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REBUTTAL TESTIMONY 1 

OF 2 

DAVID MURRAY 3 

LIBERTY UTILITIES (MISSOURI WATER) LLC, 4 
d/b/a LIBERTY UTILITIES 5 

CASE NO. WR-2018-0170 6 

Q. What is your name? 7 

A. My name is David Murray. 8 

Q. Are you the same David Murray who sponsored the Rate of Return (ROR) 9 

used to establish the revenue requirement contained in Staff’s Review and Audit of 10 

Liberty Utilities (Missouri Water) LLC, d/b/a Liberty Utilities (hereinafter referred to as 11 

“Liberty Water”), June 22, 2018 (“Staff Audit”), which was attached to Staff witness Paul R. 12 

Harrison’s Direct Testimony filed as of the same date? 13 

A. Yes. 14 

Q. What is the purpose of your Rebuttal Testimony? 15 

A. I am responding to information attached to the direct testimony of 16 

Liberty Water’s witness, Jill Schwarz.  Ms. Schwarz’s direct testimony indicates that Liberty 17 

Water is requesting the same ROR as its gas affiliate, Liberty Utilities (Midstates Natural 18 

Gas) Corp.’s (“Liberty Midstates”). As support for Liberty Water’s requested ROR, 19 

Ms. Schwarz attached the direct testimony filed by Keith Magee (“Mr. Magee”) in Liberty 20 

Midstates’ recent rate case, Case No. GR-2018-0013. 21 

Q. Do you agree with Ms. Schwarz’s proposal to apply the ROR developed for 22 

Liberty Midstates for purposes of setting the ROR for Liberty Water? 23 
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A. Yes.  My recommended ROR in this case is exactly the same as my 1 

recommended ROR in the Liberty Midstates’ gas rate case.  Because my direct testimony 2 

from the Liberty Midstate’s gas rate case has yet to be filed in this case, I am attaching it to 3 

this rebuttal testimony as Confidential Schedule DM-r1, which includes the executive 4 

summary from the Cost of Service Report and the Detailed Direct Testimony Appendix 2. 5 

Q. Does Ms. Schwarz explain why the same ROR requested by Liberty Midstates 6 

should be used for Liberty Water? 7 

A. No.  On page 6 of her testimony, Ms. Schwarz simply states that they are 8 

recommending the same ROR as they recommended in the Liberty Midstates gas rate case. 9 

Q. Although the general approach to setting Liberty Water’s ROR is not at issue 10 

in this case, why did Staff consider it acceptable to recommend the same ROR for Liberty 11 

Water as Liberty Midstates? 12 

A. Both Liberty Midstates and Liberty Water are financed under the same 13 

corporate structure, with its debt financing being supplied by Liberty Utilities Company 14 

through Liberty Utilities Finance GP1.  Additionally, the gas and water utility industries have 15 

similar business risk profiles. 16 

Q. Do Staff and the Company agree on the ROR figures to apply to 17 

Liberty Water?  18 

A. No.  Staff and Liberty Midstates did not agree to specific parameters for 19 

purposes of a fair and reasonable ROR.  Therefore, although Staff and Liberty Water 20 

recommend the same approach to setting Liberty Water’s ROR as we used in the Liberty 21 

Midstates rate case, we still have not resolved the specific parameters.  Stated differently, 22 

Mr. Magee and Staff did not agree on the return on equity and the capital structure that 23 
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should be utilized to set the allowed ROR in the Liberty Midstates case.  For a full record of 1 

my differences in opinion with Mr. Magee’s direct testimony, please see my attached rebuttal 2 

testimony from Case No. GR-2018-0013 (Confidential Schedule DM-r2). 3 

Q. Does this conclude your rebuttal testimony? 4 

A. Yes. 5 
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d/b/a Ameren Missouri. This information would greatly assist Staff with monitoring actual 1

earned ROE in between Liberty Midstates - MO’s rate cases and allow Staff to better inform the 2

Commission in certain circumstances where Liberty Midstates - MO’s earnings may need to be 3

reviewed in more detail.  Given that Liberty Midstates - MO typically has filed rate cases in 4

intervals that are three years or longer, and in light of the recent acquisition of Empire and 5

continued future acquisition activity, the surveillance data will assist Staff in monitoring Liberty 6

Midstates - MO’s earnings during these intervals.  In addition, this would reduce the burden of 7

providing many years of this data in the context of a rate case.  Staff will endeavor to work with 8

Liberty Midstates - MO to explain exactly the surveillance information being requested. 9

Staff Witness/Expert:  Lisa M. Ferguson 10

VI. Rate of Return (ROE, Cost of Capital, Capital Structure) 11

A. Staff’s Positions 12

1. Return on Equity (ROE) 13

Based on my rate-of-return analyses and consideration of the Commission’s recent 14

decision in the Spire Missouri Inc. rate cases, I recommend that the Commission set the 15

Company’s return on equity (“ROE”) at 10% (based on a range of 9.5% to 10%), resulting in an 16

overall rate of return (“ROR”) of 6.76% (range of 6.56% to 6.76%).  My recommended ROE 17

provides the Company with a fair and reasonable opportunity to earn at least its cost of common 18

equity (“COE”) in view of the fact that my analyses show that the COE for gas utilities is most 19

likely in the range of 6% to 7%. 20

2. Capital Structure21

I also recommend that the Commission use LUCo’s adjusted actual capital structure of 22

40.43% equity and 59.57% debt for purposes of setting Liberty Midstates’ allowed ROR because 23

this capital structure is that which is used to finance LUCo’s United States’ regulated utility 24

assets, including that of Liberty Midstates.1  Staff considered several other different capital 25

structures, which I will discuss in much more detail in my Detailed Direct Testimony attached as 26

Appendix 2 to this Report. 27

1 Calculated with short-term debt removed. 
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3. Cost of Debt1

Consistent with my capital structure recommendation, I also recommend that the 2

Commission use LUCo’s embedded cost of debt, 4.51%, which includes debt transferred to 3

intermediate holding companies, but which debt is still used for investment in LUCo’s assets, 4

resulting in an overall ROR of 6.76%. 5

B. Analytical Principles: 6

1. The Cost of Equity vs. the Authorized ROE7

I will intentionally differentiate between the market-determined cost of equity (“COE”) 8

and the allowed ROE because it is clear from my continuous and regular review of utility stock 9

investment analyses that equity analysts use a COE, i.e. discount rate, to value utility stocks that 10

is much lower than average ROEs allowed by state utility regulatory commissions.211

2. Benchmarking12

The Commission recently awarded an ROE of 9.8% to Spire Missouri in its rate cases.  13

However, because of differences in the capital structure of Liberty Midstates intermediate parent 14

company, LUCo, and that of Spire Missouri, 9.8% is not an appropriate ROE for Liberty 15

Midstates.  Instead, the ROE allowed for Liberty Midstates should be increased by 20 basis 16

points to 10%.  If the Commission chooses to adopt a capital structure for Liberty Midstates that 17

is similar to the one it recently adopted for Spire Missouri, however, then 9.8% would be an 18

appropriate allowed ROE for Liberty Midstates. 19

3. A Comparative Analysis is Required20

The comparative nature of the applicable constitutional parameters requires that Staff’s 21

recommendation regarding Liberty Midstates’ allowed ROE be based on Staff’s analysis of a 22

proxy group of natural gas utility companies of similar business and financial risk characteristics 23

to Liberty Midstates.  I have used the same proxy group used in the Spire Missouri rate cases.  24

To develop my recommendation, I have analyzed macroeconomic environment changes, broader 25

debt and equity capital market changes, and changes in valuation levels and cost of equity 26

2 The cost of common equity is the return required by investors, determined by expert analysis of market data 
relating to a carefully-constructed group of proxy companies.  The allowed ROE, on the other hand, is the value 
selected by the Commission for use in calculating a utility’s forward-looking rates for implementation at the end of 
the rate case. 
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estimates for this proxy group.  For specific cost-of-equity estimates for the proxy group, I relied 1

upon the Discounted Cash Flow (“DCF”) and the Capital Asset Pricing Model (“CAPM”), 2

two well-recognized and widely-used tools of financial analysis. 3

C. Economic and Market Conditions: 4

1. Gross Domestic Product and the Debt Market5

In setting utility rates, the Commission should be mindful of the condition of the 6

economy and the markets.  Real Gross Domestic Product (“GDP”) increased by 2.3% for the 7

2017 calendar year.  10-Year Treasury rates increased by approximately 40 basis points in 8

January 2018, to level not reached since April 2014.  It is not yet clear whether this increase will 9

be sustained or whether rates will return to their previous levels or lower.  Utility bond yields 10

have not increased in similar fashion.  The average utility bond yield based on the Moody’s 11

public utility bond index for January 2018 was 3.88%, compared to 4.29% a year ago.  12

As compared to 2014, when average allowed ROEs for gas utilities were 9.6%, utility bond 13

yields are 35-45 basis points lower.  In summary, while US Treasury yields increased during 14

January 2018, utility debt markets imply there has not been much of a change in utility capital 15

costs over the last few months. If anything, the cost of equity may be slightly higher now. 16

2. The Stock Market17

Until recently, utility stocks had been outperforming the S&P 500, due to several years of 18

sustained low interest rates.  However, the broader markets significantly outperformed the utility 19

markets during January 2018.  While the contraction of utility stocks during the last couple of 20

months is due to an increase in utility cost of equity, nonetheless, it is widely recognized that 21

utility stocks were trading at or near all-time highs in the fall of 2017, meaning that the cost of 22

equity to utilities was at all-time lows.  The actual cost of equity capital to utility companies has 23

been in the 6% to 7% range.  While utility equity analysts certainly didn’t expect commissions to 24

reduce allowed ROEs to a point where they would be at parity with the cost of equity, they do 25

expect the spread to eventually compress either due to an increase in the cost of equity, 26

a reduction in allowed ROEs, or a combination of both.  Even with the recent contraction in 27

stock prices, utility stocks are still trading at higher p/e ratios than they were for much of 2014, 28

which implies that the Commission should not allow an ROE for Liberty Midstates that is any 29

higher than that which it authorized Spire Missouri in its recent rate cases.  In summary, 30
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observable trends in the utility equity markets indicate that the Commission should not increase 1

allowed ROEs above recent levels, assuming similar levels of financial risk. 2

D. Capital Structure 3

1. Credit Rating4

In determining the appropriate capital structure to use, the Commission must be mindful 5

that Liberty Midstates is part of a large and complex corporate family.  Liberty Midstates does 6

not independently issue debt to investors.  APUC has indicated in several investor presentations 7

that its intent on a going-forward basis is to issue debt for its regulated United States’ 8

subsidiaries through LUF, with this debt being guaranteed by LUCo.  APUC, the ultimate owner 9

of Liberty Midstates, is rated by both S&P and DBRS (a Canadian-based rating agency). 10

LUCo is indirectly rated by S&P and DBRS via its financing subsidiary, LUF.  LUF is assigned 11

the credit rating because it directly issues the debt on behalf of LUCo, but the rating is based on 12

S&P’s and DBRS’ assessment of LUCo’s credit profile because LUCo guarantees all of the debt 13

issued by LUF.  S&P rates APUC’s family of companies, which includes Liberty Power, based 14

on APUC’s consolidated credit profile. 15

Consistent with this approach, all of APUC’s companies’ corporate credit ratings are the 16

same, which is currently a ‘BBB’ rating.  S&P’s ratings on APUC are based on its assignment of 17

a “strong” business risk profile and a “significant” financial risk profile.  DBRS, which the 18

Commission isn’t familiar with other than through previous rate cases involving LUCo, such as 19

Liberty Midstates’ last rate case in 2014, approaches the ratings it assigns to APUC and LUCo 20

much the same way as Moody’s.  DBRS does give consideration to LUCo’s stand-alone 21

business risk and financial risk when it assigns LUCo’s financing subsidiary, LUF, a credit rating 22

of BBB (high). 23

2. Capital Structure24

Staff recommends using LUCo’s adjusted actual capital structure because this reflects the 25

financial risk APUC has determined is reasonable for purposes of financing its regulated utility 26

assets in the United States.  APUC’s financing strategy for LUCo has changed since the 2014 27

rate case, which is why it is no longer appropriate to accept LUCo’s unadjusted per books capital 28

structure as being representative of how LUCo’s regulated utilities are actually capitalized. 29

Staff’s examination of LUCo’s notes to financial statements, rating agency reports and data 30
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request responses revealed that LUCo’s per books balance sheet as of September 30, 2017, 1

understates the amount of leverage used to support LUCo’s investments.  Approximately 2

$395 million of debt is held at intermediate subsidiaries between APUC and LUCo for purposes 3

of making equity infusions in LUCo.  This debt is guaranteed by LUCo. 4

After making various adjustments to LUCo’s capital structure, LUCo’s September 30, 5

2017, capital structure (including short-term debt) was as follows:  39.25% common equity, 6

57.83% long-term debt and 2.92% short-term debt.  If short-term debt is removed from the 7

capital structure then the common equity ratio would be 40.43% with the remaining 59.57% 8

being long-term debt.  Staff does not recommend adopting APUC’s capital structure and 9

associated capital costs for purposes of setting the allowed ROR for Liberty Midstates’ Missouri 10

assets. APUC’s per books capital structure had been more leveraged recently than 11

LUCo’s unadjusted per books capital structure because of financing activities related to the 12

Empire transaction.  However, as of September 30, 2017, APUC’s balance sheet reflected 13

approximately 45% equity. 14

3. Embedded Cost of Debt 15

I recommend that the Commission match LUCo’s consolidated embedded cost of debt to 16

that of LUCo’s adjusted actual capital structure.  LUCo’s consolidated embedded cost of 17

long-term debt was 4.51% as of September 30, 2017. In comparison, Spire Missouri’s embedded 18

cost of debt was approximately 4.12%. 19

E. Cost of Equity 20

1. Start with the recent Spire Missouri decision 21

The Commission can benchmark its decision in this case based on its decision in the 22

recently concluded Spire Missouri rate case.  The Commission decided an allowed ROE of 9.8% 23

was fair and reasonable for purposes of setting Spire Missouri’s allowed ROR.  However, 24

Spire Missouri’s stand-alone credit profile (“SACP”) is consistent with an ‘A’ rating as specified 25

by S&P if it were to rate Spire Missouri based purely on its business and financial risk.326

Liberty Midstates does not issue its own debt and it is not rated.  Therefore, there is no rating 27

agency assessment as to what its SACP may be.  In such situations, it is best to evaluate the 28

3 “Summary:  Laclede Gas Company,” S&P RatingsDirect, July 19, 2017. 
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SACP of the subsidiary that is responsible for the debt financing for the utility operations.  In this 1

case, that company is LUCo.  LUCo has a SACP of ‘BBB’ (high) as specified by DBRS.  2

This SACP is based on DBRS’ assessment of both LUCo’s business risk (its regulated utility 3

assets) and its financial risk (its capital structure that is more aggressive in its use of leverage).  4

Recent spreads between ‘A’ rated and ‘Baa’ rated utility bonds have been approximately 30 basis 5

points.  Because this is a tangible and objective measure of a cost-of-capital spread, Staff suggest 6

that 2/3 of this spread be added to the Commission’s recent allowed ROE of 9.8% for 7

Spire Missouri in order to adjust for LUCo’s higher SACP that is due mainly to its more 8

leveraged capital structure. 9

2. The Proxy Group 10

I estimated Liberty Midstates’ COE by applying COE methodologies to the same proxy 11

group recently used in the Spire Missouri rate cases.  While I continue to estimate a much lower 12

cost of common equity than average allowed ROEs around the country, my recommended 13

allowed ROE is based on my assessment of a fair and reasonable allowed ROE based on the 14

Commission’s most recent decision, changes in the capital markets since that decision, and 15

whether the potential allowed ROE spread over the cost of equity spread is consistent with 16

market expectations. 17

3. DCF Analysis 18

In the DCF method, the cost of equity is the sum of the dividend yield and a perpetual 19

growth rate that is intended to replicate the projected capital appreciation of the stock.  20

The projected average dividend yield for the proxy group of five comparable companies is 21

approximately 2.70%.  Investors invest in utility companies for yield and not growth.  22

Companies in the S&P 500 in recent years have retained approximately 65% of their earnings for 23

reinvestment, while natural gas utilities’ retention ratio has been approximately 35% over the 24

same period.  It follows that utilities will grow at a rate less than that of nominal GDP growth.  25

Consequently, a projected long-term, steady-state nominal GDP growth rate should be 26

considered as an upper constraint when testing the reasonableness of growth rates used to 27

estimate the cost of equity for a regulated gas utility.  Most economists do not project nominal 28

GDP to grow much higher than 4.5% per year over the long-term, so serious doubt must attach to 29

a constant growth rate for the gas utility industry that is above the upper constraint.  30
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Equity analysts project a compound annual growth rate in earnings per share over the next 1

five years of approximately 5%. However, based on actual historical growth over the long-term, 2

this growth rate is not sustainable over a longer period, let alone for infinity as assumed in the 3

constant-growth DCF. 4

4. The Growth Rate 5

An analysis of growth in the natural gas distribution industry since 1968 revealed that the 6

actual realized growth has averaged in the 4% to 4.5% range, or about 66% of average GDP 7

growth of around 6.5% over the same period.  Additionally, the growth in the natural gas 8

distribution industry was not highly correlated with GDP growth over this period.  In fact, 9

empirical evidence shows that natural gas distribution utility growth has had very little 10

correlation to that of GDP.  With respect to future growth, energy consumption has been 11

declining.  The other factors that often determine potential growth for the regulated gas 12

distribution industry are investment and demand/customer growth. Because most regulated 13

natural gas distribution companies have moved to largely decoupled rate designs in which the 14

recovery of the revenue requirement is not a function of usage, but number of customers, the 15

other major factor should be limited to expansion of the system to serve additional customers.  16

There is a higher correlation between capital spending and industry growth then there is between 17

GDP and industry growth.  The current rise in capital expenditures is not driven by expected 18

growth in the economy, but in the perceived need to accelerate capital expenditures for 19

infrastructure replacement. 20

5. Staff’s DCF Results 21

Historically, the gas distribution industry only achieved growth in the low 4.2% to 4.6% 22

even during a period of high capital investment and higher average economic growth of 6.54%.  23

Therefore, a constant-growth rate closer to 4% is more logical considering that projected growth 24

rates for the U.S. economy are much lower in the future as compared to the period I analyzed 25

(1968-2016). In order to give some consideration to some of the higher near-term expected 26

growth rates, especially in DPS rather than EPS, I used a growth rate range of 4.2% to 5.0%. 27

This results in a cost of equity estimate of 6.90% to 7.70%, which is equivalent to Staff’s 28

estimate in the Spire Missouri rate case.  While I understand that my COE estimate is much 29

lower than the average allowed ROEs for gas utility companies in the country, it is quite 30
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consistent, if not on the high side, compared to COE estimates used by equity analysts that 1

follow APUC.  Being that APUC has more business risk than LUCo’s regulated utility 2

operations, the cost of equity assigned to APUC is higher than what would be appropriate for 3

LUCo’s regulated utility assets, including Liberty Midstates. 4

F. Tests of Reasonableness 5

1. The Capital Asset Pricing Model (CAPM) 6

Staff used the CAPM to test the reasonableness of its recommendation.  The average beta 7

for the proxy group was 0.69 as compared to 0.71 in the Spire Missouri rate case.4  For the 8

market risk premium (Rm – Rf) estimates, I relied on the historical difference between earned 9

returns on stocks and earned returns on bonds.  The first risk premium was based on the long 10

term arithmetic average of historical return differences from 1926-2016 (6.00%). The second risk 11

premium was based on the long-term geometric average of historical return differences from 12

1926 to 2016 (4.50%).  The results using the long-term arithmetic average risk premium and the 13

long-term geometric risk premium are 6.91% and 5.89%, respectively.  This compares to CAPM 14

results for arithmetic and geometric averages of 7.14% and 6.08%, respectively in the recent 15

Spire Missouri rate cases.  Although this implies a decline in utilities’ COE, Staff used the same 16

equity risk premium as in the last case.  Considering the recent volatility in broader markets 17

since the end of January, the equity risk premium has increased.  The fact that the betas declined 18

since Staff did its analysis for the Spire Missouri case is explained by the fact that broader 19

markets have experienced much greater volatility in the past month. 20

2. Average Authorized Returns 21

In the past, the Commission has applied a test of reasonableness using average authorized 22

returns published by Regulatory Research Associates (RRA) to test the reasonableness of its 23

allowed ROE. According to RRA, the average authorized return on equity for gas utilities for 24

2017 was 9.72% (based on 24 ROE determinations), compared to 2016’s calendar year average 25

of 9.54% (based on 26 ROE determinations).  The average allowed ROE for fully-litigated cases 26

for 2017 was 9.89% (7 decisions).  Allowed ROEs for fully-litigated cases were 9.61% for the 27

2016 calendar year. 28

4 Same proxy group; betas had declined. 
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G. Conclusion1

A just and reasonable rate is one that is fair to the investors and fair to the ratepayers.  2

Fairness to the ratepayers means rates that are not one penny more than is necessary to be fair to 3

the shareholders. Fairness to the shareholders means rates that will produce revenues, on an 4

annual basis, sufficient to cover the Companies’ prudent cost of service, which includes an 5

allowed ROR. Using widely-accepted methods of financial analysis and reviewing Wall Street 6

equity analysts’ research shows that the COE for gas distribution companies is conservatively 7

around 7%. However, since I have provided this information in past rate cases, including the 8

recent Spire Missouri rate case in which the Commission decided an allowed ROE of 9.8% was 9

fair and reasonable, I recommend the Commission focus on whether LUCo’s more leveraged 10

capital structure justifies a different authorized ROE.5  I suggest that the more leveraged capital 11

structure justifies an increase to the allowed ROE of 20 basis points. 12

Based on all the foregoing, it is my considered professional opinion that an authorized 13

ROE for Liberty Midstates of 10% (range of 9.5% to 10%) would be reasonable if it is applied to 14

LUCo’s lower actual equity ratio.  Given that the cost of capital is as real a cost as any other cost 15

of service, reducing this cost in the ratemaking formula to a value closer to its actual cost is 16

consistent with the principles of cost-of-service ratemaking. Using my recommended allowed 17

ROE results in an allowed ROR for Liberty Midstates of 6.76% (range of 6.56% to 6.76%). 18

This rate was calculated by applying an embedded cost of long-term debt of 4.51% and an 19

allowed ROE of 10% to a capital structure consisting of 40.43% common equity. 20

Staff Witness/Expert:  David Murray, CFA 21

VII. Rate Base 22

A. Plant in Service and Depreciation Reserve 23

Staff’s plant-in-service reflects by account Liberty Midstates - MO’s plant-in-service 24

balances for Missouri gas operations at December 31, 2017.  In addition, Staff has also reflected 25

corporate allocated plant-in-service which includes items such as billing software, furniture, and 26

other corporate investment related overhead. 27

5 “More leveraged” means that it includes more debt and, consequently, more financial risk since debt is paid before 
equity. 
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Liberty Midstates
Case No. GR-2018-0013

Number Description of Schedule

1 List of Schedules
2-1 Federal Reserve Discount Rate and Federal Reserve Funds Rate Changes
2-2 Graph of Federal Reserve Discount Rates and Federal Funds Rates Changes
3-1 Rate of Inflation
3-2 Graph of Rate of Inflation
4-1 Average Yields on AA, A and BBB Public Utility Bonds 
4-2 Average Yields on Thirty-Year U.S. Treasury Bonds
4-3 Graph of Average Yields on Public Utility Bonds and Thirty-Year U.S. Treasury Bonds
4-4 Graph of Monthly Spreads Between Yields on Public Utility Bonds and Thirty-Year U.S. Treasury Bonds
4-5 Graph of Moody's Baa Corporate Bond Yields
5-1 Historical Capital Structures for Algonquin Power & Utilities Corp. and Liberty Utilities Company (including short-term debt)
5-2 Historical Capital Structures for Algonquin Power & Utilities Corp. and Liberty Utilities Company (excluding short-term debt)
6-1 Capital Structure Scenarios of September 30, 2017 for Liberty Utilities (Midstates Natural Gas) Corp.
6-2 Embedded Cost of Debt as of September 30, 2017
7 Selection Criteria For Comparable Natural Gas Distribution Companies
8 Comparable Natural Gas Distribution Companies
9

10-1 Dividends Per Share for the Comparable Natural Gas Utility Companies
10-2 Earnings Per Share for the Comparable Natural Gas Utility Companies
10-3 Book Value Per Share for the Comparable Natural Gas Utility Companies
10-4 Historical and Projected Growth Rates for the Comparable Natural Gas Utility Companies
10-5 Long-Term Gas Proxy Group's DPS, EPS, BVPS, & GDP 10yr. Compund Growth Rate Averages (1968 - 2016)
10-6 Long-Term Gas Proxy Group Excluding Atmos DPS, EPS, BVPS, & GDP 10yr. Compund Growth Rate Averages (1968 - 2016)
10-7 Graph of Average DPS, EPS, & BVPS Growth for Gas Industry and Spire Inc. Compared to GDP Growth
10-8 Graph of Average DPS, EPS, & BVPS Growth for Gas Industry and Spire Inc. Capital Spending Compared to GDP Growth
11 DCF Estimated Costs of Common Equity for the Comparable Natural Gas Distribution Companies
12 Capital Asset Pricing Model (CAPM) Costs of Common Equity Estimates for the Comparable Natural Gas Utility Companies
13 Recommended Allowed Rate of Return for Liberty Midstates (As of September 30, 2017)
14 Algonquin Power & Utilities Corp. Organizational Chart as of November 13, 2017 - Confidential

Capital Structures for Proxy Companies as of September 30, 2017

SCHEDULE 1
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Federal Reserve Federal Reserve
Date Funds Rate Date Funds Rate

01/01/90 8.25% 11/06/02 1.25%
07/13/90 8.00% 01/09/03 1.25%
10/29/90 7.75% 06/25/03 1.00%
11/13/90 7.50% 06/30/04 1.25%
12/07/90 7.25% 08/10/04 1.50%
12/18/90 7.00% 09/21/04 1.75%
01/09/91 6.75% 11/10/04 2.00%
02/01/91 6.25% 12/14/04 2.25%
03/08/91 6.00% 02/02/05 2.50%
04/30/91 5.75% 03/22/05 2.75%
08/06/91 5.50% 05/03/05 3.00%
09/13/91 5.25% 06/30/05 3.25%
10/31/91 5.00% 08/09/05 3.50%
11/06/91 4.75% 09/20/05 3.75%
12/06/91 4.50% 11/01/05 4.00%
12/20/91 4.00% 12/13/05 4.25%
04/09/92 3.75% 01/31/06 4.50%
07/02/92 3.25% 03/28/06 4.75%
09/04/92 3.00% 05/10/06 5.00%
02/04/94 3.25% 06/29/06 5.25%
03/22/94 3.50% 08/17/07 5.25%
04/18/94 3.75% 09/18/07 4.75%
05/17/94 4.25% 10/31/07 4.50%
08/16/94 4.75% 12/11/07 4.25%
11/15/94 5.50% 01/22/08 3.50%
02/01/95 6.00% 01/30/08 3.00%
07/06/95 5.75% 03/18/08 2.25%
12/19/95 5.50% 04/30/08 2.00%
01/31/96 5.25% 10/08/08 1.50%
03/25/97 5.50% 10/29/08 1.00%
09/29/98 5.25% 12/16/08 0% - .25%
10/15/98 5.00% 12/17/15 0.25%-0.50%

11/17/98 4.75% 12/15/16 0.50% - 0.75%

06/30/99 5.00% 03/16/17 0.75% - 1.00%
08/24/99 5.25% 06/15/17 1.00% - 1.25%
11/16/99 5.50% 12/14/17 1.25% - 1.50%
02/02/00 5.75%
03/21/00 6.00%
05/19/00 6.50%
01/03/01 6.00%
01/31/01 5.50%
03/20/01 5.00%
04/18/01 4.50%
05/15/01 4.00%
06/27/01 3.75%
08/21/01 3.50%
09/17/01 3.00%
10/02/01 2.50%
11/06/01 2.00%
12/11/01 1.75%

Source: http://www.federalreserve.gov
Note:  Interest rates as of December 31 for each year are underlined.

Federal Reserve Funds Rates Changes

SCHEDULE 2-1

Liberty Midstates 
Case No. GR-2018-0013
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Page 1 

REBUTTAL TESTIMONY 1 

OF 2 

DAVID MURRAY 3 

LIBERTY UTILITIES (MIDSTATES NATURAL GAS) CORP., 4 

d/b/a LIBERTY UTILITIES 5 

CASE NO. GR-2018-0013 6 

Q. Please state your name. 7 

A. My name is David Murray. 8 

Q. Are you the same David Murray who prepared the Rate-of-Return Section of 9 

Staff’s Cost of Service Report (“Staff Report”) and Appendix 2 attached to the Staff Report? 10 

A. Yes, I am.  I filed rate-of-return (“ROR”) testimony on March 2, 2018.   11 

Q. What is the purpose of your Rebuttal Testimony? 12 

A. I will address the direct testimony of Liberty Utilities (Midstates Natural Gas) 13 

Corp.’s (“Liberty Midstates”) ROR witness, Keith Magee.  I will also briefly address the 14 

direct testimony of Liberty Midstates’ witness, Robert B. Hevert, as it relates to his 15 

discussion of the impact of rate stabilization mechanisms on business risk and financial 16 

integrity.  17 

Additionally, I will provide an update to my ROR recommendation based on updated 18 

financial data provided by Liberty Midstates since I filed direct testimony.  The updated 19 

figures include Liberty Utilities Company’s (“LUCo”) capital structure and cost of debt.   20 

EXECUTIVE SUMMARY 21 

Q.  Should the Commission rely on Mr. Magee’s capital structure and ROE 22 

recommendations in this case?   23 
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David Murray 

Rebuttal Testimony 

Page 2 

A. No, it should not.  In addition to Mr. Magee’s failure to explain why the 1 

Commission should not use LUCo’s capital structure in this case, as it did in the last case,
1
 2 

Mr. Magee’s hypothetical capital structure recommendation assumes Liberty Midstates is 3 

capitalized with much more equity than Algonquin Power and Utilities Corporation 4 

(“APUC”) considers appropriate for its low-risk regulated utility assets.  I recommend that 5 

the Commission use LUCo’s updated capital structure as of December 31, 2017.  This choice 6 

is appropriate because LUCo’s capital structure is used to finance LUCo’s United States’ 7 

regulated utility assets, including Liberty Midstates.  LUCo’s capital structure contains 8 

42.83%
2
 common equity.  Applying a 9.8% allowed ROE to Mr. Magee’s recommended 9 

capital structure as compared to my recommended capital structure causes an increase to the 10 

annual revenue requirement of approximately $725 thousand.   11 

Mr. Magee recommends an ROE of 10.25%, within a recommended range of 9.90% 12 

to 10.35%.  My allowed ROE recommendation continues to be 10.00%, which allows a 13 

20 basis point consideration over the Commission’s recent authorized ROE of 9.8% for Spire 14 

Missouri because of Liberty Midstate’s more leveraged capital structure.   15 

It is Staff’s understanding that Mr. Magee’s 4.7% cost of debt recommendation is 16 

premised on debt reported on LUCo’s books.  Staff could not find a workpaper or schedule 17 

supporting this cost of debt calculation.  Staff discovered debt issued by entities between 18 

APUC and LUCo that should also be included in the cost of debt.  As of the update period, 19 

December 31, 2017, Staff calculated the cost of this debt to be 4.57% (Confidential Schedule 20 

DM-r1).  Staff recommends that the Commission set Liberty Midstates’ ROR using this 21 

updated cost of debt.  22 

                                                 
1
 Case No. GR-2014-0152. 

2
 See below, Updated Capital Structure and Cost of Debt. 
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Q. What conclusion have you reached regarding Mr. Magee’s cost-of-equity 1 

estimates? 2 

A. I have concluded that his cost-of-equity estimates are founded on irrational 3 

assumptions and faulty logic, which explains why his estimates are not corroborated by 4 

reputable investors.   5 

UPDATED CAPITAL STRUCTURE AND COST OF DEBT  6 

Q. Did you receive data through December 31, 2017, that allows you to update 7 

your capital structure and cost of debt recommendation? 8 

A. Yes.  I received LUCo’s December 31, 2017, unaudited financial statements 9 

and updated cost-of-debt information. Consequently, I am updating my ROR 10 

recommendation to reflect this data because the parties agreed to use December 31, 2017, 11 

for the updated test year.   12 

Q. What is your updated ROR recommendation? 13 

A. Applying the same allowed ROE range of 9.5% to 10.0%, but an updated cost 14 

of debt of 4.57%, to an updated capital structure consisting of 42.83% common equity and 15 

57.17% long-term debt, results in my updated recommended ROR range 6.68% to 6.90% 16 

(see Confidential Schedules DM-r2-1 and r2-2).   17 

Q. Has any information caused you to reconsider adjusting LUCo’s capital 18 

structure to include intermediate holding company debt? 19 

A. No.  Information provided by Liberty Midstates shows that these intermediate 20 

entities’ purpose is to provide financing and equity to the downstream entities.
3
  Given that 21 

LUCo guarantees this debt and that the only reason these entities have any value is due to 22 

                                                 
3
 Response to Staff DR 117.3, dated March 16, 2018 (see Confidential Schedule DM-r3). 
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their financial interest in LUCo’s downstream subsidiaries, this debt could not be raised but 1 

for the cash flows provided by LUCo’s regulated utilities.  Additionally, this debt directly 2 

impacts LUCo’s credit rating, which impacts LUCo’s financial stability and cost of capital.  3 

For these reasons, this debt should be included in Liberty Midstates’ ratemaking capital 4 

structure. 5 

MR. MAGEE’S RECOMMENDED CAPITAL STRUCTURE AND COST OF DEBT   6 

Q. What capital structure does Mr. Magee recommend the Commission use for 7 

purposes of setting Liberty Midstates’ allowed ROR? 8 

A. Mr. Magee recommends a hypothetical capital structure consisting of 53% 9 

equity and 47% long-term debt, based on the average capitalization ratios of his proxy 10 

companies.   11 

Q. What capital structure did the Commission use in Liberty Midstates’ last rate 12 

case, Case No. GR-2014-0152? 13 

A. The Commission used LUCo’s capital structure, rejecting the Company’s 14 

recommendation to use Liberty Midstates’ capital structure, because LUCo issues debt 15 

(through Liberty Utilities Finance GP1) on behalf of its United States’ regulated utility 16 

subsidiaries.   17 

Q. Does Mr. Magee explain why he recommends a hypothetical capital structure 18 

rather than LUCo’s capital structure? 19 

A. No. 20 

Q. Do you have concerns about the approach Mr. Magee used to determine his 21 

recommended hypothetical capital structure? 22 
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A. Yes.  Mr. Magee recommends using an average of the capital structure ratios 1 

of his proxy group.  However, several of the companies in Mr. Magee’s proxy group are not 2 

sufficiently confined to natural gas distribution operations.  3 

Q. What companies should be removed from his proxy group because they are 4 

not sufficiently confined to natural gas distribution operations?   5 

A. Black Hills Corporation (“Black Hills”), Sempra Energy (“Sempra”) and 6 

Vectren Corporation (“Vectren”).  Only about half of Black Hills’ and Vectren’s regulated 7 

utility operations are comprised of natural gas utility operations.
4
  Sempra is a diversified 8 

multinational energy company with its United States’ regulated electric and gas operations 9 

providing about 65% of its total earnings.  Staff estimates that its gas operations probably 10 

contribute about 40-45% of total earnings.
5
 11 

Q. Should any other companies be removed from Mr. Magee’s proxy group for 12 

purposes of recommending a hypothetical capital structure? 13 

A. Yes.  Chesapeake Utilities Corporation (“Chesapeake”) should be removed. 14 

Q. Why?   15 

A. Chesapeake’s common equity ratio of 71.43% is clearly an outlier and is 16 

inconsistent with typical regulated gas utility equity ratios.
 6

  Therefore, Staff analyzed all of 17 

the components of Chesapeake’s capital structure and discovered that it consistently included 18 

a large percentage of short-term debt in its capital structure.       19 

                                                 
4
 Black Hills is also more leveraged than the other proxy companies. 

5
 Publicly available financial information indicates that San Diego Gas & Electric Company (“SDG&E”) and 

Southern California Gas Company make up about 65% of total earnings.  SDG&E is a combination gas and 

electric utility company.  While Staff could not find information that indicates the percentage of earnings 

SDG&E’s gas operations contribute, it is probably less than 50% based on revenues of 80% electric and 20% 

gas.  Consequently, Staff estimates the gas distribution operations may contribute 40-45% to Sempra’s total 

earnings.  
6
 Magee Direct, p. 51, Table 8. 
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Q. What percentage of Chesapeake’s capital structure is typically supported by 1 

short-term debt? 2 

A. Over 20% of Chesapeake’s capital structure has been supported by short-term 3 

debt over the last two and a half years.  This equates to over 50% of Chesapeake’s total debt 4 

outstanding for the entire period.  Because short-term debt has to be continuously refinanced, 5 

this much short-term debt significantly enhances the company’s liquidity risk, which causes 6 

equity investors to require a higher ROE.  However, if the short-term debt is removed from 7 

the ratemaking capital structure, then this causes a mismatch in the amount of leverage that 8 

equity investors consider when determining their required ROE.  Either way, Chesapeake 9 

should be excluded from the proxy group at least for the purpose of estimating a hypothetical 10 

capital structure. 11 

Q. After removing the aforementioned four companies, which companies remain 12 

in Mr. Magee’s proxy group? 13 

A. Atmos Energy Corporation (“Atmos”), Northwest Natural Gas Company 14 

(“Northwest”), One Gas Inc. (“One Gas”), Southwest Gas Corporation (“Southwest”), and 15 

Spire Inc. (“Spire”).  These are the same companies in Staff’s proxy group. 16 

Q. What is the average common equity ratio of these five remaining companies 17 

based only on long-term capital balances over the last 2.5 years? 18 

A. 54.6%. 19 

Q. What is the average common equity ratio of the proxy group if you include 20 

short-term debt in their capital structures? 21 

A. 51.45%. 22 

Q. What is Staff’s capital structure recommendation? 23 
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A. I recommend that the Commission use LUCo’s adjusted actual capital 1 

structure as of December 31, 2017, for purposes of setting Liberty Midstates’ allowed ROR.  2 

This capital structure reflects the amount of debt leverage APUC considers reasonable for 3 

purposes of capitalizing its United States’ regulated utility assets, including Liberty 4 

Midstates.
7
  5 

Q. Can you summarize the problems you see in Mr. Magee’s capital structure 6 

testimony? 7 

A. Yes.  8 

1.  Mr. Magee did not explain why he did not recommend LUCo’s 9 

capital structure. 10 

2.  Mr. Magee did not exclude companies with diverse operations from 11 

his proxy group. 12 

3.  Mr. Magee did not consider the proxy companies’ utilization of short-13 

term debt. 14 

KEITH MAGEES’ RECOMMENDED ALLOWED ROE FOR LIBERTY 15 

MIDSTATES  16 

Q. How did Mr. Magee develop his recommended allowed ROE of 10.25%? 17 

A. Mr. Magee used four primary methods.
8
  Reviewing his results, the mean of 18 

his DCF results support an allowed ROE in the 9% to 9.25% range; his CAPM supports an 19 

allowed ROE in a range of 9.80% to 11.22%; his Bond-Yield-Plus Risk Premium method 20 

supports an allowed ROE of around 9.8%; and his Expected Earnings Analysis supports an 21 

allowed ROE of around 10.90%.   22 

                                                 
7
 Calculated with short-term debt removed. 

8
 Magee Direct, p. 5, Table 1. 
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Although Mr. Magee did not provide a specific weighting methodology in deciding 1 

that a 9.90% to 10.35% ROE range is fair and reasonable, he testified that he gave “…less 2 

weight to the low end of the DCF results shown in Table 1…”
9
   3 

Q. If Mr. Magee had given due consideration to his mean DCF results, what ROE 4 

would be implied from these analyses? 5 

A. 9.00% to 9.25%, even after allowing for a quarterly discounting adjustment, 6 

which Staff does not consider appropriate. 7 

Q. Does Mr. Magee explain why he decided not to give significant consideration 8 

to his DCF results? 9 

A. Yes.  He explains that current market conditions, such as high utility P/E 10 

ratios, cause him to give his DCF results less weight.
10

  Although I agree with Mr. Magee’s 11 

observations about low interest rates and high utility stock valuation levels, I disagree with 12 

his interpretation of these market conditions as it relates to the reliability of cost-of-capital 13 

models.  Mr. Magee indicates that because utility price-to-earnings (P/E) ratios are “well in 14 

excess of their historical averages,” these conditions have driven dividend yields lower, 15 

resulting in lower DCF-based ROE estimates.  Mr. Magee believes that this is reason to give 16 

DCF results less consideration in setting a utility’s allowed ROR.  However, in my opinion, 17 

this is reason to give DCF results even more consideration because they are more reflective 18 

of the utility industry’s current cost of capital.   Quite simply, if utility stock P/E ratios are 19 

high, then the cost of capital is low.  The DCF best captures this relationship because it 20 

specifically incorporates utility companies’ stock prices.  This is reason to embrace the 21 

method rather than minimize it.  22 

                                                 
9
 Magee Direct, p. 7, line 5. 

10
 Id., at pp. 5-6, 38-48. 
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Q. Why is Mr. Magee concerned about the implications of high P/E ratios? 1 

A. Mr. Magee is concerned that the constant-growth and quarterly-growth DCF 2 

methods he used do not allow him to incorporate potential changes in the valuation levels of 3 

utility stocks, such as a return to more normal P/E ratios.   4 

Q. Does Mr. Magee’s concern support his position that lower DCF results are 5 

less reliable? 6 

A. No.  If current utility valuation levels are not sustainable, then this means that 7 

investors are factoring in a contraction in utility P/E ratios when deciding on a fair price to 8 

pay for utility stocks.  This means that utility stock investors expect a lower return than a 9 

fundamental DCF analysis implies.  If factors other than the fundamentals of the company 10 

affect the stock price, such as a change in the value investors place on the overall industry, 11 

then this will not be captured in a fundamental cost-of-equity estimate.   12 

Q. Mr. Magee indicates that the constant growth and quarterly growth DCF do 13 

not allow for consideration of changes in P/E ratios.  Is this true? 14 

A. No.  The constant-growth model can be extended to include expected changes 15 

in the P/E ratio.  This version of the constant-growth DCF is referred to as the “Grinold-16 

Kroner” model.
 11

  It is expressed algebraically as: 17 

k = D1/P0 + g + Δ PE 18 

Where: 19 

k =  the cost of equity; 20 

D1 = the expected next 12 months dividend; 21 

P0 =     the current price of the stock;  22 

g =      the dividend growth rate; and 23 

ΔPE = the per period change in the P/E multiple 24 

                                                 
11

 2010 CFA
® 

Program Curriculum, Level III, Volume 3, p. 35. 
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Q. If Mr. Magee had used this derivative of the constant-growth DCF method to 1 

estimate the cost of common equity, how would this impact his cost of equity estimates? 2 

A. They would be lower.   3 

Q. Do you have an opinion as to whether investors are factoring in a change in 4 

the P/E ratio due to macroeconomic expectations, such as projected changes in interest rates? 5 

A. Over the last several years, to the extent utility equity analysts have factored 6 

in forward yields, most have consistently factored in projected increases in bond yields when 7 

estimating a justified P/E ratio.  Therefore, utility stock prices, and consequently their P/E 8 

ratios, already reflect a projected increase in interest rates, if this is in fact the consensus.  9 

Q. Has the DCF method been widely-accepted as being reliable for estimating 10 

investors’ required returns on equity? 11 

A. Yes.  The constant-growth DCF is widely used by ROR witnesses throughout 12 

the country.  This is for good reason.  The DCF is used in investment practice by equity 13 

analysts to estimate the value of utility stocks.  Therefore, the application of the DCF using 14 

reasonable inputs will provide accurate and reliable estimates of investors’ required returns 15 

on utility common equity (i.e. the cost of equity) investments.  However, the results are only 16 

as good as the inputs.  17 

Q. Although you consider Mr. Magee’s DCF results as reasonable for purposes 18 

of setting a reasonable allowed ROE for Liberty Midstates, do you agree with Mr. Magee’s 19 

assumptions? 20 

A. No.  I disagree with two primary issues as they relate to Mr. Magee’s DCF 21 

analysis.  They are: (1) Mr. Magee’s position that equity analysts’ projected long-term 22 

compound annual growth rates (“CAGR”) in earnings per share (“EPS”) form the basis for 23 
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investors’ constant growth rates, and (2) that the dividend yield needs to be adjusted for 1 

quarterly compounding.  Both of these assumptions are wrong. 2 

Q. Why don’t you agree with Mr. Magee’s position on these issues? 3 

A. Because I have never seen an investment analysis that estimates a fair price to 4 

pay for a utility stock based on these premises.  This is very informative in the first instance 5 

because the very equity analysts that provide these CAGR do not use them in practice as 6 

Mr. Magee suggests.  In the second instance, Staff’s review of utility stock price analyses has 7 

revealed that equity analysts use an unadjusted annual discount rate to discount projected 8 

annual cash flows (whether it is dividends in a dividend discount model or free cash flow to 9 

the firm and/or equity investors in a generic discounted cash flow analysis).  If Mr. Magee 10 

was correct that investors determine a fair price to pay for utility stock because dividends are 11 

paid quarterly, then anticipated cash flows would be projected on a quarterly basis.  Staff has 12 

never seen a utility equity stock analysis that estimates value based on quarterly dividend 13 

expectations.    14 

Q. How many utility equity research reports have you reviewed during your 15 

career at the Missouri Public Service Commission? 16 

A. Thousands.   17 

Q. Given that Mr. Magee’s recommended ROE of 10.25% seems to be more 18 

influenced by his CAPM and “Expected Earnings Analysis,” can you explain why he 19 

estimates a higher cost of equity with these methods? 20 

A. Yes.   21 
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Q. What are the primary drivers for his higher CAPM cost-of-equity estimates? 1 

A. Primarily, his high market risk premium estimates and, to a lesser extent, his 2 

use of projected interest rates. 3 

Q. How did Mr. Magee determine an expected market return? 4 

A. Mr. Magee used information from two sources, Bloomberg and Value Line, to 5 

determine an expected return over the long-run for the S&P 500.  For all of the companies in 6 

the S&P 500 in which projected long-term CAGR in EPS were available, Mr. Magee simply 7 

added the growth rate to the dividend yield to determine the expected return for each 8 

company.
12

  9 

Q. Are the projected returns Mr. Magee provides based on Value Line’s and 10 

Bloomberg’s projections for stock market returns? 11 

A. No.  Although Mr. Magee relies on these sources for data, he uses his own 12 

method for estimating stock market returns.  I cannot find any corroborating information 13 

from other capital market experts that supports either Mr. Magee’s method or his results.   14 

Q. Based on Mr. Magee’s approach, what are the expected returns on the S&P 15 

500 over the long-term? 16 

A. Mr. Magee estimates an expected long-term compound annual return of 17 

13.41% using equity analysts’ long-term CAGR in EPS provided through Bloomberg and 18 

14.16% using long-term CAGR in EPS provided by Value Line.  This forms the basis for his 19 

estimated market risk premiums of 10.06% to 11.31%. 20 

                                                 
12

 Magee Direct, Sch, KM-4.  Interestingly, although Mr. Magee considered the constant-growth DCF 

unreliable for directly estimating the utility proxy group’s cost of equity, he considered it reliable for purposes 

of estimating a market return.  As is the case with any method, it’s not the method that causes unreliable results, 

it’s the inputs. 
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Q. What long-term growth rate is embedded in Mr. Magee’s expected market 1 

returns? 2 

A. 11.31% using the equity analyst growth rates provided by Bloomberg and 3 

11.99% using the Value Line growth rates. 4 

Q. Is it rational to expect the market to grow at these rates perpetually, as the 5 

constant-growth DCF assumes?   6 

A. No.  While using equity analysts’ projected long-term CAGR in EPS as a 7 

constant-growth rate for a utility cost-of-equity estimate causes some upward bias, it causes 8 

extreme upward bias when making this assumption for the market as a whole.  It is 9 

recognized in both academic literature and on a practical basis that the market as a whole is 10 

bound by the growth in the overall economy, which is typically measured by GDP.  If 11 

Mr. Magee had considered the fact that growth rates in excess of 10% are not sustainable for 12 

the markets, his estimated equity risk premium would be much lower, which would 13 

significantly reduce his CAPM cost of equity estimates. 14 

Q. Are you aware of any sources that provide a reasonableness check to 15 

Mr. Magee’s expected market returns of 13% to 14%? 16 

A. Yes.  Reputable market return forecasts range from 5.5% to 6%.
13

   17 

Q. How can the Commission avoid the uncertainty associated with measuring the 18 

market risk premium to estimate a fair return for Liberty Midstates? 19 

                                                 
13

 The Philadelphia Federal Reserve provides market return estimates through The Survey of Professional 

Forecasters.  As of the February 9, 2018, survey, the projected long-term compound annual return on the S&P 

500 was 6%; see https://www.philadelphiafed.org/research-and-data/real-time-center/survey-of-professional-

forecasters/2018/survq118.  According to JP Morgan Asset Management’s 2018 Long-Term Capital Market 

Return assumptions, it expects the S&P 500 to achieve a long-term compound annual return of 5.5%.  JP 

Morgan Asset Management assumed that the S&P 500’s earnings growth over the long-term would be 4.5%, 

which is consistent with most projections for long-term nominal GDP growth. See https://am.jpmorgan.com/ 

gi/getdoc/1383498247596. 
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A. The Commission should rely more heavily on DCF analyses performed 1 

directly on utility companies.  A DCF analyses using reasonable inputs directly measures the 2 

risk premium utility stock investors require over interest rates. 3 

Q. How is that? 4 

A. It is captured in the dividend yield.  If utility investors perceive more risks to 5 

the potential growth, then the dividend yield will be higher. If utility investors perceive less 6 

risk, then the dividend yield will be lower. 7 

Q. Considering the fact that Mr. Magee used the DCF to estimate the market risk 8 

premium, does this imply that he considers the DCF to be reliable for estimating the risk 9 

premium for utility companies? 10 

A. Yes.  11 

Q. What risk premium is implied from his DCF analyses on his utility proxy 12 

group?   13 

A. 5.65% or 6.15%, depending on whether the expected return of approximately 14 

9% is compared to the current 2.85% risk-free rate or the projected 3.35% risk-free rate. 15 

Q. Does this risk premium need to be adjusted by beta? 16 

A. No.  Performing an industry and/or proxy-group-specific DCF removes this 17 

step.  This is one of the reasons why the DCF has historically been appealing to setting the 18 

allowed return because it is straight-forward and direct in that it uses market factors directly 19 

related to the risk and growth profile of the utility industry.  20 

Q. What’s wrong with Mr. Magee’s “Bond Yield Plus Risk Premium” method? 21 

A. Mr. Magee’s use of projected bond yields, especially the projected bond yield 22 

of 6.67% used in his “Long Term Projected Utility Bond Yield” ROE estimate.  Mr. Magee 23 
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developed this ROE estimate by using projected bond yields for 2024 to 2028.  This is 1 

similar to developing a DCF estimate based on projected stock prices during this period.  2 

Analysts already disagree on fair and reasonable inputs to estimate the cost of equity based 3 

on current security prices, let alone based on estimates several years into the future.  4 

Investors buying bonds now are well aware of the potential for interest rates to change.  5 

Therefore, the current price they pay for the bond allows for a risk premium for this 6 

interest rate risk.  If investors knew with certainty that bond yields would increase by 7 

approximately 200 basis points, then they would be irrational in buying long-term bonds 8 

based on current yields.   9 

The other general concern I have is with Mr. Magee’s logic that, because allowed 10 

ROEs have not declined at the same pace as bond yields, this proves that required risk 11 

premiums increase as bond yields decrease.  It is a fact that average allowed ROEs have not 12 

declined at the same rate as bond yields, but this is not proof that the cost of equity has not 13 

declined similarly.  Mr. Magee’s analysis just confirms Staff’s position that state utility 14 

commissions have been reluctant to set allowed returns on equity at parity with the cost of 15 

equity.  While Staff understands that rate-of-return witnesses in utility ratemaking settings 16 

have differing opinions on the cost of common equity there are some fairly simple, common 17 

sense tests of reasonableness that should limit the upper end of reasonable and rational cost 18 

of equity estimates (see the “Rule of Thumb” method provided by Staff in its Detailed Direct 19 

Testimony).
14

  Additionally, the fact that utility stock analysts and valuation consultants 20 

estimate a much lower cost of equity than allowed ROEs proves that cash flows from utility 21 

companies’ regulated utility assets are not discounted at levels consistent with allowed 22 

                                                 
14

 Detailed Direct Testimony of David Murray, p. 46, ll. 6-20. 
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ROEs.  If they were, then utility stock prices as well as merger/acquisition transaction values 1 

would be much lower.  2 

That being said, to the extent the Commission desires to benchmark itself based on 3 

other commission-allowed ROEs, then the method proposed by Mr. Magee may be 4 

appealing.  However, Staff emphasizes that the Commission should not apply a risk premium 5 

to projected interest rates because current interest rates already include compensation for 6 

interest rate risk.   7 

Q. Why should the Commission dismiss the results related to Mr. Magee’s 8 

“Expected Earnings Analysis” method? 9 

A. Using expected earnings is circular because investors’ projections for earned 10 

ROEs are heavily dependent on expected rate case outcomes.  If investors believe 11 

commissions will lower allowed ROEs, then they will lower their expected ROEs.  If they 12 

expect commissions to hold allowed ROEs constant, then they will project ROEs based on 13 

current levels.   14 

Not only is Mr. Magee using projected ROE’s that are already circular in nature, but 15 

he is making a further upward adjustment to Value Line’s ROE projections because he 16 

believes the book value of the equity is overstated in Value Line’s projections.  Mr. Magee 17 

makes an adjustment to Value Line’s book value per share in order to provide his own 18 

projection of the average book value per share over the period of Value Line’s projections.  19 

Mr. Magee is already using figures that are a projected 3-year average for the years 2020 20 

through 2022; the overall impact of Mr. Magee’s adjustment is to increase the projected 21 

return on common equity by an additional 30 basis points over what Value Line estimates 22 

directly.   23 
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Finally, it should be noted that many of the companies Mr. Magee used in his 1 

analyses receive earnings contributions from non-regulated operations.  The earnings of 2 

non-regulated operations are not capped.  The effect is to skew Mr. Magee’s results upward.  3 

If the Commission were to rely on this method to set Liberty Midstates’ allowed ROE, then 4 

its decision would be directly influenced by additional earnings provided by these non-5 

regulated operations.   6 

Q. Mr. Magee proposes potential adjustments to an allowed ROE for Liberty 7 

Midstates because of its small size.
15

  What has Staff’s position been regarding the need for 8 

an adjustment to the cost of common equity to consider a utility company’s smaller size 9 

relative to the proxy group? 10 

A. Staff has consistently recommended the Commission reject any adjustments to 11 

the cost of common equity because of a utility company’s smaller size.  The Duff & Phelps 12 

size premium adjustment approach cited by Mr. Magee is not based on analysis of the 13 

regulated utility industry, but on all of the stocks in the New York Stock Exchange, the 14 

American Stock Exchange and the Nasdaq National Market. 15 

Q. Do expert valuators consistently dismiss the need for a small size adjustment 16 

when determining a fair value to assign to regulated utility assets?   17 

A. Yes.  In goodwill impairment analyses for other Missouri utility companies, 18 

financial consultants such as Duff & Phelps and Price Waterhouse Coopers have routinely 19 

dismissed a small size adjustment to the cost of equity for purposes of discounting cash flows 20 

generated by regulated utility assets.  21 

Q. Additionally, how can small size affect Liberty Midstates since it is not a 22 

stand-alone entity? 23 

                                                 
15

 Magee Direct, p. 31, line 13, through p. 33, line 15. 
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A. It cannot.  Liberty Midstates is an indirect subsidiary of LUCo, which is the 1 

entity that guarantees the debt issued on behalf of all of its subsidiaries.  To Staff’s 2 

knowledge, Liberty Midstates has not tried to directly access third-party debt capital.  3 

Therefore, there is no company-specific data to support Mr. Magee’s position that Liberty 4 

Midstates would have to pay a higher cost if it financed itself on a stand-alone basis. 5 

Q. Mr. Magee also argues for consideration of flotations costs.
16

  Should there be 6 

consideration for flotation costs in setting the allowed ROE? 7 

A. No.  In past Missouri rate cases, Staff has allowed recovery of actual costs 8 

associated with issuing common equity by allowing an amortization of these issuance costs 9 

over a 5-year period, but only if the company could show that it or its parent company had to 10 

issue additional shares for purposes of investing in its utility assets in Missouri.  11 

Consequently, if a company proves these costs have been incurred for the benefit of 12 

investment in Missouri utility assets, the recovery would be through an expense allowance 13 

rather than through an adjustment to the ROR.   14 

Q. Mr. Magee discusses the lower Regulatory Research Associates (“RRA”) 15 

ranking assigned to Missouri as of May 2017.
17

  Do you think this warrants an adjustment to 16 

Liberty Midstates allowed ROE? 17 

A. No.  This ranking is based on RRA’s reaction to the fact that utility legislation 18 

did not pass during the 2017 legislative session.  Most of the proposed legislative changes 19 

were targeted toward the electric utility industry.  The fact that Missouri’s gas utilities have 20 

not had to file rate cases very frequently and already have the ability to recover investment 21 

                                                 
16

 Magee Direct, p. 37, line 6, through p. 38, line 7. 
17

 Id. p. 33, line 6, through p. 37, line 5. 
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costs through the Infrastructure System Replacement Surcharge (“ISRS”) shows that gas 1 

utilities in Missouri have not had issues with earning reasonable returns on a consistent basis.   2 

Q. Are you aware that the Company is proposing various mechanisms, including 3 

a decoupling mechanism, to stabilize revenues? 4 

A. Yes.   5 

Q. If the Commission were to approve the mechanisms sponsored by the 6 

Company and explained by Company Witness Mr. Robert Hevert, should the Commission 7 

make a corresponding adjustment to the allowed ROE? 8 

A. Yes.  Mr. Hevert explains that allowing such mechanisms will improve a 9 

company’s financial integrity.
18

  Because allowing such mechanisms reduces business risk, 10 

this results in a lower required return.  The Commission addressed this when gas companies 11 

requested straight-fixed variable rate designs in 2006.  Specifically, the Commission 12 

considered a 30-35 basis point reduction to Missouri Gas Energy’s allowed ROE in Case No. 13 

GR-2006-0422.
19

   14 

Adjustments such as these are a matter of judgment.  Consideration can be as general 15 

as recommending the lower end of a range or something more quantifiably objective if it can 16 

be proven that the reduction of business risk would allow for an upgrade to the credit rating, 17 

if it were a stand-alone company.  For example, based on Standard & Poor’s RatingsDirect 18 

benchmark tables, an upgrade to an assigned business risk profile from “Strong” to 19 

“Excellent” warrants an approximate two-notch improvement in an anchor credit rating.  20 

This translates into an approximate 20-basis point lower cost of debt in the current capital 21 

market environment, which can be used as a proxy for an ROE adjustment.    22 

                                                 
18

 Hevert Direct, p. 22, ll. 3-7. 
19

 Staff also discovered corroboration from Goldman Sachs as to the value investors place on risk-reducing 

mechanisms that decouple revenue requirement recovery from volume-based rates.  
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Q. Can you summarize the problems you see in Mr. Magee’s ROE testimony? 1 

A. Yes.  2 

1.  Mr. Magee did not give appropriate weight to his utility-specific DCF 3 

results, when in fact, its results are the most consistent with rational expectations.  4 

2.  I disagree with Mr. Magee (1) that equity analysts’ projected long-term 5 

compound annual growth rates (“CAGR”) in earnings per share (“EPS”) form the basis for 6 

investors’ constant growth rates, and (2) that the dividend yield needs to be adjusted for 7 

quarterly compounding. 8 

3.  Mr. Magee uses high market risk premium estimates and projected interest 9 

rates, which cause unreasonably high CAPM cost of equity estimates.   10 

4.  Mr. Magee uses unsustainable growth rates of 11.31% and 11.99% to 11 

inflate projected market returns in calculating his market risk premiums. 12 

5.  Mr. Magee’s Bond Yield Plus Risk Premium analysis is not a cost of 13 

equity estimate; it is a measure of the difference in awarded ROEs as compared to bond 14 

yields.  Additionally, Mr. Magee applies this “allowed ROE risk premium” to projected bond 15 

yields, causing an even higher result.   16 

6.  Mr. Magee draws the wrong conclusion from the fact that allowed ROEs 17 

have not declined at the same pace as bond yields.  It does not show that required risk 18 

premiums increase as bond yields decrease; rather, it shows that state utility commissions 19 

have been reluctant to set allowed returns on equity at parity with the cost of equity.   20 

7.  Mr. Magee’s Expected Earnings Analysis method is unreliable because it is 21 

based on circular reasoning and Mr. Magee’s further upward adjustment to Value Line’s 22 
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projected 3-year average ROEs.  The result is to increase the projected return on common 1 

equity by an additional 30 basis points.   2 

8.  Mr. Magee’s proposed small size adjustment should be rejected both 3 

because expert analysts do not use such an adjustment and because Liberty Midstates does 4 

not access the capital markets directly. 5 

9.  Mr. Magee’s proposed flotation costs adjustment should be rejected.  If 6 

Liberty Midstates can show that it has actually incurred any flotation costs for the benefit of 7 

investment in its system, they should be recovered as an operating expense. 8 

10.  If a rate stabilization mechanism is adopted, the allowed ROE should be 9 

correspondingly reduced to reflect the reduction in business risk.   10 

SUMMARY AND CONCLUSIONS  11 

Q. What are the main points the Commission should consider in determining an 12 

appropriate capital structure and fair rate of return for Liberty Midstates? 13 

A. With respect to capital structure, the Commission should ask whether 14 

anything has changed since Liberty Midstates’ last rate case that would cause it to adopt a 15 

capital structure other than LUCo’s.  Mr. Magee did not even address the Commission’s 16 

decision in Liberty Midstates’ last rate case to adopt LUCo’s capital structure and he never 17 

explains why a hypothetical capital structure is preferable.  It is important to use the capital 18 

structure that reflects the financial strategy and policies of the owner of the utility assets to 19 

the extent that the capital structure is reasonable and not cost prohibitive.  If the Commission 20 

were to authorize a common equity ratio of 53% for Liberty Midstates, then LUCo would not 21 

have an incentive to capitalize its utility assets more conservatively in order to reduce 22 

financial risk and allow financial flexibility.   23 
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Although Mr. Magee embraces the DCF methodology for purposes of estimating a 1 

market return for his CAPM analysis, he attempts to discredit the DCF when he applies it to 2 

his utility proxy group.  The constant-growth DCF is most appropriate for utility companies 3 

because it is a mature industry.  In fact, one of Mr. Magee’s reasons for questioning the 4 

reliability of the DCF can be addressed by using the Grinold-Kroner method.  This additional 5 

step results in a lower cost-of-equity estimate than Mr. Magee’s current estimates.   6 

Q. Does this conclude your Rebuttal Testimony? 7 

A. Yes, it does. 8 
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