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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

)
Transwestetn Pipeline Company, LLC ) Docket No. RP06- -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, and I am President of Concentric Energy Advisors,
Inc. (“CEA”), located at 313 Boston Post Road West, Suite 210, Matlborough,
Massachusetts 01752.

On whose behalf are you testifying?

I am testifying on behalf of Transwestern Pipeline Company, LLC (“Transweste;n”).

" Please describe your experience in the enetgy and utility industries.

> R P R

I have previously setved as an executive and manager with other consulting firms (i.e.
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, 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
transaction and faluation purposes. A summaty of my professional and educational

background is provided in Exhibit No. TW-57 to my testimony.
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Please describe CEA’s activities iﬁ energy and utility engagements.
CEA provides financial and economic advisory setvices to a large number of energy
and utility clients across North America. Our financial advisoty activities include buy
and sell-side merger, acquisition and divestitute engagements; due diligence and
valuation engagements, including the provision of fairness opinions; project and
corporate finance services; and transaction supportt setvices. Our economic and
matket analysis services include utility ratemaking and regulatoty advisoty setvices;
energy market assessments; market entry and exit analysis; and energy contract
negotiations.
II. PURPOSE AND OVERVIEW OF TESTIMONY
What is the purpose of your Prepared Direct Testimony?
The putpose of my Prepared Direct Testimony is to present evidence and provide a
tecommendation regarding Transwestern’s retutn on equity (“ROE”). My Direct
Testimony also will summarize the data and methodologies used to establish my
recommended ROE for Transwestern. My analyses and recommendations are
suppotted by the data presented in Exhibit Nos. TW-58 through TW-66.
What are your conclusions regarding the appropriate ROE for Transwestern?
Based on my analysis, I have concluded that Transwestern should be provided the
opportunity to eatn 2 ROE in the range of 12.40 percent to 13.90 petcent. Taking
into consideration that the median of such range is 13.35 petcent, and the relative
level of business risk faced by Transwestern as detailed in the testimonies of Ms.
Corman and Mr. Reed, I recommend an equity cost rate of 13.50 percent. This

equity return will adequately compensate investots for their investment in the capital



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Q.

EXHIBIT NO. TW-56
Docket No. RP06-_ -000
Page 3 0of 39
of Transwestern and will provide Transwestern with the opportunity to attract new
capital on reasonable terms.
In arriving at the appropriate ROE for Transwestern it is important for the
Federal Energy Regulatory Commission (“Commission”) to consider the business
risk of Transwestern’s pipeline operations, relative to that of the proxy group to
determine where within the range, for such group, Transwestern’s ROE rightly
falls. As discussed in more detail by Mr. Reed and Ms. Corman, and as
summarized in my testimony, Transwestern’s business risks, clearly, are more acute
than a pipeline of average risk, requiring an ROE above the median of the range of
results.
Please provide a brief overview of the analyses that led to your conclusions.
In ordet to determine the appropriate ROE, I have employed the two-stage form of
the Discounted Cash Flow (“DCF”) model, consistent with Commission precedent
regarding the calculation of ROE for interstate natural gas pipelines. My application
of the DCF model and analytical results are based on third-party analyst growth
projections, as well as market-based information including current annual dividends
(ot distributions), and recent stock (ot unit) prices. In applying and assessing the
tesults of my DCF analyses, I considered certain costs and trends, including the
fundamental business risks currently facing the natural gas pipeline industry in
general and Transwestern in particular. With these considerations, my recommended
ROE is based on a point that is above the median for the proxy group.
In my DCF analysis, I have incotporated companies structured as Master

Limited Partnerships (“MLPs”) into my proxy gtoup. The Commission,
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Transwestern and other interstate gas pipelines are at a crossroads in re-evaluating
the methodologies employed in their application of the DCF model for putposes of
determining ROE. The historic proxy group no longet provides a teasonable proxy
for a financially stable interstate gas pipeline, due to industty consolidation, financial
instability, and diminished involvement in regulated interstate gas pipeline
operations. As such, a new group is needed. Therefore, we propose a framework
that has its roots in the well-established DCF approach but evolves to address the
prevailing nature of pipeline ownership in the United States.

This point is articulated in the recent INGAA white papet, wheteby the
process used by the Commission to establish ROEs for natural gas pipelines was
examined, particulatly in the following three areas (1) the Commission’s past
practice, (2) the implications of excluding MLPs from a DCF analysis of gas pipeline
companies; and (3) the shortcomings of the DCF analysis in itself. INGAA’s
concluding statement with respect to the treatment of MLPs is a fair summary of the
industry’s position on this issue:

This report does not suggest that the DCF methodology is so flawed

that the Commission should cease using it to calculate pipeline

teturns. But the Commission must recognize the increasingly

important role that MLPs play in the interstate pipeline industty by

including an appropriate mix of MLPs in the proxy gtoup...!
How is the balance of your direct testimony organized?

My remaining Direct Testimony is organized into five sections. Section III discusses

the regulatory guidelines and financial considerations pertinent to rate of return

INGAA, Allowed Returns on Equity in the Interstate Gas Pipeline Industry Issues and Options Regarding the
FERC DCF Approach, dated August 24, 2006, at 6.
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estimates. Section IV discusses current economic conditions that have a bearing on
the determination of an approptiate tate of return. Section V discusses the criteria
and approach for the selection of my proxy group of comparable companies.
Section VI explains the data and methodologies in my analyses and my
recommendation of the approptiate ROE for Transwestetn. Section VII
summarizes my results and conclusions.
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 ot reasonableness of a utility’s
allowed ROE. Among the standards established by the Coutt in those cases ate: (i)
consistency with other businesses having similar or compatrable tisks; and (ii)
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 cotresponding tisks and

uncertainties; but it has no constitutional right to profits such as are

realized or anticipated in highly profitable enterptises ot speculative

ventures. The return should be adequate, under efficient and economic

management, to maintain and support its credit and enable it to 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
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too low by changes affecting opportunities for investment, the money
matket and business conditions generally.?

* % %

Rates which are not sufficient to yield a teasonable return on the value
of the property used at the time it is being used to tender the service
are unjust, unreasonable and confiscatory. ..’

* %k %

From the investor or company point of view, it is important that there
be enough revenue not only for operating expenses, but also for the
capital costs of the business. These include service on the debt and
dividends on the stock. By that standard the return to the equity owner
should be commensurate with returns on investments in other
enterprises having corresponding risks. That return, moreovet, should
be sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.4

Why is it important for a utility to be allowed the oppottunity 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 Coutt 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
entetprises having comparable risks acting independently in the financial markets. A
teturn that is adequate to attract capital at reasonable terms enables the utility to
provide safe, reliable service while maintaining its financial integrity. In keeping with

the Hope and Bluefreld standards, that return should be commensurate with the returns

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

Id., at 690-692.

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, at 603 (1944), (“Hope”).
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expected elsewhere in the market for investments of equivalent risk. The
consequence of the Commission’s order in this case, thetefore, should be to provide
Transwestern with the opportunity to earn a return on equity that is: (1) adequate to
attract capital at reasonable terms, thereby enabling it to provide safe, reliable natural
gas transportation service to its shippets; (2) sufficient to ensure the financial
integrity of Transwestern’s gas transmission opetations; and (3) commensurate with
returns on investments in enterprises having cotresponding risks. To the extent
Transwestetn is provided the opportunity to eatn its market-based cost of capital,
neither customers nor shareholders should be disadvantaged.
Please discuss the importance of the allowed rate of return from the
perspective of the capital markets.
The financial community has continued to put the pipeline industry under intense
scrutiny. There is little question, for example, that the rating agencies continue to
focus on financial profiles and business tisks for all pipeline companies. In a recent
report, Standard & Poors noted that:
When evaluating the creditworthiness of natural gas pipeline companies,
Standard & Poor’s analysis begins with a qualitative assessment of a
company’s business risk profile. The company’s financial metrics are then
examined in light of its business risk profile, since companies with higher

business risk require stronger financial mettics at the same rating
category.’

Thus, the allowed rate of return should take into consideration capital market

expectations relative to both earnings and risk.

Standard & Poors, ‘Key Rating Factors for U.S. Natural Gas Pipelines”, Commentary Report (10 August
2005): at 1.
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What is the basis for your recommended ROE for Transwestern?
My recommended ROE is based upon a proxy group of publicly-traded corporations
and master limited partnerships with significant interstate pipeline operations. My
recommendation relies upon a range of reasonableness, determined by the high and
low DCF results. I apply my qualitative assessment of risk to determine where
within that range Transwestern’s ROE should fall. By selecting a group of
companies with comparable risks and business chatacteristics to Transwestern, I
have ensured that my analysis in this proceeding compotts with the Hope and Bluefield
standards upon which my recommendation is based, as well as the FERC standard
for natural gas pipelines, established in Williston Basin.s As such, my analyses result
in an allowed ROE for Transwestern that is both commensurate with its total risk
level (business risk and financial risk) and sufficient to enable Transwestern to attract
capital at reasonable rates.

‘The Commission has stated its preference for the application of a
Discounted Cash Flow (“DCF”) model that incorporates both near-term earnings
growth forecasts and longer-term estimates of macroeconomic growth (referred to
herein as the “I'wo-Stage DCF” model). My testimony, thetefore, relies on the Two-
Stage DCF model, giving adequate weight to the business risk environment, which

has been applied to publicly-available data for all of the ptoxy group companies.

Williston Basin Interstate Pipeline Company, 104 FERC Y 61,036 (2003).
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IV. CURRENT ECONOMIC CONDITIONS
Please desctibe the business environment and risks cutrently facing interstate
natural gas pipeline companies.
Natural gas pipeline companies are faced with a seties of regulatory, business and
economic risks that, in aggregate, continue to exett competitive pressute, thereby
mnfluencing both business and financial risks. In general, shorter contract durations,
counter-party credit risk, and pricing pressute resulting from the lower of cost or
matket based rates has increased the competitive nature of the natural gas pipeline
business in general. Moreover, unbundling initiatives at the state jurisdictional level
have provided end-users and shippers with an enhanced range of competitive
alternatives that may enable shippers to shift risks to the pipelines by obtaining
| shorter term contracts or releasing capacity to other shippers.
What specific business risks curtently face Transwestern?
As discussed in detail in the Testimony of Ms. Corman and Mr. Reed, market supply
and demand conditions, together with recontracting risk over the next several years,
exacetbate Transwestern’s exposure to business tisks to a degree that is considerably
greater than other pipeline companies. Industry analysts have recognized that the
dynamics of this market create significant risk for Transwestern. In comparing the
relative health of 20 pipelines across the U.S., Banc of America Securities highlights
the business challenges facing Transwestern, and ranks the pipeline as the overall
riskiest in its peer group, in terms of the aggregate of actual returns, gas supply,

competition, excess capacity, gas demand and contract expiration. The securities

analyst states that:
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[T]the challenges faced by Southern Union’s Transwestern (TWP)
system could highlight to investors the p_erils of pipeline systems and
undermine the assumption that they perennially generate stable cash
flows.”

What effect do these factors have on the determination of an appropriate ROE

for Transwestern?
While Transwestern currently shares some of the same risk characteristics as the
proxy group companies, for the reasons discussed briefly above and mote specifically
in Ms. Corman’s and Mr. Reed’s testimony, Transwestetn is mote tisky, on balance,
than the proxy group. Based on that assessment, it is my view that Transwestern’s
ROE should be set above the median of the range of ROEs derived from the proxy
group data.

V. PROXY GROUP COMPANIES
Why is it necessary to use a proxy group in the determination of an equity
return?
The use of proxy groups is a widely-employed analytical method to assist in
estimating the cost of equity for a particular company. As discussed in more detail
later in my testimony, the methods most commonly used by financial analysts to
estimate the cost of equity are based on company-specific market data and
projections. The primary benefit of using a proxy group, thetefore, is that it serves
to attenuate the effects of anomalous events that may be associated with any one -

company. Additionally, proxy groups include a range of charactetistics for

“All Pipelines Are Not Created Eqnal)” Banc of America Secutities, June 14, 2005, p. 2.
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companies deemed to be comparable to Transwestern, and thus provide a
benchmark to gauge the reasonableness of ROE estimate tesults.

Please discuss the criteria by which you selected the companies included in
yout proxy group.

To ensure that my proxy group meets the comparability standard set forth in Hope
and Blusfield, 1 began by consideting all of the companies that Value Line classifies as
the Diversified Natural Gas industry group. This industty group includes the
majority of the publicly-traded corporations and MLPs that have significant interests
in interstate natural gas transportation. I then considered MLPs with significant
natural gas pipeline operations that were not covered by Value Line. From this
population, I applied the following ctitetia, as I have detailed in Exhibit No. TW-58:
1) All of the companies have publicly-traded common stock or units;

2) All of the companies have significant involvement in natural gas transmission
and own 100 percent of at least one FERC-regulated natural gas pipeline;

3) All of the companies derive 50 petcent or mote of theit operating income
from a regulated energy-related line of business;

4) All of the companies ate curtently paying cash dividends or distributions;

5) All of the companies are in sound financial condition with no pending
negative ratings actions that would significantly impact investots’ perception
of risk; and

6) None of the companies are engaged in significant transactions involving

mergers or acquisitions.

The fitst two criteria ate consistent with the Commission’s Otder in EPGT Texas
Gas Pipeline L.P., 99 FERC 461,295 (2002), whetein the Commission commented on

screening criteria for proxy group companies in natural gas proceedings. To that
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point, the Commission stated that “The companies should be publicly-traded,
engaged largely in natural gas transmission, and own natural gas pipelines regulated
by the Commission.” 8
In order to determine the extent to which the candidate companies ate
engaged in pipeline operations, I have developed a list of interstate pipelines owned
by each of the companies, evaluated for inclusion in the proxy group, in Exhibit No.
TW-59. Additionally, I have gathered revenue, opetating income and asset data by
segment for 2006 (year to date), and for the years ended 2005 and 2004. Based on
that data, I calculated the percentage of revenues, operating income and assets
associated with natural gas transmission; an analysis that is critical to the selection of
a reasonable proxy group in identifying peer companies with tisks comparable to
those of Transwestern. (See Exhibit No. TW-60).
How did you select the companies included in your proxy group?
I began with the six company group used by the Administrative Law Judge in her
initial decision in Kern River Gas Transmission Company, 114 FERC 963,031 (2006).
These six companies are derived from the same group, adjusted for divestitures and
metgets, approved by the Commission in Williston Basin, and today reptesent those
corporate entities with the most significant natural gas pipeline holdings. That group
consists of El Paso Corporation; Equitable Resources, Inc.; Kinder Morgan, Inc.;
National Fuel Gas Company; Questar Cotporation; and Williams Companies. It is
that group, to which I applied my screening ctitetia in order to determine their

comparability to Transwestern.

99 FERC at 62,250.
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Have you adopted the six company group in its entirety as your proxy group?
No, I have not. While all of those companies meet certain screening ctitetia, there
are varying degrees to which their financial performance relies on regulated versus
non-regulated operations. Moreover, several of those companies detive only a small
portion of their financial results from FERC-regulated natural gas transmission. As
discussed in more detail below, the effect of that ctiterion is to substantively limit the
number of corporafe natural gas pipeline companies that reasonably can be
considered comparable to Transwestern.
On what basis do you claim that certain of the six companies ptreviously
listed, as successots to the Williston Basin proxy group, fail to meet your
scteening criteria?
Equitable Resources, Questar and National Fuel fail to meet my criterion that the
company is engaged largely in natural gas transmission. Further, Equitable
Resources failed to meet the criterion that at least 50% of its operating income is
derived from regulated utility operations. These companies have been tejected by
the Commission in the past due to the fact that they are substantially local
distribution companies with significantly different tisk profiles than that of
Transwestern.” Further, El Paso’s financial condition requites that it be excluded
from my proxy group due to the reduction of its dividend and its low credit rating.

Finally, Kinder Morgan recently announced its intention to go ptivate.1®

Williston Basin Interstate Pipeline Co., 87 FERC 61,264 at 62,007 (1999).
Kinder Motgan, Inc. press release, “Kinder Motgan, Inc. Enters Into Agreement to Sell to Investor
Group for $107.50 Per Share”, August 28, 2006.
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Please describe the basis on which you determined whether the candidate
companies were substantively engaged in natural gas transmission.
As summarized on Table 1 (below), as of June 30, 2006, the petcentage that pipeline
operations contributed to revenues, operating income and utility assets vaties

significantly among the six corporate natural gas pipeline companies:

Table 1: Business Segment Information 1

COMPANY o/o\ REVENUE FROM | % OPERATING | % ASSETS FROM | OVERALL
PIPELINE INCOME FROM | PIPELINE WEIGHTING
OPERATIONS PIPELINE OPERATIONS
OPERATIONS
El Paso Corporation 58% (b) 57% 57%
Equitable Resources 5% 7% (© 6%
Kinder Morgan, Inc. 52% 78% (a) 56% 60%
National Fuel Gas 9% 35% 21% 20%
Questar Corp. 5% 13% 19% 11%
Williams Companies 10% 39% 26% 25%

(@) Excludes year to date 2006 results.

(b) ElPaso Corporation’s operating income percentages varied significantly among averaging periods
rendering it an unreliable measure of its weighting of natural gas pipeline operations.

(c) Data was not available as Equitable Resoutces does not provide asset data for each utility

segment.

For the purposes of my ROE recommendation, I have consideted those companies
with an overall weighting for interstate natural gas pipeline operations of greater than
25% to be significantly engaged in interstate natural gas transportation.

As indicated in Table 1(above), an analysis of Equitable Resoutces indicates
that only six percent of its combined operations were detived from natural gas
pipeline operations, whereas 26 percent of its operations ate related to its LDC
activities and 52 percent relate to natural gas supply. Questat’s natural gas pipeline
operations comprise only 11 percent of its business, though its gas distribution

operations total 22 percent, and its exploration and production opetations contribute

11

Source: SEC Forms 10-K and 10-Q. The figures Percentages represent an average of 2006 (year to
date), 2005 and 2004. Refer to Exhibit TW-60.
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35 percent of its total. National Fuel’s natural gas pipeline operations represent
approximately 20 percent of its operations, while its LDC opetations make up 44
petcent, and the bulk of the remainder is atttibutable to exploration and production.
As a result, these companies are only minimally engaged in natural gas transmission
operations and should not be considered to be reasonable proxy companies for
Transwestern.
Why have you excluded El Paso from your ptoxy group when it has the
greatest percentage of natural gas pipeline operations of all of the companies?
El Paso, although it is owner of a large pipeline network, is still showing the effects
of the collapse in the merchant sectort, and its financial troubles have significantly
affected the company’s growth projections. Not only did El Paso reduce its dividend
in 2003 and, as a result, has the lowest dividend yield of any company being
considered for potential inclusion in the proxy group, it continues to use its cash
flow to pay down debt and stabilize its financial position.!? Such a company cannot
be expected to share the same investment expectations as those for a ﬁnancially
stable company such as Transwestern. A recent article in Inside F.E.R.C. desctibed
El Paso’s current financial condition after its S&P credit rating had been raised to
B+ from B as follows:
The rating agency said that the company’s ventures into diverse
untegulated businesses, which entailed significant financial leveraging

and market risk, now represent a minimal component of El Paso’s
profile. The upgrade also incorporates S&P’s assessment that El

“Troubled U.S. energy companies announce plans to sell non-utility assets, slash dividends”, Foster
Electric Report, Februaty 12, 2003.
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Paso has firmed up “its once precarious liquidity position ahead of

still sizable near-term maturities, though refinancing risk remains.”.13
Though S&P describes El Paso’s financial condition as having improved
substantially, it is also evident that El Paso still faces near-term refinancing hurdles
before its recovery gains traction and a return to steady state petformance is reflected
in its dividend yield and growth rates.
Why haven’t you considered Transwestern’s patent company, Southern Union
Company, for inclusion in the proxy group?
I have not included Southern Union Company for inclusion in the proxy gtoup due
to the limited history of its cash dividend payment, as the company has only been
paying dividends for one year. This is not a sufficient time frame from which to
project future dividends or growth.
What companies remain from the six companies you considered for inclusion
in the proxy group?
Only the Williams Companies remain and, therefore, there is no viable proxy gtoup
using only publicly-traded corporations. However, Williams Companies’ credit
rating remains below investment grade. Typically, to obtain a group of companies
with comparable business risks, I would apply a screen to my proxy group candidates
to verify that all companies were of investment grade ot better. However, if such a
credit rating requirement for all proxy group companies’ wete applied in this
proceeding, even Williams would have been excluded, leaving no cotpotate pipeline

proxy companies whatsoever. As such, it is necessary to expand the universe of

13

“FERC rejects E/ Paso rate compliance filing, orders it o cut daily scheduling penaliies”, Inside FER.C., June 5,
2006.
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potential proxy group companies to include publicly-traded natural gas pipeline
companies structured as MLPs.
Did you use the same proxy group screening criteria for the MLPs that you
applied for the six corporate companies reviewed above?
Yes. Accordingly, I have reviewed the percentage of each MLP engaged in natural
gas pipeline operations with the same thresholds as I did for the six companies. My
review of the MLP business segments and pipeline holdings are combined with those
of the six companies discussed above in Exhibits TW—58 — Exhibit TW-60.
Which master limited partnerships have you included in yout proxy group?
My Proxy Group includes the following MLPs:
e Enterprise Products Partners, L.P.
e Kinder Morgan Enetgy Partners, L.P.
¢ Boardwalk Pipeline Partners, L.P.
e Enbridge Energy Partners, L.P.
¢  OneOK Partners, L.P.
Please summatize your rationale for including MLPs in your ptoxy group?
As discussed above, I examined the six companies pteviously utilized in Commission
proceedings, but given the evolution of this group over time, only Williams
Companies could be considered comparable to the opetations of Transwestern.

Moreovet, it is apparent that MLPs are becoming an increasingly common form of
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organization! in the natural gas pipeline sector and therefore should be reviewed for
comparability to Transwestern and inclusion in the proxy group.

What is the final composition of your proxy group?

My proxy group is comprised of the following six companies:
¢  Williams Companies

e Enterprise Products Partners, L.P.

e Boardwalk Pipeline Partners, L.P.

e Enbridge Energy Partners, L.P.

e Kinder Morgan Energy Partners, L.P.

o OneOK Partners, L.P.
Please elaborate on why you consider it appropriate to include master limited
partnerships in your proxy group?
First, since the investment in pipeline assets is beginning to be dominated by MLPs,
it is important to recognize their legitimacy as proxy companies in gas pipeline
proceedings. To that point, a recent white papet prepated for the Interstate Natural
Gas Association of America (“INGAA”) recognizes the importance of MLPs in
developing proxy groups:

Currently, the fundamental issue in selecting a proxy group in a

natural gas pipeline rate case is whether ot not to include

representatives of the many pipeline companies that are otganized as

MLPs. The basic premise for creating the proxy-gtoup approach in

the first place was that, because gas pipeline companies were not

publicly-traded, a group of similar publicly traded companies was

needed in order to establish a proxy for investor expectations
regarding natural gas pipelines. Now as MLPs have grown in

Standard and Poor’s, Commentary Report, Key Rating Factors For U.S. Natural Gas Pipelines, August 10,
2005, at 3.
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number, scope and importance, they comprise a vety tepresentative

group of true, publicly—traded pipeline companies to which the

Commission can turn for market guidance.
The Commission has relied on MLPs as proxy companies in oil pipeline cases. Also,
the Commission considered a proxy group including MLPs to be “teasonable” in
Natural Gas Pipeline Company of America, and Panther Interstate Pipeline Energy, LLC, 105
FERC 961,383 (2003), for purposes of imputing a capital structute on Panther. That
proxy group included Equitable Resources, Kinder Morgan, KM Energy, National
Fuel, ONEOK, Inc., Questar, and TEPPCO. Finally, it has been recently
announced that Transwestern, itself, will be acquired by Energy Transfer Partners
L.P. ("ETP”), a master limited partnership.!® For all of the above reasons, it is
apptropriate to include MLLPs in the proxy group of comparable companies to
Transwestern.
Please explain how you applied the DCF model to the MLPs.
An MLP is a limited partnership, whose limited pattnership intetests are represented
by units that are publicly-traded, much the same as a stock ptice reptesents a
shareholder’s interests in a corporation. MLPs do not pay dividends, but rather
make distributions to its limited partnership unit holdets. I have applied the
distribution per unit in the DCF model in the same way that I have applied the
dividend yield per shate of common stock. In addition, I have addressed the
quattetly payment of distributions and dividends in the same way, by multiplying the

dividend or distribution yield by 1 + %2 of the growth rate to obtain the expected

15

Reuters, Energy Transfer to buy Transwestern Pipeline, Friday September 15, 10:19 am ET. Note: ETP was
excluded from the ROE analysis, as it cutrently does not own 100% of 2 FERC regulated interstate
natural gas pipeline.



10

11

12

13

14

15
16
17
18
19
20
21
22

EXHIBIT NO. TW-56
Docket No. RP06- -000
Page 20 of 39
distribution yield. The cash distributions that are received by the unit holdets are
analogous to dividends received by common shateholdets. In both situations the
teturn to the investor is the cash flow received in quarterly disttibutions plus the cash
that would be received if the units or shares were sold upon a given valuation date.
What was the Commission’s concern with respect to the inclusion of MLPs in
the proxy group in HIOS?
The Commission’s concern centered on whether the disttibution payment to the unit
holders included a return of a portion of the partner’s otiginal investment, and
whether the use of such a distribution payment would cause the distribution yield to
appear higher than it actually was. Thus, the Commission stated that it would not
consider including an MLP in the proxy group, unless the record demonstrates that
the distribution used as the “dividend” includes only a payment of earnings and not a
return of investment.’® INGAA recently addressed the Commission’s concern,
noting that:
This white paper concludes that the Commission’s concern is
misplaced. An examination of a five-year histoty of actual returns to
equity investors from the gas-pipeline MLPs revealed that a shott-
term DCF analysis for the same period would have been a very
accurate predictor of actual returns. Measuting investor expectations
by applying the DCF formula to a group that includes MLPs would

appear to be as valid as any application of the formula to stock-
owned companies. V7

16 HIOS, LLC,, 110 FERC ¥ 61,043.
i INGAA, “Allowed Returns on Equity in the Interstate Gas Pipeline Industry Issues and Options Regarding the
FERC DCF Approach”, dated August 24, 2006, at 5.
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Do you agree with INGAA regarding the inclusion of MLPs in the proxy
group?
Yes. I do. Investors value assets based upon the expected future cash flows they
will generate and do not differentiate their valuations based upon whether the source
of that cash is a stock dividend or a partnership unit distribution. A fourteen petrcent
investment return on an MLP unit is no different than a fourteen percent investment
return on a share of stock, of equivalent risk, regardless of whether it is classified as a
dividend or a return on capital. Generally, the ptimaty difference between the two
investments is the timing of cash flows, i.e., MLPs will generate greater cash flows
during the holding petiod, with less potential for appreciation upon its ultimate sale.
Stocks, on the other hand, pay a lower dividend but have a greater potential for
capital appreciation. The unit or share price reflects these timing differences in
cash flows, as well as the two investments” differing tax treatments and yield
percentages.

To the extent that the expected total return on MLPs was gteater than that of

a cotporation of equivalent risk, an arbitrage opportunity would exist prompting
investors to invest solely in MLPs, until such time as the market prices of the two
competing investments converge such that no arbitrage opportunities atre available in
the long run. It is interesting to note that no distinguishable differences can be
obsetved in my DCF results at Exhibit No. TW-61 ot in my summaty of analysts’
ROE expectations at Exhibit No. TW-62. Further, notwithstanding the limited
number of comparable corporate pipeline companies, I have established and

analyzed the results of a corporate pipeline refetence group composed of Williams
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and Kinder Motgan, Inc.1, using the two-stage DCF model. The results of that

analysis can be located at Exhibit No. TW-63, and as depicted in Figure 1 (below),

the range of reasonableness (determined by taking the high and the low of the range

of DCF results for each group) is not higher or skewed upwards for the MLP group,

relative to the corporate group; and in fact, provides a slightly lower return. This

suggests that thete is no discernible difference in the required return on equity

between corporate and MLP pipelines using the DCF model or relying on the

ptojections of equity analysts.

Figure 1: Range of Reasonableness for Corporate Pipeline Companies v MLPs

Proxy Group

MLP Group

Corporate Pipeline
Group

13.48%

13.87%

12.00%

12.50%

13.00%
Return on Equity

13.50%

14.00%

18

Although Kinder Morgan, Inc. does not satisfy my proxy group screening criteria, due to its recent
announcement that it intends to take the company private, I consider the company to be suitable as a
reference point for comparison of the corporate pipeline companies’ ROEs versus those of the
MLPs. The resulting corporate pipeline range is consetvative as the impact of the acquisition
announcement will only setve to increase Kinder Motgan, Inc.’s shate price, and thus will provide a
conservative (low) estimate of the appropriate ROE.
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Do the high distribution yields characteristic of an MLP cause the DCF
analysis to overstate the ROE recommendation for a cotporate pipeline
company?
No. Itis understood within the investor community that a trade-off exists between
distributions and growth. It is true that MLPs generally pay out a greater share of
cash in distributions than a corporation would pay in dividends. Howevet, it follows
as a consequence of the high payout that MLPs have less cash available for
reinvestment, and, as a result, their growth expectations are often lower than the
growth expectations for corporations.
Does the “DCF model” provide an accurate measure of investors’
expectations for MLPs?
Yes. The DCF model adequately weighs the income prospects of an investment
with its growth prospects and does provide an accurate reflection of future returns.
The performance of the DCF model in evaluating the returns of MLPs were
examined in the INGAA paper by “backcasting”, or comparing the actual return to
investors for a recent past period with the return that would have been predicted by
a short-term DCF study for the same period. That study indicated that a shott-tetm
DCF approach would have predicted a return of 17.22 percent, compared to the
18.48 percent return that was actually realized by the investors. This st"udy provides
reasonable evidence that, in fact, the DCF formula, applied directly to the MLPs

provides an accurate (if not conservative) representation of investors” expectations.!?

19

INGAA, Allowed Returns on Equity in the Interstate Gas Pipeline Industry Issues and Options Regarding the
FERC DCF Approach, dated August 24, 2006, at 20.
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Is the fact that a portion of the distributions to unit holders are paid out of
capital a cause for concern in the application of the DCF model?
No. Whenever cash is paid out of the company, whether it be for dividends or
distributions, all else being equal, the capital of the company decreases. it is not
uncommon for corporations as well as limited partnerships to make distributions in
excess of earnings in any given year. However, corporate dividends are never
considered a return of capital.
Have you performed any analyses to determine whether or not the MLPs
actually reflect a diminution of capital from distributions?
Yes, I have performed an analysis on the natural gas pipeline MLPs covered by Value
Line to determine whether there is any diminution of capital resulting from equity
distributions by reviewing the historical and projected book capital per unit. My
analysis is premised on the construct that if MLP distributions were in fact a return
of capital, the book capital per unit would steadjly decline over time. Additionally,

forward projections of book value per unit growth would be zero or negative.
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Figure 2: Partnership Capital per Unit (Adjusted for Market to Book Effect on New
Issuances)

$30.00 -

$25.00 -

$20.00 -

$15.00 -

$10.00

$5.00

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 - 2009-
2011

| ---@ - - Enterprise Products Partners —a— Kinder Morgan Energy Partners — - — TEPPCO Partners |

As shown in Figure 2 (above) and in Exhibit No. TW-64, my results affirm that there
is no diminution of capital resulting from equity disttibutions, in nominal or real
terms; and that book value per unit, distributions per unit, and earnings pet unit
grow steadily over the analyzed petiod from 1998 to 2011.

Please discuss the tax treatment of the MLPs for unit holdets.

MLPs combine the benefits of a partnership with the liquidity of a publicly-traded
stock. According to the IRS, an MLP is a partnership whose intetests ate traded on
an established securities market or are readily tradeable on a secondaty market (ot its
substantial equivalent). Distribution holders ate taxed directly at their marginal
income tax rate for their share of partnership net income, regardless of the amount
of the distribution that they have received. Generally, MLPs distribute the majotity
of their free cash leaving little cash retained in the business. Because there generally
1s a significant delta between free cash flow and net income, due to the large

depreciation charge on pipeline assets, unit holders are afforded a significant tax
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incentive by minimizing taxable income recognition during the holding petiod and
deferring payment on the maj brity of taxes until the ultimate sale of the partnership
units. To the extent that the cash distribution exceeds the unit holdet’s share of
marginal income (which generally is the case), the unit holdet’s tax basis in the
partnership will be reduced, which has the effect 'of deferring taxation on that
portion of the distribution until such time as the partnership unit is sold.

How does this compare to the tax treatment of publicly-traded corporate
entities?

Generally, in the case of both MLPs and Corporations, every dollar received by way
of distribution to the unit or shareholders is taxed over the holding period, from
purchase to sale. In the case of the cotporation, its shareholders ate taxed on its
dividends, and the basis of the original investment is never reduced, regardless of
whether the dividend exceeded earnings per share. At the time of sale, any capital
gain (or loss) will be determined by subtracting the original basis from the proceeds
of the sale. As discussed above, the MLP unit holder generally pays taxes on a small
traction of its distribution, but the non-taxable portion of the distribution reduces
the basis, and leads to earlier recognition of income.

In Exhibit No. TW-65, I have developed a simplistic example that illustrates ~
that the unit holder or shareholder is ultimately taxed on 100 petcent of all
distributions or dividends and all capital gains, over the holding petiod, in both the
corporate and MLP scenarios. The illustration in my exhibit assumes that net
income is $5 per share, the payout ratio is 100 petcent, and distributions are $20 per

share. The example assumes that a $100 investment in a stock share ot MLP unit
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was made at the end of year 0, and the investment was sold, at the end of year 4, for
$200. Capital gain amounts are determined by subtracting the basis, at the end of
year 4, from the proceeds of the sale. Growth rates ate assumed to be zero for
purposes of simplifying the example.

The example illustrates the tax deferral feature of the MLP, as the taxable
gain in the year of sale is greater than it would be upon the sale of a corporate stock,
to the extent that distributions exceeded partnership income. However, in the end,
every dollar received, whether it be distributions, dividends, or capital gains, is
taxable both to the MLP unitholder and corporate stockholder. It should be noted
that once the MLP basis is reduced to zero, 100 percent of all distributions are fully
taxable in the period they ate received. Further, the Exhibit shows that MLLP
distributions are higher than corporate dividends, but evety dollar distributed is
subject to tax, and does not represent a return of capital, which accordingly would
not be subject to tax.

How does the investment community regard MLPs in compatison to
corporations; in what ways do they differ in the eyes of the investor?
Investors consider the two primary components of the return on their investments,
yield and growth. The decision to invest in MLPs, relative to other publicly traded
securities, is largely dependent on the investor’s preference, with respect to
distributions, tax treatment, growth prospects, and their appetite for risk. S&P
discusses the features of MLPs in the context of the greater matket, acknowledging
that there is a trade-off between the receipt of large cash distributions and the

resulting loss of financial flexibility that is charactetistic of MLPs:
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The main attractive feature of MLPs for investots is that they avoid

double taxation by paying out neatly all free cash flow to unitholders.

In addition, general partners of MLPs can receive an increasingly

large interest in disttibutions as dividends ate raised. However,

MLPs therefore also often have limited financial flexibility and must

rely on their ability to raise fresh debt or equity to fund new

investments.?
The above excerpt illustrates the primary considetation for investing in MLPs,
namely the tradeoff between growth and yield. Though many MLPs are known to
pursue aggressive growth strategies, their growth must come entirely from outside
investment. Though some MLPs aggtessively seek new capital for investments, and
expect growth comparable to that of a corporation, generally MLPs have lower
growth rates and higher distributions than those of corporate stocks.2 The
following quote from Citigroup exemplifies that MLPs ate considered to be an
alternative investment to fixed income bonds and the broader stock market, and
must compete with both for capital investment.

Additionally, we continue to view midstream MLPs as an attractive

asset class that offers a unique combination of yield and growth that

is mote attractive than fixed income securities and the broader
market on a risk adjusted basis.2

20

21

22

Standard and Poor’s, Commentary Report, Key Rating Factors For U.S. Natural Gas Pipelines, August 10,
2005, at 3.

INGAA,” Allowed Returns on Equity in the Interstate Gas Pipeline Industry Issues and Options Regarding the
FERC DCF Approach”, dated August 24, 2006, at 22.

Citigroup, Master Limited Partnerships, MLP Monthly: July 2006, at 2.
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What are your conclusions with respect to the inclusion of MLPs in the proxy
group and whether MLP distributions constitute a return of capital for
purposes of developing an ROE estimate?
It is appropriate to treat the distribution yield exactly the same as the dividend yield
for purposes of calculating the DCF ROE estimates. It is understood that MLPs
typically have higher distribution yields than corporations have dividend yields, but -
this difference is necessarily offset in the growth rates of the two companies’
structures. The MLPs will assume a lower growth rate with less cash available to
fund growth, where as corporate pipeline companies would generally expect a higher
growth rate in conjunction with a lower dividend yield. My results indicate that there
1s no distinguishable difference between the returns required by investors for a
publicly-traded corporation versus a publicly-traded MLP, all else being equal.
VI. DETERMINATION OF THE APPROPRIATE ROE
Please describe the DCF approach.
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 disttibution) 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:

L D+e)

P g [1]
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where “£” equals the required return, “D” is the cutrent dividend (or distribution),
“g” is the expected growth rate, and “P” represents the subject company’s stock (ot
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: (i) a constant average growth
rate for earnings and dividends; (ii) a stable dividend payout ratio; (i) a constant
price-to-earnings multiple; and (iv) 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.

A. Dividend (or Distribution) Yield

How did you determine the dividend yield?

In keeping with Commission precedent, I have used the cutrent 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

August 31, 2006.# My calculation of the average stock or unit prices for each proxy

group company is shown on Exhibit No. TW-66.

24

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 approptiate, throughout the testimony.

See Williston Basis Interstate Pipeline Company, 84 FERC 61,081, at 61,382 (1998).
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Did you adjust the dividend (or distribution) yield to account for periodic
growth in dividends (or distributions)?
Yes. Since interstate natural gas pipeline companies tend to increase their quattetly
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 dividend
(or distribution) growth rate 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 in Exhibit No. TW-61, reflect one-half of the expected

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

B. DCF GROWTH ESTIMATES

Is it important to select appropriate measures of growth in applying the DCF
model?
Yes. The general form of the DCF model assumes a single growth estimate in
perpetuity. Accordingly, in order to reduce the future growth rate to a single
measure, one must assume a constant payout ratio, and that earnings, dividends (ot
distributions) and book value will all grow at the same constant rate. Over the long
run, however, dividend (or distribution) growth can only be sustained by earnings
growth. As noted by Brigham and Houston:

Growth in dividends occurs primarily as a result of gtowth in

earnings per share (EPS). Earnings growth, in turn, results from a
number of factors, including (1) inflation, (2) the amount of
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earnings the company retains and invests, and (3) the rate of
return the company earns on its equity (ROE).»

Consequently, it is important to focus on measures of earnings growth from
multiple, credible sources as an appropriate measure of future growth.

Why do you rely on forecasted, as opposed to historical, growth rates as the
basis for your growth rate projections?

The ROE is a forward-looking concept that focuses on investor expectations
regarding future returns. The estimation of such retutns, therefore, should be based
on forward-looking or projected data. Indeed, substantial academic research has
demonstrated the relationship between analysts’ forecasts and investor
expectations. In my view, I/B/E/S earnings growth rates, a source which provides
a consensus estimate of earnings growth by collecting 5-year earnings growth
forecasts from a large pool of analysts on approximately 5,000 companies, and also a
source commonly used by the Commission in ROE proceedings, provide a teliable
measure of growth estimates for use in the DCF model.

What sources of near-term growth have you used in your DCF analysis?

In keeping with the Commission’s preference, I have used the five-year growth

estimates in earnings per shate published by I/B/E/S.>

25

26

27

Eugene F. Brigham and Joel F. Houston, Fundamentals of Financial Management, at 317 (Concise Fourth
Edition, Thomson South-Western) [emphasis added].

See, Robert S. Harris, Using Analysts’ Growth Forecasts to Estimate Sharcholder Required Rates of Return,
FINANCIAL MANAGEMENT (Spring 1986) at 59. In a review of literature regarding the extent to
which analyst forecasts are reflected in stock prices, Hatris noted: “...Vander Weide and Carleton
recently compare consensus financial analyst forecasts of earnings growth to 41 different historical
growth measures. They conclude that “there is overwhelming evidence that the consensus analysts’
forecast of future growth is superior to historically-oriented growth measures in predicting the firm’s
stock price...consistent with the hypothesis that investors use analysts’ forecasts, rather than
historically-oriented growth calculations, in making stock buy and sell decisions.”

Opinion No. 414-A, 84 FERC ¥ 61,084, (1998).
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How did you incotporate your near-term growth forecasts into the two-stage
DCF analysis?
In Williston Basin (84 FERC § 61,081), the Commission affirmed the use of a simple
average of the near and long-term growth rate forecasts. Subsequently, in Opinion
No. 414-A, the Commission modified the Two-Stage DCF analysis to “give gteater
weight to the short-term growth rate than to the long-term growth rate.”? That
approach, which applied weights of two-thirds and one-third to a shott-term and
long-term forecast, respectively, was affirmed in Opinion 414-B.? Consistent with
the Commission’s recent practice, therefore, I have given my near-term growth
estimates, based on I/B/E/S estimates, a weighting factot of two-thirds (as
discussed below, my long-term growth estimate is given a weighting factor of one-
third).
How did you develop your long-term growth rate estimate?
In Opinion No. 414-A% the Commission indicated a clear preference for the use of
measures of long-term Gross Domestic Product (“GDP”) growth as the long-term
component of the growth estimate. That Opinion affirmed the Commission’s
findings ih Williston Basin that GDP is an appropriate estimate of long-term growth
because:
...as companies reach maturity over the long-term, their growth slows,

and their growth rate will approach that of the economy as a whole;

second, the Commission concluded that, over the long-run, an

expectation that a regulated firm will grow at the rate of the average firm

in the economy is reasonable; third, the purpose of using the DCF
analysis in this proceeding is to approximate the rate of return an

28
29
30

Ibid.
Opinion No. 414-B, 85 FERC 9 61,323 at 62,269-70.
Id.
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investor would reasonably expect from a pipeline company, and record

mn those proceedings showed that the long-term growth of the economy

1s used by two large investment houses as their long-term growth figure

in conducting DCF analyses for investment purposes; and fourth,

witnesses in those proceedings used the long-term growth of the

economy as a whole as confirmation or support for their analyses.?!
It is important to note, however, that while GDP growth may well provide a
reasonable estimate of long-term earnings growth, it is not necessarily the case that
earnings growth will equal revenue growth over the long term. It is worthy of note
that the Blue Chip Economic Indicators consensus forecast indicates that over the
latter portion of Blue Chip’s forecast period, pre-tax income is expected to grow at
an annual rate of approximately 5.7 percent. Thus, while I have not included a
separate pre-tax income growth rate in my Two-Stage DCF model, I have considered
that data in forming my recommendation of where, within the range of results,
Transwestern’s ROE should fall.
What sources did you consider for your long-term growth rate estimate?
My long-term growth estimate is derived from (1) the Annual Energy Outlook,
published by the Energy Information Administration; (2) Blue Chip Economic
Indicators Consensus Forecast; and (3) the Social Security Administration’s 2006
Annual Report of the Board of Trustees of the Federal Old Age and Sutvivors
Insurance and Federal Disability Insurance Trust Funds. The simple average of
those three sources produces a long-term nominal GDP growth rate of 5.28 petcent.

This 1s approximately a 42 basis point difference from the pretax income growth rate

discussed above.

31

84 FERC 1 61,081, at 61,385.
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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:

1)

2)

3)

9

Based on Commission precedent,’? I have averaged the nearest six monthly
low and high stock (or unit) prices for the period ended August 31, 2006.
This is the most current data available to obtain a perspective on market

conditions as I prepare my testimony for the term P;

The current annualized dividend (or distribution) per share as of August 31,

2006;

I have used the I/B/E/S forecast for each of the proxy group companies as

the short-term forecast growth rate;

I have used the simple average of the long-term nominal GDP forecast by
the EIA, Blue Chip Economic Indicators, and the Social Secutity

Administration as the long-term forecast growth rate.

As discussed eatlier, I adjusted the six-month average dividend yield by one half of

the expected short-term growth rate to arrive at the expected dividend yield

component of the model. Finally, in accordance with the Commission’s past

practice, I applied weights of two-thirds and one-third to the short-term and long-

32

Opinion No. 299, Boston Edison Company, 42 FERC ¥ 61,374 (1988); Otder rejecting partial settlement,
establishing transportation and storage rates, and ditecting filings in Cranberry Pipeline Corp., 112 FERC
9 61,268 (2005).
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term forecast growth rates, respectively. Please refer to Exhibit No. TW-66 for a

tabulation of 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
proxy group. I then established the range of réasonableness by reference to the low
and high results of the group.

C. DCF RESULTS

Please describe the results of your DCF analysis.

Based on all the factors discussed in my testimony, and as shown in Exhibit No.

TW-61, I have established a zone of reasonableness that is based on the high and
low DCEF results, for the comparable companies, from approximately 12.4 petcent to
13.9 percent. I presented those results earlier in my testimony in Figure 1. I have
tabulated the alternative measures of central tendency for my proxy group in Table 2
(below), as well as the point in the middle of the upper half of the range of
reasonableness, i.e., the 75® percentile:

Table 2: Measures of Central Tendency

MEAN MEDIAN MIDPOINT 75TH

PERCENTILE
DCF RESULTS | 13.25% 13.35% 13.13% 13.64%
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Did you undertake an additional supplemental analysis to validate your DCF
model results?
Yes. Exhibit No. TW-62 provides the retutns on equity for the proxy group
companies, as projected by equity analysts, as of September 2006. This data shows
that the median projected ROE for the proxy group is 13.83 petcent. These analyst
projections confirm that my analysis and recommended 13.5 petcent ROE for
Transwestern is teasonable, if not conservative.
Is it appropriate to consider the ROE projections of other analysts?
Yes. Itis clear that analysts’ forecasts are commonly used by investots in
formulating their stock price forecasts and equity return requitements. In that
regard, Professor Robert Harris found that, ““...a growing body of knowledge shows
that analysts’ earnings forecasts are indeed reflected in stock prices” and that
““...stock prices react more to changes in analysts’ forecasts of earnings than they do
to changes in earnings themselves.”* As such, it is both reasonable and prudent to
consider the results of published equity analysts in assessing recommended equity
cost rates.
Based on the testimonies of Ms. Corman and Mr. Reed, have you determined
the appropriate risk adjustment for Transwestern?
While my recommended ROE does not include any specific adjustments for the risk

factors considered, it is above the median results, based upon my assessment of

33

Robert S. Hartis, “Using Analysts’ Growth Forecasts to Estimate Shareholders’ Required Returns,” Financial
Management (Spring 1986), at 59.
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where within a reasonable range Transwestern’s level of business risk lies in telation
to its proxy group.

VII. SUMMARY AND CONCLUSIONS
Please summarize your recommended ROE for Transwestern.
Based on all the factors discussed in my testimony, I find that the zone of
reasonableness 1s from approximately 12.4 percent to 13.9 percent. The median of
that range, which is approximately 13.4 percent, represents the ROE for a natural gas
pipeline of average risk. In light of the fundamental risks discussed by Ms. Corman
and Mr. Reed, and a compatison of Transwestern’s exposute to these risks telative to
the exposure of the proxy group to the same tisks, it is my view that the relevant
range for Transwestern is between 13.4 percent and 13.9 percent. As such, it is my
opinion that Transwestern should be provided the opportunity to earn an ROE
within that range and I recommend an ROE that falls within that range. Figure 3
(below) shows the relevant percentiles based upon the DCF results of the proxy
group. Placing Transwestern between the 50™ and 75 percentile based on its
business risk relative to the proxy group, results in an ROE recommendation of 13.5

percent.
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Figure 3: Range of Reasonableness Percentiles

@ 100th

1 90th

@B 75th

B 50th

m 25th

000 Percentile

DCF Result Percentiles
14.5% -
14.0% -|
oth. .8% —s 90th, 3.8%
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§ . 2 el «—— 50th, B.4%
13.0% -
12.5% -
12.0%
Proxy Group

My 13.5 percent recommendation is also supported by the ROE estimates developed

by analysts.
Does this conclude your prepared direct testimony?

Yes, it does.




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 22nd day of September, 2006.

/s/ Jessica Musumarra
Notary Public

My Commission Expires:

12/8/11
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Robert B. Hevert, CFA

President

Mr. Hevert is an economic and financial consultant with broad experience in the energy industry. He has an
extensive background in the areas of corporate strategic planning, energy market assessment, corporate
tinance, mergers, and acquisitions, asset-based transactions, asset and business unit valuation, matket 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 Notth Ametica to
provide services relating to the strategic evaluation, acquisition, sale or development of a vatiety of regulated
and non-regulated enterprises. Specific services have included: developing strategic and financial analyses and
managing multi-faceted due diligence reviews of proposed cotporate M&A countet-parties; developing,
screening and recommending potential M&A transactions and facilitating discussions between senior utility
executives regarding transaction strategy and structure; performing 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 matketing, 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 faitness 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, prefetred 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:
e Conectiv generation asset divestiture
e Hastern Utilities Associates (prior to acquisition by National Grid, PLC) generation asset divestiture
¢ Niagara Mohawk — sale of Niagara Mohawk Energy
® Potomac Electric Company generation asset divestiture

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

Regulatory Analysis and Ratemaking

On behalf of electric, natural gas and combination utilities throughout Notth America, provided setvices
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 setvice analyses for
municipally owned gas and electric utilities. Specific setvices provided include: petforming strategic review
and development of merchant function exit strategies including analysis of provider of last resort obligations
in both electric and gas matkets; and developing value optimizing strategies for physical generation assets.

Representative engagements have included:
e  Performing 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 US
¢ Developing merchant function exit strategies for Northeastern US natural gas distribution companies
Developing regulatory and ratemaking strategy for mergers including several Nottheastern natural
gas distribution companies

Litigation Support and Expert Testimony

Provided expert testimony and support of litigation in various regulatory proceedings on a variety of enetgy
and economic issues including the proposed transfer of power purchase agreements, procutement 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 matetials and participating in
technical sessions with regulators and intetvenors.

Energy Market Assessment

Retained by numerous leading energy companies and financial institutions nationwide to manage ot provide
assessments of regional energy markets throughout the US and Canada. Such assessments have included
development of electric and natural gas price forecasts, analysis of generation project entty and exit scenatios,
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:
® Managing assessments of the NYPOOL, NEPOOL and PJM markets for major North Ametican
energy companies considering entering or expanding their presence in those markets
e Assessment of ECAR, MAPP, MAIN and SPP markets for a large US integrated utility considering
acquisition of additional electric generation assets
® Assessment of natural gas pipeline and storage capacity in the SERC and FRCC matkets 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 genetration 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 integtral 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

¢ Developing organization and business process redesign plans for municipally owned
gas/electric/water utility in the Southeastern US

® Reviewing and revising corporate merchant generation business plans for Canadian and US
integrated utilities

¢ Advising client personnel in development of business unit level strategic plans for vatious 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, 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

e Retail and Wholesale Market Entry Strategies
e 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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