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OF 

JOHN S. RILEY 

LIBERTY UTILITIES (MIDSTATES NATURAL GAS) CORP.  
 

CASE NO. GR-2018-0013  

 
 

INTRODUCTION 1 

Q. What is your name and what is your business address? 2 

A. John S. Riley, PO Box 2230, Jefferson City, Missouri 65102. 3 

Q. By whom are you employed and in what capacity? 4 

A. I am employed by the Missouri Office of the Public Counsel (“OPC”) as a Public Utility 5 

Accountant III. 6 

Q. Are you the same John S. Riley that filed direct testimony in this case? 7 

A. Yes. 8 

Q. What is the purpose of your rebuttal testimony? 9 

A. To respond to Liberty Utilities (Midstates Natural Gas) Corp. (“Liberty”) witness Keith 10 

McGee’s assertion that Liberty should be afforded a higher Return on Equity (ROE) due to 11 

what he contends are elevated risks that the Commission should consider when determining 12 

Liberty’s equity costs.  I will also argue that Staff witness David Murray recommendation that 13 

Liberty be awarded a premium over the Spire 9.8% ROE is not necessary.  14 

 Secondly, OPC recommends that if the estimated remaining life of the protected portion of 15 

the excess accumulated deferred income taxes (ADIT) cannot be determined by the end of the 16 

true up period then that portion of the ADIT should be refunded back to the customers over a 17 

20 year period and the unprotected portion of ADIT be refunded over 10 years.   18 
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 The OPC also recommends that the Commission order Liberty to establish a regulatory 1 

liability account for the difference between the tax rate expense included in the current rates 2 

and the new lower tax expense that will be included in the new rates that are effective August 3 

26, 2018.  This accumulated liability would then be amortized over the expected four year 4 

period that the Company’s new rates would be in effect. 5 

RETURN ON EQUITY 6 

Q. Why should the ROE be lower than what Staff and Liberty have suggested? 7 

A. Liberty witness Keith McGee and Staff witness David Murray have presented very detailed 8 

and competent models that lay the groundwork to provide the Commission with the 9 

information it needs to make an informed decision concerning capital structure, cost of debt 10 

and return on equity (“ROE”).  Liberty and Staff both provide a range for ROE yet claim that 11 

the Commission should decide on the high end of its range due to subjective reasons that the 12 

Commission should question.  These subjective reasons do not have merit and therefore 13 

Commission should decide that 9.8% ROE is fair and reasonable for Liberty until its next 14 

general rate case.   15 

Q. What ROE range has Liberty witness Keith McGee presented to the Commission? 16 

A. Below is the Summary table the Mr. McGee included on page 5 of his direct testimony: 17 
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                                              Table 1: Summary of Analytical Results 1 
 2 

 3 

  4 

 Mr. McGee presents a DCF with a low ROE of 7.22% to a high of 11.52% with a mean of about 9.09%  5 

He finally states that the range of consideration is 9.90% to 10.35% with a suggested ROE of 10.25%. 6 

Q. 9.90% to 10.35% is substantially more narrow a range than the DCF range of 7.33% – 7 

11.52%.  What explanation did Mr. McGee have for his adjustments? 8 

A. As Mr. McGee states on page 31 of his direct testimony “Because the analytical methods 9 

discussed above provide a range of estimates, there are several additional factors that should 10 

be taken into consideration when establishing reasonable range for the Company’s cost of 11 

equity.” (Emphasis added)  12 

DCF Analyses 
 Proxy Group  

Low Mean High 
Constant Growth, 30-day Stock Prices 7.22% 8.96% 11.13% 
Constant Growth, 90-day Stock Prices 7.26% 9.01% 11.17% 
Constant Growth, 180-day Stock Prices 7.36% 9.10% 11.27% 
Quarterly Growth, 30-day Stock Prices 7.37% 9.08% 11.37% 
Quarterly Growth, 90-day Stock Prices 7.42% 9.13% 11.41% 
Quarterly Growth, 180-day Stock Prices 7.52% 9.23% 11.52% 

CAPM   Bloomberg 
MRP 

Value Line 
MRP 

Value Line Beta, Current Risk-Free Rate (2.85%)  10.53% 11.08% 
Value Line Beta, Projected Risk-Free Rate (3.35%)  10.67% 11.22% 
Bloomberg Beta, Current Risk-Free Rate (2.85%)  9.62% 10.11% 
Bloomberg Beta, Projected Risk-Free Rate (3.35%)  9.80% 10.29% 

Bond Yield Plus Risk Premium Low Mean High 
Current and Projected Baa Utility Bond Yields 9.52% 9.83% 10.41% 

Expected Earnings Analysis Low Mean High 
Value Line Projected Return on Book Equity 10.74% 10.93% 11.11% 
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Q. What were some of the additional factors that Mr. McGee wants the Commission to 1 

consider? 2 

A. The Liberty witness would like the Commission to attach a premium on the ROE of 0.98% 3 

for Liberty small size compared to the proxy group. McGee points out that Liberty is much 4 

smaller than anyone in the proxy group and refers to a handbook published by Duff & Phelps 5 

that calculates the “size premium” for Liberty as 0.98%.  So Mr. McGee is suggesting that the 6 

Commission consider another 1% to be added to his ROE range due to Liberty’s smaller size.   7 

Q. Has the Commission had any recent experience in witnesses suggesting a risk premium 8 

be added to a company’s ROE? 9 

A. Yes.  In the recent Spire Missouri general rate case, GR-2017-0215, Spire’s Rate of Return 10 

witness, Pauline Ahern, testified that Spire Missouri should earn a ROE of 10.35% due to 11 

“flotation risk adjustment” and a “business risk adjustment”.1 12 

Q. What was the Commission response to Ms. Ahern’s request? 13 

A. As I quote from page 33 of the Spire Report & Order: 14 

12. In contrast to Mr. Murray and Gorman, the Commission finds 15 
Ms. Ahern’s return on equity recommendation is too high. Ms. 16 
Ahern’s methods are inconsistent in that she ignores the corporate 17 
parent structure (Spire Inc.) of Spire Missouri in determining a 18 
business risk adjustment for size, yet she compares LAC and 19 
MGE as stand-alone companies to other parent company entities in 20 
her proxy group. While Spire Missouri operates through its LAC 21 
and MGE subsidiaries, Atmos Energy, New Jersey Resources, and 22 
Northwest Natural Gas, all publicly traded parent companies in the 23 
proxy group, also provide gas service via their subsidiaries. When 24 
compared at the parent-company level, Spire Inc. falls in the 25 
middle of the other parent companies with regard to size.  26 

                     
1 Report & Order, GR-2017-0215, Page 29, last two lines 
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13. Considering the range of the expert ROE recommendations from 1 
9.2 percent to 10.35 percent and each of their flaws, the most recent 2 
national average of 9.8 percent, and appropriate adjustments for risk, 3 
the growing economy, and the anticipated increase in Federal 4 
Reserve interest rates, the Commission finds the most reasonable 5 
authorized return on equity is 9.8 percent. (Footnotes omitted, 6 
Emphasis added) 7 

 8 

Q. How does this section relate to Liberty in this case? 9 

A. Liberty witness McGee would like to fashion Liberty as a small utility that must have a higher 10 

equity return due to its small size; but Liberty is not a stand-alone company.  Staff witness 11 

Murray provides a concise description of Liberty corporate structure in Staff’s cost of service 12 

report, appendix 2: 13 

Although Liberty Midstates is the petitioner in this rate case, Liberty 14 
Midstates does not operate as a stand-alone company. Liberty 15 
Midstates is managed by Liberty Utilities Services Corporation 16 
employees. Liberty Midstates does not issue debt directly to third-17 
parties. Most of the independent third-party corporate debt financing 18 
occurs at the LUCo level. LUCo issues corporate debt through a 19 
financing subsidiary, Liberty Utilities Finance GP1 (“LUF”), but 20 
LUCo guarantees this debt. APUC is the ultimate holding company 21 
for LUCo. APUC also owns 22 

 Liberty Power Company.2   23 

 Liberty should not be considered a small utility in need of a size premium.  No risk premium 24 

was considered in Liberty’s last general rate case GR-2014-0152.  Liberty is managed and 25 

supported by an organization that certainly relates very well to the proxy group that Mr. 26 

McGee and Mr. Murray have used for this case.  27 

                     
2 Staff Cost of Service Report, Appendix 2, page 15 
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Q. What other risk does Mr. McGee present that the Commission should ignore? 1 

A. Mr. McGee points to the “Regulatory Risk” that would affect a utility’s cost of capital.  The 2 

witness goes on to explain that the Regulatory Research Associates (“RRA”) has developed 3 

a rating system for regulatory jurisdictions.  I quote from page 36 of his direct testimony: 4 

Missouri was downgraded to “Below Average 1” from “Average 2” 5 
in May 2017.  Regarding Missouri’s regulatory environment, RRA 6 
has noted “[t]he state's traditional approach to ratemaking is less 7 
investor friendly than the more constructive frameworks now being 8 
utilized in many other jurisdictions” and highlighted that the 2017 9 
legislative session did not adopt a proposed bill that would have 10 
altered the state’s ratemaking structure to address concerns 11 
regarding regulatory lag.”  12 

 13 

 Mr. McGee is attempting to shame the Commission into accepting his rate of return 14 

argument.  The quote he uses is taken out of context and is incredibly misleading.  The 15 

Commission should take note of this mischaracterization when it weighs the evidence 16 

concerning ROE. 17 

Q. How has Mr. McGee misrepresented the RRA’s review? 18 

A. The RRA’s primary focus in rating regulatory jurisdictions is for electric utilities.  Notably, 19 

electric utilities are not eligible for purchase gas adjustment (“PGA”) surcharges or 20 

infrastructure replacement surcharges (ISRS).  Below, is the most recent RRA evaluation.  21 

The entire report is attached as JSR-R-1 22 

RRA Evaluation 23 
 24 

Missouri regulation is relatively restrictive from an investor perspective.  25 

ROEs adopted by the PSC over the past year or so were slightly below 26 

prevailing industry averages at the time established.  All of the large electric 27 

utilities have fuel adjustment clauses, or FACs, in place that allocate a 28 

portion of fuel and purchased power-related cost variations to 29 
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shareholders.  However, in several recent electric rate proceedings, the 1 

PSC prohibited the companies from recovering a portion of their 2 

transmission costs through their FACs.  On the gas side of business, the 3 

state’s utilities are permitted to adjust rates to reflect changes in gas 4 

commodity costs on a timely basis, and the commissi on has 5 

approved the use of surcharges for recovery of infr astructure 6 

improvement costs between base rate cases.   The 2017 legislative 7 

session concluded without any action being taken on a bill that would have 8 

altered the state’s ratemaking framework to address concerns regarding 9 

“regulatory lag,” despite the effort put forth by the utilities, and the 10 

recognition by the commission and certain members of the legislature that 11 

changes could be warranted.  The PSC is currently considering Great 12 

Plains Energy’s proposed “merger of equals” with Westar Energy, after the 13 

commission’s review of a previous version of the deal was abruptly 14 

terminated following the Kansas Corporation Commission’s rejection of the 15 

deal.  Although the PSC has not imposed onerous conditions on other 16 

mergers that have been presented to it in recent years, it remains to be 17 

seen whether the contentious nature of the earlier version of the Great 18 

Plains/Westar transaction will have implications in the commission’s 19 

pending review.  The state’s traditional approach to ratemaking is less 20 

investor-friendly than the more constructive frameworks now being utilized 21 

in many other jurisdictions.  In May 2017, RRA performed a comprehensive 22 

audit of its regulatory rankings.  The ranking accorded Missouri was lower 23 

as a result of this process.  RRA now accords Missouri a Below Average/1 24 

ranking, versus the previous Average/2 ranking.  (Section updated 25 

12/19/17) (Emphasis added) 26 

The evaluation devotes four lines to the subject of Local Distribution Companies (“LDC”) 27 

regulation and I find them to be very positive towards how the Commission regulates gas 28 
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companies.  Between the PGA/ACA and ISRS filings, there is so little “regulatory lag” that 1 

LDC’s don’t even come in for a rate case unless statute and rules demand them to.3 2 

Q. Your contention then is that Liberty and LDC’s in general have little regulatory 3 

risk? 4 

A. The Commission is fully aware of why a regulated utility files for a general rate increase 5 

but I would like to point out why regulated utilities do not file a rate case.  LDCs aren’t 6 

filing cases because they are more than likely meeting or exceeding its authorized rate of 7 

return. Ameren Gas last general rate case was 2010 and Empire Gas was 2009.4   Seven 8 

years of silence.  Where is the regulatory lag?  Spire has admitted that OPC’s complaint 9 

case and the ISRS statute forced them to come in for a rate case.  Judging from some LDC 10 

filing frequencies, regulatory lag seems to be reversed.  Liberty’s last rate case was in 2014 11 

so the ISRS provisions would require them to file a general rate case this year.   With the 12 

regulation mechanisms available in the Missouri’s jurisdiction, LDCs enjoy frequent 13 

adjustments to nearly 60% of its cost outside of a general rate case.  It appears that LDC 14 

regulatory risk is nearly negative.   15 

Q. How should the Commission view regulatory risk when it considers a fair and 16 

reasonable rate of return for Liberty?   17 

A. Regulatory risk for Liberty is minimal.  LDC’s enjoy a very favorable environment in 18 

Missouri.  This lack of risk should be seen as a reduction when considering ROE.  It is one 19 

of the reasons that 9.8% is a sufficient return on equity.    20 

                     
3 Glenn Buck Rebuttal, GR-2017-0215, page 16, lines 14 – 16, and Spire post-hearing brief 
4 Ameren Gr-2010-0363, Empire GR-2009-0434  
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Q. Staff witness Mr. David Murray has testified that a proper range of return on equity 1 

for Liberty s is 9.5% to 10% with a suggested ROE of 10%.  What is OPC’s argument 2 

against Staff’s recommendation? 3 

A. To be clear, OPC does not take issue with Mr. Murray’s methodology or his presentation 4 

of the financial analysis.  Mr. Murray makes a very thorough case for a wider ROE range 5 

than what he ultimately presents but narrows it solely based on the Commission’s decision 6 

in the most recent Spire rate case.  An ROE of 9.8% should not be the starting point on 7 

which to make an adjustment up, but that for a range of 9.5% to 10%, 9.8% should be the 8 

ROE.   9 

Q. What were some of the points that David Murray made that the Commission should 10 

consider in this case? 11 

A. Mr. Murray presented his DCF, CAPM, and a “rule of thumb” analysis.  From this analysis 12 

he came up with a cost of equity range of 8.83% to 9.16%5 Murray recognizes that the 13 

Commission will not apply this low of a ROE in this current business climate so he also 14 

refers to recent RRA publications of allowed ROE in recent cases.  15 

Because the average ROEs for gas utilities in 2017 contained a few 16 
outliers (most notably an allowed ROE of 11.88% on the high side 17 
and 8.70% on the low side), it is important to observe the median 18 
allowed ROE for 2017 was 9.6%.6  19 

 In addition to the RRA, Mr. Murray took into consideration that the Commission pointed 20 

to 9.8% as the recent national average in its Spire Report and Order in Case Nos. GR-2017-21 

0215 and GR-2017-0216. 22 

                     
5 Cost of Service Append ix 2, page 46 line 20 
6 Page 47  
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Q. Mr. Murray mentions a 2017 average of 9.6% and the Commission decides a 9.8% 1 

return for Spire in late 2017.  Why then should the Commission allow a 9.8% return 2 

for Liberty? 3 

A. The Commission pointed to the national average as 9.8%.  The ratemaking climate for 4 

LDCs in Missouri is not average.  Judging by how often LDCs come in for general rate 5 

increases, LDC’s in Missouri have a very generous ratemaking structure.  A reduction from 6 

the average should be considered when taking into account the risk premium for Missouri 7 

LDC’s.  Missouri has a very LDC friendly rate environment.  The existence of interim rate 8 

surcharges support a lower ROE determination. The fact that the economic conditions 9 

mentioned by the Commission when it decided the ROE for Spire have not changed, the 10 

ROE for Liberty should not be set any higher than what it decided for Spire.   11 

Q. What were the conditions mentioned in the Report and Order in Case Nos. GR-2017-12 

0215 and GR-2017-0216? 13 

A. The Commission mentioned some key points on page 33 of its Report and Order: 14 

13. Considering the range of the expert ROE recommendations from 15 
9.2 percent to 10.35 percent and each of their flaws, the most recent 16 
national average of 9.8 percent, and appropriate adjustments for risk, 17 
the growing economy, and the anticipated increase in Federal 18 
Reserve interest rates, the Commission finds the most reasonable 19 
authorized return on equity is 9.8 percent.  20 

 The Commission settled on this 9.8 percent because it included an adjustments for risk, the 21 

growing economy and the anticipation of an interest rate increase.  All three point are also 22 

present in this case.  Risk for Liberty is minimal, the economy is growing and the Federal 23 

Reserve did in fact raise the rates as the Commission anticipated.  24 
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Q. What adjustment should be made to David Murray’s analysis to make 9.8% the 1 

compelling argument? 2 

A. Mr. Murray’s analytical flaw is that he used the recent Spire ROE decision as his backdrop 3 

and made an adjustment up from 9.8%.  His analysis in this case was good.  His range of 4 

9.5% to 10% is credible and he should have made an argument that 9.8% was a fair and 5 

reasonable ROE for Liberty just as it was for Spire. 6 

ACCUMULATED DEFERRED INCOME TAX ADJSUSTMENT 7 

Q. Has the Tax Cuts and Jobs Act (“TCJA”) signed in to law in December of 2017 caused 8 

an overstatement in Liberty’s accumulated deferred income tax balance? 9 

A. Yes.  Prior to January of 2018, accumulated deferred income tax (“ADIT”) was calculated 10 

at 35 %.  The TCJA has reduced corporate rates to 21%.   The reduced new rate now causes 11 

a permanent mismatch between the prior accumulated deferred tax and its eventual flow 12 

back to the consumer. 13 

Q. How does OPC expect the permanent difference to be refunded to the ratepayer? 14 

A. For tax purposes, the protected portion of the ADIT should be returned using the average 15 

rate assumption method (“ARAM”) and the unprotected portion can be refunded at the 16 

discretion of the Commission.  If Liberty cannot calculate the amount using the ARAM, 17 

then it should be allowed to reduce its excess deferred tax over an average life or composite 18 

rate of all its utility property.  Absent a determination calculated by the parties, OPC 19 

expects the protected ADIT to be refunded over 20 years and the unprotected portion over 20 

10 years as the Commission determined in the recent Spire Inc. rate case.  21 
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Q. Does OPC have a dollar adjustment to present at this time? 1 

A. It is my understanding that the Company is still quantifying the protected and unprotected 2 

ADIT amounts.  I expect Liberty will be able to update its calculations in the near future.  3 

REGULATORY LIABILITY ACCOUNT  4 

Q. The federal income tax rate was reduced from 35% to 21% in December of 2017.  5 

What is OPC proposing in regards to the difference in income tax expense since the 6 

beginning of 2018? 7 

A. OPC request that the Commission order Liberty to identify and record, as a regulatory 8 

liability, the difference between the 35% tax expense and the new 21% tax expense until 9 

the operational law date.  That amount would then be amortized the next four years.     10 

Q. What would justify this request? 11 

A. The income tax rate change is extraordinary and beyond the control of Liberty. 12 

Q. What makes this extraordinary? 13 

A. The change in tax rates represents a 40% drop in income tax rates.  That is substantial. 14 

Q. Why does OPC request that the difference be booked to the liability account starting 15 

from the beginning of 2018? 16 

A. Two reasons.  1) The tax rate change became effective beginning January 1, 2018, and 2) 17 

The true-up period extends through March 2018, so the rate change will be included in the 18 

true-up period.  This extraordinary event will cause Liberty to over earn for the first eight 19 

months of this year.  This overearning should be recorded and returned to the ratepayer.   20 
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Q. Is it possible that Liberty could have made the same argument if the rate had jumped 1 

from 21% to 35%?   2 

A. Given the fact that Liberty is requesting trackers on carry costs and property tax in this 3 

case; it is likely Liberty would have made that request if the rate change was up instead of 4 

down.   5 

Q. But OPC is against the trackers Liberty has requested.  What is the difference 6 

between OPC’s request and Liberty’s tracker request? 7 

A. The tax rate change is extraordinary whereas the Company is asking for special treatment 8 

of costs that are either capitalized or are standard expenses of the cost of service. 9 

Q. What is your calculation of the eight months of overearning?   10 

A. I have not yet reviewed the final Staff cost of revenue calculations form the GR-2014-0152 11 

case but using the preliminary rate base and final Commission ordered ROR, my current 12 

estimate of the difference between the allowed tax expense in the prior case and the tax 13 

expense calculated using the 21% rate is $818,117.  Projecting this figure over the first 8 14 

months of 2018 would produce a refundable amount of $545,411.  I expect to adjust this 15 

amount when I have access to Staff’s final run based off the Report & Order from GR-16 

2014-0152.   17 

HANNIBAL SHOP   18 

Q. What is OPC’s position with regards to the Hannibal shop being included in rate 19 

base? 20 

A. OPC is in agreement with Staff that the lease agreement does not provide Liberty with 21 

assurances that the building will remain in its possession when the lease is expired.  Absent, 22 
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an arms-length renegotiation of the lease providing for continued control and ownership of 1 

the building by Liberty, then the asset should not be considered rate base. 2 

Q. Does this conclude your rebuttal testimony? 3 

A. Yes. 4 
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