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DIRECT TESTIMONY OF PAULINE M. AHERN

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My nanie is Paulme M. Ahern. I am an Executive D11ect01 of ScottMadden Inc. My
business address is 1900 West Park Road, Suite 250, Westborough, MA (01581. My
mailing address is 3000 Atrium Way, Suite 241, Mount Laurel, NJ 08054.
PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE AND
EDUCATION BACKGROUND
I have offered expert testimony on behalf of investor-owned utilities before thirty-one
state regulatory commissions in the United States and Canada on rate of retutn issues
including, but not limited to, common equity cost rate, fair rate of return, capital structure
issues, relative investment risk and credit quality issues. I am a graduate of Clark
University, Worcester, MA, where I received a Bachelor of Arts degree with honors in
Economics. 1 have also received a Master of Business Administration with high honors
and a concentration in finance from Rutgers University.
On behalf of the American Gas Association (“A.G.A.”), I calculate the A.G.A.
Gas Index, which serves as the benchmark against which the performance of the
American Gas Index Fund (“AGIF”) is measured monthly. The A.G.A. Gas Index and
AGIF are a market capitalization weighted index and mutual fund, respectively,
comprised of the common stocks of the publicly traded corporate members of the A.G.A.
I am a member of the Society of Utility and Regulatory Financial Analysts
(“SURFA”) and currently serve on its Board of Directors, having previously served two
terms as President, from 2{)06. .— 2008 and 2008 — 2010, .and as its Secretary/Treasurer

from 2004 — 2006. in 1992, I was awarded the professional designation "Certified Rate
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of Return Analyst" (“CRRA”) by SURFA, which is based upon education, experience
and the successful completion of a comprehensive written examination.

I am also an associate member of the National Association of Water Companies,
serving on its Finance/Accounting/Taxation and Rates and Regulation Committees; a
member of A.G.A.’s State Affairs Committee; a member of the Advisory Council of the
Financial Research Institute — University of Missouri — Robert J. Trulaske, Sr. College of
Business; a member of .the Ame.l.-ic.ans Finance and Fmanc:1al i\.rl:a:n_éé.enlen{ Aséﬁéiations;
and, a member of Edison Electric Institute’s Cost of Capital Working Group..

The details pf my educational background, expert witness appearances,

presentations I have given and articles I have co-authored are contained in Appendix A.
HAVE YOU PREVIOUSLY FILED TESTIMONY BEFORE THIS
COMMISSION?
Yes. I have previously filed testimony before the MOPSC in the following rate cases:
Union Electric Company, d/b/a Ameren Missouri: ER-2016-0179, Missouri Gas Energy:
GR-2014-0007, Missouri American Water Company: WR -2011-0337 / SR-2001-0338,
WR-2010-0131, WR-2008-0311 / SR-2008-0312, WR-2007-0216, WR-2003-0500 / WC-
2004-0168, and Arkansas Western — ANG Division (Missouri): GR-97-272.

PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose is to provide testimony on behalf of Laclede Gas Company (“Laclede”) and
its two operating units, Laclede Gas (LAC) and Missouri Gas Energy (“MGE”)
(collectively “the Companies™) relative to the appropriate overall fair rate of return,

including the appropriate capital structure ratios, long-term debt cost rate and investor-
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required return on common equity, which they should be afforded the opportunity to earn
on their respective jurisdictional rate bases.

WHAT IS YOUR RECOMMENDED COMMON EQUITY COST RATE?

I recommend that the Missouri Public Service Commission (“MOPSC” or “the
Commission”) authorize the Companies the opportunity to earn an overall rate of return

of 7.700%, including a common equity cost rate of 10.35%, on their jurisdictional rate

‘bases. This recommendation is summarized on Schedule PMA-D1 and in Table 1 below:

Table |
LAC / MGE
Type of Capital Ratios Cost Rate Weighted Cost Rate
Long-Term Debt 42.80% 4.159% 1.780%
Common Equity 57.20% 10.350% 3.920%
Total 100.00% 71.700%

HAVE YOU PREPARED SCHEDULES THAT SUPPORT YOUR

RECOMMENDED COMMON EQUITY COST RATE?

Yes. They have been designated as Schedules PMA-D1 through PMA-D9.
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SUMMARY

PLEASE SUMMARIZE YOUR COMMON EQUITY COST RATE ANALYSIS.
Because the Companies® common stock is not publicly traded, their market-based
common equity cost rate cannot be directly observed. Consequently, 1 have assessed the
market-based common equity cost rates of companies of relatively similar, but not
necessarily identical risk, i.e., a proxy group, for insight into a recommended common
equity cost rate applicable to Laclede, and its operating units.. Using companies of
relatively similar risk as proxies is consistent with the principle of a fair rate of return
established in the Hope' and Bluefield® cases, adding reliability to the informed expert
judgment necessary to arrive at a recommended common equity cost rate.

However, no proxy is identical in risk to any single entity. Accordingly, an
assessment of relative risk between the Companies and a proxy group of publicly traded
natural gas utilities (“Natural Gas Proxy Group”), whose selection is discussed in further
detail later in this testimony, must be made to determine whether any adjustments to the
Natural Gas Proxy Group’s indicated common equity cost rate are necessaty.

In determining my recommended common equity cost rate, I first applied several
well-recognized cost of common equity models (i.e., the Discounted Cash Flow (*DCF”},
the Risk Premium Model (“RPM?”) and the Capital Asset Pricing Model (“CAPM™)) to
the market data of the Natural Gas Proxy Group as well as a Non-Price Regulated Proxy
Group whose selection wilf also be discussed below.

The results derived from each are as follows:

Federal Power Commission v. Hope Natural Gas Ce., 320 U.S. 591 (1944).
Biuefield Water Works mprovement Co. v. Public Serv. Comm'n, 262 U.S. 679 (1922).

4



Table 2
Summary of Common Equity Cost Rate

Natural Gas Proxy Group

Discounted Cash Flow Model (“DCF”) 8.68%°
Risk Premium Model (“RPM”) 10.57%
Capital Asset Pricing Model (“CAPM™) 9.11%

Non-Price Regulated Proxy Group
Cost of Equity Models Applied to 10.45%
Comparable Risk, Non-Price Regulated Cos. 1248

Common Equity Cost Rate Before Adjustment 10.60%
Flotation Risk Adjustment 0.16%
1)
Business Risk Adjustment o 020%
. . 10.36%
Common Equity Cost Rate After Adjustment
Recommended Common Equity Cost Rate 10.35%

GENERAL PRINCIPLES

WHAT GENERAL PRINCIPLES HAVE YOU CONSIDERED IN YOUR
COMMON EQUITY COST RATE ANALYSES?
The cost of capital is defined as that return which investors require to be willing to make
an investment in a given firm. From the firm’s perspective, that required return, whether
it is provided to debt or equity investors, has a cost. Individually, these are known as the
“cost of debt” and the “cost of equity” and are collectively referred to as the “cost of
capital.”

The cost of capital (including the costs of both debt and equity) is based upon the

economic principle of “opportunity cost,” meaning that investing in any asset / security

3 As discussed later in this testimony, currently, the application of the DCF model understates the
required return on common equity by nearly 490 basis points due to currently significantly high
market-to-book ratios. Accordingly, the results of that model should be given only very limited
weight in deriving a reasonable refurn on equity in this proceeding.

5
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implies a forgone opportunity to invest in alternative assets / securities. Because
investiments with similar risks should offer similar returns, the opportunity cost of an
investment should equal the return available on investments of comparable risk.

Although both debt and cquity have required costs, they differ fundamentally.
The cost of debt is contractually defined and can be directly observed in the market as the
interest ratc or yield on debt securities.* In contrast, the cost of common equity does not
have a contractual obligation, nor can it be directly 6bbscrvcd in the market. ‘Rather,
because common equity investors have a claim on a firm’s cash flows only after debt
holders® are paid, it is the uncertainty (or risk) associated with those residual cash flows
that determines the cost of common equity. Because common equity investors bear this
“residual risk,” they require higher returns than debt holders. In that sense, common
equity and debt investors are distinct: they invest in different securities; face different
risks; and, require different returns. That is not to say that the risks facing debt and
equity investors are separate and distinct as discussed above, with the two having much
in common, but only to a point. Nonetheless, commentary from both debt and equity
analysts is instructive and helps inform the determination of the required return within a
range of analytical results.

The cost of capital, specifically the cost of common equity or the investor
required return on common equity, is also an economic and financial concept which
refers to the ex-anfe, or the expected return on an investment at the market value of the
publicly traded common shares of a corporation. According to the basic financial

principle of risk and return, the investor required return on investment is a function of the

* Some firms also finance with preferred stock, which, like debt, has a contractual cost, i.e., dividend rate.
* And preferred stockholders.
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level of investor perceived risk as reflected in the market prices paid by investors. The
higher / lower the investor perceived risk, the higher / lower the investor required return.
The investor required return is also forward-looking, or expectational, as it is the return
which the investor gxpects to receive in the future for investing capital today and is based
upon expected economic and capital market conditions,

In unregulated industries, the competition of the marketplace is the principal

-determinant of the price of products or services. For regulated public utilities, regulation

must act as a substitute for marketplace competition. A sufficient level of earnings is
required to assure that the utility can: 1) fulfill its obligation to provide safe and reliable
service at all times; 2) maintain the integrity of presently invested capital through future
reinvestiment; and, 3) attract needed new capital at a reasonable cost and on reasonable
terms in competition with other firms of comparable risk. This is consistent with the
previously noted fair rate of return standards established by the U.S. Supreme Court in
the Hope and Bluefield cases.

In rate base / rate of return regulation, the authorized (allowed) return on common
equity is defined as the investor required market return. In turn, the investor required
refurn is defined as the return required by the investor on the funds invested in the
publicly traded common stocks of firms. As stated previously, the cost of common
equity is not directly observable in the capital markets since there is no contractual basis
or obligation on the part of a firm to provide a return to its common sharcholders, unlike
the contractual coupon or interest rate on its debt obligations. Therefore, the cost of
common equity must be estimated from market (economic and financial) data, using

financial models developed for that purpose, such as the CAPM, DCF and RPM.
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Therefore, my recommended common equity cost rate is based upon the marketplace data
of a proxy group of utilities that are as similar in risk as possible to the Companies based
upon selection criteria discussed below.

Because quantitative financial models produce a range of results from which the
market, or investor, required return must be estimated, that estimation must be based
upon a comprehensive review of relevant data and information, both qualitative and
quantitative, and not necessarily left to a strict mathematical estimation. The key
consideration in estimating the common equity cost rate is to ensure that the overall
analysis reasonably reflects investors’ expectations in light of capital markets in general,
and the relative investment risk of the subject company (in the context of the proxy
companies), in particular.

Because empirical financial models for determining the cost of common equity
are subject to limiting assumptions or other constraints, most finance texts recommend
using multiple approaches to estimate the cost of common equity. As a practical matter,
no individual model is more reliable than all others under all market conditions. The use
of multiple common equity cost rate models adds reliability to the estimation of the
investor-required return. This fapt is well supported in the academic literature with
respect to regulatory finance and utility regulation.

For example, Roger A. Morin® (“Morin”) states:

Each methodology requires the exercise of considerable judgment on the

reasonableness of the assumptions underlying the methodology and on the

reasonableness of the proxies used to validate a theory. The inability of

the DCF model to account for changes in relative market valuation,

discussed below, is a vivid example of the potential shortcomings of the
DCF model when applied to a given company. Similatly, the inability of

® Roger A. Morin, New Regulatory Finance (Public Utility Reports, Inc., 2006) 428-431.

8
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the CAPM to account for variables that affect security returns other than
beta tarnishes its use.

No one individual method provides the necessary level of precision for
determining a fair return, but each method provides useful evidence
to facilitate the exercise of an informed judgment. Reliance on any
single method or preset formula is inappropriate when dealing with
investor expectations because of possible measurement difficulties and
vagaries in individual companies’ market data. (emphasis added)

The financial literature supports the use of multiple methods. Professor

Eugene Brigham, a widely respected scholar and finance academician, -
asserts (feotnote omitted)

Three methods typically are used: (1) the Capital Asset
Pricing Model (CAPM), (2) the discounted cash flow (DCF)
method, and (3) the bond-yield-plus-risk-premium approach.
These methods are not mutually exclusive — no method
dominates the others, and all are subject to error when used
in practice. Therefore, when faced with the task of
estimating a company’s cost of equity, we generally use all
three methods and then choose among them on the basis of
our confidence in the data used for each in the specific case
at hand.

Both the use of the market data of a proxy group of similar risk, as well as the use
of multiple common equity cost rate models, adds reliability to the informed expert
judgment used in estimating the common equity cost rate. Therefore, it is both prudent
and appropriate to use multiple methodologies to mitigate the effects of limiting
assumptions and inputs associated with any single approach. As such, [ have considered

the results of three well-tested market models: the DCF, RPM and CAPM in arriving at

my recommended common equity cost rate for the Companies.
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INVESTMENT RISK

| | Business Risk
PLEASE DEFINE BUSINESS RISK AND EXPLAIN WHY IT IS IMPORTANT
TO THE DETERMINATION OF A FAIR RATE OF RETURN.
The investor-required return on common equity reflects investors® assessment of the total
investment risk of the subject firm. Total investment risk is often discussed in the context
of busiﬁéés:éhd ﬁnancaal risk. | B . o

Business risk reflects the uncertainty associated with owning. a company’s
common stock .without the company’s use of debt and / or prefe.r:r.e(.i stock financing. One
way of considéring the distinction between business and financial risk is to view the
former as the uncertainty in the expected earned return on common equity assuming the
firm is financed with no debt.

Examples of business risks generally faced by utilities include, but are not limited
to, the regulatory environment, mandatory environmental compliance requirements,
customer mix and concentration of customers, service territory economic growth, market
demand, risks and uncertainties of supply, operations, capital intensity, size, the degree of
operating leverage, and the like, all of which have a direct bearing on earnings.
Although analysts, including rating agencies, may categorize business risks according to
individual categories, as a practical matter they are inter-related and are not wholly
distinct from one another. Therefore, it is difficult to specifically and numerically
quantify the effect of any individual factor on investors’ required return, Z.e., the cost of
capital. For determining an appropriate return on common equity, the relevant issue is

where investors see the subject company as falling within a spectrum of risk. To the
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extent investors view a company as being exposed to additional risk, the required return
will increase, and vice versa.

For regulated utilities, business risks are both long- and near-term in nature.
Whereas near-term business risks are reflected in year-to-year variability in earnings and
cash flow brought about by economic or regulatory factors, long-term business risks

reflect the prospect of an impaired ability of investors to carn a return on and of their

‘capital. Moreover, because utilities accept the obligation to provide safe, adequate and

reliable service at all times (in exchange for the opportunity to earn a fair return on their
investment), they generally do not have the option to delay, defer, or reject capital
investments. Because those investments are capital-intensive, utilities generally do not
have the option to avoid raising external funds during periods of capital market distress,
if necessary.

Because utilities invest in long-lived assets, long-term business risks are of
considerable concern to equity investors. That is, the risk of not recovéring the return on
and of their investment extends far into the future. But, the timing and nature of events
that may lead to losses also are uncertain and consequently, those risks and their
implications for the required return on equity tend to be difficult to quantify. That does
not mean, however, that the risk is of no consequence to investors. Analysts may apply,
for example, simulation-based methods to assess the potential risk, but in the final
analysis (like the investors that commit their capital) regulatory commissions must
review a variety of quantitative and qualitative data and apply their reaséned judgment to
determine how long—term I;iSkS weigh in their assessment of th‘e market.-r.e.q.uired return on

comimon equity.

11
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DOES THE SMALLER SIZE OF THE COMPANIES RELATIVE TO THE
NATURAL GAS PROXY GROUP INCREASE TﬂEIR BUSINESS RISK
RELATIVE TO THE NATURAL GAS PROXY GROUP?

Yes. The Companies® smaller collective size relative to the Natural Gas Proxy Group
indicates greater relative business risk for each Company because, all else being equal,
size has a material bearing on risk.

Size affects business risk because smaller companies generally are simply less
able to cope with significant events that affect sales, revenues and earnings. For
example, smaller companies face more risk exposure to business cycles and economic
conditions, both nationally and locally. Additionally, the loss of revenues from a few
larger customers would have a greater effect on a small company than on a much bigger
company with a larger, more diverse, customer base.

Further evidence that smaller firms are riskier is the fact that investors demand
greater returns to compensate for the lack of marketability and liquidity of the securities

of smaller firms. Duff & Phelps 2016 Valuation Handbook Guide to Cost of Capital —

Market Results through 2015 (“D&P — 2016™) discusses the nature of the small size

phenomenon, providing an indication of the magnitude of the size premium based upon
several measures of size. In discussing “Size as a Predictor of Equity Premiums,” D&P

2016 states’:
The size effect is based on the empirical observation that companies of
smaller size are associated with greater risk and, therefore, have greater cost
of capital {sic]. The “size” of a company is one of the most important risk
elements to consider when developing cost of equity capital estimates for
use in valuing a business simply because size has been shown to be a
predictor of equity returns. In other words, there is a significant (negative)

7 Duff & Phelps 2016 Valuation Handbook Guide to Cost of Capital -— Market Results through 2015,
Wiley 2016 4-1,

12
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relationship between size and historical equity returns — as size decreases,
returns tend to increase, and vice versa (footote omitied) capnyphasis in original)

Furthermore, in “The Capital Asset Pricing Model: Theory and Evidence,”® Fama
and French note that size is indeed a risk factor which must be reflected when estimating

the cost of common equity. On page 14, they note:

. the higher average returns on small stocks and high book-to-market
stocks reflect unidentified state variables that produce undiversifiable risks
(covariance’s) in returns not captured in the market return and are priced
separately from market betas.

Based upon this evidence, Fama and French proposed their three-factor model

which includes a size variable in recognition of the effect of size on the cost of comunon
equity.
Also, the fact that it is the use of funds invested, and not the source of those funds,

which gives rise to the risk of any investment, is a basic financial principle.” Brigham!'?,

a well-known authority, states:

A number of researchers have observed that portfolios of small-firms have
earned consistently higher average returns than those of large-firms
stocks; this is called “small-firm effect.” On the surface, it would seen: to
be advantageous to the small firms to provide average returns in a stock
market that are higher than those of larger firms. In reality, it is bad news
for the small firm; what the small-firm effect means is that the capital
market demands higher returns on stocks of small firms than on
otherwise similar stocks of the large firms. (emphasis added)

Consistent with the financial principle of risk and return discussed above, such

increased relative risk due to small size must be considered in the allowed rate of return

¥ Eugene F. Fama and Kenneth R. French, “The Capitat Asset Pricing Model: Theory and Evidence,”
Journal of Economic Perspectives, Volume 18, Number 3, Summer 2004 25-43,

? Brealey, Richard A. and Myers, Stewart C., Principles of Corporate Finance (McGraw-Hill Book
Company, 1996) 204-205, 229.

2 Brigham, Eugene F., Fundamentals of Financial Management, Fifth Edition (The Dryden Press, 1989)

623.
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on common equity. Therefore, the MOPSC’s authorization of a cost rate of common
equity in this proceeding must appropriately reflect the Companies’ respective and
relevant unique risks, including the impact of their small size, and is justified and
supported by evidence in the financial literature as well as in financial markets as will be
discussed subsequently.

Financial Risk
PLEASE DEFINE FINANCIAL RISKANDEXPLAIN WHY IT 1S IMPORTANT
TO THE DETERMINATION OF A FAIR RATIE. Of‘ RETURN.
Financial risk is created by the introduction of senior capital, 7e., debt and preferred
stock, into the capital structure. It is the additional risk that a company may not have
sufficient cash flows to meet its financial obligations. The higher the proportion of senior
capital in the capital structure, the higher the financial risk which must be factored into
the common equity cost rate, consistent with the previously mentioned basic financial
principle of risk and return, ie., investors demand a higher common equity return as
compensation for bearing higher investment risk.

CAN THE COMBINED BUSINESS RISKS (LE., INVESTMENT RISK) OF AN

| ENTERPRISE BE PROXIED BY BOND AND CREDIT RATINGS?

Yes, similar bond / issuer credit ratings reflect and are representative of similar combined
business and financial risks, i.e., total risk faced by bond investors. Although specific
business or financial risks may differ between companies, the same bond / credit rating
indicates that the combined risks are similar, albeit not necessarily equal (as the purpose

of the bond / credit rating process is to assess credit quality or credit risk and not common

equity risk).

14
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However, one must keep in mind that a long-term issuer credit or bond issue rating
is an opinion regarding the particular company’s overall financial capacity to pay its
financial obligations as they become due and payable. It is not an assessment of the risk
faced by equity investors. The claims of equity holders are subordinate to the claims of
debt holders and are perpetual in life. As noted above, whereas bondholders can be
assured of the probability that a particular company will be able to meet its financial
obligations (and thus have higher credit/bond ratings), common equity holders bear the
residual risk of insufficient or volatile .(.:as;h flows in perpett.l.ity. Fof that fundamental
reason, the risks of owning common equity do not direéﬂy correspond to the risks of
owning bonds. The two have similar considerations, but only up to a point.

NATURAL GAS PROXY GROUP

PLEASE EXPLAIN HOW YOU CHOSE THE NATURAIL GAS PROXY GROUP.

I chose the Natural Gas Proxy Group by selecting those companies which met the

following criteria:

1) They are included in the Natural Gas Utility Group of Value Line’s Standard
Edition (December 2, 2016);

2)  They have 50% or greater of 2015 total operating income derived from, and 50% or
greater of 2015 total assets devoted to, regulated natural gas operations;

3) They had not publicly announced involvement in any major merger or acquisition
activity (i.e., one publicly-traded utility merging with or acquiring another) at the
time of the preparation of this testimony;

4)  They have not cut or omitted their common dividends during the past five years or

through the time of the preparation of this testimony;

15
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5) They have Falue Line and Bloomberg adjusted betas;

6) They have a positive Value Line five-year dividends per share (“DPS”) growth rate
projection; and,

7)  They have Value Line, Reuters, Zacks or Yahoo! Finance, consensus five-year
earnings pet share (“EPS”) growth rate projections.

The foliowing seven companies imeet these criteria:

e Atmos Energy Corp. (ATO);
Chesapeake Utitities Corp. (CPK);
New Jersey Resources Corp. (NJR);
Northwest Natural Gas Co. (NWN);
South Jersey Industries, Inc. (SJI);

o Southwest Gas Corp. (SWX);

s Spire, Inc. (SR).

* & o

HAVE YOU REVIEWED FINANCIAL DATA FOR THE NATURAL GAS
PROXY GROUP?

Yes. Page 1 of Schedule PMA-D2 contains comparative capitalization and financial
statistics for the Natural Gas Proxy Group for the years 2011 — 2015. As shown on page
{, during the five-year period ending 2015, the historically achieved average earnings rate
on book common equity for the group was 10.70%. The average five-year common

equity ratio based upon permanent capital (excluding short-term debt) was 55.81%, and

| the average dividend payout ratio was 57.83%.

In addition, total debt outstanding as a percentage of EBITDA for the years 2011 -
2015 ranged between 3.23 and 4.62 times, averaging 3.98 times, for the five-year period,

while funds from operations relative to total debt ranged between 19.53% and 29.74%,

average 26.17%.
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CAPITAL STRUCTURE RATIOS AND LONG-TERM DEBT COST RATE
WHAT CAPITAL STRUCTURE RATIOS DO YOU RECOMMEND FOR USE IN
DETERMINING THE OVERALL COST OF CAPITAL FOR THE COMPANIES
AND WHY?

I recommend that the pro forma consolidated capital structure ratios and embedded long-
term debt cost rate of Laclede at December 31, 2016 be used to establish an allowed
overail rate of return for the Companies. These rétios, as well as corfesponding cost
rates, are shown on Schedule PMA-D1. They consist of 42.80%, long-term debt at an
embedded cost rate of 4.159% and 57.20% common equity, at my recommended
common equity cost rate of 10.35%.

ARE THE PRO FORMA CONSOLIDATED LACLEDE ACTUAL CAPITAL
STRUCTURE RATIOS AT DECEMBER 31, 2016 APPROPRIATE FOR USE IN
A COST OF CAPITAL DETERMINATION?

Yes. The pro fdrma consolidated Laclede capital structure ratios at December 31, 2016
are reasonable to use for both the Companies because: 1) they are the “actual” pro forma
capital structure ratios of Laclede, in other words, the long-term debt is issued by Laclede
based upon the utilities’ mortgage of assets and the common equity represents Laclede’s
common stock and retained earnings; 2) MGE is a division of Laclede; and, 3) the ratios
are consistent with the capital structure ratios maintained on average by the Natural Gas
Proxy Group upon whose market data I relied in deriving my recommended common
equity cost rate.

HOW DOES LACLEDE’S LONG-TERM DEBT RATIO OF 42.80% PRO

FORMA AT DECEMBER 31, 2016, COMPARE WITH THE LONG-TERM DEBT
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RATIOS MAINTAINED ON AVERAGE BY THE COMPANIES IN THE
NATURAL GAS PROXY GROUP?
Laclede’s long-term debt ratio of 42.80% pro forma at December 31, 2016 is similar, but
slightly less than the long-term debt ratio based upon permanent capital (excluding short-
term debt) of 44.98%, maintained on average in 2015 by the companies in the Natural
Gas Proxy Group. In addition, the long-term debt ratios based upon permanent capital of
the Natural Gas Proxy Grou.p.con.lpanies r.anged from 30.68% to 54.06% in 2016, with a
midpoint of 42.37%, as shown on page 2 of Schedule PMA-D2.

COMMON EQUITY COST RATE MODELS
ARE THE COST OF COMMON EQUITY MODELS YOU USE MARKET-
BASED MODELS?
Yes. The DCF model is market-based in that market prices are utilized in developing the
dividend yield component of the model. The RPM and CAPM are also market-based in
that the bond / issuer ratings and expected bond yields / risk-free rate used in the
application of the RPM and CAPM reflect the market’s assessment of bond / credit risk.
In addition, the use of beta to determine the equity risk premium also reflects the
market’s assessment of market / systematic risk, as betas are derived from regression
analyses of market prices. In addition, market prices are used in the development of the
monthly returns and equity risk premiums used in the Predictive Risk Premium Model
(“PRPM™).  Selection of the companies included in the Non-Price Regulated Proxy
Group is market-based in that the selection criteria are based upon st;:tistical regression

analyses of market prices.

18



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Discounted Cash Flow Model (“DCEF”)
WHAT IS THE THEORETICAL BASIS OF THE DCF MODEL?
The theory underlying the DCF model is that the present value of an expected future
stream of net cash flows during the investment holding period can be determined by
discounting those cash flows at the cost of capital, or the investors® capitalization rate.
DCF theory assumes that an investor buys a stock for an expected total return rate which
is derived from cash flows received in the form of dividends plus appreciation in market
price (the expected growth rate). Mathematically, the dividend yicld on market price plus
a growth rate equals the capitalization rate (i.e., the total common equity return rate
expected by investors).
WHICH VERSION OF THE DCF MODEL DO YOU USE?

[ utilize the single-stage constant growth DCF model. The single-stage DCF model is

expressed as:

K=(D1/Py)+g
Where: K = Cost of Equity Capital
D1 = Expected Dividend Per Share in one year
Po = Current Market Price

G = Expected Dividend Per Share Growth
PLEASE DESCRIBE THE DIVIDEND YIELD YOU USED IN YOUR
APPLICATION OF THE DCF MODEL.
The unadjusted dividend yields are based upon a recent (January 30, 2017) indicated
dividend, divided by the average of closing market prices for the 60 days ending January
31,2017, as shown in Column [1] on page 1 of Schedule PMA-D3.
PLEASE EXPLAIN THE ADJUSTED DIVIDEND YIELD SHOWN ON PAGE 1

OF SCHEDULE PMA-D3 COLUMN [7].

19



10

11

12

i3

14

15

16

17

18

19

20

21

Because dividends are paid quarterly, or periodically, as opposed to continuously (daily),
an adjustment must be made to the dividend yield. This is often referred to as the
discrete, or the Gordon Periodic, version of the DCF model.

DCF theory calls for the use of the full cxpcctétional growth rate, referred to as
Dy, in calculating the dividend yield component of the model. However, since the
various companies in the Natural Gas Proxy Group increase their quarterly dividend at
various times durin.g the yeaf, a reasonable assﬁmptioﬁ is to reflect one-half the annual
dividend growth rate in the dividend yield component, referred to as Dip. This is a
conservative approach because it does not overstate the dividend yield, which should be
representative of the next twelve-month period. Therefore, the actual average dividend
yields in Column [1], page 1 of Schedule PMA-D3, have been adjusted upward to reflect
one-half the average projected growth rate shown in Column [6].
PLEASE EXPLAIN THE BASIS OF THE GROWTH RATES OF THE NATURAL
GAS PROXY GROUP WHICH YOU USE IN YOUR APPLICATION OF THE
DCF MODEL.
Investors with more limited resources than institutional investors are likely to tely upon
widely available financial information services, such_ as Value Lme, Reuters, Zacks and
Yahoo! Finance. Investors recognize that such analysts have significant insight into the
dynamics of the industries and individual companies they analyze, as well as an entity’s
historical and future ability to effectively manage the effects of changing laws and

regulations and ever changing economic and market conditions.
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Security analysts’ earnings expectations have a significant, but not sole, influence
on market prices and are therefore reasonable indicators of investor expectations.!!  As
noted by Morin'?:

Because of the dominance of institutional investors and their influence on

individual investors, analysts’ forecasts of long-run growth rates provide a

sound basis for estimating required returns. Financial analysts exert a

strong influence on the expectations of many investors who do not possess

the resources to make their own forecasts, that is, they are a cause of g.

fg = growth] P

Over the long run, there can be no growth in DPS without growth in EPS.
Thus, the use of earnings growth rate forecasts in a DCF analysis provides a better
matching between investors’ market price appreciation expectations and the growth rate
component of the DCF. Therefore, I have relied upon security analysts’ five-year
forecasts of EPS growth in my application of the DCF model.

PLEASE SUMMARIZE THE DCF MODEL RESULTS.

As shown on page 1 of Schedule PMA-D3, the average result of the single-stage DCF
model is 8.65%, while the median result is 8.70%. [ have averaged these two results in
arriving at a conclusion of a DCF-indicated common equity cost rate of 8.68% for the
Natural Gas Proxy Group. By doing so, I have not only considered the DCF resuits for
each company, but have not given undue weight to outliers on either the high or the low
side.

PLEASE COMMENT UPON THE APPLICABILITY OF THE DCF MODEL IN

ESTABLISHING A COST OF COMMON EQUITY.

' Maorin 298-303.
2 Morin 298.
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The DCF model has a tendency to mis-specify the investor required common equity
return rate when the market value of common stock differs significantly from its book
value. Mathematically, because the “simplified” DCF model traditionally used in rate
regulation assumes a market-to-book ratio of one, it understates / overstates investors'
required return rate when market value exceeds or is less than book value. It does so
because, in many inst_ances,. market _prices reflect investors' assessments of long-range
market price growth botentiéis (co.:nsi.s.tént With the infinite iﬁ\fé.st'méilf horizon implicit in
the standard regulatory version of the DCF model) not fully reflected in analysts' shorter
range forecasts of future growth in earnings per share (EPS), an accounting proxy. Thus,
the market-based DCF model will result in a total annual dollar return on book common
equity equal to the total annual dollar return expected by investors only when market and
book values are equal, a rare and unlikely situation. In recent years, the market values of
natural gas utilities’ common stocks have been well in excess of their .book values as
shown on page 1 of Schedule PMA-D2 ranging between 149.16% and 190.88% for the
five years ending 2015,

Under DCF theory, the rate of return investors require is related to the market price
paid for a security. Thus, market prices form the basis of investment decisions and
investors’ expected rates of return. In contrast, a regulated utility is generally limited to
earning on a net book value (depreciated original cost) rate base. Although market prices
are significantly influenced by analysts’ EPS growth forecasts, market values can diverge
from book values for a myriad of macroeconomic reasons including, but not limited to,
EPS and DPS expectations, merger or acquisition expectations, interest rates, investor

sentiment, unemployment levels, monetary policy, fiscal policy, etc.
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Traditional rate base / rate of return regulation, where a market-based common
equity cost rate is applied to a book value rate base, presumes that market-to-book ratios
are at unity or 1.00. However, there is ample empirical evidence over sustained periods
which demonstrate that this is an incorrect presumption. Since market-to-book ratios of
unity or 1.00 are rarely the case as discussed above, regulatory allowed returns on
common equity, 7.e., earnings, have a limited effect on utilities' market/book ratios as the

market prices of utility common stocks are also influenced by factors beyond the direct

influence of the regulatory process.
As noted by Phiflips:!?

Many question the assumption that market price should equal book value,
believing that 'the earnings of utilities should be sufficiently high to achieve
market-to-book ratios which are consistent with those prevailing for stocks
of unregulated companies.'

t14

In addition, Bonbright'* states:

In the first place, commissions cannot forecast, except within wide limits,
the effect their rate orders will have on the market prices of the stocks of the
companies they regulate. In the second place, whatever the initial market
prices may be, they are sure to change nof only with the changing
prospects for earnings, but with the changing outlook of an inherently
volatile stock market. In short, market prices are beyond the control,
though not beyond the influence of rate regulation. Moreover, even if a
commission did possess the power of control, any attempt to exercise it ...
would result in harmful, uneconomic shifts in public utility rate levels.
(emphasis added)

Q. IS IT REASONABLE TO EXPECT THE MARKET VALUES OF UTILITIES'

COMMON STOCKS TO CONTINUE TO SELL WELL ABOVE THEIR BOOK

VALUES?

" Philtips, Charles F., The Regulation of Public Utilities — Theory and Practice (Public Utility Reports,

Inc., 1993) 395,
 James C. Bonbright, Albert L. Danielsen and David R. Kamerschen, Principles of Public Utility Rates

{Public Utilities Reports, Inc., 1988) 334.
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Yes. Market-to-book ratios of regulated utilities vary from year to year, due to such
influences as the effects on the “Great Recession”, subsequent economic and capital
market turmoil and the ongoing economic recovery and the like. In my opinion, the
common stocks of utilities will continue to sell substantially above their book values, on
average, because many investors will likely continue to commit a greater percentage of
their available capital to common stocks in view of lower interest rate alternative
investment opportunities. “The recent past and current capital market environment is in
statk and historical contrast to the late 1970's and early 1980's when very high (by
historical standards) yields on secured debt instruments in public utilities were available,
Despite the fact that the market declined significantly during late 2001 through 2003,
following the September 11, 200! tragedy and dippea. to a low in March 2009 as the
“Great Recession” unfolded and the U.S. is now recovering from the “Great Recession”
at a moderate pace, the majority of utility stocks, on average, have continued to sell at
market prices well above their book value. In addition, as previously discussed, such
sustained high market-to-book ratios have been influenced by factors other than
fundamentals such as actual and reported growth in EPS énd DPS.

CAN THE UNDER- OR OVERSTATEMENT OF THE INVESTORS’ REQUIRED
RATE OF RETURN ON THE MARKET BY. THE DCF MODEL BE
DEMONSTRATED MATHEMATICALLY?

Yes. Page 2 of Schedule PMA-D3 demonstrates how a market-based DCF cost rate of
8.65%" applied to a book value which is below market value will understate the investor
required return on market value. As shown, there is no realistic opportunity to earn the

expected market-based rate of return on book value. In Column [1], investors expect an

13 Average DCF cost rate for the Natural Gas Proxy Group from page l.of Schedule PMA-D3.
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8.65%, the average DCF result for the proxy group, return on a market price of $59.536.16
Column [2] shows that when the 8.65% return rate on market value is applied to a book
value of $25.848!7 which is approximately 43% of market value, the total annual return
opportunity is just $2.236 on book value. With an annual dividend of $1.703, there is an
opportunity for growth of $0.533 which is just 0.90% in contrast to the 5.79% growth in
market price expected by investors.

The converse is also true. When the market-to-book value is below 1, the DCF cost
rate will overstate the investor required return on market value.

Hence, the DCF model mis-specifies, that is, it either understates / overstates
investors' required cost of common equity capital when market values exceed / are less
than their underlying book values. Therefore, as stated above, to add reliability to the
estimation of the cost of common equity, multiple cost of common equity models should
be relied upon, rather than exclusive reliance upon the DCF model, when estimating
investors’ expectations.

In view of ali the foregoing, at this time the traditional application of the DCF
mis-specifies investor required return. Specifically, it understates investor required return
because of the confluence of recently rising market prices, the use of accounting
measures as proxies for capital appreciation in the DCF, the recent dramatic rise in
interest rates in response to recent Federal Reserve comments and the expected continued
rise in interest rates and capital costs discussed below. The magnitude of this

understatement can be found in the difference between the 5.79% growth in market

16 Average market price for the Natural Gas Proxy Group at January 30, 2017 from Column [4] on page 2

17

of Schedule PMA-I10.
Average book value at year end 2015 for the Natural Gas Proxy Group from Column [1] on page 2 of

Schedule PMA-DI10.

25



16

11

12

14

15

16

17

18

19

20

21

22

values, i.e., growth in EPS, shown in Column [1] on page 2 of Schedule PMA-D3 and the
growth in market value of 0.90%, shown in Column {2], when the 8.65% DCF cost rate is
applied to book value, or nearly 490 basis points. Coupled with the added reliability and
accuracy that the use of multiple cost of common equity models provides in the
estimation of the cost of common equity, it is more imperative than ever to not give
exclusive or even primary reliance to the DCF analysis currently. In fact, in my opinion,
it would be inappropriate to give any greater weight to the DCF analysis than I afready
have in deriving my multi-model return on equity recommendation.

The Risk Premium Model (“RPM”)
PLEASE DESCRIBE THE THEORETICAL BASIS OF THE RPM.
The RPM is based upon the basic financial principle of risk and return, namely, that
investors require greater returns for bearing greater risk. The RPM recognizes that
comumton equity capital has greater investment risk than debt capital, as common equity
shareholders are last in line in any claim on an entity’s assets and earnings, as previously
discussed. Therefore, investors require higher returns from investiment in common stocks
than from investment in bonds to compensate them for bearing the additional risk.

While, as also discussed previously, it is possible to directly observe bond returns
and yields, the investor required common equity return cannot be directly determined or
observed. According to RPM theory, one can estimate a common equity risk premium
over bonds, either historically or prospectively, and then use that premium to derive a
cost rate of common equity. In summary, according to the RPM, the cost of common

equity equals the expected cost rate for long-term debt capital plué a risk premium over
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The inputs to the model are the historical returns on the common shares of each
publicly traded utility in the Natural Gas Proxy Group, minus the historical monthly yield
on long-term U.S. Treasury securities, through January 2017. Using a generalized form
of ARCH, known as GARCH, each natural gas utility’s projected equity risk premium
was determined using Eviews® statistical software. When the GARCH model is applied
to the historical return data, it produces a predicted GARCH variance series’' and a
GARCH coefficient.?? The forecasted 30-year U.S. Treasury Bond yield of 3.65% is
based upon consensus forecasts for the six quarters ending with the second quarter 2018,
derived from the February 1, 2017 Blue Chip Financial Forecasts (Blue Chip), averaged
with the long-range forecasts for 2018 — 2022 and 2023 — 2027, from the December 1,
2016 Biue Chip. The average PRPM indicated common equity cost rate is 11.43%, while
the median is 11.81% for the Natural Gas Proxy Group, as shown in Column [7].
Consistent with my use of the average of the average and median DCF results, I rely
upon the average of the average and median PRPM results of 11.62%?%* as my conclusion
of the PRPM equity cost rate, also shown in Column [7] of Schedule PMA-D4.

PLEASE EXPLAIN THE ADJUSTED TOTAL MARKET APPROACH RPM.

The adjusted total market approach RPM adds a prospective public utifity bond yield to
the average of: 1) an equity risk premium derived from a beta-adjusted total market
equity risk premium; 2) an equity risk premium based upon the S&P Utilities Index; and,
3) an equity risk premium based upon the authorized returns for natural gas companies

over Moody’s A rated public utility bonds.

2 ilustrated in Columns [1] and [2} on page 2 of Schedule PMA-D4.
2 Yllustrated in Column [4] on page 2 of Schedule PMA-D4.
B11.62% =(11.43% + 11.81%)/2.
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PLEASE EXPLAIN THE BASIS OF THE ADJUSTED PROSPECTIVE BOND
YIELD OF 4.89% APPLICABLE TO THE NATURAL GAS PROXY GROUP,
SHOWN ON LINE NO. 5 ON PAGE 3 OF SCHEDULE PMA-DA4.

The first step in the adjusted total market approach RPM analysis is to determine the
expected bond yield. Because both ratemaking and the cost of capital, including the
common equity cost rate, are prospective in nature, a prospective yield on long-term debt,
similarly rated to the Natural Gas Proxy Group, is essential. - Since Bluwe Chip does not
publish consensus yield forecasts for the Moody’s A rated public utility bonds, I began
with the February 1, 2017 Blue Chip consensus forecast of about 50 economists of the
expected yield on Aaa rated corporate bonds for the six calendar quarters ending with the
second calendar quarter of 2018, averaged with the long-range forecasts for 2018 - 2022,
and 2023 — 2026, from the December 1, 2016 Biue Chip**. As shown on Line No. 1 of
page 3, the average expected yield on Moody’s Aaa rated corporate bonds is 4.68%. In
order to derive a prospective Moody’s A rated public utility bond yield, an adjustment of
0.21%, or the average spread between Moody’s Aaa rated corporate bond yields and
Moody’s A rated public utility bond yields for the three months ending January 20172
must be made to the average Aaa corporate bond yield, which results in a bond yield of
4.89% applicable to a Moody’s A rated public utility bond.?

PLEASE EXPLAIN THE METHOD OF ESTIMATING THE EQUITY RISK
PREMIUM IN THE ADJUSTED TOTAL MARKET APPROACH.

The total beta-derived equity risk premium shown on page 8 of Schedule PMA-DS is

based upon an average of:

* See pages 9 and 10 of Schedule PMA-D4.
2 See page 4 of Schedule PMA-D4.
26 4.89% = 4.68% + 0.21%.
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2)

3)

4

5)

The arithmetic mean monthly historical equity market equity risk premium of
large company common stocks, relative to Moody’s Aaa / Aa corporate bonds
from 1928 — 2015;

The PRPM predicted monthly equity risk premium of large company common
stocks relative to Moody’s Aaa / Aa corporate bonds from January 1928 -
January 2017,

The results of a regression analysis of the monthly equity risk premiums of iarge
company common stocks relative to Moody’s Aaa / Aa corporate bonds from
1928 —-2015;

The 3-5 year median total market price appreciation projections and expected
market dividend yield for the thirteen weeks ending February 10, 2016 reported
by Value Line; and,

A forecasted equity risk premium based upon the S&P 500 market-value

weighted projected market appreciation and dividend yield.

HOW DID YOU DERIVE THE LONG-TERM HISTORICAL MARKET EQUITY

RISK PREMIUM?

To derive a historical market equity risk premium, I used the most recent Morningstar

data on holding period returns for the large company common stocks from the

Morningstar® SBBI® Appendix A Tables (“Morningstar - 2016),%” and the average

historical yield on Moody’s Aaa and Aa rated corporate bonds for the period 1928-2015.

The use of holding period returns over a very long period of time is useful because it is

21 Table A-1. Morningstar® SBBI® Appendix A Tables, Morningstar Stocks, Bonds, Bills, and Inflation |
1926 — 2015, © 2616. Morningstar has decided to stop publishing the Ibbotson Classic Yearbook, but

has provided the Appendix A Tables.
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consistent with the long-term investment horizon by investing in a going concern, ie., a
company expected to operate in perpetuity.

Morningstar’s long-term arithmetic mean monthly total return rate on large
company common stocks is 11.68% and the long-term arithmetic mean monthly yield on
Moody’s Aaa and Aa rated corporate bonds is 6.16%. The resultant long-term historical
equity risk premium on the market as a whole is 5.52%, shown on Line No. 1 on page 8
of Schedule PMA-D4.

I used arithmetic mean monthly total return rates for the large company stocks
and yields (income returns) for Moody’s Aaa / Aa corporate bonds because they are
appropriate for cost of capital purposes. The use of arithmetic mean return rates and
yields are appropriate because ex-post (historical) total returns and equity risk premiums
differ in size and direction over time, providing insight into the variance and standard
deviation of returns needed by investors in estimating future risk when making a current
investment. Absent such valuable insight into the potential variance of returns, investors
cannot meaningfully evatuate prospective risk. If investors alternatively relied upon the
geometric mean of ex-post equity risk premiums, they would have no insight into the
potential variance of future returns because the geometric mean relates the change over
many periods of time to a constant rate of change, thereby obviating the period-to-period
fluctuations, or variance, critical to risk analysis.

PLEASE EXPLAIN THE DERIVATION OF A PRPM MARKET EQUITY RISK
PREMIUM.
I used the same PRPM approach described previously to develop a second market equity

risk premium estimate. The inputs to the model are the historical monthly returns on
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large company common stocks from Morningstar — 2016, minus the monthly yields on

Aaa and Aa rated corporate bonds during the period Januvary 1928 through January 2017,
Using the previously discussed GARCH model, the market’s projected equity risk
premium was determined using Eviews® statistical software. The resulting predicted
market equity risk premium based upon the PRPM is 6.38%, shown on Line No. 2 on
page 8 of Schedule PMA-DA4.

PLEASE EXPLAIN THE DERIVATION OF THE REGRESSION ‘BASED
MARKET EQUITY RISK PREMIUM.

To derive the regression analysis-derived market equity risk premium of 7.40%, shown
on Line No. 3 on page 8 of Schedule PMA-D4, [ used monthly annualized total returns
on large company common stocks relative to the monthly annualized yields on Moody’s
Aaa / Aa corporate bonds from 1928 — 2015. The relationship between interest rates and
the market equity risk premium was modeled using the observed monthly market equity
risk premium as the dependent variable, and the monthly yield on Moody’s Aaa / Aa
corporate bonds as the independent variable. 1 used a linear Ordinary Least Squares
(“OLS”™) regression, in which the market equity risk premium is expressed as a function

of the Moody’s Aaa / Aa corporate bonds yield:

RP = o+ f§ (RAwwAa)
PLEASE EXPLAIN THE DERIVATION OF A PROJECTED MARKET EQUITY
RISK PREMIUM BASED UPON VALUE LINE DATA.
As noted previously, because both ratemaking and the cost of capital, including the cost
rate of common equity, are prospective, a prospective market equity risk premium is

essential. Consistent with the development of the dividend yield component of my DCF
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analysis, the fourth prospective market equity risk premium of 4.60%, shown on Line No.
4 on page 8 of Schedule PMA-D4, is derived from an average of the 3-5 year estimated
median market price appreciation potential provided by Value Line, plus an average of
the median estimated dividend yield for the common stocks of the approximately 1,700
firms covered in Value Line’s Standard Edition, both for the thirteen weeks ending
February 10, 2017.

©+ The averagé median expeéted pfice appréciétion is.32%, which translates to an
7.19% annual appreciation and, when added to the average (similarly calculated) median
dividend yield of 2.09%, equates to a forecasted annual total return rate on the market as
a whole of 9.28%. The forecasted Aaa bond yield of 4.68%?® is deducted from the total
market return of 9.28%, resulting in an equity risk premium of 4.60%.
PLEASE EXPLAIN THE DERIVATION OF A MARKET EQUITY RISK
PREMIUM BASED UPON THE S&P 500 COMPOSITE INDEX COMPANIES.
Using data from Bloomberg Professional Services, a market-value weighted expected
total return for the S&P 500 comparnies can be derived using the expected dividend yields
and projected long-term growth in earnings per share as a proxy for capital appreciation.
The expected market-value weighted total return for the S&P 500 is 13.08%. Subtracting
the prospective yield on Moody’s Aaa rated corporate bonds of 4.68% results in an
8.40% projected market equity risk premium, shown on Line No. 5 on page 8 of Schedule
PMA-D4.
WHAT IS YOUR CONCLUSION OF THE MARKET EQUITY RISK PREMIUM

FOR YOUR TOTAL MARKET APPROACH RPM?

28

See page 8 of Schedule PMA-D4.
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It is 6.46% as shown on Line No. 6 on page 8§ of Schedule PMA-D4. Tn artiving at this
conclusion, I averaged: 1) the historical market equity risk premium of 5.52%; 2) the
PRPM based market equity risk premium of 6.38%; 3) the regression based market equity
risk premium of 7.40%; 4) the Falue Line-based forecasted market equity risk premium
of 4.60%; and, 5) the S&P 500 market-value weighted projected market equity risk
premium of 8.40% shown on Line Nos. 1 through S on page 8 of Schedule PMA-D4.*°
WHAT IS YOUR CONCLUSION OF A BETA DERIVED EQUITY RISK
PREMIUM FOR USE IN YOUR TOTAL MARKET APPROACH RPM
ANALYSIS?

The conclusion of the market equity risk premium of 6.46% is then adjusted by beta to
account for the market risk of the Natural Gas Proxy Group. Beta is a measure of relative
risk to the market as a whole and a logical means by which to aflocate an entity’s/proxy
group’s share of the total market’s equity risk premium relative to corporate bond yields.
As shown on page | of Schedule PMA-D5, Column [3], the average of the mean and
median Value Line and Bloomberg betas for the Natural Gas Proxy Group average is
0.69. Multiplying a beta of 0.69 by the market equity risk premium of 6.46%, on Line
No. 6 of page 8 of Schedule PMA-D4, results in a beta adjusted equity risk premium of
4.46% for the Natural Gas Proxy Group, as shown on Line No. 8 on page 8 of Schedule
PMA-D4.

PLEASE EXPLAIN THE DERIVATION OF AN EQUITY RISK PREMIUM
BASED UPON THE S&P UTILITY INDEX.

I calculated four estimated equity risk premiums based upon the S&P Utility Index. First,

I derived the long-term monthly arithmetic mean equity risk premium between the S&P

2 6.46% = ((5.52% + 6.38% + 7.40% + 4.60% + 8.40%) / 5).
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Utility Index total returns of 10.49% and monthly Moody’s A rated public utility bond
yields of 6.64% from 1928 — 2015, to arrive at an equity risk premium of 3.85%.%
Second, I applied the PRPM using historical monthly equity risk premiums from January
1928 through January 2017, to arrive at the PRPM derived equity risk premium of 4.34%
for the S&P Utility Index.?! Third, I derived a regression based analysis of the monthly
equity risk premiums of the S&P Ultility Index relative to Moody’s A rated public utility
bonds from 1928 — 2015, of 5.50%.% Féurth, I derived an expected market-value
weighted total return on the S&P Ultility Index of 8.25% using data from Bloomberg
Professional Services, and subtracting the prospective Moody’s A rated public utility
bond yield of 4.89%, resulting in an equity risk premium of 3.36%, as shown on Line No
6 on page 11 of Schedule PMA-D4,

I rely upon the average of the historical (3.85%); the PRPM (4.34%); the
regression based (5.50%); and, S&P Utility [ndex (3.36%) derived equity risk premiums,
which is 4.26%, shown on Line No. 7 on page 11 of Schedule PMA-D4.%

HOW DID YOU DERIVE AN EQUITY RISK PREMIUM OF 5.15% BASED ON
AUTHORIZED RETURNS ON COMMON EQUITY FOR NATURAL GAS
COMPANIES?

The equity risk premium of 5.15% shown on Line No. 3, page 7 of Schedule PMA-D4 is
the result of a regression analysis based on regulatory awarded returns on common equity
related to the yields on A-rated public utility bonds. That analysis is summarized on page

12 of Schedule PMA-D4, which presents the graphical results of a regression analysis of

3% As shown on Line No. 3, on page 11 of Schedule PMA-D4.
31 As shown on Line No. 4, on page 11 of Schedule PMA-D4.
32 As shown on Line No. 5, on page 11 of Schedule PMA-D4.
B 4.26% = ((3.85% + 4.34% + 5.50% + 3.36%) / 4).
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752 rate cases for natural gas utility companies which were fully litigated during the
period from January 1, 1980 through December 31, 2016, The data used were the
implicit equity risk premium relative to the yields on A-rated public utility bonds
immediately prior to the issuance of each regulatory decision.** An inverse relationship
between the yield on A-rated public wutility bonds and equity risk premium is clearly
visible in the chart on page 12. In other words, as interest rates decline, the equity risk
premium rises and vice vetsa, a result consistent with regulatory financial literature on
the subject.® Given the expected A-rated utility bond yield of 4.89%, it can be
interpolated that the indicated equity risk premium applicable to that bond yield is 5.15%,
which is shown on Line No. 3, page 5 of Schedule PMA-D4.

Q. WHAT IS YOUR CONCLUSION OF AN EQUITY RISK PREMIUM FOR USE IN
YOUR ADJUSTED TOTAL MARKET APPROACH RPM ANALYSIS?

A. The equity risk premium applicable to the Natura! Gas Proxy Group is 4.62%,% derived
by averaging the beta-derived premium of 4.46% (Line No. 8 on page 8 of Schedule
PMA-D4), the equity risk premium of 4.26% based upon the holding period returns of
public utilities with Moody’s A rated bonds (Line No. 7 on page 11 of Schedule PMA-
D4) and the 5.15% equity risk premium based upon the regression analysis of authorized

returns on common equity for natural gas companies (page 12 of Schedule PMA-D4).

* The implied equity risk premium is calculated by subtracting the prevailing yield on Moody’s A rated
public utility bonds from the authorized return on common equity for each case.

¥ Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth
Forecasts, Financial Management, Summer 1992 63-70; Euvgene F. Brigham, Dilip K. Shome, and
Steve R. Vinson, The Risk Premium Approach te Measwring a Ulility’s Cost of Eguity, Financial
Management, Spring 1985 33-45; and Farris M. Maddox, Donna T. Pippert, and Rodney N. Sullivan,
An Empirical Study of Ex Ante Risk Premitms for the Electric Utility Industry, Financial Management,
Autumn 1995 89-935,

3 4.62% = (4.46% + 4.26% + 5.15%) / 3).
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WHAT IS THE RPM-BASED COMMON EQUITY COST RATE BASED UPON
THE ADJUSTED TOTAL MARKET APPROACH?
It is 9.51% for the Natural Gas Proxy Group as shown on Line No. 7 on page 3 of
Schedule PMA-D4.
WHAT ARE THE RESULTS OF YOUR APPLICATION OF THE PRPM AND
THE ADJUSTED TOTAL MARKET APPROACH RPM?
As shown on page 1 of Schedule PMA-D4, fhe .in;ii.ckabted RPM-&erived common equity
cost rate is 10.57%7, derived by averaging the PRPM results with those based upon the
adjusted total market approach.

Capital Asset Pricing Model (“CAPM”)
PLEASE EXPLAIN THE THEORETICAL BASIS OF THE CAPM.
CAPM theory defines risk as the covariance of a security's returns with the market's
returns as measured by beta (). A beta less than 1.0 indicates lower variability while a
beta greater than 1.0 indicates greater variability than the market.

The CAPM assumes that all other risk, i.e., all non-market or unsystematic risk,
can be eliminated through diversification. The risk that cannot be eliminated through
diversification is called market or systematic risk. In addition, the CAPM presumes that
investors require compensation only for these systematic risks that are the resuit of
macroeconomic and other events that affect the returns on all assets. The model is
applied by adding a risk-free rate of return to a market risk premium, which is adjusted
proportionately to reflect the systematic risk of the individual security relative to the total

market, as measured by beta, The traditional CAPM model is expressed as:

3 10.57% = ((11.62% + 9.51%) / 2).
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Rs = Rf+ B(Rm - Rf)

Where: Rs = Return rate on the common stock
Rf = Risk-free rate of return
Rm = Return rate on the market as a whole

B = Adjusted beta (volatility of the security
relative to the market as a whole)

Numerous tests of the CAPM have measured the extent to which security returns
and betas are related, as predicted by the CAPM, confirming the CAPM’s vaiidity‘ The‘
empirical CAPM (“ECAPM?”) reflects the reality that, while the results of these tests
suppott the notion that beta is related to security returns, the empirical Security Market
Line (“SML”) described by the CAPM formuila is not as steeply sloped as the predicted

SML. Morin?® states:

With few exceptions, the empirical studies agree that ... low-beta
securities earn returns somewhat higher than the CAPM would predict,
and high-beta securities earn less than predicted.

Therefore, the empirical evidence suggests that the expected return on a
security is related to its risk by the following approximation:

K= Rr+x B(Rm~Rr) + (1-x} B(Rwm - Rp)
where x is a fraction to be determined empirically. The value of x that
best explains the observed relationship Return = 0.0829 + 0.0520 B is
between 0.25 and 0.30. If x = 0.25, the equation becomes:

K = Rp+0.25(Ru - Re) + 0.75 PRyt - R¥)

3 Morin 175, 190.
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In view of theory and practical research, I have applied both the traditional CAPM
and the ECAPM to the companies in the Natural Gas Proxy Group, and averaged the
results.

PLEASE DESCRIBE YOUR SELECTION OF BETA FOR YOUR CAPM
ANALYSIS?

I relied upon an average of the adjusted betas published by the Value Line and provided
by Bloomberg Professional Services. While both of those services adjusi their calculated
(or “raw”) beta to reflect the tendency of beta to regress toward the market mean of 1.00,
Value Line calculates its beta over a five-year period, while Bloomberg’s calculation is
based upon two years of data.

PLEASE DESCRIBE YOUR SELECTION OF A RISK-FREE RATE OF RETURN
FOR YOUR CAPM ANALYSIS.

As shown in Column [5], of Schedule PMA-DS3, the risk-free rate adopted for both
applications of the CAPM is 3.65%. The risk-free rate of 3.65% is based upon the
average of the consensus forecast for the six quarters ending with the second quarter
2018, from the January 1, 2017 Blue Chip, averaged with the long-range forecasts for
2018 — 2022, and 2023 — 2027, from the December 1, 2016, Blue Chip,”? as detailed in
Note 2 on page 2 of Schedule PMA-D5.

WHY IS THE YIELD ON LONG-TERM U.S. TREASURY BONDS
APPROPRIATE FOR USE AS THE RISK-FREE RATE?

The yield on long-term U.S. Treasury Bonds is almost risk-free and its term is consistent
with: 1) the long-term cost of capital to public utilities measured by the yields on A rated

public utility bonds; 2) the long-term investment horizon inherent in utilities’ common

¥ See pages 9 and 10 of Schedule PMA-D4.
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stock; and 3) the long-term life of the jurisdictional rate base to which the allowed fair

rate of return (7.e., cost of capital) will be applied. In contrast, short-term U.S. Treasury

yields are more volatile, and reflect a short-term investment horizon that is not consistent

with the long-term investment horizon and life of the rate base to which the atlowed rate

of return is applied.

PLEASE LXPLAIN THE ESTIMATION OF THE EXPECTED EQUITY RISK

' PREMIUM FOR THE MARKET,

The basis of the market equity risk premium is explained in detail in Note 1 of Schedule

PMA-D5. ltis derived from an average of:

y

2)

3)

4)

3)

The 3-5 year median total market price appreciation projections and
expected market dividend yield for the thirteen weeks ending February 10,
2016 reported by Value Line;

The arithmetic mean monthly equity risk premium of large company
common stocks relative to long-term U.S. Treasury bond income yields

from Morningstar - 2016 from 1926 — 2015;

The PRPM predicted market equity risk premium, using monthly equity
risk premiums for large company common stocks relative to long-term
U.S. Treasury securities from January 1926 through January 2017,

The results of a regression analysis of the monthly equity risk premiums of
large company common stocks relative to long-term U.S. Treasury bond
income yields from Morningstar - 2016 from 1926 —2015; and,

The market-value weighted projected total return on the S&P 500 minus

the projected risk-free rate.
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The Value Line-derived forecasted total market equity risk premium is derived by
deducting the projected 3.65% risk-free rate, discussed above, from the Value Line
projected total annual market return of 9.28%, also discussed above, resulting in a
forecasted total market equity risk premium of 5.63%, derived in Note 1 on page 2 of
Schedule PMA-DS.4°

The long-term income return on U.S. Government Seccurities of 5.20% was

deducted from the Morningstar — 2016*" monthly historical total market return of

11.95%, resulting in an historical market eqtiity risk premium of 6.75%", derived in Note
1 on page 2 of Schedule PMA-DS.

The PRPM market equity risk premium is 7.20%, derived using the PRPM,
discussed above, relative to the yields on long-term U.S. Treasury securities from January
1926 through January 2017, as shown in Note 1 on page 2 of Schedule PMA-DS.

To derive the regression analysis-derived market equity risk premium of 8.66%,
shown in Note 1 on page 2 of Schedule PMA-DS5, I used monthly annualized historical
returns on the S&P 500 relative to historical yields on long-term U.S. Government

Securities from Morningstar - 2016. The relationship between interest rates and the

market equity risk premium was modeled using the observed monthly market equity risk
premium as the dependent variable, and the monthly yield on long-term U.S. Government
Securities yield as the independent variable. I used a linear OLS regression, in which the
market equity risk premium is expressed as a function of the U.S. Government Securities

yield:

#5.63% = 9.28% - 3.65%.
H Morningstar — 2016 Appendix A Tables.
26.75% = 11,95% - 5.20%.
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The S&P 500 market-value weighted projected market equity risk premium of
9.43% is derived by subtracting the 3.65% projected risk-free rate, discussed above, from
the projected total return of 13.08%, also discussed above, as shown on Schedule PMA-
ps.®

These five market equity risk premiums result in an average total market equity
risk premium of 7.53%, as shown on Schedule PMA-D5.4.
WHAT ARE THE RESULTS OF YOUR APPLICATION OF THE
TRADITIONAL AND EMPIRICAL CAPM TO THE _NATURAL GAS PROXY
GROUP?
As shown in Column [8] on page 1 of Schedule PMA-DS, the average CAPM / ECAPM
equity cost rate is 9.14%, while the median CAPM / ECAPM result is 9.07%, averaging
9.11%. Consistent with my reliance upon the average of the average and median results
of the DCF discussed above, the Natural Gas Proxy Group’s common equity cost rate
based upon my CAPM analyses is 9.11%.%

DCF, RPM and CAPM Analyses for the Non-Price Regulated Proxy Group

YOU HAVE ALSO INCLUDED AN ANALYSIS OF DATA FOR A NON-PRICE
REGULATED PROXY GROUP, PLEASE EXPLAIN.
Neither the Hope nor Bluefield cases specify that comparable risk companies have to be
regulated utilities, Since rate regulation is a substitute for the competition of the
marketplace, non-price regulated firms operating in the competitive marketplace are an

excellent proxy if a group can be selected to be comparable in total risk to the Natural

#9.43% = 13.08% - 3.65%,

4
45

7.53% = ((5.63% + 6.75% + 7.20% + 8.66% + 9.43%) / 5).
9.11% = ((9.14% + 9.07%)/2).
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Gas Proxy Group upon whose market data is used to estimate the cost of common equity
for the Companies. As explained befow, the selection criteria I utilized are theoretically
and empirically sound and produced results for a non-regulated proxy group which is
comparable in total risk to the Natural Gas Proxy Group.

PLEASE EXPLAIN HOW YOU SELECTLED THE NON-PRICE REGULATED
PROXY GROUP.

The selection criteria | utilized to select the non-ﬁricé ;‘ég_l.‘lzlat_ca_ﬁl'n_l'_s::.\_".vzér.é.based upon
statistics derived from Value Line regression analyses of \%reél;iy market prices over the
most recent 260 weeks, ie., five years, from the market prices paid by investors. Value
Line unadjusted betas wete used as a measure of systematic risk, while the standard
errors of the regressions giving rise to those beta coefficients are a measure of
unsystematic or firm-specific risk reflecting the extent to which events specific to a
firm’s operations affect its stock price. In essence, companies with similar betas and
standard errors of the regression have similar total investment risk. The criteria used to

select the Non-Price Regulated Proxy Group were:

) The unadjusted beta coefficients from the Falwe Line regressions must lie within
plus or minus two standard deviations of the average unadjusted beta coefficients
of the Natural Gas Proxy Group;

2) The residual standard errors of the Falue Line regressions which gave rise to the
unadjusted beta coefficients must lie within plus or minus two standard
deviations of the average residual .standard error of the Natural Gas Proxy Group;

3) The non-price regulated firms must be covered by Value Line (Standard Edition);

and,
4) The firms must be domestic, non-price regulated companies, i.e., non-utilities.
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The basis of selection and the comparison group’s regression statistics are shown

in Schedule PMA-D6. The following sixteen companies met these criteria:

o AmerisourceBergen (ABC);

¢ AutoZone Inc. (AZ0);

s Bard (C.R.) (BCR);

o Campbell Soup (CPB);

e Dr. Pepper Snapple (DPS);

s Erie Indemnity (ERIE);

e Lancaster Colony Corp, (LANC);
 oLilly (Eli) and Co. (LLY);

« Merck & Co. (MRK);

e Reynolds American (RAI);

o Smucker (J.M.) (SIM);

s Stericycle Inc. (SCRL);

o Target Corp. (TGT);

*TJX Companies (TJX);

o Verisk Analytics (VRSK); and

* Waste Connections {(WCN).

DID YOU CALCULATE COMMON EQUITY COST RATES USING THE DCF,
RPM AND CAPM FOR THE NON-PRICE REGULATED PROXY GROUP?
Yes. Because the DCF, RPM and CAPM have been.applied in an identical manner as
described above relative to the market data of the Natural Gas Proxy Group, I will not
repeat the details of the rationale and application of each model shown on page 1 of
Schedule PMA-D7. I should note, however, that in the application of the RPM, I did not
use public utility-specific equity risk premiums nor épply the PRPM to the individual
companies.

Page 2 of Schedule PMA-D7 contains the d;:t_'i%t_ion of the DCF cost rates. As
shown, the average of the mean and median DCF-based cost rates for the Non-Price

Regulated Proxy Group is 11.86%.
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Pages 3 through 5 of Schedule PMA-D7 contain the data and calculations relating
to the 10.11% RPM cost rate for the Non-Price Regulated Proxy Group. As shown on
Line No. 1 of page 3, the consensus prospective yield on Moody’s Baa-rated corporate
bonds of 5.51% is based upen the forecasted yields for the six quarters ending with the
first quarter of 2018, from the February 1, 2017 Blue Chip, averaged with the long-range
forecasted yields for 2018 — 2022, and 2023 — 2027, from the December 1, 2016 Blue
Chip.4 Because the Non-Price”Regﬁlated P.r.ox_\‘,' Grou';:)‘.' members have an av.crage
Mocody’s long-term issuer rating of Baal, as shown on page 4 of Schedule PMA-D7, a
downward adjustment of 0.18% to the prospective bond yield is necessary to reflect the
difference in ratings*’, which results in a projected Baal corporate bond yield of 5.33%,
shown in Line No. 4 of page 3 of Schedule PMA-D7. When the beta-adjusted risk
premium of 4.97%%, relative to the Non-Price Regulated Proxy Group, is added to the
prospective Baal rated corporate bond yield of 5.33%, the RPM-based cost rate is
10.30%, as shown in Line No. 5 on page 3 of Schedule PMA-D7.

Page 6 of Schedule PMA-D8 contains the details of the application of the
traditional CAPM and ECAPM to the Non-Price Regulated Proxy Group. As shown, the
mean and median traditional CAPM and ECAPM results are 9.67% / 9.57% for the Non-
Price Regulated Proxy Group which, when averaged, result in a CAPM-based cost rate of
9.62%.%

WHAT IS YOUR CONCLUSION OF THE COST RATE OF COMMON EQUITY

BASED UPON THE NON-PRICE REGULATED PROXY GROUP?

4 See pages 9 and 10 of Schedule PMA-D4.

7 As shown on Line No. 2 and explained in Note 2 on page 4 of Schedule PMA-D7.
8 Derived on page 5 of Schedule PMA-D7.

199.62% = (9.67% + 9.57%) / 2).
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It is 10.45%, as shown on page 1 of Schedule PMA-D7, The results of the DCF, RPM
and CAPM applied to the Non-Price Regulated Group are 11.86%, 10.30% and 9.62%,
respectively. Based upon these results, I will rely upon the average of the mean and
median results of the three models, which is 10.45% for the Non-Price Regulated Proxy
Group.

INDICATED COMMON EQUITY COST RATE

Q. - WHAT IS THE INDICATED COMMON EQUITY COST RATE? -

It is 10.00%, based upon the common equity cost rates resulting from the application of
cost of common equity models to the Natural Gas Proxy Group and to a Non-Price
Regulated proxy group comparable in total risk to the Natural Gas Proxy Group before
any adjustments for flotation costs or the Companies’ greater business risk due to their
smaller size relative to the Gas Proxy Group.
As discussed above, I employ multiple cost of common equity models as primary
tools in arriving at my recommended common equity cost rate because:
I} No single model is so inherently precise that it can be relied upon solely to the
exclusion of other theoretically sound models;
2) All of the models are market-based;
3) The use of multiple models adds reliability to the estimation of the common
equity cost rate; and,
4) The prudence of using multiple cost of common equity models is suppotted in
both the financial literature and regulatory precedent.
Therefore, multiple models should be relied upon when estimating the investor

required rate of return on common equity.
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The results of my cost of common equity medels applied to the Natural Gas Proxy

Group are shown on Schedule PMA-DI and are summarized in Table 3 below:

Table 3
Indicated Common Equity Cost Rate

Natural Gas Proxy Group

Discounted Cash Flow Mode! (“DCF™) 8.68%*
Risk Premium Model (“RPM™) 10.57%
apltal Assel Pucmg ModeI (“CAPM”) 9.11%
Non-Puce Regulated Pz oxv GIOlID - : | o - - . .
Cost of Common Equity Models Applied to 10.45%
Comparable Risk, Non-Price Regulated Cos. SR
Indicated  Common Equity Cost Rate Before
Adjustments 10.00%

Based upon these common equity cost rate results, I conclude that a common equity cost
rate of 10.00% is indicated for the Natural Gas Proxy Group before applying a flotation
cost adjustment and.th.e. necessary business risk adjustment to determine the Companies’
common equity cost rate of 10.35%, which will be discussed in detail below

ADJUSTMENTS TO THE INDICATED COMMON EQUITY COST RATE TO
REFLECT FLOTATION COSTS, AND THE BUSINESS RISK OF THE COMPANIES

Flotation Cost Adjustment

Q. WHAT ARE FLOTATION COSTS?

A. Flotation costs are those costs associated with the sale of new issuances of common
stock. They include market pressure and the essential costs of issuance (e.g., underwriting

fees and out-of-pocket costs for printing, legal, registration, etc.).

% As discussed previously in this testimony, currently, the application of the DCF model understates the
required return on common equity by nearly 490 basis points due to currently significantly high market-
to-book ratios. Accordingly, the results of that model should be given only very limited weight in
deriving a reasonable return on equity in this proceeding,
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WHY MUST FLOTATION COSTS BE RECOGNIZED IN THE ALLOWED
RETURN ON COMMON EQUITY?
Flotation cost must be recognized in the allowed return on common equity because there
is no other mechanism in the ratemaking paradigm with which such costs can be
recovered. Because these costs are real and legitimate, recovery of these costs should be
permitted. As noted by Morin®':
The costs of issuing these securities are just as real as operating and
maintenance expenses or costs incurred to build utility plants, and fair
regulatory treatment must permit recovery of these costs....
The simple fact of the matter is that common equity capital is not
free....[Flotation costs] must be recovered through a rate of return
adjustment.
SHOULD FLOTATION COSTS BE RECOGNIZED ONLY WHEN THERE WAS
AN ISSUANCE DURING THE TEST YEAR OR THERE IS AN IMMINENT
POST-TEST YEAR ISSUANCE OF ADDITIONAL COMMON STOCK?
No. As noted above, there is no mechanism through which such costs can be captured in
the ratemaking paradigm other than an adjustment to the allowed common equity cost
rate. Flotation costs are charged to capital accounts and are not expensed on a utility’s
income statement. As such, flotation costs are analogous to capital investments, albeit
negative, reflected on the balance sheet. Recovery of capital investments relates to the
expected useful lives of the investment. Since common equity has a very long and

indefinite life (assumed to be infinity in the standard regulatory DCF model), flotation

costs should be recovered through an adjustment to common equity cost rate even when

3 Morin, 321,
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there has not been an issuance during the test year nor in the absence of an expected
imminent issuance of additional shares of common stock.

Historical flotation costs are a permanent loss of investment to the utility and
should be accounted for when setting the allowed return on common equity. When any
company, including a utility, issues common stock, flotation costs are incurred for legal,
accounting, printing fees and the like. For each dollar of issuing market price, a small
percentage is expensed and is permanently unavailable for investment in utility rate base.
For example, since these expenses are charged to capital accounts and not expensed on
the income statement, the only way to restore the full value of the issuance price is to
earn more than the investor required market return on the issuance price, so that the
investor receives a full fair return on his / her investment. In other words, if a company
issues stock at $1.00¢ with 5% in flotation costs, it will net $0.95 in investment. Assuming
the investor in that stock requires a 10% return on his or her invested $1.00 (i.e., a return
of $0.10), the company needs to ecarn approximately 10.5% on its invested $0.95 to
receive a $0.10 return.

DO THE DCF, RPM, AND CAPM ALREADY REFLECT INVESTORS’
ANTICIPATION OF FLOTATION COSTS?

No. These models assume no transaction costs and therefore flotation costs are not
reflected in the results of the application of these models. The literature is quite clear on
this point. For example, Brigham and Daves®? confirm this, providing the methodology
utilized to calculate the flotation adjustment. Morin®* also confirms the need for such an

adjustment even when no new equity issuance is imminent. Consequently, it is proper to

2Bugene F. Brigham and Phillip R. Daves, Intermediate Financial Management, 9th Edition,

Thomson/Southwestern 342.
3 Morin 327 — 30.
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include a flotation cost adjustment when using market-based cost of common equity
models to estimate the common equity cost rate.

HOW DID YOU CALCULATE THE FLOTATION COST ALLOWANCE?

1 moc.iiﬁed the DCF calculation to provide a dividend yield that would reimburse
investors for issuance costs in accordance with the method cited in literature by Brigham
and Daves as well as Morin. The flotation cost adjustment recognizes the costs of issuing
equity that were incurred by Spire Inc.’* since January 2001. Based upon the issuance
costs shown on page 1 of Schedule PMA-DS, an adjustment of 0.16% is required to

reflect the flotation costs applicable to the Natural Gas Proxy Group.

Business Risk Adjustment

IS THERE A WAY TO QUANTIFY AN ADJUSTMENT DUE TO THE
COMPANIES’ GREATER BUSINESS RISK DUE TO SIZE RELATIVE TO THE
NATURAL GAS PROXY GROUP?
Yes, the previously discussed empirical evidence on the effect of small size provides
insight into the magnitude of such adjustiments to reflect the greater business risk of the
Companies’ based upon their collective smail size relative to the Natural Gas Proxy
Group.

As discussed above, increased risk due to small size must be taken into account in
the cost of common equity, consistent with the financial principle of risk and retarn.
Because the Companies are collectively smaller in size relative to the Natural Gas Proxy

Group, as previously discussed and measured by their estimated market capitalization,

3 Formerly The Laclede Group Inc,
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they have greater business risk than the average company in the Natural Gas Proxy

Group. The previously cited Duff & Phelps 2016 which discusses the nature of the small

size phenomenon, provides one indication of the magnitude of the size premium based
upon estimated market capitalization.

The Companies are collectively smaller than the average company in the Natural
Gas Proxy Group, upon whose market data my recommended common equity cost rate is
based. Since the Natural Gas Proxy Group’s market data reflects its collective risk,
including the lower risk of its greater size based upon market capitalization relative to the
Companies, an adjustment to the Natural Gas Proxy Group’s indicated common equity
cost rate of 10.000% must be made to reflect the greater relative risk of the Companies

due to their smaller size based on estimated market capitalization as shown in Table 4

below:
Table 4
Estimated Market Capitalization for the Natural (Gas Proxy Group and
LAC/MGE
Market Capitalization (1) Times Greater than the
($ Millions) Company

Natural Gas Proxy Group $3,220.742

LAC/MGE $2,466.000 1.3X

(1) From page | of Schedule PMA-D9.
As shown above, the Companies’ estimated market capitalization of $2,466.000
million is lower than the average market capitalization of the Natural Gas Proxy Group,

$3,220.742 million, or 1.3 times greater than the Companies, as of January 31, 2017.
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Consequently, the Companies have greater relative business risk because, all else
equal, size has a bearing on risk. Because investors demand a higher return as
compensation for assuming greater risk, this greater relative business risk of the
Companies must be reflected in the recommended cost of common equity derived from
the market data of th-e less business risky Natural Gas Proxy Group.

The magnitude of such an adjustment to reflect the Companies’ greater relative
business risk due to the Companies’ smaller relative size is based upon the size premiums
for decile portfolios of New York Stock Exchange (NYSE), American Stock Exchange
(AMEX) and NASDAQ listed companies for the 1926-2015 period and related data from

Duff & Phelps -2016. The average size premium for the 4% and 5% deciles (1.24%)

between which the market capitalization of the Natural Gas Proxy Group falls has been
compared with the average size premium for the 5% and 6™ deciles (1.56%) between
which the estimated market capitalization of the Companies’ falls. As shown on page 1
of Schedule PMA-DI10, the size premium spread between the 5® and 6™ and the 4™ and
5% deciles is 0.32%.5 In view of the foregoing, I am recommending a business risk
adjustment of 0.20% to reflect the greater business risk of the Companies due to their
smaller size relative to the Natural Gas Proxy Group.
CONCLUSION OF COMMON EQUITY COST RATE FOR LAC/MGE

WHAT IS YOUR CONCLUSION OF COMMON EQUITY COST RATE FOR
LAC AND MGE?

In view of the foregoing, it is necessary to add a flotation cost adjustment, as well as a

business risk adjustment to the 10.00% indicated conunon equity cost rate based upon the

530.32% = 1.56% - 1.24%
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market data of the Natural Gas Proxy Group. Table 5 below suminarizes these

adjustments and the resulting cost of common equity for the Companies.

Table 5
Summary of Common Equity Cost Rate for LAC / MGE

Indicated Proxy Group
Common Equity Cost 10.00%
Rate Before Adjustments

Flotation Cost Adjustment 0.16%
Business Risk Adjustiment 0.20%
Common Equity Cost Rate
After Adjustments 10.36%
Recommended Common o
Equity Cost Rate 10.35%

Adding a flotation cost adjustment of 0.16% and a business risk adjustment of
0.20% to the 10.00% indicated common equity cost rate applicable to the Natural Gas
Proxy Group results in a flotation cost and risk-adjusted common equity cost rate of
10.36%, which when rounded to 10.35% is my recommended common equity cost rate
applicable to the Companies.

In my opinion, a common equity cost rate of 10.35%, which results in an overall
rate of return of 7.700%, is both reasonable and conservative given the Companies’
greater business risks relative to the Natural Gas Proxy Group.

In addition, a common equity cost rate of 10.35% is consistent with the Hope and
Bluefield standards of a fair and reasonable return which ensures the integrity of presently
invested capital and enables the attraction of needed new capital on reasonable terms. It
also ensures that the Companies will be able to continue providing safe, adequate and
reliable natural gas service to the benefit of their customers. Thus, it balances the

interests of both customers and the Companies.
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1 Q. DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

2 A Yes.
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LAC / MGE
Summary of Cost of Capital and Fair Rate of Return
Based Upon a Test Tear Ended December 31, 2016 {Pro Forma)

LAC /MGE
Weighted
Type Of Capital Ratios {1} Cost Rate Cost Rate
Long-Term Debt 42.80% N 4.159% (1) 1.780%
Common Equity 57.20% 10.350% (2) 5.920%
Total 100.00% 7.700%

Notes:

(1} From Schedule GWB-1.
(2} From page 2 of this Schedule,

Schedule PMA-D1
Page 1 0f2



LAC / MGE
Brief Summary of Commoin Equity Cost Rate

Line No. Principal Methods

Natural Gas Proxy Group

1. Discounted Cash Flow Model (DCF) (1) 8.68 %
2, Risk Premium Model (RPM) (2} 10.57
3. Capital Asset Pricing Model (CAPM} (3) 9.11

Non-Price Regulated Proxy Group
Market Models Applied to Comparable Risk, Non-Price

4, Regulated Companies {4} 10.45
5. Indicated Common Equity Cost Rate before Adjustments

10.00 %
6. Flotation Cost Adjustment (5) 0.16
7. Business Risk Adjustment (6) 0.20
8. Indicated Common Equity Cost Rate 10.36 %
9. Recommended Common Equity Cost Rate 10.35 %

Notes: (1) From Schedule PMA-D3.

(2) From page 1 of Schedule PMA-D4.

(3) From page 1 of Schedule PMA-D5.

(4) From page 1 of Schedule PMA-D7.

(5) From page 1 of Schedule PMA-DS8.

{6} Business risk adjustment to reflect LAC / MGE's greater business risk due to their
respective unique risks as well as their respective collective smali size relative to the
proxy group as detailed in the accompanying direct testimony.

Schedule PMA-D1
Page2of 2



Proxy Group of Sev, atural Gas Companies
CAPITALIZATION AND FINANCIAL STATISTICS (1}
201% - 2015 [nclusjve

2015 2014 2013 2012 2011
(MILLIONS OF DOLLARS} '

CAPITALIZATION STATISTICS

AMOUNT OF CAPITAL EMPLOYED

TOTAL PERMANENT CAPITAL $2,596.690  $2,498.119 $2,100.394 $1,773.274 $1,671.742
SHORT-TERM DEBT $250.773 $194.061 $207.907 $211.597 $136.179
TOTAL CAPITAL EMPLOYED $2,847.463 $2.692.180 $2,308.301 $1,984.873 $1,807.921
IMDICATED AVERAGE CAPITAL COST RATES (2)
TOTAL DEBT 3.65 % 3.77 % 389 % 469 %% 509 %
PREFERRED STOCK
: : 5 YEAR
CAPITAL STRUCTURE RATIOS o S S AVERAGE
BASED ON TOTAL PERMANENT CAPITAL: :
LONG-TERM DEBT 4498 9% 46,53 % 4453 % 4247 % 4237% 4418 %
PREFERRED STOCK 0.01 0.01 0.01 001 0.01 0.0L
COMMON EQUITY 55.01 5346 5546 . 5782 57.62 55,81
TOTAL 10000 % 10000 % 100,00 % 100.00 % 100.00 %  100.08 %
BASED ON TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM 51.52 % 52.00 % 51.29 % 49.1 9% 47.97 % 5037 %
PREFERRED STOCK 0.01 0.01 0.01 0.0t 0.0 001
COMMON EQUITY 4847 47,99 48,70 5093 52.02 49.62
TOTAL 100,00 % 100.00 % 100.00 3% 100.00 % 10000 % 10000 9%
FINANCIAL STATISTICS
C TIOS - MARKET BASED
EARNINGS / PRICE RATIO 776 % 608 % 619 % 670 % 7.64 % 687 %
MARKET / AVERAGE BOOK RATIO 149.16 190.88 183.89 164,90 153,14 168.37
DIVIDEND YIELD 242 280 3.07 330 3.75 317
DIVIDEND PAYOUT RATIO 57.38 58.57 60.67 57.39 55.14 57.83
RATE OF RETURN ON AVERAGE BOOK COMMON EQUITY 1079 % 1044 % 10.18 % 1088 % 1122 % 1070 %
TOTAL DEBT / EBITDA (3] 387 X 441 X 462 X 37 X 323 X 398 X
FUNDS FROM OPERATIONS / TOTAL DEBT (4) 2670 % 2626 % 1953 % 2864 % 2074 % 2617 %
TOTAL DERT / TOTAL CAPITAL 5152 % 52.00 % 51.29 % 49.06 % 4797 % 5037 %

Notes:

{1} All capitalization and financial statistics for the group are the arithimetic average of the achieved results
for each individual company in the group, and are based upon financial statements as originally reported
in each year.

(2) Computed by relating actual tetal debt interest or preferred stock dividends booked to average of
beginning and ending total debt or preferred steck reported to be cutstanding,

{3} Total debt relative to EBITDA (Earnings before Interest, Income Taxes, Depreciation and Amortization).

{4} Funds from operations (sum of net incorne, depreciation, amortization, net deferred income tax and
investrment tax credits, less total AFUDC) plus interest charges as a percentage of total debt.

Source of [nformation: Company Annual Fors 10-K

Schedute PMA-D2
Page 1 of 2



Capitz] S 2 Based ypon Totw] Permanent Capitat for the

Proxy Group of Seven Naturai Gas Companies
2011 - 2015, Inclusive

SYEAR
2015 2014 2013 2012 2081 AVERAGE
Atmeos Energy
Long-Term Debt 4346 %5 4431 %4 48.76 ¢4 4533 % 49.48 % 46,27 S
Preferred Stock 0.00 0.060 0.00 0.00 000 0.00
Common Equity 56.54 55.69 51.24 54.67 50.52 53.73
‘Total Capital 100,00 %6 1000096  100.00 5 100.00 % 100.00 % 100.00 %
Chesapeake Utilitles
Long-Term Debt 30.68 % 3582 % 3163 % 30.03 % 32.98 % 3223 %
Preferred Stock 0,00 0.00 0.00 0.00 0.00 0.00
Comunon Equity 69,32 64.18 68.37 69.97 67.02 67.77
Tatal Capital 100,00 %5 1000094  100.00 4% 100.00 55 100.00 % 100.00 ¢4
New Jersey
Resouyeeg Cary,
Long-Temm Debt 43.57 %4 3957 % 39.59 % 39,57 % 35.88 % 3964 %
Preferred Stock 2.00 000 .00 0.00 0,00 0.00
Common Equity 5643 60.43 60.41 6043 64,12 60.36
Tetal Capital 100.00 %  100.00 % 160,00 % 100.00 % 100,00 4 100,00 %
Morthwest Nat. Gas
Long-Term Debt 43.52 % 4630 %6 49.66 %5 48.55 % 4529 % 46,66 %
Preferred Stock 0.00 0.00 0.00 080 0.00 0,00
Common Equity 56.48 53.70 50.34 5145 54.71 53,34
Tatal Capital 10000 9%  180.00%  100.0D % 10088 % 100.00 % 100.00 %
South ersev
Industries, Enc.
Long-Term Debt 49.96 9% 5198 % 4589 % 4597 % 40.99 % 46.88 %5
Preferred Stock o000 006 0.00 0.00 0.00 0.00
Common Equity 50.04 48.02 54.10 5403 59.41 53.13
Total Capital 100.00 % 160,00 % 99.99 % 10000 % 100400 % 100.01 %
Sotuthwest Gas
dings Inc
Long-Term Debt 49.59 95 5264 % 49.57 % 50.13 9% 5353 ¢ 51.09 %
Preferved Stack 0.07 0.07 0.08 0.06 0.04 0.06
Cammon Equlty 50,34 47.29 50.36 49.91 4643 4B8.85
Tatal Capital 10000 % 100.009%  100.01 % 100.00 & - 100.00 % 100.00 %
Splre ing,
Long-Term Debt 5406 % 55,10 % 46,59 % 37,72 % 38856 % 4647 %
Preferred Stock 0.00 0.00 0.00 0.00 0.00 0.00
Comman Equity 45,94 44.90 5341 62,28 61.14 5353
Totzl Capital 100,00 % 10000 %  100.00 % 10000 % 100.00 % 100.00 %
Proxy Graup of
Seven Natural Gas
Col (3
Long-Term Debt 44.98 %5 46,53 % 44.53 % 4247 % 4237 % 44.18 %
Preferred Stock 008 .01 0.01 001 0.01 0.01
Commton Equlty 55.01 5346 5546 57.52 57.62 55.81
Tatal Capital 100.00 %5  100.00 % 10000 % 100,60 8% 10000 % 100.00 9

Source of [nformation
Annual Farms 10-K

Schedule PMA-D2
Page2of2
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Proxy Group of Seven Natural Gas

Chesapeake Utilities

New Jersey Resources Corp.
Northwest Nat. Gas

South Jersey Industries, Inc.
Southwest Gas Holdings Inc

Source of Information:

LAC/MGE
Indicated Common Equity Cost Rate Using the Discounted Cash Flow Model for the

Proxy Group of Seven Natural Gas Companies

1] [2] (3] (4] (5] (6] 7 [8]
Yahoo!
Value Line Reuters Mean Zack's Five Finance Average
Projected Consensus Year Projected Projected Indicated
Average Five Year Projected Five Projected Five Year Five Year Adjusted Common
Dividend Growth in Year Growth Rate Growth Rate Growth in Growth in Dividend Yield Equity Cost
Yield {1) EPS(2) in EPS in EPS EPS EPS (3} {4 Rate (5}
246 % 650 % 730 % 700 % 7.30 % 703 % 255 % 9.58 %
1.87 8.50 NA 6.00 5.80 677 1.93 8.70
2.90 3.00 6.00 6.50 6.00 5.38 2.98 8.36
321 7.00 4.00 4.00 4.00 4.75 3.29 8.04
3.34 3.00 NA 1080 6.00 £.33 345 9.78
2.38 7.00 4.00 4.50 4.00 4.88 2.44 7.32
3.27 9.00 4.23 4.40 4.18 5.45 3.36 8.81
Average B.65 %
Median 870 %

Average of Mean and Median
NA= Not Available

Notes:

(1) Indicated dividend at 01/31/2017 divided by the average closing price of the last 60 trading days ending
01/31/2017 for each company.

{2) From pages 3 through 10 of this Schedule.

(3) Average of columns 2 through 5 excluding negative growth rates.

(4) This reflacts g growth rate component equal to one-half the conclusion of growth rate {fromt column
6) x column 1 to reflect the periodic payment of dividends {Gordon Model) as opposed to the
continuous payment. Thus, for Atmos Energy, 2.46% x (1+(1/2 x 7,03%%) } = 2.55%.

{5) Column 6 + column 7.

Value Line Investment Survey
www.reuters,com Downloaded on 61/31/2017
www.zacks.com Downloaded on 01/31/2017
www.yahoo.com Downloaded on 01/31/2017

8.68
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LAC / MGE

Demonstration of the Inadequacy of
Proxy Group of Seven Natural Gas Companies
When Market Valug is Greater than Book Value

Based on the Proxy Group of Seven
Natural Gas Companies

Column A
Line No. Market Vaiue

1. Per Share _ $ 59.5,36 (1
2. DCF Cost Rate (3) 8.65%
3. Return in Dollars (4) $ 5.150
4, Dividends (5) $ 1.703
5. Growth in Dollars (6) $ 3.447
6. Return on Market Value {7) 8.65%
7. . Rate of Growth on Market

Value (8) 579%

Notes:

Column B

Book Value

- $ 25848 (2)

8.65%
$ 2236
$ 1.703
$ 0533

3.76%

0.90%

(1) Average price of the proxy group as shown on page 2 of Schedule

PMA-D9.

(2) Average bookvalue of the proxy group as shown on page 2 of

Schedule PMA-D9.

(3) Average DCF cost rate derived from Column [7] on page 1 of this

Schedule.
{4) Line 1 x Liine 2.

(5) Dividends are based on a 2.86% adjusted dividend yield which is the

(6) Line 3 - Line 4,
(7) Line 3 / Line 1.
(8) Line 7 / Line 1.

Schedule PMA-D3
Page 2 of 9
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Almos Energy's hislory dates back to] 2006|2007 | 2008 | 2009 [ 2010 i 2011 [2012 12013 [ 2014 {2015 [ 2016 [ 2017 | SVYALUE UNE PUS.LLC|19-21

1908 in the Texas Panhandle. Over the| 7527 | saoa| 7052 ) 5369 sat2| 48451 2800 | 4288 | 49221 40827 3220| 3285 |Revenues persh A 45485
years, through various mesgers, it became| - 425} 414 449] 4200 464 | 472 478 | S34] s42] 5B(| 620] 650 |*CashFlew persh 7.2
part of Pioneer Corporation, and, in 1981,7. "200| 14| 2001 #97( 236] 228 210| 250} 28| 308 338] '3.55 |Eamingspersh AB 4.20
Pioneer named its gas dislibution division] 123| 1.28| 30| 132| 134] 136| 139 | 40| 148[ 158 168 180 |DivdsDacdpershSa | 215
Energas. In 1983, Pioneer organized] "SZ| 438 | 52| 55| 607] 680] 632 931| 832] 081 | 10.5| 1940 |CapiSpendmgpersh | 16.60
Energas as a separate subsidiary and dis-| 20.18 | 2201 | 2260 | 2352 | 2446 2498 | 26.14 | 2847 | 3074 | 3148 | 23.20| 31.25 {BookValve persh 36.65
lributed the oulstanding shares of Energas | 8174 | 8333 | 9081 | 6235 | 9046 | 90.30 | o024 | 5064 | 100.33 | 101.48 | 904,60 | §07.00 [Common Shs OutsPg © | 126.60
to Pioneer shareholders. Energas changed| 135] 158 138] 125 1a2| 144] 158 158 1617 Ti5| %% Avg Annl PE Ralio 243
its name to Atmos in 1988. Almws acquired] 73| 84| @ 83| 84| e0| 1408| 88) 85| 88| tit Relative PE Ratlo 1.50
Trans Louisiana Gasin 1986, Westem Ken-| 47% | 439 | 48% | 539 | 47% ] 428 | 419 | 35% | ai%| 28% | 24% hvgAntDivdYild | 29%
lucky Gas Utilty in 1987, Greeley Gas in [gy521 [ sa0a.4 | 72215 | 4600.1 | 47861 | 43476 | 54085 | 9683 | 43408 | 41421 | 33498 | 3600 |Revanues (il A& 5500
1994, United Cities Gas in 1997, and others. | 1aas | 1705 | 1603 | 1797 | 2012 | 1603 | 1922 | 207 | 2598 | a1si | 304 | 380 |Wet rofit (Smil) 500
CAPITAL STRUCTURE as of 6£30/{6 376% | 358% | 384% | 34.4% | 385% | 36.4% | 338% [382% | 29.2% | 38.3% | 384% | 37.0% [Income Tax Rate 40.0%
Total Debt $3126.1 mil. Duein SYrs SUBTOmit | pgy | 20% | 25% | 364 | 42% | 46% | 55% | 59% | S8% | 76% | 10.5% | 10.6% |Net Profit Marghn 8.1%
gﬁ;ﬁ;ﬁﬁgﬂ 42'-30,[;‘1‘;’!3;;‘35-0 M T57.0% | 520% | 508% | 198% | 4545 | 4545 | 453% | 405% | 443% | 405% | .04 | 4204 |LongTerm Deb Rallo | 8.0%
coverage 5AY) 4304 | 48.0% | 492% | S0.0% | S46% | 5064 | S47% | 513% | 557% | 565% | 60.0% | 58.0% |Common EquityRatlo | $5.0%
Leasss, Uncaphtalized Annual rentals $16.5mat. | 38285 | 40921 | 41723 [ 43452 [ 3087.9 | 44615 | 43455 | 50381 [ 5542.2 | £650.2 | 5655 5765 {Tolal Capital {§mill} 8000
Pfd Stock None 36252 [ 38368 § 41380 | 4439.% | 47031 | SM47.9 54756 [ 6030.7 | 67259 { 74306 | 8280 | 080 |Mel Plant {$mill} 11500
Pansion Assets-8/15 $450.8 mil, 61% | 59% | 58% 1 59% | 69% | 64% | 64% | 59% | 64% | 66% | 784 | 80% |Refumn on Total Cap'l 7.5%
Common Stock 103 w"a"g;fs-hsjﬂﬂﬁ mi. 98% | 675 | G54 | 63% | 925 | 85% | 8.1% | 89% | 04% | 99% | 100% | 11.5% |Retum onShr. Equity | 19.6%
as of 112818 e ‘ 88% | 87% | 88% | 83% | 02% | 88% | 8.1% | 85% | 94% | 99% | 1004 | 115% [Retumon ComEquity | 11.5%
MARKET CAP: $7.6 billion {Large Cap) 6% | 0% | 3% | 27% | 5% | 3% | 284 | 40% | 47% | 49% | 5051 55% |Retainad toCom Eq 5.5%
CURRENT POSITION 2014 2015 eiaana| §3% | B85% | 65% | 88% | 62% | 62% | €5% | 56% | W% | 5% | 50% [ 5% |AlDi'ds fo Het Prof 52%
cadilL) 425 287  caz | BUSINESS: Atmos Energy Corporation is engaged prmarly in the  megal; 3%, industial, and 2% ather. The company has sond
Other 7335 6023 5827 | distioution and sale of natural gas ta roughly three mBion custom- 4,760 employees. Officers and divectors own approximately 1.5% of
Curent Assets 7758 631.0 648.9 | ers through six requiated naturdl gas utfty operations: Louisiana  common stock (12115 Proxy). President and Chef Execuie Of-
Accls Payable 311.6 2388 198.¢ | Division, West Texas Ohislon, Mid-Tex Ohision, Mississippl Divle  ficer: Kim R. Cocidin. Incorporaied: Texas, Address: Three Lieoln
Bebt Due 1967  457.9  920.51 sion, Colorado-Kansas Division, and KenludyMlid-Stales Division.  Centre, Suite 1800, 5430 LB Freeway, Dallas, Texas 75240, Tele-
gﬁgﬂ \Lish %‘7& % % Gas sales breakdoun for fiscal 2015 66%, residential, 20%, com-  phone: 972-034-9727. Intemet waw.almosenergy.com.

Fix. Chg. Cov. 637% 743% 750% | Atmos Energy may well post respect- the core regulated units. Note that we es-
ANNUAL RATES Past  Past Esrd'ja’1s| able results in fiscal 2017 {started Oc- timate the pending divestiture’s impact on
ofchagalpersh) 10 Y. 5¥s. to'18’3¢ | tober 1st). The natural gas distribution earnings per share would be minimal.
Revenues 20% 65% 8% | division, accounting for the largest portion The fiscal 2017 capital expenditures
E%?rf‘;)gskm ggg ‘;'g,’z gg‘:ﬁ of revenues, stands to benefit from a rise budget is expected to liec between $1.1
Dividends 208  286%  65% | in throughput, assuming that both the billion and $1.25 billion, That would be
Baok Value 50% 50% 38% | weather and econor(:llicdenvironment are 1s~0me 8% higher th:vin the dpreviousfyeiz"s

Fissal 3 ERUE 32 | run | generally favorable (leading to a boost in figure, assuming the midpoint of that

Jear Dgﬁ’ﬁ’ ﬁ!f,g? ﬂ,gé"’éfm fisaal gonsumf)ytlon levels). Also, we look for rea- ragnge is used. Similar to fiscal 2016, a

2013 N0M2 13000 8570 6362 1aesa| sonably decent performances from the. meaningful portion of the resources will be

2044 uzgﬂ 19643 6427 7788 l4adpq| other segments, including the regulated deployed to enhance the safety and

2015 12598 1540% 6884 6568 141421} pipeline unit. At this juncture, full-year reliability of Atmos’ natural gas distribu-

2016 {9062 11323 6328 6785 [3340¢! profits might advance around 5%, to $3.55 tion and transmission systems.

2017 1930 1280 726 760 3600 | a share, versus the fiscal 2016 tally of The quarterly common stock dividend

Fisoal | EARNNGS PERSHAREABE Full | $3.38. Concerning fiscal 2018, we believe was raised a few cents, to $0.45 a

223 [Dec.3t Macdt Jundd Sep3d| ESHM the bottom line can grow at a similar per- share. Moreover, our 2019-2021 projec-

3 | 885 123 B 08 | 280} centage rate, to $3.75 a share, if operating tions indicate that additional, steady in-

2014 | 95 138 45 23 | 295| margins expand. ) ) creases In the distribution will take place.

2045 8 13 55 23 | 309] There are plans to sell Atmos Energy The payout ratio ever that perlod ought ta

018 } 100 138 689 33 | 338) Marketing (AEM) to a subsidiary of be roughly 50%, which should not place a

017 ; 105 141 72 37 | 385] CenterPoint Energy. The transaction in-  substantial financial burden an the energy

Cat- | QUARTERLY DIVIDENDS PAX) Ca Fun | volves the transfer of 800 delivered gas company. R
endar {Mzr31 Jun30 Sep3d Decdt| Year | customers and AEM's related asset op- These top-quality shares hold decent,

3002 | 345 345 345 a5 | 129 timization business at an all-cash price of risk-adjusted Iong-term total return

W3 F 35 35 35 37| t42| $40 million plus working capital at the potential. That reflects the healthy divi-

14 | 37 37 37 3| 15| clesing date (anticipated during the first dend and worthwhile capital gains possi-

2045 39 39 39 42 | 153| calendar quarter of 2017). Proceeds are te bilities here. )

06 | 42 42 42 4 be utilized for infrastructure investment in . Frederick L. Harris, Il December 2, 2016
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2014 12015 | 2016 | 2017 $-21

22
185
.93
gt

40.82
185
83
13

2010
2%
1.69

15

282
233
1.18

el

2043
3.69
181

81

2128
38
168

83

30.73
435
2.8
1.01

2848
2.50
1.3

8t

16.07
2.1%
143

83

2,05
218
115

B

2541
252
128

28

182

3156
200
400
130
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295
1.8

007
§.05
268
112

280
445
275
1.49

Revanues par sh
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Eamnings persh A
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3419
473
247
102

275
8.05

381
828

2907
9.07

374
950

5.00
1782

3.3
16.73

6.72
19.28

1.89
14.89
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12.02
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11.08

363
1176

1160
30.45

970
.50

10.60
2740

947
2345

CapSpending per sh
8ook Yalue per sh
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20.59

785 803

360

882

1003 #0417 1024 | 14.08% 1435 | 1440 | W48

1459 1527 16.56] 17.00 |Common Shs Quist'g® | 2000

128
82
8.1%

150
a7
5.8%

102

J 2
5.7%

4.9%

15.0
78
46%

38%

168
&9

142
89
4%

148
o4
33%

158
83
29%

142
8
4.1%

142
k]
4.1%

7.8
87
8%

16.7
&9
36%

8
38%

208
135
1.5%

res are
Lina
ates

Avg Ann' PE Ratio
Relative PE Ratio
Avg Aner't Divid Yield

17.7
8
24%

181
95
2.2%

Boid fig
Vahie
estin

LT Deobt $143.5 mAl,
coverage: 7.7x)

Pfd Stock None
Pansion Assets-12/15 $51.0 méd,

Comnion Stock 16,304,161 shs,
as of 101116

CAPITAL STRUCTURE as of 9/30/{6
Total Debt $310.4 mi#l. Dare in & Yrs $230.0 mi.
LY Interest $9.0 mil,

{LT inlerest eamed: 7.7x; total inferest

{25% of CapT)

Cblig. $75.9m.

JRARKET CAP: $1.1 biltion {Mid Cap}

Leases, Uncapitalized Annual rentals $1.3 mll.

3925
289

H43
28

4180
278

2688
154

4215
261

a2
105

2583
132

2914
144

750
2.0

515
438

Revenues {$mill}
Nel Proft {$milh

4592
40.2

475
3.0

4388
3.1

40.2%
14%

394%
6.6%

40.1%
T4%

H 8'3;
58%

39.7%
6.1%

3.1%
48%

39.4%
1%

4%
45%

#Ho4%
10.74

Income Tax Rate
Het Profit Margin

40.0%
8.1%

£0.0%
9.3%

38.9%
1.2

39.5%
88%

284%
71.6%

4%
88.6%

874
103%

3208
63.0%

284%
71.6%

413%
8.7%

346%
654%

3963
61.0%

30.06%
6%

5.0%
75.0%

3.0
70.0%

A%
706%

tong-Term Debt Ratio
Commen Equity Ratie

5%
85.5%

38835
1.8
38%

3934
832
38%

35141
487.7
88%

038
4354
§1%

3158
4528
91%

1828
2804
84%

2093
20.7
8%

1§22
24038
1%

876
130
10.0%

845
960
8.0%

668
1050
5%

Total CapHal (§nsitl}
Het Plant {$mik)
Relum on Yolal Cap'f

75
8550
89%

4588
£89.8
3.5%

11.8%
11.8%

11.2%
11.2%

11.5%
11.5%

11.5%
115%

16%
T786%

11.7%
it

9.5%
85%

1.4%
H.i%

13.0%
13.0%

458%
9.5%

10.5%
10.5%

11.2%
1124

Return on Shr, Equity
Return on Com Equity

120%
120%

41% | 524 | 52| 38% | 66% | 66% | B4% | LI%

CURRENT POSITION 2014
NILL.

Cash Assels
Other
Current Assets

Actts Payable
Debt D&feya
Other

Current Liab,
For. Chg. Cov.

8730118

1.8
100.7
1022

41.3
166.6
55.2

2631
885%

§7% | %A | S¥n | S0% | 42 | 425 43% | 0%

74% | 68% ] A6% | 55% [RelalnedtoComEq 8.0%
Wh | 0% | 48% | 45% (AUDH'dstoHet Prof 3%

BUSINESS: Chesapeake Utiliies Corporation consisis of two units:
Reguiated Energy and Unregufated Energy. The Requfated Energy
segment (85% of 2015 revenues) distibutes natwal gas in Dela-
ware, Mandand, and Florida; distibutes electricity in Florida; and
transmits natusal gas on the Delmarva Pennsula and in Florida.
The Unrequiated Energy operation {35% of 2015 revenues)

wholesales and distributes propane; markels natwral gas; and pro-
vides other unreguated energy senvices, induding midstream senv-
fces in Otta. Officers and direclors oan 5.4% of common skeig T,
Rowe Prics, 8.3; BlackRock, 58% (316 Proxy). CEC: Michael P.
McMasters. Inc.: Dedaware. Address: 909 Siver Lake Boulevard,
Daver, DE 19504, Tel.: {302} 734-6799. Intemet wwa.chplocom.

Chesapeake Utilities appears headed

AMHUAL RATES Past
cfghangafeersh) 10 Yrs
Revenues 3.5%
“Cash Flow” T.0%
Eamings 8.0%
Dividends 3.5%
ook Valuz

10
5%
0%
0%
0%

Past Est'd {345
§¥rs,
4.0%
11
10.
5,
8.

18424
30%
7.0%
8.5%
6.0%
6.5%

for an unspectacular 2016. That's part-
ly because first-quarter share net (versus
the year-ago period's} suffered from the
unfavorable Impact of substantially
warmer temperatures on the natural gas
and propane distribution operations. This

9.0%
Cal-

endar [Mardf Jun30 Sep.30

QUARTERLY REVENUES {3 il

Bec.

Full
Year

event occurred during a time when cus-
tomer consumption levels are normally

1407 941 858
1863 1005 916
1701 927 98
1463 1023 1083
176 110 110

2013
2014
2015
2016
2017

1229
1204
145
118,
125

4443
4988
4592
475
515

high. To make matters worse, the compa-
nys September-interim perfermance was
squeezed partly by fixed pipeline and
storage costs associated with natural gas
supply contracts where a significant por-

Cal-

EARN
endar {Har3i Jund) Sep.30

4GS PER SHARE #

Dec.di

Full
Year

tion of sales wili occur during the winter
months, plus lower retail propane margins

2013
2014
2015
2018
2017

X7
2
33
29

45 42

&7
£
55
.61
67

2%

2471

per gallon on the Delmarva Peninsula.
Even though results for the second quarter
were extra strong and we believe 2016 will
end on a positive note, full-year profits
may advance only about 2.5%, to $2.75 a

Cal-
endar

Mardf Jun3® Sep.30

QUARTERLY DIIDENDS PAK Bx

Bec.34

share.
Brighter things might be in store for

N B 24
23 43 27
251 21 27

227 288
288 288 305

Mz
2013
2014
2015
016

243
257
27

288
305

2017, nonetheless. That ought to reflect
growing benefits from the April, 2015 pur-
chase of Aspire Energy. New prolects (see
below) are another positive. Generally fa-
vorable weather patterns would obviously

help, as well. Consequently, Chesapeake’s
bottom line stands to increase around 7%,
to $2.85 a share.

The 2016 capital spending budget is
expected to ?all between $150 million
and $170 million. (That would be 10.6%
higher than last year's level, using the
midpoint of that range.) Projects have in-
cluded Eight Flags' CHP plant; new
facilitles to serve an electric power genera-
tor in Kent County, Delaware; Eastern
Shore's system reliability project; contin-
ued natural gas infrastructure improve-
ment initiatives; and additional expan-
sions of the company's natural gas distri-
bution and transmission systems. Manage-
ment states that in order to fund these ex-
penditures it might further increase the
level of barrowings to supplement cash
previded by operating activities.

The dividend yield now rests below
the average of all equities in Value
Lines Natural Gas Utility group. But
the payout is well covered by corporate
earnings, and future, steady hikes are a
good possibility. Meanwhile, the stock is
ranked 4 (Below Average) for Timeliness.
Frederick I.. Harris, III December 2, 2016

{A) Diuted shrs. Exclodes nonrecurring Rems: | {B) Dividends histodcafly pald in early January, [ {C} In m#ons, adiusted for spit
02, 4233 '08, d7¢; '15, 6¢. Excludes dscontine § Aped, Judy, and

Oclober, s Dividend relrwest-

ued operations: ‘03, d@4; 04, d1¢. Next eam- | ment plan Direct stock purchase plan avail
asble.

ings report due earty Feb.
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SFMAM S & A Sl .
By 00000 é oeo o o e e PR NN I S 10
O 60000000040 N L R B 1
B 004010000 % TOT.RETURN 115 |
Institutional Decisions ™S ARTH
RSt Aus sl MGEX
ve ot el 3 - ' o8l 8
K 4o7is 51216 62551 | 100 mﬁﬂiﬁﬂﬁﬂmﬂ}iﬂ] 5y, 70F 160 I
2000 [ 2001 | 2002 | 2003 | 2004 | 2005 2006 | 2007 | 2008 | 2009 1 2010 | 2041 [2612 12013 [ 2014 [ 2015 | 2016 {2017 | SVALUELINEPUB, LiC| 18-21
HT0] 2561 2208 334 30447 3840 3981 831 ] 4537 3147 3205 | 3530 | 27.08; B 4440] 3208] 2090] 2735 {Revenves parsh4 BE
1007 108 1.07) i8] 1257 13 $31] 122] (81] 488| 183 70 485 183 273} 2527 -243] 250(“Cashfiow” persh 285
60 68 0 .19 8 .8 93 g8 135 1.20 183 120¢ 13 1.37 208 118 1.61 1.75 [Earnlngs pee sh B 210
A3 39 A0 41 A3 A5 Ad Kl 5 B2 58 12 g7 81 &8 83 53| - 1.02 |Bivids Decl'd persh ©= 108
52 & 5t 57 12 B4 B4 43 23 8] 1es) 3| f@| 1A {52 37| 178] 175 [CapiSpending persh 186
4441 440 435| 513 562 530| FH| 195 864 828) 8817 93| 980 | 1085 | 148 1299 | 1380] 14.55 |BookValuapershP - 1140
U 7907 7983| 830G 8170| 8322 6264|8288 @322 §diz| S.17 | 9235 | 5280 | 305 | 552 | &420| €515 €538 ] 86.00 [CommonShs Oulstgt | 8400
147] 142 147 40| 153] 188| 16.1] 218 f23] 149| 50| 168| 168 168 fri 166] 213 Avg Ann'TPE Ratio 140
R g3 & 80 81 R 87y 118 T4 49 85 105} 107 L &2 1 197 Relative PE Ratlo 83
4% | 42% ] A8%; ATH] JIR| M%) 2% | 0% | 33K | 33% | A7% | 3% | 4% | Ars | 3% A% | 20% Avg Arnvl Div'd Yield 364
CAPITAL STRUGTURE as of 813015 32006 | 30208 1 3816.2 | 25925 | 2630.3 | 30092 | 22489 | 31884 | 37381 | 27340 | 1680.9 | 2350 |Revenues {§mill} A 2453
Total Debt §12238 m¥.DuainSYrs $3218 i, | 795 | 653 | 130) 1010} 1618 1065 | 1124 | 1937 | 1769 | 1837} 13811 59 |Net Profit ($mifl 180
T s o bz e 20AMY. T3 a% [ Sa5% | 316 | 204% | 414% | 025 | T.0% | B54% | 302% | 234 | IL0% | SLO% [[ncome Tax Rale 3264
(LT interest eamod: .56 totdl interest coverage; | 24% | 225 3% | 36% | 30% | 5% | 50% | 36% | 474 56% | 7134 | 644 NetProfithargn | T0%
7.5%) 348% | 373% | 38.5% | 398% | 372% | 354% |300% | 366% | 382% | 432% | 420% | 43.0% [Long-Tenm Debt Ratio 40.5%
Panslon Assets-8/15 $256.4 mA. 85.2% | 62.7% | 61.5% | £0.2% | 62.8% | 64.5% | B0S% | 634% | B1.8% | 58.8% | 57.0% | 51.0% |Common Equity Ratle 59.5%
Oblig. $304.4 8. {054 | 10260 | 1182.F | 11488 | 11544 | 12031 | 13390 | 14003 | 15544 | 19506 | 2085 | 2200 | Tolat Capital (Smil} 2453
Pid Stock None 9349 | 9709 10172 | 10844 | 11357 | 12089 | 14848 | 18631 [ 1ssat | 21283 | 2170| 2205 [WetPhant $mm 25
Common Stock 8,150,280 shs, G8% | 7% | 107% | O7% | 97 | 97% | S2% | SUh | 121% | 85% | 75% | 804 [ReumonTolaiCapl | 804
as af 8/1/16 126% | 10.9% | 15.7% | 14.6% | (4.0% | {37% | 138% | 12.6% | 183% | 13.9% | 11.6% | 1209 |Return on Shr. Equity 1204
HARKET CAP: $2.9 hiltion {Mid Cap} 126% | 10.4% | 15.7% | 146% | 14.0% | 13.7% [ 138% | 128% | 18.3% | 13.9% | 11.6% | 12.0% |Retum on Gom Equily 12.0%
CURRENTPOSITION 2014 2046 BROMS | 63%; 38% | 83% | 72% | 67% | 62% | 62% | 52% { H16% | 68% | 48% ] 504 [RetainedtoComEg 80%
cadilty 92 ag  oqpl SH| S4% | 40| 50% | S8 | 55% | 55% | 39% | 40| 50A| 6i% | S84 JANDds to NetProf §0%
Other 680.5 5396 500.91 BUSINESS: New Jersey Resources Cop, is a holfing company  commercial and electric utfty, 85% incentive progiams), N.J. Natu-
Current Assets 882.7 5445  604.7 | providing retzl\sholesale energy sves. to customers in New Jersey,  ral Energy subsidiary provides unvrequiated retalwhiolesale natwdl
and in states from the Gulf Coast to New England, and Canada. gas and refated energy sves. 2015 dep, rate: 2.5%. Has 991 empls.
fods Payavle 203 2782 21801 New Jersey Natwal Gas had about 512,300 customers al 8130/15  Offir. own about 1.4% of common ($215 Proxy). Chimn, CEO &
1253 854 1295 | n Moamouth and Ocean counties, and other N.J counties, Fiscal  Pres.: Laurence M. Doanes. Inc: NJ Addr: 1415 \Wyckoff Road,
Current Liab, 7811 4351 6015 | 2015 volume: 341 b, cu, ft (14% interruptbls, 21% residential and  W/all, NJ 07719, Tel: 732-938-1480. Web: www.nires0u1028,00Mm.
Fix. Chg. Cov. 1007% 750% 780% | New Jersey Resources faced a diffi- duction of almost 10%, to $1.61 per share.
ANHUALRATES Past  Past Est'd’13/18; cult operating environment in fiscal This was in line with our expectation.
ggﬁ;ﬁgj’ ) 10}'5.% 5}"3; o jfg" 2016 (ended September 30th). Indeed, That said, we have adjusted our out-
“Cash Flow” 65% 75%  30% | the company posted a downturn in both look for this year. The company appears
Eamings 75% 85%  30% | revenues and earnings this past year. poised to log a rebound in revenues of
gg"o",f{",’g:}e ggf’ ggg: ;g§ What’s more, since our September review, about 25%, to $2.35 billion, due primarily
b - - . the stock has registered a modest 5% to new NJNG customer accounts. Manage-
Fiacal | QUARTERLY REVENUES {fmil) ~ | Full puliback, likely as a reflection of the slow- ment estimates roughly 24,000-27,000 ac-
Ends {0ec.3t Mardt Jundd Sep30| Yoar | down In the retail/wholesale energy busi- counts will be added between fiscal 2017
2013 17360 9608 7675 7337 31831} ness. Revenues declined more than 30% on  and 2019. Elsewhere, the regulated utility
2014 18784 15796 6883 8919 13111 4 year-over-year basis, to $1.88 billion. division received approval of a rate reduc-
25 18241 1031 4585 4383 7340 Thjs largely stemmed from the warmer- tlon as well as a bill credit, that will have
%;? ';g;‘a ggz gg%z ﬁl ;g%gg than-normat weather patterns that existed a net impact on the typical residential
: across NJR's service territory. This trend heating customer lowering a bill about 2%
Flscal|  EARMBGSPERSHARE A® | Full | (was fiurther exacerbated by the falloff of annually. This helps to put rates more in
 Ends [Dec3t Mardt Jund) Sep3| Year| natural gas and commodity prices when line with the current natural gas pricing
0131 4 82 12 d0t | 1.97| compared to 2015's levels. Despite these environment. Finally, we have trimmed a
4 & 179 06 dB ) 208 challenges, the New Jersey Natural Gas nickel off our 2017 share-net estimate, to
gg:g g‘f “? ?3 408 | 178 (NJING), regulated utility business added $1.75, placing it near the top end of man-
7 | & '35 ‘13 dgg ;% 8.170 new customer accounis in 2016. A a?ements recently Issued guidance range
: : : : bit more than 55% of those came from new $1.65-$1.75. This would represent an
Cal- | QUARTERLYDMOENOSPAD ©» 1 Full | construction. ‘Still, on the profitability -annual increase of almost 9%.
endar |Mardt Jund) Sep.30 Decdf| Year| front, the sharp downturn in .volumes We think most investors' funds could
2 [ 18 A9 49 A0 971 weighed on both fixed- and variable-cost ~he better utilized elsewhere. Neutrally
2083 |-- 20200 A 81! absorption. In fact, operating expenses ranked.NJR is lacking upside potential
o421 202 81 ticked 20 basis points higher, when viewed based on our projections. And the dividend
gg:g %2 gg g‘z %gs as a percentage of the top line, Combined, yield is a bit light for a utility.
: : - : these factors eguated to an earnings re- -Bryan J. Fong December 2, 2016
{A) Fiscal year ends 20t {C} Bividends mstmcaiypa;dmeai Ja,, mTion, $4.82/shar : Company's Financtal Strength At
(B} Diuted earnings. Qlly egs may not sum to Apnl Juty, and October, 10713 dvd paidin  { {E}in aEens, ac;us'ed for sp’{s Stock's Price Stability 85
total due to change in shares oulstanding. Hext [ 40°12. m Dividend relnvestment plan avalable. Price Growth Persistence ]
eamings report due late Jan {0} Includes regulatory assets in 2015: $410.2 ‘| Eamings Predictability 55
o i y i R T T s o
2016 Vave Be, e Al s tesened. Factusl materal 5 oblained fom mces teieed 10 be refaie and i prodided witod wanarthes of ang Mnd TO SubSCflbe call 1'8UU-UALUEUNE
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2014 [ 2015 {2016 | 2017
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1.26
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179 188
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1.8
130

301
4.34
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132
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224
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2164
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EXH
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Relalive P.E Ratio
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LY Debt $530.2 mdl.
{Total inferest coverage: 3.5x}
Pid Stock Nane

as of {W21/16
HARKET CAP $1.6 billion (Mid €

CAPITAL STRUCTURE a5 of /30146
Total Debt $790.1 mé. Dug in § Yrs 3360.0 mil,
LT Interest $45.0 mil,

Pension Assets-12/15 §249.4 md.
Oblig. $445.6 m

Commoy Stoek 27,557,758 shares

ap}

108
399

7885
60.5

8121
727

8488
838

16132
852

1033.2
5

103?.9
885

880
520

30
§8.0

883
860

Revenues {$mill)
Net Profit {§mill}

7238
8.7

7540
8.7

424%
2%

408%
0%

404%
7.5%

405%
88%

338%
66%

36.3%
84%

37.2%
T2

35.6%
10.8%

350%
8.3%

Incoms Tax Hale
et Profit Margin

3504
2%

400%
4%

41.5%
78%

48.5%
31.5%

416%
524%

473%
2.7%

8£.1%
539%

449%
55.1%

463%
83.7%

453%
53.7%

43.0%
57.04%

.04
57.0%

43.0%
§2.6%

Leng-Term Debd Ratio
Common Equity Ratio

44.8%
2%

25%
§7.5%

14247
19738

14336
20629

12848
18542

1356.2
18938

1140.4
1548.1

14163
1425

11088
14858

1605
2655

1350
nn

1445
2360

Total Capital ($miil}
Het Plant {$mil

13890
21218

1387.7
2827

57%
8.2%
8.2%

§8%
8.1%
81%

0%
10.5%
10.5%

62%
8.9%
85%

8.5%
125%
12.5%

7%
108%
10.9%

1%
10.9%
10.9%

7.5%
10.5%
10.5%

§.0%
8.0%
8.0%

5.5%
80%
8.0%

Retur on Total Cap'l
Return on Shr, Equity
Refurn on Com Equity

5.5%
65%
6.9%

§.8%
16%
76%

GURRENT POSITION 2014
$¥LLY

c

Other

Current Assets

Accls Payable

Debt Due

Assels

Cuerent Liab.
Fix, Chg, Cov.

2045

4.2
3279
|/

73.2

45% | B4 | 45% 40% | 24% | 165 | 15%
9% | SFa| 9% §i% | WA [ sk | 81%

1% 6% | 164 | 154 |RetainedioComEg 5%
85% | G2 87% 804 |AUDNdsto et Frof &5%

BUSINESS: Northaest Natural Gas Co. distibutes natural gas ta
0 communities, 704,000 customers, In Oregon (89% of custamers)
and in soutaest Washington state. Principal cities senved: Portfand
and Eugene, OR; Vancouver, WA. Service area population: 2.5 mil.
(77% in OR). Company buys gas supply from Canadian and U.S,
producers; has transportation rights on Norlraest Pipeine system.

Owns bocal ewlerground  storage. Reyv, breakdown: residental,
35%; commerdal, 22%; indusiial, gas transporiation, and o,
43%. Emplays 1,092, BlackRock Inc. oans $0.0% of shares; of-
ficers and diectors, 2.1% {4/16 proxy). CEO: Gregg S. Kantor. inc:
Oregon. Address: 220 NW Znd Ave., Porfland, OR 97209. Tele-
phone: 503-226-4211, Intermet: www. mnah.u’aioom. '

AMNUAL RATES Past
ofdhanzefpersh)  1DYre.

Revenues
“Cash Flow”
Eamings
Dhvidends
Book Vakie

2.0%
1.0%
3.5%
3.0%

-1
X

2.

0%
0%

3.0%

5%

7.0%
2.0%
1.5%

Cal-

endar [Mar3d) Jund} Sep.30

QUARTERLY REYERUES {§ mil)

Dec.

Fult
Year

2778 1317 882
234 181 812
817 1383 94
2665 892 817
%5 130 958

2013
14
2045
2018
w7

2807
2403
2307
376
250

7585

Cal-

endar [Mar3t Jun30 Sep.3d

EARIINGS PER SHARE A

Dee.d

2013
2044
2015
2015
2017

140 08 431
140 44 d3
164 08 d24
13 W dA
13 10 d

o7
1.04
1.08
104
115

Gal-

endar {Har34 Jun30 Sep.36

QUARTERLY DIVIDENOS PAID B

Bec.3

2012
2043
2044
2046
2016

Adh  Ads 445
455 456 455
45875 4875 4675

455
460
465
Ab75
AT0

Northwest Natural Gas reported lack-
luster third-quarter results, Revenues
fell 6% year over year, hurt by lower com-
modlty prices. Still, the company had bet-
ter gross profits, aided by stronger gas
storage results. Operating expenses in-
creased during the quarter, while bottom-
line results were hurt by a $1.2 million en-
vironmental - remediation charge, ‘This
caused losses te expand to $0.29 a share.
Still, cooler weather is expected In the
fourth quarter, which should help drive
revenues higher. We have lowered our
2016 full-year estimate by a nickel to
$2.15 a sharve.

Near-term results should benefit from
improvements in the Portland mar-
ket, Unemployment there has continued
te drop, and construction in the area con-
tinues to be strong, as building permits
were up 20% year over year. Too, the com-
pany should .continue to benefit from
decent conversion efforts, which ought to
drive usage growth. These efforts will iike-
Iy allow for better earnings in 2017,
Meanwhile, the Mist expansion plant
has received its notice to proceed
from Portland General Electric. This

project will provide up to 120 million cubic
feet of gas per day through a 13-mile
pipeline, and will cost around $128 mil-
lion, The company has already started to
raise the funds required through equity
sales, as it will sell up to 1.0I miilen
shares, largely paying for the early
buildout of the systenit. The facility is on
track to be in service by the winter of
2018-2019, and will aliow for a slzable
bump in earnings.

The company raised its quarterly divi-
dend to $0.47 a share {(up 1%). This
marks the 6Ist annual increase for the
dividend aristocrat. The yield remains
average for a utility, and wiil likely grow
at modest rates untii the Mist facility com-
es on line. Too, higher market interest
rates are expected, which should decrease
the appeal of the slow-growing dividend.
Shares of Northwest Natural Gas deo
not hold much appeal at the recent
quaotation, They are trading within our
long-term Target Price Range, and the
vield does not stand out among utilities,
Long-term accounts would be best served

waiting for a dip in price.
December 2, 2016

{A) Diuted eamings per share, Exchdas nm-

recuming items: ‘00, $0,11; '06, ($0.08); 'GS,

{$0.03); 09, 6¢; May ol sum due 10 reunding.

Next eamings report dus in eaﬂy February.
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{113 28 KB STOCK NDEX

togy e e Pocent 18 " T T ty. 183 84 [
b2 72 77 61| Yaded B A 3y, 113 87 [
Kfeen) 43333 45585 56193 ; Ii Sy 254 180
2000 | 2001 [ 2002 2003 ! 2084 | 2005 | 2005 | 2007 | 2008 | 2009 | 2010 ;2011 | 2012 12013 | 2014 {2015 [ 2016 12017 | ©VALUE LINEPUB. LLC{19-24

1922 (7850 10357 1347 75| 1589} 45887 1645{ 18.481 1419} 1548 13711 118 1448 32981 1352 1249 1285 Revenuespersh 15.10

87 85 q0af a2 2] 4257 48] 1607 LT G188 2140| 223 234 248 267 242| 245] 2.85([“Cashflow’ persh 285
1] A7 il 88 9 &7 12 1051 114 Lig] 135 ] (46} 152 1.52 187 144 145 1.50 |Earnings persh 4. 180
37 37 38 39 Al A3 48 5t 56 81 68 75 & 50 28 102 1.06| 1.10 |DividsDeckdpersh 8x| 1.3
1 141 174 18] 1] 168 12 84T 184 183) 273] 320 401) 48| 501 4877 2325[ 390[CapTSpendingpersh 50
362 381] 484 583] 820) 675 W55 812] 887| 942 954 1033 | {163 1264 | 1365 | 62| 1650| 1830 |BookValuepersh® 21.50
48001 4744 | 4883 5292| 5552 57.05| 5365 59.22) 5946| 5950 | 5975 | 6043 | 6331 | 6543 | 8833} 70487 | 80.00] $260 [CommonShsOulstg © | 86.60
130 1381 35| 133 14i e8] 18] 727 159 150 168| 184] 168 | 189 180 17.9 | Boss fighres are |Avg An'IP/E Ratio 160
&5 J0 i) 18 M 28 B 81 S 100 167 185) 108| 108 95 40| Vabelivs  |Relafive PE Ratio 1.00

52| 47%] 46%) 43% ) 7% 0% | 2% | 28% | sa% | 4% ] 30% | 28% | 32% | 34% | 34%| 38% ] SUFRS | avg Ann'l Divd Yild 45%
CAPITAL STRUGTURE as of 813016 W14 9564 %20 8454 9254 8288 | 7083 ) TL4 | 8870 9596 90| 1650 |Revenues {$mill) 1300
Total Debt $1270.8 . Due in & Yrs $1140 ma, 7201 818] BL7| 73| 86| 870) 053] 971 | 1640 900[ 10| 120 |NetProfit {Smi) 156
o e e o B eTest S200PL. 5 W% | 477% | 0% | 162% | 24t | 108% | -~ | 108% | 5% | Z50% | 25,04 lncome Tax Rate 0%

’ Trh | 65% | T0% | 84% | 88% | 10.5% [132% [ 133% | 1.7% | 10.3% | 1.9 | f1.44 |Net Profit Margin 11.5%

Leases, Uncapitalized Arnwal rentals $.8 mal, TR | 427% | 3025 | 385% | 3T4% | 40.5% [ 45.0% | 45.1% | 480% | 482% | 4L5% | 42.5% |Long-Term Debt Ratio £5.0%

Pansion Assels-12/{6 $184.8 m3. 55.3% | 573% | 608% | 635% | 626% | 5054 [ 55.0% | S4.9% | 520% | 508% | $8.8% | 57.5% [Common EquityRatic | 55.64
Oblig. $2542mA. | 6011 ] 8390 | 8460 | 8564 | 9108 | 10483 | 13376 | 55074 | 1700.8 | 20438 | 2300 | 2600 |Tokal Capital fimi) 350

Ptd Stock None 92001 ¢489 1 9326 | 10739 | 19933 [ 13524 | 15780 | 18501 [ 21380 | 20481 § 2380 | 2700 |HetPlant {Smify 3000
Common Stock 79,477,822 shs. 16.1% | 86% | 885 | O0% | 955 | 89% | 14% | 68% | 64% ] 54% | 33%| 5.0% RetumonTomiCapl | 3.0%
as of {iHH6 183% | 126% [ 13.1% | 13.4% | 14.2% | 139% [ 127% | 10.7% | 11.2%{ 95% | 80% | 8.0% |RetumonShr.Equity 8.0%

163% | 126% [ 13.4% { 13.0% | 14.2% { 13.9% [ 127% [ 19.7% | H2% | 95% | 86| 86% |Retumon Com Equity 0%

MARKET CAP: $2.6 biltion {iId Cap) 102% ) 879 67% | 64% | 719 | 67% | 58% | 484 | 43% | 28%] 20%| 20% [RetalnedtoComEq 20%
CUR&IE&EPOSIHON M4 2016 SROM6 | 7% 48% ) 9% | S1% | 0% | B2% | 5% 1 59% | 61% (| TI% | 74| 75% [AMDiv'dsfo HetProf 5%
Cash Assels 4.2 3.9 6.8 | BUSINESS: South Jersey Industries, Inc. Is a holding company. Its  Jessey Exploration, Marina Energy, South Jersey Energy Senice
Other 5625 4274 3509 subsidiary, South Jersey Gas Co., distibites natwal gas fo  Pius, and SUI Midstream. Has about 720 employees. OfF/dY. oam
Currert Assels 8667 4.3 35781 375,100 customers in New Jersey's southem counties. Gas feve-  less than 1% of cammon shases; BlackRock, Inc., 105%; The
ggg{s&”gable ggg—g 32?’3 ;g;% nus il '15; residential, 45%; commerdal, 22%; cogeneration and  Vanguard Group, Ins., 7.7% (3446 proxy). Pres. & CEO: Michael J.

T016 1845 oau | dectic generation, 12%; indusisal, 21%. Non-ufiity opecalions in-  Rena, Inc: NJ. Address: 1 South Jersey Plaza, Folsom, HJ

Cusrent Liab, “BEDS TBRBE TBiza | clude: South Jersey Energy, South Jersey Resources Group, South 08037, Tel.: 608-551-8000. Intemet wywy.sindustries.com.

Fix. Chg. Cov. 432% 456% §72% | Shares of South Jersey Indusiries are South Jersey Gas is also to recover $74.5
AHNUALRATES Past  Past Es0d'i375] trading near an all-time high price. million in safety and relability invest-
gg;‘;‘:];éugf sh) WY"%% ﬁfg 3 10'3*96;1; The company posted impressive results for ments not previously reflected in rates
“Cash Flow™ 7i% 0% 2%% | the September interim. This was largely through a base rate adjustment. In addi-
Eamings 70%  A0%  30% | due to performance at SJ Energy Services. tion, the utility will issue customers a $10
gmde\?d; g.g:'{: %g& ggﬁ This line benefited from strong production million credit, mainly due to lower-than—

0k Value : - ‘ from its solar fleet and improved SREC expected wholesale gas costs.

Cat- | CGUARTERIYREENUES(imIl} | runl | (Solar Renewable Energy Credit) prices. A We expect healthy operating improve-
endar [Mard| Jundd Sep.3d Dec.dti Year | recovery related to the writedown of an en- ment to late decade. The utility should

2013 (2556 1226 1288 2244 | 314 ergy facility and investment tax credits as- further benefit from infrastructure invest-

2014 13502 1333 1224 2811 | 8970} saciated with solar project development ment and customer additions. Natural gas
2015 13830 1777 1411 2578 | 9596 | also boosted results here. Both SJ Energy remains the fuel of choice within its serv-

018 (3330 1544 9t 2835 | 980 | Group and utility South Jersey Gas ice territory, and this business should con-
007 {350 175 200 325 1650 reported lower operating losses for the pe- tinue to gain from customer conversions.

Cal- EARNDIGS PER SHARE A Full { riod. The third quarter s tradltmnally Meanwhile, growth in the number of fuel
endar {Har3t Jun30 Sep.30 Decd| Yewr | weak for the utility. . management contracts augurs well for

0031 76 46 d2 62| 152] South Jersey Gas has received regu- volumes and margins at SJ Energy Group.

2014 1 101 15 d05 47 | 157| latory approval te continue its Ac- Elsewhere, S] Energy Services shouid

08 & 0 do7 62} 1 (:elerate(iJ Infrastructure Replacement benefit from the healthy performance of its

2018 & 42 05 48 145 Py ogram and to adjust rates to reflect energy production assets.

M7 | 82 .q2 A 861 130 prior investients. This allows the utili- This timely stock offers a good divi-

Cal- | QUARTERLYDNDEROSPAD® | rult | ty to invest up to $302.5 million over the dend yield. Moreover, South Jersey earns
endar Mardl Jun30 Sep.38 Decdt| Yer| next five years to continue the accelerated favorable marks ~for Safety, Financiat

042 ¢ -- 200 M2 AR 83} replacement of aging bare steel and cast Strength, Price Stability, and FEarnings

013 § - 222 32 AS8 Q1iron mains with plastic pipe, which is Predictability. But capital gains potential

W15 -~ 2% 27 A8 | %] more durable. It will recover these invest- is underwhelming at this juncture, follow-

2045 -~ 351 260 515 1 102{ ments though annual rate adjustments, ing a run-up in the share price.

Mme .- 24 24 8B the first of which will occur next October. Adichael Napoli, CFA Decermber 2, 2016
{A) Based on GAAP egs. through 2006, eco- | Exd. nonrecur, gain foss): ‘01, $0.07, ‘08, report due fate Fetwuary. &e&&v’ds paid eady Comg' ny’s Financial Strength A
nomic egs. thereafler. GAAP EPS: 07, §1.05; | $0.16; 09, (§0. 22) 18, (50. 24) 11, $0.04; 2, | Apdl, July, Oct, and lale = iy, renvest, s Price Stability o0
08, $1.23,°09, $0.97; '10, $1.11; 11, $14%; | (80.03); *13, (50.24); "14, ($0.11; 15, $0.08. | planava). (C} Indl. reg, assets. In 2015: $521.0 | Price Growth Persistence 40

Egs. may nolsurndue 10 rounding. Next egs. [ ., $7.34 per shr. {0} In m#f,, adj, for spit. Eamings Predictability 80

eilzned fim sources betewssd o ba relable and b5 poddsd wihet u;;-.ram:s of ang Knd

jm.ca:m s striny for Sbsorber’s oAT, NIG-COMTRN
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CAPITAL STRUCTURE as of 8/30/16
Total Debt $1642.4 m¥. Due in § Yrs $525.0 mil,
LY Debt $1592.9m#. LY lnterest $72.0 mill.

(Total interest coverage: 4.3x)
Leasas, Uncapitalizad Annual rentals $7.0 mifl.
Penston Assels-12/6 3760.5 mi
Oblig. $1117.4 mAl.
Pfd Stock None

Commeon Stock 47,482,068 shs.
as of 10/28/18

MARKET CAP; $3.5 billion {Mid Cap}

{49% of Capy)
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1123

1627.8
1333

19508
1453

18304
1039

18938
875

2247
83

21521
82

2447
810

3200
4

282
155

2525 [Revenues [$mifi}
175 [Net Profit {$milf)

217
141.1

24636
1383

35.6%
14%

¥B2%
80%

B2%
68%

U
§.7%

3%
46%

40.1%
28%

37.3%
48%

B5%
8%

35604
7.5%

35.0% |Income Tax Rate
8.7% |Net Profit Hargin

384%
5%

35.6%
6.1%

%.7%
8.7%

48.4%
506%

48.1%
508%

£3.2%
56.5%

48.2%
50.8%

8.1%
48%

§53%
Hia

535%
45.5%

806%
394%

4964
51.0%

45.0%
51.0%

49.0% Wong-Term Dzbt Ratio
51.0% {Comman Equity Ratio

483%
0.7%

524%
47.6%

797
3486

22017
30724

25768
33438

21559
32189

3233
28833

2714
]

2378
26584

21487
28453

4100
4850

kit
4088

329
38584

31435
3891.1

3475 | Tola) Capilal {§mill}
4275 | Het Plant {$mily

63%
10.3%
18.3%

8.4%
10.2%
10.2%

84%
92%
92%

54%
15%
18%

6.1%
8%
8.9%

45%
58%
58%

55%
89%
8%

§5%
85%
85%

7.6%
11.5%
1.5%

5.5%
814
8.7%

804
9.5%
9.5%

£.0% |Retum on Total Capl
10.0% [Retum on Shr. Equity
10.0% |Retum on Com Equity

5.7%
95%
95%

G;
Other

CURRENTPOSITION 2014
WL
Assels

Current Assels

Accts Payable
Debt Dué{aya
Other

Current Liab,
Fix. Chg. Cov.

2016

3B.0
5222
558.2
1849

31.5
3328
5350
401%

30.6
5§67.2
608.8
168.0

24.2
2779
4701
395%

813016

544.3

48.5
424.7

875 | 483 | 212 | 41% | &1% | 33% | 6% | 6.1%
A %] 83 48R 4% | 43| 40% | 4%

50% ) 40% | 40% | 4.5% [RetzinedloComEg (33
47| 4% S5 | S3% |AUDds toHet Prof 585

85.2
459.1

138.8

6130

BUSINESS: Soutfrvest Gas Copocaion s a regulaled gas dis-
ibutor senving approximately 2.0 m¥on customers in sections of
Arizona, Nevada, and California. Comprised of two business seg-
ments: natural gas operations and construction services. 2015 mar-
gin mix; residentiad and smadl commerdial, 85%, large commerdia
and industriad, 4%; transportation, 11%. Total throughput: 2,1 biffien

therms. Has 5876 emplayees, Officers & drectors awn 1.3% of
common stocs BlackRock Inc, 9.6%; The Vanguwrd Group, Inc,
7.4%; GAMCO Inveslors, Ine, 6.4% (3116 Proxy). Chavman:
Michael J. Melarkey. Pres, & CEQ: John Hester, Inc.: CA. Address:
5241 Spring Mountain Road, Las Vegas, Nevada 89193, Tel: 702-
876-7237. IMemet www.svgas.com.

411%

ANNUAL RATES Past
oftrarse s )
evenues

Cash Flow”

Dmdends
Book Vakse

Past Est'd
§ Yrs

5%

6 5%
10.0%
9.0”;5
5.5%

10 Yes,
1

fo’fg2
50%
£.5%
7.04
8.5%
4.0%

1345

Cal-
endar

QUARTERLY REVENUES § mﬂ) o
Mardl Jun30 Sep.3d Dec.

Full
Year

2013
2014
2015
2015
2097

538.4
62ty
6854

6135 4116 3873
8034 4532 4325
7342 5386 054
7312 BAT7 5400 7061
768 578 580 725

1850.8
2121.7
24536
2525
2625

Shares of Southwest Gas have come
off a high-water mark In recent
months. The company reported favorable
comparisons for the September quarter.
The construction services segment,
Centuri, benefited from additional pipe re-
placement work with existing customers,
incremental work from awarded bid con-
tracts, and growth in the customer base.
Earnings of $14.9 million here more than
offset a net loss of $12.4 million at the nat-
ural gas operation due to seasonal factors,
Nevertheless, the utility reported a lower
deficif, thanks to positive returns on

Cal.
endar

EARKMNGS PERSHARE A D
Hardt Jund0 Sep.30 Dec.dt

Full
Year

company-owned life insurance policies.
Performance here was also supported by

2013

13 2 46 12
181 2t 04 125
83 A0 d10 138
18 18 05 138
188 .12 10 150

KNE!
301
29
30
35

rate relief and customer additions. Look-
ing forward, we expect that earnings per
share will match the prior-year figure for
the December quarter. For the full year,
we look for healthy bottom-line improve-

QUARTERLY DIVIDEHDS PAI0 B
Mar3l Jun30 Sep.dd Deedl

Full
Year

ment for Southwest Gas, an modest top-
line gains.

205 295 X6 295
20 330 3w 330
335 405 405 405

115
129
143
1.58

Prospects appear favorable for the
long term. The company’s natural gas
business ought to further benefit from cus-
tomer growth, infrastructure tracker me-

405 450 480 450

chanisms, and expansion projects. Else-

where, Centuri should continue to report
solid performance. This business operates
in 20 major markets in the United States
and twoe major markets in Canada. Funda-
mentals appear solid here, considering the
need to replace aging infrastructure.
Centuri has a strong base of large utility
clients to sustain and grow its pperation.
Many of these are multiyear pipe replace-‘
ment programs,

The stock does not stand out at this
time. The equlty is ranked to perform in
{ine with the broader market for the com-
ing six to 12 months. Moreover, appreci-
ation potential is subpar, as the shares are
trading well within our Target “Price
Range. Though we anticipate healthy
-growth for the company in the coming
years, the issue is currently trading at a
premium valuation. The dividend yield is
nothing special for a utility, either. How-
ever, it's worth mentioning that Southwest
Gas earns -faverable marks for :Price
Stability, Growth Persistence, and Earn- .
ings Predictability. A pullback in the share
price may present conservative investors

with a better entry point.
December 2, 2016

{A} Diuted eanvngs. Exd. nonvec. gains

{hossesy 02, (10¢] 05, {11g); '08, 7g: Next
egs. repoﬂdue ate Februa:y (B} Bividends

hs’omaz)' pad eardy P.!a‘ch, June, September,

& 16 Yelue L tnc AY P
THE PUBUSHER 1S HOT RES!

and

Dacamber, sf Divid reinvesiment and

stock putchase plan avai. {C) In mitons.
{D} Totats may not sum due to roundng.

s resenved Fam.zl meers 5 ooblamed
ISJBlE FOR ANY ERRORS OR OMSS‘O&S HERBR
of it emixg be Feproduned, resod, sored of TesmEed in 20y primed, eROURC o ogher fom, o

o swrces befeard 1o be refade and I proviied wEhout wararties of amy kind,
Mf.tvwm ts sttty kr stbsorbee’s oan, non-commargal, irtema Lse. Ha pat
o gerarging of r*a’(-m; rmp it OF €O prifcation, senvice of POl

Michael Napoli, CFA
B4+
4]

| Com{an)fs Financtal Strength
's Price Stabllity
90
85

Price Grosth Persistence
To subiscribe call 1-800-VALUELINE -

Earilngs Predictability
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SPIRE INC. st 65,60 108G 0.08% 32 N

igh:| 243| 375| 250! s58] 483 37.8| 428 440 485 552| 610 712 Target Price R
TIHELINESS 3 Lowsres o Lc.-{| 268| 291| 288| ate| 293| 308| 329] 365| 37.4| 440| 491 | 571 ahTe i 2098 a0y
020 |20
SAFETY 2 Rassiemn Lse?oaooxsn _
TECHNICAL 3 (oussed 106 e O Hors 125
Reb:J:e e Syength Reversy ALTY [
BETA .70 {1.00 =Merkal) Oeos¥es PSRN RN 5505=oof WSRO oS S S S &
2019:2{ PROJECTIONS oo Diees toie i P Lottt 61
Ann'i Total R e 1
Price  Gain  Relum P P P L i yrd
Kigh 78 ("’15% 6% AR TR L : P OPIOTIOIS) kil i I 32
tew 55  (-15%; -1% wm Prie t
Insider Decistons e - S —rs v . 2}
JEMAMJIJIAS LS M
BBy 000000000 18
Ofss 000000000 |12
b 000000000  TOT RETURA 1016
Institutionat Decisions l [ VLARITH'
B 10N WS stodx  HBEk
By D e g | Percent 15 o ; 7 T fy. 106 84
shares 10
fo 54 85 104 83} traded € ThIHE I 3y 481 157 [
Kdsgal 34753 35632 36828 T I Sy 885 760

2000 ] 2001 | 2002 ] 2003 | 2004 | 2005 2006 | 2007 | 2008 | 2009 [ 2010 | 2011 |2012 12013 | 2014 [ 2015 | 2016 | 2017 | SVALELDEPUB.1LE[18-24

20893 5308 39841 5405 59807 7543 35{] 9340 90944 85491 7783 | 7i48 [ 4990 | AL40 | 3768 4559 | 3368 4045 Revenvespersh A 5300
268 300 25| 395| 278} 298] 3B 387| 42| 456 48] 462 4588 342) 387 615) 646] 655 [“CashFHow™ persh 740
137 16t 118] 182] 182) 180} 237| 231 264 282| 243 288} 27| 2021 235| 316 3| 350 |Eamingspersh AR 42

1] 434 (34 134] 4351 1371 140] 145 149 183 1571 1611 166} 1701 78| 1.84| 168 | 210 |DivdsDecitdpirsh =} 230
2771 25t] 2801 2877 245 284 287} 272] 257] 23| 255 302 483 400| 38 658 642 650 )CapiSpending persh 1.10
1499 15267 15.07| 1585| 1666 | 1R33| 1885 1978 2242 2332 | 2402 | 2556 | 2867 | 3200 | 3493 | 3830 3873 [ 4065 {BookValuepersh P £.55
1888 1888 1885 1811] 2088 ] 2147| 2(36] 2965 2188 2297 28] 2243 ] 2255] 3270 | 4338 4336 4585 ] 47.00 [CommonShsQuistg £ | 50.00

48| 15| 200] 136 BT I HE[ TE|T eI B4 7| BO1 125 | AT 1A 155] 168 Avg Ann'l PE Rafio 155

ol m| 1m| 7] sl el m| | m| se| &7 s ) 1261 tos| s3] 105 Refative PE Ratio 55

65% | 5% AT 5A%| 4Tm] 44% | 45% | 44% | agn | sen | 47% | 48 | 41 ] 40% | asn| a8%| A% Avg AnmiDivdYied | 23%
CAPITAL STRUCTURE 2s of SI30/16 19076 | 2021.6 | 2209.0 | 18952 | 1735.0 | 16033 | 11255 [ 1017.0 | 46272 | 19764 | 15373 ] 1900 [Revenues {$mif A 2650
Totat Dabt $2482.4 m&.Dua In § Yrs $400.0 mil. 505 498 576 43| 540 638 | 626 | 528 | 848 1388 1442 | 165 |NetProfit{smi) 210
gﬁ‘;@gﬂf o o intarest $70.0 md. 335% | B4% | 313% | 136G | A% | 314% | 0569 | 25.0% | 276% | 312 | 325% | 28.6% |lncome Tar Rale no%
age: 374 35% | 25% | 26% | 4% | 39% | 40% | s6% | 525 ] s2n| 69%] 94% | 8.7% [NetProftMargin 7.9%

495% | 45.3% | 44.4% | 426% | 40.5% | 389% | 36.1% | 46.6% | 55.1% | 53.0% | 50.8% | 50.0% |Long-Term Dehl Ratio 50.0%
Leases, Uncapitalized Annual renals $11.0me. | 504% | 54.56% | 555% | §7.1% | 59.5% | 81.1% | 639% | 504% | 449% | 47.6% | 499% ; 5064 Common Equity Ratis | 50.0%

Pension Assets-9/48 $540.5 m3. 7688 | 7845 | e78.% | 90837 8099 | 0377 | B4i.0 [1959.0 | 33394 | 3451 [ 36019 3835 | Tolal Capital {enit) 4505
PId Stock Noge Oblig. ST245ME | yuss | 7938 | 8232 | ss59 | e84 | o287 10193 | 17768 | 27507 | 29412 | 33009 | 3465 |WetPlant {$mil]) 010
Cormmon Stock 45,658 218 shs. B4% | 85% ] 81% | 871% | 74% | 81% | 19% | 33% | 31% | 51% ] 49% | &6% [RetumonTolsiCapl 5.5%
as of 1114146 128% | 116% | 118% | 124% | 10.1% | 19.1% | 104% § 50% | 56% | 87% | 82% | 85% |RetumonShr. Equity 9.0%

125% ] 116% ) 1183 | 124% | 10.1% | 11.9% [ 104% | 50% | 56% | 878 | 824 | 85% RetumonComEquty | 9%
MARKET CAP: §34 billion {Mid Cap} 51% | 43% | 525 | 59% | 35% | 408 | 43% | 10% | 15% | 37% | 3341 35% [RelainedtoComEq 404
cunﬁ:gr POSITION 2014 2018 9J0M6 | 50% | 63% | 56% | 53% | 4% | 56% | 59% | 81% | 73%; 5% | 59% | 66% |ANDivdstoRet Prof 55%
Cas(h AséLts 16.1 13.8 5.2 | BUSINESS: Spire Inc., formerty knaren as the Ladede Group, Inc.,  tidd, 67%; commeysial ard indusltriad, 23%; transpostation, 2%,
Other 5888 5163 5644 | 15 a holding company for natural gas uthties, which distibites natu-  other, 8%. Has around 3,078 employess. Officers and dieclors

Current Assels 604.9 5301 5696 | raf gas across Missoun, including the cities of St Louls and Kansas  oan 3.2% of common shares (1116 proxy). Chairman. Edward
City. Has roughly 1.6 mifion customers. Acguired Missoud Gas  Glotzbach; CEQ: Suzanns Sithenwood. Inc: Missour, Address: 700

fodsbayatle 1767 1483 21091 g, Alzbama Gas Co 9114, Uty therms soid and ransported fn  Market Streel, SL Lous, Missouri 63101, Telephone: 314-342-
319.0 2893 3017 | fiscel 2016: 2.6 bif. Revenue mix for reguiated operations: residen-  0500. Intermnet weawtheladedegroup.com.
Cuerent Liab, 7828 8538 11613 5 I - sy 3 P
! pire Inc, reported mixed fiscal the purchases boosted utility incomes in
Fix. Chg, Cov. 0% 5% 6% fourth-quarter results (ended Septem- Alabama and Mississippi. This deal could

3‘;“?;“—?‘;55 tﬁﬂ SPY‘S‘ E“"!{;‘,‘z‘;’s ber 30th). Revenues were kept in check be earnings accretive socner than fiscal
g lpesh) 10 ¥rs, F by lower commodity prices, and 20% 2018 thanks to the early accord comple-

Revenues % -13.0%  6.5%

“Cash Flow” 55% 40% 95% | warmer-than-usual weather during the pe- tion, and cost synergies are expected to
gﬂgﬁe’gg %?fé :132& ?‘21,’2 riod. But the total was supported by better emerge shortly.

B 75% ga%  45% | gas marketing revenues and additional The build out of the STL pipeline

contributiens from the MobileGas and remains on track. An environmental as-
ﬁ}“f—’ QUARIERLYRWS““‘MA ;’;’;’é‘,. Willmut Gas acquisltions. Overall, the sessment and route refinements are being
Ends 1 Mar31 Jund0 Sep.30 Year company had better operaticnal perform- nailed down in anticipation of the January
2013 3’0}"0 3216 1853 140 HOYO! ance across the board, including strong re- filing with FERC. This project should cost
gg;g g?gg g}";i g‘;gg ;{2)42%:23 }g%gi sults in Its gas marketing division, whicli between $180 million and $210 million,
308 11994 6083 2403 9793 {53731 allowed for Josses of $0.31 a share. and be put into service during fiscal 2018.
2017 1475 715 50 400 lspg | Near-term results will be driven by As pipelines generally have higher allow-
Fiscal | EARNINGS PER SHARE APF rop | Tegulatory outcomes. Spire has filed for able returns, we expect this would provide
Yoar |nooas pardd Jund0 Sep.an] Fised! infrastructure replacement surcharges on an ample boost to long-term results.
Ends -vh Bansl U, P90 Year i jis [ aclede and Missourl Gas subsidiaries, The company has raised the dividend
013 1 144 134 25 6301 202| which would boost resuits if approved. 7% to $0.5250 quarterly. This represents
gg:; }% ;?g %;’ gig 5?{53 Too, changes in the utility regulatory envi- a decent bump in the payout, and should
a6 1 408 231 24 d34 | 304} fonment in Missouri may change rate- appeal to investors. This marks the 14th
2017 | 420 236 36 d30 | 350f meking mechanisms. The company will year in a row of dividend increases.
QUARTERLY DIVIDEROS P © file its next general rates cases in April, Shares of Spire Inc, do not stand out
Ca- %t | which could allow for better profitability. for Timeliness. Though they offer a
endar | Mar3f Jun.30 Sep.30 Dec.dt| Yer) Thioce outcomes are uncertain, but we decent yield and steady dividend growth,
W43 | A 425 A% 425 | 170} think the company will earn $3.50 a share the shares affer little total return poten-

30“ S 1781 n fiscal 2017. tial. Most investars would be best served
zggg ig gg ;’g jg 18| The integrations of Willmut Gas and waiting for a price dip.
07 | 55 MabileGas are occurring, Completion of John E. Seibert 11T December 2, 2016

{A] Fiscal year ends Sept. 30th. {B) Based on | due late January. {C} Dividends testorically $8.855h. {E} In mTEons, {F] Qtly. egs. may ot | Company's Finanelal Strength 8t+
diuted shares outstanding, Exciudes nonrecur- | paid In eary January, April, July, and Oclober, | sum due fo roundng of change in shares out- | Stock’s Price Stability 100

ring foss: ‘03, 7¢. Excludes gan from discontn- | & Dividend reinvesiment plan avaiable, D} standng In 2013, 2014, 2016. Price Growth Persistence 40
ued operations: 08, 84¢, Naxt earnings fepot | Ind, deferred charges, fn "14: $383.8 md,, Eamsngs Pfedrdahllrty 80
& 15 Vale L, Iz Al 6 resenved Facud metenial bs obtainad from sources befeved to be relatle and & provdided wihout wamarties of amy Bl :

THE PUBLISHER IS KOT RESPONS!BLE FOR ANY ERRORS OR 0'J-SSO»‘GS HEREIN. Tm.b'me is stricsty for subserber's oam, ponCommendal iema use. Ko pas
of & tr3y ba regroduesd, resold, stored or transmtted in 2ny priread, electot of cher foma, o for gemraing o marketng &y prtsd o efeolonic pubficaton, sevie o prodhet.

Schedule PMA-D3
Page 9 of 9



LAC / MGE

Summary of Risk Premium Models for

Proxy Group of Seven Natural Gas Companies

Proxy Group of
Seven Natural Gas
Companies

Predictive Risk

Premium Model
(PRPM) (1) 1162 %

Risk Premium Using

an Adjusted Total
Market Approach (2} 951 %
Average 10.57 %
Notes:

(1) From page 2 of this Schedule.
(2) From page 3 of this Schedule.

Schedute PMA-D4
Page 1of 12
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LAC / MGE

Proxy Group of Seven Natural Gas Companies
Indicated ROE
Derived by the Predictive Risk Premivmm Model (13

[2) [3) (41 [5] [6] [7]
LT Average Spot Average Predicted

Proxy Group of Seven Natural Predicted Predicted Predicted GARCH Risk Risk-Free Indicated

Gas Companies Variance Variante Variance Coefficient Premium (2) Rate (3} ROE (4)
Atmeos Energy 0.35% 0.28% 0.31% 211605 8.16% 3.65% 11.81%
Chesapeake Utilities 0.34% 0.36% 0.35% 2.14402 9.39% 3.65% 13.04%
New Jersey Resources Corp. 0.39% 0.28% 0.34% 2.105%6 8.94% 3.65% 12.59%
Northwest Nat. Gas 0.33% 0.32% 0.32% 1.61548 6.38% 3.65% 10.03%
South Jersey Industries, Inc. 0.37% 0.42% 0.40% 1,71378 8.54% 3.65% 12.19%
Southwest Gas Holdings Inc 0.45% 0.37% 0.41% 1,46524 7.45% 3.65% 11.10%
Spire Inc. 0.73% 0.25% 0.49% 0.92462 5.57% 3.65% 9.22%
Average 11.43%
Median 11.81%
Average of Mean and Median 11.62%

Notes:

The Predictive Risk Premium Model uses historical data to generate a predicﬁed variance and a GARCH
coefficient. The historical data used are the equity risk premiums for the first available trading menth as
reperted by Bloomberg Professional Service.

- (4+(Column [3] * Column [4]}"*%) - 1.
From note 2 on page 2 of Schedule PMA-DS.
Column [5] + Column [6].



LAC / MGE
Indicated Common Equity Cost Rate
Through Use of a Risk Premium Model

Using an Adjusted Total Market Approach

Proxy Group of
Seven Natural Gas
Line No. Companies
1. Prospective Yield on Aaa Rated
Corporate Bonds {1) 468 %
2. Adjustment to Reflect Yield Spread
Between Aaa Rated Corporate
Bonds and A Rated Public
Utility Bonds 0.21 (2)
3. Adjusted Prospective Yield on A Rated
Public Utility Bonds 489 %
4, Equity Risk Premium (3) 4,62
5. Risk Premium Derived Commnion
Equity Cost Rate 9.51 %

Notes: (1) Consensus forecast of Moody's Aaa Rated Corparate bonds from Blue
Chip Financial Forecasts (see pages 9-10 of this Schedule).

(2) Theaverage yield spread of A rated public utility bonds over Aaa
rated corporate bonds of 0.21% from page 4 of this Schedule.

{3) From page 7 of this Schedule.

Schedute PMA-D4
Page 3 of {2



LAC / MGE
Interest Rates and Bond Spreads for

Moody's Corporate and Public Utility Bonds

Selected Bond Yields

[1] [2] (3]
Aaa Rated A Rated Public Baa Rated Public
Corporate Bond Utility Bond Utility Bond
Jan-2017 392 % 414 % 4.62 %
Dec-2016 4.06 4.27 4,79
Nov-2016 3.86 4.08 4,64
Average 395 % 416 % 4.68 %

Selected Bond Spreads

A Rated Public Utility Bonds Over Aaa Rated Corporate Bonds:
0.21 % (1)

Baa Rated Public Utility Bonds Over A Rated Public Utility Bonds:

0.52 % (2)
Notes:
(1) Column {2] - Column [1].
(2] Column [3] - Column [2].
Source of Informatian:
Bloomberg Professional Service
Schedule PMA-D4

Page 4 of 12



LAC / MGE

Comparison of Long-Term Issuer Ratings for

Proxy Group of Seven Natural Gas Companies

Standard & Poor’s

Long-Term Issuer Rating

january 2017

Moody's
Long-Term Issuer Rating
January 2017
Long-Term Long-Term

Proxy Group of Seven Natural Gas Issuer Numerical Issuer
Companies Rating Weighting(1) Rating
Atmos Energy Corporation .. A2 6.0 A
Chesapeake Utilities Corporation NR -- NA
New Jersey Resources Corporation (2} AaZ 3.0 A
Northwest Natural Gas Company A3 7.0 A+
South Jersey Industries, Inc. (3) A2 6.0 BBB+
Southwest Gas Holdings, Inc. (4) A3 7.0 BBB+
Spire Inc. [5) AlL/AZ -- A-

Average A2 5.8 A-

Notes:

(1) From page 6 of this Schedule.

(2) Ratings those of New Jersey Natural Gas Co.
{3) Ratings those of South Jersey Gas Co.

{4) Ratings those of Southwest Gas Corp.

(5) Ratings those of Alabama Gas Corp. and Laclede Gas Co.

Source Informatioi: Moody's Investors Service
Standard & Poor's Glehal Utilities Rating Service

Numerical
Weighting(1)

6.0
6.0
5.0
8.0
8.0
7.0

6.7

Schedule PMA-D4
Page 5 of 12



Numerical Assignment for
Moody's and Standard & Poor's Bond Ratings

Moody's Bond Numerical Bond Standard & Poor's

Rating Weighling Bond Rating
Aaa 1 AAA
Aat 2 AA+
Aa2 3 AA
Aa3 4 AA-

Al h T L At

A2 6 e S

A3 7 A-
Baat 8 BBB+
Baa2 9 BBB
Baa3 10 BBB-
Ba1 11 BB+
Ba2? 12 BB

Ba3 13 BB-

B1 14 B+

B2 15 B

83 16 B-

Schedule PMA-D4
Page 6 of 12



LAC / MGE
Judgment of Equity Risk Premium for
Proxy Group of Seven Natural Gas Companies

Proxy Group of
Line Seven Natural Gas
No. Companies
1. Calculated equity risk
premium based on the
total market using
the beta approach (1) 446 Y%
2, Mean equity risk premium
' based on a study
using the holding period
returns of public utilities
with A rated bonds (2) 4.26
3. Predicted Equity Risk Premium
based on Regression Analysis
of 752 Fully-Litigated Natural
Gas Utility Rate Cases (3) 5.15
4. Average equity risk premium 4,62 %

Notes: {1) From page 8 of this Schedule.
{2) From page 11 of this Schedule.
{3) From page 12 of this Schedule,

Schedule PMA-D4
Page 7of 12



Line No

Notes:

LAC / MGE
Derivation of Equity Risk Premium Based on the Total Market Approach
Using the Beta for

Proxy Group of Seven Natural Gas Conipanies

Proxy Group of
Seven Natural Gas
Equity Risk Premium Measure Companies
fbbotson Equity Risk Premium (1) 552 %
_Ibhotson Equity Risk Premium based on PRPM (2} 6.38
Regression en Ibbotson Risk Premium Data (3} 7.40

- Equity Risk Premium Based on Value Line

“Summary and Index {4) 4.60
Equity Risk Premium Based on S&P 500

Companies{5) 8.40
Conclusion of Equity Risk Premium (6) 646 %
Adjusted Beta () 0.69
Forecasted Equity Risk Premium 446 %

{1) Based on the arithmetic mean historical monthly returns on large company common
stocks from Ibbotson® SBBI® 2016 Market Report minus the arithmetic mean monthly
yield of Moody's Aaa and Aa corporate bonds from 1928 - 2015, (11.68% - 6.16% =
5.52%).

{2) The Predictive Risk Premium Model (PRPM) is discussed in the accompanying direct
tesimony. The Ibbatson equity risk premium based on the PRPM is derived by applying
the PRPM te the monthly risk premiums between [bbotson large company common
stock monthly returns minus the average Aaa and Aa corporate monthly hond yields,
from January 1928 through January 2017.

(3) This equity risk premium is based on a regression of the monthly equity risk premiums
of large company common stocks relative to Moody's Aaa/Aa rated corporate band
yields front 1928 - 2015 referenced in Note 1 above.

(4) The equity risk premium bhased on the Value Line Summary and Index is derived from
taking the projected 3-5 year total annual market return of 9.28% {described fully in
note 1 of Schedule PMA-D5) and subtracting the average consensus forecast of Aaa

corporate bonds of 4,.68% (Shown on page 3 of this Schedule). (9.28% - 4.68% = 4.60%).

{5) Using data from the Bloomberg Professional Service for the S&P 500, an expected total
return of 13.08% was derived based upon expected dividend yields and long-term
growth estimates as a proxy for capital appreciation, Subtracting the average consensus
forecast of Aaa corporate bonds of 4.68% results in an expected equity risk premium of
8.40%. (13.08% - 4.68% = 8.40%).

(6) Averageoflines 1 through 5.
(7) Average of mean and median beta frorn Schedule PMA-DS.

Sources of Information:
Stocks, Bonds, Bills, and Inflation - ibbotsan® SBEBI@ 2016 Market Report, Morningstar,
inc., 2016 Chicago, IL.
Industrial Manual and Mergent Bond Record Monthly Update.
Value Line Summary and Index
Blue Chip Financial Forecasts, February 1, 2017 and December 1, 2016

Bloomberg Professional Services

Schedule PMA-D4
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2 2 BLUE CHIP FINANCIAL FORECASTS B FEBRUARY 1, 2017 [

Consensus Forecasts Of U.S. Interest Rates And Key Assumptions’

emmmmm e History Counsensus Forec’astsAQuarteif]y Avg.:
------- Average For Week Ending------  ----Average For Month--- Latest Qtr| :1Q :3:2Q = 23Q »2:4Q ~:21Q = 2Q
Interest Rates Jan. 20 Jan. 13 Jan. 6 Dec.3] Dec Nov Oct  40Q 2016 2017 2017 2017 2017 2018 2018
Federal Funds Rate 0.66 0.66 0.60 0.66 0.54 0.41 0.39 0.45 0.7 0.8 S U ) P l 6
Prime Rate 3.75 3.75 3.75 3.1 3.63 350 3.50 3.54 38039 0410, i
LIBOR, 3-mo. 103 . 102 101 .00 097 090 0388 0.92 {10 12 13 1,
Commercial Paper, 1-mo.  0.66 0.63 0.62 0.65 0.56 043 0.43 0.47 0708+
Treasury bill, 3-mo. 0.53 0.52 0.53 0.51 0.51 0.45 0.33 0.43 0.6 5007000
Treasury bitl, 6-mo. 062 0.60 0.63 063  0.63 058 047 0.56 0.7 0.8
Treasury bill, 1 yr. 0.82 0.82 0.86 0.87 086 0.74 0.66 0.75 091,013
Treasury note, 2 yr. 1.21 1.20 1.21 1.24 1.19 098 0.84 1.00 L2145,
Treasury note, 5 yr. 1.92 1.8% 1.92 2.00 1.94 1.60 i.27 1.66 192122
Treasury note, 10 yr. 2.43 2.38 243 2.51 247 214 1.76 2.12 2,5-002.6 02, :
Treasury note, 30 yr, 3.01 2.98 3.01 3.09 310 286 2.50 2.82 3132
Corporate Aaa bond 4.04 402 4.05 414 418 400 3.69 3.96 4,1 42 44
Corporate Baa bond 464 463 467 475 481 466 434 4.60 . 49 50 5
State & Local bonds 3.67 3.67 373 3.75 3.78  3.51 3.35 3.55 375503, 8‘. 3,
Home mortgage rate 4.09 4.12 4.20 4,32 420 3.77 347 3.81 42 430
History
iQ 2Q 3Q 4Q 1Q 2Q 3Q 4Q
Kev Assumptions 2015 2018 2015 2015 2016 2018 2016 2016*
Major Currency Index 89.4 89.9 91.8 93.1 933 89.6 90.3 93.7
Real GDP 2.0 2.6 2.0 0.9 0.8 1.4 3.5 1.9 2. 2 .3
GDP Price Index -0.1 2.3 1.3 0.8 0.5 23 14 2.1 2.0 2.1 002, 2.
Consumer Price Index 2.9 24 1.4 0.8 0.3 2.5 1.6 34 25 23 24 -*..‘-2.'4

Forecasts for interest rates and the Federal Reserve’s Major Currency Index represent averages for the quarter. Forecasts for Real GDP, GDP Price Index and Consumer Price
Index are seasonally-adjusted annual rates of change (sear). Individual panel members’ forecasts are on pages 4 through 9. Historical data: Treasury rates from the Federal Re-
serve Board's H.15; AAA-AA and A-BBB corporate bond yields from Bank of America-Meerill Lynch and are 15+ years, yield to maturity; State and local bond yields from
Bank of Amerca-Meniil Lynch, A-rated, yield to maturity; Mortgage rates from Freddie Mac, 30-year, fixed; LIBOR quotes from Intercontinental Exchange. Al inlerest rate
data is sourced from Haver Analytics, Histerical data for Fed’s Major Cumrency Index is from FRSR H.10. Historical data for Real GDP and GDP Chained Price Index are from
the Bureau of Economic Analysis (BEA). Consumer Price Index {CPL) history is from the Department of Labor’s Bureau of Labor Statistics (BLS).

U.S. Treasury Yield Gurve U.S. 3-Mo. T-Bills & 10-Yr. T-Note Yield

Week ended January 20, 2017 and Year Ago vs.

1 2017 and 2Q 2018 Gonsensus Forecasts (Quartsdy Average) Farecast
4.00 4.50 4.50 4.50
. Year Ago % 4 00 4.00 10-Yr. T-Ncte Yietd. Caonsensus i 4.00
.00 :- g Week ended 1/20/2017 < 3.50 3.50 : 3.50
. —— Consensus 2Q 2018 1 1
250 « 3.00 3.00 3.00
- T —+— Consensus 1Q2017 E
£ 200 ] /+/ 250 250 } 1 2.50
g ’ :"/4,/ ¥ 1 2.00 gz_oo 1 4 2.00
o 150 4 4 1.50  “ 150 4 é 1,50
1.00 ¢ i 1.00 1.00 A4 .00
0,50 o _-—-—-I-""'"—ﬁ 1 as0 0.50 1 1 o050
0,00 ; : ) : : 0.00 0.00 | T 0.00
3mo émo 1yr 2yr Syr 10yr 30yr 1008 1009 1Q'10 10" 1 1Q"12 1Q°3 1Q'14 105 10'6 1Q1 7 10718
Maturities
Corporate Bond Spreads U.S. Treasury Yield Curve
As of week ended January 20, 2017 As of veeek January 20, 2017
700 700 400 400
650 Aaa Gorporate Baa Corparate + 660 7 %
s00 4 Bond Yield Bord Yield minus [ oqg 350 ﬁ W }; + 350
K minus 10-Year 10-Year A J!' %
560 4 f FBond vield  T-Bond Yield 1 ss50
3 ago 4 ‘L ] 4 an0
500 4 1 s00 i f s
450 4 450 250 _‘{’ \,'l\ 5 \I \{\}\ j 1 250
o 400 5 4 400 g 5 \
£ as0 ] Jas0  § 200 ] j‘\,,;.,f UU \’\’\ 1 200
& i - t i\ |
& 300 ] + 300 3 1 s \
& 250 ] g 250 15¢ 4 y I B
200 ] + 200 T 10-Year T-Note {
100 i 7 100
150 3 M 150 k minus 3-Month T-8ill
100 1 I 100 50 g {Constant Maturity Yields) 50
- ¥ T
50 } { so .
a 3 + N " " : ) N d o o 1 Py ' ; ; P N Jd o
200@ 2010 2011 2009 2010 2011 2012 2013 2014 2015 2016

2012 2013 2014

2015 2016
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[14 ® BLUE CHIP FINANCIAL FORECASTS B DECEMBER 1, 2016 |

Long-Range Survey:

The table below contains the resuits of our twice-snnual long-range CONSENSUS survey. There are also Top 10 and Bottom 10 averages for each
variable. Shown are consensus estimates for the years 2018 through 2022 and averages for the five-year periods 2018-2022 and 2023-2027. Apply
these projections cautiously. Few if any economie, demographic and political forces can be evaluated accurately over sueh long time spans.

Average For The Year: Five-Year Awverages

Interest Rates 2018 2019 2020 2021 2022 2018-2022 2023-2027
I. Federal Funds Rate CONSENSTS 1.8 2.4 238 KX 3.0 2.6 340
Top 10 Average 2.4 3.1 3.5 36 3.7 33 3.6
Bottom [0 Average £.3 1.5 20 22 22 1.9 22
2. Pnme Rate CONSENSLS 4.8 55 58 6.0 60 5.6 59
Top 10 Average 54 62 6.6 6.7 6.7 6.3 6.6
Bottom 10 Average 43 4.7 50 5.3 52 49 5.1
3. LIBOR, 3-Mo. CONSENSLUS 2.F 2.8 3.1 32 3.3 2.9 32
Top 10 Average 2.7 34 38 39 39 35 38
Bottom 10 Average 1.7 2.1 24 25 25 22 25
4. Commercial Paper, 1-Mo. CONSENSUS 240 29 U3 3.2 3.2 2.8 3.2
Top 10 Average 2.5 32 3.6 3.7 38 34 3.7
Bottom 10 Average L6 2.1 25 2.6 2.6 23 2.6
5. Treasury Bill Yield, 3-Mo. CONSENSUS 1.7 2.4 2.8 2.9 29 2.6 2.9
Top 10 Average 24 32 35 3.6 3.7 3.3 3.6
Boltom 10 Average 1.3 1.7 2.0 2.1 2.1 1.8 21
6. Treasury Bill Yield, 6-Mo. CONSENSUS 1.9 2.6 .29 3.1 3.1 2.9 3.0
Top 10 Average 26 i3 37 3.8 38 34 3.7
Bottom 10 Average 1.4 1.9 2.1 2.2 22 20 22
7. Treasury Bill Yield, 1-Yr. CONSENSUS 2.1 2.7 3.0 3.1 32 2.8 3.2
Top 10 Average 28 3.5 38 39 3.9 3.6 38
Bottom 10 Average 1.5 19 2.2 23 2.3 2.1 2.3
8. Treasury Note Yield, 2-Yr. CONSENSUS 2.2 2.9 3.2 33 33 3.0 3.3
Top 10 Average 29 3.6 4.0 4.0 4.0 3.7 4.1
Bottom 10 Average 1.7 2.1 2.4 2.5 2.8 22 24
10. Treasury Note Yield, 5-Yr. CONSENSUS 2.7 3.2 35 3.6 3.6 33 3.6
Top 10 Average 33 4.0 4.3 4.3 4.4 4.0 4.4
Bottom 10 Average 2.2 24 2.6 28 28 2.6 2.8
11. Treasury Note Yield, 10-Yr. CONSENSUS 3.1 3.5 38 39 39 3.6 39
Top 10 Average 38 4.3 4.6 4.6 4.6 4.4 4.7
Boltom I0 Average 23 27 29 3.1 3.1 2.8 3.1
2, Treasury Bond Yield, 30-Yr. CONSENSUS 38 4.1 4.3 4.4 4.4 4.2 4.5
Top 10 Average 4.5 5.0 52 52 53 50 53
Bottom 10 Average i 3.3 3.5 3.6 3.6 34 3.6
13. Corporate Aaa Bond Yield CONSENSTS 4.8 5.2 5.4 5.5 5.5 53 55
Top 10 Average 5.4 58 6.1 6.1 6.1 5.9 6.2
Bottom 10 Average 4.3 4.6 4.8 4.8 4.8 4.7 4.9
13. Corporate Baa Bond Yield CONSENS LS 5.9 6.2 6.4 6.4 6.4 63 6.4
Top 10 Average 6.5 6.9 7.0 7.1 12 6.9 72
Bottom 10 Average 3.3 5.5 5.8 58 5.7 5.6 5.7
i4. State & Local Bonds Yield CONSENSUS 4.3 4.6 4.5 4.8 4.8 4.6 4.8
Top 10 Average 49 53 54 5.5 5.6 53 56
Botlom 10 Average 3.8 3.8 3.5 4.0 4.0 3.8 4.0
15. Home Mortgage Rate CONSENSLS 4.9 5.3 55 5.6 5.6 54 56
Top 10 Average 55 6.0 6.2 6.3 6.3 6.0 63
Boitom ) Average 43 4.6 4.7 48 4.9 4.7 4.9
A.FRB - Major Currency Index CONSENSUS 94.6 938 936 93.5 93.2 938 92.1
Top 10 Average 97.6 . 919 98.3 98.4 984 98.1 974
Bottom 10 Average 91.5 89.6 88.7 884 879 89.2 86.6
. ‘car-Over-Year, % Change Five-Year Averages
2018 2019 2020 2021 2022 2018-2022 2023-2027
B. Real GDP CONSENSUS 2.3 2.2 2.1 2.1 2.1 2.2 2.1
Top 10 Average 27 .25 24 24 2.4 2.5 2.5
Bottom 10 Average 1.9 “1.8 1.7 1.8 18 1.8 .8
C. GDP Chained Price Index CONSENSUS 2.1 2.1 2.1 2.1 20 21 2.0
Top 10 Average 2.4 2.4 24 24 22 23 272
Bottom 10 Average 1.8 1.8 1.9 L9 19 1.9 .9
D. Consumer Price Index CONSENSUS 24 2.3 23 23 2.3 2.3 2.3
Top 10 Average 2.7 26 2.6 26 25 2.6 25
Bottom 10 Average 21 21 22 2.1 20 2.1 21

Schedule PMA-D4
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Line No,
1.
2.
3.
4,
5,
6.
7.

Notes: (1)

(2)

3)

(4)

(5)

LAC / MGE

Derivation of Mean Equity Risk Premium Based on a Study

Using Holding Period Retwins of Public Utilities

Over A Rated Moody's
Public Utility Bonds

(1)
Arithmetic Mean Holding Period Returns on
the Standard & Poor’s Utility Index 1928-
2015 (2): 1049 %
Arithmetic Mean Yield on Moody's A Rated :
Public Utility Yields 1928-2015 (6.64)
Historical Equity Risk Premium 385 %
Forecasted Equity Risk Premium Based on
PRPM (3) 4,34
Regression of Historical Equity Risk Premium
(4) 5.50
Forecasted Equity Risk Premium based on
Projected Total Return on the S&P Utilities
Index (5) 3.36
Average Equity Risk Premium 426 %

Based on S&P Public Utility Index monthly total returns and Moody's Public Utility
Bond average monthly yields from 1928-2015.

Holding period returns are calculated based upon income received {dividends and
interest) plus the relative change in the market value of a security over a one-year
holding period.

The Predictive Risk Premium Model {PRPM) is applied to the risk premium of the
monthly total returns of the S&P Utility Index and the monthly yields on Moody's A
rated public utility bonds from January 1928 - January 2017, '
This equity risk premium is based on a regression of the monthily equity risk
premiums of the S&P Utility Index relative to Moody’s A rated public utility bond
yields from 1928 - 2015 referenced in note 1 above.

Using data from Bloomberg Professional Service for the S&P Utilities Index, an
expected return of 8.25% was derived based on expected dividend yields and long-
term growth estimates as a proxy for market appreciation. Subtracting the :
expected A rated public utility bond yield of 4.899%, calculated on line 3 of page 3 of
this Schedule results in an equity risk premium of 3.36%. (8.25% - 4.89% = 3.36%) .

Schedule PMA-D4
Page 110of12
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LAC/MGE

(1] (2] (3] M (5] (6] [7] (8]
[ndicated
Value Line Traditional Common
Proxy Group of Seven Natural Gas Adjusted Bloomberg Average Market Risk Risk-Free CAPM Cost ECAPM Cost Equity Cost
Companies Beta Adjusted Beta Beta Premium (1) Rate (2) Rate Rate Rate (3)
Atmos Energy 0.70 0.65 0.68 753 % 3.65 % 877 % 937 % 9.07 %
Chesapeake Utilities 0.65 0.65 0.65 7.53 3.65 BERRERTERS XT3 9.20 8.87
New Jersey Resources Corp. 0.80 0.74 0.77 7.53 3.65 CTr0458 9.88 5.66
Northwest Nat. Gas 0.65 0.59 0.62 7.53 3.65 S 8.32 2.03 8.68
South Jersey Industries, Inc. 0.80 0.70 0.75 7.53 3.65 CIG300 9.77 .53
Southwest Gas Holdings Inc 0.75 0.61 0.68 7.53 3.65 LBTT7 9.37 9.07
Spire Inc. 0.70 0.65 0.68 7.53 3.65 vy s 9.37 9.07
Average 0.69 885 °/.o.__ ’ 9.43 % 9.14 %
Median 0.68 | 877 % - ___937 % 9.07_%
Average of Mean and Median 0.69 881 © 7940 911 %

Notes on page 2 of this Schedule.



Notes:

LAC / MGE

Notes te Accompary the Application of the CAPM and ECAPM

(1) The market risk premium {MRP) is an average of five different measures, The first measure of the MRP derives the total return cn

the market by adding the thirteen-week average forecasted 3-5 year capital appreciation to the thirteen-week average expected

dividend yield from Value Line Sumtnary and index. The projected risk-free rate (devetoped in Note 2) is then subtracted from the
total return to arrive at the projected MRP, The secend measure of MRP is based on the arithmetic mean of historical monthly
return data of [arge company stocks less the incame return on long-term government bonds fram 1926-2015 as published by
Morningstar, Inc, The third measure applies the PRPM to the Ibbotson histarical data to derive a projected MRP, The faurth

measure applies a regression atalysis to the Ibbotson historical data ta derive a projected MRP. The fifth measure uses data from

Bloomberg Professional Services to derive a total projected return on the S&P 500 hy using expected dividend yields and long-term
prawth estimates as a proxy for capital appreciatian, The prejected risk-free rate is then subtracted from the projected total return
to arrive at the projected MRP. The five measures of MRP are illustrated below:

Measure 1: Value Lirte Projected MRP {Thirteen weeks ending February 14, 2017

Total projected return or the market 3 -5 years hence:
Projected Risk-Free Rate {described in Note 2):
MRP based on Value Line Summary & Index:

Measure 2: Ibbotson Arithmetic Mean MRP (1926-2015})
Arithmetic dean Monthly Returns for Large Stocks 1926-2015:
Arithmetic Mean Income Returns on Long-Term Government Bonds:

MRP based on Ibhotson Historical Data:

Measure 3: Application of the PRPM to Ibbatsen Historical Data:
(January 1926 - January 2017)

Measure 4: Application of 2 Regression Analysis to Ibbotson Historical Data
(1926-2015)

Measure 5: Bloomberg Projected MRP
Tatal return on the Market based an the S&P 500:

Projected Risk-Free Rate (described in Note 2):
MRP based on Bloomberg data

9.28
3.65

5.63

11,95
5.20

6.75
7.20

8.66

13.08
3.65

9.43

Average MRP: 7.53

%

%

%

%

%

%

%

(2) For reasons explained in the direct testimony, the appropriate risk-free rate far cost of capital purposes is the average forecast of
30 year Treasury Bonds per the consensus af nearly 50 economists reported in Blue Chip Financial Forecasts, (See pages 9-10 of

3

Sources of Information:

Schedule PMA-D4.) The projection of the risk-free rate is illustrated below:

First Quarter 2017
Second Quarter 2017
Third Quarter 2017
Fourth Quarter 2017
First Quarter 201 8
Secand Quarter 2018

Average of Column 6 and Column 7,

Yalue Line Swimmary and Index
Blue Chip Financial Ferecasts, February 1, 2017 and December 1, 2016

2018-2022
2G23-2027

3.10
3.20
340
3.50
3.60
370
4.20
450

3.65
—

Stacks, Bonds, Bills, and Inflation - Ibbotson® SBBI® 2016 Market Report, Morningstar, fnc,, 2016 Chicago, .

Bloomberg Professional Services

Schedule PMA-DS
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LAC / MGE

Basis of Selection of the Group of Non-Price Regulated Companies

Comparable in Total Risk to the Proxy Group of Seven Natural Gas Companies

The criteria for selection of the proxy group of sixteen non-price regulated companies was
that the non-price regulated companies be domestic and reported in Value Line Investiment

Survey {Standard Edition).

The proxy group of sixteen non-price regulated companies were then selected based on
the unadjusted beta range of 0.44 - 0.70 and residual 'standai d error ofthe regressionrange of
1.9593 - 2.3369 of the water proxy group.

These ranges are based upon plus or minus two standard deviations of the unadjusted
beta and standard error of the regression. Plus or minus two standard deviations captures
95.50% of the distribution of unadjusted betas and residual standard errors of the regression.

The standard deviation of the water industry’s residual standard error of the regression is
0.1095. The standard deviation of the standard error of the regression is calculated as follows:

Standard Deviation of the Std. Err, of the Regr. = Standard Error of the Regression

2N

where: N =  number of observations. Since Value Line betas are derived from weekly price
change observations over a period of five years, N = 259

Thus, 0.0944 = 21481 = 2.4926
Js18 22.7596

Source of Information: Value Line, Inc,, December 2016
Value Line Investment Survey (Standard Edition)

Schedule PMA-D6
Page10of3



LAC / MGE
Basis of Selection of Comparable Risk

Domestic Non-Price Regulated Companies

(1] (2] [3] [41
Residual
Value Line Standard Standard
Proxy Group of Seven Natural Adjusted Unadjusted Error of the Deviation
Gas Companies Beta Beta Regression of Beta
Atmos Energy 0.80 0.66 2.0450 0.0597
Chesapeake Utilities 0.65 0.43 2.6612 0.0777
New Jersey Resources Corp. 0.80 0.65 2.3606 0.0689
Northwest Nat. Gas 0.65 0.45 2.0380 0.0595
South Jersey Industries, Inc. 0.80 0.69 2.0154 0.0588
Southwest Gas Holdings Inc 0.80 0.63 21700 0.0633
Spire Inc. 0.70 0.51 1.7462 0.0510
Average 0.74 0.57 2.1481 0.0627
Beta Range {+/- 2 std. Devs. of Beta) 0.44 6.70
2 std. Devs. of Beta 0.13
Residual Std. Err. Range (+/- 2 std.
Devs. of the Residual Std. Err.) 1.9593 2.3369
Std. dev. of the Res. Std. Err. 0.0944
2 std. devs. of the Res. Std. Err. 0.1888
Source of Information: Valueline Proprietary Database December-2016
Schedule PMA-DG

Page 2 of 3
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Proxy Group of Non-Price Regulated Companies
Comparable in Total Risk to the

Proxy Group of Seven Natural Gas Companies

[1] [2] [3] [4]
Residual
Standard Standard

Proxy Group of Sixteen Non-Price- VL Adjusted Unadjusted Error of the Deviation of
Regulated Companies Beta Beta Regression Beta
AmerisourceBergen 0.80 0.65 2.1089 0.0616
AutoZone Inc. 0.65 0.46 2.0988 0.0613
Bard {C.R.) 0.80 0.66 2.2216 0.0648
Campbell Soup 0.70 0.49 1.9728 0.0576
Dr Pepper Snapple 0.75 0.55 2.0574 0.0600
Erie Indemnity .75 0.62 2.1273 0.0621
Lancaster Colony 0.80 0.63 2.2055 0.0644
Lilly (Eli) 0.80 0.63 2.1902 0.0639
Merck & Ca. 0.80 0.66 2.2052 0.0644
Reynolds American 0.70 0.48 2.2439 0.0655
Smucker (J.M.) 0.75 0.54 2.1053 0.0614
Stericycle Inc. 0.80 0.69 2.2738 0.0664
Target Corp. 0.70 0.52 2.2600 0.0660
TJX Companies 0.80 0.65 2.2068 0.0644
Verisk Analytics 0.80 0.64 2.1656 0.0632
Waste Connections 0.75 0.58 2.0257 0.0591
Average 0.76 0.59 2.1543 0.0629
Proxy Group of Seven Natural Gas

Companies 0.74 057 2,1481 0.0627

Schedule PMA-DS
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LAC / MGE
Summary of Cost of Equity Models Applied to the

Proxy Group of Sixteen Non-Price-Regulated Companies
Comparable in Total Risk to the

Proxy Group of Seven Natural Gas Companies

Proxy Group of
Sixteen Non-
Price-Regulated
Principal Methods Companies

Discounted Cash Flow Model (DCF)
(1) 11.86 %

Risk Premium Model {RPM} (2) 10.30

Capital Asset Pricing Model (CAPM)

3 9.62
Mean 10.59 %

Median 10.30 %

Average of Mean and Median 1045 %

Notes:
(1} From page 2 of this Schedule.
(2) From page 3 of this Schedule.
(3) From page 6 of this Schedule,

Schedule PMA-D7
Page 1 of 6
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LAC /MGE
DCF Results for the Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk te the

Vi 7] S G
[1 [2] 3] 4] (3] 6] (7] (s8]
Value Line Reuters Mean Zacld's Five Yahoo! Finance L Average
Proxy Group of Sixteen Projected Five Consensus Year Projected Projected Five Projected Five Adjusted indicated
Non-Price-Regulated Average " Year Growth in Projected Five Year Growth Rate in Year Growth in Year Growth Dividend Common Equity
Companies Dividend Yield EPS Growth Rate in EPS EPS EPS Rate in EPS Yield Cost Rate (1)
AmerisourceBergen 1.83 % 11.00 % 931 % 1010 % 931 % 993 % 192 % 1185 %
AutoZone Inc, - 11,50 11.65 13.80 11,65 12.15 - NA
Bard (C.R.) 0.47 10.00 11.35 11.20 11.35 10.98 0.50 1148
Campbell Soup 2.38 5.50 5.30 5.60 5.30 5.43 244 7.87
Dr Pepper Snapple 2.39 2.00 9.82 940 2.83 9.51 2.50 12,01
Erie Indemnity 2.85 10.00 7.00 10.00 10.00 9.25 298 12,23
Lancaster Colony 1.60 7.00 3.00 3.00 3.00 4.00 1.63 5.63
Lilly (Elf} 2.83 9,50 11.18 11.50 11.18 10.94 2.98 13.92
Merck & Co. 3.07 6.00 5.91 6.40 5.92 6,06 3.16 8.22
Reynclds American 538 12.50 10,77 10,10 10.77 11.04 5.68 16,72
Smucker (J.M.} - 7.50 5.30 6.80 4.63 6.06 - NA
Stericycle Inc. - 10.81 12.00 10.80 10.81 11.13 - NA
Target Corp. 3.31 9.50 5.20 9.40 5.20 7.33 343 10,76
TJX Companies 136 1100 13.30 10.70 9.75 11,19 144 12,63
Verisk Analytics - 1100 5.74 1160 9.74 1052 - NA
Waste Connections 0.92 15.00 NA 20.80 12,55 16.12 0.99 17.11
Mean 11.79 %
Median 1193 %
. Average of Mean and Median 11.86 %

NA= Not Available
NMF= Not Meaningful Figure

(1) The applicaticn of the DCF model to the domestic, non-price regiuated comparable risk companies is identical to the application of the DCF to the utility proxy group. The
dividend yield is derived by using the 60 day average price and the spotindicated dividend as of January 31, 2017, The dividend yield is then adjusted by 1/2 the average
projected growth rate in EPS, which is calculated by averaging the 5 year projected growth in EPS provided by Value Line, www.reuters.com, www.zacks.com, and
www.yahoo.com {excluding any negative growth rates) and then adding that growth rate to the adjusted dividend yleld,

Source of Infermation: Value Line Investment Survey:
www.reuters.com Downloaded on 01/31/2017
www.zacks.com Downloaded on 01/31/2017
www.yahoo.com Downloaded on 01/31/2017



LAC / M
indicated Common Eqguity Cost Rate
Through Use of a Risk Premium Model

Using an Adj Total Market Approach
Proxy Group of
Sixteen Non-Price-
Regulated
Line No, Companies
1, Prospective Yield on Baa Rated
Corporate Bonds (1} 5.51%
Adjustiment to Reflect Bond rating
Difference of Non-Price Regulated
2. Companies (2) (0.18)
3. Adjusted Prospective Bond Yield 5.33
4. Equity Risk Premium (3} 497
5. Risk Premium Derived Common
Equity Cost Rate 10.30 %

Notes: (1) Awerage forecast of Baa corporate bonds based upon the consensus of
nearly 50 economists reported in Blue Chip Financial Forecasts dated
February 1, 2017 and December 1, 2016 {see pages 9 and 10 of Schedule
PMA-D4). The estimates are detailed below.

First Guarter 2017 490 %
Second Quarter 2017 5.00
Third Quarter 2017 5.20
Fourth Quarter 2017 5.30
First Quarter 201 8 5.40
Second Quarter 2018 5.60
2018-2022 6.30
2023-2027 6.40

Average 551 %

(2) The average yield spread of Baa rated corporate honds over A
corporate bonds for the three months ending January 2017, To reflect
the Baal average rating of the non-utility proxy group, the prosepctive
yield on A corporate bonds must be adjusted by 2/3 of the spread
between A and Baa corporate bond yields as shoivn below:

A Corp. Baa Corp.
Bond Yield Bond Yield Spread
Jan-2017 116 % 4.66 % 0.50 %
Dec-2016 4.28 4.83 0.55
Nov-2016 411 471 0.60
Average yield spread 0.55 %
1/3 of spread 0.18 %

(3) From page 5 of this Schedule.

Schedule PMA-D7
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Proxy Group of Sixteen Non-
Price-Regulated Companies

AmerisourceBergen
AutoZone Inc,

Bard {C.R.)
Campbeli Soup

Dr Pepper Snapple
Erie Indemnity
Lancaster Colony
Lilly (Eli)

Merck & Co.
Reynolds American
Smucker ([.M.)
Stericycle inc.
Target Corp.

TI¥ Companies
Verisk Analytics
Waste Connections

Average

Notes:
(1) From page 6 of Schedule PMA-D4.

Source of Information:

Comparison of Long-Term [ssuer Ratings for the
Proxy Group of Sixteen Non-Price-Regulated Companies of comparable risk to the
Proxy Group of Seven Natural Gas Companies

LAC / MGE

Moody's

Long-Term Issuer Rating

January 2017

Long-
Term
issuer

Rating

Baa2
Baal
Baal
A3
Baal
NA
NA
A2
Al
Baa3
Baa2
A
A2
A2
Baa3

NA

Baal

Bloomberg Professienal Services

Numerical
Weighiting
oy

20
8.0
8.0
7.0
8.0

6.0
5.0
10.0
9.0
6.0
6.0
10.0

7.7

Standard & Poor's
Long-Term Issuer Rating

Jaituary 2017

Long-
Term
Issuer

Rating

A-
BBB
A
BBB+
BBB+
NA
NA
AA-
AA
BBB
BBB
NR

A+
BBB-

NR

Numierical
Weighting

g

7.0
9.0
6.0
8.0
8.0

4.0
3.0
9.0
9.0
6.0
5.0
100

7.0

Schedule PMA-D7
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Line No,

Nates:

LAC / MGE
- Derivation of Equity Risk Premium Based on the Total Market Approach
Using the Beta for
Proxy Group of Sixteen Non-Price-Regulated Companies of comparable risk to the

Praxy Group of Seven Natural Gas Companies

Proxy Group of
Sixteen Non-Price-
Regulated

Equity Risk Premnium Measure Companies
Ibbotson Equity Risk Premium (1) 552 %
Ibbotson Equity Risk Premium based on PRPM (2) 6.38
Regression on ibhotson Risk Premium Data (3) 7.40
Equity Risk Premium Based on Value Line
Summary and Index (3) 4.60
Equity Risk Premium Based on S&P 500
Companies(4) 8.40
Conclusion of Equity Risk Premium {6) 646 %
Adjusted Beta {7) 0.77
Forecasted Equity Risk Premium 497 %

(1} From note 1 of page 8 of Schedule PMA-D4.

(2} From note 2 of page 8 of Schedule PMA-D4.

(3) From note 3 of page 8 of Schedule PMA-D4.

{4) From note 4 of page 8 of Schedule PMA-D4.

(5) From note 5 of page 8 of Schedule PMA-D4.

{6) Average of lines 1 through 5.

{7} Average of mean and median beta from page 6 of this Schedule.

Sources of Information:
Stocks, Bonds, Bills, and Inflation - Ibbotson® SBBI® 2016 Market Report, Morningstar,

Inc,, 2016 Chicago, 1L.

Value Line Summary and Index

Blue Chip Financial Forecasts, February 1, 2017 and December 1, 2016
Bloomberg Professional Services

Schedule PMA-D7
Page 5 of 6
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Traditional CAPM and ECAPM Results for the Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk to

LAC /MGE

Proxy Group of Seven Natural Gas Companies

1] 12] [3] 4 {51 (6] [7] (6
Indicated
Value Line Traditional Commeon
Proxy Group of Sixteen Non- Adjusted Blogmberg Average Market Risk Risk-Free CAPM Cost ECAPM Cost Equity Cost
Price-Regulated Companies Beta Beta Beta Premium {1) Rate {2} Rate Rate Rate (3)
AmerisourceBergen 0.85 0.92 0.89 7.53 % 3.65 % 10,35 % 10.56 % 10.46 %
AutoZone Inc. 0.75 0.77 0.76 7.53 3.65 9.37 9.82 2.60
Bard (C.R.) 0.80 0.70 0.75 7.53 3.65 9.30 9.77 9.53
Campbell Soup 0.70 0.63 0.66 7.53 3.65 8.62 9.26 8.94
Dr Pepper Snapple 0.75 0.67 0.71 7.53 3.65 2.00 9.54 9.27
Erie Indemnity 0.80 0.79 0.80 7.53 3.65 9.67 10.05 9.86
Lancaster Colony 0.80 0.67 0.74 7.53 3.65 9.22 9.71 5.47
Lilly (Eli) 0.75 0.72 0.74 7.53 3.65 9.22 9.71 9.47
Merck & Co. 0.85 0.89 0.87 7.53 3.65 10.20 10.45 10.32
Reynolds American 0.65 0.69 0.67 7.53 3.65 8.70 832 2.01
Smucker (.M. 0.70 0.76 0.73 7.53 3.65 9.15 9.66 9.40
Stericycle Inc. 6.85 0.78 0.81 7.53 3.65 8,75 10.11 9.93
Target Corp- 0.80 0.80 0.80 7.53 3.65 9.67 10.05 986
TiX Companies 0.85 0.90 0.87 7.53 3,65 10.20 10.45 10.32
Verisk Analytics 0.85 0.80 0.83 7.53 3.65 9.20 10.22 .10.06
Waste Connections 0.80 0.60 0.70 7.53 3.65 8.92 9.49 9.20
Mear 0.77 9,45 % 9.88 % 9.67 %
Mediar 0.76 934 % 9.80 % 9.37 %
Average of Mean and Median 0.77 3.40 9.84 % - 9.62 %

Notes:

(1} From Schedule PMA-D5, note 1.
(2} From Schedule PMA-DS, note 2.

{(3) Average of CAPM and ECAPM cost rates.
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Eauity lsaunnees and Fiotatlon Coatas of Seive inc. (formerty (The Lachds Group, lng Since 2011
[Column 1] [Column 2] [Colums 2] [Colump 4] fColumn 5] Column §] Column 7] {Cofumn 8] [Cotumn 0] [Column 10]
Market Price Offering Prco Market Prossure Urndorwriting Net Proceeds Oroas Equity lssue Totz! Flotatlon Costs Flotation Cost
Date Tranzaction (1} Shares Issued por Shnre por Shnra (2 Dizeaunt por Share (3} before Conts {43 Totn] Kot Procaeds {5} () Parsentage (7)
05/13/18 Equity Otfering 2,185,000 3 84,7000 3 83,0500 5 1.8500 3 20481 5 61,0008 5 141,369,500 133,286,087 1] 8,082,534 5.72%
£o0e/14 Equity Offering 10,350.000 $  47.1800 5 482500 5 0.0400 3 1.7113 R 44,5288 5 488.416,500 460,876,083 5 27,440,438 5.62%
0523113 Equity Cffefing 10,005,000 3 45.0600 % 44,5000 $ 0.5000 $ 1.7244 3 42.7756 3 451,125,450 427.670,128 3 23,155,222 2.13%
3 1,080,011 450 1022233157 & 55,878,203 5.43%
Elotatlon Cogl Adustment
Average DCF
Cost Rate CCF Cost Rato
Avoraga Dividend Avoroge Projocted Adjusied Unadjusted for Adusted for Flotulion Cost
Yicld EPS Growth Rate Dividond Yioid Flotatlon {8) Flotatlon (6} Adlustment {10)
Proxy Group of
Soven Notura! Gas
Utiities 2,78 % 5,80 % 2,68 % 2,86 % B.B2 % 0,18 %

Sog pane 2 of this Schodulp for notes.,



LAC / MGE
Notes to Accompany the
Derivation of the Flotation Cost Adjustment to the Cost of Common Equity

(1) Company-provided.

(2) Column 2 — Column 3.

(3) Column 2 - the sum of columns 4 and 5.

(4) Column 1 * Column 2.

(6} Column 1 * Column 6.

(8) Column 1 * (the sum of columns 4 and 5).

{7) (Column 7 — Column 8) divided by Column 7.

(8) Using the average growth rate from page 1 of Schedule PMA-D3.

(9) Adjustment for flotation costs based on adjusting the average DCF constant
growth cost rate in accordance with the following:

©_ D(+05g) +'
P(t—F)

L]

where g is the growth factor and F is the percentage of flotation costs.

{10) Flotation cost adjustment of 0.16% equals the difference between the flotation
adjusted average DCF cost rate of 8.82% and the unadjusted average DCF cost
rate of 8.66% of the proxy group of seven natural gas utilities.

Source of Information:

Company provided information

Schedule PMA-D8
Page 2 of 2
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LAC/MGE
Derivation of Investment Risk Adjustment Based upon

emia fer the Dec ortfclios of the

(1] (2] B8] f4]
Applicable Decile of Spread from
Market Capitalization on January the NYSE/AMEX/ Applicable Size Applicable Size
Line No. 31,2017 (1) NASDAQ (2) Premium (3) Premium (4)
( millions ) {times larger}
1. LAC / MGE $ 24656.000 5-6 1.56%
2. Proxy Group of Seven Natural Gas Companies $ 3,220.742 4-5 1.249
LAC / MGE 13 x 0.32%
() (B) ) (D) (€)
Size
Premium
Recent Average {Return in
Number of Recent Total Market Market Excess of
Decile Companies Capitalization Capitalization CAPM])
{ millions ) { millions ) { millions } -
1 193 $14,835,871.93 $76,869.80 -0.36%
2 209 $2,942,893.47 $14,080.83 0.57%
3 208 $1,538,888.75 $7,398.50 0.86%
4 240 $998,160.99 $4,159.00 0.99%
5 240 $665,743.39 $2,773.93 1.49%
6 258 $480,964.63 $1,864.20 1.63%
7 350 $419,011.59 $1,197.18 1.62%
8 352 $270,179.7% $689.23 2,04%
9 494 $175,122.78 . $354.50 2.54%
Smallest 16 796 $81,112.94 : $101.90 5.60%
*From Duff & Phelps 2016 Valuation Handbook Guide to Cost of Capital
Notes:

{1) From Page 2 of this Schedule.

(2) Gleaned from Cojumn (D) on the bottomn of this page, The appropriate decile (Column (A)) corresponds to
the market capitalization of the proxy group, which is found in Column 1.

(3) Corresponding risk premium to the decile is provided on Column (E) on the bottom of this page.

(4) Line No.1 Celumn 3 - Line Ne. 2 Column 3. The 0.32% in Column 4, Line No. 2 is derived as follows 0.32% =
1.56% - 1.24%.
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Market Capitalization of LAC / MGE and the

Proxy Group of Seven Nafural Gas Companies
(1] 2] 31 “ ol (6}
Common Stock Book Value per Closing Stock .. Market-to-Book Market
Shares Outstanding Share at Fiscal Total Common Market Price - . Ratloon Capimalization on
at Fiscal Year End Year End 2015 Equity at Fiscal Year on January 31, - January 31, January 31,
Company Exchange 2015 (1] End 2015 2017 2017 {2) 2017 (3)
{ miilions ) ( miltions } { millions)

LAC / MGE NA (4) NA $ 1,027.879  (4) NA
Bascd upon the Proxy Group of Seven
Natural Gas Companies
LAC /MGE 237.6 % (5) $ 2,486.000 (6)
Proxy Group of Seven Natural Gas
Companics
Atmos Energy NYSE 101479 $ 31.482 3 3,154.797 $ 76.180 2420 % $  7,730.656
Chesapeake Utilities NYSE 15.271 23453 358.138 65.400 2789 $ 998.701
New Jersey Resources Corp. NYSE 85,531 12.942 1,106.956 37.700 291.3 $  3,224.535
Northwest Nat. Gas NYSE 27427 2B.475 780972 5B.500 206.8 §  1,615.450
South Jersey Industries, Inc. NYSE 70.566 14.620 1,037.535 33.000 225.7 3 2341866
Southwest Gas Holdings Inc NYSE 47.378 33.653 1,504.408 80.570 2394 $ 3817211
Spire Inc. NYSE 43.335 36.312 1,573.6060 55.000 179.0 § 2816776
Average 55.912 3 25.848 3 1,378,059 3 59.536 237.6 % $ 3220742

NA= Not Available

Notes: (1) Column 3 / Column 1
(2) Column 4 / Column 2.
{3) Column 4 * Column 1,
{4) From LAC / MGE 2015 Annual Reports to the Missouri Public Service Commission,

{5} The market-to-book ratic of LAC / MGE on January 31, 2017 is assumed to be equal to the market-to-book ratio of the Proxy Group
of Seven Natural Gas Companies on January 31, 2017,

(6) LAC/ MGE's commaon stock, if traded, would trade at a market-to-book ratlo equal to the average market-to-bock ratio at January
31,2017 of the Proxy Group of Seven Natural Gas Companles, 237.6%, and LAC / MGE's market capitalization on Januoary 31,2017
would therefore have been $2,456.00 million.

Source of Information: 2015 Annual Forms 10K
yahoo.finance,com



BEFORE THE PUBLIC SERVICE COMMISSION
OF THE STATE OF MISSOURI

In the Matter of Laclede Gas Company’s )
Request to Increase its Revenues for Gas ) File No, GR-2017-0215

Service )
In the Matter of Laclede Gas Company

)
d/b/a Missouri Gas Energy’s Request to ) File No. GR-2017-0216
[ncrease its Revenues for Gas Service )

AFFIDAVIT

STATE OF NEW JERSEY )
) SS.
)

CITY OF MARLTON

Pauline M. Ahern, of lawful age, being first duly sworn, deposes and states:

1. My name is Pauline M. Ahern. Iam an Executive Director of ScottMadden, Inc.
My business address is 1900 West Park Road, Suite 250, Westborough, MA 01581, My mailing
address is 3000 Atrium Way, Suife 241, Mount Laurel, NJ 08054,

2, Attached hereto and made a part hereof for all purposes is my direct testimony on
behalf of Laclede Gas Company and MGE, '

-3, I hereby swear and affirm that my answers contained in the attached testimony to
the questions therein propounded are true and correct to the best of my knowledge and belief.

P

\D&WUM\(\(\ \A‘QA\_

Pauline M. Ahern

Mhary Public

e e
R .

JUSTICE S. MORAR S
NOTARY PUBLIC OF NEWJERSEY: . @ ™.
My Comession Explres 10/202018° ..& .,






