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Q. 
Please state your name and address.

A. 
My name is Raymond Reno Cassidy.  My business address is 1155 15th Street, NW, Suite 400, Washington, D.C.

Q. 
What is your occupation?
A. 
I am a financial consultant and an associate of the energy consulting firm of Brown, Williams, Moorhead, and Quinn, Inc.

Q. 
Please describe your education and professional experience.
A. 
I was employed with the Federal Energy Regulatory Commission (FERC) for 29 years prior to my retirement in September, 2000.  Since then, I have provided advice and assistance on financial matters to electric utilities, gas pipelines, and consumer groups.  My education and experience is described in greater detail in Appendix A to this testimony.

Q. 
Identify the proceedings in which you have testified. 

A. 
I have testified and/or prepared written testimony in numerous rate proceedings, which are listed in Appendix B to this testimony.

Q. 
What is the purpose of your testimony in this proceeding?
A. 
I will recommend a fair and reasonable rate of return on common equity for Viking Gas Transmission Company (hereinafter "Viking" or "the Company") in this case.  My recommendation is based on an analysis of the financial condition and operations of the Company and on an analysis of the average cost of common equity of a group of proxy companies.


In this case, Viking proposes to charge transportation rates that vary by contract term.  As proposed, the rates will be based on an identical cost of service, but the rate of return on common equity will vary depending on the length of the contract term.  I will recommend rates of return on common equity for contracts with short-, medium-, and long-terms that are within the range of reasonable returns for the industry and reflect the relative risks of these differing terms as discussed by Mr. Moorhead in his testimony.  Depending on how many shippers opt for long-term, short-term, or medium-term contracts, Viking may earn a return on common equity that is higher or lower than the average rate of return developed in my analysis of proxy companies under term differentiated rates.  Term differentiated rates will allow Viking’s average allowed rate of return on common equity to rise or fall as the average contract length falls or rises.

Q. 
Did you prepare or direct the preparation of the Viking Gas Transmission Company Rate of Return Study, Exhibit No. VGT-19?
A. 
Yes

Q. 
What rate of return on common equity should be allowed in this case?
A. 
An average rate of return on common equity of 15.00 percent is appropriate for Viking and should be allowed in this case.

Q.  
What constitutes a fair rate of return on common equity?
A.
The legal standards used to determine the fairness of a utility’s allowed rate of return are based on two landmark Supreme Court decisions: Federal Power Commission vs. Hope Natural Gas Company, 320 U.S. 591 (1944) (hereinafter referred to as Hope); and Bluefield Water Works and Improvement Company vs. Public Service Commission of West Virginia, 262 U.S. 679 (1923) (hereinafter referred to as Bluefield).


In Hope, the Court ruled that the allowed rate of return should be sufficient to maintain the utility’s financial integrity and ability to attract capital.  The Court stated:

The rate making process ... the fixing of “just and reasonable” rates, involves a balancing of the investor and the consumer interests . . . the investor has a legitimate concern with the financial integrity of the company whose rates are being regulated.  From the investor or company point of view it is important that there be enough revenue not only for operating expenses but also for the capital costs of the business.  These include service on the debt and dividends on the stock ...  By that standard the return to the equity owner should be commensurate with returns on investments in other enterprises having corresponding risks.  That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.

In Bluefield, the Court ruled that the return granted to a utility should equal the return expected from investments having comparable risk.  The Court stated:

A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time ... in other business undertakings which are attended by corresponding risks and uncertainties ... The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.

The Hope and Bluefield cases establish the capital attraction and comparable earnings standards.  Under Hope and Bluefield, a regulated utility must be allowed a rate of return that is commensurate with returns on investments in other enterprises having corresponding risks, that assures confidence in the utility’s financial integrity and that maintains its credit and enables it to attract capital.

Q. 
Are the standards of Hope and Bluefield based on financial theory?
A. 
Yes.  Because the opportunity cost of equity equals the return an investor can earn on an investment of comparable risk, the Company’s allowed rate of return must be competitive with the returns investors expect to earn on investments of comparable risk.  If Viking’s allowed rate of return is less than the returns on comparable investments, the Company will be unable to attract capital at a reasonable cost and maintain its financial integrity.  My recommendation for the allowed rate of return on common equity is consistent with the Hope and Bluefield standards and financial theory.

Q. 
What approach have you used to determine the cost of common equity and the resulting return on common equity that should be allowed in this case?
A. 
I have performed several discounted cash flow (DCF) analyses using alternative growth rates.  The DCF method expresses the return required to attract common equity financing as a function of the market price, dividends and growth expectations of the common stock.  In my opinion, the use of market oriented analyses is essential in determining the cost of common equity financing.  An explanation of the DCF method is contained in Appendix C to my testimony.  I have also performed a risk analysis that compares Viking’s risks to the risks of the proxy group of pipelines used in the DCF analysis.

Q. 
How have you used these analyses in your recommendation?
A. 
I used the DCF analysis to determine the range for the return that investors require as an incentive to invest in the common stock of a pipeline company.  This analysis establishes the cost range within which the utility can attract capital on reasonable terms.  I then used the results of my risk analysis to estimate the specific rate of return on common equity that will compensate investors for the risks of Viking's pipeline operations.

Q. 
Can you apply the DCF approach directly to Viking?
A. 
No.  Viking is a wholly-owned subsidiary of Xcel Energy, Inc. and has no publicly traded common stock to which a DCF analysis might be applied.  Therefore, I have chosen a group of six companies that own pipelines  regulated by the FERC and are included in the Natural Gas (Diversified) industry group published by The Value Line Investment Survey.  These companies are El Paso Corp., Equitable Resources, Inc., Kinder Morgan, Inc., National Fuel Gas Company, Questar Corp., and the Williams Companies.  In the May 9, 2001 Initial Decision in Williston Basis Interstate Pipeline Company, Docket No. RP00-107-000, 95 FERC ¶ 63,008 (2001), the Presiding Administrative Law Judge found these companies to be an appropriate proxy.  Enron Corp.'s current problems, including stock currently being traded at prices below one dollar, and bankruptcy precluded its inclusion in this group. 

Q. 
Why are these selection criteria important?
A. 
The companies in the proxy group are similar to Viking with respect to two important influences on the cost of common equity:  they operate gas pipelines and their financial success depends on regulated operations.  The proxy group has similar risks to Viking’s and, in my opinion, satisfies the guidelines established in the Hope and Bluefield decisions.

Q. 
Please explain the term “risk” as you have used it.
A. 
Risk, as related to the business firm or utility, stems from several sources.  First there are the business risks associated with a company's operations.  These risks are directly related to company operations as well as to economic conditions, natural disasters, competition, and the like.  Business risk, of course, may vary widely from company to company and from industry to industry.  An example of a business risk unique to pipelines is the uncertainty of the supply of natural gas to be transmitted through the pipeline.  The productive life of a gas field cannot be known with certainty.  Therefore, an earlier than expected depletion of the supply field could cause the economic life of the pipeline to expire long before its physical life, leaving the undepreciated investment unrecoverable.


Another source of risk to a company is related to the capital structure.  Capital obligations that are senior to the common equity create financial advantages through leverage.  However, the use of debt and preferred issues carries with it increased financial risks resulting from the contractual guarantees associated with these types of capital.  In other words, the interest payments and preferred dividends represent fixed obligations before any return can be provided to the common stockholders of the company.  Therefore, the greater the percentage of fixed charges to total earnings of a company, the greater the financial risks, other things being equal.


Since both advantages and disadvantages stem from the capital structure of a business, company management will normally adopt a structure that maximizes its long-term profit potential while maintaining its financial safety.  Many times the desired capital structure cannot be maintained for short periods because of difficult business or market conditions.

Q. 
How are business, financial, and other risks interrelated and what is their effect on common equity?
A. 
Financial and business risks have a combined effect on the risks to the common equity investor.  For example, the business risks of two companies may be quite different and yet the risk to the equity investor may be the same.  This would be true when a company with high business risk adopts a capital structure containing low financial risk, while a low business risk company assumes greater financial risk when it adopts a higher debt ratio.  In addition, the company is exposed to economic risks such as inflation, government policies affecting operations and/or revenues, supply and demand for capital, etc.  It should be noted that all of these risk factors influence the cost of all classes of capital to varying degrees.  The combined effect of all of these factors makes up the overall risk of a company.

Q. 
Please describe the risks facing the natural gas industry.
A. 
The natural gas pipeline business was substantially altered by FERC's restructuring of the pipeline industry.  Order Nos. 636 and 637 required interstate pipelines to unbundle their gathering, transportation, and storage functions; eliminated the pipeline merchant function; imposed straight-fixed variable rate design; required pipeline capacity reassignment; and imposed  transition cost responsibilities on pipelines and customers.  


Order No. 636 fostered competition thereby increasing pipeline risks.  Gas producers, marketers, distributors, and end users now have many alternatives to pipeline-provided services.  The increased risk faced by pipelines is demonstrated by the proliferation of aggregators and marketers in the natural gas business.  In 2000, the Commission issued Order No. 637 to further promote competition by increasing price transparency and expanding customer flexibility in using pipeline capacity.  These orders further promoted competition in the natural gas industry and increased the business risk for natural gas companies.

Q. 
Please discuss the business risks faced by Viking.
A. 
Viking’s business risks are as high as the risks faced by pipelines in general, as discussed above.  Specific business risks faced by Viking include (1) pipeline-to-pipeline competition for approximately 84 percent of its capacity, (2) contract expiration risk, and (3) supply and price risks associated with being a downstream pipeline in a competitive market.

Q.
Please discuss Viking’s risks from pipeline-to-pipeline competition.
A.
Viking faces direct competition from multiple pipelines.  Several pipelines serve the markets of the Twin Cities, Central Wisconsin and Chicago.  Viking competes with Great Lakes Gas Transmission ("Great Lakes") and Northern Natural Gas ("Northern Natural") for deliveries into Minnesota.  Viking competes with ANR Pipeline Company ("ANR") for deliveries into Wisconsin and further east.  Great Lakes delivers gas from Emerson to Northern Natural at Carlton, which can then move gas into the Twin Cities market.  Great Lakes can also bring gas into ANR at Fortune Lake and then move it into central Wisconsin or Chicago.  Viking serves the Twin Cities and Central Wisconsin markets by providing transportation to Reliant Energy Minnegasco and Xcel Energy Inc., the LDCs that serve the Twin Cities, and by providing transportation to Wisconsin LDCs at Marshfield for redelivery on ANR's system in Central and Eastern Wisconsin.  Because Viking serves the Chicago market by moving gas into ANR at Marshfield, Viking also faces competition from Alliance, which moves gas directly from Canada to Chicago, and Vector Pipeline, which moves gas from TransCanada PipeLines.  As a result of the many pipeline options to serve the upper Midwest, 70 percent of Viking's current contracts are subject to pipeline-on-pipeline competition.

Q. 
Please discuss Viking’s business risk from contract expiration.
A. 
Viking faces significant risks associated with capacity turn-back over the next two years.  Approximately forty percent of Viking’s current FT contracts expire before the end of 2003 and over half of Viking's contracts expire before the end of 2005.  Viking faces near-term risks associated with contract renewal and capacity turnback. Under the Commission's policy of encouraging pipeline competition, Viking has no assurance that it will be able to retain the business of these customers.


Investors are also aware that the Commission has not ensured full cost recovery for such interstate pipeline companies as Natural Gas Pipeline Company of America (“Natural”), El Paso Natural Gas Company, and Transwestern Pipeline Company, which faced potentially large reductions in firm transportation agreements with current customers whose contracts have expired or will be expiring.  The Commission’s approach has been to encourage pipelines to market underutilized capacity elsewhere, and it has indicated that pipelines should not expect full recovery of all costs of unsubscribed capacity that is not renewed by customers leaving the system.  By suggesting that pipelines should settle issues regarding unsubscribed capacity with their customers, the Commission is raising concerns among investors that pipelines may once again be faced with significant reductions in their equity.  While this potential problem is not unique to Viking, it is a problem that Viking may face in the near future, adversely impacting a potentially large percentage of Viking’s current capacity.

Q. 
Please discuss Viking’s supply and price risks as a downstream pipeline.
A. 
Viking is dependent on the Western Canada Sedimentary Basin ("WCSB") for virtually all of its supply.  Because of its reliance on this single source, Viking faces a substantial risk of reduced throughput if Canadian supply diminishes.  Long-term uncertainty of supply lies in the fact that WCSB gas reserves have declined every year since 1985 with the exception of 1989 and 1995.  More importantly, the National Energy Board Annual Report to Parliament, 2000, points out at page 17 that there is a continuing shortfall of new discoveries in the WCSB to replace reserves.  This heightens Viking's supply risks.  

Due to its reliance on a single supply basin, Viking faces significant risks even if the supply proves adequate to meet market needs.  Throughput on Viking is extremely dependent on the price of WCSB gas.  When the cost of this gas is significantly higher than other supply sources, Viking loses market share to competing pipelines with access to lower cost supply basins.

Q. 
How did you implement the DCF method to determine a fair and reasonable allowed return on common equity for Viking?
A. 
I began my DCF analysis by identifying a range of reasonable growth components (g) for the DCF model.  There are several approaches that investors use to determine growth expectations.  They might analyze industry growth rates for dividends and earnings per share, as well as the growth rates for the company being considered for an investment.  They may calculate their own estimates of growth, rely on estimates published by advisory services, or use some combination of both to arrive at their growth expectations.  Many investors incorporate the long-term growth rate of the economy into their growth estimates for a specific company.

Q. 
How did you estimate the long-term growth of the economy in your DCF model to develop the allowed rate of return on common equity in this case?
A. 
I used the average of the twenty- year growth rates for the future estimates of the gross domestic product (GDP) made by the Social Security Administration and the Energy Information Administration.

Q. 
Identify the source of the expected growth rates estimates for the proxy group companies.

A. 
I used estimates published by The Value Line Investment Survey ("Value Line") and Zacks Investment Research ("Zacks").  Value Line is a highly regarded advisory service.  Zacks surveys institutional investment firms and publishes average growth rates developed by these firms for individual companies.

Q. 
How did you use the information from these sources to derive a range of estimated investor expected growth rates for the proxy companies?
A. 
Investors' expectations for the growth of a company can be estimated, but not directly measured.  Because investors form their expectations based on numerous sources, I used a variety of sources to compute a range of growth rates encompassing investor expectations. 


I have used three different growth models in my DCF analysis:  (1) analyst estimates of company-specific earnings growth; (2) a two-stage growth rate using short-term growth rates for the companies and their sustainable growth rates; and (3) a three-stage growth rate using company-specific short-term growth rates, the expected long-term growth of GDP, and a transition growth rate.

Q. 
Since the academic foundation of the DCF model is based on long-term growth, why did you use a five-year growth rate for one of your growth models? 

A. 
The DCF model is predicated on the growth in dividends per share or earnings per share.  Despite the desirability of company-specific earnings per share estimates beyond five years, no advisory service publishes them.  The reason is that estimates of more than five or six years are unreliable because it becomes increasingly difficult to predict future earnings for an individual company as the time horizon is lengthened.  It is therefore reasonable to believe that many investors may have less confidence in the accuracy of long-term estimates for individual companies, thereby giving more, or perhaps total weight, to shorter-term estimates.  


Since utilities are entitled to recover their cost of equity, which is determined by investors, it is crucial to try and measure what investors actually rely on in making their growth estimates.  The DCF model's partiality to the use of long-term, company-specific earnings growth estimates does not necessarily mean that all investors use long-term, economy-wide growth estimates exclusively when formulating their expectations for a company.  To account for investors that have more confidence in short-term, company-specific estimates, regulatory agencies should give more weight to short-term growth estimates.  After all, the sole purpose of rate of return regulation is to measure investor requirements based on investor expectations and allow a company a return on equity equal to those requirements.


Another reason investors may have for weighting short-term growth rates more heavily is that such rates are company-specific.  Many investors may not believe that all companies will grow at the same growth rate as the economy in the long-term because there is a wide range of retention ratios (a major component of future growth) among companies, implying differences in long-term future growth.  Therefore, it is reasonable for a range of investor-expected growth rates to include relatively short-term growth rates.

Q. 
Why do your other two growth models use a period of twenty years or more?
A. 
Many investors want a long-term horizon for their growth estimates if they believe that company-specific earnings growth rates might eventually trend toward the economy's expected growth rate.  Also, if the short-term growth estimates are high or low compared to the company’s history or sustainable growth rate, investors may expect the company’s growth to eventually settle at the sustainable growth rate.  Therefore, I have used longer- term models in two of my 4 growth estimates to reflect these expectations.  By considering both long-and short-term composite growth rates, as many investors do, I believe that my range of growth estimates encompasses those used by investors when making investment decisions.  Simply put, the use of several models allows for the full spectrum of growth rates that may be used by investors in a DCF model.

Q. 
Will investors reject short-term growth estimates because the academic foundation of the DCF model requires long-term growth estimates?
A. 
No.  The expected growth of earnings and dividends is only one of many judgments made by investors about stocks.  Short-term and long-term growth estimates each have strengths and weaknesses and both are under almost constant review and often revised as warranted by new information.  Zacks publishes growth estimates monthly, Value Line publishes new company reports quarterly, and the Social Security Administration and the Energy Information Administration, the sources of the long-term data I used, publish that data annually.  The short- term company-specific estimates are revised or reaffirmed on a more frequent basis than the estimates of the long- term growth of the economy.  This is sufficient to expect that investors will have confidence in these estimates and not reject them.

Q. 
What is the sustainable growth rate and how is it calculated?
A. 
The sustainable growth rate is the growth rate supported by a company’s retained earnings and is used by the Commission in its constant growth model for its generic rate of return rulemakings.  The external growth rate, or the effect on growth of new common stock sales, can be ignored in this analysis because the growth in shares of the proxy companies does not materially add to growth.  The sustainable growth rate is simply the product of the expected earned rate of return on common equity and the retention ratio and is expressed as:



g = br, 



where:



g = Growth rate for earnings per share;



r =  Return on common equity;



b = Retention ratio.

Q. 
How will you compute the appropriate dividend yield to be used in determining the investors’ required return from an investment in the proxy companies?
A. 
Two forms of the DCF model are most commonly used by financial analysts.  One of these uses the annual dividend expected to be paid one year after the investment is made.  This model assumes that dividends are paid annually.  The other model uses the current dividend to compute the yield portion of the annual return.  This model assumes that dividends are paid continuously.  Both of these models are incorrect.  The assumption of annual payments leads to an overstatement of the required return and the assumption of continuous payments leads to an understatement of the required return.  Since these utilities pay dividends quarterly, it is proper to use a quarterly payment model.  In Appendix D, I develop an adjustment factor to be applied to the current dividend yield to account for quarterly payment of dividends.  This adjustment factor is equal to 1 plus one half of the growth rate.

Q. 
What are the dividend yields of the proxy companies?
A. 
The unadjusted dividend yields are shown on Schedule No. 1 of Exhibit No. VGT-19. 

Q. 
Please describe your DCF analysis of the proxy companies using your short term growth model.
A. 
The five year growth rates obtained from Zacks are shown on Schedule No. 2 of No. VGT-19.  These short- term growth rates are used to compute the adjusted dividend yields and costs of equity for the proxy companies on Schedule No. 3.  The average cost of equity is 16.69 percent and the median is 16.11 percent.

Q. 
What are the components of the two-stage growth rate you propose to use?
A. 
The two-stage growth rate incorporates the short-term growth estimates published by Zacks and the long- term growth rate that can be sustained by a company’s earned returns and earnings retention policy.

Q. 
Please explain how you derived the sustainable growth rates of the proxy companies.
A. 
I began by using the estimates of future book values, earnings, and dividends per share published by Value Line to estimate future earned rates of return and earnings retention ratios for the proxy companies.  The Value Line estimates of this data are shown on Schedules 4 and 5 of Exhibit VGT-19.  I have computed an estimated book value per share for 2004 for the companies by dividing the book value for 2005 by one plus the growth rate of book value per share.


The expected returns for 2001, 2002, and 2004-06, which were computed by dividing earnings per share by the average book value, are shown on Schedule No. 6.  The averages of these estimates for each company will be used in my estimate of the sustainable growth rate.


The retention ratios, which are the shares of earnings not paid in dividends, are shown on Schedule No. 7.  I will use the averages of these estimates, as I did for the expected returns, to compute the sustainable growth rates of the companies.


The sustainable growth rate is the product of the expected return and retention ratio and is shown on Schedule No. 8 for each of the proxy companies.

Q. 
How have you computed the two- stage growth rate you propose to use for your DCF analysis?
A. 
The two-stage growth rates for the proxy companies are shown on Schedule No. 9 of Exhibit No. VGT-19.  They are computed over a twenty year period with the short term growth rate assumed for five years and the sustainable growth rate for fifteen years.

Q. 
What cost of common equity for the average pipeline does a DCF analysis indicate using your two-stage growth rate?
A. 
The results of the two-stage growth DCF analysis are shown on Schedule No. 10.  The average cost of equity is 15.05 percent and the median is 15.01 percent.

Q. 
Some analysts believe that a company cannot experience earnings growth in the long term that exceeds the growth of the gross domestic product (GDP).  Why do you believe your two- stage model is reasonable?
A. 
The theory that a company cannot grow in the long term at a rate faster than GDP growth is based on the assumption that it will become the whole economy if it does so.  Even the proponents of this theory acknowledge that it would take an extraordinary length of time, depending on the size of the company, for this to happen.


This assumption is misplaced.  Large companies with high growth rates in earnings may generate higher amounts of cash than can be reinvested efficiently in their businesses.  This is a problem all companies would like to have and it can be resolved easily:  The regular dividend payout can be increased or a special one-time dividend can be declared.  Another approach taken by large companies with high growth rates is to purchase their own shares.  This approach allows earnings per share to grow at a faster rate than total earnings, thereby allowing stockholders to benefit from high growth of earnings per share and eliminating the prospect that the company will overrun the whole economy.

Q. 
Can a company achieve growth in earnings per share greater than the growth of GDP for a sustained indefinite period of time longer than five years?
A. 
Yes. An examination of the earnings experience of any number of companies would lead the investing public to the same conclusion.

Q. 
Have any of the proxy companies realized growth in earnings per share that exceeded the growth of GDP?
A. 
Yes.  Schedule No. 11 shows the earnings per share from the most recent Value Line reports for the proxy companies.  Five of the companies have growth rates higher than the growth of GDP for ten years or longer.  Three of the companies have achieved growth of earnings per share more than twice as high as the growth of GDP.

Q. 
Would investors expect the theory that earnings growth must trend toward the growth rate of the economy in the long term to apply uniformly to all companies?
A. 
No.  Some companies choose to retain a larger portion of their earnings than other companies.  Some companies have more opportunities to expand their markets through reinvestment of retained earnings than others.  The stocks of these companies will be characterized by low dividend yields and high growth rates.  Other companies, by choice or because of more limited reinvestment opportunities, pay out more than half of their earnings as dividends.  The stocks of these companies will be characterized by high dividend yields and low growth rates.  The market abounds with both types of companies.


It simply is not realistic to believe that investors would expect the growth rate of both types of companies to converge to the growth rate for the overall economy at the same time.  If investors subscribe to this theory at all, they might expect the low growth companies to trend toward the economy-wide growth within a few years.  The high growth companies would take a much longer time to do so.  Indeed, depending on the individual company or companies, investors might expect earnings per share growth higher than GDP growth for the duration of their investment horizons, which might be twenty years or more.

Q. 
Since the proxy companies are mature, would not their growth rates be more likely to trend toward the economy-wide growth rate sooner rather than later?
A. 
Not necessarily.  As markets mature and reinvestment opportunities diminish, a company has more than one option for the disposition of the cash flow generated by operations.  It can increase dividends and transition from a high growth to a low growth company and perhaps assume the growth rate of the overall economy in a few years.  Alternatively, the company may choose to buy back its common shares with the excess cash generated by operations.  This is indeed done by a number of companies and it allows these companies to maintain high growth rates for earnings per share even as the growth of total earnings slows.


The appropriate growth rate to use for a DCF analysis is the expected growth of earnings per share.  This is the growth rate that investors incorporate into their investment decisions.  The growth of total earnings is the rate that indicates if a company is becoming “too big for its britches” relative to the overall economy.  These two growth rates are not interchangeable and should not be confused in the ratemaking process.

Q. 
To date, the proxy companies have not shown a pattern of repurchasing their shares.  Can you cite some examples of mature companies that have maintained high growth rates relative to the economy by, at least in part, repurchasing their shares?
A. 
Yes.  General Electric Company and the Coca Cola Company are two such companies.  Each of these companies was certainly a mature company in 1991 and 1985, respectively.  And yet, through good management, high retention of earnings, and share repurchases, each maintained a growth rate for earnings per share more than twice as high as the growth of the economy as shown on Schedules 12 and 13 of Exhibit No. VGT-19.  Expected growth rates of 16.00 percent for General Electric and 11.9 percent for Coca Cola published by Zacks in July 2001 indicate that high growth in earnings per share is expected to continue despite the maturity of the companies.

Q. 
Do you conclude that investors would not expect the growth of earnings per share of all companies to converge on the growth rate of the economy in a predictable manner?
A. 
Yes.  There is no compelling reason that investors should believe that the growth rate of earnings per share for these companies must decline to the growth rate of the economy at any time in their lifetime.

Q. 
Do you believe that this two- stage model renders the best estimate of the future growth of earnings per share?
A. 
Yes.  However, for the purposes of this proceeding, I believe it is important to consider the whole range of reasonable growth models that might be used by investors.  Therefore, I will give this model equal weight with the short term and three stage models.

Q. 
Please describe your three- stage growth model.
A. 
I began by computing the growth rate.  It is composed of three stages: the short term growth rate and the sustainable growth rate, which have already been discussed, and the long term growth rate for GDP.

Q. 
How have you computed the growth rate for GDP?
A. 
I have relied on the estimates published by the Energy Information Administration (EIA) and the Social Security Administration (SSA).  The EIA data and associated growth rate to the year 2020 of 5.75 percent are shown on Schedule No. 14.  The SSA data and associated growth rates for various periods are shown on Schedule No. 15.  I will use the growth rate to the year 2020 of 5.10 percent from this source to be consistent with the time frame of the EIA data.  The average of these two growth rates is 5.43 percent.

Q. 
How have you computed the three- stage growth rate you propose to use for your DCF analysis?
A. 
The three stage growth rates for the proxy companies are shown on Schedule No. 16 of Exhibit No. VGT-19.  They are computed over a twenty year period with the short term rate prevailing for five years, the sustainable growth rate prevailing for ten years, and the growth rate for GDP prevailing for five years.

Q. 
What cost of common equity for the average pipeline is indicated by a DCF analysis using your three- stage growth rate?
A. 
The results of the three-stage DCF analysis are shown on Schedule No. 17.  The average cost of equity is 13.24 percent and median is 13.05 percent.

Q. 
What is your estimate of the cost of equity for the average pipeline after considering the full range of growth estimates that investors might use?
A. 
I believe that the best estimate of the market consensus is derived by weighting the three DCF models equally.  I have done so on Schedule No. 18 of Exhibit No. VGT-19.  The average is 14.99 percent, the median is 15.21 percent, and the range is from 13.05 percent to 16.43 percent with a midpoint of 14.74 percent.  The average, median, and midpoint average about 15.00 percent and this is my best estimate of the market cost of equity of the average pipeline.

Q. 
Mr. Moorhead advocates three categories of term-differentiated rates.  How do you propose to develop the rate of return on common equity that should be allowed for each category?
A. 
The market cost of equity of the average pipeline should be allowed for the Category 2 rates that will be charged for contracts with terms of three years or more but less than five years.  The rates of return that should be allowed on the contracts of shorter and longer terms involve judgments regarding relative risks and cannot be precisely quantified.  However, there are boundaries for the appropriate allowed rate of return established by the analysis in my testimony.  The appropriate allowed rate of return for category 1 rates, involving contracts of less than three years, should be higher than 15.00 percent but less than the 16.43 percent that is the top of the reasonable range for the industry.  The appropriate allowed rate of return for category 3 rates, involving contracts of five years or more, should be lower than 15.00 percent but more than the 13.05 percent that is the bottom of the reasonable range for the industry.


The specific return on equity that should apply to each category of rates is a judgmental factor.  I believe that an appropriate spread for the allowed return between the medium- term and the long- term and short- term contracts is 100 basis points.  In this case, Viking should be allowed to earn a return on equity of 16 percent on its short term contracts and 14 percent on its long term contracts.

Q. 
Viking witness Mary Derks relies on your computation of the pre-tax rates of return for the consolidated capital structure and the capital structure which excludes FT-D.  Please explain how you computed those returns.
A. 
The pre-tax return for the consolidated capital structure is 18.04 percent as shown on Schedule No. 19.  The pre-tax return for the consolidated capital structure with Rate Schedule FT-D excluded is 19.86 percent as shown on Schedule No. 20.  The tax factor is computed by dividing the tax rate by one minus the tax rate.  The composite state and federal tax rate for Viking is 41.17%.  The resulting tax factor is 0.6998.  The product of the tax factor and the weighted cost of equity (after tax) is equal to the income taxes expressed as a percentage of the rate base.

Q.
Does this conclude your testimony?

A.
Yes.

239900.1









