?

Ms. Phipps asserts that the current 30-year Treasury yield reflects “all relevant,
available information, including investor expectations regarding future interest

rates”%*

and therefore “speculation” regarding whether investors’ consider
forecasts from a particular forecast service is unnecessary.

What is your response to Ms. Phipps’ concern regarding the near-term risk-
free rate used in your CAPM analyses?

Ms. Phipps’ suggestion that all relevant information is captured in current
Treasury bond yields may be an over simplification of investor expectations and
the market forces influencing current interest rates. For example, Ms. Phipps
calculates an implied 20-year forward U.S. Treasury yield in ten years of 4.27
percent as part of her calculation of expected inflation using the TIPS spread,;
that estimate is 71 basis points above the 3.56 percent 30-day average 20-year
Treasury yield as of the same date). That calculation clearly shows an

expectation of rising interest rates. Blue Chip’s near-term forecast of the 30-year

Treasury vyield, which is the consensus projection of over fifty business
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Ibid., at 22.



686

687

688

689

690

691

692

693

694

695

696

697

698

699

700

701

702

703

704

705

706

707

Company Ex. 7.0 Revised
Page 37 of 55

economists for the average 30-year U.S. Treasury yield in the coming six
guarters, also indicates investors expect interest rates to rise.

Expectations for rising interest rates are not surprising given the ongoing
tapering of the Federal Reserve’s Quantitative Easing program (which was
intended to lower long-term rates) that started in December 2013.%°
Consequently, | continue to believe it is appropriate to consider both current and
projected 30-year Treasury yields when estimating the risk-free rate component
of the CAPM.

How does Ms. Phipps derive the Beta coefficients for her CAPM analysis?
Ms. Phipps’ uses five Beta coefficients calculated using five-years of returns:
(1) Value Line’s Beta coefficients (weekly returns, regressed against the
NYSE);
(2) The regression calculation included in my Direct Testimony (monthly
returns, regressed against the S&P 500);
(3) Staff's regression calculation (monthly returns, regressed against the
NYSE);
(4) Zacks’ Beta coefficients, which are unadjusted Beta coefficients that
Ms. Phipps adjusts (monthly returns, regressed against the S&P 500);
(5) Bloomberg’s five-year calculated Beta coefficients (monthly returns,
regressed against the S&P 500).
Ms. Phipps calculates her 0.69 Beta coefficient estimate by averaging together

the four Beta coefficients calculated using monthly returns, and then averaging

See Direct Testimony of Robert B. Hevert, at 48-49.
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the result with the Value Line weekly return Beta coefficient.

Q. How does Ms. Phipps calculate her regression Beta coefficient?

A. Ms. Phipps calculates her own Beta coefficient using three steps:

(1) The U.S. Treasury bill return is subtracted from both the average
percentage change in the sample’s stock prices and the percentage
change in the NYSE Index to estimate each portfolio’s return in excess
of the risk-free rate;

(2) The excess returns of the sample are regressed against the excess
returns of the NYSE Index to estimate the raw Beta coefficient, using
60 monthly observations of stock and Treasury bill return data; and

(3) The Beta is adjusted by multiplying the raw Beta coefficient by 0.66257
and adding 0.33743.%°

Q. What is Ms. Phipps’ concern with the Beta coefficients used in your CAPM
analyses?

A. Ms. Phipps’ CAPM analysis includes the two five-year Beta coefficients used in
my primary CAPM analyses. However, Ms. Phipps believes the 18-month
regression Beta coefficient and the two-year Bloomberg Beta coefficient included
in my alternate CAPM analyses are calculated over too short of a time period to
be reliable and are “more prone to measurement error arising from short-term

changes in risk and investor risk preferences”.®’

66 See Direct Testimony of Rochelle M. Phipps, at 25.

67 Ibid., at 27-28.
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Why do you disagree with Ms. Phipps’ sole reliance on five-year Beta
coefficients?

While my primary analyses reflect the Commission’s stated preference for Beta
coefficients calculated over five-years, | also believe it is important to consider
Beta coefficient estimates that reflect current and expected levels of systematic
risk.®® As stated in my Direct Testimony, | used an 18-month calculated Beta
coefficient (in addition to the 24-month Beta coefficient calculated by Bloomberg)
to provide a more current view as to investors’ perspectives with respect to the
systematic risk represented by the proxy companies.®®

Is a five-year period required to estimate a company’s Beta coefficient?

No, it is not. While Beta coefficients are generally developed using historical
data, they are meant to be forward-looking estimates that reflect investors’

expectations for a company’s systematic risk. Duff & Phelps 2014 Valuation

Handbook explains Beta is a forward-looking concept and notes:

Research shows that betas are time-varying (i.e., sensitive to
market changes as the economy changes; betas differ during
improving economic conditions compared with periods when
economic conditions are declining). Using a historical method
based on a sample period may not provide a reliable indication
of expected beta when economic conditions are changing. The
current and expected future economic conditions may differ
from the economic conditions during the look-back period.
Therefore, the beta estimated using the data for the look-back
period may not reflect the future.”

| note that financial data services such as Bloomberg enable analysts to

See Direct Testimony of Robert B. Hevert, at 26-27 and 30-31.
Ibid., at 30-31.
Duff & Phelps, 2014 Valuation Handbook, at 2-11.
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specify the analytical period (e.g., six, twelve, twenty-four, sixty months), the
holding period (e.g., daily, weekly, monthly), and the index (e.g., S&P 500, Dow
Industrial, NYSE Composite Index) used to calculate Beta coefficients. It is
clear, therefore, that Bloomberg recognizes that analysts and investors alike
consider the nature of the current market environment, determine when the
default calculations published by standard sources such as Value Line are less
relevant than alternative specifications, and develop Beta coefficients in a more
meaningful manner when appropriate. The calculation of Beta coefficients based
on more current data therefore is consistent with the actual practice of analysts
and investors and is analogous to the use of current stock prices in the DCF
model.

Does Ms. Phipps make any other observations regarding the use of Beta
coefficients calculated over shorter time periods?

Yes. Ms. Phipps notes it is preferable to calculate the Beta coefficient using data
that covers a full business cycle including rising and falling markets, and
suggests “Betas measured over shorter time periods are more prone to
measurement error arising from short-term changes in risk and investor risk
preferences.””*

Do the Beta coefficient estimates Ms. Phipps relies on cover a full business
cycle?

No, they do not. Ms. Phipps’ estimates are generally calculated over the 2009-

2013 period. However, according to the National Bureau of Economic Research
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Direct Testimony of Rochelle M. Phipps, at 27-28.
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(“NBER”), we have not yet reached the corresponding peak following the last
business cycle trough, which occurred in June 2009.”> Ms. Phipps’ Beta
coefficients are, therefore, primarily calculated over a nearly five-year long
economic recovery phase.

What is your response to Ms. Phipps’ position that a decrease in a
company’s systematic risk could increase its Beta coefficient and,
conversely, an increase in systematic risk could decrease its calculated
Beta coefficient? "

Ms. Phipps seems to draw a distinction between “systematic risk” and Beta
coefficients when (as explained in my Direct Testimony) they are one and the
same.” Systematic, or “non-diversifiable” risk, is a fundamental component of
Modern Portfolio Theory, the central theme of which is that rational investors
make investment decisions reflecting the inherent aversion to taking on additional
risk without being compensated by additional returns. In the context of Modern
Portfolio Theory, risk is defined as the uncertainty, or variability, of returns.
Modern Portfolio Theory was advanced by recognizing that total risk can be
separated into two distinct components: (1) systematic or non-diversifiable risk,
which is that portion of risk that can be attributed to the market as a whole; and
(2) non-systematic (or diversifiable) risk, which is attributable to the subject

company, itself. Because non-systematic risk can be diversified away by adding

72
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74

Source: National Bureau of Economic Research, U.S. Business Cycle Expansions and
Contractions, available at http://www.nber.org/cycles.html.

See Direct Testimony of Rochelle M. Phipps, at 28.

See Direct Testimony of Robert B. Hevert, at 25.
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more securities to their portfolio, investors should be concerned only with non-
diversifiable (systematic) risk. In the context of the CAPM, it is systematic risk
(measured by the Beta coefficient) that determines the Cost of Equity.

As also noted in my Direct Testimony, the Beta coefficient is a function of
the volatility of the subject company’s returns relative to that of the overall
market, and the correlation between the subject company’s returns and the

overall market’s returns:
o;
A= G Mo
Although Ms. Phipps argues that a decrease in systematic risk may increase the
Beta coefficient, she does not explain which element of Equation [1] would have
to decline for that to occur. If, for example, the subject company’s volatility
decreased less than the overall market’s return, that change would increase the
Beta coefficient, assuming that the correlation coefficient remains constant. At
the same time, relative risk (that is, the ratio of the subject company’s return
volatility relative to the market’'s return volatility) is an important element of the
Beta coefficient and it is not clear how one element (company-specific volatility)
could constitute the entirety of “systematic risk”.
In any event, looking at Beta coefficients over differing periods, as | have

done, is entirely consistent with industry practice and provides additional

information and perspective that should not be disregarded.
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Ibid.
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What is your response to Ms. Phipps’ concern regarding the measurement
error that may arise from shorter-term Beta coefficient calculations?
Mr. Phipps’ concern about statistical relevance overlooks the fact that my 18-
month Beta coefficient relies on more observations than at least two of her
estimates. Whereas Ms. Phipps’ regression Beta and Zacks' Beta coefficients
compare the monthly returns of a given company relative to a market index (i.e.,
five years result in 60 observations), | compare the monthly returns of the subject
company to the S&P 500 on a daily basis (i.e., the monthly returns for each
trading day in the 18 months, which results in 379 trading days). In calculating
the Beta coefficients, | performed a regression analysis using the proxy
companies’ monthly returns on a daily basis as the dependent variable, and the
same measure of returns for the S&P 500 as the independent variable. The t-
statistics for each company indicate that the independent variable is statistically
significant.”®

It is interesting to note that the table on page 29 of Ms. Phipps’ direct
testimony does not indicate measurement error as Ms. Phipps’ claims, but rather
suggests the systematic risk of the proxy group increased over the 2009-2014
period. This makes intuitive sense as utilities’ appeared relatively stable during
the height of the market’s elevated volatility during the 2007-2009 financial crisis,
but have reverted toward a more normal systematic risk level as the economic
recovery continues (and perhaps even faced relatively elevated risk compared to

the overall market as interest rates rose sharply during the second half of 2013).
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See Schedule 7.16.
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What is the primary disagreement between you and Ms. Phipps’ regarding
the methodology for estimating the forward-looking MRP?

While Ms. Phipps and | agree that it is important to use forward-looking market
risk premia rather than historical risk premia in the CAPM, and that the DCF
model is a reasonable means of calculating the expected market return, we
disagree as to the appropriate methodology to estimate the expected return for
the overall market, which is used to derive the MRP. Specifically, Ms. Phipps
begins with the companies in the S&P 500 and excludes those companies that
do not pay dividends.”” As discussed in my Direct Testimony, | also performed a
set of CAPM analyses using a market return estimate that only includes dividend
paying companies in the calculation.”® However, | also reviewed an alternate set
of CAPM analyses that included both dividend and non-dividend paying
companies in the market return calculation.”®

Does Ms. Phipps accept the methodology used in your alternate CAPM?

No, Ms. Phipps believes “including non-dividend paying companies in a DCF
analysis of the market overstates the resulting estimated required rate of return
on the market.”® In my view, the purpose of that analysis is to estimate the
expected return for the overall market. As such, it is appropriate to include as
many companies as possible for which growth rate estimates are available,

whether or not the company pays dividends. By doing so, it is possible to gauge

7
78
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See Direct Testimony of Rochelle M. Phipps, at 24.
See Direct Testimony of Robert B. Hevert, at 26-27.
Ibid., at 31-32.

Direct Testimony of Rochelle M. Phipps, at 30.
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equity investors’ return expectations for the entire universe of large-capitalization
companies. Moreover, from a practical standpoint, the return to investors comes
in the form of dividends and/or price appreciation. The salient issue is to properly
estimate what investors expect their return would be from investing in the overall
market. In that regard, it makes no difference whether or not a given company
pays dividends.

In addition, as discussed in my Direct Testimony, excluding non-dividend
paying companies from the MRP calculation creates an internal inconsistency in
the application of the CAPM because the Beta coefficients Ms. Phipps and | use
are measured against the returns on market proxies that include non-dividend
paying companies.®® As the premise of the CAPM is that required return is
related to the relative risk of an investment, it is important for both risk and
required return to be measured consistently.

Have you performed any analysis in order to check the reasonableness of
your Bloomberg and Value Line DCF-derived Market Risk Premia?

Yes, | did. Because Ms. Phipps concludes that the MRP estimates used in my
analyses “overstate” the implied MRP,?? it is instructive to understand how often
various ranges of MRPs actually occurred over the 1926 to 2013 period. To
perform that analysis, | gathered the annual Market Risk Premia reported by
Morningstar and produced a histogram of the observations. The results of that

analysis, which are presented in Chart 5 (below), demonstrate that MRPs of at

81
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See Direct Testimony of Robert B. Hevert, at 31.
Direct Testimony of Rochelle M. Phipps, at 30.
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least 10.32 percent (the high end of the range of MRP estimates in my Direct
Testimony) have occurred nearly half of the time.

Chart 5: Frequency Distribution of Market Risk Premia, 1926 - 2013%

AN AN AN AN AN AN AN AN AN AN AN AN AN N AN AN S S S

DA AR 2NN

| then considered a different perspective, calculating the cumulative
probability of the same ranges of MRP estimates. Those results, which are
provided in Chart 6 (below) demonstrate that an MRP of at least 10.32 percent

will occur approximately half of the time.

Source: Morningstar, Inc., Ibbotson Stocks, Bonds, Bills and Inflation 2014 Classic Yearbook, at
196-197.
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Chart 6: Cumulative Probability of Market Risk Premia, 1926 - 2013%
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Was your market return estimate performed on a different date than the
estimate of your risk-free rate and Beta coefficient estimate, as Ms. Phipps
claims?
No, it was not. The data used to calculate the market-DCF derived market return
component of my CAPM analyses was accessed from Bloomberg on January 31,
2014. Ms. Phipps suggests that my market return estimate was calculated after
January 31, 2014 based on her observation that Crown Castle International
Corp. (“CCI") was listed as a dividend paying company, and that company
declared its first dividend payment on February 20, 2014.

However, Ms. Phipps overlooks that Crown Castle International

announced its intent to initiate a dividend in its October 21, 2013 press release

84

Source: Morningstar, Inc., Ibbotson Stocks, Bonds, Bills and Inflation 2014 Classic Yearbook, at
196-197.
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which stated:

On September 9, 2013, Crown Castle announced it expects to
elect Real Estate Investment Trust (“REIT”) status beginning
with the taxable year commencing January 1, 2014. Subject to
the successful completion and financing of the aforementioned
AT&T tower transaction, Crown Castle expects to initiate a
quarterly dividend of 35 cents per share beginning in the first
quarter of 2014.%°

Relevance and Application of Bond Yield Plus Risk Premium Approach

Q.

What is your response to Ms. Phipps’ claim that measuring the Equity Risk
Premium over thirty-three years implies the risk of utilities has not changed
during that time?

My Bond Yield Plus Risk Premium analysis was designed to address that
concern. As stated in my Direct Testimony, “[p]rior research, for example, has
shown the Equity Risk Premium is inversely related to the level of interest

rates.”8®

As such, to perform my regression analysis, | used the semi-log
regression to measure an absolute change in the dependent variable (the Equity
Risk Premium) relative to a proportional change in the independent variable (the
30-year Treasury yield). Nonetheless, to address Ms. Phipps’ concerns, | have
performed an alternative approach to the Bond Yield Plus Risk Premium analysis
based on authorized ROEs from 2011 to the present. | also included credit
spreads (a measure of the incremental price of risk) as an additional independent

variable. This addresses Ms. Phipps’ concern that my analysis assumes that

“risk of utilities has not changed” as well as her concern related to the “heavy

85
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Crown Castle International, Investors Press Release, Crown Castle International Reports Third
Quarter 2013 Results; and Announces Plan to Initiate Dividend, October 21, 2013.
Direct Testimony of Robert B. Hevert, at 33-34.
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reliance on historical data (1992-2010).”%’

As shown in Schedule 7.17, | performed a regression analysis in which the
observed Equity Risk Premium is the dependent variable, and measures of the
prevailing 30-year Treasury yield and credit spread (based on each utility’s credit
rating and the prevailing long-term utility debt yield for that credit rating) are the
independent variables. | continue to use the natural log of the prevailing
Treasury yield and credit spread as the independent variables to account for the
recent variability in interest rates. Based on the regression coefficients in
Schedule 7.17, the implied ROE for a Baa-rated utility is 9.81 percent. While that
result is below my recommended ROE, it is in within the range of recently

authorized returns.

Recovery of Flotation Costs

Q.
A.

What is Ms. Phipps’ position with regard to recovery of flotation costs?

Ms. Phipps opposes recovery of flotation costs, citing Commission precedent. In
addition, Ms. Phipps is concerned that my calculation of flotation costs is not
based on actual issuance costs that the Company has incurred and not
previously recovered through rates, but rather on the average costs of issuing
equity that were incurred by Algonquin Power & Utilities Corporation and the

proxy group companies in their two most recent equity issuances.
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Direct Testimony of Rochelle M. Phipps, at 31-32.
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Do you agree with Ms. Phipps that Liberty Utilities has failed to
demonstrate that it has incurred flotation costs prior to the test year, which
have not been recovered through rates?

No, | do not. As explained in my Direct Testimony, flotation costs are part of the
invested costs of the utility, which are properly reflected on the balance sheet
under “paid in capital.”® They are not current expenses, and therefore are not
reflected on the income statement. Rather, like investments in rate base or
issuance costs of long-term debt, flotation costs are incurred over time, but
remain part of the cost structure that exists during the test year and beyond.®
Although Liberty Utilities does not issue common stock, it still must compete for
equity capital with other APUC affiliates. The common stock which has been
issued by APUC, the parent holding company, has incurred flotation costs, which
are passed through to Liberty Utilities. My calculation of flotation costs includes
the last two equity issuances for APUC and as such, the Company has incurred
actual flotation costs that have not been previously recovered through rates. As
such, | continue to believe it is appropriate to consider flotation costs in the

determination of where the Company’s ROE falls within the range of results.
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See Direct Testimony of Robert B. Hevert, at 46.

See Roger A. Morin, New Regulatory Finance, (Public Utilities Reports, Inc. 2006), at 321-322;
Shannon P. Pratt, Cost of Capital Estimation and Applications, Second Edition, at 220-221; and
Cleveland S. Patterson, Flotation Cost Allowance in Rate of Return Regulation: Comment, The
Journal of Finance Vol. XXXVIII, No. 4. September 1983, at 1337.
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SUMMARY OF UPDATED ANALYSES

Have you updated the analyses presented in your Direct Testimony?

Yes. | have updated my Multi-Stage DCF, CAPM and Bond Yield Plus Risk
Premium analyses using data as of July 31, 2014.

Please summarize your DCF model results.

| continue to develop my Multi-Stage DCF results using the assumptions and
inputs outlined in my Direct Testimony, and have presented those results based
on the low, average and high growth rates for each company.®® The results of

the Multi-Stage DCF model are shown in Table 4 (below; see also, Schedule

7.1).
Table 4: Summary of DCF Model Results®
Low Mean High
30-Day Average Stock Price 9.28% 9.60% 10.05%

Please summarize your updated CAPM analysis.
| have used data updated through July 31, 2014 for the CAPM analyses. For the
risk-free rate, |1 continue to refer to: (1) the 30-day average of the 30-year
Treasury yield; and (2) a consensus forecast of the average 30-Year Treasury
yield for the coming six quarters. For the Beta coefficient, I rely on published
estimates from Value Line and a five-year calculated Beta coefficient.

For the MRP, | develop ex-ante Market Risk Premia using the expected

return on dividend-paying companies in the S&P 500 Index less the current 30-

90
91

See Direct Testimony of Robert B. Hevert, at 18-20.
DCF results presented in Table 4 are unadjusted (i.e., prior to any adjustment for flotation costs).
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981 year Treasury yield. To calculate the expected market return, | continue to rely
982 on data from Value Line and Bloomberg.
983 | also consider the results of an alternate CAPM analysis that uses (1)
984 published Beta coefficients from Bloomberg and an 18-month calculated Beta
985 coefficient, and (2) Market Risk Premia developed with a market return that
986 includes both dividend-paying and non-dividend-paying companies.
987 What are your updated CAPM results?
988 My updated CAPM results are shown in Tables 5 and 6 (below, see also,
989 Schedules 7.5 and 7.8).
990 Table 5: Summary of CAPM Results
Bloomberg Value Line
Derived Derived
Market Risk Market Risk
Premium Premium
Average Value Line Beta Coefficient
Current 30-Year Treasury (3.35%) 10.33% 10.45%
Near Term Projected 30-Year Treasury (4.03%) 11.01% 11.13%
Average Five-Year Calculated Beta Coefficient
Current 30-Year Treasury (3.35%) 10.23% 10.35%
Near Term Projected 30-Year Treasury (4.03%) 10.92% 11.03%
991 Table 6: Summary of Alternate CAPM Results
Bloomberg Value Line
Derived Derived
Market Risk Market Risk
Premium Premium
Average Bloomberg Beta Coefficient
Current 30-Year Treasury (3.35%) 11.25% 11.19%
Near Term Projected 30-Year Treasury (4.03%) 11.93% 11.87%
Average 18-Month Calculated Beta Coefficient
Current 30-Year Treasury (3.35%) 12.80% 12.74%
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Bloomberg Value Line
Derived Derived
Market Risk Market Risk
Premium Premium
Near Term Projected 30-Year Treasury (4.03%) 13.49% 13.42%
Q. Please summarize your updated Risk Premium analysis.
My updated Risk Premium analysis includes authorized ROEs as reported by
Regulatory Research Associates through July 31, 2014. For the purpose of
calculating the expected risk premium and ROE, | have used the current, near-
term and long-term projected 30-year Treasury yield, as shown in Schedule 7.9.
As discussed above, | have performed an alternate Risk Premium analysis that
includes credit spreads as an additional explanatory variable and limits the data
period to 2011-2014 as shown in Schedule 7.17.
Table 7: Bond Yield Plus Risk Premium Results
Return on
Treasury Yield Equity
Current 30-Year Treasury (3.35%) 10.06%
Near Term Projected 30-Year Treasury (4.03%) 10.21%
Long Term Projected 30-Year Treasury (5.45%) 10.76%
Table 8: Alternate Bond Yield Plus Risk Premium Results
Return on
Treasury Yield Equity
Current Baa Utility Bond Yield (4.67%) 9.81%
Q. Have you considered whether your recommended returns meet the
standard of a fair rate of return?
A. Yes. As | noted in my Direct Testimony, my recommendation is based upon my

understanding of the Hope and Bluefield cases, wherein those decisions
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established the standards for determining a fair and reasonable allowed Return
on Equity including: consistency of the allowed return with other businesses
having similar risk; adequacy of the return to provide access to capital and
support credit quality; and that the end result must lead to just and reasonable
rates.%?

My assessment also reflects the Company’s need to attract capital at
terms similar to those offered to companies of comparable risk. A
recommendation that diminishes the Company’s ability to compete for capital in

the open market does not meet the “comparable company” standard.

CONCLUSIONS AND RECOMMENDATION

What is your conclusion regarding the Company’s cost of capital and
capital structure?
My updated analytical results are provided in Schedules 7.1 through 7.11. Based
on the analyses discussed throughout my Rebuttal Testimony, | conclude that
the reasonable range of ROE estimates is from 10.00 percent to 10.50 percent,
and within that range, 10.50 percent is a reasonable and appropriate estimate of
the Company’s Cost of Equity.

| also find the Company’s revised 4.43 percent cost of debt is reasonable.
Lastly, the Company’s proposed capital structure of 60.10 percent common
equity and 39.90 percent long-term debt is consistent with industry practice and

reflects the nature of assets financed by natural gas utilities such as Liberty
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See Direct Testimony of Robert B. Hevert, at 5-6.
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Utilities. On that basis, | continue to conclude the proposed capital structure is

reasonable and appropriate.

Table 9: Summary of Analytical Results

Low Mean High
Multi-Stage DCF
30-Day Average 9.28% 9.60% 10.05%
Bloomberg Value Line
Derived Derived
Market Risk Market Risk
CAPM Results Premium Premium
Average Value Line Beta Coefficient
Current 30-Year Treasury (3.35%) 10.33% 10.45%
Near Term Projected 30-Year Treasury (4.03%) 11.01% 11.13%
Average Five-Year Calculated Beta Coefficient
Current 30-Year Treasury (3.35%) 10.23% 10.35%
Near Term Projected 30-Year Treasury (4.03%) 10.92% 11.03%
Bloomberg Value Line
Derived Derived
Market Risk Market Risk
Alternate CAPM Results Premium Premium
Average Bloomberg Beta Coefficient
Current 30-Year Treasury (3.35%) 11.25% 11.19%
Near Term Projected 30-Year Treasury (4.03%) 11.93% 11.87%
Average 18-Month Calculated Beta Coefficient
Current 30-Year Treasury (3.35%) 12.80% 12.74%
Near Term Projected 30-Year Treasury (4.03%) 13.49% 13.42%
Flotation Cost 0.13%
Q. Does this conclude your Rebuttal Testimony?

A. Yes, it does.
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