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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

)
Florida Gas Transmission Company, LL.C. ) Docket No. RP09-  -000
)
PREPARED DIRECT TESTIMONY
OF

ROBERT B. HEVERT

I INTRODUCTION AND QUALIFICATIONS
Please state your name, affiliation, and business address.
My name is Robert B. Hevert. I am President of Concentric Energy Advisors, Inc.
(“Concentric”), located at 293 Boston Post Road West, Suite 500, Marlborough,
Massachusetts 01752.
On whose behalf are you testifying?
I am testifying on behalf of Florida Gas Transmission Company, LL.C. (“FGT” or
the “Company”), a wholly-owned subsidiary of Citrus Corp.
What is the ownership of FGT?
FGT is a wholly-owned subsidiary of Citrus Corp. which, in turn, is owned 50.00
percent by El Paso Citrus Holdings, Inc. (EPCH), a wholly-owned subsidiary of El
Paso Corporation (El Paso), and 50.00 percent, by CrossCountry Citrus, LLC (CCC),
a wholly-owned subsidiary of Southern Union Company and certain of its subsidiary

companies.
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Please describe your experience in the energy and utility industries.

I received my Bachelors of Science degree in Finance from the University of
Delaware, and a Masters degree in Business Administration from the University of
Massachusetts. In addition, I hold the Chartered Financial Analyst designation. I
have served as an executive and manager with other consulting firms (REED
Consulting Group and Navigant Consulting, Inc.), and as a financial officer of Bay
State Gas Company. I have provided testimony regarding strategic and financial
matters, including the cost of capital, before several state utility regulatory agencies as
well as the Federal Energy Regulatory Commission, and have advised numerous
energy and utility clients on a wide range of financial and economic issues including
both asset and corporate-based transactions. Many of those assignments have
included the determination of the cost of capital for valuation purposes. A summary
of my professional and educational background is provided in Attachment A to my
testimony.

Please describe Concentric’s activities in energy and utility engagements.
Concentric provides financial and economic advisory setvices to a large number of
energy and utility clients across North America. Our regulatory economic and
market analysis services include utility ratemaking and regulatory advisory services;
energy market assessments; market entry and exit analysis; corporate and business
unit strategy development; and energy contract negotiations. Our financial advisory
activities include merger, acquisition and divestiture assignments; due diligence and

valuation assignments; project and corporate finance services; and transaction
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support services. In addition, we provide litigation support services on a wide range
of financial economic issues for clients throughout North America.

II. PURPOSE AND OVERVIEW OF TESTIMONY
What is the purpose of your testimony?
The purpose of my testimony is to present evidence and provide a recommendation
regarding: (1) the cost of equity (sometimes referred to as the Return on Equity, or
“ROE”) for FGT; and (2) to support the Company’s proposed capital structure. My
analyses and recommendations are supported by the data presented in Exhibit No.
FGT-13 through Exhibit No. FGT-17.
Please provide a brief description of the Florida Gas Transmission Pipeline.
FGT 1s a 4,900-mile pipeline extending from south Texas through the Gulf Coast
region of the U.S. to south Florida. The system primarily receives gas from onshore
producing basins, Mobile Bay and offshore Gulf of Mexico. FGT is a transporter of
natural gas to the Florida energy market, delivering approximately 70.00 percent of
natural gas consumed in the state. The system also contains 60 interconnections with
other major interstate and intrastate pipelines.!
What are your conclusions regarding the appropriate Return on Equity
(“ROE”) for FGT?
Based on the Commission’s preferred form of the Discounted Cash Flow (“DCF”)
model, and without specific consideration or adjustments to reflect current economic
conditions, I conclude that the 13.88 percent ROE being proposed by the Company

is reasonable. I further conclude that the Company’s existing capital structure of

Southern Union Company, SEC form 10-K, period ended December 31, 2008, at P 3.
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60.74 percent equity and 39.26 percent debt is within the range of capital structures
in place at comparable companies, and therefore is reasonable.

Please provide a brief overview of the analyses that led to your conclusions on
the appropriate ROE for FGT.

As discussed in more detail in Section VI, in light of recent market conditions, and
given the fact that equity analysts and investors tend to use multiple methodologies in
developing their return requirements, it is important to consider both analytical
results and broad market measures of investors’ risk sentiments in determining the
Company’s ROE. At the same time, I recognize the Commission’s long-standing
reliance on the Discounted Cash Flow (“DCF”) model. Consequently, while my
application of the DCF model is consistent with the Commission’s approach in Kem
River? 1 also present an alternative set of results which do not adjust the second stage
growth rate for the Master Limited Partnerships (“MLPs”) in my proxy group.}

I also considered the effect of recent financial and capital market conditions
on the Company’s ROE. The Company, however, has elected to limit its proposed
ROE to 13.88 percent, which is the median result of the DCF model using the
Commission’s preferred approach. That proposal, therefore, does not include an
adjustment for any incremental risks, either general or company-specific.

How is the balance of your testimony organized?
The remainder of my testimony is organized into six sections. Section III discusses

the regulatory guidelines and financial considerations pertinent to rate of return

Opinion No. 486-B, Docket No. RP04-274-000, January 15, 2009 (Kern Riéver).

As discussed later in my testimony, the Commission’s current approach for MLPs is to reduce the
second stage growth rate, which it estimates as the long-term growth in Gross Domestic Product, by a
factor of one-half.
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estimates. Section IV discusses the criteria and approach for the selection of my
proxy group of comparable companies. Section V explains the data and
methodologies underlying my ROE recommendation. Section VI discusses current
capital market conditions and the effect of those conditions on the cost of equity.
Section VII summarizes the analysis that supports the Company’s proposed use of its
actual capital structure, and Section VIII summarizes my conclusions and
recommendations.
III. REGULATORY GUIDELINES AND FINANCIAL
CONSIDERATIONS
Please describe the guiding principles used in establishing the ROE for a
regulated utility.
The United States Supreme Court’s precedent-setting decisions in Hope and Bluefield
established the standards for determining the fairness or reasonableness of a utility’s
allowed ROE. Among the standards established by the Court in those cases are: (1)
consistency with other businesses having similar or comparable risks; and (2)
adequacy of the return to support credit quality and access to capital, while
maintaining financial integrity. The Hope and Bluefield cases read, in pertinent part:
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 and in the same general part of the country on
investments in other business undertakings which are attended by
corresponding risks and uncertainties; but it has no constitutional
right to profits such as are realized or anticipated in highly
profitable enterprises or speculative ventures. The return should be
reasonably sufficient to assure confidence in the financial soundness

of the utility and should be adequate, under efficient and economic
management, to maintain and support its credit and enable it to
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raise the money necessary for the proper discharge of its public
duties. A rate of return may be reasonable at one time and become
too high or too low by changes affecting opportunities for

investment, the money market and business conditions generally.’
kK ok

Rates which are not sufficient to yield a reasonable return on the
value of the property used at the time it is being used to render the

service are unjust, unreasonable and confiscatory.’
k% Xk

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 mnvestments
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.’

Why is it important for a utility to be allowed the opportunity to earn a return
adequate to attract capital at reasonable terms?

There is a long history regarding the allowed Return on Equity, the role of capital
structure, and the resulting cost of capital in the establishment of just and reasonable
rates for utility services. Among the themes common to many Federal, State and
Supreme Court cases is the principle that a utility’s cost of capital (including its capital
structure and allowed return on common equity) must be reflective of other
enterprises having comparable risks acting independently in the financial markets. A
return that is adequate to attract capital at reasonable terms enables the utility to
provide service while maintaining its financial integrity. In keeping with the [Hope and

Bluefield standards, that return should be commensurate with the returns expected

Bluefield Water Works & Improvement Company v. Public Service Commission of West Virginia, 262
U.S. 679, at PP 692-693 (1923) (Bluefreld).

Id., at P 690.

Federal Power Commussion v. Hope Natural Gas Co., 320 U.S. 591, at P 603 (1944), (Hope).
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elsewhere in the market for investments of equivalent risk. The consequence of the
Commission’s order in this case, therefore, should be to provide the Company with
the opportunity to earn a Return on Equity that is: (1) adequate to attract capital at
reasonable terms; (2) sufficient to ensure the financial integrity of the Company’s
transportation operations; and (3) commensurate with returns on investments in
enterprises having corresponding risks. To the extent the Company is provided the
opportunity to earn its market-based cost of capital, neither customers nor
sharcholders should be disadvantaged.

While the capital attraction and financial integrity standards are important
principles in normal economic conditions, the practical implications of those
standards are even more pronounced in the current financial environment. As
discussed in Section VI, natural gas pipeline companies continue to face challenging
capital market conditions; both credit spreads and equity market volatility remain at
elevated levels relative to historical averages. In my view, an assessment of capital
market conditions is an important consideration in determining the cost of equity.
Credit spreads remain at elevated levels and volatility is high relative to historical
averages. These are important considerations in determining the appropriate cost of
equity.

Has the Commission recognized the importance of establishing a rate of
return that is commensurate with the risks incurred by equity investors?
Yes, it has. In SoCal, the Commission concluded that “investors generally cannot be

expected to purchase stock, if debt, which has less risk than stock, yields the same
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return.”’  Furthermore, in its recent Policy Statement (Docket No. PL07-2-000),% the
Commission observed that the Supreme Court has long held that equity returns must
be commensurate with returns on investments of comparable risk, and that returns
must be sufficient to enable the subject company to attract capital at reasonable rates.
As discussed later in my testimony, the risk comparability standard is an mmportant
consideration in the selection of proxy companies in this proceeding.

What are your conclusions regarding regulatory guidelines and capital market
expectations?

Simply that it 1s important for the ROE authorized in this proceeding to reflect the
capital market conditions with which the Company must contend and investors’
expectations relative to both risks and returns.

What is the basis for your recommended ROE for the Company?

As noted earlier, the Commission has stated its preference for the application of a
DCF model that incorporates both near-term earnings growth forecasts and longer-
term estimates of macroeconomic growth (referred to herein as the “two-stage DCF”
model). My testimony, and recommendation therefore, rely on the two-stage DCF
model, for which the underlying data is derived from a proxy group of publicly
traded corporations and Master Limited Partnerships with significant interstate
natural gas pipeline operations. By selecting a group of entities with risks and
business characteristics most comparable to FGT, I have ensured that my analysis in
this proceeding comports with the Hope and Bluefie/d standards, as well as the

Commission’s standard for natural gas pipeline proxy companies as established in

SoCal Edison, 92 FERC ¥ 61,070 at 61,266 (2000).
Policy Statement, 123 FERC Y 61,048 (2008) (Poly Statement).
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Kern River and in the Commission’s Policy Statement. As such, my analyses result in a
recommended ROE that is both commensurate with the Company’s risk, and
sufficient to attract capital at reasonable rates.
IV. PROXY GROUP COMPANIES

Please explain why you have used a group of proxy companies to determine
the cost of equity for FGT.

First, it is important to bear in mind that the cost of equity for a given enterprise
depends on the risks attendant to the business in which that enterprise is engaged.
According to financial theory, the aggregate risk of a given company is equal to the
matket value weighted average of the constituent business units. In this proceeding,
we ate focused on estimating the cost of equity for an entity (that is, FGT) that is not
publicly traded. Since the cost of equity is a market-based concept, it is necessary to
establish a group of companies that are both publicly traded and comparable to the
Company in certain fundamental respects to serve as its “proxy” in the ROE
estimation process. Even if FGT were a publicly traded entity, it is possible that
transitory events could bias its market value in one way or another over a given
period of time. A significant benefit of using a proxy group, therefore, is that it
serves to attenuate the effects of anomalous events that may be associated with any
one company. As discussed later in my testimony, the proxy companies used in my
analyses each possess a set of operating and risk characteristics that are substantially
comparable to FGT and thus provide a reasonable basis for the derivation and

assessment of ROE estimates.
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The importance of selecting a proxy group that is similar in overall financial
and business risk to the subject company also was endorsed by both the United
States Court of Appeals for the District of Columbia Circuit (the “Court of
Appeals”) in the Petal Gas Storage decision and the Commission in the Policy Statement
concerning the composition of the proxy groups used to determine the ROE for
natural gas pipelines, and in Kern River. In the Peta/ decision, the Court of Appeals
acknowledged that in developing a proxy group, the goal is to rely on companies that
are of similar risk to the subject company for the determination of cost of equity:

That proxy group arrangements must be risk-appropriate is the
common theme in each argument. The principle is well-established.
See Hope Natural Gas Co., 320 U.S. at 603 (“[Tlhe return to the
equity owner should be commensurate with returns on investments
in other enterprises having corresponding risks.”); CAPP I, 254
F.3d at 293 (“[A] utility must offer a risk- adjusted expected rate of
return sufficient to attract investors.”). The principle captures what
proxy groups do, namely, provide market-determined stock and
dividend figures from public companies comparable to a target
company for which those figures are unavailable. CAPP I, 254 F.3d
at 293-94. Market determined stock figures reflect a company’s
risk level and, when combined with dividend values, permit
calculation of the “risk-adjusted expected rate of return sufficient to
attract investors.”’
* % ok

What matters is that the overall proxy group arrangement makes
sense in terms of relative risk and, even more importantly, in terms
of the statutory command to set “just and reasonable” rates, 15
US.C. § 717c, that are “commensurate with returns on
investments in other enterprises having corresponding risks” and
“sufficient to assure confidence in the financial integrity of the
enterprise . . . [and] maintain its credit and . . . attract capital,” Hope
Natural Gas Co., 320 U.S. at 603."

9
10

Petal Gas Storage L.L.C. v. FERC, 496 F.3d 695, 699 (D.C. Cir. 2007) (Petal Gas Storage).
Ibid., at P 700.
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Please summarize the Commission’s position with respect to proxy group
selection and its effect on the ROE for natural gas pipeline companies.
The Commission affirmed the importance of the proxy group in the Policy Statement,
noting that the applicant should provide as much information as possible about each
of the proposed proxy companies to assist the Commission in determining the most
representative proxy group. The Commission further acknowledged that equity
returns established through the regulatory process should be commensurate with the
level of risk assumed by the Company. In the Policy Statement, for example, the
Commission recognized the Supreme Court’s determination that the proxy group
must be “risk appropriate.”!’ The Commission further noted the Court’s position
that equity returns must be commensurate with returns on investments of
commensurate risk, and that returns must be sufficient to enable the subject
company to attract capital at reasonable rates.
Has the Commission established guidelines with respect to the development
of an appropriate proxy group?
Yes. While the Commission did not address the specific companies that should be
included in a proxy group, as noted above, it has affirmed the importance of risk
comparability.’>  Moreover, in the Pokcy Statement, the Commission established its
position with respect to including MLPs in the proxy group used to establish the
Return on Equity for natural gas pipelines:

As the court explained in Petal Gas Storage, 1.1.C. ». FERC, the

purpose of the proxy group is to “provide market determined stock
and dividend figures from public companies comparable to a target

Policy Statement, at P 49.
Ibid., ar P 47.
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company for which those figures are unavailable.  Market-
determined stock figures reflect a company’s risk level and when
combined with dividend values, permit calculation of the ‘risk-
adjusted expected rate of return sufficient to attract investors.”

It is thus crucial that the firms in the proxy group be comparable to
the regulated firm whose rate is being determined. In other words,
as the court emphasized in Peta/, the proxy group must be “risk-

appropriate.””
g

The Commission leaves that determination to each individual rate
case. In order to assist the Commission in determining the most
representative possible proxy group in those cases, the parties and
other participants should provide as much information as possible
regarding the business activities of each firm they propose to
include in the proxy group, including their recent annual SEC filings
and investor service analyses of the firms. This information should
help the Commission determine whether the interstate natural gas
or oil pipeline business is a primary focus of the firm and whether
investors view an investment in the firm as essentially an
investment in that business."

While the need for all proxy companies to be risk appropriate relative to the
applicant was reemphasized in the Kern Rzver decision, the Commission also noted
that there are “numerous factors that can vary the risk profile of an individual firm”
and that “it 1s difficult in an individual case to develop a proxy group of sufficient
numbers in which the members will have the same risk.”> Consequently, I have
established a set of screening criteria that: (1) reflect the Commission’s traditional
standards: (2) result in a group that is of comparable risk to FGT: and (3) produce a

sufficiently large number of proxy companies.

Ibid., at P 48.
Ibid., at P 51.
Kern River, at P 50.
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How did you select the companies included in your proxy group?

I began with the group of companies that currently are classified by Value Line in the
Diversified Natural Gas, or Oil/Gas Distribution segments. To the extent that they
were not included in either of those groups, I also considered the companies that
were included in the proxy group by the Commission in Kerz Rzver. 1 then applied the
following screening criteria:

1. To incorporate companies that are primarily regulated natural gas
transmission companies, consistent with the guideline relied upon by the
Commission in Kern River, 1 initially eliminated companies with less than
50.00 percent of total net operating income derived from, or assets
associated with regulated natural gas pipeline operations;

2. T eliminated companies that are not publicly traded;

3. I eliminated companies that do not currently pay dividends, have recently
cut their dividends or are projected to cut their dividends (or distributions
as the case may be);

4. I eliminated companies for which there are no I/B/E/S estimates of five-
year earnings growth;

5. I eliminated companies that have not been in operation for at least 5 years;

6. I eliminated companies that have a Standard & Poor’s rating below BBB-;
and

7. I considered the effect of merger activity on the performance of potential

proxy group companies.
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Has the Commission used similar criteria in its evaluation of proxy groups in
prior decisions?
Yes. As discussed in the Policy Statement, the Commission historically required that
each company included in the proxy group satisfy the following four standards:
1. The company’s stock must be publicly traded;
2. The company must be recognized as a natural gas pipeline;
3. The company and its stock must be recognized and tracked by an
investment information service such as Value Line; and
4. Pipeline operations must constitute a high proportion of the company’s
business. In Kern River, the Commission generally applied a standard of
50.00 percent of a company’s assets ot operating income.'®
Why have you eliminated companies that do not pay a dividend or distribution
or have or are projected to cut their dividends or distributions?
As discussed in more detail in Section V below, the DCF approach is based on the
theory that an equity share’s price represents the present value of all future expected
cash flows. In its simplest form, the DCF model expresses the ROE as the sum of
the expected dividend (or distribution) yield and long-term growth rate. Since the
model estimates value based on future cash flow, it is inappropriate to include
companies that do not pay dividends or distributions.  Consistent with the
fundamental assumptions of the DCF model, in eliminating companies that have or
are projected to cut their dividend or distribution, I have assumed a constant

dividend policy.

Policy Statement, at P 8.
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Q. What companies resulted from the screening criteria noted above?

A.

The criteria discussed above resulted in a proxy group of only four companies:

e Boardwalk Pipeline Partners, L.P.;

e Southern Union Company;

e TC Pipelines, L.P;" and

e The Williams Companies, Inc.
Is this the final composition of your proxy group?
No, it is not. First, in order to avoid the circular logic that otherwise would occur, it
is my practice to exclude the subject company from the proxy group. Therefore, I
excluded Southern Union Company, FGT’s parent company, from the proxy group.
This would have resulted in a proxy group of only three companies. In both Ker
River and the Policy Statement, the Commission expressed concerns with a proxy group
of fewer than four companies. In the Policy Statement, the Commission noted several
cases in which a four company proxy group satisfied the Commission’s standards and
was relied upon.® In Kern River, the Commission concluded that a proxy group
should consist of “at least four, and preferably at least five members, if representative
members can be found.”"

In order to expand the number of proxy companies beyond the three noted

above, it was necessary to relax certain of the screening criteria. Several of those

criteria, however, do not lend themselves to variation by degree (for example, a

While TC Pipelines does not have a credit rating, the parent company, TransCanada 1s rated A- by
Standard & Poor’s.

Poliey Statement, at P 16-17.

Kern River, at P 104,
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company either is or is not subject to a merger, is or is not publicly traded, does or
does not have an investment grade credit rating, etc.). As such, I chose to reduce the
threshold of operating income or assets associated with natural gas transmission (that
is, the first criterion) from 50.00 percent to 35.00 percent. Relaxing this assumption
resulted in the following final proxy group of five companies:

e Boardwalk Pipeline Partners, L.P.;

e Enbridge Energy Partners, L.P.;

e Enterprise Products Partners, L.P.;

e Spectra Energy; and

TC Pipelines, L.P.

Why have you excluded The Williams Companies, Inc. from your final proxy
group?

Based on current market data, the DCF result for the Williams Companies, Inc.
(“Williams”) is 6.04 percent. Since the average cost of debt for BBB-rated utilities is
currently 6.64 percent,? the Williams DCF result actually is below the current cost of

debt. As such, I do not consider this a valid result and excluded Williams from the

proxy group on that basis.

20

Source: Bloomberg, Moody’s Baa Utility Bond Index. Please note that my comparison of the Willlams
DCF result to the Moody’s Baa Utility Bond Index does not imply that I believe the risks and required
returns for utility companies is similar to those of interstate pipeline companies. As noted later in my
testimony, local distribution utilities are less risky than interstate pipelines. The fact that the Williams
DCF result is below the utility bond index 1s further demonstration of the unreasonable nature of that
result.
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Did you explicitly consider the proxy group that was relied upon in the Kern
River decision?

Yes, I did. In Kern River, the Commission adopted a proxy group of five companies:
Kinder Morgan, Inc; Kinder Morgan Energy Partners; Northern Border Pipeline
Company; TC PipeLines; and National Fuel Gas Company.2 It is important to note,
however, that those companies were considered by the Commission as they existed
in 2004. Since then, certain of the companies have been restructured and
consolidated into others, while others have experienced a change in the composition
of their underlying business segments such that they do not satisfy the screening
criteria discussed above. Northern Border, for example, now is jointly owned by
ONEOK Partners L.P. and TC PipeLines. Because natural gas transmission
represents only 29.93 percent, and 20.85 percent of ONEOK Partners’ total
operating income and assets respectively, I have excluded that company from my
proxy group. TC PipeLines, however, which owns a 50.00 percent interest in
Northern Border, meets my screening criteria and therefore has been included in the
proxy group. The three remaining Kern River proxy companies that were not included
in the proxy group for FGT (Kinder Morgan, Inc., Kinder Morgan Energy Partners,
and National Fuel Gas Company) are discussed below.

Kinder Morgan, Inc. and Kinder Morgan Energy Partners

While KMI was a publicly traded entity at the time of the Kern River decision,

it no longer is so.”2 As to KMP, only 26.62 percent and 30.39 percent of its operating

21
22

Kern River, at P 131-132.
KMI, which 1s privately held, owns the general partner, and significantly limited partnership interest
in KMP. KMI was taken private in 2007.
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income and assets, tespectively, were associated with natural gas pipeline operations,
on average from 2006 through 2008. Consequently, neither KMI nor KMP meet my
screening ctiteria and have been excluded from the proxy group.
National Fuel Gas Company

National Fuel Gas Company (“NFG”) refers to itself as a “diversified energy
company” with five distinct business segments: natural gas distribution; exploration
and production (“E&P”); pipeline and storage; energy marketing; and timber.?
Exhibit No. FGT-13 provides historical operating income and assets for National
Fuel gas for the period from 2006 through 2008. As shown in that Exhibit, based on
the Commission’s practice of calculating a three-year average of operatj_ng mncome
and assets, the company’s natural gas pipeline operations represent. only 26.08
petcent of total operating income, and 21.41 percent of total assets. Conversely, the
company’s E&P segment represents 42.75 percent of operating income and 33.51
percent of total assets.
On what basis did the Commission include NFG in its proxy group for Kern
River?
In the Kern River decision, the Commission acknowledged that the company’s natural
gas pipeline operations do not meet its established criteria of 50.00 percent operating
income or assets, but aggregated the contributions of the local distribution company
(“LDC”) operations and natural gas transmission operations to meet its 50.00 percent

threshold.

23

24

National Fuel Gas Company, SEC Form 10-K For the Fiscal Year Ended September 30, 2008, at P
3.
Kern River, at P 94
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Do you believe that the natural gas transmission and distribution business
segments are of similar risk?

No, I do not. As the U.S. Supreme Court and the Commission both have noted in
prior decisions, in establishing the proxy group to be used in determining the
appropriate ROE for a natural gas pipeline, one of the most important issues is the
comparability of risk.» There is little question that regulatory commissions and
investors historically have perceived greater risk in interstate pipeline operations than
in LDC operations. This is evidenced by a review of authorized returns for LDCs
that is provided in Exhibit No. FGT-14. As shown in Exhibit No. FGT-14 since
January 1, 2008, the average authorized Return on Equity for LDCswas 10.31
percent, which is well below any reasonable estimate of the cost of equity for a
natural gas pipeline company and considerably below the range of ROEs authorized
for natural gas pipeline companies.

Did the Commission provide any other basis for the inclusion of NFG in the
proxy group for Kern River?

Yes. The Commission acknowledged the lower risk associated with the company’s
distribution business but concluded that this risk is “reasonably offset” by its greater
risk associated with the E&P business segment.”

Did the Commission offer any standard by which to assess the effect of
different business segments on the subject company’s risk profile?

Yes, the Commission made several observations in that regard:

25
26
27

Hope, at P 603.
SNL Energy accessed 9/8/2009 for the period 1/1/2008-9/8/2009.
Kern River, at P 96.
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..if a diversified gas corporation with substantial gathering and
processing, exploration and production, and trading and marketing
functions is to be included in the proxy group, no one of these
components should exceed either of the less risky gas transmission
or distribution function functions to prevent overweighting the

riskier components.?
* ok ok

..if the firm has a total of more than 50 percent of gathering and
processing, exploration and production, and trading and marketing
components, the firm should be excluded from the proxy group.?

Based on my review of the company’s most recent financial data, NFG does
not meet those standards. As to the Commission’s first observation, for the 12
months ended June 30, 2009, the company reported that the E&P segment
represented 48.30 percent of its combined net income while the pipeline and utility
segments contributed only 24.50 percent and 26.60 percent respectively.® Those
proportions are consistent with the company’s historical operations. As of 2008, the
E&P segment represented 42.75 percent of the company’s three-year average
operating income.

Morteover, the risks associated with the E&P segment are substantial in
comparison to the LDC segment. For example, the E&P segment lost $38.4 million
for the nine months ended June 30, 20093! In the first fiscal quarter of 2009, NFG
recorded a $108.2 million impairment chatrge (after-tax) in the E&P segment, which
produced an after tax loss for the quarter of $83.6 million (for the E&P segment),

compared to a $34.0 million gain for the E&P segment during the same quarter in

28
29
30
31

Ibid., at P 91.

Ibid., at P 92.

National Fuel Gas Company, August 2009 Third Quarter, Fiscal Year 2009 update, at P 6.

Thompson Street Events, NFG-(32009 National Frel Gas Company Earnings Call, August 7, 2009 at P 2.
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the prior year.”? By comparison, the Utility segment reported gains of $20.2 million
and $22.1 million in the first fiscal quarters of 2007 and 2008, respectively.”

Those results notwithstanding, NFG has noted to investors that its strategic
focus now is on its E&P business segment. In its recent quarterly earnings
conference call the company noted that Appalachian area production is its focus
for future growth. Furthermore, in July of 2009, NFG announced that its
Exploration and Production segment purchased Ivanhoe Energy’s oil and gas
operations for approximately $40 million. The acquired assets include 645 gross (595
net) barrels of oil per day in California and Texas as well as exploration acreage in
California.3 Based on its recent financial results, and given NFG’s apparent strategic
focus on its E&P business segment, I have excluded that company from my proxy
group.

Please summarize the business operations of your respective proxy group
companies.

Table 1, below, summarizes the percentage of each proxy company’s assets and
operating income that are derived from pipeline operations. As shown in Table 1, all
of the proxy group companies have significant investments in, or derive a substantial

portion of their financial results from natural gas pipeline operations.

32

33

35

National Fuel Gas Company Q1 2009, February 6, 2009, Earnings Call Transcript, at P 1. See also
National Fuel Gas Company SEC Form 10-Q, for the quarterly period ended December 31, 2008, at P
30.

National Fuel Gas Company, SEC Form 10-Q for the quarterly pertod ended December 31, 2008, at P
26.

National Fuel Gas Company Financial News, National Fuel Reports Third Quarter Earnings, August 6,
2009, at P 4.

National Fuel Gas Press Release: National Fuel Gas Company Announces the Acquisition of Ol and Gas
Operations tn California, July 20, 2009.
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Table 1: Pipeline Operations of the Proxy Group Companies

Credit | Operating Income Derived From Interstate Assets Devoted to Interstate Pipeline
Company Rating Pipeline Operations Operations
2008 2007 2006 Mean 2008 2007 2006 Mean

Boardwalk Pipeline Partners, L.P.37 BBB - = - = 94.73% 91.44% 90.33% 92.17%
linbridge Iinergy Partners, L.P. BBB 41.71% 28.61% 34.61% 34.97% 43.13% 50.22% 53.55% 48.97%
Einterprise Products Partners, L.P. BBB- 29.13% 34.00% 32.06% 31.73% 41.26% 44.49% 44.21% 43.32%,

Spectra Energy BBB+ 89.16% 88.25% 90.02% 89.14% - - - -
TC Pipelines L.P.3# BBB+ 100.00% 100.00% 100.00% 100.00% | 100.00% 100.00% 100.00% 100.00%
MEAN 65.00% 62.72% 64.175 63.96% 69.78% 71.54% 72.02% 71.12%
MEDIAN 65.44% 61.13% 62.32% 62.06% 68.93% 70.83% 71.94% 70.57%

In addition to the data provided in Table 1, the following portion of my testimony
provides a summary description of the respective proxy companies.

Boardwalk Pipeline Partners, LP

Boardwalk Pipeline Partners, L.P. (“Boardwalk”), through its operating
subsidiaries, owns and operates approximately 14,000 miles of natural gas pipelines,
directly serving customers in twelve states and indirectly serving customers
throughout the northeastern and southeastern United States through
interconnections with unaffiliated pipelines. In 2008, the system transported
approximately 1.7 trillion cubic feet of gas, with average daily throughput of 4.8
billion cubic feet. Boardwalk’s natural gas pipeline operations are described below.
Interstate Pipelines

Gulf Crossing Pipeline is a new interstate natural gas pipeline that provides
transportation service from the Barnett Shale in Texas and the Caney/Woodford
Shale in Oklahoma. The pipeline begins near Sherman, Texas and extends for

approximately 350 miles to the Perryville, Louisiana area. End markets include the

36
37
38

Source: Proxy Company SEC Form 10-K.

Boardwalk Pipeline Partners, L.P. does not report operating income by business segment.

While TC PipeLines does not have a credit rating, the parent company, TransCanada is rated Baal by
Moody’s which 1s equivalent to an S&P rating of BBB+.
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Midwest, Northeast, Southeast and Florida through interconnections with affiliated
and unaffiliated pipelines.

Texas Gas Transmission originates in Louisiana and in East Texas and runs
north and east through Louisiana, Arkansas, Mississippi, Tennessee, Kentucky,
Indiana, and into Ohio, with smaller diameter lines extending into Illinois. The
system consists of approximately 5,950 miles of pipeline with a peak-day delivery
capacity of approximately 3.8 Bcf per day in addition to nine storage fields located in
Indiana and Kentucky. Directly-served markets include eight states in the South and
Midwest. Indirect access to markets in the Northeast 1s accomplished through
interconnections with unaffiliated pipelines.

The Gulf South Pipeline system is located along the Gulf Coast in the states
of Texas, Louisiana, Mississippi, Alabama, and Florida. The system contains
approximately 7,700 miles of pipeline with a peak-day delivery capacity of
approximately 5.0 Bcf per day as well as two natural gas storage fields located mn
Louisiana and Mississippi. Markets directly served by Gulf South are generally
located in eastern Texas, Louisiana, southern Mississippi, southern Alabama, and the
Florida panhandle. Markets in the northeastern and southeastern U.S. also are
indirectly served by Gulf South through interconnections with other intrastate and
interstate pipelines, and storage facilities.

Enbridge Energy Partners
Enbridge Energy Partners’ natural gas assets are primarily located in the U.S.

Gulf Coast region and consist of gathering, treating, processing, and transportation
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systems. The transportation segment contains several interstate and intrastate
pipelines.
Interstate Pipeline

The AlaTenn System extends for 281 miles from Selmer, Tennessee to
Huntsville, Alabama and setves an eight-county area in Alabama, Mississippi, and
Tennessee. The Midla System consists of 405 miles of interstate pipeline that runs
from the Monroe gas field in northern Louisiana, southward through Mississippi to
Baton Rouge, Louisiana. Customers served include large industrial markets and
municipal customers.

Intrastate Pipelines

Enbridge Energy Partners’ intrastate pipelines consist of midstream services
in Texas, Oklahoma, Louisiana, Mississippi, and Alabama.

The East Texas System contains approximately 3,900 miles of pipe, eighth
j:teating plants and seven processing plants.®” The system processes and transports
natural gas primarily from the Bossier Sands and delivers it to multiple downstream
pipelines.

The Louisiana segment contains three intrastate natural gas systems in
southern Louisiana totaling 215 miles of pipeline that serve customers in the

Mississippi River industrial corridors near New Orleans and Baton Rouge.

39

Ibid., ar P 11.
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Gathering Systems

The Anadarko System is located within the Anadarko Basin in the Texas
Panhandle and western Oklahoma and comprises approximately 1,800 miles of
gathering and transportation pipelines, and six active natural gas processing plants.*

The Alabama System consists of 265 miles of gathering and transportation
pipelines that bring coal bed methane to market. Customers include nearby industrial
companies and LDCs or end markets of the Transco interstate pipeline.

The Mississippi segment consists of two natural gas gathering systems
totaling 165 miles of gathering pipe that deliver gas to the Destin and Tennessee
interstate pipelines.

The North Texas system consists of approximately 4,500 miles of pipeline
and 10 processing plants that service the Barnett Shale formation. The Seacrest
Pipeline connects shallow water offshore natural gas gathering systems to several
onshore pipelines. The pipes come onshore near Freeport, Texas and Morgan City,
Louisiana.*

Enterprise Products Partners

Enterprise Products Partners’ onshore natural gas pipeline system includes
gathering and transmission of natural gas from on- and offshore developments.
Intrastate Pipelines

The Acadian Gas System Storage Enterprise also operates four natural gas
storage facilities: Petal; Hattiesburg; Wilson; and Acadian, with a total storage

capacity of 27.2 Bef.

34
4

Enbridge Energy Partners, L.P., 2008 Annual Review, at P 12.
Ibid.
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Gathering Systems

The Texas Intrastate System also includes the remaining 4,421 miles of
onshore pipelines consists of smaller gathering and transportation systems. The
company also has ownership interests in several offshore natural gas pipelines
totaling 1,544 miles that interconnect with major interstate pipelines.
Spectra Energy

Spectra Energy Corporation is involved in the transmission, storage,
distribution, gathering and processing of natural gas in the United States and Canada.
It owns and operates 18,300 miles of transmission pipelines which were responsible
for 3,733 trillion Btus of throughput in 2008.
Interstate Pipelines

Spectra’s pipeline assets include Texas Eastern Transmission, L.P. (“Texas
Eastern”), Algonquin Gas Transmission, LLC (“Algonquin”), East Tennessee
Natural Gas, LLC (“East Tennessee”), Maritimes & Northeast Pipeline (“M&NP”), a
50.00 percent ownership in Gulfstream and a 50.00 percent ownership in Southeast
Supply Header, LLC (“SESH”), which began operations in September 2008.
Transmission operations in the United States comprised 55.00 percent of Spectra’s
total operating income in 2007. Canadian natural gas transmission comprises another
20.00 perc ent of Spectra’s business operations. Therefore, Spectra’s business is
highly concentrated in the transmission of natural gas.

Texas Fastern delivers gas from Texas and Louisiana to Ohio, Pennsylvania,
New Jersey, and New York. The pipeline consists of 8,700 miles of onshore

pipeline, 500 miles of offshore pipe, 73 compressor stations and three storage fields.
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Algonquin transports natural gas from New Jersey to New England with 1,100 miles
of pipeline and seven compressor units. FHast Tennessee connects with Texas
Eastern in Tennessee and transports natural gas to Georgia, North Carolina and
Virginia through 1,510 miles of pipeline with 21 compressor stations. M&NP brings
natural gas 900 miles from Nova Scotia to Maine, New Hampshire and
Massachusetts with the aid of seven compressor stations. Gulfstream delivers natural
gas from Mississippi and Alabama across the Gulf of Mexico to Florida over 745
miles. SESH spans from Louisiana to Alabama consisting of a 274-mile natural gas
pipeline and three compression stations.

Spectra’s Canadian operations include its Union Gas subsidiary which
operates natural gas distribution, transmission and storage services in Ontario,
Canada. Union Gas provides distribution service to approximately 1.3 million
residential, commercial and industrial customers.  Union Gas also operates
substantial storage and transmission facilities at the Dawn, Ontario natural gas hub.

The Western Canada Transmission and Processing segment of Spectra
operates the BC Pipeline Westcoast, a 1,800 mile gas transmission pipeline that
transports gas from northern British Columbia to markets in British Columbia and to
the western United States at an export delivery-point interconnection with
Northwestern Pipeline, as well as gas gathering and processing services with 2,100
miles of gathering pipeline and 16 natural gas processing plants, split between two

business units.
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Storage

Spectra owns or is a part owner of natural gas storage facilities in Maryland,
Pennsylvania, Texas, Louisiana and Ontario with a total capacity of 275 Bcf.

TC PipeLines

TC PipeLines is engaged in the transportation of natural gas from the
Western Canada Sedimentary Basin (“WCSB”) to a variety of downstream markets in
the U.S.

Interstate Pipelines

TC PipeLines has an ownership interest in four operating subsidiaties, Great
Lakes Gas Transmission Limited Partnership (“Great Lakes”), Northern Border
Pipeline Company (“Northern Border”) and Tuscarora Gas Transmission Company
(“Tuscarora”), and North Baja Pipeline, LLC (“North Baja”).

Great Lakes was originally constructed as an operational loop of the
TransCanada Mainline Northern Ontario system. Its primary receipt point is with
the TransCanada mainline at the Canadian border near Emerson, Manitoba. From
there, Great Lakes extends for 2,115 miles through Minnesota, northern Wisconsin
and Michigan to its redelivery point on the TransCanada mainline at the Canadian
border in Michigan. Great Lakes also delivers gas to storage fields and interconnects
with other interstate gas pipelines. Great Lakes is jointly owned by TC PipeLines and
TransCanada.

Northern Border extends for 1,249 miles from the Canadian border in
Montana to its terminus in North Hayden, Indiana. The pipeline system provides

pipeline access to the Midwestern U.S. from natural gas reserves in the WCSB.
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Northern Border also transports natural gas produced in the Williston Basin of
Montana and North Dakota, and the Powder River Basin of Wyoming and Montana,
as well as synthetic gas produced at the Dakota Gasification plant in North Dakota.
Northern Border is jointly owned by TC PipeLines and ONEOK Partners.
Tuscarora is a 240-mile transportation system originating in Malin, Oregon at
an interconnection with existing facilities of Gas Transmission Northwest
Corporation, a wholly-owned subsidiary of TransCanada. The pipeline extends
through northeastern California and northwestern Nevada to its terminus near
Wadsworth, Nevada. Sixteen delivery points allow for the transportation of natural
gas to Oregon, northern California and northwestern Nevada.
North Baja is an 80-mile interstate natural gas pipeline transmission system
that extends from southwest Arizona to a point on the California-Mexico border.
V. DETERMINATION OF THE APPROPRIATE RETURN ON
EQUITY

The Discounted Cash Flow Approach

Please describe the DCF approach.

The DCF approach is based on the theory that an equity share’s price represents the
ptresent value of all future expected cash flows. In its simplest form, the DCF model
expresses the ROE as the sum of the expected dividend (or distribution) yield and
long-term growth rate. The DCF approach estimates a firm’s ROE as the rate that
equates the discounted value of all future cash flows expected by investors with the
value of its common stock (or limited partnership units). In its most common form,

the DCF model is expressed as follows:
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where:

k& = the required return

D = the current dividend (or distribution)

£ = the expected growth rate

P = the subject company’s stock (or unit) price®

As noted later in my testimony, consistent with Commission precedent, the

two-stage form of the DCF model used in my analysis is essentially similar to
Equation [1], but for the fact that the growth rate, g, is calculated as the weighted
average of a near-term and a long-term growth rate.
What assumptions are required for the DCF model?
The DCF model requires the following assumptions: (1) a constant average growth
rate for earnings and dividends; (2) a stable dividend payout ratio; (3) a constant
price-to-earnings multiple; and (4) a discount rate greater than the expected growth
rate. In light of those assumptions, it is not uncommon for analysts to apply
considered judgment or to make specific adjustments to model inputs or results in

arriving at an ROE recommendation.

Strictly speaking, MLPs make “distributions” to unit holders and corporations pay “dividends” to
stockholders, but the DCF model makes no distinction between dividends and distributions. I have
attempted to provide the alternate term, where appropriate, throughout the testimony.
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Dividend (or Distribution) Yield

How did you determine the dividend yield?

In keeping with Commission precedent, I have used the current annualized dividend
(or distribution) together with the average of the high and low stock prices for each
of the most recent six-months for each of the proxy group companies as of July 31,
2009.¥ My calculation of the average stock or unit prices for each proxy group
company is shown on Exhibit No. FGT-15.

Did you adjust the dividend (or distribution) yield to account for periodic
growth in dividends (or distributions)?

Yes. Since companies tend to increase their quarterly dividends (or distributions) at
different times throughout the year, it is reasonable to assume that such increases will
be evenly distributed over calendar quarters. Given that assumption, it is reasonable
to apply one-half of the expected annual growth rate to the dividend (or distribution)
for the purposes of calculating the expected dividend (or distribution) yield
component of the DCF model. This adjustment ensures that the expected yield is
representative of the coming 12-month period. Accordingly, the DCF estimates
provided on page one of Exhibit No. FGT-16 reflect one-half of the expected near-

term growth in the dividend (or distribution) yield component of the model.

+3

See, Williston Basis Interstate Pipeline Company, 84 FERC 4 61,081, at 61,382 (1998).
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DCF Growth Estimates

Has the Commission established any precedent with respect to the Growth
estimates to be used in the DCF analysis?

Yes. As noted in the Policy Statement, the Commission’s preferred DCF methodology,
the two-stage growth model, utilizes forecast earnings per share growth rates as near-
term growth rates and a measure of Gross Domestic Product (“GDP”) as the long-
term growth rate. Under the Commission’s preferred approach, the near-term
growth rates receive a two-thirds weighting and the long-term growth rate receives a
one-third weighting:

Over the years, the Commission has standardized the inputs to the
DCF formula as applied to interstate gas and oil pipelines. The
Commission averages short-term and long-term growth estimates in
determining the constant growth of dividends (referred to as the
two-step procedute). Security analysts’ five-year forecasts for each
company in the proxy group (discussed below), as published by
IBES, are used for determining growth for the short term. The
long-term growth is based on forecasts of long-term growth of the
economy as a whole, as reflected in the Gross Domestic Product
(GDP [,] which are drawn from three different sources. The short-
term forecast receives a two-thirds weighting and the long-term
forecast receives a one-third weighting in calculating the growth rate
in the DCF model.#

Please summarize how the Commission applies the long-term growth rate to
proxy companies.

It is the Commission’s long-standing policy to rely on GDP as the measure of long-
term growth for corporations, based on the assumption that over the long-term,

corporations will not grow at a faster rate than the overall economy. In the Po/icy

Policy S tatement, at P 6.
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Statement docket, the Commission considered whether the use of GDP as the long-
term growth rate was appropriate for MLLPs, and concluded that:
[Clorporations (1) have greater opportunities for diversification
because their investment opportunities are not limited to those that
meet the tax qualifying standards for an MLP and (2) are able to
assume greater risk at the margin because of less pressure to
maintain a high payout ratio. It is a corporation’s higher retention
ratio that allows this greater flexibility. This is consistent with the
fact that Prudential Bache projected the long-term growth rates of
electric utilities to be less than that of the economy as whole

because of their greater dividend payouts and lower retention
ratios.®

The Commission then reasoned that investors would assume that the lower
retention ratios and presumably more limited investment opportunities associated
with MLPs necessarily would result in lower growth rates relative to their corporate
counterparts. Noting that the key issue is whether or not MLPs are likely to have the
same relative growth potential as corporate entities, the Commission determined that
“...the collective long term growth rate for MLPs will be less than that of schedule C
corporations....”*  Based in large part on that conclusion, the Commission
determined that the long-term growth rate for MLPs should be 50.00 percent of the
long-term projected GDP growth rate (as opposed to the full long-term projected
growth rate that continues to be used for corporations).”’ The Commission therefore
concluded that one-half of the estimate of GDP growth should be used as the long-

term growth rate for MLPs.#

Policy Statement, at P 93.
Ibid., at P 94.

Ibid., at P 106.

Ihid.
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Do you agree with the use of projected growth rates as the basis for short-term
growth rate projections?

Yes. The ROE i1s a forward-looking concept that focuses on investor expectations
regarding future returns. The estimation of such returns, therefore, should be based
on forward-looking or projected data. 1 further agree that earnings (as opposed to
dividends, distributions, or book value) provide the appropriate basis for the short-
term growth estimate. Among other reasons, my position in that regard is based on a
substantial record of academic research that clearly demonstrates the strong
relationship between analyst’s earnings projections and investors’ return expectations.
Do you agree with the Commission that investors necessarily expect MLPs to
have slower growth over the long-term than corporations?

No, I do not. As a preliminary matter, while the Commission noted that
corporations would have a wider selection of opportunities for diversification of
operations, as noted above, my screening process has eliminated much of this
potential diversification in order to focus specifically on companies and partnerships
that specialize primarily in the transportation of natural gas. There is, in fact, very
little difference in the opportunities available to the corporations as compared to the
MLPs in the proxy group. While the Commission maintains that the presumed
difference in investment opportunities provides a reasonable basis to reduce the
second stage growth rate for MLLPs, I do not agree that it is appropriate to do so.
Based on my review of the long-term average historical earnings growth rates of
MLPs, 1 conclude that on average MLPs have grown at a rate that exceeds the

growth in GDP (ie, the long-term growth rate applied by the Commission to
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corporations). In my view, there is no clear basis to assume that MLLPs necessarily
will grow at a lower rate than their corporate counterparts over the long-term.
Nonetheless, the Company’s proposed ROE of 13.88 percent is based on the
Commission’s preferred approach.
Please describe the analyses that you performed to assess the long-term
growth of MLPs.
In the Policy Statement, the Commission stated that the key issue regarding the long-
term growth estimate for MLPs is whether as a group, MLPs have the same “relative
potential” as corporate entities under the broad assumption that “...a mature firm will
grow at the same rate as the economy as a whole.”® Since the Commission’s
position is that over the long run, MLPs will not grow at the overall rate of the
economy, my analysis focused on a comparison of historical earnings growth for
MLPs relative to the nominal growth in GDP. Given that this analysis is focused on
the validity of the Commission’s position on the long-term growth prospects for
MLPs and is not a matter of the comparability of this group relative to FGT, 1
included MLPs that may not have met all of the screening criteria used to develop the
proxy group in this analysis. Rather, my analysis included MLPs that met only the
35.00 percent pipeline operations screen.

In order to compare historical growth rates, my analysis relied the annual
historical diluted earnings per share from continuing operations from December 31,
1992 through December 31, 2008 for all of the MLPs that met the 35.00 percent

pipeline operations screening criterion, (1992 was the first year that this data was

49

Ibid., at P 94.
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available for any of the MLPs that met my criterion). This data is presented in
Exhibit No. FGT-17. 1 calculated the average annual growth in earnings per share
for each reporting MLP over that study period. As shown in Exhibit No. FGT-17,
the average annual change in diluted earnings per share for the MLPs was 16.08
percent, and the median was 9.16 percent. In comparison, the average annual growth
in nominal GDP over that period was 5.21 percent. While I realize that the DCF
model is forward-looking, in my view this comparison of historical data suggests that
in general, the MLPs are increasing earnings per share at a rate that is considerably
higher than the rate of change for GDP. Those results suggest that it is not
appropriate to adjust the long-term growth component for the MLPs to one-half of
the GDP growth rate.

Have you also performed a DCF analysis that reflects the approach outlined
by the Commission in the Policy Statement and applied by the Commission in
Kern River?

Yes. While I disagree with the Commission as to the appropriate long-term growth
rate to use for MLPs, I have performed a DCF analysis that is consistent with the
Commission’s approach, as described in the Policy Statement and applied in Kern River.
The results of that analysis fully support the 13.88 percent ROE proposed by the
Company in this proceeding.

Please summarize your application of the two-stage DCF model.

I calculated the DCF result for each of the proxy group companies using the

following inputs:
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1. Based on Commission precedent,SO I have averaged the nearest six-month
low and high stock (or unit) prices for the period ended July 31, 2009.

2. The current annualized dividend (or distribution) per shatre as of July 31,
2009,

3. T used I/B/E/S estimates of earnings per share growth for each of the
proxy group companies as the short-term forecast of the proxy companies’
growth rates; and

4. I calculated the simple average of the long-term real GDP growth forecast
by the Energy Information Administration and Blue Chip Economic
Indicators, as the long-term growth rate for corporations. Consistent with
the Commission’s position in the Policy Statement, 1 included one-half of this
value as the long-term growth rate for the MLPs that are included in my
proxy group.

As discussed eatlier, I adjusted the six-month average dividend yield by one-
half of the expected short-term growth rate to artive at the expected yield component
of the model. Finally, in accordance with the Commission’s past practice, 1 applied
weights of two-thirds and one-third to the short-term and long-term forecast growth
rates, respectively. Please refer to Exhibit No. FGT-16 for a tabulation of the
dividend yields and growth rates used in my DCF analysis.

Please explain the approach by which you calculated your range of results.
I calculated my range of results in accordance with the Commission’s past practice,

which is to say that I calculated the two-stage DCF result for each company in the

50

Order rejecting partial settlement, establishing transportation and storage rates, and directing filings in
Cranberry Pipeline Corp., 112 FERC 9 61,268 (2005).
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proxy group. I then established the range of reasonableness by reference to the low
and high results within the group.

Did you perform any additional DCF analyses?

Yes, I did. In my second DCF analysis, I continued to rely on the Commission’s
two-stage growth model, the two-thirds weighting of the near-term growth rates and
the one-third weighting of the long-term growth rates, however, I did not apply the
factor of one-half to the long-term growth rate for the MLPs in my proxy group.
DCF Results

Please summarize the results of your DCF analyses.

As shown in Table 2, below and in Exhibit No. FGT-16, the median result using the
Commission’s methodology (which applies a factor of one-half to the long-term
growth rate for MLPs) is 13.88 percent and the median result using the full GDP
growth rate for MLPs is 14.69 percent.

Table 2: DCF Results

Mean Median | Mid-point
Commission Methodology | 13.62% 13.88% 13.63%
Full growth DCF 14.26% 14.69% 14.03%

VI. CURRENT MARKET ENVIRONMENT
How do economic conditions influence the cost of capital and Return on
Equity?
The required cost of capital, including the ROE, 1s a function of prevailing and
expected market conditions. Consistent with the Hope and Bluefield decisions, the
authorized ROE for a public utlity should allow the company to attract mvestor

capital at reasonable cost under a variety of economic and financial market
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conditions. The ability to attract capital on favorable terms is especially important
during a period in which natural gas pipelines are being asked by customers and
regulators to enhance system reliability and expand system capacity, and address
significant environmental mandates.

Please summarize the condition of the current credit markets.

While the credit markets have continued to contract over the past year, recent events
have greatly accelerated the momentum and the increased reach of the crisis. The
widely discussed financial dislocation and its effect on both lenders and equity
investors have resulted in high profile bankruptcies, bank mergers, and significant
government intervention in capital markets. The fourth quarter of 2008 through the
present has been characterized by constrained credit availability, a significant increase
in the cost of corporate debt financing, and highly volatile and deteriorating equity
valuations. Importantly, no sector, including gas transmission, has been immune to
those conditions.

How have the current capital market conditions affected the availability of
and cost of capital?

The current state of the financial markets has led to a general decrease in the
availability of, and an increase in the cost of, both debt and equity capital for all
market sectors, including utilities. In its Pipeline/ Midstream/ MLP 2009 Outlook, Fitch
noted that current capital market constraints and a lack of market liquidity will result
in higher financing costs for pipelines in the near-term. Fitch further noted that until

financial conditions normalize and companies are able to efficiently raise debt and
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equity capital, investors’ concerns with the risks resulting from market illiquidity will
result in a negative view for the pipeline, midstream and MLP segments.5!

Q. Are there any observable benchmarks to assess the change in the cost of
capital?

A.  Yes. A directly observable measure of the increased cost of capital for utilities is the
change in credit spreads (z.e., the difference between the yield on corporate debt and
the yield on Treasury securities of comparable maturities over time). As shown in
Chart 1 (below), while the levels of yields and credit spreads have moderated over the
past three months, they are at greater levels than existed prior to August, 2007, which
is generally considered to be the beginning of the credit contraction.

Chart 1: A, Baa, Ba Utility Credit Spreadss?
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52 Source: Bloomberg.
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What does market volatility tell us about the perceived level of investment risk
and the return requirements of investors?

From an investor’s perspective, increased volatility represents increased investment
risk.  Since investors require higher returns as compensation for taking on higher
levels of risk, periods of marked increases in price and return volatility also are
periods of increased return requirements. In that regard, it is clear that market
volatility has increased dramatically during the economic and financial crisis, and
remains at an unusually high level. To that point, the Chicago Board Options
Exchange Volatility Index (the “VIX”), which 1s a widely recognized measure of
market volatility, provides important insight to investors’ view of expected volatility
and, therefore, their return requirements.

The average level of the VIX since its inception in 1990 has been 20.21,
implying an average expected volatllity of 20.21 percent. During the height of the
economic and credit crisis, however, the VIX index exceeded 80.00, and the VXV
(the three-month volatility index) approached 70.00, which demonstrates the extreme
risk aversion that gripped market participants during this period of unprecedented
uncertainty.  The current 30-day average VXV indicates expected volatility of
approximately 29.42 percent, indicating that the capital markets expect volatility to
remain above its historical average, at least in the near-term. Consequently, mnvestors’
return requirements would be expected to be higher in order to compensate them for

the risks and uncertainty associated with elevated market volatility.
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What conclusions do you draw from these analyses?

First, it 1s important to recognize that the assessment of market conditions must be
made in the context of multiple indices since any single measure may provide
incomplete or misleading conclusions. It would be inappropriate, for example, to
view the current level of Treasury yields as indicative of a lower cost of capital when
both credit spreads and expected volatility remain at elevated levels. With that
understanding, it is my view that the data and analyses discussed above demonstrate
that the financial market dislocation and volatility that emerged during the last
quarter of 2008 continues to be an important consideration in estimating the cost of
equity.

VII. CAPITAL STRUCTURE

Please discuss the importance of maintaining a strong balance sheet and
capital structure in the current market environment.

While conditions have moderated somewhat since the height of the financial market
dislocation earlier in 2009, capital remains relatively constrained, and credit spreads
remain at comparative levels. Consequently, the maintenance of a strong credit
profile enhances the subject company’s ability to access the capital markets, and
reduces the cost at which capital is acquired. Capital structure affects credit metrics
in two important ways. First, the ratio of debt to total capital is a measure of
financial risk; all else being equal, higher proportion of debt increase financial risk
and diminish the credit profile. In addition, relatively higher proportions of debt will
result in lower coverage ratios. Since coverage ratios also are an important measure

of credit quality the capital structure authorized in this proceeding will have a direct
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bearing on the terms at which the Company will be able to attract capital in the
financial markets.

What is the Company’s proposed capital structure?

As discussed in the testimony of FGT Witness Michael T. Langston (Exhibit No.
FGT-1), the Company has proposed to rely on its existing capital structure, which
consists of 60.74 percent equity and 39.26 percent debt.

Is the Company’s proposed capital structure reasonable?

Yes, it is. The use of the Company’s actual capital structure is consistent with the
Commission’s precedent as established in Opinion 154-B (The Williams Pipeline
Company case) as follows: “the Commission shall use a pipeline's or its parent's
actual capital structure, but will allow participants on a case-specific basis to urge the
use of some other capital structure.”” In addition, the Company’s proposed capital
structure is in the range that is generally supported by Standard and Poor’s for BBB
to A- rated companies.

How does the capital structure factor into Standard and Poor’s ratings?

Capital structure is one of the factors considered by Standard and Poor’s in
establishing the company’s business and financial risk profile. These factors form the
basis of the corporate credit rating for a company. In Standard and Poor’s rating
criteria, a 60.00 percent equity ratio, taken into consideration with cash flow coverage
ratios, is in the range of indicative ratios that support a BBB to A- rating. Therefore,

based on the Standard and Poor’s criteria, and given that the Company needs to

53

Williams Pipeline Co., 31 FERC at 61,377, at 61,833 (1985).
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maintain a creditworthy credit rating to meet its capital requirements, the Company’s
proposed equity ratio is reasonable.

VIII. SUMMARY AND CONCLUSIONS
Please summarize your recommended ROE for FGT.
Taking into consideration the current market conditions, and the result of the full
growth DCF model, as shown in Table 3, below, a return on equity of 13.88 percent,

which is the median DCF result using the Commission’s DCF calculation, is

reasonable.
Table 3: DCF Results
Mean Median | Mid-point
Commission Methodology 13.62% 13.88% 13.63%
Full growth DCF 14.26% 14.69% 14.03%

Does this conclude your prepared direct testimony?

Yes, it does.
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Robert B. Hevert, CFA
President

Mr. Hevert 1s an economic and fmancial consultant with broad experience in the energy industry. He has an
extensive background in the areas of corporate strategic planning, energy market assessment, corporate
finance, mergers, and acquisitions, asset-based transactions, asset and business unit valuation, market entry
strategies, strategic alliances, project development, feasibility and due diligence analyses. Mt. Hevert has
significant management experience with both operating and professional services companies.

REPRESENTATIVE PROJECT EXPERIENCE

Financial and Economic Advisory Setvices

Retained by numerous leading energy companies and financial institutions throughout North America to
provide services relating to the strategic evaluation, acquisition, sale or development of a variety of regulated
and non-regulated enterprises. Specific services have included: developing strategic and financial analyses and
managing multi-faceted due diligence reviews of proposed corporate M&A counter-parties; developing,
screening and recommending potential M&A transactions and facilitating discussions between senior utility
exccutives regarding transaction strategy and structure; petforming valuation analyses and financial due
diligence reviews of electric generation projects, retail marketing companies, and wholesale trading entities in
support of significant M&A transactions.

Specific divestiture-related services have included advising both buy and sell-side clients in transactions for
physical and contractual electric generation resources. Sell-side services have included: development and
implementation of key aspects of asset divestiture programs such as marketing, offering memorandum
development, development of transaction terms and conditions, bid process management, bid evaluation,
negations, and regulatory approval process. Buy-side services have included comprehensive asset screening,
selection, valuation and due diligence reviews. Both buy and sell-side setvices have included the use of
sophisticated asset valuation techniques, and the development and delivery of fairness opinions.

Specific corporate finance experience while a Vice President with Bay State Gas included: negotiation,
placement and closing of both private and public long-term debt, preferred and common equity; structured
and project financing; corporate cash management; financial analysis, planning and forecasting; and various
aspects of investor relations.

Representative non-confidential clients have included:
¢ Conectiv generation asset divestiture
e  Bastern Utdlities Associates (prior to acquisition by National Grid, PLC) generation asset divestiture
¢  Niagara Mohawk — sale of Niagara Mohawk Energy
e Potomac Electric Company generation asset divestiture

Representative confidential engagements have included:
¢ Buy-side valuation and assessment of merchant generation assets in Midwestern U.S.
® Buy-side due diligence and valuation of wholesale energy marketing companies in Eastern and
Midwestern U.S.
¢ Buy-side due diligence of natural gas distribution assets in Northeastern U.S.
¢ Financial feasibility study of natural gas pipeline in upper Midwestern U.S.
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e  Financial valuation of natural gas pipeline in Southwestern U.S.

Regulatory Analysis and Ratemaking

On behalf of electric, natural gas and combination utilities throughout North America, provided services
relating to energy industry restructuring including merchant function exit, residual energy supply obligations,
and stranded cost assessment and recovery. Also performed rate of return and cost of service analyses for
municipally owned gas and electric utilities. Specific services provided include: performing strategic review
and development of merchant function exit strategies including analysis of provider of last resort obligations
in both electric and gas markets; and developing value optimizing strategies for physical generation assets.

Representative engagements have included:
¢ Derforming rate of return analyses for use in cost of service analyses on behalf of municipally owned
gas and electric utilities in the Southeastern and Midwestern U.S.
e Developing merchant function exit strategies for Northeastern U.S. natural gas distribution
companies
e Developing regulatory and ratemaking strategy for mergers including several Northeastern natural
gas distribution companies

Litigation Support and Expert Testimony

Provided expett testimony and supportt of litigation in various regulatory proceedings on a variety of energy
and economic issues including the proposed transfer of power purchase agreements, procurement of residual
service electric supply, the legal separation of generation assets, and specific financing transactions. Services
provided also included collaborating with counsel, business and technical staff to develop litigation strategies,
preparing and reviewing discovery and briefing materials, preparing presentation materials and participating in
technical sessions with regulators and intervenors.

Energy Market Assessment

Retained by numerous leading energy companies and financial institutions nationwide to manage or provide
assessments of regional energy markets throughout the U.S. and Canada. Such assessments have included
development of electric and natural gas price forecasts, analysis of generation project entry and exit scenarios,
assessment of natural gas and electric transmission infrastructure, market structure and regulatory situation
analysis, and assessment of competitive position. Market assessment engagements typically have been used as
integral elements of business unit or asset-specific strategic plans or valuation analyses.

Representative engagements have included:
e Managing assessments of the NYPOOL, NEPOOL and PJM markets for major North American
energy companies considering entering or expanding their presence in those markets
o Assessment of ECAR, MAPP, MAIN and SPP markets for a large U.S. integrated utility considering
acquisition of additional electric generation assets
s Assessment of natural gas pipeline and storage capacity in the SERC and FRCC markets for a major
international energy company

Resource Procurement, Contracting and Analysis

Assisted various clients in evaluating alternatives for acquiring fuel and power supplies, including the
development and negotiation of energy contracts and tolling agreements. Assignments also have included
developing generation resource optimization strategies. Provided advice and analyses of transition service
power supply contracts in the context of both physical and contractual generation resource divestiture
transactions.
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Business Strategy and Operations

Retained by numerous leading North American energy companies and financial institutions nationwide to
provide services relating to the development of strategic plans and planning processes for both regulated and
non-regulated enterprises.  Specific services provided include: developing and implementing electric
generation strategies and business process redesign initiatives; developing market entry strategies for retail and
wholesale businesses including assessment of asset-based marketing and trading strategies; and facilitating
executive level strategic planning retreats. As Vice President, Energy Ventures, of Bay State was responsible
for the company’s strategic planning and business development processes, played an integral role in
developing the company’s non-regulated marketing affiliate, EnergyUSA, and managed the company’s non-
regulated investments, partnerships and strategic alliances.

Representative engagements have included:

® Developing and facilitating executive level strategic planning retreats for Northeastern natural gas
distribution companies

e Developing organization and business process redesign plans for municipally owned
gas/electric/water utility in the Southeastern U.S.

® Reviewing and revising corporate merchant generation business plans for Canadian and U.S.
integrated utilities

o  Advising client personnel in development of business unit level strategic plans for various natural gas
distribution companies

PROFESSIONAL HISTORY

Concentric Energy Advisors, Inc. (2002 — Present)
President

Navigant Consulting, Inc. (1997 — 2001)

Managing Director (2000 — 2001)

Director (1998 — 2000)

Vice President, REED Consulting Group (1997 — 1998)

REED Consulting Group (1997)
Vice President

Bay State Gas Company (1987 - 1997)
Vice President, Energy Ventures and Assistant Treasurer

Boston College (1986 —1987)
Financial Analyst

General Telephone Company of the South (1984 - 1986)
Revenue Requirements Analyst

EDUCATION

M.B.A., University of Massachusetts at Amherst, 1984
B.S., University of Delaware, 1982
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DESIGNATIONS AND PROFESSIONAL AFFILIATIONS

Chartered Financial Analyst, 1991
Association for Investment Management and Research
Boston Security Analyst Society

PUBLICATIONS/PRESENTATIONS

Has made numerous presentations throughout the United States and Canada on several topics, including:
Generation Asset Valuation and the Use of Real Options

Retail and Wholesale Market Entry Strategies

The Use Strategic Alliances in Restructured Energy Markets

Gas Supply and Pipeline Infrastructure in the Northeast Energy Markets

Nuclear Asset Valuation and the Divestiture Process

AVAILABLE UPON REQUEST

Extensive client and project listings, and specific references.
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Commonwealth of Massachusetts  }
} SS.

County of Middlesex }

BEFORE ME, the undersigned authority, on this day personally appeared
Robert B. Hevert, who being by me first duly sworn, on oath deposes and says:

That he is the Robert B. Hevert, offering the foregoing prepared direct testimony
and that all statements of fact contained therein are true and correct to the best of his

knowledge, information and belief.

/s/ Robert B. Hevert
Robert B. Hevert

Subscribed and sworn to before me this 25" day of September, 2009.

/s/ Kimberly H. Dao
Notary Public

My Commission Expires:

April 16, 2015



