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SURREBUTTAL TESTIMONY

OF

DAVID MURRAY

MISSOURI GAS ENERGY

CASE NO. GR-2004-0209

Please state your name.

My name is David Murray.

Are you the same David Murray who filed direct and rebuttal testimony in

Q.

A.

Q.

this proceeding for the Staff of the Missouri Public Service Commission (Staff)?

A.

	

Yes, I am.

Q.

	

In your direct testimony, did you recommend a fair and reasonable rate of

return for the Missouri jurisdictional natural gas utility rate base for Southern Union

Company's (Southern Union) Missouri Gas Energy (MGE) division?

A.

	

Yes, I did.

Q .

	

What is the purpose of your surrebuttal testimony?

A.

	

The purpose of my surrebuttal testimony is to respond to the rebuttal

testimony of Mr. John C . Dunn, Dr. Roger A. Morin, Mr. John J . Gillen and Mr. Travis

Allen .

	

Mr. Dunn sponsored rate-of-return direct and rebuttal testimony on behalf of

Southern Union.

	

Dr. Morin sponsored rate-of-return rebuttal testimony on behalf of

Southern Union. His testimony dealt with a general critique of my direct testimony in

this proceeding .

	

Mr. Gillen sponsored capital structure rebuttal testimony on behalf of

Southern Union concerning my calculation of a "stand-alone" Southern Union capital

structure in my direct testimony .

	

Staff witness Mark L. Oligschlaeger of the Auditing
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1

	

Department will sponsor rebuttal testimony concerning the technical aspects of Mr.

2

	

Gillen's rebuttal testimony . I will address Mr. Gillen's conceptual argument that no

3

	

equity is attributable to Panhandle and how that is not possible from the perspective of an

4

	

investor. I will not have a specific section in my testimony addressing Mr. Gillen's

5

	

testimony and will address his position when discussing Mr. Dunn's position on the

6

	

appropriate capital structure . Mr . Travis Allen sponsored rate-of-return direct and

7

	

rebuttal testimony on behalf of the Office ofthe Public Counsel (OPC) .

8

	

Response to Dr. Morin's Rebuttal Testimony

9

	

Q.

	

Dr. Morin criticizes your heavy reliance on the Discounted Cash Flow

10

	

(DCF) model in your analysis . Did you use any other models to check the reasonableness

11

	

ofyour DCF recommendation?

12

	

A.

	

Yes. I used the Capital Asset Pricing Model (CAPM) and the Risk

13

	

Premium model to test the reasonableness ofmy DCF recommendation .

14

	

Q.

	

What models did Mr. Dunn use in his analysis to arrive at his

15

	

recommendation in this case?

16

	

A.

	

Mr. Dunn relied on the DCF model to make his recommendation in this

17 case .

18

	

Q.

	

Did Mr. Dunn use any other models in his analysis in this case?

19

	

A.

	

No . Mr. Dunn only used the DCF model. Mr. Dunn did not use any other

20

	

models to test the reasonableness of his recommendation .

21

	

Q.

	

Do you believe Dr. Morin would have made downward adjustments to

22 , Mr . Dunn's recommended cost of common equity?
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A.

	

Yes.

	

On page 48, lines 14 through 22, of his deposition, Dr. Morin

indicated that he would make downward adjustments to a proxy group's estimated cost of

common equity if the proxy group contains companies that have riskier, non-regulated

operations . I addressed the riskier aspects of Mr. Dunn's comparable companies on page

18, line 5 through page 21, line 5 of my rebuttal testimony . However, Mr. Dunn did not

make any downward adjustments to consider this .

Q.

	

If the implication of Dr. Morin's criticism of your heavy reliance on the

DCF is that this renders your results as not being credible, then what are the implications

of this criticism on Mr. Dunn's testimony?

A.

	

It would render his recommendation as not being credible as well .

Q.

	

Do you believe that Mr. Dunn's analysis should be dismissed because of

his sole reliance on the DCF model?

A.

	

No . However, as discussed in my rebuttal testimony, I have concerns with

how Mr. Dunn determined the inputs for his DCF recommendation . Therefore, it is not

the use of the DCF model that makes Mr. Dunn's recommendation unreasonable, but

rather the inputs that Mr. Dunn used that make his recommendation unreasonable . I will

also provide some "real world" observations that support the reasonableness of my

recommendation versus Mr. Dunn's.

Q.

	

On page 6, lines 2 through 4, Dr . Morin criticizes your recommendation

because it is "outside the zone of currently allowed rates of return for natural gas utilities

in the United States and for his own sample of companies." How do you respond to this

criticism?

3
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A.

	

Dr. Morin is aware that allowed rates of return are not necessarily

synonymous with the cost of capital to a utility. For reasons that may be specific to each

case in which allowed rates of return are reported, it is possible that an allowed rate of

return was set at some level that is above the cost of capital . I have recommended what I

believe is the current cost of common equity for MGE in this proceeding based on the

current capital and economic environment .

Q .

	

Dr. Morin listed allowed returns on equity (ROES) for your comparable

companies on page 10 and l l of his rebuttal testimony.

	

Do you think that this list of

ROEs should have been qualified by Dr. Morin?

A.

	

Yes. The Commission's Financial Analysis Department subscribes to

C.A . Turner Utility Reports . I have reviewed the May 2004 survey that Dr. Morin

referenced to determine the allowed ROEs for these companies . Dr. Morin should have

qualified his list with a statement that only one of the allowed ROEs had an indicated

Commission Order date . The date of the order is important because it would provide

context as to the capital and economic environment at the time of the order. The only

allowed ROE with an indicated order date was New Jersey Resources' allowed ROE on

January 1994, which is hardly relevant to today's low cost of capital environment . All of

the other allowed ROEs do not indicate the date of the order (see attached Schedule 1) .

Dr. Morin's use of allowed ROES without the order does not provide full context for the

Commission . The Commission should make its decision in this case based on the facts

provided to it about the current low cost of capital environment . Mr. Dunn freely

admitted as much in his deposition . Quite frankly, we are in such a low cost of capital

environment that without understanding the context of current interest rate levels as they
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1

	

relate to history, may cause some to be a little uneasy about recommending lower costs of

2

	

capital that actually reflect this environment .

3

	

Q.

	

Did Dr. Morin indicate during his deposition that each Commission should

4

	

have a "mind of its own" when recommending a reasonable rate of return for the utility it

5 regulates?

6 I

	

A.

	

Yes. Dr. Morin indicated the following in his deposition :

7

	

I think every Commission should have a mind of its own. We have
8

	

a potential circularity problem if we focus strictly on what other
9

	

commissions are doing.

	

The authorized ROE is but one piece of
10

	

the big giant puzzle here .

	

If we were just to look at what other
11

	

commissioners were doing, we'd be looking at sort of multiple
12

	

mirror images of one another and nothing would ever change . So I
13

	

think you have to go a little bit beyond that and look at the capital
14 d

	

market data as well as authorized return .

15

	

Q.

	

Did Dr. Morin appear to understand the context of the current lower level

16

	

ofinterest rates in testimony given during his deposition on June 11, 2004?

17

	

A.

	

I believe he understood that they are at historically low levels because he

18

	

indicated on page 28, lines 1 through 2, that he did not think that long-term treasury

19

	

yields were ever at 5 to 5%percent prior to 1994 .

20

	

Q.

	

What were the yields on long-term treasuries in 1994?

21

	

A.

	

Average monthly thirty-year U.S. Treasury Bonds yielded between 6.29

22

	

percent to 8.08 in 1994 (see Schedule 5-2 attached to my direct testimony).

23

	

Q.

	

Have long-term treasury yields ever been below the levels they are at right

24 now?

25

	

A.

	

Yes. It has been a while, but based on the 20-year U.S. Treasury yields,

26

	

they were below their current level before 1966 .
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Q.

	

On page 11 through 13 of his rebuttal testimony, Dr. Morin argues for an

adjustment to the recommended cost of common equity for flotation costs due to the

issuance of common stock .

	

Does Dr. Morin provide support that the issuances of

common stock that Southern Union has made and will make in the future are a result of

MGE's capital needs?

A.

	

No. Dr. Morin's flotation cost adjustment argument is a standard

argument that he makes in every case for investor-owned utilities, as verified in his

deposition at page 30, lines 10 through 13 . The reason that Southern Union has had to

issue and will continue to issue common stock is because of its leveraged situation

resulting from the acquisition of Panhandle Eastern Pipe Line Company, LLC

(Panhandle) .

Q .

	

Did Dr. Morin admit during his deposition on page 31, line 13 through 16,

that the Panhandle acquisition affected Southern Union's capital structure?

A . Yes .

Q .

	

Dr. Morin indicates that you used a spot dividend yield in your dividend

yield estimation .

	

Is Dr. Morin correct in his assessment of how you determined the

dividend yield in your analysis?

A.

	

No. A review of Schedule 18 shows that I averaged the expected dividend

for 2003 and 2004 to determine an appropriate dividend yield to use in my cost of

common equity recommendation . This dividend yield includes the 2004 projected

dividend .

	

Even if I applied a growth rate factor to a spot dividend yield, I would not

agree that a 6 percent growth in the dividend would be reasonable to expect for my

comparable companies .
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1

	

Q .

	

Does Dr. Morin contradict anything in his textbook, Regulatory Finance:

2

	

Utilities' Cost of Capital , 1994, when he indicates on page 14, line 4 through 6 of his

3

	

rebuttal testimony that "the appropriate dividend to use in the plain vanilla annual DCF

4

	

model is the prospective dividend one year from now, rather than the current dividend

5 yield. . .?"

6

	

A.

	

Yes.

	

On page 139 of his textbook, Dr. Morin states that " . . .it is the

7

	

dividend that an investor who purchases the stock today expects a company to pay during

8

	

the next 12 months that should be used . . ." This is important to note this because I

9

	

criticized Mr. Dunn for adjusting a dividend that had already been adjusted to take into

10

	

consideration the dividend that is expected to be received over the next 12 months .

11

	

Q.

	

Did Dr. Morin confirm in his deposition that Value Line's dividend yield

12

	

already contemplates the estimated cash dividends to be paid over the next 12 months?

13

	

A.

	

Yes. Onpage 43, lines 21 through 25 he confirms that this is the case .

14

	

Q.

	

Is this the dividend yield that Mr. Dunn made a further adjustment to in

15

	

order to estimate next year's dividend in his direct testimony?

16 A. Yes.

17

	

Q.

	

Dr. Morin indicates that you should have used the quarterly DCF model .

18

	

What DCF model did Mr. Dunn use in his analysis?

19

	

A .

	

Mr. Dunn used the annual DCF model just as I did . However, his results

20

	

are already adjusted upward because of the high growth rate he recommends and because

21

	

of all of his upward adjustments . It is not the form of the model that concerns Dr. Morin,

22

	

it is the results achieved from the application of the model . As Dr. Morin knows, it is the
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end result that is judged as reasonable and neither Dr. Morin nor Mr. Dunn provided

anything that gives insight as to what investors are requiring on their investments.

Q.

	

Dr. Morin criticized your use of four months of stock prices in order to

determine your recommended dividend yield because it is "stale" and "violates the

efficient market hypothesis." How do you respond?

A.

	

It is interesting to note that the original intent of the DCF model

(sometimes referred to as the "dividend growth model" in college finance textbooks) was

to determine a reasonable price to pay for a stock at a specific point in time . It appears

that, based on the original intent of the DCF model, the use of a spot price is appropriate .

When setting rates for a utility, which may be applied over an extended period, it would

appear to be appropriate to determine the cost of common equity based on a company's

stock prices over some longer period . This lends support to my use of four months of

stock prices, instead of determining the cost of common equity based on the current price

of the security at the time of estimating the cost of common equity . The current price of

the security may reflect either a temporary decreased or increased cost of common equity .

Furthermore, statistically speaking, it is better to have a larger sample size when

calculating an average .

Q.

	

On page 18, line 10 through page 19, line 5, of his rebuttal testimony,

Dr. Morin explains why you shouldn't have considered negative growth rates in

estimating your projected growth rates . Do you agree that you shouldn't consider

negative growth rates?

A .

	

No. Dr. Morin states that negative growth rates should be excluded from

any DCF analysis . While I agree that investors will not expect energy utilities to grow at

8
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a negative growth rate forever, I do not agree that investors, and hence rate-of-return

witnesses, should not take such growth rates into consideration . To do otherwise would

be irresponsible. An investor should not pretend negative growth rates have not occurred

and will not occur again . An investor should take into consideration these negative

growth rates when estimating a reasonable sustainable growth rate for that investment . If

a rate-of-return witness disregards negative growth rates, then that witness will

recommend a higher dividend yield without considering that the reason for that higher

dividend yield is because of lower growth rate expectations . The exclusion of negative

growth rates results in a recommendation that not only has a higher growth rate, but a

higher dividend yield because previous growth rates did not meet expectations so

investors drove the price of the stock down.

It should be noted that I also included higher growth rates as well as lower

growth rates in my averages in order to fully evaluate all of the growth rates . Dr. Morin's

logic that investors do not expect energy utilities to grow at a negative growth rate

forever also applies to the higher growth rates in my averages . However, because I

included the negative growth rates, I also included the higher growth rates .

Q.

	

How do you respond to Dr . Morin's allegation on page 19, lines 10

through II that you used historical growth rates ending in 2002 with the intent of

achieving certain results?

A.

	

This is an incorrect allegation . In order for a growth rate to be classified

as an historical growth rate, it would have to have an ending point that has actually

occurred . At the time I filed my testimony on April 15, 2004, the Financial Analysis

Department had not received the April 2004 Value Line CD-ROM that contained a
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majority of the actual 2003 dividends per share (DPS), earnings per share (EPS) and book

value per share (BVPS) information . The only information that was available to our

Department at the time of the study was the estimated 2003 information . In order for the

growth rates that I calculated to be considered historical, they would have to have

actually occurred . I have attached an email from Value Line as Schedule 2 that indicates

the exact date Value Line sent the April CD-ROM to our Department that contained

actual rather than estimated information for 2003 . As shown on the attached email, the

April Value Line CD was mailed on April 20, 2004, which was after Staff s filing date of

April 15, 2004 . Also attached are the Value Line tear sheets, Schedules 3-1 through 3-8,

from the March 2004 Value Line CD, which shows that a majority of the 2003

information from this CD was estimated information, which is in bold font . The Value

Line tear sheets, Schedules 4-1 through 4-8, from the April 2004 Value Line CD are also

attached to show that a majority ofthe information on this CD was actual information .

Q.

	

Did this issue come up in your deposition on May 4, 2004 as well?

A.

	

Yes.

	

On page 91, line 9 through 22 of my deposition, the following

exchange occurred between Mr. Eric D. Herschmann and myself:

Q.

	

ValueLine cut you off in April of 2004?

A.

	

ValueLine never cut us off. It was the information we had
when we were doing the study.

Q .

	

You have access to ValueLine whenever you want, right?

A. Yes.

Q. You could have access to ValueLine whenever you want,
right?

A.

	

Yes, we do.
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Q. And if ValueLine had come out with more recent numbers prior
to your submitting and preparing your testimony, you still didn't
make the effort to use those calculations, right?

A. No.

Q.

	

Which Value Line CD did you have available at the time you performed

your study?

A.

	

The March 2004 CD.

Q.

	

Mr. Allen was able to obtain the actual 2003 data for his study. Are you

aware of how he was able to do so since he relied on Value Line as well?

A.

	

Yes . Mr. Allen was able to obtain actual 2003 data by updating the data

through Value Line's website . I was not aware that this data could be updated through

Value Line's website . I relied on the most recent CD that was sent to our Department,

which as shown on Schedule 2, wasn't sent until April 20, 2004.

Q .

	

Even if you had calculated historical growth rates with actual 2003 data,

would this change your recommendation?

A.

	

No. The upper end of my recommended growth rate range falls within the

range of projected growth rates indicated in columns (2), (3) and (4) on Schedule 16

attached to my direct testimony. The projected growth rates indicated in columns (2) and

(3), 4.81 percent and 4.75 percent, are consistent with the average Thomson Financial

expected growth rates of 4.90 percent indicated on page 43 of Mr. Dunn's direct

testimony. Therefore, I had already decided to give more weight to the projected growth

rates than the historical growth rates in my analysis and still believe this is appropriate .

Q.

	

What are the date of the references that you utilized for your projected

growth rates?
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A.

	

All ofmy projected growth rates are from sources published either in late

2003 or early 2004 .

Q.

	

Why do you believe it is important to specify what data you reviewed to

calculate the historical growth rates?

A.

	

Because in the Memorandum ofLaw of Missouri Gas Energy, A Division

ofSouthern Union Company, In Support ofIts Motion To Exclude Certain Testimony And

Opinions ofDavid Murray filed on May 18, 2004 there is an assertion that the techniques

used in my analysis are "driven by the result-oriented desire to keep MGE's rate of return

as low as possible." The memorandum discusses my calculation of historical growth

based on 2002 actual historical data as one such example. Dr . Morin reiterates the same

accusation on page 19, lines 10 through 11 ofhis rebuttal testimony .

Q .

	

Do you agree with Dr. Morin's position that dividend growth is an

inappropriate proxy to use for estimating future growth for purposes of the DCF model?

A.

	

No. I agree that using dividend growth as the only proxy for future

growth would be inappropriate, but I do not agree that the use of dividend growth along

with book value growth and earnings growth is inappropriate . Many times historical

dividend growth and future dividend growth can be used as a "check" on the

reasonableness of earnings growth projections . If a company's management does not

believe that some of the earnings forecasts for its company are sustainable, then they will

not recommend that the dividends be grown at the same rate as earnings . This provides

some insight as to the long-term sustainable growth rate of the company . Dividends also

can give some indication as to whether the earnings of the company are "real." This has

been an issue recently where many companies have either, fraudulently or through

12
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1

	

accounting manipulations, inflated earnings . Therefore, dividends are still pertinent to

2

	

investors in estimating the future growth of the company.

	

This is especially true for

3

	

traditional regulated utilities, in which dividends are one of the main investor attractions

4

	

to such companies .

5

	

Q.

	

DidDr. Morin analyze the recent historical dividend payout ratios of your

6

	

comparable companies, which would have been more relevant then just making general

7

	

comments about the "energy utility" industry, which could include a wide array of

8 companies?

9

	

A.

	

No. In his deposition on June 10, 2004, page 28, line 17 through page 27,

10

	

line 16, Dr. Morin explains how he came to the conclusion that the dividend payout is

11

	

decreasing for my comparable companies . He did not look at the specific payout ratio

12

	

trends for my comparable companies . He relied on EPS and DPS growth rates to arrive

13

	

at his conclusion. My review of the payout ratios of my comparable companies showed

14

	

that the payout ratios have increased for some of the companies, decreased for some of

15

	

the companies and increased and decreased for some of the companies . Companies in the

16 broad "energy utility" industry could include companies that have reduced their

17

	

dividends to pursue non-regulated businesses. I believe if a witness is using companies

18

	

that are experiencing this trend, then the companies chosen may not be appropriate to

19

	

estimate the cost ofcommon equity for a regulated natural gas distribution utility.

20

	

Q.

	

Onpage 23, lines 7 through 10 of his rebuttal testimony, Dr. Morin claims

21

	

that "[hjistorical growth rates have little relevance as proxies for future long-term growth .

22

	

They are downward-biased by the sluggish earnings performance in the last five years,

23

	

due to the structural transformation of the energy utility industry from a regulated
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monopoly to a competitive environment." Does the five-year historical EPS growth rate

that Mr. Dunn relied on for his recommended growth rate of 6 to 7 percent confirm this

statement?

A.

	

No. When referring to his calculated 5-year historical EPS growth rate of

7.18 percent, Mr. Dunn states the following : "[t]he data for the five year term is

distinctly different from the ten year data . The earnings growth rate has increased

significantly ." Mr. Dunn appears to rely on this 5-year historical growth rate for the

upper end of his recommended growth rate range along with Value Line's projected EPS

growth rate of 6.93 percent .

Q .

	

Did Dr. Morin indicate anything in his deposition about Value Line's

forecasts that raise some concern about Mr. Dunn's heavy reliance on these growth rate

projections?

A.

	

Yes. Dr. Morin indicated the following :

Value Line is rather robust in their forecast of earnings growth for
LDCs, for gas LDCs as compared to the consensus forecast of
analysts that you find perhaps in Thompson or First Call or Yahoo
Finance or any of the websites .

Q.

	

How do you respond to Dr. Morin's proposal on page 27, lines 8

through 9, that historical growth rates and dividend forecasts should be dismissed?

A.

	

Much the same way I do to just blindly dismissing negative growth rates .

All of these growth proxies can be useful if critically analyzed by the analyst . I would

not indicate that Mr. Dunn should just blindly dismiss the 7 .18 percent 5-year historical

EPS figure that he calculated on Schedule JCD-4 . However, I think that he would want

to critically analyze this growth rate to determine if the growth rate is reasonable when

considering all of the other growth proxies that he reviewed. To rely on proxies that only

1 4
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support the highest growth rates possible is not how prudent investors would evaluate a

potential investment .

Q.

	

Dr. Morin indicates that you have a fundamental problem with your risk

premium model estimates because your cost of common equity developed from your

DCF model does not match investors' expected return on equity used in your risk

premium analysis . How do you respond to this criticism?

A.

	

I believe Dr. Morin's criticism shows why Staff does not give much

weight to the risk premium model when recommending a return on equity for a Missouri

utility . The DCF model estimates the cost of common equity to the company . The cost

of common equity is the investors' required rate of return, which may or may not be

equivalent to the expected return on common equity of the investor. If an investor

continues to expect a return on equity that is higher than the cost of common equity, then

this may mean that the utility is in an overearnings situation . I have explained this before

by using Staff's 2002 earnings complaint against AmerenUE as an example . Investors in

AmerenUE may have expected that AmerenUE would continue to earn a certain return

on common equity over AmerenUE's cost of common equity, but it wasn't until the

Commission recognized AmerenUE's lower cost of common equity that investors'

expected returns on common equity were ratcheted down. The same analogy can apply

to the use of the Risk Premium model. This is why Staff only uses this model to check

the reasonableness of its DCF results .

Q .

	

What are the consequences of Dr. Morin's comment on page 29, lines 18

through 19, about the return on common equity being set equivalent to the expected

return on common equity?
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A.

	

Dr. Morin's proposition is that commissions' allowed returns should be

driven by what investors have come to expect and not based on the capital and economic

environment which reflects a lower cost of capital . This would be as circular as

recommending a cost of common equity based on past allowed returns in other

jurisdictions . If a situation like this were to hold true in the real world, then investors

would continue to expect the high returns on their investments that they received in the

late 1990s and early 2000. As all real world investors know, this is not how investing

works . It would only be natural that investors should expect that eventually regulatory

commissions are going to start to recognize the lower cost of capital in the returns they

allow their utilities .

Q.

	

Dr. Morin indicates that the risk-free rate you used in your study is "stale."

When did you prepare the study that is the subject ofthis criticism?

A.

	

The study that I performed to recommend a cost of common equity was

completed some time during March 2004. The only average monthly risk-free rate that I

had available at the time of the study was February 2004. Because rates can fluctuate up

or down from month-to-month, it is only appropriate for the analyst to choose some

ending point in order to arrive at his recommendation . Just as the company witnesses had

the advantage of knowing what happened to interest rates since the direct testimony was

filed by Staff, I had the advantage of knowing what had happened to interest rates since

Mr. Dunn filed direct testimony because he filed testimony five months before I did .

However, in my rebuttal of Mr. Dunn, I tried to be mindful of this .

Q.

	

On page 32, line 19 through page 33, line 15 of his rebuttal testimony,

Dr. Morin indicates that you used the wrong historical risk premium because you used

1 6
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the total return for long-term government bonds rather than just the income return on the

government bonds. Is an investor in government bonds only going to receive a return

based on the coupon of the bond, which is the income from the interest rate stated on the

bond?

A.

	

Only if the investor holds the bond until maturity and bought the bond at

par value . Otherwise investors will receive a total return, which is based on changes in

the price ofthe bond and reinvestment returns . Therefore, it is appropriate to measure the

market risk premium by comparing total returns on stocks versus total returns on risk-free

treasuries because this is what investors will expect to receive.

Q.

	

Dr. Morin indicates that Ibbotson Associates recommends the use of the

income return rather than the total return because the "income component of total bond

return (i.e . coupon rate) is a far better estimate of expected return than the total return (i.e.

coupon rate + capital gain), as realized capital gains/losses are largely unanticipated by

investors ." Is this your understanding as to why Ibbotson Associates recommends the use

of the income return rather than the total return?

A.

	

No . My understanding of Ibbotson Associates' justification for the use of

the income return rather than the total return is that they consider this to be the true

"riskless portion ofthe return."

Q.

	

Dr. Morin criticizes your CAPM analysis that uses a short-term historical

period because "historical risk premiums are only reflective of prospective risk premiums

if measured over long periods ." Do you agree with this statement?

A.

	

Yes. I did not give the short-term risk premium CAPM results any weight

in arriving at my recommended cost of common equity . I stated that the long-term risk
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premium CAPM results supported the upper end of my DCF analysis and, therefore, I

gave this CAPM result more weight in my analysis . However, as I indicated in my direct

testimony, the results from the short-term risk premium CAPM should not be ignored

because it provides insight as to what has actually occurred in the equity markets and

treasury bond markets . This short-term risk premium CAPM shows that stock market

returns from 1993 through 2002 were actually lower than the returns on long-term U.S .

Treasury bonds .

Q.

	

Does Dr. Morin's criticisms about the use of the short-term risk premium

period for the application of the CAPM contradict some of his other criticisms of your

analysis?

A.

	

Yes. Dr. Morin indicated that I should have used a current stock price

rather than a four-month average of stock prices in my application of the DCF model

because it reflects the most current investors expectations . As Dr. Morin pointed out in

his criticism of my use of a short-term risk premium period in my application of the

CAPM, investors expected returns over a longer period of time are going to be different

than over a shorter period of time . This is exactly why it is important to look at an

average of stock prices over some longer period of time so the rate of return witness can

estimated investors' required rates of return over some longer period .

Q.

	

Does Dr. Morin's criticism of your analysis of a short-term risk premium

CAPM contradict any other part ofhis criticisms of your analysis?

A.

	

Yes. Beginning on page 35 of his rebuttal testimony, Dr. Morin discusses

his thirteenth criticism of my analysis .

	

Dr. Morin claims that instead of looking at a

longer period (nine years) to determine the risk premium investors require to invest in

1 8
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Moody's Baa-rated utility bonds versus Moody's A-rated utility bonds, he believes I

should have used the current spread between these ratings for my risk premium

adjustment . If Dr. Morin believes it is appropriate to look at a longer period to evaluate

the risk premium required when executing the CAPM, then one would believe that he

would have the same position when measuring the risk premium investors require to

invest in Moody's Baa-rated bonds rather than Moody's A-rated bonds .

Q .

	

Dr. Morin indicates that the historical market risk premium that you used

is not current based on the up-to-date 2004 edition of the Ibbotson Yearbook. Is this an

accurate statement?

A.

	

Yes. At the time Staff produced its study it only had a copy of the 2003

edition of the Ibbotson Yearbook .

	

The 2004 Yearbook is currently on order from

Ibbotson .

Q.

	

When did Ibbotson start sending the new edition of the Yearbook out to

entities and individuals that ordered it?

A.

	

It would have been sent sometime towards the end of March.

Q.

	

When were you completing the study on the cost of capital for MGE?

A.

	

It would have been toward the end of March to early April in order to have

time for review by assigned attorneys and case coordinators .

Q.

	

Ifyou had received the 2004 Yearbook when you did your analysis, would

this have changed your recommendation?

A.

	

No. I was comfortable with my DCF recommendation that included

historical growth rates and recent projected growth rates from various analysts . I decided

to give more weight to the projected growth rates in my recommendation as can be

1 9
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derived from the fact that the upper end of my recommendation falls above the higher

end of a couple of the average projected growth rates indicated on Schedule 16 attached

o my direct testimony . It is clear that I did not give the historical growth rates as much

weight because the lower end of my projected growth rate range is over a 100 basis

points higher than the average historical growth rates that I calculated in column (1) .

Q.

	

On page 34, line 22 through page 18, line 18 of his rebuttal testimony,

Dr. Morin claims that you should have used the empirical CAPM. Do all financial texts

suggest that it is appropriate to used the empirical CAPM?

A. No. The textbook by Aswath Damodaran, INVESTMENT

VALUATION : Tools and Techniques for Determining the Value of Any Asset , 1996,

which is a textbook used in the curriculum for students seeking the Chartered Financial

Analyst (CFA) designation, does not recommend any adjustment to beta for the CAPM.

This textbook follows the traditional execution of the CAPM throughout the text . Many

individuals that are pursuing their CFA designation may either work in the investment

field or intend to work in the investment field . Consequently, CFAs that are or will be

making real world investment decisions have been taught the traditional CAPM .

Q.

	

In his fourteenth criticism of your analysis starting on page 36 of his

rebuttal testimony, Dr. Morin maintains that you didn't allow an adjustment to consider

the riskier capital structure that you attribute to MGE. Is this correct?

A.

	

No . I explained my upward adjustment of 32 basis points that I made to

my recommendation in my direct testimony . This upward adjustment of 32 basis points

takes into consideration the entire risk differential, both financial and business risk,

between MGE and the proxy group that I used .

	

The upward adjustment of 32 basis
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points was based on the credit rating difference between Southern Union (BBB) and the

proxy group (A) . When evaluating the creditworthiness of a company, credit rating

agencies perform a comprehensive evaluation of all of the risks to the company, which

includes the financial risk and the business risk. The financial risk is the component of

risk that is a function of the capital structure of the company . Therefore, by relying on a

third party that performs this comprehensive analysis, I believe that I have adequately

considered the increased risk due to my recommended capital structure .

Q.

	

Do you have any evidence that supports the reasonableness of your

recommended cost of common equity as it relates to the required risk premium because

of Southern Union's leverage capital structure?

A.

	

Yes. I have been tracking the yield on Southern Union's preferred stock,

which is listed in the Wall Street Journal, since I filed direct testimony in this case .

Southern Union issued this preferred stock in October 2003 at a coupon of 7.55 percent .

Because of the attractiveness of this coupon, investors have bid the price up of the $25

stated par value preferred stock . This results in a lower required yield to investors that

purchase Southern Union's preferred stock at the higher price . Since I have been

tracking the yield on Southern Union's preferred stock, it has ranged between 7.1 percent

to 7 .3 percent.

Q.

	

Why is it important to consider the required yield on Southern Union's

preferred stock?

A.

	

Because investors in Southern Union's preferred stock are subordinate to

Southern Union's debt holders . Southern Union's preferred stock holders do not receive

dividends on their preferred stock investment until the interest has been paid on Southern

2 1
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Union's debt . This is of course if the Board of Directors declares such a dividend to be

paid . The preferred stock holders would also be "next in line" to Southern Union's debt

holders if Southern Union were to ever file for bankruptcy .

Consequently, the yield on Southern Union's preferred stock indicates the

risk premium that the preferred stock investors are requiring because of Southern Union's

leveraged capital structure . While I do not know precisely how much additional risk

premium Southern Union common stock holders will require over the required yield on

Southern Union's preferred stock, I do believe that my recommended cost of common

equity of 8.52 percent to 9.52 percent is much closer to this required risk premium than

Mr. Dunn's recommended cost of common equity of 12 percent. The midpoint of my

recommendation represents approximately a 180 basis point risk premium over the

required yield on Southern Union's preferred stock, whereas Mr. Dunn's recommended

cost of common equity represents approximately a 480 basis point risk premium. As I

will explain in more detail later in my surrebuttal testimony, when considering the fact

that well known academicians and investors believe that the equity risk premium that the

market requires over the Ten-Year U.S . Treasury is only 300 basis points, I believe this

provides a tremendous amount of insight as to the reasonableness ofmy recommendation

even in light of the leveraged capital structure that I am recommending for MGE.

Q.

	

Did Dr. Morin consider the current yield on Southern Union's preferred

stock when considering the reasonableness of your recommendation in this case?

A.

	

No. He indicated he did not know the currently yield on Southern Union's

preferred stock in his deposition, on page 35, line 3 .

22
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Q.

	

Do you think it is important to consider this type of information when

determining the reasonableness of a recommended cost of common equity?

A.

	

Yes. As Dr. Morin recognized during his deposition when he stated that

the End Result Doctrine of the Hope case indicates that the "methodology is really sort of

immaterial if the end result is reasonable to both the consumer and the investor."

	

I

believe the current yield on Southern Union's preferred stock provides insight as to the

reasonableness of my recommendation in this case .

Response to Mr. Dunn's Rebuttal Testimony

Q.

	

On page 6, line 20 through 21, Mr. Dunn refers to your recommended

common equity ratio as an "artificially" low equity ratio . Is your recommended common

equity ratio in this case artificial?

A.

	

No . My recommended common equity ratio in this proceeding is the

equity ratio that investors and credit rating agencies analyze when evaluating Southern

Union's operations . Credit rating agencies and investors do not evaluate the contrived

equity ratio that Mr. Dunn is recommending in this case . Although Staffwitness Mark L.

Oligschlaeger is addressing the technical accounting aspects of Mr. Gillen's rebuttal

testimony in this case, there is one key sentence in Mr. Gillen's rebuttal testimony that

demonstrates the fact that a certain amount of common equity is associated with the

Panhandle operations . On page 7, line 10 through 12 of his rebuttal testimony,

Mr. Gillen states that Southern Union's stand-alone equity represents all of Southern

Union's shareholder value, which includes Panhandle, because he indicates that

Panhandle's stand-alone equity was eliminated when Southern Union acquired

Panhandle . Therefore, it is only logical to conclude that a certain amount of that equity

23
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should be assigned to the Panhandle operations, regardless if Southern Union's witnesses

believe that the process that I employed on page 21, line 18 through page 22, line 9 ofmy

direct testimony is not the proper amount of equity to exclude .

	

Mr. Dunn's capital

structure recommendation is based on the premise that when an investor purchases a

share of Southern Union common stock, this only represents an ownership interest in

Southern Union's natural gas distribution operations . Mr. Gillen's statement about the

fact that a share of Southern Union represents a share in all of its operations completely

discredits Mr. Dunn's capital structure recommendation . In fact, I believe that

Mr. Dunn's failure to specify in his direct testimony the type of Panhandle capital that he

excluded from his recommended capital structure illustrates Mr. Dunn's own realization

of the weakness ofhis position .

Q .

	

Why do you believe Mr. Dunn chose to use the process he did to arrive at

his recommend capital structure for MGE?

A .

	

Because in the last case, Case No. GR-2001-292, Mr. Dunn recommended

a hypothetical capital structure for MGE. In that case Staff demonstrated in its rebuttal

testimony how such a capital structure recommendation indirectly resulted in a higher

cost of capital recommendation because of Southern Union's increased leverage due to its

acquisition of the New England properties .

	

Staff deemed this to be in violation of

Condition 6 placed on Southern Union in its applications to acquire these properties in

Case Nos. GM-2000-500, GM-2000-502, GM-2000-503 and GF-2000-504 . The

condition was as follows :

Southern Union will not seek an increase in Cost of Capital for
MGE as a result of this transaction . Any increases in the Cost of
Capital Southern Union seeks for MGE will be supported by
documented proof:

	

that the increases are a result of factors not

24
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This same condition, with some modifications, was placed on Southern Union in the

Stipulation and Agreement filed in the Panhandle acquisition case, Case No.

GM-2003-0238, as well. The exact condition was as follows :

What was Mr. Dunn's justification for proposing a hypothetical capital

structure in the last rate case, Case No . GR-2001-292?

A.

	

In his direct testimony in that case on page 17, line 28, through page 18,

line 11, Mr. Dunn provided the following justification for using a hypothetical capital

structure :

Q .

associated with this transaction ; that the increases are not a result
of changes in business, market, economic, or other conditions for
MGE caused by this transaction ; or that the increases are not a
result of changes in the risk profile of MGE caused by this
transaction . Southern Union will ensure that the rates for MGE
ratepayers will not increase as a result of this transaction .

Southern Union will not recommend an increase or claim Staff
should make an adjustment to increase the cost of capital for MGE
as a result of the Transaction . Any increases in cost of capital
Southern Union seeks for MGE will be supported by documented
proof: (1) that the increases are a result of factors not associated
with the Transaction; (2) that the increases are not a result of
changes in business, market, economic or other conditions for
MGE caused by the Transaction ; or (3) that the increases are not a
result of changes in the risk profile of MGE caused by the
Transaction . Southern Union will ensure that the retail distribution
rates for MGE ratepayers will not increase as a result of the
Transaction .

Q . Why is the Southern Union consolidated capital structure
inappropriate for use in determining the revenue
requirement for MGE?

A.

	

A consolidated capital structure is only the summation of
the financing of all of the individual division and subsidiary
activities of a company, plus or minus accounting
eliminations . With a diversified company such as Southern
Union, the consolidated capital structure bears no particular
relationship to any one of the individual lines of business .

25
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1

	

Southern Union operates several natural gas distribution divisions .
2

	

It also has investments in the non-utility business . It is these
3

	

investments which diversify the capital arrangements of the
4

	

company and combined with the appropriateness of adequate
5

	

divisional accounting require the implementation of a division
6

	

capital structure system . These non-utility investments are
7

	

relatively recent commitments of the company in terms of their
8

	

significance .

9 d

	

Q.

	

What is Mr. Dunn's assessment of Southern Union's operations in this

11 I

	

A.

	

On page 18, lines l through 14 of his rebuttal testimony, Mr. Dunn

12 1 provides the following description of Southern Union :

13

	

Southern Union is a complicated company with different capital
14

	

demands by different divisions and subsidiaries . It is comprised of
15

	

two major business activities . The first is the distribution business,
16

	

which in turn is comprised of a series of divisions operating in
17

	

different states and jurisdictions .

	

The second major business of
18

	

Southern Union, the Panhandle Eastern pipeline operation, is
19

	

entirely different. The Panhandle Eastern operations have different
20

	

risks and, consequently, different capital mix requirements . The
21

	

consolidated capital structure approach assumes that those
22

	

responsible for financial decisions at Southern Union do not use
23

	

contemporary financial theories and do not approach the matter
24

	

seriously, a view which is beyond a doubt inappropriate and
25 l

	

incorrect .

26

	

Therefore, it appears that Mr. Dunn now recognizes that the main business

27

	

segment of Southern Union before its acquisition of Panhandle was natural gas

28 distribution .

29

	

Q.

	

Mr. Dunn claims that the Panhandle operation is "entirely different" than

30

	

Southern Union's natural gas distribution operations . Does this contradict Southern

31

	

Union's position regarding tax treatment of the sale of its Texas natural gas distribution

32

	

operations to fund its purchase of the Panhandle operations?
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1

	

A.

	

Yes. In its 2003 Annual Report, Southern Union indicated that it

2

	

structured the " . . .Panhandle Energy acquisition and the sale of its Texas operations to

3

	

qualify as a like-kind exchange under Section 1031 of the Internal Revenue Code of

4

	

1986 ." The Internal Revenue Service defines properties of like-kind as : "[p]roperties are

5

	

of like-kind, if they are of the same nature or character, even if they differ in grade or

6

	

quality." Therefore, for purposes of justifying the use of different capital structures for

7

	

ratemaking, Southern Union argues that its operations should be considered different, but

8

	

for purposes oftax treatment, it argues the operations should be considered the same.

9

	

Q.

	

How does S&P currently view the business position of Southern Union on

10

	

a consolidated basis and Panhandle on a stand-alone basis?

11

	

A.

	

In a recent research report issued by S&P on June 2, 2004, "New Business

12

	

Profile Scores Assigned for U .S . Utility and Power Companies; Financial Guidelines

13

	

Revised," S&P assigned a business profile of a "3� to both Southern Union on a

14

	

consolidated basis and to Panhandle on a stand-alone basis. This essentially indicates

15 that S&P now views the Panhandle operations and Southern Union's natural gas

16

	

distribution divisions as having equivalent business risk .

	

Before S&P's release of the

17

	

research report on June 2, 2004, S&P had assigned a business position of a "4" to

18

	

Southern Union . Before Southern Union had acquired Panhandle they were assigned a

19

	

business position of "3," implying that the acquisition of Panhandle caused additional

20

	

business risk for Southern Union on a consolidated basis.

21

	

Q.

	

What is the implication of S&P's assignment of a business profile of "3 �

22

	

to both Southern Union on a consolidated basis and Panhandle on a stand-alone basis?
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A.

	

The implication is that the use of the consolidated capital structure for cost

of capital purposes is appropriate . S&P's business profile assignment indicates that they

don't view Southern Union's natural gas distribution divisions and Panhandle as being

"entirely different ." In fact the implication of each operation being assigned the same

business profile is that the benchmark capital structures that S&P would compare

Southern Union and Panhandle to would be the same.

Q.

	

What was the implication of S&P's previous decision to raise the business

profile of Southern Union to a "4" from a "Y' after it acquired Panhandle?

A.

	

Financial theory indicates that the higher the business risk of the

operation, the less financial risk, i.e . increased leverage, the operation can endure . This is

why S&P requires more stringent financial ratios for companies that have a higher

business profile . Therefore, based on S&P's previous position on the business profile of

Southern Union and Panhandle, if Southern Union had been adhering to financial theory

regarding the assignment of capital, then Southern Union would have been allocating a

larger percentage of it consolidated common equity balance to the Panhandle operations .

However, because S&P now views each operation as having similar business risk, the use

of the consolidated capital structure is even more appropriate . This refutes Mr. Dunn's

claim that this is a "complicated" company.

Q.

	

Did Mr. Dunn indicate anything in his deposition on May 6, 2004 that

validates the use of the consolidated capital structure if the business risks of all of the

company's operations are fairly similar?

A.

	

Yes. On page 21, beginning on lines 6, Mr. Dunn indicates the following:

In a simple day, companies many years ago were relatively simple,
single lines of business and have maybe a tiny little subsidiary .
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Q.

Water company has a water testing subsidiary, no problem . Or
even somebody like American Waterworks, which has a number of
water company subsidiaries, consolidated might work simply
because they're comprised of 15 companies that are virtually
identical and all probably capitalized at least similarly . The same
for AT&T when it was the dominant telephone company.

Has Mr. Dunn been consistent before with his position described above?

A.

	

Yes. When Mr. Dunn represented the Platte County Intervenors in Case

No. WR-95-205, In the matter of Missouri-American Water Company's tariff revisions

designed to increase rates for water service provided to customers in the Missouri

service area of the company and Case No. SR-95-206, In the matter of Missouri-

American Water Company's tariff revisions designed to increase rates for sewer service

provided to customers in the Missouri service area of the company, Mr. Dunn

recommended American Water's consolidated capital structure because he maintained

that the subsidiary capital structure contained "phantom equity."

Q.

	

Is Mr. Dunn being consistent with this position now?

A.

	

No. Because S&P now views Southern Union's pipeline operations and

distribution operations as being equivalent in business risk, it would seem that if

Mr. Dunn were to be consistent with his view expressed in his deposition and with the

position he took in a previous case with this Commission, he would recommend the

consolidated capital structure.

Q.

	

Considering all of the discussion about what Southern Union's capital

structure would be without the Panhandle operations, what do you conclude about

recommending a capital structure other than the consolidated capital structure when

recommending a rate of return for a utility that is a division of an operating company?
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1

	

A.

	

The only capital structure that is truly known, measurable and identifiable

2

	

is the consolidated capital structure . This is the only capital structure, other than a

3

	

hypothetical capital structure, that the Commission should consider .

	

If a hypothetical

4

	

capital structure were to be considered by the Commission, then the Commission would

5

	

have to consider adjustments to the various costs of capital that are applied to the

6

	

hypothetical capital structure . For example, because Southern Union has always been an

7

	

aggressively leveraged company, if one were to use some type of hypothetical capital

8

	

structure for one of its natural gas distribution utilities, then one would need to adjust the

9

	

cost of debt and common equity downward.

10

	

Q.

	

Do you consider Mr. Dunn's proposed capital structure in this case as a

11

	

hypothetical one?

12

	

A.

	

Yes, because this capital structure bears no relationship to the capital

13

	

structure that credit rating agencies evaluate to determine the creditworthiness of

14

	

Southern Union. It also bears no relationship as to how MGE is actually capitalized .

15

	

Q.

	

Do you agree with Mr. Dunn that there was an attempt to insulate MGE

16

	

from the Panhandle operations when it applied for approval to acquire Panhandle?

17

	

A.

	

Yes. I agree there was an attempt to insulate MGE from the Panhandle

18

	

operations, but I do not believe that this attempt was successful .

19

	

Q.

	

What evidence did you rely on to conclude that MGE is not insulated from

20

	

the Panhandle operations?

21

	

A.

	

As I stated previously, S&P is applying an equal credit rating on senior

22

	

debt to Southern Union and its Panhandle subsidiary.
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Would it have been possible for the Panhandle debt to be refinanced at

such attractive interest rates if Mr. Dunn's assertion that Panhandle doesn't have any

equity to support it were true?

A.

	

No. If Panhandle had only debt and no equity to support its operations, I

don't believe creditors would have viewed Panhandle as a good credit risk .

Q.

	

Mr. Dunn claims that you didn't make an adjustment for the lower

common equity ratio that you recommended for MGE versus the average common equity

ratios for your comparable companies . Is this correct?

A.

	

No. I addressed this when I responded to Dr. Morin's rebuttal testimony

about the same criticism . I made an upward adjustment of 32 basis points to consider the

credit rating differential between my comparable companies and Southern Union.

Southern Union's credit rating already contemplates the financial risk, i.e. a lower

common equity ratio, when assigning a credit rating to Southern Union.

Q.

	

On page 13 of his rebuttal testimony, Mr. Dunn refers to S&P's Utility

Group Financial Target benchmark ratios for companies with business profile of a "4" to

test the reasonableness of your recommended capital structure in this case. Is it

reasonable for Mr. Dunn to use a business profile of a "4" to test the reasonableness?

A.

	

No. I have already discussed that S&P has assigned a business profile of a

"3" to all of Southern Union's operations as of June 2, 2004. In fairness to Mr. Dunn,

this did not occur until after he wrote his rebuttal testimony . However, he should not

have been reviewing the benchmarks for companies with a business risk profile of "4"

because, previously, S&P had increased Southern Union's business profile to a "4"

because of the Panhandle acquisition . Before the Panhandle acquisition when Southern

Q.
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Union only had natural gas distribution operations, Southern Union was assigned a

business profile of a "3 ."

Q .

	

What is the current total debt to total capital benchmark for a company

with a business position of a "3"?

A.

	

It is from 55 to 65 percent total debt to total capital .

Q.

	

Does your recommended capital structure fall within this benchmark?

A. No.

Q.

	

How many times in the last ten years has Southern Union's capital

structure fallen within this guideline when TOPrS is included as debt (see attached

Schedule 5)?

A.

	

Four times .

Q .

	

What was S&P's previous benchmark for a company with a business

profile of "3" before it changed the targets on June 2, 2004?

A.

	

It was from 53 to 61 percent total debt to total capital .

Q.

	

How many times in the last ten years has Southern Union's capital

structure fallen within the old guideline when TOPrS is included as debt?

A. Once.

Q.

	

Why did you include TOPrS as debt in your calculation of total debt to

total capital?

A.

	

Because that is how S&P treats TOPrS . Please see the attached email

labeled as Schedule 6.

Q .

	

What do you conclude from your analysis of Southern Union's capital

structures over the last ten years?
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A.

	

S&P has decided that Southern Union's capital structure, although it

doesn't meet the benchmark, is appropriate for a BBB-rating when evaluated with other

factors .

Q .

	

Are the financial benchmarks mentioned by Mr. Dunn intended to be rigid

guidelines to use to determine if a capital structure is appropriate for a given credit

rating?

A.

	

No.

	

The S&P financial benchmarks indicated in Mr. Dunn's testimony

are designed for purposes of assisting utilities, utility affiliates, and the investment

community in assessing the relative financial strength of issuers . By no means are these

benchmarks concrete numbers . As I have already discussed, Southern Union has only

met the old benchmark one year in the last ten .

Q .

	

On page 15, lines 20 through 26 of his rebuttal testimony, Mr. Dunn

indicates that the proceeds from Southern Union's planned common equity offering will

not be used to invest in Panhandle Eastern .

	

Even if this is true, isn't the reason that

Southern Union has such a leveraged capital structure at this time is because of its

acquisition ofPanhandle?

A.

	

Yes. Although the proceeds from this issuance of common equity may not

be used to invest in Panhandle, it is the effects of the Panhandle acquisition that has put

Southern Union in a situation which requires it to issue additional common equity in

order to improve its capital structure . Consequently, although the proceeds from this

specific issuance may not be directly used to invest in Panhandle, it is the Panhandle

acquisition that has caused the need for this issuance.
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Q.

	

On page 41, lines 8 through 15 of his rebuttal testimony, Mr. Dunn

explains how the issuance of this additional common equity will benefit MGE customers

when he argues for an adjustment for flotation costs. Are you convinced by his

explanation?

A.

	

No . Mr. Dunn indicates that the customers ofMGE will benefit because

"the bond rating of Southern Union will be preserved and because lower bond ratings

lead to higher costs of debt, a savings will be realized." Based on all of the information I

have reviewed, which includes Southern Union's 2003 Annual Report, and based on

admissions from Mr. Dunn during his deposition, the reason Southern Union is having to

issue additional common equity to preserve its bond rating is because of the leverage

caused by the Panhandle acquisition. Of course, if Mr. Dunn's position on Southern

Union's capital structure and the insulation of its natural gas distribution operations were

true, then Southern Union wouldn't have to issue additional common equity because of

the Panhandle debt assumed by Southern Union.

Mr. Dunn indicates that MGE customers will benefit from this offering

because the "proceeds of the sale represent new capital available to Southern Union,

some of which may by used to add facilities to MGE's infrastructure to provide services

to customers ." (emphasis added) . As I indicated in my rebuttal testimony, Mr. Dunn has

not provided any documented proof that any of these proceeds are because of MGE's

capital needs.

Q .

	

Onpage 17 of his rebuttal testimony, Mr. Dunn shows the capital structure

that Mr. Gillen provided in his rebuttal testimony that removed the "impact of Panhandle

34
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Eastern from the consolidated capital structure . . ." What impact of Panhandle Eastern

was removed from the consolidated capital structure?

A.

	

The only type of capital that was removed from the consolidated capital

structure was the debt that supports Panhandle Eastern . Mr. Dunn indicated in his

deposition testimony on page 29, line 13, "[t]he equity is essentially nonexistent ." He

indicates on page 29, lines 20 through 21 of his deposition that " . . .the Panhandle equity

is in the ground somewhere." Mr. Dunn apparently believes this is justification for his

position that no equity should be excluded from Southern Union's capital structure to

eliminate the capital that supports Panhandle because the equity is "nonexistent ."

structure, then does this contradict one of his data request responses?

Q.

	

If Mr. Dunn's position is that there is no Southern Union equity that

supports the Panhandle operations that should be excluded from his recommended capital

Yes. Staff Data Request No. 0345 asked the following question of Mr.

On page 22, lines 19 through 22 of his rebuttal testimony Mr.
Dunn indicates that Panhandle Eastern has a mix of capital that
"stands behind" it . What are the various ratios, in percentage
terms, for each type of capital in the mix that supports Panhandle
Eastern?

Mr. Dunn's response was "[n]o such study was performed ." I find it hard to reconcile

that Mr. Dunn indicates in his direct testimony and his deposition that there is no

Panhandle equity, but then he indicates that there is a "mix of capital" that supports all of

Southern Union's operations, but he did not perform a study to determine what that mix

was for Panhandle .

Q.

	

On page 19 through 21 of his rebuttal testimony, Mr. Dunn cites from a

couple of sources to support his contention that the consolidated capital structure is

3 5
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1

	

I inappropriate. Are there any sources that you are familiar with that give some guidance

2 1 as to when one might recommend the consolidated capital structure?

3 1

	

A.

	

Yes.

	

In David C. Parcell's book The Cost of Capital -A Practitioner's

4 1 Guide the following guidance is given to help determine if a consolidated capital

5 1 structure is appropriate or if a subsidiary capital structure is appropriate :

6 1

	

Subsidiary vs Consolidated Capital Structure

7

	

Many utilities are subsidiaries of other companies, which can be
8

	

holding companies, other utilities, or diversified companies . When
9

	

a utility is a subsidiary of another firm, the question frequently
10

	

arises as to whether the proper ratemaking capital structure is
1 I

	

represented by the utility or its parent.

12
I

	

Among the considerations which help determine whether the utility
13

	

vs. parent capital structure is appropriate are :

14 I

	

1 .

	

Whether subsidiary utility obtains all of its capital from its
15

	

parent, or issues its own debt and preferred stock .

16 I

	

2 .

	

Whether parent guarantees any of the securities issued by
17

	

the subsidiary .

18

	

3 . Whether subsidiary's capital structure is independent of its
19

	

parent (i.e ., existence of double leverage, absence of proper
20

	

relationship between risk and leverage of utility and non-
21

	

utility subsidiaries) .

22 1

	

4. Whether parent (or consolidated enterprise) is diversified
23

	

into non-utility operations .

24

	

Q.

	

Isn't the above reference addressing whether to use a subsidiary capital

25

	

structure or a consolidated capital structure rather than a capital structure for a division,

26

	

such as MGE?

27

	

A.

	

Yes. However, I believe this provides even stronger support for the use of

28

	

the consolidated capital structure because divisions, unlike subsidiaries, aren't even

29 1 separate legal entities that issue their own capital . This supports why Staff has applied
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the consolidated capital structure when recommending a rate of return for the divisions of

operating companies - as Staff has done for Aquila's Missouri operating divisions in the

past . The Commission adopted this approach in the Aquila case, Case No. ER-97-394, in

which Mr. Stephen G. Hill was the Staff witness proposing such approach .

Q.

	

Did Dr. Morin qualify Mr. Hill as an expert in his deposition on June 10,

2004?

expert .

A.

	

Yes. On page 45, lines 6 through 9, Dr. Morin qualified Mr. Hill as an

Q.

	

On page 24, lines 14 through 21 of his rebuttal testimony, Mr. Dunn

indicates that you included the embedded cost of long-term debt held at Panhandle in

your overall embedded cost of long-term debt for no other reason than to reduce the cost

of debt. Is this a proper assessment?

No. Although I was surprised that the embedded cost of long-term debtA.

held at Panhandle was lower than the embedded cost of long-term debt held at Southern

Union, I later discovered that Southern Union refinanced much of the debt at Panhandle

shortly after it acquired the operation from CMS Energy . Right before Southern Union

acquired Panhandle from CMS Energy it had a credit rating that was below investment

grade. Once Panhandle became a part of Southern Union it was able to take advantage of

the better credit rating assigned to Southern Union's consolidated operations and the low

interest rate environment to refinance approximately $512,757,000 of debt according to

Southern Union's Form I 0-Q for the quarterly period ended, March 31, 2004 . However,

this is not why I included the Panhandle debt . I have explained in my rebuttal testimony

why it is appropriate to include the Panhandle debt and costs in my recommended rate of

3 7
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return .

	

This is not a matter of being "opportunistic."

	

In fact in the last Aquila, Inc .

electric and steam rate case, Case Nos . ER-2004-0034 and HR-2004-0024, I

recommended a consolidated embedded cost of long-term debt of 7.633 percent for

Missouri Public Service (MPS) based on all of Aquila's debt, including its subsidiaries

that still existed through the update period . Whereas, Aquila's witness recommended an

embedded cost of debt of 7.23 percent based on debt that Aquila assigned to the MPS

division . Consequently, I am not treating MGE any differently than I treated Aquila in

their rate case.

	

This treatment is not a matter of "opportunism," it is a matter of

recommending the appropriate rate of return given the circumstances of the corporate

structure.

Q.

	

On page 25, line 16 through 26 of his rebuttal testimony, Mr. Dunn

indicates a situation in which you indicated that you would recommend the capital

structure of the utility for ratemaking purposes if the company raised its own long-term

debt . Does this situation apply in this circumstance?

A.

	

No . MGE is not a subsidiary and, therefore, cannot issue its own debt.

Q.

	

Starting on page 26, line 10, Mr. Dunn presents his argument for

excluding short-term debt from the capital structure . How do you respond?

A.

	

Short-term debt in excess of construction work in progress (CWIP) is a

source of capital that has been used by Southern Union consistently for at least the 18

months leading up to the update period in this case . The average level of short-term debt

in excess of CWIP for the twelve months leading up to the updated period can be seen in

Travis Allen's Schedule TA-4 attached to his direct testimony. This source of capital has

a cost and this cost should be reflected in the weighted-average-cost-of-capital



2

3

4

5

6

7

8

9

10

12

13

14

15

16

17

18

19

20

21
22
23
24
25
26
27

Surrebuttal Testimony of
David Murray

recommendation for purposes of this case . If Southern Union is able to realize a lower

cost of capital by its consistent use of lower-cost, short-term debt that is in excess of

CWIP, then this lower cost of capital should be reflected in the rate-of-return

recommendation through its inclusion in the recommended capital structure .

Q.

	

What has happened to the level of short-term interest rates that may make

the use of more short-term debt appealing?

A.

	

The interest rates on short-term debt have come down considerably . This

is evident from the 1 .89 percent average cost of short-term debt that Southern Union

incurred for the 12 months ending December 31, 2003 . This compares to the average

cost of short-term debt of 7.31 percent incurred for the 12 months ending December 31,

2000, in MGE's last rate case, Case No. GR-2001-292

Q.

	

Starting on page 27 of his rebuttal testimony, Mr. Dunn criticizes your

analysis as being "contrived and mechanical ." Do you have any authoritative support for

your review of the growth rates of historical dividends per share, historical book values

per share, historical earnings per share and projected earnings per share to recommend a

proxy growth rate to use in your DCF recommendation?

A.

	

Yes. The authoritative support is as follows :

In The Cost of Capital - A Practitioner's Guide, by David C. Purcell,

pages 8-18 through 8-20 indicate the following :

Financial Indicators o£Growth

There are a wide variety of acceptable methods for using historical
growth to estimate future growth in the DCF model (Gordon,
Gordon and Gould, 1989 50) . The three most commonly-used
financial indicators of growth are dividends per share (DPS),
earnings per share (EPS), and book value per share (BVPS) (Howe
& Rasmussen, 1982, 1333) . Actually, DPS, EPS and BVPS can be
defined in terms of each other, as DPS = EPS - OBVPS (Patterson,

39
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1971) . Viewed this way, any of the three terms is dependent upon
the others and each can be viewed as the investors' perceived
growth rate .

Dividends Per Share

Past growth of DPS is the most direct link between historic
dividend growth and projected dividend growth . However, in the
long-run, dividends can grow at a rate no greater than that of
earnings . If the dividends out-paced earnings for an extended
period o£time the company would deplete its equity capital . In the
short-run, the two growth rates can diverge without causing
financial harm to the company. The average of these growth rates
may provide a better forecast of the long-run dividend growth rate
than any of the individual forecasts, because in the long-run the
dividend growth rate should equal the growth rate of the earnings
since it is primarily earnings that are used to support the dividends .

Earnings Per Share

An investor's expectations concerning a company's cash flows
include both dividends plus the eventual proceeds from the sale of
the stock . Earnings provide the source of both the dividends paid
to stockholders and the retained earnings, which increase the book
value and ultimately the market price of the stock . As a result,
EPS is often used as a substitute for DPS.

Book Value Per Share

The growth of BVPS is used as a proxy for DPS growth since
BVPS growth principally reflects (in the absence of large stock
sales at prices well above or below book value) the retention (i.e.,
not paying out all of earnings as dividends) of earnings . The
purpose of earnings retention is to enhance the level of future EPS
and DPS. In addition, a company's EPS is equal to the BVPS
times return on equity (ROE). As a result, any factor that causes
the BVPS to increase (decrease) will tend to cause the EPS to
increase (decrease) .

Relationship Among Growth Rates

Even though the DCF model assumes that EPS, DPS, BVPS and
the market price all grow at the same rate, it is generally
recognized that in practice this does not normally occur. However,
what is important to recognize in using the simplified version of
the DCF model is that the analyst has no basis to forecast different
future rates of growth for each of these items .

40
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1

	

A Therefore, it is appropriate for the rate of return witness to evaluate a variety of possible

2 ~ indicators of future growth .

3 I

	

Q.

	

Is it important to consider historical growth rates as well as analysts

4 J projected growth rates?

5 A

	

A.

	

Yes . In Mr. Parceil's book, The Cost of Capital - A Practitioner's Guide , it

6 1 is indicated that "investors, as a group, do not utilize a single growth estimate when they

7 1 price a utility's stock .

	

Thus rate of return analysts should consider multiple growth

8 1 estimates in order to better capture the growth embodied in a utility's stock price." It is

9 0 important to note that Mr. Parcell emphasizes that analysts should consider multiple

10 1 growth estimates . This applies to projected as well as historical growth rates .

11 1 Additionally, Mr. Parcell states : "Analysts should recognize that individual investors

12 1 have different expectations regarding growth and therefore no single indicator captures

13 1 the growth expectations of all investors ."

	

Therefore, it is important to not only give

14 1 weight to multiple projected growth rates, but to also give weight to historical growth

15

	

1 rates because that is in fact what investors as a group will do .

16 A

	

Q.

17 1 historical growth rates that are indicated in column (1) of Schedule 16 attached to your

18

	

1 direct testimony?

Do you have authoritative support for averaging the five and ten year

19 I

	

A.

	

Yes in Dr. Roger A. Morin's book, Regulatory Finance Utilities' Cost of

20 ~ Capital, 1994 the following is indicated :

21
22
23
24

Historical growth rates are customarily computed over the last 5
and 10 years. An average of the 5-year and 10-year growth rates is
a reasonable compromise between the conflicting requirements of
representativity and statistical adequacy .
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1

	

Q.

	

In considering Mr. Dunn's criticism that you "processed a series of

2

	

numbers through a set of schedules, with no apparent comprehension of the meaning of

3

	

the numbers or the implications of the data," are you aware of any sources that provide

4

	

some context to test the reasonableness of your recommendation in this case?

5

	

A.

	

The experts include Warren Buffett, Jeremy Siegel and Cliff Asness .

6

	

Warren Buffett is CEO of Berkshire Hathaway and is probably the most respected

7

	

investor in the United States . On December 20, 2001, in an interview on CNBC,

8

	

Mr. Warren Buffett indicated that "returns in the stock market should come in around an

9

	

average 7-8 percent over the next ten years."

	

He also said that he's "not finding"

10

	

undervalued companies in this market, indicating that he remains watchful of valuation

11

	

levels for stocks .

	

As recently as the release of Berkshire Hathaway's 2003 Annual

12

	

Report, Mr. Buffett stated that he still wasn't finding attractively-priced stocks, meaning

13

	

that he believes that the price of stocks in general are higher translating into a lower cost

14

	

ofcommon equity for the market.

15

	

The other two, Cliff Asness, University of Chicago Ph.D., who writes

16

	

influential studies in academic journals while running the $5 billion hedge fund AQR

17

	

Capital Management, and Jeremy Siegel of The Wharton School of the University of

18

	

Pennsylvania, whose book, Stocks for the Long Run, helped mold academic thinking on

19

	

how equities perform over long periods, were featured in a recent June 16, 2003 article in

20

	

Fortune magazine, "Can Stocks Defy Gravity? That's what Wall Street wants you to

21

	

believe . Don't buy it . The best minds say the market will rise, but it won't soar."

22

	

Although these are the two main academicians featured in the article, Kenneth French of

23

	

Dartmouth also urges caution when investing in today's market . Kenneth French and
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Eugene Fama have published many influential stock market studies in the past two

All of the influential individuals featured in this article have come to the

conclusion that the equity risk premium, which is the additional return that investors

demand over risk-free government securities, is now lower .

	

As a result of the lower

equity risk premium, they predict that the stock market as a whole can only provide

6 percent to 8 percent returns for the foreseeable future . Jeremy Siegel, when speaking

about total market returns, specifically states :

	

"Better-than-average earnings, if they

happen, could get us perhaps 8%. But 10% assumes earnings growth that is just too big."

It is obvious that well-respected investors and academicians are not predicting very high

returns for the near future because ofcurrent stock valuation levels . This translates into a

low cost of common equity environment .

Comparing my recommended cost of common equity of 8.52 percent to

9.52 percent to the predictions of anywhere from 6 to 10 percent for the entire market by

these well respected individuals offers a barometer to the reasonableness of my

recommendation in this case . In light of the fact that regulated utilities are less risky than

the market, and therefore investors would normally require less return than the market,

my recommendation is generous considering the current stock market environment .

Q.

	

Does Dr. Morin believe that Jeremy Siegel and Warren Buffett are

influential individuals in the world of investing?

Yes. Dr. Morin indicated the following :

I certainly would consider Mr. Siegel very I influential more from
an academic perspective, but I would consider Mr. Buffet as well
influential in strategy and marketing and finding under-values or
assets .

43



Surrebuttal Testimony of
David Murray

Q.

	

Did Dr . Morin indicate that required returns in the broader market had an

influence on required returns for utilities in his deposition?

A.

	

Yes. Dr. Morin indicated the following:

Q.

Yes. Of course . Investors are always making comparisons
between prospective returns from utility stocks versus returns from
industrial stocks comparable in risk . And if they're not comparable
in risk, they will make the required risk adjustment using
something like beta, for example.

Have you observed any information specific to the Company's securities

that provides insight to the reasonableness of your recommendation?

A.

	

Yes.

	

As I discussed on page 14, line 3 through 10 of my rebuttal

testimony, Southern Union recently issued traditional, non-cumulative preferred

securities to refinance the Trust Originated Preferred Securities (TOPrS) . I also

discussed that, holding all else equal, the traditional preferred securities are riskier

because preferred dividends are not guaranteed and are non-cumulative, whereas the

preferred dividends were backed by the coupon on the debt that was issued by Southern

Union to pay the dividends on the TOPrS. The stated coupon on the TOPrS issued back

in 1995 was 9.48 percent . The stated dividend rate on the non-cumulative preferred stock

was 7.55 percent when it was issued and as of June 8, 2004 was trading at a yield of 7.10

percent. The spread between the current yield on Southern Union's non-cumulative

preferred stock and the stated coupon rate on the TOPrS that was issued in 1995 is 238

basis points . It is logical to conclude that because, holding all else equal, TOPrS carries

less risk than traditional, non-cumulative preferred stock, that if Southern Union had

issued TOPrS again that the yield would have been lower than the stated dividend rate for

the traditional preferred stock recently issued . This would translate into a lower cost of
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capital of more than the 238 basis point spread between the stated coupon on TOPrS and

the current yield on Southern Union's current non-cumulative preferred stock .

Q .

	

What was Staffs recommend cost of common equity for MGE in Case

No. GR-96-285, which was shortly after Southern Union issued TOPrS?

A.

	

11.80 percent applied to a common equity ratio of 32.74 percent.

Q . What was Southern Union's witness', Dr . Bruce H. Fairchild,

recommended cost of common equity in that case?

A.

	

12.25 percent applied to a common equity ratio of 29.88 percent.

Q .

	

What is Staffs recommended cost of common equity in this case?

A.

	

9.02 percent applied to a common equity ratio of 25.91 percent .

Q .

	

How much of a decrease in cost of common equity is reflected in Staffs

recommendation in this case versus Staffs recommendation in the 1996 MGE rate case?

A.

	

278 basis points.

Q .

	

What is Southern Union's recommended cost of common equity in this

case?

A.

	

Mr. Dunn's recommended cost of common equity is 12.00 percent applied

to a common equity ratio of 43 .34 percent .

Q .

	

Howmuch of a decrease in cost of common equity is reflected in Southern

Union's recommendation in this case versus Southern Union's recommendation in the

1996 MGE rate case?

A.

	

25 basis points .

Q .

	

What was the yield on BBB utility bonds in May 1995, which is the month

that Southern Union issued its TOPrS?
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A.

	

It was 8.30 percent .

Q.

	

What was the yield on BBB utility bonds for the most recent month

available in the Mergent Bond Record?

A.

	

It was 6.46 percent as of April 2004.

Q .

	

What is the difference in these yields?

A.

	

184 basis points .

Q.

	

What conclusion do you draw from the information above?

A.

	

Staffs recommendation clearly is consistent with the current low cost of

capital environment . Southern Union's recommendation has barely changed to reflect the

low cost of capital environment . In addition to not recognizing the lower cost of capital

available to MGE, Mr. Dunn wants to pretend that Southern Union has stand-alone

common equity ratio of 43 .34 percent .

Q.

	

What capital structure did Dr. Bruce H. Fairchild use in his recommended

rate of return in Case No. GR-96-285?

A.

	

He based his capital structure recommendation on the actual consolidated

capital structure of Southern Union at the time.

Q.

	

What was Dr. Fairchild's rationale for using the actual consolidated

capital structure?

A.

	

Dr. Fairchild cited the following reasons for his use of Southern Union's

actual capital structure to determine MGE's cost of capital :

" These ratios reflect the mix of capital currently employed to

finance MGE's investment in assets used to provide gas service in

Missouri ;
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1

	

"

	

Although this capital structure deviates from industry standards for

2

	

local gas distribution companies (LDCs), it is consistent with

3

	

Southern Union's entrepreneurial spirit, acquisition orientation, and

4

	

earnings retention practices ; and

5

	

" While Southern Union's higher debt ratio, and lower common

6

	

equity ratio, impart additional financial risks, these are offset by

7

	

the greater use of cheaper debt and preferred stock capital, and less

8

	

use of significantly more expensive common equity capital .

9

	

Although not verbatim, Mr. Fairchild states essentially the same reasons

10

	

for the use of Southern Union's capital structure in Case No. GR-98-140. It should be

11

	

noted that Mr. Fairchild felt that Southern Union was more risky than his comparable

12

	

group because of the bond rating of Southern Union compared to the comparable group .

13

	

Therefore, in both cases he recommended an additional 60 basis points be added to his

14

	

cost of common equity recommendation to take this risk into consideration . In Case No.

15

	

GR-98-140 the Commission determined that Southern Union's capital structure did not

16

	

merit a risk premium adjustment because "MGE's risk level decreased in April 1998

17

	

when its ratings improved to BBB+ . Further, management determines the capital

18

	

structure ." Based on that determination, the Commission adopted Staffs midpoint of

19

	

10.93 percent in the last MGE rate case .

20

	

Q.

	

Did Dr. Morin qualify Dr. Fairchild as an expert in his deposition on page

21

	

46, line 24 through page 47, line 1?

22 A. Yes.
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Q.

	

However, didn't you recommend an adjustment to your cost of common

equity to consider the bond rating differential between Southern Union and your

comparable group?

A.

	

Yes. I believe it was the appropriate thing to do in this case.

Q.

	

Mr. Dunn indicates that you disregarded your CAPM and Risk Premium

analysis . Did Mr. Dunn use any other models other than the DCF model in his

recommendation?

A . No.

Q.

	

Beginning on page 35, line 13 of his rebuttal testimony, Mr. Dunn

indicates that you used the wrong form of the DCF Model . Do you agree?

A.

	

No, while I indicated in my direct testimony that I used the continuous

growth form of the DCF model, this is not how I executed the model .

	

I executed the

model based on the assumption of annual compounding of the dividend and on the

constant growth of that dividend . This model is consistent with the model contained in

the textbook used in the Investments class that I took while attending the University of

Missouri, Columbia in which I graduated with a B .S.B.A. with an emphasis in Finance

and Banking, and Real Estate with a GPA of 3 .5 . The textbook was the Essentials of

Investments , Bodie, Zvi ; Kane, Alex ; Marcus, Alan J . (1992) .

	

This form of the DCF

model is also consistent with the annual compounding model shown in Mr. Dunn's

Schedule JCD-2, which is the same model that Mr. Dunn used .

Q.

	

Beginning on page 42, line 4 of his rebuttal testimony, Mr. Dunn criticizes

your criteria as not being true risk criteria . How do you respond?
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A.

	

The most important aspect of any comparable company analysis to

evaluate the cost of capital is to select companies whose operations are as confined to the

subject company's operations as much as possible . This is exactly why this type of

analysis is often referred to as a "pure play" analysis . As I demonstrated in my rebuttal

estimony, Mr. Dunn has a few comparable companies in his proxy group that don't meet

this criterion . In order to select companies that have comparable business risks to the

natural gas distribution business, it is essential to pick companies that are predominately

in the natural gas distribution business .

Q.

	

Starting on page 43, line 10 of his rebuttal testimony, Mr. Dunn compares

certain DCF cost of common equity results produced by Staff and OPC. How do you

respond?

A.

	

This is the one area where I agree with Mr. Dunn that these are

"mechanical" calculations . The results for each individual company indicated in column

(5) of Schedule 18 attached to my direct testimony are not intended to be refined

estimates of the cost of common equity for my final estimated cost of common equity .

As shown in my final estimated cost of common equity - for my proxy group of 8.20

percent to 9.20 percent with a midpoint of 8.70 percent, I did not recommend the average

of 8 .35 percent indicated at the bottom of column (5) . After reviewing all of the growth

rates, I determined that some additional weight should be given to the projected growth

rates indicated on Schedule 16 of my direct testimony. It is not the individual DCF

results that should be compared to test the reasonableness of Staffs and OPC's

recommendation, it is the overall recommendation that should be compared and this

validates Staffs recommendation in this case .
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Response to Mr. Allen's Rebuttal Testimony

Q.

	

Do you agree with Mr. Allen's position that because the debt held at

Panhandle is non-recourse it should not be included in the recommended embedded cost

of long-term debt for MGE?

A.

	

No. Whether debt is recourse or not does not drive the availability of

funds for general corporate use . A corporation can assign certain debt issuances to its

divisions and claim that this is the proper embedded cost of long-term debt to apply to

those divisions and at the same time refinance other debt issuances within the

corporation . The refinancing of other debt will drive the cost of capital down for the

company, but because a division has specific debt issuances assigned to it at some higher

historical embedded cost, it would not recognize the lower cost of debt that the company

has achieved . This is the reason why all of Southern Union's debt should be considered

in the embedded cost oflong-term debt recommendation .

Q .

	

How do you respond to Mr. Allen's criticism about your approach to

determining the short-term debt balance to include in the capital structure?

A.

	

I believe that the fact that our short-term debt balances are fairly similar

shows that, in this case, both approaches are representative of Southern Union's recent

utilization of short-term debt.

Summary and Conclusions

Q .

	

Please summarize the conclusions of your surrebuttal testimony .

A .

	

My conclusions regarding the capital structure, embedded cost of long-

term debt and cost of common equity are listed below :
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1

	

1 .

	

The use of the capital structure proposed by MGE is inappropriate .

2

	

Although he eliminated debt held at Panhandle, Mr. Dunn did not

3

	

subtract any equity that is associated with Panhandle from his

4

	

capital structure . Regardless, it is more appropriate to use the

5

	

consolidated capital structure of Southern Union. OPC used this

6

	

capital structure with some minor differences from Staff.

7

	

However, the calculation of the cost of capital for MGE should be

8

	

based on Southern Union's actual consolidated capital structure as

9

	

of December 31, 2003, as shown on my revised Schedule 9

10

	

attached to my rebuttal testimony;

11

	

2.

	

Mr. Allen's use of the consolidated capital structure without the

12

	

inclusion of the costs of debt associated with this capital structure

13

	

is inappropriate and inconsistent with Commission precedent . My

14

	

embedded cost of long-term debt which reflects all of Southern

15

	

Union's debt is the appropriate cost of debt to use in the

16

	

recommended rate of return;

17

	

3 .

	

My cost of common equity stated in revised Schedule 25 attached

18

	

to my rebuttal testimony, which is 8 .52 percent to 9.52 percent,

19

	

would produce a fair and reasonable rate of return of 6.70 percent

20

	

to 6.96 percent for the Missouri jurisdictional natural gas utility

21

	

rate base for MGE.

22

	

Q.

	

Does this conclude your surrebuttal testimony?

23

	

A.

	

Yes, it does .
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COMPANY
AGL Resources Inc . (NYSE-ATG)
Atmos Energy Corporation (NYSE-ATO)
Cascade Natural Gas Corporation (NYSE-CGC)
Chesapeake Utilities Corporation (NYSECPK)
Delta Natural Gas Company (NDQ-DGAS)
El Paso Corporation (NYSE-EP)
Energen Corporation (NYSE-EON)
Energy West Incorporated (NDQ.EWS7r)
EnergySouth,Inc . (NDQ-ENSI)
Equitable Resources, Inc . (NYSE-EQT)
KeySpanCorp. (NYSE-KSE)
Kinder Morgan, Inc . (NYSE-KMI)
Laclede Group, Inc. (NYSE-LG)
National Fuel Gas Company (NYSE-NFG)
New Jersey Resources Corp . (NYSE-NJR)
NICOR Inc. (NYSE-GAS)
Northwest Natural Gas Co . (NYSE-NWN)
NUI Corporation(NYSE-NUT)
ONEOK Inc. (NYSE-OKE)
Peoples Energy Corporation (NYSE-PGL)
Piedmont Natural GasCo., Inc. (NYSE-PNY)
Questar Corporation (NYSE-STR)
RGC Resources, Inc. (NDQ-R000)
SEMCO Energy, Inc. (NYS&SEN)
South Jersey Industries, Inc. (NYSE-S)T)
Southern Union Company (NYSE-SUG)
Southwest Gas Corporation (NYSE-SWX)
Southwestern Energy Company (NYSE-SWN)
UGI Corporation (NYSE-UGI)
WGL Holdings, Inc. (NYSE-WGL)
Williams Companies, Inc. (NYSE-WMB)

AVERAGE

NATURAL GAS DISTRIBUTION
NET
PUNT
PENS
REV
f0 -
2.39
0.49
1 .04
0.98
1 .57
2.30
1 .70
0.50
1 .82
1 .69
1 .29
5.52
0 .57
1 .45
0 .38
0.93
1 .98
0 .95
1 .25

& INTEGRATED NAT. GAS COMPANIES

12 .7
15.2
11 .9
17 .2
16.1
14 .8
9.2
7.2
14 .7
12.4
12 .0
14 .9
14 .0
NM
12 .9
6.9
6.3
19.2
18.1
12.2
NM
12.9
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' Murray, David

From :

	

CUSTOMER SERVICE [VLCR@VALUELINE.COM[
Sent :

	

Friday, May 21, 2004 4:05 PM
To:

	

david .murray@psc.mo.gov
Subject:

	

RE: Account #160270

Dear Subscriber,

April CD was mailed April 20,2004 May CD was mailed May 17, 2004 .

Sincerely,
Zohara Persaud
Client Relations Department

THIS TRANSMISSION CONTAINS INFORMATION INTENDED TO BE CONFIDENTIAL AND
SOLELY FOR THE USE OF VALUE LINE, INC., AND THOSE PERSONS OR ENTITIES TO
WHOM IT IS DIRECTED . IT IS NOT TO BE REPRODUCED, RETRANSMITTED, OR IN ANY
OTHER MANNER DISTRIBUTED . IF YOU RECEIVED THIS MESSAGE IN ERROR, PLEASE
FORWARD TO POSTMASTER®VALUELINE .COM .

-----Original Message-----
From : david.murray@psc .mo .gov [mailto :david .murray@psc .mo .gov]
Sent : Friday, May 21, 2004 12 :02 PM
To : vlcr@valueline .com
Subject : Account #160270

I had asked a customer service representative to send me an email indicating
the dates that the April and May 2004 Value Line Investment Analyzer CDs
were sent to us . I believe she indicated that the dates that Value Line
sent these were April 9 for the April CD and May 7 for the May CD .

	

Can you
please confirm this? Thank you in advance for your response .

This transmission contains information intended to be confidential and solely for the use
of value Line, Inc ., and those persons or entities to whom it is directed . It is not to be
reproduced, retransmitted, or in any other manner distributed. If you receive this message
in error, please immediately delete it and all copies of it from your system, destroy any
hard copies of it and notify the sender .
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Cash A .4 3.7 18.9
other 31 .5 35,6 28.9 pas to over 200,000 customers in Weshin9iftr. arm custom. In Nalhwsst

PiPerns
aine Corp . septic str ,9Y.

.
Eard
Est'd

plant ap: 2
2802, tom . NromJhpul wen 121 billion cu . 8 Core customers:customers: ins . Has arouaround440 emyoyees. officers

ers
and own 1.491 dCurrent AeOm 31.9 38.3 ~ rosidmtat mmmaciel, firm Industrial .ialbl, TIeMptibb (67% 07 spa. eon . (12102 Paxy). President and

Chief
Exea9ve Ofiwr : W. BrianArils PayaOb 73,5 12 .6 12.2 margin, 20% of gas CalyeOes): norm : Rmusldal, oenaporla6an Matsuyama Inc: WA Address: 222 Fakviw Ave. Nomh. Seattle,Dabs Due 40.0 -- --DDar 1B .9 23.1 17.8 Strike (33%, 80%). Carver pulp & papa, Plywood . dam. (enitiz. WA 98t09 . Td.'. 2066243908 . Internet: www.ugc.oxp .

Current Liab. -7T4- --357 _
311-0 We believe that Cascade Natural Gas' tars should enable the bottom line to ad-Fu . Chg . Cm. 352% 235% 270% bottom line will bounce back substan- vance roughly 10% annually over the

ANNUAL RATES Put Past Esrd T0.'02 tially in fiscal 2004 (ends September 2006-2008 horizon.ddnlge(pesh) 10Yn gym 1008'1 3:Otlt), Demand from residential and tom- But a considerable amount o£ plantRasmnuas 2.0% 10 .5% 5.5%
"Cash Fbw- 2.0% 8.5% 45% mercial customers should recover nicely, and equipment spending will likely be
Fard2ss 3.0% .5% a.s%

213 .0%.5% .5% assuminging a return normallycold
weather patterns . Furthermore,urthermore, if the sup- account breakups . For fiscal
Ply °f hydropower tapers of(. Consumption D09, man

i
agement estimates that capital

Fbcal OUAIOERLYREypiUES(smJQA Fu9FIwa1 from electric generation customers ought expenditures will be about $35 millionv".En~er Du.31 Mac7t Ju .70 Sep.30 year to perk up. Cascade should also be helped (roughly 25% more than the prior year).
1000 73,8 .8-8-8-4-1 .9 377 41 .9 by apro ram designed to decrease employ- We think this figure could range between
2001 105.0 124.7 64 .1 42 .0 335.8 ee bena11L5 costs by between $3.0 million $45 million and $55 million annually over
3001 102 .8 122.3 56.6 391 321.0 and $3 .5 million annually. At this point in the coming 3- to 5-year period . To help ft-2003 100 .5 109.3 538 39.2 302 .8 time, we look for earnings per share to be Eunice these programs, the company
2004 105 128 63.5 43.5 JI0 around $1 .35 in fiscal 2004 . should continue t° make use of the capitalFiscal
E,a;

FARNMGSPERSUREAIS
Doc,71 II Jun.SO Sap.70

a1
yes, The cam an has the potential to post markets, keeping

p
rpressure on the debt

Build shays-net advances over Ute recto .
2000 .69-.89d- .19 1.39 2006-2008 period. A generally favorable The stock offers a healthy dose of cur-
2001 .76 .81 .05 3 .15 147 economic environment in Oregon and rent dividend income. Future increases
2002 .56 .66 3.06 3 .23 1 .13 Washington has enabled average annual in the payout are likely to be slow in com-
2003 .60 .67 018 3.22 .87 customer growth to rise at a healthy mid- ing, though, as cash flow is utilized to ex-IOW .65 .95 NI dill 1.35 rate the and it the distribution to accom-Burgle-digit over years, pand gas system
Ca4 QUARTERLYDIVIDENDS PAID c. Full seems that this trend will persist. More- modate customer growth .
ends, Mar,31 Jua30 .30 Dw .31 Yom over. given the environmental advantages Cascade shares are ranked to under-
1999 .24 .24 .14 .24 .96 of natural gas and assuming that prices perform the market for the coming
201 .24 24 .24 .24 96 are at reasonable levels . a portion of new year. That's based on recent price and
2001 .24 24 .24 .24 .96 customers may come from conversions earnings momentum .
2002 .24 .24 .24 26 .96 from alternative fuel sources . These fac- Frederick L. Harris. III December 19, 2003Will -

(A) Cal. yr. thm . 12195. Changed to 130 float (5C1 . Mal age . no due late Jan.~(D) hd. delenedcharge . In'02 : 526.8 m01 ., Company's FinancialStrsnglh B
yr. k'96. (B) P,mary age . Nru.'97, Nam iC) Divmande luslwcaly fund m the m,dda of 2,43M, (E) In moll ., ei for Slk soil . stock's Price SablUy 90
diluted. Ead. nonroa gains (Ivsses}:'91, 194 :

liner.
eb ., May, Aug.. NO . -Diva minml. plan Pde. Growth Puaietenee 40

'93,30;96,(11p);'9B,(2F);'99,(lPl:'01avail.
I EarningsPradlebb7Bty 70

e 7007, Ywa lie P.a It All resmea, famat nebbl is stores Yam seem believed b m relebe and H x"ed wine xananda d Vd. To subscribe call 1-800-833-DD4.51BLE Oll- J-THrvU911S- E~RMIOtR ERRORS ORI35De5HEREIN, 7his psswuea.. .n, tre msadhlnsd<ma'swm,mnmnmrtaa,ilarmlme"sau,mnm,btrn .mraa, .,m .hnm[nNrmi-wuQUOmtia
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1987 ~~~~ ~~MEELEMILamIrk' I lr ~ , . oVALUELMEW&IXC . 6"08
1(1.44 10.02 1660 16.01 - 15,99 616.08 t8.02 19.22I 77.03 T(L22 25.91 2659 33 .98 44 .13 76 .82 66.171 93.20 9615 Revemaspesh A 70400
1

1.9J 1 .15I-1..01_

3 3.21 165 "Cash FIW persh 4,M
1 .10

1 .95
65 .55

1 .01 148 1 .1~2 1 .8 1 .97 1 .201
1237 245 Earnings; per on

1.00__ 1 . _1 .03 189 T.30 DNOaMrfdpeeshce 1
.400

!
1 .81 1.85 1.66 1 .53 1.70 p9 Pewngprsh 40

r " il I I 1088 11 .35 12.43 13.20 132 1515
1.

17.55 Baok Yalw p> sh o 21.40
13.44 - 1W 1 T7 2W. - 21.111 24.43

11.6 13.0 24 .0 22 .3 12.414,7
.98 .96 9B 178 761 .75 .89 .85 .78 85 .78 Bg .87 96 13 .78 .R ReMiw PIERaBo 1.00

8.4% 6.9% 72% 62% 8.1% 7.5% S.B% 6.2% 6.7% 5.6% 5,3% 4.6% 4.5% 44% 1.2% 3.9% 3.7% AvpZ'IDNdYINd 20%
CAPITAL STRUCTURE as of 6130103 454.7 498.7 454.6 540.5 696.5 710.3 904.3 1164 .5 2(48.4 1830 .8 2544 .4 2625 Revnues (lull) A 2600

30.5 33.9 31.6 38.7 41 .5 43.3 44 .9 47.9 523 56 .8 65 .4 65.0 NIAPmnt SmM 710
Total0eb13300 .7ma. Oust in 5 In1125.0 mid. 7DA% 32 .6% 333% 30 .4% 36.2% S7 .B% 38.0% 38.7% 39.4% 38.0% bramolupau 360%LTO*Elf2737mfi . LTIn~st$t60m01 . 6,

67%
6.B%

3TOYe
78% 7.1% 8.0% 6.1% 5.0% 4.1% 2.6% 11% 26% 25% NutProfit 29%InoI .S.7mlp.wpitalileem.

(LThlerea eanll6.8x; 53.5% 54 .3% 557% 50 .7% 49.3% 51 .2% 48.7% 47 .0% 50.1% 506% 39.0% 36.5% Lang-Tem1 Debt Ratio 36.5%
tplallalemelmunraga :6 .1x) 12.6% 42 .0% 41.0% 45 .8% 47.1% 45 .8% 51 .2% 52 .9% 49.9% 49.4% 61.0% 63.5% Cornmoo Ralo 625%
PensionAneet"02 $6.3 ma. Mid. S27.3 ma . 580.9 5958 8322 598.2 590.6 638.2 1904 620.1 7062 732.4 7 740 Tda past (img0 960
Put StuckNorm 6328 6404 598.1 855.2 89.4 680.0 7054 730.8 7439 756.4 765 76f N4Spiad all
Common $MR27,202.388sha . 7.3% 7.5% 7fi% 61% 66X 67% 90% 90% 8.5% 8,7% 165% 9.5% ReeunonTotal rapl 8.5%

l7131103 11 .3% 12.5% 127% 13.1% i 13 .9% 139% 14 .8% 14.6% 14.8% 157% 150% ltd% RebononStar.Equity 125%
NUOUP:$ 1.0minion (MW Cap) 115% 12 .9% 131% 135% 114.3% 114% 14 .8% 14.6% 14.9% 15 .7% 15.0% 14.0 Roou MCCME 125%__
CURRENTPOSRION 2001 2002 6730443 1 .6% 2.6% 28% 34% 4.0% 44% 5.0% 5.4% 6.1X 69% 7.1% 6S% RatahltOtoCOmEq 55%

6MtL1
s 2.9 67% 81% 7818 78% 73% 71% 67% WX 59% 56% 51% M AIIgYd7I0NMPlof 11%

CAST Asset 4 .0 1.3
Other ~257.S8 355.7 449.2 BUSINESS: New Jersey Renames Cory. is Ins nothing oompary robs and wholesale mural gas and related energy sarvnm to (15.
Current Assets x -BT6 _iM for New Jersey Natural Gas Co., a normal gas; utility (about 444,000 Iomers in 17 slates. V2 depm. role: 3.0% . Esfd plant age : 8

cuslomas at 9130/03 in Monmouth, OCPEn, and pads of other N.J . years. Has 547 utility employees, 16,300 slekhdn. Offers. 8 due .
Accts

Due
Pa yable 382 39.7

86.3DW 86.8
33 .2
107.0 counties. Fea12003 volume: 110.7 Oil, ctl . t . (61% fm, 7% inter. own about B% a=raw slack (1/03 Proxy). Cushman and CEO:

One 158.8 240.9 320.4 rutting industrial and stet utility, 32% 0650tem and capacity Laurenee M. Dames. Inc. : N.J . Addr. : 1415 Wyckoa Road, Wag.
Current Wb . 293.3 ~ ate- release). New lemy Natural Energy subsid . provides unregulated NJ 07719. TsL: 908-938-1480 . Web: ww.nialvirg mm .
Fu . Chg. Cov. 499% 507% 457% Fiscal 2003 (ended September 30th) creased profits almost 80% in fiscal 2003,
ANNUAL RATES Pat Past Esrd'W'02 was a banter year for New Jersey to $11 .4 million. The dramatic rise reflects
=lpo0) tom Bnt. to%N Resources. The utility posted its twelfth increased storage and capacity utilization.Revenues 14 .5% 24.0%., Cash Flow" 6.5% 6.5%

9.0%
6.5% consecutive year of earnings gains. fueled and greater pricing volatility. With its sub

Eslr9ngs 10.0% 7.0% &D% profitable growth at its tore subsidiary. stamial transportation and storage assets .

mhdyaWe 76% 5.0% 3.0%

~
end Jersey Natural Gas (NJNG) . Indeed, the'company is well-positioned to capital-

the company' added over 11 .000 new cut- ize on this volatility, while protecting itself
Final DUARRAYREYBIUESISML) A Fiulll l comers in 2003, maintaining Its nearly 3% through financial hedges-which have re-
End. Doc31 Mar.31 Jun.30 Sep"30 Yur annual growth rate . which added over $6 suited in higher earnings.
2000 263.4 369.0 241.9 284.2 1164 .5 million in margin . Approximately 35% of Though untimely, New Jersey
2001 667.5 8900 260.6 230.3 2048.4 the customer additions carne from residen- Resources offers the likelihood of a
2002 395.8 525.8 442.3 466.9 1830.8 tial conversions to natural gas heat front continually growing dividend . Recent-
2003 668.9 1152 .7 369.7 353.1 2544.4 other energy sources, such as oil and elec- 1y. the company raised its quarterly divi-
2004 675 1175 415 350 2625 tricity. Since much of the infrastructure is

lg.
by 4.8%, to $0.325 a share, the ninth

Flwl lass
Eves

FARXRIGSPERSWIRE
On .31 1197 .01 30 .76

Fan
Fy;;l alreadyY in Place, these conversions require Lnvease in the past eight Yeyears . Based on

Seia .30 lower set-up costs for the utility, and, so, our estimates, N.JR"s dividend payout ratio
2000 .fi0 1.79 .12 6.12 1.79 are more profitable . Weather, too, was on will approximate 54% In fiscal 2004 . Con-
2001 .67 1.23 .16 6.10 1.95 the company's side. Temperatures for fit- tinued customer growth. coupled with con-
2002 .73 1.29 .17 6.09 2.09 cal 2003 were 13% colder than normal and tributions to returns from the company's
2003 .85 1.50 .i6 6.13 238 35% colder than last year. Given the wholesale business and off-system gas
2004 .85 1.48 .fS 606 215

strength of its gas distribution business, sales should allow New Jersey Resources
Ca. OUARTERLYDIYIOENDSPAID c" Fall we believe New Jersey Resources will con- keep its track record for steady profit
ends, Mar31 Jun30 Se .30 31 Year tinue to grow earnings over the next growth intact. Modest share buybacks
1099 28 .28 .2B .2B 1.72 several years. should aLso boost earnings per share.
2000 .287 .261 .287 .287 1.15 Wholesale energy services are aug- Moreover. cautious investors should find
2001 .293 .293 .293 193 1.17 menting the bottom line. NJR Energy the stock's above-average Safety ranking
1002 36 .30 .30 .30 1 .20 Services, which provides bulk natural gas and strop price stability appealing.
2003 .3t 71 .31 .315 sales, storage, and fuel management, In- EdwardPlank December 19. 2003

'A1 Final year ands Sept. 30th. April. July, OciaEEr. s Dividend reinwslment (El in millions, adjusted IV -6014. Company's fvunsial Slnngth B""
(B1 Diluted earnings . Next earnings rood our plan available . (F) Earnings may not sum due b flanges in Sleek's Prtw stability 100
mid January. 101 Includes deferred charges . AI 930/02 : shares oulstardinp . Prka Growth Pesislanea 90
(C) Dividends mstatrary paidt ray JamJaly, 3196.9 mill ., $7 .171x11 . Earnings Predictability 100
. 7003. vas" l+r eel ns Ar nsmem smut mYsa s mwmMn wren e9ewa m he mii and h pto,YN

ssuistrionNYtb7sewtrIX,rnmIQUY.iIQtnilL% past
rau4 seem G and

TO subscribe call 1-800-833-0046THE Na6nERRISACTRE.- " . nu. . "51&ER`rAaYEdN~NSDRUw MSNEREIKDisxr x,4r Inn x, Mmw xm4rhwnv wind t v ra>DnC Ylaa7wYL SwWaQ OIOea.
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1969 17 .39 15,22 17.02 16,74 11.70 18.15 18 .30 16.02 16.86 tSBZ 16.77 78.17 21 .09 25.78 25 .01' 2260 2435 RwmOaspersh 79.50
2 .38 2.79 2.85 3.4 257 3.25 3.74 3.50 3 .41 3.86 3.72 324 3.72 3.68 396 3.65 100 4.05 'Cah RWparch 4.50
1 .20 1 .33 1 .58 7 .62 .6 7.4 174 1.63 1 .61 1 .97 1 .76 1.02 1.70 1 .79 1.88 1 .62 1.75 1 .95 Eammpspesh A 12
1.04105 1 .07 110. .11 1 . 5 1.17 1 .17 1 .1 1 .20 1 .21 122 1 .23 114 1.25 7.26 1.27 1.30 Dints Deiparan

lie TIT
2.17
~~~~'

3,58 .73 3.61 4. 3.02 3.0 07 4.02 4.8 34 323 3.11 100 1 aPI mppea
10.92 1223 12,41 13 .08 13.67 14 .55 15.37 1002 1659 17 .11 17.93 18.56 18 .86 19.40 2120 Back Velusperan c 2120
7 69 1 .96 -

1 -IT"
.14 17. 17.6 7911.'.-EW 21.73 71.56 2286"}y; rsx,i1YA7~'tlhlii5 "7i7.ia Cenmel MOWC9 7000

11 . I 9 . 7 12.9 7a0 1 , -77' t4 .4 3 171 seer, .~. Avg Mn'I PIE R8OO. 11 .
79 e5 .70 76 179 164 .76 .05 .86 13 .83 1 .39 .87 Bt .65 ,90 save RNaOwPIERatio .75

7.3% 7.7% 09% 6.7% 5.9% 5,7% 51% 5.5% 5.7% 5.2% 48% 4.5% 5.0% 1616 S.tY 4.5% AvgAren't pWdYield 4.9%
CAPITAL STRUCTURE as of 8130103 358.7 3603 3563 380.3 361.8 478.7 455.8 537.1 860.3 641.4 505 635 Ramnuas (Smill) 82S
Total Deet$543.7m0. Dueio5Yn$ffOmM. 37,7 355 38 .1 46.8 43.1 27.3 M.9 47.8 50.2 438 415 70.5 NotPrifil3mi0 65.0
LTD$6IS450.B mm. LT InIS1 111 2 . co 370% 36,6% 308% 36.9% 32.9% 310% 35 .4% 35.9% 35.4% 34.9% 310% 31014 Impose To Rate 35.0%n 5MIL 7V40 dabs . 311112

each
mm .

into 50 .25 We . ses . a t $78.90
due

. 10.5% 9.6% 10.7% 123% 11 .9% 84% 9.9% 9.0% 7.7% 6.8% 20%0% 8.0% NdPmjit in 7.9%
(Total interest cwerage:2 .9s) 47.5% 47 .9% 435% 411% 118.0% 45.0% 46 .0% 45.1% JO% 47.6% 47.5% IflCA tmg-TarmOebtRWa 18.0%

45.0% 45 .1% 50.3% 52.8% 49.0% 50 .6% 49 .9% 50.9% 532% 51 .5% 525% 51A% Common E We 520%
Pension ASsaa12M$143.2mill . ObHg .$1851 _57_52___(T7_.7___64_3_3 6574 748.0 8156 867.5 687.8 880.5 9373 9S0 1020 TOWedptYI$MIO 1250
mill. 606.9 654.3 697.2 745.3 827.5 894.7 86$.9 934.0 965.0 995.6 1060 1100 Not Flats 'I 1325
Pfd Slack None 8.6% 1 .616 7.7% 8.9% 7.4% 50% 6.8% 6.7% 6.9% 5.9% 6.3% 6.5% Return Do Total Orion 7.0%

12 .5% 11 .2% 105% 12 .1% 10 .7% 6.1% 9.7% 98% 10.0% 89% AO% 0.5% RebmonStar. Equity 10.0%
Common Stock 25 .85B.8t8sts . 13.2% 11 .8% 70,9% 12.7% 11 .0% 50% 9.9% 10 .0% 101% 8.5% 9.0% 1 8.3% Return onCold Equity 10.0%
MARKET CAP $715n4ilion Israeli Cap) 4.4% 3.3% 3.0% 50% 3.6% _WF_ 3.1% 7.5% 1.9% 25%' JO% ReWmdt&C=EO
CURRRMENTPOSmON 2001 2082 $13013 70% 74% 74% 63% 70% 178% 74% 70% 67% 79% 73% 61% ANDN'dstoNetPIW 59%
Cash A35ers 10 .4 7.3 7.0 BUSINESS: Northwest Natural Gas Co . (doing business as NW rights on Northeast Pipeline sys, to bhig gas to market 0.3 local
Other 199.9 186.7 124.2 Natural distribute; natural pas al retail to 90 communities, 540,931 underground storage . Gas revs: resldenll S content't 88%; Md. . 9% ;
Current Assets -fi03 -Z'.5 _ff aslomes, in Oregon (96% of revs.) and n wuthwesl Washington transport and other, 3%. Employs 1,260 . Has 10 .359 corn .
Acels Payable 70 .7 74.4 53.0 smm, Principal ones served : Portland and Eugene, OR; Vancouver, Induces . Insiders own about 1% of mm. Clrmn: R.G. Reiten . CEO:O Due 148.3 89.8 92.9
Other 54.6 40.8 47.1 WA Service area WWlaton : 2A mill. (77% in OR). CorePerry buys M.S . Dodson . Inc.: OR. Addr. : 220 N,W. 2M Am., Portland, OR
Current LAW 273.6 -2b30 -{53,6 9a° supply foo^ Canadian, and US . pmdunn; has ttan$pdlali]n 0209J1.
Fit.C ,Cov . 285% 296% 275% Northwest Natural seems ~leased The rate order, importantly, includes
ANNUALRATES Past Past Eard-06'02 with its rate case settlement . Thfs gas a weather normalization clause . For
oldagelorml tom 5YM nro6109 utility filed its rate application about a the first time, NW Natural 1s permitted to
Revenues .0% 8.O% 3.5%

0.5% 3.0% year ago and was able to achieve a adjust its tariffs upward to compensate for"Cash Flow - 2,0%
Earn

5.5% - 5.0% negotiated settlement with its Oregon rag- -than-normal weather in the re-
Oividanas 1.0% 1.Ox 1.5% ulators late last summer. Management

gion
gion during the heating season . By the

Book Valua 40% 4.0% 4.0% gave ground on some of the issues con- same token, it will need to lower its rates
cab 0UARTERLYREVENUB0m8q Full tamed in the original application in order to allow customers a break during a
mode Mar.31 Jun.30 So Oac.31 rear to realize the financial benefits in time for colder-than-normal winter. With weather
2000 186.6 85 .1 61 .2 1982 532.1 the current heating season . In essence, traing capricious, normalization accounting
2001 2179 118.2 784 236.4 650.3 Northwest has been permitted a small rev- should result in a smoother upward earn-
2002 278.6 101.9 78.7 782.2 641.4 eanYe increase to cover higher operating ings curve as the customer roster contin-
1003 2065 117.5 69 .5 191.5 585 costs and better recovery of expected in- ues to grow in the Pacific Northwest's in-
2004 220 120 80.0 205 635 creases in gas-supply costs. A portion of dustrialized economy. Notably the new
Cab EARNINGS PER$RARE" Fuji Oregon's approvals includes a revenue rate design should establish a more predic-
endar lin31 Jun.30 Se .30 Dua31 Year deferral for the company's expanded table cash flow, making it easier for man-
2000 1.20 OT 1122 .T4 1.T9 storage system and added distribution agement to blueprint the capital budget
2001 .99 .17 1122 .94 138 lines, all due for completion In 2004 . and the next round of financing.
2002 1 .32 11 .13 11.26 .69 1.62 (Oregon won't certify new infrastructure Reliable NW Natural shares are best
2003 1 .01 .17 11.25 .82 1,15 as part of the overall rate base until it is held for current Income . Directors.
2004 1.18 .i5 1113 .85 1,95 actually placed in service) . Though the net

seemU11,
to take a cue from this year's rate

Cab WAR7ERLYp110EN05PAD° " Full effect of the latest rate urder is a slightly hike, cently upped the quarterly divi-
andar Mac31 .3g Se .30 Oec.31 Year lower allowed return on common equit to dend by 3 .1%, the largest increase in
1999 .305 .305 .305 .31 113 10.20% from 10.25%. an expanding pant memory for this utility. The stock's recent
2000 .31 .31 .31 .31 124 base should keep yearly earnings moving price takes into account the

annum
step ed-up

2001 31 .31 .31 .315 1 .25 higher, giving the growing dividend better payout, setting the current yield
2002 315 .315 .315 .315 1 .26 coverage. Of course . management will moderately below the gas-utility average.
2003 .315 .315 .315 .325 need to keep an eye on borrowing costs. Gerald HdlLZman December 19, 2003

(A) Diluted eamaps pr sham. UGeD, nor, (B) DMdmds historicalty pad in midFebmary, (C' Includes intangibles. At 127J112: 35.491sh. Company'sFinancial Strength B..
recurrug gain '8 In 0 In for slow Stock's Pace 100,, 50,27:'98, 50 .7

6eC
5:'W, mid-May, Mail and mid-November, news, adjusted sp0 . Stabll'dy

SOA 1 . Neat earrings report due early Fefiv- '99 . mtre dWd of $0.00513K paid Doc. 75.
I

Price Growth Persistence 30
any, -Divdretrweslmentplan available. Eernin9.Pradiclabijity 65
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70% AT74
aso16730103 1258 .9 12795 1033.4 !198.71274 .4 1138.1 1194.4 1417.5 22702 1'825 2138.4 M60Rownns(Sdill)A 2275CAPMALSTRUC

:M1111"
74 .1 74 .4 621 1034 98.4 79.4 84 .8 961 111.7 99.3 103.9 700 Not Pn81 SWU 120TotalDebt $896.3 Due In S Yn $610.0 and 33.6% 30.1% 34 .4% 37b% ;36.1% 76.1% 35 .9% 34 .1% 35.4% 311% 363% M.O% nowneTax Rab 360%

LT Debt $744 .3 pis . U Inlerast $57.0 nal . 5.9% 60% BB% : 7.7% 7.0% 7.1% 6.8% 4.9% 6.7% 48% ' 4J7% NatP10AiW n 0.7$
(Total roweslcoverage : 4 .7x) 45 .7% 494% 492% 436% 42.4% 41 .1% 40.4% 35.1% 44s% 40.7% 46.7% 45.5% Lda9T"1nDe0tRs80 39.0%

54 .3% 50 .6% 508% 56 .4% 57.6% 5a9% 59.6% 64 .9% 55.6% 593% 535% 54.5% Equity Wee 61.0%
Pennon Asaeta"9102 $514.9 mid. 1756.5 1267.5 12[3 .6 1208.3 1243.5 12 0 1290.5 1196.7 iN9.8 13W3 1592.3 1820 TOWGpAalISmIOI 1670Oh8g .5515BmN .
P7dStock uorw 1318 .0 1341 .9 1373.1 1381 .1 1402.2 1446.7 1519.8 1645.3 17539 1773 .9 18362 1975 Naitimd 2305

B.1 7.8% 7.0% 103% 9.5% 1.8% 8.0% 9.5% 9.3% 8.4% 81% 7.!% ReannonlipW Cafl 0..5%
Common Stack 35,686.025 s1b. 11 .8% Il .fi% 91% 151% 13.7% 10.7% 11 .0% 12 .4% 13 .9% 12.3% 123% 11.5% Ream an Shn Equity 120%
(arlstalldkga1T131N3) 11 .7% 11 .6% 9T% 15.2% 13.7% 10.7% 11 .0% 124% 13.9% 12 .3% 123% 115% RINnpCan£ 12D%
MARKET CAP: f1 .5 billion (Mid Cap) 1.9% 1.9% NMF 5.9% 4.7% 1.7% 21% 3.4% 5.0% 3.3% 3.1% 30% RsfalnidfatwoEdt 45%
CURRENTPOSmON 2001 2002 6730103 84% 84% 101% 61% 65% 84% 81% 8% 64% 73% 75% 70% All DWdstoNalFro7 60%
Cash Fssets 77 .1 34.0 70.4 BUSINESS : Peoples Energy Corporation msinistes nahow gas v0. rinsed gas costs and revenue taxes accounted I a 54% of gas par-
Other 652.5 357.9 471.9 its u8iy sidUsidiaies . Peopes CBS LION 6 Coke Co . (approx. mines in fiscal B2. 2002 depredation Pate: 3.5%. Esid pant 0.g :
Current! Assets -73 6 -9" 3b'f.3 850,000 wslonNs at 9730.'02) and Nom, Snare Gas Co. (150,OW) . 10 years . Has 2.3% employees . 25.040 shanlakem Directors
Ac's Payable 296.1 213.9 296.1 i r Chicago and wriheasem Kinds. Fwa 2002 volume : 225 hk arm 1% of camman (1443 Pwq). Chewren end CEO. Thomas Lt
Dabs One 607.5 377.9 152.0 w. A.: nsidenkst 50%; conshooal, e%; adudial, 2%: ninspoll, panics. InC: Him". Mellon : 130 East Randolp Drive, Chlnp
Other 149.6 i70.0 237.1 40%. Main soppier s Natural Gas pipeline Co. of ArPerkz. Pw- IL 60601. Telephone: 312-24UOW. Insured : mAV.pcoN.mm.
CunentLbti . Trim 359-.8 tiSi Fiscal 2003 (ended September 30th) ing drilling efforts, coupled with acquisi-Fu. .Cov. 331% 259% 395% was a solid year for Peoples Energy. tions (the Magnum Hunter propertics and
ANNUALRATES Pan Past E.fd'W02 Weather that was 4% colder than normal . interests in the Corpus Christi West field) .b
Re
odenpelpasll 10Thsrls

.0%venues 66
.5
.5
% and 18.5% colder than last year, was a We estimate that earnings will decline

Cash Flow" 4.5% 4.5% 5.0% boon to the company's gas distribution slightly in fiscal 2004. On the plus side .
EaminOs 3.5% 3.0% 4.0% business . adding $21 million to operating diversified energy businesses are expectedDividends 3.0% 2.0%
Hook Value 7.0% 3.0%

1.5%
6.0% income . Gas deliveries increased 10% over to contribute $0.15-$0.20 a share to earn-

the lower which based drill-year. Unfortunately, pension ings, assumes. on recentRoal glAR7fpL7REYfNIffSl3m81.)" tF ull credits and continually high bad-debt ex- ing activity. 10%-20% production growth
End. Dec.D11 Nnlt Jim.30 Smp.70 Year pense ($42.5 million in 2003) combined to in the Oil and Gas segment. The minuses
2000 411.1 5255 261.2 219.1 1417 .5 substantially offset the weather benefits. include an expected pension expense in
2001 717.0 1073 .8 3185 160.9 2270.2 Avs a result, the segment's operating in- the range of $11 million-$13 million (com-
2002 377.5 522.8 347.1 235.1 1482.5 come only increased marginally (about 3%) pared with a small credit in fiscal 2003)4403 5491 903.8 398.1 287.3 2138 .4 Compared with 2002 . and another year of exorbitant bad-debt2001 525 880 319D 278 2D60
Fiscal poll theerl energy businesses remain expense, which w111 both serve to again

FARIONDSPERSXAREAe real story right now. In the 0.g- depress core utility business results. In all
.

End, DaC31 liu" 31 Jun.30 Se0"30 vo;1
gregate, these businesses accounted for we look for the company to earn $2.80 a

2000 .83 1.62 .31 d.05 271
roughly $60 million (25%) of operating in- share in fiscal 2004 .

2001 1.03 1 .76 73 .04 3.15 come in 2003 . The Midstream Services This mundanely stock has an sabove .
2002

'%7
87 1.55 33 05

1.77 22 'A0.
2,80

r2B7 group profited From better wholesale average current yield. lncomeoriented2003
2004 .8B 1.60 ,27 ,05 20.0 marketing opportunities, while the Retail investors should note that Peoples has al-

comfortableEnergy segment enjoyed higher margins ways paid the dividend with a
Cr . OUAR YgNMNDSPXO a roll and strong customer growth . Peoples' Oil cushion and should continue to have
eider 1 Jun.30 D J Ym and Gas segment nearly doubled its opera- enough room for moderate dividend
1999 .48 .49 .49 .49 1.95 zing income . Obviously, hiGyher commodity growth . Too, the stock is a good holding for
2000 .49 .50 .50 .50 1.99 prices were part of the Doe3L. But. gas conservative accounts, in light of its top-
2001 .50 .51 .51 .51 203 production Increased over 35%, to 62.7 crotch Safety rank.2002 .51 .52 .52 .52 287 MMcf, attributable to the company's ongo- Edward Plank December 19. 20031003 .53

'AI Fecal year aids 5ept 30m (C) Dividends historically paid midJanuary, $33.2 mid., 50 .9LSh . CanadaimsFinancial Strength A
4818ase samings per shah. Excludes azfg April, Jun October. a Oivdand (si~lment N mdkons. Sleek'e rim Stability 100
9arw(bsses):'89, 50 .30:'99,50.22;'00 . pIan ".table .

M
Earnings dent sun due b change in Pike Grvxth persistence 40

1x0.27) . N.4,arnings repel due lele Jmuary. (D) bcbdes defer' dwrgas . AI 990702 : shams wbMndklg . Earnings Predictability 80
a M. LMe line Not Inc A1 rrld LxLd
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6317 6o% 6.0% 5.3% 4.3% 4.B% 5.4% 4.0% 4.1% 5.0% 4.5% 1.6% L5%' ArpMntDNdhdd 11%
CAPITAL STRUCTURE as of 7131707 5528 575.4 5052 685.1 775.5 765.3 686.5 830.4 1107 .9 832.0 1175 1155 Revenues ({mill) " 1335
Total Debt 9507.0 mAl . Due in 5Yrs St75.0 milt 37 .5 35.5 40.3 48 .6 55.2 60.3 58 .2 64.0 65.5 62 .2 70.0 90.0 Not ProlAStop) Idle
LT Debt $460.0 Mill. LTInarestS41 .OMill. 38.4% 37.6% 39.7% 38.9% 39.1% 39.2% 39 .7% 34.7% 34 .6% 33.1% 350% 310% IImem,ToRate 35.0%(LTentered earned: 3 .3x;total interest Overage :
3.7x) 51% 6.2% 8.0% 71% 71% 7.3% 8.5% 7.7% 53%J 75'A I 41%I 7"6% HAProM "^' n 80%

494% 50 .4% 544% 50 .3% 176% 44.7% 462% 46 .1%
~SU%

48"5% lawlerm ebtRiBo 33.5%
PensionAssets-10102$125 .1mill . 50.8% 49 .1% 49.6% 49.7% 52.4% %3% 518% 53 .9%' Cemmm Raeo 65 .6%

Oblig.$149.7met. 563.0 6150 7160 777.1 800.8 829.3 914.7 9764 1069.1 1051 .6 1125 1510 TaWCapIW/SmUB 1345

PtdStool, Nona 854.5 734.9 8013 8620 941 .7 990.6 1047,0 10720 1114.7 11545 1280 1350 NotPOm im9 1570
8.6% 7.716 7S% B2% B.9% 9.2% 8.1% 8.3% 7.9% 7.8% 80% 7.0% RetumonbdCap7 9.0%

Common StocK33.564.851an& 13.2% 11 .8% 11A% 126% 13 .1% 13.2% 11 .8% 72.1% 11 .7% 10.6% 146% 11,016 Retum0Shr.Eglt 11.5%
ssa191m 13.2% 51 .8% 11A% 126% 731% 131% 11 .8% 1T.1% l1 .iX 10 .6% 145% 714% RsWmanComE 116%
MARKET CAP: SiAblifion(Mid Cap) 4.4% 22% 2.7% 39% 4.% 4.1% 3.3% 3.5% 3.0% 1.7% 30% 10% R@WmdtoComEd 10%
CURRENT POSITION 2001 2002 7131103 67% 76% I 76% I W% I 0% 65% I 72% 71% 75% W% T9% 73% AIDNdamNetPml 72%
Ca= 5.6 13.1 13 .5 BUSINESS : PiSOmma Natural Gas Company is primarily a regu. age: 8.7 yeas. Non-regulated opera5aam : sale of goyoeered
Other 169.7 162.7 208.3 lated netal gas disbibutor, serving ova 740.000 mstomesis b headap equiDmenO natural 9a bmkaring ; p10Paw sales. Has
Cnem Assets -IM -IM MI-1 Norm Carolina, South Carolina, and Tennessee . 2002 revenue mix: about 1,715 employees, 18,665 shareholders of record . CEO 8
Adds Payede 41 .1 51 .1 71 .2 residential (3016), dornmeu:iel (22%), industrial (45%), other (3%1 . Presidea Thomas E . Skains . Inooporemd: North Carolina. Ad-DebtDue 341 93.5 47 .0
01her 74.1 60.5 64.9 Principal suppliers: Transco and Temessee Pipelne . Go date: dress: 1915 Rexford Road, P.O . Box 38000 Chadias, NC 28233.
rurtat Liab. --14F2 1031 '173.-f 53.3% of revenues. '02 depreciation rate: 3.3%. Estimated plat Telephone : 704-3643120. Internet ewa.Gedmonoq.can.
Fu . Ch g . Cov. 307% 290% 288% Piedmont Natural Gas completed its 3.5% in 2004 . But., high wholesale natural
ANNUALRATES Past Past Esrd "OM'02 purchase of North Carolina Natural gas costs could hurt net income by as
aleage(prm) 1"Yn era "Woo Gas (NCNG) " The company financed the much as $0.10-50 .15 a share. Indeed, high-
Revenues 5,11% 5.0% 5.0%
"Cah Flow 6.5% 4.5% 5.5%

$425 million acquisition with commercial er gas prices may lead some customers to
Eaminps
0iuldZs

5.5% 3.5% 7.5% paper, but plans to Issue $250 million in switch to lower-cost fuels, as well as in-
5.5% 6.0% 4.0% Long-term debt and $200 million in equity crease gas carrying costs and urt-

Boohvalue 6.D% 5.5% 7.5% to realign its capital structure. The deal collectibles from low-income customers.
FWM OUARI9fLYREV0iUF88muq"

FOR
adds about 18U.000 residential, commer- Piedmont has sold offsome of its non-

ena; Ja3i Apr.30 JuL31 OU"31 Ysilr vial and mdustrial natural gas customers utility interests. In an effort to focus on
2000 2W .5 283.0 1311 147.6 830.4 m eastern and southern North Carolina. it core gas distribution business and other
2001 467.6 408.0 121.8 110.5 1107 .9 and will likely contribute $0.1040.15 to energy ventures in the Southeast, the tom-
2002 288.7 293.9 127.9 121.5 832.0 share earnings in fiscal 2004 (began No- any divested its stake in Heritage
2003 4935 407.8 140.1 1318 1175 vember 1st) . Piedmont plans to direct pane Partners for about $27 million.
7004 465 400 150 140 It55 about o quarter of Its 2004 capital- Similarly, the company sold its interest in
yp+ EARNINGS PFASNARE "°e Fs Spending

NCNG~s
bud et, targeted at $102 million, the Greenbrier Pipeline proect

million.
to Damin-

Ends JanJ1 Apt70 JW.J1 0d.31 Ywr toward operations . ion Resources for $9.2 The pro-
2000 1 .40 1.18 6.32 615 2.04 We look for profits to reach $2.30 a ceeds from both sales will be used to pay
2091 1 .56 113 6.37 6.40 2.02 share in fiscal 2004, which is at the down long-term debt .
2002 126 1.27 6.27 0.36 1.89 lower end o£ management's projected This equaty is presently untimely for
2003 1.74 .93 6.29 6,23 215 range of $2.25-52 .40. and about 7% higher the year 2sad. Still, income-oriented in-
2004 1.55 1.25 6.25 6"25 2.30 than the 52.15 PNY probably earned in vestors may find favor with PNY for its
Cat. OUARIERLYWVIOENDSPAID ce Fup fiscal 2003. Recently approved rate cases good, steady dividend growth . Currently,
ends Mar,31 J 0 1 Yea in Tennessee for $10.3 million (PNY the yield stands at 4%, about par for the
1934 .325 .345 .345 .345 1.36 wanted $18 million) and $29.4 million for LDC group. The stock's above-average
2000 .345 .365 .365 .365 1.44 NCNG (the company sought $44 million) Safety rank is testament to the company's
2001 .365 .385 .385 .345 1.52 should support earnings growth going for- stable finances and SCrong demographic
2002 .40 .40 .40 .40 1.60 ward . And Piedmont should be able to base in the Southeast.
2003 .415 .115 .41$ .415 maintain a customer growth rate of 3.0%- Edward Plank December 19. 2003
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PensionASeaW12102$03.1mid .

Doug
. $81.1 45.9% 49.9% 47.9% 532% 35,0% 33.5% 37.0%

1541%
37 .6% 35.9% 48.1% 4110% 49,076 Common Woo 520%

mill . 674 310.6 364 3248 387.1 401.1 405.9 "as 62 5125 545 500 ToWGPIWI 9 755
PldStock $17 m0l. Pit DNA S.7 mill. 375.4 402.1 422.7 423.9 456.5 507.3 533.3 5622 607.0 6636 700 750 NetPlad 00016,904 Series B she . 8% cum. (8100 pa) eatable

74% 6.1% -7.F%- 9% 6.1% 5.1 7AX 7.4X 6.9% 7.6% 85% 6rJA Re0lmonTpdCafl 35X1067
Common Stock 13,001 .35ocommon She, 10.6% 8.0% 11.2% 105% 10 .5% a.t% 11 .1% 121% 12.7% 12 .1% 715% 110% Re0rnwShr.EOuity 11.5%
in of1713103 10.5% 60% 111% 10.6% 133% 10 .3% 14.6% 14.8% 12.8% 12.5% 115% 13A% ReOMNCom Equity 11.5%
MARKET CAP: 352Smillion (Small Cap) .6% NMF 1.4% i6% 2.7% NMF 4.2% 4.8% 3.5% 1.7% l5% SSX RaoMedloCorn Eq 558
CURRENT POSITION 2001 2002 913003 94% 119% 88

56
85% 84% 112% 7YX 67% 76% 52% 56% 57% JAI DWd$DROPmf 53%

Ca=sts 4,0 4.3 5.1 BUSINESS : South Jersey eausitles, Inc . a a haldt company . Its danspGtion, including 011-syslam sales and 944 maietng, 54%;
Other 210.1 208.4 194.7 subBidiaty, South Jasay Gas Co .. daNltules natural pas to o&system, 4% ; cogeneration. power generation. Has 638 employ-
Cunent Assets X25. = -TM 298,767 cuslomers'in New Jerseys soulam coumies, which cover ees. Directors cool. 0% of mm . shares; Dimensional Fund Ad-
Accls payable 48.2 76.7 64.3 2,500 square miss and indaus Atlantic City . Pnnctpel supplies nt- visors, 62% (3,03 proxyl . Chrmn. 8 CEO. Charles DocieglM, IrrDebt DUx 162.1 777.2 ID4.BDow 98 .8 62.7 72.9

dude TIamWmmenal Gas Room and Columbia Gas Pipeline . cons NJ . Address: 1 South AMY Plaza. Red. 54, Folsom . tU
ownt List,, 31 .1 1 .6

Gn revenue mix: resdenfl, 31%; commercial and industrial. 11%: 08037. Telephone: 609-561-900). Web: weweiinduslries .mm.
Fix. . Coo. 260% 335% 360% South Jersey Industries has 13orgata Casino in Atlantic City.
ANNUAL RATES Past Past Esi'd'o0-'o2 demonstrated consistency In recent The company, targets a continuation
dUagelpssh) IBYra 5ym toV6V1 years- Eemings have advanced every year of sound fundamentals. IL expects utili-

5.5% 70 .0% 3.0%
Crib
"C a9eaea

Flay" 3.5% 4.5% 4.5% since 1999, accompanied by annual divi- tY customer growth to be near 3% for
Ernunps 5.0% 6.5% 6.5% dend increases since 2000 . The sham price 2003, and should remain above the Indus-
ONiden05 .5% .5% 30% has followed suit . reaching new highs in try average for years to come . It also
Book Value 2.0% 2.5% 10,0% each of the last three years. A growing anticipates a rising contribution from win-
Cal. OUARTFRLYREVBNUE51SmOL) Fun customer base has helped the unlity bus-- utility areas. In total, South Jersey is
anaar III mn.30 Se ,30 Dec91 Year mess, but the real key to South Jersey's aiming for a 6%-7% earnings growth rate
2000 167.5 89.4 75.8 183.2 515.9 earnings drive has been the successful de- over the long term. It also announced a
2W1 342.6 218.6 107.9 1681 637.3 velopment and management of nonregu- pollCy of 30.6-6% annual increases in the
2002 1770 84 .2 691 174.8 505.1 sated operations, which seems to be e dividend .
2003 279.8 106.2 90 .1 It 675 Tarity in the energy industry these days . South Jersey Industries is taking ad-
2001 285 120 105 215 725 Earnings are on pace for a record vantage of the low interest rates. It
Cah EARMNGSPER9MEA Full hi~h again in 2003 . We are looking for has issued over $100 million in long-term
Small Mu31 4un.30 ,3B Dec,37 you fut7-year share net to come in at 52.65, debt during the second half of this year
2000 1.68 -- d.35 .83 2.16 compared with $2.43 in 2002 . During the that caries an average yield of 4.98%,
2001 1.87 d.02 E32 .76 2.29 seasonally weak September quarter, the using a good portion to retire debt with
2002 1.65 .06 d27 ,99 243 company better than halved its losses to significantly higher yields.For instance,
2003 1.86 .16 d.13 ,76 265 $0.13 a share from $0.27 a year ago. The the company paid down $32 million in
2004 1,90 .20 0,15 ,85 280 Improvement was led by nonregulated ac- 6.95% mortgage bonds in mid-October.
Cs. 0UARTERY018DENDSPAID a- Fun tivities . Profits from wholesale energy This issue has proven itself as a good-
enUar MW31 Nm,SO SaI Det.31 Year marketing grew by 51 .2 million as a ret quality income stock, though -t has
1909 ,72 .36 .38 1 .44 of effective storage and pipeline capacity downside risk should earnings fall short of
2000 .36 .365 .365 365 1 .46 management- Also, net income from onsite expectations, van this year's uptick in
2001 .365 .37 .37 .37 1.48 thermal war generation was $700,000 share price. Note, too, that (t is trading
2002 .37 .375 .375 .375 1.50 due to t to commencement of SJI's first within our 2006-2008 Target Price Ranqe.
2003 .385 .365 .385 .790 thermal power plant servicing the new Michael A Maloney December 19, 2003

(A) Based on &g . she . ExrJmemecv. gam EO.OCI . Exd. 9liadue b aal'D change. 93. (C) In mil. (D) Div . typiratly laid in January will Company's Flnandm Strength 8+ "
(less) : O7, $0.13. Exd gas (losses) from d1s- ( .04;'01,3p,14 . Next egs . report tats Jen. (8) be paid on December 30, 2DD3 . Stock's Prig$tawny 100
Sam. o~s-'96.$1 .14;'97 . (30.24)" '98 " /50.26); Dividends historically Paid eeM Jen . . AP. . Jul ., Pro, Growth Penlabnce 60
99. (50.02J: 00, (30.041 ; Vy (SO.OT) ;'02, aM Od . " ON. mimasL pWn avail. (2% dec.). Earnings Predictability 80
a AY4l VISA, oe Nat AA, r6evM Papat mwrdl N daswd leer SOMr1s DdMM m h tefM. wM in PaxidIS wI4W wwrwees a ad

TD subscribe call 7-800-833-9946IS51eLE pan
rev, -NHEPnR6WFSRRHDiR l,a~M..,is,e,w,vli,am �w.AvLHr,~-n,nr6wnn :gANYF9R0R50RQW55DN5HEREN7NS~tOfOYPInbkdy05tAF.~ea'saMron+atmiedY.igMdtaeM:~wM,smile,ivanmlweMaSin~A'mbN-lOmKxl
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HP 21895 03105 21885 trend 1 .5
II1l11111111Il1111~11(11 11111111(1111(111111111 1 1111 " I .111111111111111111111 5yr. 27.9 653

1987 1988 1989 1990 1991 !x 1996 1997- 1998 1998 2003 11111111 2001 2002 2003 2004 Oil LINEPUB INC. 648
20.17 10.17 19.52 7875 77 .50

2Illl
12.31 21 .55 21 .69

_
19 .30 2219 2476 2374 20 .92 22.19 29 .90 31,0 4248 7500 R"vmuespershA 40.68

2.03 190 203 2.17

~

1.17 2 .25 2 .43 2.51i 293 302 2.79 2.74 3.20 3.24 2 .63 to 3Q 'CashFImN'parsh 410
t .ad 1.26 1 .72 126 71d 1.27 1 .77 1 .42 Ld5 1.05 7 .0.5 L5d 1.47 1.79 7.88 ) 230 } 1.70 Eanmpsperah a 205
.90 .90 .97 1 .01 1,05 1 .07 1 .09- J 1 .11 ~̀1ll.12~~lTTitLy!~~ 1 .17 120 1.22 1.10 L 1718 1 .27

1.141
1.261 1.71 DNMDeel'dIN

an c" 1.33
720 3

13 .661
202

f
267 - E 283 'ap'I eMiMpaN.

13 .46 1472 1531 1465 Book Vanparan 1540
DernnnRSIMU r =

770 9.6 106 11 .7 12,8 136 - 13.6 14 .0 - 127 1 11:5 FIET - 17.2 ~.3 - 14.6 14.7 - 23:1 127
-

VO o
74 .20 .20 87 .82 82 .92 .92 ,85 .72 .73 .B9 .99 .% .75 1 .22 .69 RebiyePIERatio .95

7.2% 76%% 75% 6.9% 72% 6.2% 5.3% 5.6% 61% 64% 5.0% 45% 4.8% 4.BK 1.6% 4.8% 46% Avglun'IowdeflNd 47%
CAPITAL STRUCTURE inof9130103 894.3 914.9 828.7 M.8 10558 1040 .6 0727 1031 .1 1446.5 1584,8 2062,8 1700 plasmas(ilad)A 1975
TolzlDebt BIM milk Due In 5Yn 368.9 m11 . 55.1 605 62.9 818 82.0 66.6 68.8 84.6 89.9 55.1 lt2.t 850 NN"t 4mM 100
LT DOW S620 .7MY1 . LT Interest $40.0 Mill . 38 .6% 38.7% 374% 37 .7% 36.9% 356% 36.11% 36.1% 396% 34 .0% 431% 320% Income TasRate 370%(Toblinterest 00verate:2 .8.) 62% 6.6% 76% 8.1% 7.6% 86% 1_7.1% B2% 6.2%1_35% 531% 4.9% NeiProfit Martin 41%
Pension Ass"ts-a'0256112mi001dp.5567.1 41 .7% 400% 378% 37 .6% 41 .1% l 457% 42.3% 410% Wlo-TennOeMRmo 40.0%
Milk 54 .9% 56.7% 559% 59 .4% 56.2% 52.4% 558% $7.0% Coal Redo 86.0%
Plaer1ad61ock526.2m0.PIdDkrdS1.3md . 0348 3 1006 911.1 1049.0 1064.8 1215 1299.2 54008 14625 1456 .2 -1465TthcapBa01aN1 1575

921.1 R5.0 1056.1 1130 .6 1217.7 1319.5 74027 1460.3 15197 1606 .8 1700 1750 NotPlant Rnfl 1070
Common Stock 411,601),981 she. 8.1% %% 87% 10.1% 9.3% 8.0% 1.1% 7.9% T.9% 53% 76% C11% RettllnanTOWCap1 6,5%asdTMAW
MARKEYCAP: $1.3billion (Mid Cap) 113% 11 .8% 116% 13.9% 13 .3% 10.6% 9.1% 11 .4% 11 .0% 7.0% 133% 4S% RoWmonsl¢EgUy 10.3%

11 .7% 12 .2% 720% 144% 73 .7% 11.1% 9.9% 11 .7% 172% T,2% 13,7% 10.0% Return an Card Equity 11.0%
22% 2.6% 28% 56% 5.1% 25% L8% 3.7% 18% NMF 6.D% 25% Finlandto Coal 75%

CURRENTPOSITION 2001 2002 91M3 81% 79% 77% 62% 63% 78% 6296 03'20 67% 112% 57% 75% ADDWdstoNetProf 00%
Racal

Ome ASSe15 12 .1 2.5 4.5
360,4 338.3 393.8Omer

9U3111ESS : WGL HGCslgs, loci s 6a Team dW. ai a Gas aides energy reared pm0ecm in me O.G. mmm win; Vin .an, Gm
Current Assets 5933 3O

as a Moat pas u N Waanon, D.C. end
d

adjacent Energy Bye. 2_05 e5 canml heating, ventilating. elf
1584

areas
of VA, end MD.

to m
asomfl an calan7 o (939 .291 roc. systems. Has

Kea
1105 employees Off./dir. own less than 7% d

AccPO"Me 116.8 138S.5 158.4 normal. Hampshire Gas, a Imiemlly regdalad sub.,
.,
operatesoperates an to commonmmon t

crock (1/03 proxy). Chaiman 4
Is
CEO: J .H. OeGnBm-

Deb1Due 181.2 133.3 191.8
Omer 61 .9 85 .1 48.9 underground gassloage facility in WV. NOfrregualed sues, : Midi. Inc.: D.C. and VA, AdUae3: 1100 H 51 ., N.W., Waaagm
Current Oaa. X58.3 -3375 4677 Watt . Get Energy Svw. ad. ends dalivere naWral gas and Olo- O.C.20090.YOU. 202-624-6410. alamet "wnm'ookko oun,
F'a.Ch cov, 381% 337% 325% Earrim for WGL Holdings were looks to continue with the development of
ANNUAL RATES Past Past Eard'a0-'02 stroa,g ~

s
n 2003 (fiscal year ended Septem- Its nonregulated businesses, which con-

achalgejpasn) 107M 5Yra a'WI$ bar 30th) . Share net more than doubled to tributed less than 3% to earnings m 2003 .
Revenues 4.6% 5.0% 8.5% $2.30, from $1.14 in 2002 . The bottom line Meanwhile. it is reviewing ways to trim'CdshFbw" 3.5% 1.5% 5.0%
Earlurgs

30%
% -1.5% 4.0% beneMed from extremely cold weather in operating expenses, which have increased

Dividends 2.0% 2.0% 1.0% WCL's service areas last winter, prompt- amid rising benefit and pension costs. Too,
Book value 4.5% 4.5% 25% Lng high Caastomer gas usage. WGL intends to hold e tight lid on capital
Flan QUARTERLYREYEXUES({mit)A Fell Profits will likely be down stgrdficant- expenditures .
End, On .31 Mar.31 Jun.30 Sap-20 FYprl 1y in 2004. We expect a sharp dropoff In Future dividend increases fit Into the
1000 310,5 r47,3 111.6 156.7 l031 .1 the first half of the year. Our assumptions company's plans, . WGL has raised
2001 540.3 605.2 182.4 118.6 1446 .5 for normal weather patterns this heating the dividend in each of the last 27 years.
2002 417.1 564.8 3142 288.7 1584.8 season would presumably lead to a sig- . as does building upon its already
2003 558.7 851 .1 3732 279.8 2062,8 nificant decline in customer demand. Addi- healthy financial position. In 2003,
2004 395 640 375 290 1700 tionally. results from WGL's gas services WGL's long-term debt-to-capital ratio fell
~l I EARIONAP0k5Hl local to the Washington, D.C . area will be hurt to 43%, from )test under 46% in the prior
End. Dec.31 Mc31 Jw.30 Sep.30 Year by a rate decrease imposed by ulatom year. We look for gradual improvement in
2000 .B5 1.30 d.12 633 1 .79 last Aprll if the company's new . filing the years ahead.
2001 1.08 1.33 1.15 d38 1.86 for $I 9 million in rate relief is not granted. Though untimely, this Income stock
2002 .66 1 .09 d.14 d41 114 WGL has provided initial EPS guidance should hold some appeal for conserva-
1W3 1.10 1 .st d.05 d.36 2.30 between 51 .60 and $1.70 for the full year, tive investors. The dividend should be
2004 .80 1.25 d.05 d.30 1.70 which seems fair. well covered by profits, and the yield is
Cal- OIIAMYDIMOFIOSPADc " Full WGL Holdings has laid out its five- competitive among WGL's gas utility
Omar r n30 30 Year year objectives. It is aiming for average peers. Moreover. these shares hold our
1999 .30 305 .305 .305 122 annual eamings growth of 5% out to 2008. highest ratings for Safety (1) and Stock
2000 .305 .31 .31 .31 1 .24 The company intends to achieve this with Price Stability (100) . Investors should tote
2001 .31 .315 .315 .315 126 the expectation of at least 3% yearly that the prospects for share-price appreci-
2002 .315 .318 .318 .318 127 growth to its utility customer base, which ation are quite narrow, though .
2003 .316 .32 .32 .32 it has sustained since 1998. WGL also MichaelA Maloney December 19. 2003

(A) 9Nhming 1989, fiscal years and Sept . (C) Dividends hisbaicasy paid early February, 02: $152.2 Minion . 1313sh . (E) N millions. Company's Inanda Strength A
30h. (B) Based an diluted snare. Eadvda May, August, and November, " Dividend rein- adjusted br smell spot staG'spd" Subifly 100
nomcwngksaes :'01 . '1361 :'02. (340).Ned aalmmlplanavailable prinGroans, Perelman. 65
earnings report dua late Jan . (D1 InWdas defined Morgan and inbrgiCles. Earnings Pradetablifty 60
oM. Vase lave Pal k M lew.M faeal

non"
a~cam swanadsm be nine and s

peaks "A's
aame0ke d lid

TD Subscfllle call 1.800-833-00461NEPUBLRR6~~T̀ POaISMERMAWERROR50RRR5alN~hEREa.71m a5Ndlybr9a'+OWet'SeetammmMtdd,hlemeluse pY1
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1988 1989 19_90 _1991 - 1' . Efm '- -r EM' EM OVALUEIINE INC. 7-00
22.97 21 .63 22.58 20.26 20.47 12.73 23.59 79 .72 27.91 21.75 2336 16.71 7115 19.01 75.32 1525 15.75 1BSf RavwmsparMA 1681
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.24 2 .33 2.49 2.42
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1 1 .94
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CMlnlan
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. 56 .fi0 r n . n n 0000
-it1 -- 13.7 - 141 "135 oerinai AvgAnn 1

.92 1 .04 1.05 n . 7 .12 NYxl4ra RNaOvePIERated 1.00
7.1% 7.2Ya 88% 11-1 Ill 4.3% °a AvgAnn'IDNdYleld 12%

- -CAPITAL STRUCTURE as of 12137103 1199.9 1063.0 12202 7267 .6 1338.6 7088 .6 607.4 10493 6689 981.7 1025 1073 bananas,(W A 1121
Tool Deba 1033.1 mill. Out In 5Yin 77.0 milt 113.2 74.3 75 .6 76 .6 80.8 52,7 71 .1 623 7010 1316 135 140 Na PMK 158
IT Debt $9561m11. ITinternal 360.Omal. 35' .2% 38.9% 386% 379% 32.5% 31 .1% 34.3% 40.7% 35.0% 760% aconaTr 31.0%(Inc .$225.3million inWSl-prdanedsecurities)
(TutelnUectm'are9d .toh1 53% 7.0% 61% 5.9% 6.0% 4.9% 11 .7% 7.8% 11 .9% 13.5%

39.0% .
17A% NatPMNSYr , 12s%

Lava,Unuvltalaad Annual rv,alsf7t .6rail. 19.0% 4 .1% 18296 18.71 4 .5% 45.3% 45 61 .3% 56.3% 50.0% 180% 19.0% WnPTeoIDWtRaps 50.0%
PamionAsutr12103 $258.9 mil. Oblig.f314.6 45.8% 47.6% 489% 45.9% 47.1% 49.2% 45.3% 38.7% 41 .7% 50.0% 51.0% 514% CmapnE Ratio 500%
m1. 1131 .5 1170.3 1201 .3 1356.4 1386.1 1345.8 12852 1736.3 1704.3 1901.4 INS 2105 TdteI Cgib11im01) 2765
Plat StockNone
Caisson

s1Mk04 .504
.932eha 1297.4 1350.3 14154 1496b 1534 .0 1598.9 1637.5 2056.9 2194.2 2400 2600 2700 Navlaa 2909

mo1
7. 5% 81% 80% 7.3% 7.5% 5.7% 7.4% 6.5% 6.1% 72% 101 70% RmumonTotalCap'I all%

MARKET CAP: $14bl(MM Cap) 11 .0% 121% 11.7% 11 .0% 11 .1% 7.1% 102% 12.3% 14.5% 14 .0% 115% 110% Return onWEqually 120%
CURRENT POSITION 2002 12131103 11.3% 125% 721% 11 .3% 723% 7.9% 11 .5% 12 .3% 14.0% 1351 110% Rfm=Cm 120%

GshASSea
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.8
3.0% 4.6% 3A% 321 L0% NNF 121

t5:0202%%%
85 63% 831 ReainadaCanEO 60%

28.4 18.5
Other 214.6 57e.o

'Sp.,
75% Sinn 77% 74% 64% 1o1x 72% ss% 51% SJ% 71% AIDNOaaNaPnt 181

CurrentAssets .4 58T4 _74-733 BUSINESS: AGL Resources . tnc m a public uady holding comps- NarveguhateE subsdedes : Georgia Netual Gas SoNkes markets
Ands

D.8
Pyade 82.4 91 .1 73 .7 mi. la tieMMM au0siaiaies are Atlanta Gas Light, Cutnnooga makind gas al nta8 Acgulnd Virginia Naalnl Gas, 10700. Sod

fkm 348.4 418.6 77.0 Get, all Vuglrca NaNni Gas. The uafes hags wood 2 million Ulilipro. 3101 . Ofcenl0iredas own 15% o outs t rdkg commonWmr 155.8 506.1
T019-9 IOU� rxapxnm 1s. Gedgla pnnionly A1ama, vimiroa, and o, sau%orn entries (3103 Pmay).Pnsidma a CEO:Paula Rospm. InroPaaed:Current Limb 4

Fix . Chg.Cm. 241% 242% 245% Tennessee. Puts engaged In naeWated natural gas maAeting Gaagh. Address : 303 Potation SL, N.E ., Arena GA 3030& Te4
wall aUU, affilid serious. Also wh and peal plcoea- ephonal 4G4.584-94TO.Inlellecwwwaglraswwraamm.

ANNUALRAtES Pat Past Esrd'W03
ddw"(pFm) toys. syra ii M-ref We look. for good performance from den to cover the costs of its rising customer
Raenuas .3.0% .6.5% 3.0% AGL Resources both this year and in base, and to replace over 100 miles of
°Cash Flaw^ 4.0% 5.5% 4.0%
Eemings 4.0% 2.5% 6.5% 2005 . The company is coming off a record aging gas pipelines. We anticipate that the
=XS 0.5% 0.5% .5% earNngs year in 2003 due to growth in its utility will receive part or all the relief
Book Whits 2.5% 2.5% 75% utility ~uslysesses and a greater contribu- that its seeks. which should add $0.04-
Meet OUARf9RY0AVEXlES(slrnLlA Fou tfon from 17onregulated activities. AGL:s $0.05 a share to AGL's bottom line- As
e; DecAl Yac77 JIm.30 Ssp.JO Fiscal DistribuUon segment is benefiting from such, we have factored this Into our 2004

1001 294.8 6 175. 82 1049 .3 higher customer usage and a rise in Its share-net estimate or $2.10.
61ar.31 Jun.30 Sep30 Dsc.b1 customer base . Elsewhere. AGL Is getting AGL Resources has issued a com-

2002 269.3 159.2 190.7 249.7 568.9 supplemental profits from Its smaller elaint to regulators against Columbia
2003 3525 186.6 166.3 278.3 983.7 Wholesale Services and Energy Invest- as Transumpsslon, an interstate pipeline
2004 330 110 180 285 1025 ment units, which should continue to grow operator owned by NiSource . It is seeking
2005 340 W 195 305 7077 as the company further develops Its us.- S37 million In damages due to operational
Fluid FNRINBGSPERSNAREAD Fail regulated operations. Meanwhile, Al has failures at Columbia that caused AGL's
E

'a

Dec31 Lfac31 Jum.30 860.30 FIRV been doing what It Can to hold expenses in Virginia utility to interrupt supply to cue-
2001 .41 .83 I O9 1.50 check; they have come under pressure tomers and to unnecessarily raise gas

31 Jw.30 UP.30 Dm3i amid an increase in leasing costs, as well costs to customers. Any proceeds from the
2002 .89 21 .17 S5 1.62 as higher insurance and benefit costs. action will probably not affect earnings, as
2003 ,W .29 27 51 200 AGL trimmed annual interest expense last the compensation would primarily go to
2004 ,95 .35 .25 55 210 year by over EIQ millton through rerinanc- customers.
2005 ,96 .36 .21 d6 213 iatg anddebt reduction. This is a good-quality issue for in-
Cad. QUARTERLY DMOIIDSPAIDCa Full The comparsy's Tennessee utility has come. It offers a decent yield and modest

order Mer31 Jun. D . f Yur filed for a new rate plan Chattanooga dividend growth prospects, with excellent
2000 .27 ,27 27 21 1.08 Gas has petitioned the Tennessee Regu- share-price stability. Progress in AGL's op-
2001 .27 27 27 .21 1.06 latory Authority for a rate increase of ap- erations provide support for the stork,
2002 .27 27 .27 .27 108 proximately $4.5 million, its first request though the price uptrend over the past
2003 27 28 28 .28 1 .1l for a hike us nine years. Thecompany says year limits Capital gains potential.
200 28 that the move has become necessary in or- Michael P, Maloney March 19, 2004

A) Fiscal year ends Dxemhw 71x1 Ended $0.15:'95, d$0.83:'99, $0 .39;'00, .$0.13:'01, lured forstock sphL CompmysFmanoastrength 9+"
tembar 301, pbr b 2002. (B) DYUIei eem- $0.13:'03, df0.07. (C) Contends Nsbncasly Stocfe cs, stability 100
perhare. Nexl
Ex2maacumn9gainsIbaxs}'ea,

eamvgs nppd due ale paid
,n:meaplan

early kamll, June, Six, and Dec. a O1Yd Prim Growth Persistence 30
emlrme .(01anmiU»ns,ad- EarninasPredicability 65

^ n01, Mesa, lie br u re,amd Fame maearl N passed has mass bell mnMNmk And a Poswn aaae sans&& d bra To subscribe call 1-800-833-0046 .ncPUaisNR ~NO1 .,xslar oaAxvrn9IORom551oHEREIN.1na emkqraaaruacaanroa~,.,e,da .mxnruao.=
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PM Stock None 4. 5 .994 3 .4% 6.2% 6.1% 7.5% 8 .1% 8 .5% 8.4% 6.0% 70% 70% ROM on TotalW 86%

6 .1% 8.0% 3.6% 9.0% 93% 11 .7% 129% 11 .3% 10.8% 8.5% 120% 125% RMunonstu.EguAy t&O%

ConnnonStock 11,189,3WMs. 69% 8.1% 3.5% 91% 8.3% 12 .0% 12.9% 13.3% 10.9% 8.6% 120% 123% ReEIrnonCon 150%
as of IOa04 NMF NMF NMF .7% NJF 2.7% 4.0% 4.6% 1 .7% NNF 3.5% 40% RdainedNCam EM 60%
MAR%ET CAP; IIIm0EonISTUM Cap) NMF 106% NMF 93% 108% I 78% 69% 65% 85% 11016 12% 67% AIIDWdstoNdPal 47%

2002 2803 12131103CU~N'POSITIONA BUSINESS : CaRoaroa NaWml Gas Corpon4on dish-fWral on, o9 reining, 8 food process . Mo. Main wnnecfing piplaa:
Cash Ash 3 .7 7 .5 1 .1 pas to over 200.000 autnmers in Washington end Oregon, In Nonlna6lPip%N Cory . '03 dept. rate 28%. End plain aga:12
Other 35 .6 33 .1 66.1 2(103, total amugfput was 1162 billion a . II. Core aNtomwe : ins. Has anwnd 435 employees . tankers; and dincloa own 1 .6% of
Current Asssts _Te.f 80.6 _6_" regimental, cornmercial rum industrid, rtempeae (64% of open. corn . (12103 pay). Peedent and Chief Executive gars-. W. Brian
AidsPayaNs 12.6 10 .5 30 .3 MI 19% d gas desveries); ran-core: indication, 9alapataaon Masuyama Ma : WA Address: 222 Farnew Ars . Ncra,, Seem.,
charr~ 23.1 19 .7 24 5 seem (36% " B7%). Serves pulp 8 paper, plywood, down . fffWiz- WA 98109. Td. . 20%-6243900 . Internet wwegc.mm.
CunenLIM, --SST sso ~ Cascade Natural Gas' sham earnings - ors couldcould comecome from conversions from al-
Fu . Cov. 235% 213% 210% In fiscal 2004 (ends Septetteber 30th) ternative fuel sources, given the environ-
ANNUALRATES Past Pro EtfE'Ot-'OJ are running Considerably ahead of mental advantages of natural gas and as-
alderpe(pwsh) 10Yn 5Yn W D7-'01 last years . Consumption by the residen- suming that prices return to historicalRevenues 3.0% 13.0% 35%"Cash Flow" 20% 7.5% 11.0% that and commercial segments has been levels . Furthermore, future results ought
EMr9s 2.0% to 0% 9.0% higher. m0ecting colder temperatures and to be aided by a prefect designed to
DNidsrws 0 .5% 2 .0% .5% an expanded customer base . The company diminish the need for meter readers toBook Vales 1.5% 0.5% 4.5% is also benefiting from an initiative in- manually access customer properties .

;r WAIDDSYREOENUE311m91aA till tended to lower employee benefits expense Management expects this initiative (es-
rke DaC31 Mar31 Jun .3d Sep,30

4'P
rn1 by between $3 .0 mtlllon and $3.5 million Limated to have a total cost of approxi-

2001 1 5. 124 .1 .1 annual= the negative side, demand mately $16 millionl to be Completed by the
2002 1026 122 .3 86.6 39.1 321 .0 from electric -generation customers has first quarter of fiscal 2005 . All told . we be-
2003 1005 109 .3 53.8 39.2 302.8 been down of late, attributable partly to lieve that the company's bottom line will
2004 1049 119 56.0 40.1 320 adequate hydroelectric resources . All expand roughly 1096 annually over the2005 105 125 61.5 .5 333 things considered, we believe that share coming 3 " to 5-year period .
Flees EAPo9NGSIgIS1MREAe

S,
Pad net will climb to $1 .35 In fiscal 2004, al- These shares, ranked 4 (Below Aver-

Ea: DN31 Merit AMID Sap.70 yeal lowing for much improved dividend cover- for Timeliness, offer a healthy
2001 .76 .81 .05 d15 1 .47 age . Assuming further expansion in mar-

age)
dividend yield. But additional Increases

1002 .56 .E6 (I.06 423 1 .13 gins, earnings per share may advance to in the distribution may be limited . That's
2003 .60 .67 4.18 422 .87 $1 .45 next year. partly because of Cascade's use of cash
2004 .71 .65 N0 11.21 1.35 We anticipate solid bottom-line gains flows to meet the requirements of an 8x-2005 .67 .37 NO 4.09 1.45 for the Coanparly out to the end or this pending customer base . Another factor to
Cap OUARTODYDMOFJIDSPAD 4 Full decade . Thanks to generally favorable be considered is the sensitivity of earnings
radar fill Jun.SD Se30 Dac31 Year ecofaomic conditions in the Pacific North- to swings in service-area temperatures,
2000 .24 .24 .2424 .96 west, annual account hookups increased at adSing from the absence of weather-

t20D1 211 .211 111 .21 .96 a healthy pace in the past, and it appears normalization adjustment mechanisms in
2002 24 24 24 24 .96 that this trend will persist . Too, a sig- utility rate structures.
2003 14 24 24 24 .96 nfcant portion of Cascade's new custom- Frederick L. Harris, III March 19. 2004

24
(A) Cal. yr. due 12795 . Changed to 9130 final :'03, (Sq . Neat cps. ryt.due use /D) nd. defend charges. u'03 : 517 .5 mit, CompanYsFinanew stnnp B
yr m'96 . (8) formally 99s . Mo. 97, then

E2114)
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a
naturall gas u01ity (aboutut 444,000 toners N 17 states. '03 Oeprec . rate: 2.8%
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Es td pans age
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olslanars x19130103) in Mnnnmih. Omen. and pads of a81n N.J. yearn. Has 551 usxy smpksyeas, 16,300 stt1d11is . (bias . 6 dim.
Aerh Pa

Dwr
ble 39.7 41 .1 25.3

Debt 86.8 7881 326.8 fies . Fiscal 2003 volume ; 110.7 W. a. 4. (8r% fret, 7% min- overt about 8% of common SW (1/11 Proxy). Chairmen and CEO:
Met 240.9 294.3 426.1 nup6ble iMusbel and eaaf utiity, 32% offi)s1m awl apeoty Lauense M. counted. tin .: N.J . Addu 1415 WWAR Rod. Wait,
Current Liab . 36 .4 23.6 78.2 rsteue). New Jersey Natural Energy stboldd, provides unregulated NJ 07719. Tel .: 908-938-1480. Weir: www.fhtM.mm.
Fix .Chg. Cov. SOT% 630% 867% Solid customer growth should make marketing eamings (including fuel man-
ANNUAL RATES Past Past Esfa'0V03 for another profitable year at New agement and bWk gas storage) at NJR n,

loft svn tarot-o1
18.5% 26.5% 9.0% 3etxy Re

sOunces'

The company's
pan's

chief erg' Services increased 36% over last year.Revenues
Cash Fpw" 6.0% 6.5% 6.5% subsidi New JerseyY Natural Gas, add- The strollR increase reflects higher gToss
Eamlngs
131=1

8.5% e.D% E.0% e0 r0u IT y half a bllllon Cubic feet of new margin from the utilization of additional
2.0% 2.5% 3.0% throughput in the first quarter of fiscal storage assets . New Jersey Resources' sub-aoavuw 4.096 6-0% ft.a%

2004 (years end Se tember 30th). We as- stantlal transportation and storage asset
Fiscal p1ARIERLyRDBIUES'6m5q A Flm some the utility 'I I continue to add cus- portfolio also positions It well to capitalize
Brews Mc31 My]t JUn.30 Sep.70 Tsar tomers at a rate of 2.5%-3.0% annually on volatile gas prices, while protecting it-
2001 667.5 890.0 260.6 230.3 2548 .4 which should contribute over $6 million in self through financial hedges. Too, the
2002 395.8 525.8 442.3 466.9 1830.8 incremental gross margin. And although emerging market for natural gas-powered
2003 668.9 1152 .7 369.7 353.1 2544 .4 weather was 2.3% warmer than nomlal distributed generation technologies (fuel
2004 643.5 1175 415 3665 2600 and 10.1% warmer than last year for the cells and mlcroturblnes) is growing into
2005 650 1155 350 365 2530 period, the robust growth rate, coupled another potential source of income, that
year ~ Aat

Fiscal with NJNG's weather-normalization material contributions are still a ways "UNoff.
Ends Dec.31 Mac71 JUn.30 Se0-30 yew clause and lower interest expense, sig- This stock's appeal lies In its con-
2D01 .67 1 .16 (LID .95 nificaml offset the weather's negative Im- sistent earnings and dividend growth .
2002 .73 119 .17 d.09 2.09 pact. however, we think the colder Based on our estimates, New Jersey
3003 .65 1.57 .16 d.i3 2.38 temperatures recorded in January will Resources dividend payout ratio will ap-
2004 .87 1.11 .f1 d06 2"45 have a positive effect on end-quarter proximate 51% In fiscal 2004 . And we
2005 .89 1.51 .20 dA5 255 earnings . The company's successful off- think continued customer growth, Im-
Cat. OIUR7DNYORMFJmSNDce Full system and capacity management Pro- proved retums from wholesale marketing
now M 131 Jw.30 Dec.31 Yew grams continue to bolster the bottom line . ventures . and modest share buybacks will
2000 181 .287 287 287 1 .15 as well . Ali told, we look for New Jersey keep comings advancing at a steady pace .
2001 .293 193 193 193 1.17 Resources' bottom line to inch ahead to Conservative investors should also note
2002 .30 .30 .30 .30 1 .20 52.45 a share this year. this Issue's favorable Safety and Price
2003 .31 .31 .31 .31 1.24 Stronger unregulated business con- Stability rankings.
2064 .325 tinues to boost profits. Wholesale Edward Plank Match 19, 2004
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45.1% 50.3% 528% 49 .0% 50.8% 49.9% 51.9% 53.2% 51 .5% 525% $20% 520% ComnlonE RRb 520%
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Pldblock None 7,1k'5%%1
121% 10.7% 6.1% 9.7% 9.8% 10.0% 8.9% 5010 15% 09% Rammanf.Equity 106%

COmluonStack 25.e58,e18shs 11.8% 10.8% 127% 11 .0% 6.1% 9.9% 10.0% 10.2% 8.5% 9.0% SS% 95% RetlmanCaseWtV 10.5%
MARKET CAPSS25Million (SONDCAP) 3.3% 3.0% 5.0% 36% NNIF 2.8% 3.1% 3.5% 191. 29% 20% 10.% Reulnedt.C.Eq 4A%
CURRENT POSITION 2001 2002 1130103 74% 74% Q% 70% 118% 74% 70%

57%
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Fx.Ch Cov. 285% 296% 275% Good-quality Northwest Natural new residential and commercial construC-
ANNUALRATES Past Pan EsN'00 "'72 shares are best held for current In- Lion. With the customer roster Increasing
dmage(pen) 'DI1s srn, 10111-rof come . The company which thus far has by about 3% a year, regulated prollts
Revemlas 4.0% &D% 15%
"Cash Fba" 2.0% 0.5% 7.5% chosen not to immerse itself too deeply in should $row by at least that rate through
Earnings 5.5% -- 4.5% nonregulated commerce, is still essentially 2005 . Co . tlonutility earnings, generated
Gveends 1.0% 1.D% Z.0% a state-supervised gas distributor. Though largely by NW Natural-s gas-store8e serv-
Book Value 4.0% 4.0% 3.5% this utility has to compere with local ice to 111itrstate pipelines, may add anoth-
Ca6 OWUIERLYREYENOfSRRll) Fun power companies, it has the natural gas er 3% to yearly earnings . The dividend
slue 913131 Jmk70 Sa Oec31 Yea business in Ottgon and Washington to it- however, may tag the earnings advance to
2001 217.3 118.2 76.4 236,4 650.3 self. The tradeoff for this franchise is state gIvy the payout a better safeguard.
2002 278.6 1019 78.7 1822 641,4 oversight of selling prices and profits, On For now, we see rw 3- to year appre-
2003 206.5 117.5 69 .5 217.8 611.3 the whole, there should be no great risk in elation tenttal for this untimely
2004 230 110 750 225 680 holding these shares- though regulation stock- 1 Natural's newly ordered
2005 240 125 80,0 240 685 rules out the likelihood of su rior relative weather normalization causee eliminates

e
Call,

Lbc31~Jwa70P
Full market performance. Since t~egon, where the effects on earnings comparisons of

r Aec,71 l NW Natural does 90% of its business . per- year-to-year swings in mercury readings
2001 99 .17 422 .94 1.88 mits the utility to earn only 10.2% on clam- and makes cash flow more predictable .
2002 1,32 4.13 426 .69 1.62 mom equity. the stock's main appeal is its Beyond the nest two years, however. NW
2003 1.01 .71 425 .83 1.76 dividend . With the annual payout now Natural, along with most other utilities,
2061 1.18 .15 4.23 .85 1.95 starting to get better earnings coverage, might once again face the age-old problem
2005 1.21 .17 d.Z2 .89 205 we expect it to have room to grow by about of regulatory lag. Delayed revenue relief to
cal. p4RTFJILYDMDEND3PAiDae Full 2% a year through 2005 . This prospect is cover rising money costs or other Inflatlon-
anEer Nar.31 w.7 &s .30 Dec.31 Year reelected in the stock's current yield, which ary factors could work to slow dividend
2011 .31 .31 .31 3 1 .24 equals that of most other good-quality gas- growth, with the stock perhaps losing
2001 .31 31 .31 .315 1 .25 utility issues. some support to trade on a higher yield
2602 .315 .315 .315 .315 126 Earnings should expand with the rate basis that matches the available returns
2003 .315 .315 .315 .325 127 base (the utility's net plant) as NW Natu- from Oxed-inmme securities,
2004 .325 rai adds to its gas system to accommodate Gerald Holt7man March 19. 2004
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Ca= 34 .0 33 .0 27.3 BUSINESS: Peoples Energy Corpomiron dskeules "apple gasMa Funneled on mete am pare, taaes accounted for 70% of pas
Other 357.9 457.1 674.8 is rally guidelines. Peoples Gas Lied 6 Coke Co. (apprme. revenues in fs1a1'O3. Deoeciatbn rate: 3.5%. Esfd plod age: 10
Cumenl Assets W4 -46i 7627 850.000 customer; atWOW) and North Shoe Gas Co. (150,000), years . Has 2,400 employees, 20,988 shareholders. Directors own

m Chicago mm northeastern Worked . Fiscal 2003 volume : 248 be . 1% d common (1104 Proq). Chsiman and CEO: Themes M.
AaiaPayebb 213.9 236.8 179.3

Due 377.9 207.9 242.9DeM w, 6.: raiden6al, 52%: mmmerdat 18%: industrial, 10%: hiss- PaUcIL too : Ilrsros. Address: 130 Eat Randaph Dove, Chicago,
Other 178.0 156.1 322.1 Pon. 38%. Nail supplier is Natural Gas Pipefvse Co. of America. IL 60601. Telephone: 312-2404000. Interrupt bvw.pamrD .mm.
CwWtLND. -78 6 036.8 7i,3 Peoples Energy's fiscal-first quarter ately in fiscal 2005 .
Flat . . Cuv. 259% 304% 388% 2004 (ended December 3130 earnings Peoples' Oil and Gas division contin-
ANNUALRA7E3 Pest Pan EsrU -07 "13 were a case of good news and bad ups to Capitalize on lofty commodity

Mrs.
Revenues
ddalpeasNa)

5.0% 10
STrs

.0% 659i
8.561 news. First the bad news : The tomPanys prices . Coupled with hi er gas Pro

"cash 4.5% 4,0% 60% gas distribution business suffered from uction volumes, the segment mine thanEs
D=

3.5% 2.0% 4.0% weather that was 7% warmer than doubled Its operating income 1n the flist
15% 20% 1.5%

Book value 2.5% 2.5% e0% normal . and 10% warmer than last year, quarter. Indeed. Production growth
which hurt earnings by about $0.10-$0.12 stemmed from the company's ongoing )

Bezel For
ene

WAIIIFA.YREYBIIE$($ai0.)"
Dec31 Marti Jun3 Sep.30 FY"

mmadee
efforts,

also
192001

The positive news is that diversified dons Peoples recently
717.8 -1073-8 -318T 160.9 2278.2 energy businesses substantially acquired additional oil and as properties

2002 317 .5 522.8 347.1 2M .i 1482.5 helped to offset the negative Impact of in the Corpus Christi area o?Texas for $35
2033 5492 903.8 398.1 287.3 2138.1 weather- in the Midstream Services seg million. The properties are almost 90%2M 6009 WS

40 290.1 u2! ment, oceratiog income increased 38% rlatuta1 gas and are in Close Proximity to'2005 580 gas 396 265 2169
over last year, driven by stronger the company's other existing assets . PGL

Flacal FARNINOBppiSlWiEee FOP
YacN

EyMm Oec31 Mac31 Jun30 Sep,30 wholesale marketing and asset manage- currently has about 80% of its expected
ment activities . Similarly, oPerating In- production for 2004 hedged at favorable

1001 1.03 1
1
.76 .3J .M 3.16 come rose 52% for the Retail Energy Serv- ices .

2002 .87 .55 33
.04
00 2851

12..87 ices group. due to customer growth and come-oriented Investors may find
2003 .87 1.77 .22

rising efficiency. Indeed, total gas and PGL attractive for its healthy dlvi-
2094 .95 1,60 .30 .05 2,80 electric customers increased 25% on sue- dend yield. As anticipated, Peoples again
2005 ,9o 1.62 .33 .05 240

cessful sales and marketing campaigns, raised Its quarterly dividend one cent, to
ea- QUARfERLY0N10ENDSPAID

DecaD1
`~

Fall
Fan The company also did agood }cab of control- $0.54 a share. Moreover, the company

molar M r31 JMM Soo.30 ling costs in the quarter. Assuming normal remains committed to maintaining a clean
2000 .t9 90 50 .50 1.99 weather for the remainder of the year, balance sheet. This issue's high Safety
2001 .50 .51 .51 .51 2 PGL:s share net in fiscal 2004 will proba- rank (1) also makes it a good choice far
2002 .51 .52 .52 .52 2,07

bly decline roughly 2%-3% from 2003's Conservative investors.
2003 .53 .53 .53 .53 2.12 levels . We expect profits to inch up moder- Edward Plank March 19. 20092000 .54

fAI
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_
l 11 .0%

65.% 50.4% 503% 478% 114 .7% 46.2% 46.1% 17.6% 43 .9% 422% 47.5% 355% Lw*TmDebtRaba 33.
Pension Asens701a31251m11. 49-1% 498% 497% 524% 55 .% 5315% 53.9% 524% 58 .1% 578% 52.3% 66.% common Ra% 67,0%

OOOq-7119.7mih 615.0 77fi0 777.1 8008 829.3 911, 975.4 10691 7051, 10902 1475 125 Total Capital 1360
P1d Shed, Wane 7318 801,3 8628 941.7 990,6 1017,0 10728 1111 .7 11595 18123 19M 2000 Nnpant 2250
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cmawn5mdI33.78o,26osla . n .ex 11 .4% 12sX talx uxx 114% 121% 11.7% 79iw 11,9% 1231 11.6% RAWMWsa.Eaaty e.6%
as of1115194 11 .8% 11 .6% 126% 13 .1% 132% 11 .8% 12 .1% 11.7% 10.6% 11.6% 125% 11.5% RaMWCOM 11.1%
14ARIIETCAP! 11 .4bl~(Mid Cap) 2.8% 2.7% 39% 4,6% 4.7% 3.3% 3.5% 3.0% 1.7% 31% 15% 30% Rablned4ocemeti 7,0%
CURRENT POSITION 2001 2002 1M7103 76% 7b% 69% 65% 55% 72% 71% 15% 83% 74% 70% 72% ADOWdstotINProt 72%
C. `A% 5.5 13 .1 11 .2 BUSINESS : 1`150170111 NATO Gas OanpsrIY'd PMadN a Mgu- $90: 8.7 yeah . Non-regibled openiau: sale n gaspowerad
Odor 169.7 162.1 296.4 bled natural gas dismdlor, eerveq over 910,000 astanen in heaSrel equipment anneal gas Waiting gopmle sake. Has
CunaM Assets -173.3 -1T3b ~63 T6 Nonu Carolina, GOA Canlba, act Tennessee.p03 menus rob: SboW 2,155 employees, 18.433 sursholdvs of aerord. CEO d
Acd5 Pe'eble 41 .1 51 .1 90.9 resldadal (4316), rornnardal (25%), rMSlrial (%). other (23%) . President : ihonas E. Skeins. Iraorpaated : North Carolina. A6
Debt Due 34 .0 93.5 557.1
Other 74,1 80,5 77.2 Pmdpi sur4Aas: Tnnsco end Tennessee Pipaloe . Gaa cesa: deal: 1915 RedoM Road, P.O . Box 33958 Cbadots, NO 28233 .
Current Lab. 149. -2M -7M 53.3% of revmaas. '03 depreciation nets: 2.6%. Ee6metad plant TWpMna:7013&-3110. IMmmt: www.Diedmmmgoan .
Pi, Chg. crn. 290% 288% 358% piedmont Natearal Gas began fiscal Carolinas and Tennessee, and normal
ANNUAL RATES Pat Pan Eafd'01-'03 2004 (years start November list) on weather conditions . Too. Piedmont's cus-
adnoRlpssnl lets . SYn mV-'a strong footing. The January quarter tomer growth rate should remain In the
Revenues 5.5% 5.5% 5.0%
'Can Plow" 5.5% 3.0% .5% reflected the first full three months with above average 3%-3.5% range, given the
Eaminps 5.0% 2.5% 7.5% contributions from the acquisition of North proliferation of housing starts in the com-
Diviaeaga 5.5% 5.5% 4.0% Carolina Natural Gas (rvCNG). Earnings pony's service territories. For fiscal 2005 .Boar value 5.5% 5.0% 25% topped out at a healthy $2.05 a share (ex- we estimate share earnings of $2.50.
Plan 0UAR(MYMOIUESOmR1JA FUR clung $0.13 of non-recurring gains from Non-utility income continues to sup-
_j& Ja731 Apc70 JaL31 0" vm the sale of PNY's interest in Heritage port the bottom line, albeit to a lesser
2001 467.6 408.0 121.8 110.5 1107.9 Propane and the resolution of certain extent. Regulated operations make u1` the
2002 288.1 293.9 127.9 121.5 832.0 Shardsg issues between members of the lion's share (about R5%) of Piedmonts to-
2003 493.5 407.8 140.1 179.4 1220 .8 SOUthStar Energy venture) . That was tar income . And management Intends to
2004 618.8 560 176 2152 1730 despite weather that was 3% warmer than remain focused on being a gas utility. Still,
2005 610 565 190 215 1520 normal and Il% warmer than last year. unregulated activities, which include

EARNINGS PER9WBEAaa nw1 During the quarter, Piedmont completed SouthStar Energy and the Pine Needle
Elias Ja1,311 Apc30 Jul31 OCt31 Year permanent financing for the NCNG deal . and Cardinal Pipeline joint ventures, are
2001 -1.58 113 - d37 dAO 282 raising about $400 million through torts- likely to consistently contribute to the bot-
2002 116 1 .21 11 .27 11 .36 189 term debt issuance and a common equity tom line going forward.
2003 1.74 93 1129 11 .15 212 offering- The proceeds will be used in large Relatively rapid dividend growth con-
2004 2.05 1.00 dA0 11.25 240 part to pay down the outstanding commer- tinues to be this equity's primary ap-
2W5 200 1.00 0.30 0.20 2110 cIal paper issued to temporarily finance peal . The company recently raised its
CaL WARrERIYOMDENDSPAID L Pull the deal . quarterly payment by about 4%, to $0.43 a
sugar ser.31 Jun.30 Se .30 a,31 Yesr dye look for an earnings advance of share (51 .72 annualized). Moreover, while
2000 .345 .365 .365 .365 1.44 roughly R% this fatal year. Our projec- not a performance vehicle, the stock holds
2001 .365 .385 .385 .385 1.52 lion assumes successful integration of a Safety rank of 2 (Above Average), which
2002 ,40 .40 .40 .40 1.60 NCNC, which added about 1,000 cus makes it a suitable holding for conserve-
2003 ,415 .415 .415 .415 1.66 comers to PNY's base, along with a full five, income-oriented accounts.
2004 .{3D year of higher billing rates in both of the Edward Plank Mamh 19. 2004
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CURRENTPOSITION 2001 2002 81=3 119% 88% 85% N% 112% 1 MM.. 16X 6216 56% 56% SIX ABDIVOatoNMPM 32%
Cash Assets 4.0 4.3 5 .1 BUSINESS: Souse Jersey Industrial . Inc . is a holding compmy. Its CeimpaCOi ndudirg 011-5yslem sab6 and gas madefng, 54%;
Other 218.1 208.4 194.7 Su bsidiary. Si Jersey Gas Co ., dsmbutes' Usual gas b o7syalan " 4% ; cogeneration . poner generation. Has 636 employ-
COnenIAssets _2M -2127 149,8 2EBJ67wsbnen : n New Masys swl1sm tounliss, wench arm w. Ducting ". 1.0% M can sham: Oimxaioral Find A6
AcctsPayade 48.2 76 .7 64 .3 2,500 square and" and Mcluds AWnfic Col. Principal Suppler b" visom. 62% (3,03 pray). Clamn. 8 CEO. Charles Bkdepae, ItFDebt We 162.1 777.2 171.8
081m 99.6 62 .7 72 .3 dude Tmnstan6lmnal Gas PigB6ns and Cuournbi2 Gas Pipeloe . cap.: NJ. Addiesc 1 Souls JesseY Plaza, RB" 54, FUI50111, NJ

-Current 1k0. 1 -f"0, 4 Ass mlemm mis rwdenfl, 31%; rnmmemiel and iMUtir'al, 11%; 08037. Tabphcne : 609-561.9000. Web:wwx.sjiMustrias.mm.
Fix. . Cov. 260% 335% 360% South Jersey industries appears to be gy subsidiary of South Jersey, which be-
ANNUALIIATES Past Pail Esrdi0"'02 on track to achieve company-record San supplying power to the Borgata Hotel
adage(Pam) 70Ya syra Is 117-111 in 2004 . Its share net has and Casino last year, has acquired a plantRevenues 5.5% 10 .0%
Cash Flow , 3.5% 4.5%

J.0%
4.5%

earn
roacherJ noly highs in each of the last five in Salem County for an undisclosed

Mmgs 5.0% 6.5% 60% years, as a result of a steadily growing amount . The facility supplies ener~ to
I3ividends 0.5% 0.5% 2.1% customer base at the utility. and the devel. Mannington Mills, a rest eential and com-BockValra 2.0% 2.5% 10.0% opment of nonregulated activities. The mercial flooring manufacturer. The move
Cal. OUARTERLYREYENU6SISMUL) Full general population is growing in the tom- is expected to generate $1 .7 million to rev-
ands, "n51 Jun,50 .30 Dac.31 Year parry's service area, partially due to ag- enues annually for the company.
2001 342.6 218.6 107.9 166.2 837.3 qressive hotel and casino expansion in At- A rate case is still pendhtg South Jer-
2002 177.0 84 .2 69.1 1748 505.1 lantic City. South Jersey's customer base say filed for a $52.7 million hike with mg-
2003 279.9 106.2 90.1 2201 696.8 rose 2.8% In 2003, compared to its utility ulators last summer, its first request since
2004 285 120 105 215 72S peer average of 1 .8%. and it expects the 1997 . Its claim is based on average cus-
2005 295 130 115 225 711 base to increase nearly 3% again this year. tomer growth of 2.7% over the past five
Cs FARNRGSPERSIIAREa Pull Meanwhile. the company has been success- years. as well as the $300 million that it
order N01 Jun.30 8s .30 Dee31 Year ful in devetopin its nonutifty operations, has invested in pipeline Infrastructure .
2001 1.87 602 0.32 .76 229 whichaccuumeTfor 23% of profits in 2003 . The cars, anticipates completion of theany
2002 1 .65 .05 d,27 99 243 We look for companywide share earnings case dung the second halfof the year.
1003 1 .84 .16 03 .86 2,73 to reach $2.85 for 2004 . On the utility side, This income stock has been perform-
2004 1.90 .20 1.10 85 285 the bottom line should get a boost from a lung welt, as a number of the company "s
2005 1.85 .15 d,f0 AO 190 higher customer base, as well as unregulated projects reached fruition . We
Cos. WARTERLYWIOENDSPAW- " Full presumably cold temperatures this winter. estimate slower earnings growth in 2004
ands 5 1 yew South Jersey's unregulated businesses will and 2005, however. although there is still
2000 .36 "365 .365 355 1.46 likely benefit from a full year of thermal room for dividend growth . With SJI trad-
2001 .365 .37 .37 .37 1,48 energy operations, and greater wholesale ing near peak historical valuations. owing
2002 .37 .375 .375 .375 150 gas volume. to low interest rates, an eventual rate up-
2003 .385 dill .386 .405 1.66 Marina pr'sergy has picked up another turn poses the biggest risk to the stock,
2004 A05 cogeneration facility. The thermal ener- Michael P Maloney March 19, 2004
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Fix . C Cm. 337% 497% 435% WGL Holdings earnings were tin- had an affiliated interest. We consider this
ANNUALMTES Past Pan fid411"'03 s ctacular in the first quarter of a nonrecurring item. As such, we have e7c-
ddnlpe(psM) 11Yn 5m o77"119 2 04 (fiscal year ends Sept. 30th) , , . cluded it from our March-quarter estimate
Revenues 6.D% 2.5% 2.5%
cases Floe" 4.5% 2.5% 50% Earnings per share for the Dccembcr peri- forWGL of S 1 .60 a share..

Earnings 3.5% 0,5% J.5% oat came in at $0.81, a considerable decline WGL Holdings has identified its goals.
Dividends 2.016 1 .5% 1.0% from a year earlier. The decline primarily It is tar Sting average annual earnings
Book Value 45% 4.0% 45% reflects a real in LOtal gas deliveries by growth of 5% out to 2008 . The company in-
FIM' WARTERLYM:YENUES(1m611" FuN WGL's regulated utility operations as a re- tends to achieve this with the expectation
Ends DoOt Ill Jue.30 S4p30

ys~aarl suit of temperatures that were 16% of at bast 3% yearly growth in its utility
1 182.4 118.6 1446.5 warmer than in the first quarter of 2002 . customer base, which It has sustained

2002 417.1 564.8 3142 288.7 1584 .8 " , But the company has raised its since 1998. WGL also looks to continue
2003 558.7 851.1 3132 279.8 2162.0 guidance for the March period . WGL with the development of its nonregulated
2094 375.3 725 465 294.7 1300 increased its share-net ex ation to be- businesses, which contributed less than
2005 395 755 N5 310 1875 tween $1.61 and $1 .71, ~a previous 3% to casings in 2003. andjust over 4%

v:Sill FRIMNGSPFRWREA " PPi.1 range of $1.45 to $1 .55. First and fore" of earnings In the first quarter of this
Ende DecEt Mn.]t Jun.]6 Sap.]D Yea most, part of the upward revision is the re- year. Meanwhile, It is reviewing ways to
2001 1.08 1.33 11 .15 1138 1.88 suit of colder-than-anticipated weather trim operating expenses . which have in-
2002 .66 1.09 0.14 11.41 1.14 this winter. Second . It includes the Impact creased amid rising benefit and pension
2003 1.10 1 .61 0.05 11.36 2.30 of a favorable rate case ruling in Virginia, costs. In addition, WGL plans to exercise
2004 .61 1.60 11,15 1136 1.90 Whereby the company was granted a $9.9 restraint with regards to capital spending .
2005 .85 1.55 11,10 11.30 203 million increase in revenues . WGL is also These untimely shares have moved
cal . pIAR1t11LY01WOB10.9%JDc" Fun factoring in higher associated utility costs higher. The share Price is up nearly 9%
ends, M dt Jun.]0 .30 Dea31 Year in Virginia ; state regulators there require since our report in L)ecember, which is sig-
2000 .303 .31 .31 .31 1.24 that profits In excess of a utility's allowed nificant for a regulated utility. In our
2001 .31 .315 .315 .315 126 10.5% return of equity be offset with high- view, further upside is quite limited.
2002 .315 .318 .318 .318 1.27 er bookings to depreciation expense. Final- WGL's strong finances offer conservative
2003 318 32 .32 .32 1 .28 ly, WGL's guidance includes a $0.12 gain appeal . Still, this is a stable income stock.
200 .32 325 on the sale of two buildings in which it Michael R Maloney March 19, 2004
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SOUTHERN UNION COMPANY
CASE NO . GR-2004-0209

Historical Capital Structures for Southern Union Company
Consolidated Basis
(Thousands of Dollars)

Notes :

	

The amount of Long-Term Debt includes Current Maturities .

Source:

	

Southern Union Company's Stockholders June 30 Annual Reports

Schedule 5-1

Capital Components 1994 1995 1996 1997 1998

Common Equity $208,975 $225,664 $245,915 $267,462 $296,834
Preferred Stock $0 $100,000 $100,000 $100,000 $100,000
Long-Term Debt $479,937 $463,273 $386,009 $386,844 $408,184
Short-Term Debt $0 $0 $0 $0 $1,600

Total $688,912 $788,937 $731,924 $754,306 $806,618

Capital Components 1999 2000 2001 2002 2003

Common Equity $301,058 $735,854 $721,857 $685,346 $920,418
Preferred Stock $100,000 $100,000 $100,000 $100,000 $100,000
Long-Term Debt $392,457 $735,967 $1,335,544 $1,190,413 $2,346,405
Short-Term Debt $21,003 $3 $190,600 $131,800 $251,500

Total $814,518 $1,571,824 $2,348,001 $2,107,559 $3,618,323



Historical Capital Structures for Southern UnionCompany
Consolidated Basis

SOUTHERN UNION COMPANY
CASE NO. GR-2004-0209

Notes:

	

Theamount of Long-Term Debt includes Current Maturities .

Source :

	

Southern Union Company's Stockholders June 30 Annual Reports

Schedule 5-2

Capital Structure 1994 1995 1996 1997 1998

Common Equity 30 .33% 28.60% 33.60% 35.46% 36.80%
Preferred Stock 0.00% 12.68% 13.66% 13.26% 12.40%
Long-Term Debt 69.67% 58.72% 52.74% 51 .28% 50.60%
Short-Term Debt 0.00% 0.00% 0.00% 0.00% 0.20%

Total 100.00%. -100.00% 100.00% 100.00% 100.00%

Total Debt Including TOPrS 69.67% 71 .40% 66.40% 64.54% 63.20%

Capital Structure 1999 2000 2001 2002 2003

Common Equity 36.96% 46.82% 30.74% 32.52% 25.44%
Preferred Stock 12.28% 6.36% 4.26% 4.74% 2.76%
Long-Term Debt 48.18% 46.82% 56.88% 56.48% 64.85%
Short-Term Debt 2.58% 0.00% 8.12% 6.25% 6.95%

Total 100.00% 100 .00% 100.00% 100.00°/0 100.00%

Total Debt Including TOPrS 63.04% 53 .18% 69.26% 67.48% 74.56%



Murray, David

From:

	

Waite, Judith [Judith waite@standardandpoors .comj
Sent:

	

Tuesday, June 08, 2004 2:15 PM
To: david.murray@psc.mo.gov
Subject: RE :

David,

We treated them basically as Paul described it. The TOPrs are in some ways subordinated to
more senior debt, and provide some cushion. However, they are more like debt than equity
and aretreated as such.

Judith Waite

Judith Waite, Director
Corporate & Government Ratings
Standard & Poor's
(212) 438-7677
(212) 438-2154 (Fax)
judith_waite@sandp .com

6/8/2004

_---Original Message-----
From: david.murray@psc.mo.gov [mailto:david.murray@psc.mo.gov]
Sent: Tuesday, June 08, 2004 2:25 PM
To: judith_walte@sandp.com
subject: FW:

Judith,

1 have been referred to you as to howyou have treated Southern Union's TOPrSfor purposes of
comparing their total debt/total capital ratio when comparing their ratios to your benchmarks. Can you help
me out? Thank you in advance for your response .
-----Original Message-----
From: Quinlan, Paul [mailto:Paul_Quinlan@standardandpoors .com]
Sent: Tuesday, June 08, 2004 1 :04 PM
To: david.murray@psc.mo.gov
Subject: RE:

You would have to ask the analyst for Southern Union

Judith Waite
212-438-7677
Ldith waite@sandQ.com

_---Original Message----
From: david.murray@psc.mo.gov [mailto:david.murray@psc.mo.gov]
Sent: Tuesday, June 08, 2004 10 :03 AM
To: Quinlan, Paul

Page l of`4

Schedule 6-1



6/8/2004

Subject: RE:

Thank you for your response . Can you tell me how Standard & Poor's treated the TOPrS that
Southern Union Company had outstanding from around 1995 until the end of last year? Thank you
in advance for your response .

_---Original Message-----
From: Quinlan, Paul [mailto:Paul_Quinlan@standardandpoors .com]
Sent Tuesday, June 08, 2004 8:36 AM
To: david.murray@psc.mo.gov
Subject:

For publishing purposes, the ratios include TOPrS as debt, but in a
committee, the analyst will usually present the company's financial measures
with two cases, one reflecting TOPrS as debt, the other with TOPrS as
equity . Pending the different terms, maturities, and the company's financing
track record, the analyst will lead the committee toward one case or the other,
or a mix of both . I know this is not the cut and dry answer that you may be
looking for, but it gives the analyst with more analytical flexibility.

TaulQuinfan
RatingsAna(yst
V.S. 'Utifities, Enegy d Project Finance 4(¢tings
Standarda2Tooes
55 WaterStreet, 38th Floor
New 'York NY10041
Tlwne: (212) 438-1563
EXC (212) 438-2154
Emait- pauf_quinlan@sanclp.com

Paul,

I don't know if you could answer the question below in Ron's
absence .

-----Original Message-----
From : Millhouse, Rik
Sent : Monday, June 07, 2004 5 :18 PM
To : Gray, Linda
Cc : Barone, Ronald
Subject : FW : Trust Originated Preferred Securities (TOPrS) and
Utility
Financial Targets

Linda :

Page 2 of 4

Might you be able to pass this query on to someone in the group in
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6/8/2004

Mr . Barone's absence?

Regards,

rik millhouse
Technical Support Specialist
Credit Information Services
Standard & Poor's
55 Water Street, 34th Floor
New York, NY 10041
Phone : 212-438-7283
Fax : 212-438-7290
rik millhouse@standardandpoors .com

-----Original Message---
From : Millhouse, Rik
Sent : Monday, June 07, 2004 5 :09 PM
To : Barone, Ronald
Subject : FW : Trust Originated Preferred Securities (TOPrS) and
Utility
Financial Targets

Pardon the interruption, but might you be able to recommend an
analyst who could address this RatingsDirect client's query?

Thank you in advance .

Regards,

rik millhouse
Technical Support Specialist
Credit Information Services
Standard & Poor's
55 Water Street, 34th Floor
New York, NY 10041
Phone : 212-438-7283
Fax : 212-438-7290
rik millhouse@standardandpoors .com

Page 3 of4

-----Original Message-----
From : david.murray@psc .mo.gov [mailto :david .murray@psc .mo.gov ]
Sent : Monday, June 07, 2004 1 :33 PM
TO : RatingsDirect
Subject : Trust Originated Preferred Securities (TOPrS) and Utility
Financial Targets
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Page 4 of 4

Does S&P include TOPrS in the amount of total debt when calculating
a
utility company's total debt/total capital ratio for purposes of
measuring a
company's ratio against the financial targets that S&P published on
June 18,
1999 . Thanks in advance for your response .

The information contained in this message is intended only for the recipient, andmaybe a confidential
attorney-client communication or may otherwise be privileged and confidential and protected from
disclosure . Ifthe reader ofthis message is not the intended recipient, or an employee or agent
responsible for delivering this message to the intended recipient, please be aware that any
dissemination orcopying ofthis communication is strictly prohibited. If you have received this
communication in error, please immediately notify us by replying to the message and deleting it from
your computer.
Thank you,
Standard & Poor's
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