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Chapter 7

Firm Size and Return

The Firm Size Phenomenon

Cne of the most remarkable discoveries of modern finance is that of a relationship berween firm size
and return, The relationship cuts across the entire size spectrum bur is most evident among smaller
companies, which have higher returns on average than larger ones. Mzny studies have looked at the
effect of firm size on return.’ In this chapter, the returns across the entire range of firm size
are examined.

Construction of the Decile Portfolios

The portfolios used in this chapter are those created by the Center for Research in Security Prices
{CRSP) at the University of Chicago’s Graduate School of Business. CRSP has refined the methodol-
ogy of creating size-based portfolios and has zpplied this methodology to the entire universe of
NYSE/AMEX/NASDAQ-listed securites going back to 1926.

The New York Stock Exchange universe excludes closed-end mutuzl funds, preferred stocks,
real estate investment trusts, foreign stocks, American Depository Receiprs, unit investment trusts,
and Asericus Trusts. Al companies on the NYSE are ranked by the combined market capitalizadon
of their eligible equity securities. The companies are then split into 10 equally populated groups, or
deciles. Eligible companies traded on the American Stock Exchanpe (AMEX) and the Nasdag
National Market (NASDAQ) are then assigned to the appropriate deciles according to their capital-
ization in relation to the NYSE breakpoints. The portfolios ace rebalanced, using closing prices for
the last trading day of March, June, September, and December. Securites added during the quarrer
are assigned to the appropriate portfolic when rwo consecutive month-end prices are available. If the
final NYSE price of a security that becomes delisted is a month-end price, then that month’s return
is inciuded in the guarterly return of the security’s portfolio. When a month-end NYSE price is miss-
ing, the month-end value of the security is derived from merger terms, quotations on regional
exchanges, and other sources. If a month-end value still is not determined, the last available daily
price is used.

Base security returns are monthly holding period returns. All distributions are added o the
month-end prices, and appropriate price adjustments are made to account for stock splits and divi-
dends. The return on a portfolio for one month is calculated as the weighted average of the returns
for its individual stocks. Annuval porrfolio rerurns are calculated by compounding the monthly port-
folio returns.

Size of the Deciles

Table 7-1 reveals that the top three deciles of the NYSE/AMEX/NASDAQ accouar for most of the
total market value of its stocks. Approximately two-thirds of the market value is represented by the
first decile, which currently consists of 172 stocks, while the smallest decile accounts for just over
one percent of the market value. The dara in the second column of Table 7-1 are averages across all

1 Roif W. Banz was the first 10 document this phenomenon, See Barz, Ralf W “The Reladonship Berween Returns and
Marker Value of Common Stocks,” Joural of Financial Economies, Yol 9, 1581, pp. 3-18.
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79 years. Of course, the proportion of market value represented by the various dectles varies from

year to year.

Columns three and four give recent figures on the number of companies and their markee eap-
italization, presenting a snapshort of the structure of the deciles near the end of 2004.

Table 7-1
Size-Decile Portfolios of the NYSEAMEX/NASDAQ Size and Composition
1826-2004
Recent
Historical Average Recent Decile Market Recent
Percentage of Nummber of Capitalization Percentage of
Decile Total Capltaiization Companies fin thousands)  Total Capitallzation
1-Largest £231% 172 $8.214.688.366 63 16%
2 13 97‘3} 177 1,722.153.325 13.24%
3 7 58% 199 BG4,917.,814 £ BB%
4 4 74% 208 548.380.454 422%
5 3.24% 218 400.361.543 3 D8%
& 237% 257 325,662,936 2 50%
7 173% a0 264,131,817 2.03%
B 1 28% 372 219.976.956 1 89%
9 G.98% 589 230,476,080 1779%
10-Smallest 0.80% 1,782 185,820,316 1 43%
Mid-Cap_ 3-5 15.55% 827 1,842.688.810 14 18%
Low-Cap 5-8 538% 829 808.771.549 523%
Micro-Cap 3-10 179% 2.371 416.295.398 320%

Source: & 200503 CRSP® Cenler for Resaarch in Securily Prices Graduale School of Business. The University of Chicage Used

with permisslon All rights reserved. www crsp uchicagoe edu

Hisiorical average percentage of fotal capiialization shows the average, over 1he iast 79 years, of the decile markel values as a
perceniage of the total NYSE/AMEX/NASDAQ caltulated sach month Nurmber of companies in declles, recent market
capltalization of deciles, and recent percertage of tolal capitalization are a5 of September 30, 2004.

Table 7-2 gives the current breakpoints that define the compesition of the NYSE/AMEX/NASDAQ
size deciles. The largest company and its market eaphalization zre presented for each decile. Table
7-3 shows the historical breakpoints for each of the three size groupings presented throughout this
chapter. Mid-cap stocks are defined here as the aggregate of deciles 3-5. Based on the most recent
data {Table 7-2}, companies within this mid-cap range have market capitalizations at or below
$6,241,953,000 but greater than $1,607,854,000. Low-cap stocks include deciles 6—8 and currently
include all companies in the NYSE/AMEX/NASDAQ with market capiralizations ar or below
$1,607,854,000 but greater than $505,437,000. Micro-cap stocks include deciles 9-10 and include
companies with market capiralizations at or below $505,437,000. The market capitalization of the
smallest company included in the micro-capitalization group is currently $1,393,000.
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Firm Size and Raturn

TJable 7-2

Size-Decile Portfolins of the NYSE/AMEX/NASDAQ, Largest Comnpany
and Its Market Capitalization by Decile
Septernber 30. 2004

Market Capitatization
of Largest Company

Decils in thouse:nds) Company Name

t-Largest $342,087.219 Generat Blasiric Co.

2 14.098. 886 Ag:len% Technalngses Inc

3 §.241,953  Terst Healthcare Cop

4 3.46{.104 Wal!choice Inc.

5 2.231.707  OGE Energy Corp.

8 1.607‘ 854 Entercom Qommica'ﬁms Corp.
7 1.09i 603 Vintage Petroleum inc

8 T4E.218  Wabash Nationat Cop.

g 50,437 world Fue! Services Comp

10-Smallest 28:.725 Masiec Inc.
Source: Genter for Research in 8 xcurity Prices. University of Chicago

Presentation of the Decile Data

Summary statistics of annual returns of the 10 deciles over 1926-2004 are presented in Table 7-4.
Note from this exhibit 'Ehc.f both the average return and the total risk, or standard deviation of annual
returns, tend to mcrcasc as one moves from the larpest decile to the smallest. Furthermore, the
serial correlations of reruins are near zero for all but the smallest two deciles. Serial correlations and
their significance will be iiscussed in detail later in this chapter.

Graph 7-1 depicts the growth of one dollar invested in ¢ach of three NYSE/AMEX/NASDAQ
groups broken down inth mid-cap, low-cap, and micro-cap stocks. The index value of the entre
NYSE/AMEX/NASDAQ is also included. All returns presented are value-weighted based on the mar-
ket capializations of the deciles contained in each subgroup. The sheer magnitude of the size effect
in some years is noteworshy. While the largest stocks actually declined in 1377, the smallest stocks
rose wmore than 20 percert. A more extreme case occurred in the depression-recovery year of 1933,
when the difference berween the first and tenth decile returns was far more substantial. This diver-
gence in the performance'of small and large company stocks is a common occurrence.
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Table 7-3

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ
Largest and Smallast Company by Size Group

from 1826 {01965

Cép!tallzatlan of Largest Company Caplitalization of Smalies! Company
{in thousands) fin thousands)

Date Mig-Cap Low-Cap  Micro-Cap Mid-Gap Low-Cap  Micro-Cap
{Sept 30} 3-5 6-B 8-10 3-5 5-8 8-18
1928 $81.490 $14.040 $4.305 $£14,100 $4,325 £43
1827 $85.281 $14.745 $4.450 1521 $2.498 §72
1928 581,998 $18,975 £5.074 $18.050 $5118 $135
1929 207,085 524,328 £5.875 $24.480 £5,815 $126
1830 B67,808 §13.050 $3.215 $13.068 53,254 30
1831 $42.807 £8.142 $1.905 $8.222 31,827 315
1832 £12.431 82,170 5473 $2.185 8477 §19
1833 $40.298 57,210 §$1.830 $7.280 $1.875 §100
1834 §38,120 98,659 51,669 56,734 $1,573 5B
1835 $37.631 56.519 $1,350 §6.548 $1,383 $38
1936 545,520 311,505 $2.850 $11.526 32,668 fst:]
1837 $51.750 513,601 $3.500 £12.835 £3.539 368
1838 $36,102 $8.325 g2,125 $8.a72 82,145 £80
1839 $35,784 87,367 $1.897 £7.369 $1.800 875
1940 $31.050 §7.980 $1.861 8,007 §1.872 £51
1541 $31,7a4 $8.315 £2,086 $8.336 %2,087 $72
1842 $£26,135 $5.870 §1.779 $6.875 £1.788 882
1943 $43.218 %11,475 £3.647 £11.480 $3.903 305
1944 B4p,621 $13.0686 $4,800 $13.0688 54812 3308
1945 $55.268 $17,325 £6.413 517,575 $5.428 $225
1946 §79.158 $24.192 $10,033 524,708 $10.051 3829
1847 357,830 $17.735 $5.373 $17.872 $6,380 3747
1948 167.238 £39,575 87,313 519,651 $7.328 784
19449 555,506 514,548 §5.037 314,577 $5.108 8379
1950 865,881 $1B.675 26.176 $18,750 $6,201 5303
1953 $82,517 $22,750 $£7.567 $22.860 $7.538 668
1952 $87.936 $25.452 $8.428 $25.532 £8.2480 $480
1953 88,585 $25.374 $8,155 $25.385 38,158 459
1854 $125.834 529.645 $5.484 §28,707 $2,483 $463
1955 3170825 $41,445 $12.353 $41,6871 $12.366 $553
1856 $183.434 $46.805 $13,481 $45.886 $13.524 §1.122
1957 $192.851 $47.658 313,844 $48.509 $13.848 825
1858 £195.083 346,774 $13.789 $45.871 $13.916 5550
1959 $£253,644 564221 $10.500 864,372 $19,548 $1.804
1960 $2456.202 561,485 519,344 561,522 $19.385 $831
1861 206,261 $79.058 $23,562 §79,402 £23.613 $2.455
1982 - 5250.433 £58,865 $18.852 §58,143 £18.958 S8
1953 $308.438 $71.846 $23818 571,97 §23.822 $2985
19654 £344,033 $79.343 $25.594 $79.508 $25,585 3223
1965 £363.759 5B4.479 £28,368 584.800 $28,375 8250

Sourca: Center for Research in Security Prices. Universliy of Chicago
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Fisn Size and Return

Table 7-3 (continued)

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ

Largest and Smallest Company by Size Group

from 19656 to 2004

Capitalization of Largest Company
{in thousands)}

Capitallzation of Smallest Company
{in thousands}

Date Mid-Cap Low-Cap Micro-Cap Mid-Cap  Low-Cap  Micro-Cap
{Sapt 30y 2.5 88 g-10 3-5 §-8 8-18
1966 $399.455 $99,578 $34,884 £89,835 $34,086 8381
1867 §459,170  $117.985 542,267 £118,328 342.313 381
1968 $5268,326 §148.261 60,351 £150,128 $60.387 582
1965 $517.452  §144,770 $54,273 $145.684 $54.280 $2,119
1970 $380,245 284,025 $25,010 $94,047 $28.916 £822
1971 $542.517 $145,340 $45,571 $145,673 §£45,583 $B855
872 $545,211  §138,6847 548,728 $1392.710 848,757 $1.031
1873 $424.584 $54,809 $28.601 $95,378 $29,606 $561
1974 $344,013 §75,212 §$22,475 §£75,853 §22,481 %444
18973 £465,763 £96,854 §28,140 £97,266 §$28.144 $340
1876 8551,671 $116.184 $31,987 $116.212 $32,002 $£584
1877 §573.084 $135,804 £39,192 $137.323 $39,254 $£513
18978 §572,3687 §159,778 846,621 $160,824 346.620 $830
1979 §$661.336 5174.480 $49,088 £174,517 849,172 5948
1880 §754 562 $194.012 §48,671 $194 241 $48,853 543
1981 $854,665 $255.028 $71,276 $261.059 $71.268 $£1,445
1982 §762,028  $205,590 $34,675 $206,536 554,681 $1.060
1883 $1,200.880 $352.698 3103,443 $352,944 3103.530 32.925
1984 £1.088,572  $314,650 $00,419 $315.214 $90,659 £2,093
8BS £1,432.342 $367,413 £83,81Q $368,248 $84,000 2760
1985 $1,857,621 5444827 ° 5100,056 $445.648 $109,875 E706
1987 $2,059,143  $4B7,430 $112,035 $468,948 $112,125 $1.277
1988 $1.957,926  $420,257 $94 268 $421,340 94,302 $696
1989 $2,147.608  §480,975 $100.285 $483,623  $100,384 306
1990 $2,184.185 $472,003 833.827 $474.085 £33.750 S‘i 3z
1991 $2,129,863  $457,958 $87,586 $458,853 $B87.733 278
1992 $2.428,6T% 5500346 $103,352 $501,050 $103,500 $510
1993 $2,711,068 %608,520 $137.045 $608,825 8137987 §602
1994 $2,497,073  $501.552 $149,435 $602.552  $149,532 $598
1885 $2.793,761  §653,178 §158.011 $654.019  $158,083 $E3
1906 $3,150.685 §763.377 $105,188 $763,812 $195.326 $1,043
1897 $3,511,132 £81B.239 $230,472 £821,028 %230,554 $4B0

1988 $4,2186,707  §034,264 $253,329
1989 84,251,741 $B7D,309 $218,336

$938,727 §253,336 §1.671
$875.,582 $218.368 §1.502

2000 $4,143,302  $840,000 $132,588 $840,730  $192,72% $1,462
2001 $5,252,063 $1,114,792 $280,275 $1,115.200 §270,391 $443
2002 $5.012,705 $1,143.845 $314,042 $1.144,452  5314,174 3501
2003 54,794,027 31,166,799 $330,608 $1,167.040  $330,797 $332

2004 $6,241,953 317,607,854 £505,437

Source: Center for Aesearch in Seturty Prices. University of

$1.607,931  E506,410 $1.293

Chicago
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Tsble 7-4

Size-Decile Portiofios of the NYSE/AMEX/NASDAQ, Summary Statistics of Annual Retumns
i826-2004

Geometric Arithmetic Standard Serial
Decile Mean Mean Beviatlcn Correlation
1-largest 96% 11.4% 18.27% 0.0%
2 1oF:] 132 2200 003
3 113 138 2381 -002
4 11.3 14 4 26.10 -0 G2
5 "7 150 26 94 -0 02
[ 118 i55 27 97 o04
7 116 157 30.17 o
8 119 1657 3363 0 G4
9 122 177 3877 oos
10-Smallest 140 218 45 67 015
Mig-Cap. 3-5 114 14.2 24 80 -0 02
Low-Cap, 6-8 118 158 25 &8 003
Mico-Cap, 8-10 128 190 3338 008
NYSE/AMES/NASDAC
Totel Value-Weighted index 101 121 2032 0o3

Source; Center Tor Research in Security Prices, University of Chicago

Aspects of the Firm Size Efiect

The firen size phenomenon is remarkable in several ways. First, the greater risk of small stocks does
not, in the context of the capital asser pricing model (CAPM), fully account for their higher returns
over the long term. In the CAPM, only systematic or beta risk is rewarded; small company stocks
have had returns in excess of those implied by their betas.

Second, the calendar annual return differences between small and large companies are serially
correlated. This suggests that past annual returns may be of some value ia predicting furure annual
remurns. Such serial correlation, or autocorrelation, is practically unknown in the market for large
stocks and in most other equity markets but is evident in the size premia.

Thizrd, the firm size effect is seasonal. For example, small company stocks outperformed large
company stocks in the monrh of January in a large majority of the years. Such predictability is sur-
prising and suspicious in light of modern capital market theory. These three aspects of the firm size
effect—long-term returns in excess of systemaric risk, serial correlation, and seasonaliry—will be
analyzed thoroughly in the following sections.
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Firrn Size and Return

Graph 7-1

Size-Decile Portioiios of the NYSE/AMEX/NASDAQ: Wealth Indices of investments in Mid-, Low-, Micro- and
Total Capitalization Stocks

1925-2004
Year-end 1925 = $1 00
$20,000 _
' $13.661.13
$10,000
3 _ ! %6713 85
] Micro-Cp Stock o i [ 5495701
i H .,-_ ;o R ! _‘.' "’*
", Low-Cap Stock o R M 8201920
$1,000 | : R e _ N p"'; . :
A Mig-Cap Stock
$100 J - e
] VT L \ ,
¢ - R -
5 1 : Total Valie
£ Weightad NYSE/
AMEX/NASDAQ
$10
$1 — “' - sl l"l
$D JI'I'i?Il.lIil‘{llli‘ill‘l'IIIIIK]II! llllll iliiiilIliill‘ll"ilcl:lIl]l‘il'lllill‘r'l'i'lll'l
1925 1935 1945 1955 1965 1975 1985 1935 2004
Year-end Source: Center for Research in Security Prices, University of Chicago.
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Chapter 7

Long-Term Returns in Excess of Systematic Risk

The capiral asszt pricing mode! (CAPM) does not fully account for the higher returns of small com-
pany stocks. Table 7-5 shows the returns in excess of systematic risk over the past 79 years for each
decile of the NYSE/AMEX/NASDAQ. Recall that the CAPM is expressed as follows:

k, =r,+ (8, xERP)

Table 7-5 uses the CAPM to estimate the renurn in excess of the riskless rate and compares this esd-
mate to historical performance. According to the CAPM, the expected return on a securiry shoold
consist of the riskless rate plus an additiona! return 1o compensate for the systematic risk of rhe secu-
rity, The return in excess of the riskless rate is estimated in the conrext of the CAPM by multiplying
the equity risk premium by B {beta). The equity risk premium is the return that ecompensates investors
for taking on risk equal to the risk of the market as a whole (systematic risk).* Beta measures the
extent to which a security or portfolio is exposed to systematic risk.® The beta of each decile indi-
cates the degree to which the decile’s rerurn moves with thar of the overall market.

A beta grearer than one indicates that the security or portfolio has greater systemaric risk than
the market; zccording to the CAPM equation, investors are compensated for tzking on this additional
risk. Yet, Table 7-5 illustrates thar the smaller deciles have had returns that are not felly explainable
by their higher betas. This return in excess of that predicted by CAPM increases as one moves from
the largest companies in decile 1 10 the smallest in decile 10. The excess return is especially pro-
nounced for micro-cap stocks (deciles 2-10}. This size-related phenomenon has prompted a revision
to the CAPM, which includes a size premium. Chapter 4 presents this medified CAPM theory and
its application in more detail.

This phenomenon can alse be viewed graphically, as depicted in the Graph 7-2. The security
market line is based on the pure CAPM withour adjustment for the size premium. Based on the risk
{or beta} of a security, the expected return [ies on the security market line. However, the actizz] his-
toric returns for the smaller deciles of the NYSE/AMEX/NASDAQ lie above the line, indicating that

these deciles have had returns in excess of that which is appropriate for their systematic risk.

2 The equiry risk premium is estmated by the 79-year arithmeric mean rerum on large company srocks, 12.39 percent, Jess
the 79-year arithmetic mean income-return component of 20-year government bonds as the historical riskless rate, in this
tase 5.22 percenc. (It is appropriate, however, to match the maturity, or duration, of the riskless asser with the investment
horizon.) See Chapter 3 for more detail on equity risk premium estimadon,

3 Historical betas were calculated using a simple regression of the monthly portfolio {decile) total returns in excess of the
30-day U.$. Treasury bill total remurns versus the SBcP 500 rotal rerurns in excess of the 30-day U.S. Treasury bill,
Jenuary 1926-Dceember 2004, Sez Chapter § for maore detail on beta estimation.

124 5BB! Valuation Edition 2005 Yearbook
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Firm Size and Return

Table 7-5

Long-Term Returns In Excess of CAPM Estimation for Decile Portfolios of the NYSE/AMEX/NASDAQ
1926-2004

Reallzed Estimated  Size Premium

Arithmetic Return in Raturn i {Return in

Mean Excess of Excass of Excess of

Declie Beta® Return Riskless Rate*®  Riskfess Ratet CAFM}
1-tLargest oM 11.30% 6 16% 8.53% -0.37%
2 104 13.24% 8.02% 7 42% 0 60%
3 110 1384% B 52% 7.856% 075%
4 113 14 38% 915% B 08% 107%
5 1.16 14.95% §.74% B.30% 1.44%
5] 118 15 46% 10.23% 848% 1.75%
7 123 1567% 10 45% 8 .B3% 161%
B8 128 18 74% 11 51% 9.15% 2 36%
=] 134 17.71% 12 48% 9862% 2 86%
10-Smallest 141 2177% 16.54% 10.14% 541%
Mid-Cap. 3-5 112 1419% B886% 801% 085%
Low-Cap, 6-8 122 315 76% 10.54% B73% 187%
Micm—Cép. g-10 1 36 1B9Th 13 74% 3.72% 4 12%

*Betas are estimated fram manthly portolio total returns In excess of the 30-day U.S. Treasury bill total return versus the S&EP
500 tolat retumns in excess of the 30-day U S. Treasury bill. January 1326-December 2004

**Historical risldess rale is measured by the 79-year arthmelic mean Income retum component of 20-year government bonds
{522 perzent),

tCakeutated in the context of the CAPM b g rmulliplying the equity sk premium by beta. The equity risk premium is estimated by
the arithmetic mean total refurn of the S&P 500 (12 39 percent) rinus the arithmetic mean income return component of 20-year
government bonds (5 22 percent) from 1926-2004

Graph 7-2
Security Market Line versus Size-Decile Portfolios of the NYSE/AMEX/NAEDAQ
1826-2004

25

Arlthrmelic Mean Relum

T . T T T Ve T !
Q20 D2 04 06 08 10 12 t4 1.6
Bets Soumse; Center for Research in Security Prices, University of Chitags [declle data)
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Chapler 7

Further Analysis of the 10th Decile

The size premia presented thus far do a great deal to explain the renuen due solely to size in publicly
traded companies. However, by splitting the 10th decile into two size groupings we can get a closer
look at the smallest companies. This magnification of the smallest companies will demonstrate
whether the company size to size premia relationship continues to hold true.

As previously discussed, the method for determining the size groupings for size premia analysis
was to take the stocks rraded on the NYSE and break them up into 10 deciles, afrer which stocks
traded on the AMEX and NASDAQ were allocated into the same size groupings. This samne mechod-
ology was used to split the 10th decile into two pares: 10a and 10b, with 10b being the smaller of
the two. This is equivalent to breaking the stocks down into 20 size groupings, with portfolios 13
and 20 representing 102 and 10b.

Table 7-7 shows that the pattern continues; as companies get smaller their size premium increas-
es. There is 2 noticezble increase in size premium from 10a to 10b, which can alse be demonstrated
visually in Graph 7-3. This can be useful in valuing companies that are extremely small. Table 7-6
presents the size, composition, and breakpoints of deciles 10a and 10b. First, the recent aumber of
companies and total decile market capitalization are presented. Then the largest company and its
market capitalization are presented.

Breaking the smallest decile down lowers the significance of the resultss compared to results for
the 10th decile taken as a whole, however. The same holds erue for comparing the 10th decile with
the Micro-Cap apgregation of the 9th and 10th deciles. The more stocks included in a szmple the
more significance can be placed on the results, While rthis is not as much of a factor with the recent
years of data, these size premia are constructed with data back to 1926. By breaking the 10th decile
down iato smaller components we have cut the number of stocks included in each grouping. The
change over time of the number of stocks included in the 10th decile for the NYSE/AMEX/NASDAQ
is presented in Table 7-8. With fewer stocks included in the analysis eatly on, there is 2 strong pos-
sibility that just a few stocks can dominate the returas for those early years.

While the number of companies included in the 10th decile for the early years of our analysis
is low, it is not too low to still draw meaningful resiilts even when broken down into subdivisions
10z and 10b. All things considered, size premia developed for deciles 10a and 10b are significant and
can be used in cost of capital analysis. These size premia should greatly enhance the development of
cost of capital analysis for very small companies.

Tabie 7-6

Slze-Decile Portfollos 10a and 10t of the NYSEJAMEX/NASDAQ,
Largest Company znd l1s Market Gapitalization
September 30, 2004

Recent Declle Market Capitalization
Recent Number Market Capitalflzation of Largest Company Company
Decile of Companles {is thousands} {in thousands) Name
10a 532 $5B,561,341 Lre2.725 Mastec inc.
100 1.2617 $83.633.980 §143.516 Rex Stores Comp

npte: These numbers may hol abgregate 10 egual dedila 10 figures.
Source: Cenler for Research In Security Prices, University of Chicago.
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Firm Size and Return

Table 7-7

Long-Term Returns in Excess of CAPM Estimation {or Declle Portiolios of the
HYSE/AMEX/NASDAQ, with 10th Decile Spiit

1926-2004
Realized Estimated Size Premium
Arthmetic Return in Returp In {Retumn in
Mean Excess of Excess of Excess of
Bats* Retum  Riskless Hate™ Riskless Ratet CAFM)
1-Largest 941 11.39% & 16% 6.53% -03%
2 104 13 24% B .02% 7 42% 060%
3 110 13 B4% B.62% 7 85% 075%
4 113 14 38% 915% 8308% 107T%
g 116 14 96% 8.74% B 30% 1 44%
& 118 15 46% 1023% B48% 1 75%
7 123 15 67% 10 45% 883% 161%
B 1.28 16 74% 11.51% 015% 2 36%
9 134 1% 12 4B% 9 62% 2 B6%
i0a 142 19 85% 18 73% 1019% 4 5%
10b-Smaliest 133 25.13% 18 80% 10 00% a80%
#id-Cap. -5 112 14.18% 8 Q6% 301% ¢ a5%
Low-Cap. 6-8 122 15 76% 10 54% 873% 1.81%
Micro-Cap, 9-10 135 18.97% 13 74% 972% 4 BR%

“Belas are estimated irom monthly portfolio sotal returns In excess of the 30-dey .8, Treasury & 10ta retum versus the S&P

500 tolal returns in excess of the 30-day U . Treasury hill, January 1925-December 2004

**Historica riskless rate ls measured by the 79-year arithmistic mean income return component of 20-year government bonds

{5 22 percent).

tCalculated In the context of the CAPM by mulliplying the equity risk premium by beta, The equity risk preraium is estimated by
the arithmetic mean 1oial retuen of the S&P 500 (12 39 parcert) minus the anihmetic mean incoma return component of 20-year

govermmant bonds (5 22 percent) from 1826-2004

Graph 7-3
Security Market Line versus Size-Decfle Portfolios of the NYSE/AMEX/NASDAQ, with 10th Decile Split
1826-2004
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25 _ L4
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Utilities

The utilities rating methodology encompasses two basic
eomponents: business risk analysis and financial analysis.
Evaluation of industry characteristics, the utility's position
within that industry, its regulation, and {ts management
provides the context for assessing a Brm’s finandal condi-
ton.

Historical analysis is a tool for identifying strengths and
weaknesses, and provides a starting point for evaluating
financial condition. Business position assessment Is the
qualitative measure of a utility’s fundamental creditwor-
thiness. It foruses on the forces that will shape the utilites’

The credit analysis of utilitles Is quickly evolving, as
utHtes are treated Jess as regulated monopolles and more
as entities faced with a host of challengers in a competitive
environment Marketplace dynamics are supplanting the
power of repulation, making it criticatly important to re-
ducz costs and/or market new services n order to thwart
competitors’ inroads.

Markets and service area economy

Assessing service territory begins with the economic and
demographic evahiation of the area in which the utility has
its franchise. Strength of long-term demand for the product
is exarmined from a macroeconomie perspective. This en-
ables Standard & Poor's to evaluate the affordability of
rates and the staying power of demand.

Standard & Poor's tries to discern any seculsr consump-
ton trends and, more importantly, the reasons for themn
Specific fterns examnined Include the stze and growth rats
of the market, strength of the franchise, historical and
projecied sales prowth, income levels and wends in popu-
ladon, employment, and per capita Income. A utility with
a healthy economy and customer base—as illustrated by
diverse ernployment opportunities, average or above-av-
erage wealth and Income statistics, and low unemploy-

ment—will have a preater capadty to support its opera-
tions

For electric and gas utilities, distribution by customer
class Is sorutinized to assess the depth and diversity of the
utility’s customer mix. For example, heavy industrial eon-
centration Is viewed cautipusly, since g utllity may have
signlilcant exposure to cydical volatility. Alternatively, a
larpe residential component ylelds z stable and more pre-
dictable revenue stream. The largest utility customners are
identified to determine thelr importanes to the bottom line
and assess the risk of their Joss and potential adverse effect
on the utility's finandal position. Credit concerns arise
when individual customers represent more than 5% of
revenues, The company or industry may play a significant
roie in the overall economdc base of the service area. More-
over, large custorners may turn to cogeneration or alierna-
tive power supplies to meet their energy needs, potentially
leading to reduced cash flow far the utflity {even in cases
where 2 large customer pays discounted rates and s not a
profitable account for the utflity). Customer concentration
is less significant for water and telecomnmunication utili-
Hes.

Competitive posifion
As competitive pressures have Intensified in the utilities

industry, Standard & Poor's analysls has deepened to in-
clude a more thorough review of competitive position.

Electric utility competition

For eledric utilities, competitive factors examined in-
clude: percentage of firm wholesale revenues that are most
vulnerable to competiton; industrial foad concentration;
exposure of key customers to alternative supplers: com-
mercial concentrations; rates for varjous customer dasses;
tate design and Aexibility; producton costs, both marginat
and fixed; theregional capadity situation; and transrnission
constraints. A regional focus is evident, but high costs and
rates relaive to naticnal averages are also of significant
contern because of the potental for electridty substitutes
over Hme

Mounting competition in the electric utility industry
derlves from excess generating capacity. lower barriers to
entering the electric generating business, and marginal
costs that are below embedded costs Standard & Poor's
has aiready witnessed declining prices in wholesale mar-
kets, zs de facto retafl competition is already being seen in
several parts of the country. Standard & Poor’s believes
that over the coming years more and more customers will
want and demand jower prices. Initial concerns focus on
the larpest industrial loads, but other customer classes will
be increasingly vulnerable. Competition will not necessar-

29



000000000008 00000000000000000000000000000080

Schedule FJH-2
Page 4 of 15

[y be driven by legislation. Other pressures will arlse from
global compettion and improving technologies, whether
it be the declining cost of incremental generation or ad-
vances In transmission capadty or substitute energy
sources Hke the fuel cell. It is Impossible to say precisely
when wide-open retall competition will occur; this will be
evolutionary. However, significantly greater competition
in retail markets s inevitable.

Gas utility competition

Strnilarly, gas utllities are analyzed with regard to their
competitive standing in the three major areas of demand:
residential, commerdal, and industrial. Although regu-
Iated as holders of monopoly power, natural gas utllities
have for some time been actively competing for energy
market share with fuel of). electriclty, coal, solar, wood, etc.
The long-term staying power of market demand for natu-
ral gas cannot be taken for granted. In fact, as the electrie
utility Industry restructures and reduces costs, electric
power will become more cost competitive and threaten
certaln pas markets. In additon, independent pas market-
ershave made greater inroadsbehind the city gate and are
competing for large gas users. Moreover, the recent trend
by state regulators to unbundie utility services Is ereating
opportunities for cutsiders to market niche products. Dis-
tributors still have the upper hand, but those who do not
reduce and control costs, and thus rates, eould find com-
pettion even more difficult.

Natural gas pipelines are Judged to carry a somewhat
higher business risk than distribution companies because
they face competition 1n every one of thefr markets. To the
extent a pipeline serves utilitles versusindustrial end users,
its stabllity is greater. Over the next five years, pipeline
eompettion will heat up since many service contracts with
customers afe expiring. Most distributor or end-use cus-
tomers are looking to reduce pipeline costs and are work-
ing to Improve thelir luad factor to do so. Thus, pipelines
will lkely find 4 difficult to recontract all capadity In
coming years Being the pipeline of choice is a function of
attractive transportation rates, diversity and quality of
services provided, and capacity available in each particular
market. In all cases though, periodic discounting of rates
to retain customers will occur and put pressure on profit-
ability.

Water utility competition

As the last true utility rmonopoly, water utilities face very
littie competition and there is currently no challenge to the
continuation of franchise areas. The only exceptons have
been cases where [nvestor-owned water companies have
been subject to condemnation and municdpalization be-
cause of poor service or political motvations. In that re-
gard, Standard & Poor's pays close attention to costs and
rates in relation to nefghboring utilitdes and national aver-
ages. (Incontrast, the privatization of publicwater fadlifes
has begun, zibelt at a slower pace than anticipated. This is
occurring mostly in the form of operating contratts and
public/private partnerships, and not in asset transfers.
This trend should continue as cites ook for ways to bal-

30

ance their tight budgets} Also, water utilities are not fully
Immune to the forces of competition; in a few instances
Wwholesale customers can access more than one supplier.

Telephone competition

The Telecommunications Act of 1996 accelerates the con-
tinuing challenge to the local exchange compantes' {LECs)
century-old monopoly in the local loop. Competitive ac-
cess providers (CAPs), both facHitles-based and reseflers,
are aggressively pursuing customers, generally targeting
metropolitan areas, and promising lower rates and better
service,

Most long-distance calls are stll originated and termi-
nated on the local telephone eompany network. To com-
plete such a call, the long-distance provider {including
ATE&T, MCL Sprint and a host of smaller Interexchange
carrlers or "[XCs") must pay the lacal telephone cornpany
a steep "acress” fee to compensate the local phone com-
pany for the use of its local network. CAPs, in contrast,
buifld or lease facilities that directly connect customers to
thelr long-distance carrfer, bypassing the local telephone
company and avolding access fees, and thereby ean offer
lower long-distance rates. But the LECs are not standing
still; they are combating the loss of business to CAPs by
Iowering actess fees, thereby reducing the economicineen-
tive for a high usage long-distance customer to use a CAP.
LECs are attempting to mzke up for the loss of revenues
from lower access fees by inereasing basic local service
rates (or at least not lowering thern), since basic service is
far less subject to competition. LECs are improving oper-
ating efficlency and marketing high marg!n, value-added
new services. Additionally, in the wake of the Telecommu-
nications Act, LECs will capture at least some of the inter-
LATA Jong-distance market. As a result of these initiatives,
LECscontinueto rebutld themselves—I{rom the traditional
utility monopoly to leaner, more marketing orfentad or-
ganizations. 7

While LECs. and indeed all segments of the telecommu-
nications sector, face increasing competition, there are fa-
vorable industry factors that tend to offset heightened
business sk and auger for overall ratings stabflity for most
LECs Importandly, telecommunications is a declining—cost
business. With increased deployment of fiber optics, the
cost of transport has fallen dramatically and digital switch-
ing hardware and software have yielded more capable,
trouble-free and cost-efficlent networks. As 2 result, the
cost of network maintenance has dropped sharply, as ilhus-
trated by the ratio of employees per 10,000 acress lines, an
oft cited measurement of efficdency. Ratios as low as 25
employees per 10,000 lines are being seen, down from the
typical 40 or more employees per 10,000 ratio of only a few

years ago.

In additon, networks are far more capable. They are
inreasingly digitally switched and able to accommodate
high-speed communications. The infrastructure needed to
accommodate switched broadband services will be built
into telephone networks over the next few years. These
advanced networks will enable telephone companles to
look to 2 greater variety of Mgh-margin, value-added serv-
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lees. In addition to those current services such as call
waiting or caller ID, the delivery of hundreds of broadcast
and interactive video channels will be possible. While these
services offer the potential of new revenue streams, they
will simuitanecusly prasent a foriridable challenge. LECs
will be entering the new [to them)} arena of multimedia
entertainment and will have to develop expertise In mar-
keting and entertalnment programming acumern; such
ski]ls stand {n sharp contrast to LECs' traditional strengths
in engineering and eustomer service.

Operations

Standard & Poor's focuses on the nature of operations
from the perspective of cost, reliabfity, and guality of
sarvice. Here, emphasis is placed on those areas that re-
quire management attentionin terms of me or money and
which, Iif unresolved, may lead to political, regulatory, or
competitive problems.

Operations of electric utilities

For electrics, the status of utflity plant investment Is
reviewed with regard to generating plant availability and
utllization, and also for compliance with existing and con-
templated environmental and other regulatory standards.
The record of plant outages, equivalent avallability, load
factors, heast rates, and capacity factors are exarnined. Also
impaortant is effidency, as deflned by total megawatt hour
per employee and customers per employee. Transmission
interconnections are evaluated in terms of the number of
utilities to which the utility in question has access, the cost
structures and avaflable generating capadity of these other
utilides, and the price paid for wholesale power.

Betause of mounting competition and the substantial
escalation in decommissioning estimates, significant
weight is given to the operation of nuclear faciliies. Nu-
clear plants are beconing more vulnerable to high produc-
ton costs that make thelr rates uneconomic Significant
asset concentration may expose the utility to poor perform-
ance, unscheduled outages or premature shutdowns, and
large deferrals or regulatory assets that may need to be
written off for the utility to remain competitive. Also,
nuclear facilities tend to represent significant portions of
thelr operators’ generating capability and assets. The loss
of a productive nuclear unit from both power supply and
rate base can interrupt the revenue stream and create sub-
stantial additional costs for repairs and improvements and
replacement power. Tha ability to keep these stations run-
ning smoothly and economically directly influences the
ability to meet electric demand, the stability of revenues

and costs, and, by extension, the ability to maintain ade-
guate creditworthiness. Thus, economic operadon, safe
operation, and long-term operation are examined in depth.
Specifically, emnphasls is placed on operation and malnte-
nance tosts, busbar costs, fuel costs, refueling outages,
forced outapes, plant statistics, NRC evaluations, the po-
tential need for repairs, operating licenses, decommission-
ing estimates and amounts held {n external trusts, spent
fuel storage capacity, and management's nuclear expetl-

ence. In essencs, favorable nuclear operations offer signifi-
cant opportundties but, if a nudlear unit runs poorly or not
at all, the attendant risks can be great.

Operations of gas utilities

For gas pipeline and distribution cornpantes, the degree
of plant utilization, the physical condition of the mains and
lines, adequacy of storage to meet seasonal needs, “Jostand
unaccounted for” gas levels, and per-unit nongas operat-
ing and construction costsare important factors. Efficiency
statistics such as load factor, operating costs per customer,
and operating income per employee are also evaluated in
comparison to other utilities and the industry as a whole,

Operations of water utilities

As a group, water utilifes are continually upgrading
their physical plant to satisfy regulatons and to develop
additional supply. Over the next decade, water systems
will increasingly face the task of maintaining complance,
as drinking water regulations change and infrastructure
ages. Given that the Safe Drinking Water Act was author-
fzed In 1874, the first generation of treattnent plants budlt
to conform with these rules are almost 20 years old. Addi-
torally, because the focus during this period was on sat-
Esfying environmmental standards, deferred maintenance of
distribution systerns has been commaon, especially in older
urban areas. The increasing cost of supplying treated water
argues against the high level of unaccounted for water
witnessed In the industry. Consequently, Standard &
Poor's anticipates capltal plans for rebuflding distribution
kines and major renewal and replacement efforts aimed at
treatrnent plants.

Operaticns of telephone companies

For telephone companies, cost-of-service analysis fo-
cuses on plant capability and measures of efficlency and
quality of service. Piant capability is ascertained by looking
at such parameters a5 percentage of digitally switched
Hnes; fiber optic deployment, in particular In those por-
tons of the plant key to network survival; and the degree
of broadband capadity fiber and coaxial deployment and
broadband switching capacity. Efficiency measures in-
clude operating margins, the ratio of employees per 10,600
access Mnes, and the extent of network and operations
consolidation. Quallty of service encompasses examina-
ton of quantitative measures, such s trouble reports and
repeat service calls, as well as an assessment of qualitative
factors, that may include service guality poals mandated
by regulators.

Regulation

Regulatory rate-setting actions are reviewed on a case-
by-case basts with regard to the potential effect on credit-
worthiness. Regulators’ authorizing high rates of return {s
of Hude value uniess the returns are earnable. Furthermore,
allowing high returns based on noncash termns does not
beneflt bandholders. Also, to be viewed positively, regula-
tory treatment should allow consistent performance from
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perfod 12 perlod, plven the importance of Bnanclai stability
as a rating consideration.

The utility group meets frequently with commission and
staff members, both at Standard & Poor's offices and at
comemission headguarters, demonstrating the importance
Standard & Poor’s places on the regulatory arena for eredit
quality evaluation. Input from these meetings and from
review of rate orders and their impart welgh heavily in
Standard & Poor's analysis.

Standard & Poor's does not “rate” regulatory commis-
sions. State conwnissions typically regulate a number of
diverse industries, and repulatory approaches to different
types of companies often differ within a single regulatory
Jjurisdiction. This miakes it all but impossible to develop
inclustve “ratngs” for regulators.

Standard & Poor’s evaluation of regulation also encom-
passes the administrative, judictal, and Jegislative proc-
esses {nvolved in state and federal reguiation. These can
affect rate-setting activities and other aspects of the busi-
ness, such as competitive entry. environmental and safety
rules, facility siting, and securities sales.

As the uiility Industry faces an increasingly dersgulated
environment, alterniatives to traditional rate-making are
becoming more critical to the abllity of utilities to effec-
tvely compete, maintaln earnings power, and sustaln
creditor protection. Thus, Standard & Poor's focuses on
whether regulators, both state and federal, will help or
hinder utllities as they are exposed to greater competitdon.
There is much that regulators can de, from aljocating costs
to more captive customers to allowing peicing flexibll-
ity—and sornetlmes just stepplng out of the way.

Under traditional rate-rmaking, rates and earnings are
ted to the amount of {nvested capital and the cost of
capital. This can sometimes reward tompanies more for

Jjustifying costs than for containing them Moreover, mast
current repulatory policies do not permit utiiities to be
flexible when responding to competitive pressures of a
deregulated market. Lack of flexible tariffs for electric utili-
tes may lure large customers to wheel cheaper power from
ather sources.

In general, a regulatory jurisdiction 1s viewed favorably
if it permits earning a return based on the abllity to sustain
rates at competitive Jevels. In additdon to performance-
based rewards or penalties, flexible plans could include
market-based rates, price caps, index-based prices, and
rates premised on the value of customer service. Such rates
more closely mirror the competitive environment that utlH-
tes are confronting.

Electric industry requlation

The ability to enter Into long-term arrangeiments at ne-
gotiated rates without having to seek regulatory approval
for each contract Is alsa Important in the electric industry.
{While contracting at reduced rates constralns financial
performance, it lessens the potenttal adverse Impact In the
event of retafl wheeling. Since revenue losses assodiated
with this strategy are not itkely to be recovered from rate-
payers, utilities must contrel costs well enough to remaln

32

competitlve if they are to sustain current levels of bopd-
holder protection.}

Natyral gas industry regulation

In the gas industry, too, several state commission polides
welgh heavily in the evaluation of regulatory support
Examples include stabilization mechanisms to adjust reve-
nues for changes i weather or the economyy, rate and
service unbundling decisions, revenue and cost allocation
between sales and transportation customers, flexible in-
dustrizl rates, and the peneral supportiveness of construe-
tion costs and gas purchases.

Water industry regulation

In all water utility activides, federal and state environ-
mental regulations continue to play a critical role, The
legislative timetable to effect the 1985 amendments to the
Safe Drinking Water Act of 1974 was quite aggressive But
environmental standards-setting has actually slowed over
the past couple of years due largely to increasing sentiment
that the stringent, costly standards have not been justified
on the basis of public health. A moratorium on the prom-
ulgation of significant new environmental rules is antid-
pated.

Telecommunications industry reguiation

Despite the advances in telecommunications deregula-
ton, analysis of regulation of telephone operators will
continue to be a key rating determinant for the foreseeable
future. The method of regulation mnay be either classic
rate-based rate of return or some form of price cap mecha-
nism. The most Important factor is to assess whether the
regulatory framework——np matter which type——provides
suffidient financial Incentive to encourage the rated com-
pany to malntain its quality of service and to upgrade its
plant to accornmodate new services while facng increasing
competition from wireless operators and cable television
companies.

Where regulators do still set tariffs based on an author-
ized return, Standard & Poor's stives to explore with
regulators their view of the rate-of-return components that
can materially Impact reported versus regulatory eamings.
Specifically these include the allowable base upon which
the autherized return can be earned, allowable expenses,
and the authorized retum. Since regulatory oversight runs
the gamut from strict, adversarial relationships with the
regulated operating compandes to highly supportive pos-
tures, Standard & Poor's probesbeyond the apparent regu-
latory environment to ascertain the actual impact of

regulation on the rated company.

Management

Evaluating the management of a utllity Is of paramount
Importance to the analytical process since managernent's
abflitles and decistons affect all areas of 2 company’s op-
erations. While regulation, the economy, and other outside
factors can influence results, it is ultimately the quality of
management that determines the success of a company.
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With emerging competition, utility management will be
more closely sarutinized by Standard & Poor’s and will
become an increasingly critical component of the eredit
evaluation. Management strategles can be the key determi-
nant in differentfating utlidtes and in establishing where
companies lie on the business positlon spectrum. It Is
imperatve that managements be adaptable, aggressive,
and proactive if their utilities are to be viable in the future;
this is especlally important for utflities that are currently
uncompetitive.

The assessment of management is accomplished through
meetings, conversations, and reviews of company plans. It
is based on such factors as tenure, industry experience,
grasp of Industry issues, knswledge of customers and thair
needs, knowledge of competitors, aceounting and financ-
Ing practices, and commitrnent ta credit quality. Manage-
ment’s abillty and willlngness to develop warkable
strategles to address their systems’ needs, to deal with the
competitive pressures of frees market, to execute reasonable
and effective long-term plans, and to be proactive in lead-
ing their utiiities into the future are assessed. Management
quality is also indicated by thoughtful balandng of public
and private prioritles, a record of eredibility, and effective
comrmunication with the public, regulatory bodies, and the
Bnanclal community. Boards of directors will recetve ever
mote attention with respect to their role In setdng appro~
priate management incentives.

With competition the watchward, Standard & Poor's
aiso focuses on management's efforts to enhance financial
condition. Management can bolster bondholder protection
by taking any number of discretionary actions, such as
selling common equity, lowering the common dividend
payout. and paying down debt. Also important for the
electric industry will be creativity in entering into strategle
allfances and working partnerships that improve effi-
ciency, such as central dispatehing for a number of utilitles
or locking up at-risk customers through long-term con-
tracts or expanded Dexible pricing agreements. Proactive
management teams will also seek aliernatives to tradi-
tional rate-base, rate-of-reiurn rate-making, move to adopt
higher depreciation rates for generating facilitfes, sepment
customers by individual market preferences, and attempt
tn create superior service organizations.

Ingeneral. management’s ability to respond to mmountng
competition and changes In the utility Industry in a swift
and appropriate manner will be necessary to maintain
credit health.

Fuel, power, and water supply

Assessment of present and prospective fuel and power
supply is critizal to every electric utflity analysis, while
gauging the long-term natural gas supply position for gas
pipeline and distribution compandfes and the water re-
sources of a water utity is equally important. There is no
simmiiar analytical category for telephone utflitles.

Electric utilities
For electric utiliies emphasts is placed on generating

reserve margins, fuel mix, fuel contract terms, dernand-
side management techniques, and purchased power ar-
rangements. The adequacy of generating margins is
examined nationally, regionally, and for each individual
company. However, the reserve margin picture Is mud-
died by the imprecise nattre of peak-load growth forecast-
Ing, and also supply uncertainty relating to such things as
Canadfan capaclty availabflity and potential plant shut-
downs due to age, new NRC rules, add rain remedies, fuel
shortages, problems assoctated with nontraditional tech-
nologles, and so forth. Even apparently ample reserves
may not be what they seem. Moreover, the quality of
capaclty {s just as Important as the size of reserves. Com-
panjes’ reserve requirements differ, depending upon Indi-
vidual eperating characteristics.

Fuel diversity provides flexibility in a changlng enviren-
ment. Supply disruptions and price hikes can raise rates
and ignite political and regulatory pressures that uld-
mately lead to erosion in finandal performance. Thus, the
ability to alter generating sources and take advantage of
lower cost fuels is viewed favorably,

Dependence on any single fue! means exposure to that
fuel’s problems: electric utilities that rely on ofl or gas face
the potential for shortages and rapjd price increases; util-
tles that own nuclear generating facilities face escalating
casts for decommiissioning; and coal-fired capacity entails
environmental problems stemming from concerns over
acld rain and the *greenhouse effect.”

Buying power from neighboring utilities, qualtfying fa-
cility projects, or independent power producers may be the
best choice for a utility that faces increastng electricity
demand. Thera has been a growing reliance on purchased
power arrangements as an alternative to new plant con-
struction. This can be an important advantage, since the
purchasing utllity avolds potential construction cost over-
runs as well as risking substantial capital. Also, utlijties can
avold the financial risks typical of a multiyear construction
program that are caused by regulatory lag and prudence
reviews. Furthermore, purchased powsr may enhance
supply flextbility, fuel resource diversity, and maximize
load factors. Utilitles that plan to meet demand projections
with a portfolio of supply-side options also may be better
able to adapt to fisture growth uncertainties. Notwith-
standing the benefits of purchasing, such a strategy has

risks assodated with it By entering into a firm long-term
purchased power contract that contains a fixed-cost com-
ponert, utilitfes can incur substantial market, operating,
regulatory, and finandal isks. Moreover, regulatory treat-
ment of purchased power removes any upside potential
that might help offset the risks. Utilitles are not compen-
sated through incentive rate-making; rather, purchased
power is recovered doliar-for-dollar 25 an operating ex-
pense

To analyze the finanda! Impact of purthased power,
Standard & Popor's flrst caleulates the net present value of
future annual eapadity payments (discounted at 10%}, This
represents a potential debt equivalent—the off-balance-

sheet obligation that a utilty incurs when It enters into a
long-term purchased power contract. However. Standard

13
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& Pour's adds to the utility's balance sheet only a portion
of this amount, recognizing that such a contractual ar-
rangement is not entirely the equivalent of debt. What
percentage is added is a function of Standard & Poor's
qualitative analysis of the specific contract and the extent
to which market, operating, and regulatory risks are borne
by the utiliry {the risk factor). For unconditionsl, take-or-
pay contracts, the risk factor range 1s from 40%-80%, with
the average hovering around 60%. A lower sk factor is
typically assigned for system purchases from coal-fired
utilitles and a higher risk factor Is usually designated for
unit-specific nuclear purchases. The range for take-and-
pay performance obligations is between 10%-50%.

Gas ulilities

For gas distribution utlities, long-term supply adequacy
obviously is critieal, but the supply role has become even

- more important In redit analysis since the Federal Energy

Repulatory Commission's Order 636 eliminated the inter-
state pipeline merchant business. This thrust gas supply
responsibilittes squarely on local gas distributors. Stand-
ard & Poor's has always beleved distributor management
has the expertise and wherewithal to perform the job well,
but the risks are significant since gas costs are such a large
percentage of total utility costs. In that regard, it is impor-
tant for utilitfes to get preapprovalsof supply plansby state
regulators or atleast keep the staff and commissioners well
informed. To minimize risks, a well-run program would
diversify gas sources among different producers or mar-
keters, different pas basins in the LS. and Canada, and
different pipeline routes. Also, purchase contracts should
be firrn, with minimal take-or-pay provisions, and have
prices tied to an industry index. A modest percentage of
fxed-price gas is not unreasonable. Contracts, whether of
gas purchases or pipeline capacity, should be intermediate
term. Staggering contract explrations {preferably annu-
ally) provides an opportunity to ba an active market player.
A modest degree of reliance on spot purchases provides
flexibility, as does the use of market-based storage. Gas
storage and on-property gas resources such as Hquefled
natural gas or propane afr are effective peak-day and peak-
season supply management tools.

Since pipeline companies ne longer buy and sell natural
gas and are Just common carriers, connectons with varled
reserve basins and many wells within those basios are of
great {mportance. Diversity of sources helps ofiset the risks
arising from the natural production declines eventually
experienced by all reserve basins and individual wells,
Moreover, such diversity can enhance a pipeline's attrac-
tiveness as a transporter of natural gas to distrbutors and
end users seaking to buy the most econotnical gas available
for thelr needs.

Water utilities

Nearly all water systemnsthroughout the 1.5, haveample
long-term water supplles. Yet to gain comfort, Standard &
Poor's assesses the production capability of treatment
plants and the abflity to pump water from underground
aguifers in relation to the usage dernands from consumers.
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Having adequate treated water storage facilities has be-
come important fn recent years and has helped many
systems meet demands during peak summer periods. Of
interest Is whether the resources are owned by the utility
or purchased from other utilities or local authorities. Own-
ing properties with water rights provides more supply
security. Thisis especially so in states lke California where
water allocations are being reduced, particularly since re-
cent droughts and environmental issues have created
alarrn. Since the primary cost for water companies is treat-
ment, It makesttle difference whether raw wateris owned
or bought. In fact, complance with federal and state water
regulations i< very high, and the overall cost to deliver
treated water to consutners remains relatively affordable.

Asset concentration in the electric
utility industry

In the electric industry, Standard & Poor's follows the
operations of major generating facilities to assess if they are
well manages} or troubled. Significant dependence on one
penerating facility or a large finandal investment In a
single asset suggests high risk. The size or ragnitude of a
particular asset relative to total generation, net plant In
service, and comunon equity s evaluated. Where substan-
tHal asset concentration exists, the financial profile of a
compeny may experience wide swings depending on the
asset's performance. Heavy asset eoncerstration is most
prevalent among utilitles with costly nudlear vnits.

Earnings protection

In this category, pretax cash intome coverage of all inter-
est charges Is the primary ratio. For this calculation, allow-
ance for funds used during construction {AFUDC) Is
rernoved from inconie and Interest expense. AFUDC and
ather such noncash items de not provide any protection for
bondholders Ta identify total Interest expense, the analyst
reclassifies certain operating expenses. The interest eom-
ponent of vadous off-balance-shest obligations, such as
leases and some purchased-power contracts, isincluded in
interest expensa. This provides the most direct indication
of a utiity’s abity to service Its debt burden.

While conslderable emphasis in assessing credit protec-
don s placed on coverage ratios, this measure does not
provide the entire earnings protection picture. Also impor-
tant are a company’s earned returns on both eguity and
capltal, measures that highlight a firm's earnings perform-
ance, Conslderation Is given to the intetacton of embed-
ded costs, financial Jeverage, and pretax return on capital.

Capital structure

Analyzing debt leverage goes beyond the balance sheet
and covers quas{-debt items and elements of hidden finan-
cial leverage. Noncapitalized leases (including sale/lease-
back obligations), debt guarantees, recelvables financing,
and purchased-power contracts are all considered debt
equivalents and are reflected as debt in calculating capital
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structure ratios. By mzking debt level adjustments, the
analyst can compare the degree of leverage used by each
utility comparsy.

Furthermore, assets are exarmined to identify underval-
ued or overvalued tems. Assets of questionable value are
discounted to more accurately evaluate asset protection.

Some firms use short-term debt as a permanent plece of
their capltal structure. Short-term debt also is considered
part of permanent capital when It is used as a bridge to
permanent financing. Seasonal, self-liquidating debt is ex-
cluded from the permanent debt amount, but this situaton
is rare—with the exception of certaln gas utilliies. Given
the long life of akmost all utility assets, short-term debt may
expose these companies to interest-rate voladlity, remar-
keting risk, bank Bne backup risk. and regulatory exposure
that cannot be readily offset. The lower costof shorter-term
obligations (assuming a positively sloped yleld curve} is a
positive factor that partially mitigates the cisk of interest-
rate variabliity. As a rule of thumb, a leve] of short-term
debt that exceeds 10% of total capital 1s cause for concern.

Simnilarly, if floating-rate debt and preferred stock con-
stitette over one-third of total debt plus preferred stock, this
level #s viewed as unusually high and may be cause for
concern. [t might also indicate that management Is aggres-
sive in its financial policles.

A layer of preferted stock in the capital structure is
usually viewed as equity—since dividends are discretion-
ary and the subordinated claim on assets provides a cush-
jon for providers of debt capital. A preferred eomponent
of up to 10% is typieally viewed as a permanent wedge in
the capital structure of utilities. However, asrats-of-return
repulation is phased out, preferred stock may be viewed
by utilities—as many industrial firms would-—as atempo-
rary option for companies that are not curtent taxpayers
that do not bepeiit from the tax deductibility of interest.
Even now, floating-rate preferred and money market per-
petual preferred are problematis; a rise in the rate due to
deterforating credit quality tends to Induce a company to
take out such preferred stock with debt. Structures that
convey tax deductibility to preferred stock have become
very popular and do generally afford such flnandngs with
equity treatment.

Cash flow adequacy

Cash flow adequacy relates to a company's abllity to
generate funds internally relative to its needs. It is 2 basic
component of eredit analysis because it takes cash to pay
expenses, fund capital spending, pay dividends, and make
interest and prindipal payments. Since both common and
preferred dividend payments are fmportant to maintain
capital market access, Standard & Poor's looks at cash flow
measures both before and after dividends are paid.

To determine rash Bow adequacy, several quantitative
relationships are examined. Emphasls s placed on cash
flow relative to debt, debt service requirements, and capital
spending. Cash flow adequacy Is evaluated withrespectto
a firm's ability to meet all fixed charges, including capacity
payments under purchased-power contracts. Despite the
conditional nature of some contracts, the purchaser Is ob-
ligated to pay a minimum capacity charge. The ratio used
is funds from operations plus interest and capacity pay-
ments divided by interest plus capacity payments.

Financial flexibility/capital attraction

Financing flexibility incorporates a utility’s financing
needs, plans, and alternatives, as well as its flexibility to
accomplish its financing program under stress without
damaging creditworthiness. External funding capability
complements iaternal cash flow. Especially since utilities
are so capital intensive, a firm's ability to tap capital mat-
ketson an ongolng basis must be considered. Debt capacity
reflects all the earlier elements: earnings protection, debt
leverage, and cash flow adequacy. Market access atreason-
able rates isrestricted if a reasonable capital structure fs not
maintained and the company’s finandal prospects dim.
The analyst also reviews indenture restrictions and the
impact of additional debt on covenant tests.

Standard & Poor's assesses a company's capadity and
willingness to {ssue common equity. This is affected by
various factors, including the market-to-book ratio, divi-
dend policy, and any regulatory restrictions regarding the
composition of the capital structure,

35
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New Business Profile Scores Assigned for U.S. Utility and Power
Companies; Financial Guidelines Revised

tandard & Poor’s Ratings Services has assigned naw

businass proflle scores to U.S, wtifity and power compa-
nigs to better reflect the relative business risk among com-
pantes in the secter, Standard & Poor's also has revised jts
published risk-adjusted financial guidelines The new busi-
ness scores and financial guidelines do aot reprasent a
thange to Standard & foor's ratings eriteria of methodology,
and no ratings changes are anticipated from the new busi-
ness profite scores or revised financial guidelines

New Business Profile Scores and Revised

Financial Guidefines

Standard & Poor’s has always monitored changes in the
industry and sltered its business risk assessments accord-
inaly This is the first time since the 10-point bysiness pro-

% of tumpanies

file scale for US investorowned utilities was implemented
that a comprehensive assessment of the benefits and the
application 0l the methogdology has been made The printi-
pal purpase was to detenmine if the methodology contintres
to provide meaningful differentiation of business risk. The
review inditated that while businass profile scoring contin-
ves to provide analytical benefits, the complets mnge of the
10-point scale was not being vtifized to the fullest extent.
Standard & Poor's hes also revised the key finencial guide-
Enes thai it uses as an integral part of evaluating the credit
nuafity of U$ utifity and powsr companies These guitefines
were fast updated in June 1323 The financial geidefines for
three principe! retios {funds from operations (FFO) interest tov-
erage, FFD to total debit, and total debt to total capital) have
been broadened s as to be more flexible Pretan interest cow

Crand
Distribution of Business Profile Scores

New Business Pmfike Score

Chan 2

Transmission and Distribution—Water, Gas, and Elestric

Business Profiln Setre

Pagnz Juna 7, 2004

Stentdard & Foor's Utilities & Porspectives
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erage 25 a key credit ratio was eliminated.

Finally. Standard & Poor’s bas segmented the utifity and
powar industy into sub-sectors based on tha dominsnt cor-
porate strategy that a company is pursuing Standard &
Poor's has published a new U.5. utility and power company
ranking list that reflacts these sub-sectors.

There are numerou’s benefits to the reassessmant. Fuller
wflization of the entire 10-point sczle provides a superior rele-
tiva rznking of guafitative business risk A revision of the
financial guinelines supports the goat of ot causing rating
changes from the recalibration of the business profiles
Classification of companies by sub-sectors will ensure greater
comparabifity and consistency in tings. Tha use of industry
segmentation wiil alst allow more in-depth statistical analysis
of rmtings distibutions and rating thanges.

The reassessment does not represent a change to
Standard & Poor's criteria or methodology for getermining
ratings for utility and power tompanies. Each business pro-
file score should be considered as the assignmant of & new
score; hese scores do not represent impiovement or deterk

Chan3

nration in our assessment of an individual company’s busi-
ness risk relative to the previousty essigned score The
financia! guidelines continue to be rick-adjustad based oa
historical utility and industrial medians Segmentation into
industry sub-sactors does not imply that specific cempany
characieristics will not weigh heavily into the assignment of
a company's business profife score

Results

Previously, 3% of U.S wiility and power business profite
scores fell between 3" and 6", which clearly does not
reflect the risk differentiation that exists in the vtility and
power industry today. Since the 10-point scale was intro-
duced, the industry has ransformed into a much less
hemogenous industry, where the divergence of usiness
risk—particidarly regarding management, strategy. and
degrea of competitive market exposure—Has created a
much wider spectrtm of nisk profiles. Yet over the same
perlod, business profile seores actually converged more
ughtly sround & median score of *4' The ngw business pro-

Transmission Only—Flectric, Gas, and Other

% of companies

(=}

Business Profile Score

Chan s
Integrated Eleciric, Gas, and Combination Utilities

% of companias

2%,
5o

A

Business Prafle Seare

Pzge3 June 7, 2004

Stendard & Poor's Utifties & Perspectives
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file scores, as of June 2, are shown in Chart 1 The overall B Aeturn on invested capital,
median business profile score is now 'S, ® The execution secord of stated business strategies;
Table 1 contains the revised financial guidelines itis m Accuracy of prejecied performance versus actual resulls,
important to emphasize that these metrics are only guida- as well a5 the wrend;
lines ssspciated with expectations for various rating lev- w Assessment of management s financial policies snd atti-
els. Although credit ratin analysis is an important part of tude toward credit; and
the tatings process, these three siatistics are by nomeans  ® Corporate govesnance practices.
tha only critical financia) maasures that Standard & Foor's Charts 2 through 6 show business profiie scores broken
uses in its anslytical process We also analyze a wide but by industry sub-sector The five industry sub-sectars are:
array of linancizl ratios that do net have published guide- o Transmission and distribution—Water, gas, and efectric;
fines for gach rating category ® Transmission only—Electric, ges, and other;
Again, ratings analysis is not driven solely by these | Integrated electric, gas, and combination utilities;
financial ratios, nor has it eva been In fact, the new finan- | Diversifiad energy and diversified nonenergy; and
cial guidetines that Standard & Poars is incorporating for m Energy merchany/power developer/irading and marketing
the epecified rating categories reinforce the analytical cormpanies.
framewark whereby other factors can outweigh the achisve- The average business profile scores for trensmissicn and
mant of otherwise acceptable financial ratios These factors  distribution companies and wansmission-only companies are
include: fower on the scale than the pravious aversges, wille the &ve-
m Effectiveness of liability and liquidity management; age business profile scores for integratad utitities, diversified
o Anglysis of internal funding sources; energy, and energy merchants and devalopers are higher
Chan §
Diversified Energy and Diversified Non-Eneigy
% of eompanies
3
ki
e
-
0r Tz 3 7
Chan &
Energy Merchant/Developers/Trading and Marketing
S of companies
@0
»
1
10
cl 1 T 2 T 3 T & ]
Business Profle Scores
< Back to
Table of Contents
Next Page } Page §  June7, 2004 Standard & Poor's Ugilities & Perspectives
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See pages 16 10 13 for the company ranking fist of busi- file scores are assigned to all rated utifity end powsr compa-
ness profile scores segmented by industry sub-sector ang nies, whether they are holding compantes, subsidiaries, or
ranked in order of credit rating, outiook, business profile stand-alone corporations. For pperating subsidiaries and
score, and refative strength stand-alone companies, the score {5 a bottom-up assess-
ment. Scores for familizs of companies are a composite of
Business Profile Score Methodology the operating subsidiaries’ scores . The actual credit rating of
Standard & Poor's methodoingy of determining torporate a company is analyzed, in part, by eomparing the business
ysility bisiness risk is anchored in the assessmant of centain profile score with the risk-adjusted financial guidelines
specific characteristics that define the sertor We 2ssign For mpst companies, business profile scores 2re
business profile scores to each of the rated companies inthe  assessed vsing five cateqories; specically, reguiatien, mar-
utility and power sector on a 10-point scale, where ‘1 repre-  kets, oparations, compatitiveness, and management. The
sents the lowast risk and 10’ the highest risk. Business pro- emphasis placed on each category may be influenced by the
Table 1
Revised Financial Guidelines
Funds Irom operations/Iaterest coverape {x)
Business Profile AA 8BB B8
i 3 25 25 15 15 1
2 4 i 3 z 2 1
3 45 35 5 15 z5 15 15 1
4q 5 42 42 35 35 25 25 15
5 55 45 45 38 3B 28 zZ8 18
§ & 52 52 42 42 3 3 2
7 8 6.5 B5 45 45 32 32 22
B 10 75 75 55 58 35 35 25
9 10 7 7 4 q 28
10 i1 8 B 5 5 3
Funds from operation/otal debt (%)
Business Profile AA BBB BB
1 70 15 15 il 10 5
2 25 20 20 12 12 B
3 30 5 25 15 15 10 10 5
4 35 28 28 20 20 12 12 8
5 40 30 30 2 2 15 15 i0
8 45 35 35 28 28 18 18 12
7 %5 £5 43 30 3D 20 i) 15
B 0 55 55 40 4 25 5 15
) B5 45 45 30 i 20
i0 70 55 55 L3} an 25
Totat debt/total capital (%)
Business Profile AA A BBB BB
H 48 55 55 B0 &0 bjH
2 a5 52 52 58 58 58
3 [:¥] 50 50 55 55 &3 i3] 0
4 38 45 43 52 52 B2 52 68
5 B 42 42 50 50 ] 60 §a
B 32 40 ] 48 48 58 58 6z
7 30 38 38 45 45 55 55 &0
8 25 35 B 42 42 52 52 5B
9 32 4D 40 50 50 55
1y pii] i 35 48 a8 52
,( Back to
Table of Contents
Next Page ) Pege5 Junz7, 2004 Stendzrd & Poor’s Utilities & Perspectives
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dominant strategy of the company or other factors. For
example, for 3 reguiated ransmission and distribution com-
pany, regulation may account for 30% to 40% of the busi-
ness profite score bacause reguiation tan be the single-
most important credit driver ior this type of company.
Conversefy, competition, which may not exist for  transmis-
sion ant distribution company, would provide 3 much lower
proportion {e g.. 5% to 15%) of the husiness profife score

For certatn types of companies, such as power geners-
tors, powsr developers, oil and gas exploration and produc-
tion companies, or nonenergy-refated holdings, where these
five components may not be appropriate, Stendsrd & Poors
will use other, more agproprizte methodelogies . Soma of
thesa companies are assigned business profile scores that
are usefu! only for celative ranking purposes.

As noted above, the business profite score for a parent
ot holding company is a composite of the business profile
scores of its individua| subsidiary companies Again,
Standard & Poor's does not apply rigid guidelines for deter-

Page & June7.2D04

mining the proportion o weighting that each subsidiary rep-
resents in the overz)l business grofile score Instead, itis
determined based on z nurnber of factors. Standard & Poors
will analyze each subsidiary’s contribution to FFO, forecast
capital expenditwres, figuidity requitements, and sther pata-
meters, including the extent to which one subsidiary has
higher growth The weighting is determined cese-by-tase M
Ronald M. Barone
New York {1} 212-438-7552
Richard W. Cortright, Jr.
New York {1) 212-438-7665
Sizanne G. Smith
New York {1] 212-438-2106
Jokin W. Whitlock
New York (1} 212-438-7678
Andrew Watl
New York (1} 212-438-7858
Arthur E Simonson
Mew York (1} 212-438.2094

Stendard & Poor's Utilitizs & Perspectives
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Proxy Group of Four Gas Disfribution Companies
Capitalization and Financial Statistics
2001-2005, Inclusive

Notes:

(N All capitalization and financial statistics for the group are the arithmetic avera ge 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 reiating actual long-term debt interest or preferred stock dividends
booked to average of beginning and ending long-term debt or preferred stock
reported to be outstanding.

(3) Funds from operations {sum of net income, depreciation, amortization, net
deferred income fax and investment tax credits, less total AFUDC) plus inferest
charges divided by interest charges.

{4) Funds from operations (as defined in Note 3) as a percentage of total debt.

(5) Sinking Fund Requirements were obtained from Company Annual
Forms 10-K.

Selection Criteria:

The basis of selection was to include those gas distribution companies: 1) which
are assigned an SIC Code of 4924 (Natural Gas Distribution) by the Standard &
Poor's Compustat/Research Insight; 2) which have common stock actively
traded; 3) which are included in Value Line Investment Survey (Standard Edition)
and ThomsonFN First Call; 4) which have not cut or omitted their cash common
stock dividends during the five calendar years ending 2005 or through the time of
the preparation of Mr. Hanley's accompanying direct testimony; 5) which had
more than 80% of their 2004 operating revenues derived from gas distribution
pperations; 6) which at the time of the preparation of Mr. Hanley's direct
testimony, were not expected to be acquired by or merged inte another company;
and 7} which are included in S&F's Compustat PC Plus/Research Insight Data
Base. i!is necessary to point out that although the data shown for the proxy
groups are for the five years ended 20085, the proxy group selection was based on
2004 data because at the time of the selection the whole universe of companies
did not have 2005 data readily available in S&P's Compustat PC Plus/Research
Insight Data Base.

The following four companies met the above criteria:
Cascade Natural Gas Corporation

NICOR Inc.

Northwest Natural Gas Company

Piedmont Natural Gas Company, Inc.

Source of Information:  Standard & Poor's Compustat Services, Inc., PC Plus / Research
insight Database
Annual Reporis to Shareholders and / or Forms 10-K
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Missouri Gas Enargy
Weather Nomnalization Adjustment (WNA) Clauses
for the Proxy Group of Four Ga Distribution Companies

and Southemn Union Company.
Weather
Nommalization
Clause
Praxy Group of Four Value Line
Gas Distribution Companies
Cascade Natural Gas Corporation No
NICOR inc No
Northwest Matural Gas Company Yes (1)
Piedmont Natural Gzs Co., Inc. Yes
Southern Union Company Yes (2}

Notes: (1)  Northwest Natural Gas Company operales in {he slates of
Oregon and Washington as NW Naturel  The company has
2 WNA in Oregon, but not in Washinglon.

(2) Southern Union Company has operaling subsidiaries in
Missourl, Massachuselts. Pennsylvania and Rhode Island
However, only New England Gas Company in the state of
Rhode tsland has a WNA Clause

Source of Information:  Company Annual Reporls {o Shareholders and { or
Foirns 10-K
Cormpany Provided information
Regulatory Research Associates, Inc., An SNL Energy Company
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Notes:

(M

{2)

{3)
{4

5

Schedule FJH-4
Page 2 of 3

Proxy Group of Eight Value Line Gas Distribution Companies
Capitalization and Financial Statistics
2001-2005, Inclusive

All capitatization and financial statistics for the group are the arithmetic average of the achisvad
resulls for each individual company in the group, and are based upon financial statements as
originally reported in each year,

Computed by relating actual long-term debt interest or preferred stock dividends booked fo
average of beginning and ending Jong-term debt or preferred stock reported 1o be outstanding.

Funds from operations (as defined in Note 3) plus interest charges divided by interest charges.

Funds from operations (sum of net income, depreciation, amortization, net deferred income tax
and investment tax credits, less total AFUDC) as a percentage of total debt

Sinking Fund Requirements were obiained from Company Annual Forms 10-K.

Selection Criteria:

The basis of selection was to include those gas distribution companies: 1) which are included in
Yalue Line |Investment Survey (Standard Edition) — Natural Gas {Dislribution) Industry; 2) which
have common stock actively traded and are included in ThamsonEN First Calf; 3)which have not
cut or omitted their cash common stock dividends during the five calendar years ending 2004 or
through the time of the preparation of Mr. Hanley's accompanying direct testimony; 4) which had
more than 80% of their 2004 operating revenues derived from gas distribufion operations; 5)
which, at the time of the preparation of Mr. Hanley's direct testimony, were not expecled o be
acquired by or merged into another company; and 6) which are included in Standard & Poor's
Compustat PC Plus/Research Insight Data Base. The following companies have been exciuded
from the proxy group: Southwest Gas Corporation does not have ThomsonFN/First Call projected
five-year growth Rate in EPS; SEMCO Energy had a dividend cut in 2002 and Southarn Union
Company, which began paying dividends in March 2006, did not have cash dividends during the
previous years. Also, AGL Resources, Atmos Energy, South Jersey Industries and UGI
Carporation have been excluded because those companies had less than 80% of their 2004
operating revenues derived from gas distribution operations; KeySpan Corporation has been
excluded because the company is in the process of being acguired by National Grid. It is
necessary to point out that although the data shown for the proxy groups are for the five years
ended 2005, the proxy group selection was based on 2004 data because at the time of the
selection the whole universe of companies did not have 2005 data readily available in S&P's
Compustat PC Plus/Research Insight Data Base.

The following eight companies met the above criteria:
Cascade Natural Gas Corporation

The Laclede Group, Inc.

New Jersey Rescurces Corp.

NICOR Inc.

Northwest Natural Gas Company

Peoples Energy Corporation

Piedmont Natural Gas Company, Inc.

WGL Holdings, Inc.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research Insight Database

Annual Reports to Shareholders and / or Forms 10-K
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Missour) Gas Energy
Wealhgr Normalization Adjustment (WNA) Clauses
for the Praxy Group of Eight Value Line Gas Distribulion Companies

and Southern Union Company

Wealher
Normalization
Clause

Proxy Group of Eight Value Line
Gas Rislribution Companies

Cascade Nalural Gas Corporation No
The Laclede Group, Inc Yes(1)
New Jersey Resources Corp. Yes
NICOR inc. No
Northwest Natural Gas Company Yes (2)
Peoples Energy Corpotation Mo {3)
Piedmont Nalural Gas Co .. Inc Yes
WGL Holdings, inc. Yes (4)
Southern Union Compahy Yes (5)

Notes: (1)

{2)

3)

4

{5

Laclede Group does not have a WNA However, as pati of
the 2002 rate case settlement, the Ulility initiated, effective
November 8, 2002. an innovative weather miligation rale
design that lessens the impact of weather volatiiity on
Laclede Gas customers during cold winters and is expected
to stabilize the utfiity's eamings for the fulura.

Northwest Naturat Gas Company operales in the siates of
Oregon and Washinglon as NW Natural. The company has
a WNA in Oregon, but nol in Washinglon.

Paoples Energy had risk-reduting weathsr stabilization
products for fiscal ysars 2004 and 2005. However, the
company did nat purchase weather insurance for fiscal year
2006, For fiscal year 2008, the company will manags
weather risk only through the use of block rates in utility rate
design.

In August 2005, WGL Hoiding's subsidiary in Maryland
received approvat from the PSC to implement a Revenue
Normafization Adjustment (RNA).  Furthermore, WGL
Heldings [nc. has risk-reducing weather stabifization
insurance products in place for Washinglon D.C. and the
stale of Virginia. However, the company is not recovering
the insurance premiums [n rates.

Southem Union Company has operating subsidiaries in
Missouri, Massachusefts, Pennsylvania and Rhode Island.
However, only New England Gas Company in the slate of
Rhode island has a WNA Clause.

Source of Informalion: Company Annual Reports to Shareholders and / or

Forms 10-K
Company Provided Informaticn
Regulatory Research Associates. inc., An SNL Energy Campany
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Schedule FJH-5
Page 2 of 2

Southern Union Company
Capitalization and Financial Statistics
2001-2005, Inclusive

{SHOWN FOR INFORMATIONAL PURPOSES ONLY)

Notes:

(1) All capitalization and financial statistics are based upon financial staiements
as originally reported in each year. Southern Union used 1o have a June fiscal
year, but in 2005 the company changed its fiscal year to December.
Therefore, the reporied data for the year 2005 are as of December, but the
data for the previous years are as of June 2001 - 2004.

(2) Computed by relating actual long-term debt interest or preferred stock
dividends booked to average of beginning and ending long-term debt or
preferred stock reported fo be outstanding.

(3)  Coverages - excluding all AFUDC represent the number of times available
eamnings, excluding all AFUDC, cover fixed charges.

{4) Sinking Fund Requirements were obtained from Company Annuat
Forms 10-K.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research
Insight Database
Annual Reporis to Shareholders and / or Forms 10-K



Lascade Natwral Gas Corporatioh
Lang-Terrn Debt
Short-Term Debt
Frafared Siock
Comman Equity
Totat Caplial

HICOR Inc,
Long-Tern Debt
Shodt-Term Debl
Prelerted Slock
Common Equity
Totat Caphiat

tong-Term Debt
Short-Termn Debl
Preferred Slogk
Common Equity
Total Capltal

Eiedmanl NatuRl Gas Co Inc.
Long-Term Debl
Short-Term Debt
Preferred Siock
Common Equily
Totat Capital

Praxy Group of Four Gas
Disidbdipn Companles
Long-Term Debt
Short-Temn Debt
Prefemed Slotk
Common Equily

Total Capital

5700 %
410
Q00

10000 %

2774 %
3030

9.00
4198
WL %

4260 %
1
000

4721
10000 %

3876 %
9.3t
000

o183

06 00 %

4152 %
1348
0Da

Missoun Gas Energy
Capitat Structure Based upon Taolal Capital for
tha Praxy Group of Four Sas Distributipn Companles
for the Years 20|

4845 %
1136
000
4018
0 00 %

2B63 %
2822
000
4315
onon %

4265 %
8785
a.oo

R0 %

4063 %
674
000

.00 %

4008 %
1377
000

200.00 %

2003

5B E3 %
135
[Jed]

10000 %

2721 %
3148
o0

noond %

4583 %
i)
oan

46,37

100.00 %

2805 %
1369
ooo

AR.26
100400 %

M9 %
i858
008

Hnaan %

3214 %
2040
0z8

onnn %

4538 %
&80
43 :31
4703

10000 %

4445 %
406
£oo

10000 %

4526 %
782
027

46.685
10060 %

Source of Infonmation: Siandard & Poor's Compustat Services, Inc . PC Pius / Research Insighl Dala Base
Company Annual Forms 10-K (Sinking Fund Requirements)

Schedule FJH-S
Page1ofs
5 YEAR
ivsal
4381 % 5335 %
1386 E15
8ol coe
0001 % 10000 %
3M14% 2937 %
1932 2554
042 014
4812 44 54
10000 % o %
40 66 % 4342 %
a3 882
g 1.}
4550 45 04
10090 % 10000 %
4631 % 3964 %
290 1134
oon 000
el 4002
nnoe % 10000 %
4043 % 4145 %
1168 13.07
D83 024
46 BB 4525
10000 % 10000 %



Cascade Nalum) Gas Compration
Long-Term Debt
Shor-Term Debt
Preferrad Sinck
Common Equily
Yola! Caphal

Ine Laginde Group. ing.
Lang-Term Debt
Shert-Term Debt
Prelerred Slotk
Commen Equity

Tatal Capital

Hew Jersey Resources Core.
Lang-Tern Debt
Shont-Term Debt
Preferred Stock
Commen Equily
Tolat Capilal

NICOR inc.
Lang-Term Dept
Shon-Term Debl
Prelgrred Stack
Comman Equily
Total Capital

Northwest Nalural Gas Company
Long-Term Debi
Shart-Term Debl
Preferred Slock
Common Equity
Total Capitat

Proples Enemy Comoralion
Long-Term Debt
Short-Term Debt
Prefered Siock
Comman Equlty

Telal Capliat

Piedmaont Nalural Gas Lo, doc.
Long-Term Debt
Shott-Tamn Dabt
Preferred Siock
Commen Equity
Toial Cepital

WG Haldings, Ine.
Long-Term Debt
Shor-Term Debt
Preferred Slock
Commen Equity
Toial Capltal

Proxy Group of ight Value Uine
Gas Distrbuiion Comoanies
tang-Tern Debt
Shot-Term Debl
Prefarred Stock
Common Equily

Totat Capilal

5700 %
410
000

28.90

10000 %

46 48 %
B&2
012

10000 %

3436 %
1867
Goo
487

10000 %

2774 %
3030
000

10000 %

4280 %
1018
oo0

WITH

176
55.97
10000 %

A240 %
1053
024
4053

Missour Gas Energy

Capltal Siructure Baset upon Total Capilal for

e Prexy Group of Elghl Value Bine Gas Disidbulion Companies

lr the: Yeprs 2001 thmugh 2005
2004 2003 2002
48.45 % 5863 % 59.08 %
1136 133 000
0.00 oog Goo
ap18 a0z st
10G.00 % 10000 % 10000 %
48 B2 % 370N % 3681 %
B 56 26 51 2205
015 015 017
42 67 26.33 3887
10040 % W00 % 10000 %
3208 % 008 % 4B 53 %
24 24 21 48 ™
000 oo0 004
43.68 48.43 4412
100,60 % 100.00 % 100,00 %
2863 % 212 % 3244 %
2522 3148 2040
0.00 200 028
4315 4131 4118
100.00 % 10000 % 100.00 %
42656 % 4582 % 4536 %
878 780 680
a00 400 081
48 59 4637 47,03
2000 % 10000 % 0000 %
4922% 4135 % I05%
305 1155 16 5B
o00 oo 000
123 4110 26 23
10000 % 000 % 100400 *
4063 % 2E05 % 44 45 %
674 3388 406
000 000 0.00
263 32.28 142
100400 % 100,00 % 10090 %
3593 % /o4 N 4451 %
S87 0o 3]
173 170 177
5242 48,23 46.03
10000 % 10000 % 0000 %
4128 % 35.40 % 4374 %
1210 1789 30 36
024 023 Q38
46,38 4338 45.52
100,09 % 10000 % 100.00 %

Saurce of Information: Standard & Poor's Compustat Services. inc , PC Pius / Research insight Data Base
Company Annuat Forms 10-K {Sinking Fund Regquirements)

Schedule FIH-6
Page 20f 5
5 YEAR
2003 BVERAGE
4361 % 5336 %
1388 615
ooo ooe
8244 4048
10001 % .00 %
4315 % 42481 Y
1692 1553
024 017
418R 4089
10690 % 10000 %
4471 % 3795 %
10.83 16 51
004 092
4442 45.62
100.00 % 0. %
N4 % 2937 %
18 32 2584
0.42 014
4912 4404
100.00 % 0000 %
40 86 % 4342 %
1053 g8z
i3 082
45,50 46 54
.00 Y 100,00 %
3B % 4327 %
2467 1126
400 400
3818 4547
100.00 % 10000 %
48 31 % 384 %
290 1134
o0 oo
072 49.02
10000 % 100 %
3966 % a0 64 %
647 652
178 175
49.78 5103
10.00 % 104.00 %
4D 47 % 4128 %
1345 3289
072 036
4338 4349
100.00 % 10000 %



Cascade Natuml Gas Comomtion
ieng-Termn Debt
Shor-Term Debl
Preferred Stock
Common Equity
Tolal Capita!

MICGR (o,
Long-Term Debt
Shon-Term Debl
Preferred Stock
Common Equily
Total Capltal

Norbwest Naturmat Gas Company
Long-Term Debl
Shorl-Term Debt
Prefered Slock
Common Equity
Total Capifal

Biedmont Natural Gas Co . tnc.
Long-Term Debt |
Shor-Term Debi
Prelered Stock
Common Eguity

Tota! Capitat

Proxy Growp 4 Gas

Long-Teftn Dabl
Short-Term Dabt
Prefered Stock
Common Equity
Total Capital

{1) The data for all companies are effective March. Juna. Seplember and Becember However. Pied mont Nalural Gas data are for

Quariar
Ended
12{05

5479 %
588
000

2823

10000 %

2774 %
3530
]
4196

10000 %

4260 %
1019
040
721

10000 %

3385 %
1795
oao
4820

10000 %

WT4 %
1510
060
44 1§

0600 %

Missour Gas Enemy

Capital Struciure Based upon Tolal Capital for
the Proxy Group of Four Gas Disldbution Companies

Quarter
Endec
s

5700 %
410
o00

38.90

100.00 %

3492 %
1013
009

o483
10030 %

4516 %
518
000

oot %

3876 %
an
000

5193

100 D e

4396 %
T 43
600

4881

10000 %

{he quaners ended fanuary. April. July and Oclober

Quanter
Ended
&i05

5356 %
555
000

4D B9

10000 %

3861 %
000
a0

6139

10090 %

4B 11 %
00g
000
21.A9

10000 %

4002 %
502
aoo

54 49

10000 %

4508 %
268
0.00

52.26

10000 %

Quarter
Ended
305

5380 %
442
009

4168

100 00 %

3800 %
264
000

23.358
10000 %

4499 %
095
oop

24 06

100.00 %

4148 %
oo
000

aga2

anH %

44 52 %
200
000

5348

100.00 %

Sauree of (nformation: Standard & Poor's Compusiat Services, tnc . PC Plus / Research Insight Dala Base
Company Annuaé Forms 10K and 16Q

Schedule FJH-6
Page 3 of &
Quaner
Ended 5 QUARTERS
12/m4 AVERAGE
4527 % 52584 %
14 65 694
020 oQo
4007 4022
100 00 % 10000 %
2863 % 3358 %
2822 1425
000 040
4315 8248
10000 % 10000 %
4265 % 4470 %
876 522
[111H] ooo
4R .53 5008
10006 % 10000 %
751 % 3832 %
1077 882
000 coe
172 3308
00 % 0008 %
3852 % 4236 %
15 60 878
oob 000
4588 48,88
100.00 % 100.00 %



Cascada akural fi2s Comoiatim
Long-Term Debt
Shert-Temm Debt
Prefermed Siock
Common Equity
Toial Capltal

Theeladede Groun, Inc
Lang-Term Dehbt
Short-Ferm Dabl
Prolarad Stock
Common Etgully

Tolal Caplial

New Jespy Resoulces Gom.
Long-Term Dabt
Shon-Tem Debl
Profeney Stock
Cammbon Egulty
Tetal Capils!

BICOR Inc.
tang-Taan Detl
Short-Tamn Dbl
Pralemad Stock
Common Equity
Total Capiial

Noriwesl Natural Gas Comoany
Lang-Term Debl
ShoA-Term Debt
Preflarred Slock
Camman Equity
Tolaé Capiat

Peoples Foergy. Comeration
Long-Tarm Debl
Sharl-Torm Dabt
Prafarpd Stock
Common Equity

Total Capital

Pindmont Natural Gas Co_ Ihe (1)
{ong-Term Dabt
Shorl-Tomm Dabl
Prelemed Stock
Common Equily
Total Capltal

WGL Heldings, Iog
Long-Term Dabt
Shor-Tormn Dabt
Preferred Slock
Common Equily
Total Capitat

Proxy Geoup B Gas Value Line
Gas Nisyibulion Crimpanies
Loag-Tenn Debt
Shorl-Tegrm Debt
Profemsd Sleck
Common Equity

Total Capilat

Quaner
Ended
205

5478 W
586
000

3825

10000 %

3547 %
25E2
oce
ALE2

100,00 %

2193 %
2870
lsls]
4337

10000 %

2774 %
3030
ooc
4105

106.00 %

A260 %
019
000
721

ERO0 %

4775 %
245
248

4278

e %A

3380 %
1795
00D
4820

1000 %

as %
1633
149
4861
10000 %

3808 %
48 10
820
362

10000 %

PG Energy
Capilal Structuse Bzrod upor Tota? Capi{al for
the Proxy Gesup of Eight Value Line Gas Disibubon Gompanies

for the Five Quartars Ended Decembar 2005

Quarier
Ended
ams

5700 %
419
000

3690

pnag %

4648 %
8.62
412

24 78

00 %

M6 %
18467
oab
4697

o0 %

3482 %
1033

3876 %
931
Q00

5153

000 b

/N %
256
176

8592

10000 %

4382 %
EES
023

4864
1060 %

Quarter
Ended
545

5356 %
555
o.ab

40.88

0 oa %

4680 %
583
B2

0000 %

3111 %
1B74
000
a0 15

10000 %

3BEI %
5.00
coo
4139

10000 %

4811 %
400
700

5183

0000 %

5006 %

4316 %
472
024

5188

ing00 %

Quarar
Ended
it

5180 %
442
000

4475 %
10 14
0N

10000 %

435 %
1039
00

10000 %

368.00 %
264

58,26
HeOR %

4453 %
035
0.00

54.06
100.00 %

4148 %
04an
000

5B.52

20000 %

3B6%
498
1.69
8659

100.00 %

430E %
418
022
5253

10000 %

Senedule FJHG

Papedol s
Csaner
Endod 5 QUARTERS
204 AVEBAGE
4527 % 5284 %
1486 [:2-1]
000 ooo
4007 4022
10040 % 100.00 %
4503 % 4311 %
1912 1384
012 1t
] 42.88
10000 % 10000 %
2882 % My
2596 20 49
000 0480
4512 i8.12
10000 % 106,00 %
2653 % 3358 %
2822 1426
] o oo
4315 5216
160,00 % 30000 %
42865 % 4470 %
876 522
aoc .60
48,53 50.bA
1000 % e08 %
4594 % 48 36 %
&8 agz
Q400 0op
4525 45.72
n0og % 100 oo %
TS5 % Wiz %
77 BE2
coo oad
[ S3.45
00400 % 10080 %
22 % 3654 %
g4z M
165 168
5171 8442
100400 % ionon %
3835 % 4126 %
1572 005
022 b2
4567 a847
1000 W 100 %

{1} Tha data for all companies aze efiective March, June. Seplember and December  Howeve:, Piegmont Natural Gas dala are for

the quartors ehded Januaty Aprl. kuly and Oclober

Sauree of Information: Standard & Poor's Compusial Sarvices. Ing . PG Plus / Researeh Insipht Data Base
Company Asnual Forms 10K and 100
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Southern Union Company
Pro Farma Capital Structure

{SHOWN FOR INFORMATION PURPOSES ONLY}

Fro Foma

Ouistanding Capitalization
Type of Capital June 30, 2006 (1) Ratio
Long-Term Debt % 2027928645 4B.19 %
Shori-Term Debt 420,000,000 998
Preferred Securities " 223828509 532
Cemmon Equity 1,536,052,320 3650

Total § 4207808474 100.00 %

Notes:

{1} Company Provided



Line No.

Missourd Gas Energy
Long-Term Debt Cost Rales of the
ihe Proxy Group of Four Gas Disidbulion Companies.
Proxy Group of Elght Gas Distribution Companies and
Southetn Union Company
Actuat af Fiseal Year Eod 2005

Proxy Group of Four Gas Distribution Comganies

Cascade Malural Gas Corpoialion
NICOR inc.

MNaorlhwesi Natural Gas Company
Piedmonl Nztural Gas Co.. Ine

Avarage

Proxy Group of Eight Gas Distribution Com)ianies

Cascade Natural Gas Corporation
The Lacteds Group. fnc

New Jersey Resources Comp
NICOR Inc.

MNorfwest Natura! Gas Company
Peoples Energy Corporalion
Piegmont Nateral Gas Cao . Inc

WGL Holdings. Inc.

Average

Midpainl of Long-Term Debl Cosl Rate (2)

Provision for Estimaled lssuance Cosls

Conclusion of Long-Term Debl Cost Rale Applicabla to
PG Energy {3)

Southem Union Company

Noles: ({1} Supposting information on pzges 2 through 10 of this Schedule.

{2} Average of Line No. 1 and Line No 2.
(3) Surnofbkine Ng 3 and Line No. 4

Schedule FJH-7
Page 1of 10

Actual at
Fiscal Year End

2085 (1)

708 %
603
6.58
7.03

868 %

706 %
674
415
603
658
547
703
B.Z3

5.16 %
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Missouri Gas Enargy
Catcutation of the Composite Cast Rale of Long-Tesm Debt Duistanding for Cascade Natural Gas Company
AlSeptember 30, 2005

Series

Medium-Tenm Moles
8 5D% Due Qclober 2008
& 08% Due September 2012
8 10% Due October 2012
8 1% Due October 2012
7 95% Due February 2013
8 Q1% Due Febrrarny 2013
7 95% Due Febryary 2013
7 48% Due Sepiember 2027
7 0968% Due March 2029
Hotes

5.21% Due Seplember 2020
7 50% Dua November 2031

§ 25% insured Quarterly Notes Due

Febryary 2035

Total Long-Term Debt

Source of information: 2005 Annhual Form 10-K

S

5

Amourn}

(S 000s)

B.000
14,000
5.000
3,000
4,000
10,000
10,000
20,000
15.000

15.000
35,840

30.000
173.840

Effective
Cost
Rale

8 500
8060
8100
8110
7950
8.010
7950
7 480
7088

5210
7 500

5250

Annuallzed
Cost
{5 000s)

580
1.128
405
243
38
811
785
1,486
1.065

782
2988

1,575

Composiie
Inlerest
Rale

5

12,276

T7.06 %



Schedule FJIH-7

Papge 3 of 90
M
Calculation of the Composite Cast Rals of Long-Term Deb! Ouisianding jor The Laclede Group Inc.
Effeciive Composlie
Amount Cast Annuallzed interest
Series Quiistanding Bate Cost Bala
{% 0005} {3 00Ds)
First Mortgage Bonds
B-5/8% Series. Due May 15, 2008 5 49.000 8625 % H 3.450
7-1/2% Series. Due Navember 1, 2007 490.000 7.500 3.000
€-1/2% Series. Due November 15, 2010 25.000 6.500 1.625
6-1/2% Series. Dug October 15, 2012 25.000 6.500 1625
5-1/2% Series. Due May 1, 2018 50.000 5.500 2750
7% Serias, Due Juns 1. 2028 25,000 7000 3.750
7.90% Seres. Dus September 15, 2030 30.G00 7.900 2370
€% Serias. Due May 1. 2034 100,000 6000 6.000
Long-Term Dabt lo Unconsolidated Affiliate Tr, 46,400 B 740 (1) 3,127
Totzl Long-Term Debt 5 381,400 $ 25897 6.74 %

Notes: {f} Assumed equal o the composite debt cost rate of all deb! excluding long-
term dabt 16 unconsolidated affiliale frust at September 30. 2005

Sourte of Infermation: 2005 Annual Form 10K



Calcutetion of ihe Composile Cosi Rate of Long-Term Debt Ouislanding for New Jarsey Resources Corp

At September M. 2005
Effective
Amount Cost
Series Culslanding Rate
{$ 000s)
New Jersey Natural Gas
First Morigage Bonds
5 38% Seres W, Due August {. 2022 3 10.300 5.380
6 27% Serties X. Due November 1. 2008 30.000 G 270
B 25% Series Y, Bue August 1. 2024 10.500 6.250
Variable Series AA. Due Augus! 1. 2030 25.000 2.200
Variable Series BB, Due August 1. 2030 i6.000 2.200
6 B8% Series CC. Due Ociober 1, 2010 20.000 6.B60
Variable Series OD. Due September 1, 20 13.500 2.200
Vaniable Seres EE, Due January 1. 2028 9.545 2200
Vahable Series FF, Due January 1. 2028 15.000 2.200
Variable Series GG, April 1, 2033 18.000 2200
5% Series HH, Due Decamber €, 2038 12.000 5000
4. 77% Unsecwred Senior Noles 50.000 4770
Caplial Lease Opligations - Bulidings 26.280 4 150
Capila! Lease Obligalions - Malers 27.322 4 150

New Jersey Resources
3.75% Unsecurad Senicr Notes. Due

March 15. 2008
Tota! Long-Term Debt $ 320,457

25,000

3750

Notes: (1) Weighted average interesl rala.
{2} Assumed equal io the composile debt cost rate of all debt excluding capilal

iease obligations sl September 3¢. 2003

Source of Iformation: 2005 Annual Form 10-K

%

(1}
(1}

(4
(t
5
{1

(2}
2

(2}

Annualized

Cosi
{5 000s)

5 554
1.881
656
550
352
1.376
297
210
330
396
600
2.8682
1.174
1134

838

S 13310

Composite
Interast

Bate

Schedule FIH-7
Page 4 of 10

%
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Missourd Gas Energy
Calcutation of the Composite Cost Rale of Long-Tenn Debi Qulstanding for NICOR Inc.
At Decembar 31, 2005
Elective Composile
Amaount Cost Annualized Interes!
Seres Cuistanding Bale [shi5] Rate
(5 000s) {S 000s)
First Mortgane Bonds
5 55% Sefies, [Jue 2006 § 50.000 5850 $ 2775
5 875% Seties, Due 2008 75.000 5875 4.406
5 37% Serias. Llue 2009 50.000 5370 2.685
6 625% Serigs, Due 2011 T5.000 B 625 4068
7 20% Series, Due 2016 50.000 7200 3.600
5 B0% Series. Due 2023 50.000 5800 2.800
6 58% Series. Due 2028 50.000 6 580 3.290
5 90% Series. [Jue 2032 50,000 5800 2.850
5.90% Series. {ue 2033 50.000 5900 2.950
Other Long-Term Debt
Senior Unsecuied Term Loan. Due 2007 40.000 5030 (1) 2.012
Tota! Long-Term Deb! § 540000 & 32,537 .03 %

Notes: (1) London Inter-bank Offered Rate plus 0 5% at December 30. 2005 from
Biue Chip Elnanclal Epreeasts. February 1, 2006. p 2

Source of information: 2005 Annuat Form 10-K
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Calewiation of the Composite Cost Rale of Lang-Term Deb: Quistanding for Nosthwest Nalurat Gas Company
&l Decernber 31, 2005

Series

First Morlgage Bonds

6 050% Series B. Dua 2008
6 310% Series B. Due 2007
€ B00% Series B. Due 2007
& 500% Seres B, Due 2008
4 110% Sedas B. Due 2010
? 450% Series B, Due 2040
B 665% Series B, Due 2011

7 130% Series B. Due 2012
8 260% Serles B, Due 2014

4 T00% Series. B, Due 2015
7 0DD% Series B. Dua 2047
6 600% Series B. Due 2018
8 310% Serles B. Due 2019
7 630% Series B. Due 2018
8 .050% Serles A. Due 2021

5 620% Series B. Due 2023
7.720% Serles 8. Due 2025
& 520% Series B, Due 2025
7 080% Series 8. Dua 2026

7 000% Series B. Due 2027

6.650% Sades 8. Due 2027
6.650% Seres B. Due 2028
7.740% Series B, Due 2030
7.850% Series B. Due 2030
& B20% Series B, Due 2032
5.660% Series B, Due 2033
5.250% Series B, Due 2035

Total Long-Term Dei

Amouni

{5 0G0s)

$ 8000
20.000
9.500
5.000
10.000
25.000
40.000
40.000
10.000
40.000
40.000
22.000
10.000
20.000
10.000
40.000
20,000
16.000
20.000
20.000
20,000
10,000
20,000
10.000
30.000
40.000
10,000

2529500

Source of Information: 2005 Annual Form 10-K

Effective
Cosl
fale

5050
5310
£.800
£.300
4.110
7.450
6.665
7130
8.260
4.700
7.400
6.600
8.310
7.630
8 050
3620
7.720
6520
7050
7000
B 650
6650
7740
7850
5820
5660
5250

%

Annualized
LCost
{5 D0Os)

§ 484
1.262
646
325
411
1.863
667
2.852
826
1.880
2.800
1.452
B31
%.526
a0s
2.248
1.544
652
1.410
1.400
1.330
665
1.548
785
1.746
2.264
525

S 34847

Composile
Inlerest

Bala

6,58

Yo
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Missoun Gas Energy
Caiculation of the Composlie Cost Rale of Long-Term Deb! Quistanding for Peopies Energy Corpoaralion
At Seplembar 30, 2005

Amount
Sernas i

{$ 000s)

Peoples Energy Corporation
6 8% Series A, Due January 15, 2001 5 325.000
The Peoples Gas Light and Coke Co.
First and Refunding Morgage Bonds
4.75% Saties HH. Due March 1,

2034, adjustable after Juty 1. 2014 50.000

5 00% Series KK. Dus February 1. 2033 50.300

3.05% Series LL. due February 1.

2033, adjuslable afier February 1, 50.000

4 00% Series MM-2, Due March 1, 2010 50.000

4.625% Series NN-2, Due May ¥, 2013 75.000

4 B75% Series QQ, Due Novamber

1. 2038, adjustabie afler November 75.000

4.30% Serias RR. Duve June 1,

2035, adjustabie after June 1, 2016 50.000
Adlustable Rale Bands

Series 0Q. Due Oclober 1. 2037 51.000

Series PP. Due Qclober 1. 2037 51.000

Nosth Shore Gas Company
First Marigage Bonds
5 00% Series M Due December 1, 2028 29,250
4 825% Serigs N-1, Due May 1. 2013 40,000

Total Long-Term Debl $ BO9H.250

Effective
Cast
Baia

& 900

4750
5000

3050
4000
4 625
4.875
4.300
5470
5470

5000
4625

%

(1}
{1

Annualized
Cost
{& 000s)

5 22425

2.375
2.500

1.525
2.000
3.469

3.B56

2.730
2.780

1.463
1,850

S8 48083

Composita
Inferest
Rats

547 %
e

Nofes: (1} Assumed egual fo the composite debl cost rale of all debt excluding the
adjustable rale bonds at Seplember 30. 2005

Source of Information: 2005 Annual Form 10-K



Cakculation of the Camposile Cost Rale of Long-Term Debt Dutstanding for Piedmont Natural Gas Co . Inc

Serles

Senior Noles

9 44%
851%

. Dua 2006
, Dug 2017

Medlum-Term Naoles

T 35%

7 80%.
§ 55%.
5 00%.
6 87T%.
8.45%,
7 .40%.
7.50%.
7.95%.
6 00%.

. Due 2009
De 2010

Due 2631

Due 2003
Due 2023
Due 2024

Dus 2025
Due 2026
Dus 2029
Due 2033

Tatal Long-Term Debt

Source of Information;

Amoun!

{S DO0s)

8 35.000
35.000

30.000
50,000

80,000

100.000

45.000

40,000

55.000

40.000

60.000

400000

5 660.000

2005 Annual Form 10-K

Efletiive
Cost

g 440
8510

T 350
7 600
6550
5000
5 B70
8450
7 A00
7500
74850
6000

%

Annuatized
Lost
1% DDOs)

$ 3.304
2978

2205
4.680
34930
5.00D
3.092
3.380
4.070
3.000
4.770

6.000
8 48410
e —r—

Schedule FJH-7
Page 8 of 10

Composite
inferes)

Raig

7.03 %
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b | GasE
Caleulation of the Composile Cast Rate of Long-Term Debt Oulslanding for WGL Holdings, Inc

At Sepiember 30 2005
Eflective Comgposile
Amount Cest Annualized Interest
Series Quistanding Rale (1} Cast Rate
{5 000s) {5 0005}
Washington Gas Light Company
Unsecured Medium-Term Noles
6 51% - 7.31%, Due Fiscal Year 2008 $ 45,100 6910 (1) & 3118
5 49% - 6 92%, Due Fiscal Year 2009 75,000 5205 (2) 4654
7 50% -~ 7. 70%. Due Fiscal Year 2010 24 B00 7600 {3) 1,824
6 64%. Due Fiscal Year 2011 30,600 EB40 1,962
5 50% - 6.05%. Due Fiscal Year 2012 77,000 5875 (4) 4,601
4 88% - 5 17%. Due Fiscal Year 2014 7,000 5625 (5) 3,387
4 B3%. Due Fiscal Year 2015 20,000 4 830 G66
B 65%, Due Fiscal Year 2023 20,000 B 650 1,330
5 44%. Due Fiscal Year 2025 40,500 5440 2,203
B.15%, Due Fiscal Year 2026 50,000 B.15C 3075
6 40% - 6 82%. Due Fiscal Year 2027 125,000 6610 (B) 8,263
6 57% - & 85%. Due Fiscal Year 2028 52,000 65710 () 3,489
7.50%, Due Fiscal Year 2030 8,500 7500 638
Other long-term debt 227 5230 (8) 14
Total Long-Term Deb! § 634327 $ 39532 623 %

Noles: {1) 6910%=({B51% +731% }/2.
{2) 6205%=(549% +692%)/2
{3) 7TB00% ={T750%+770%)}/2
{4) 5675% =(590% +605%)/2
{5) 5025% =(488%+517%)/2
{(8) BB ={B4D% +BB2% 2
{7) 6710% ={657%+685%}/2
(8) Assumed equal lo the composite debi cos! rale of alf debt excluding other
lang-lerm debt at Seplember 30. 2005

Source of Information: 2005 Annual Form 10-K
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Missouri Gas Energy
Calculation of lhe Composite Cosl Rale of Long-Term Gebt Outstanding for Southesn Union Cempany
At December 31,2005
Effeclive Composite
Ampunt Cost Annualized Interest
Series Dutsiapding Raje Cost Rale
{3 000s) (% 000s)
Southem Union Compariy_
7 60% Senior Notes Due 2024 $ 3589765 7800 % § 27342
8 25% Senior Notes Due 2029 300,000 8250 24,750
2 75% Senlor Notes Due 2008 125,000 2750 3,438
5 50% {o 10 25% First Morigage Bends.
Due 2006 to 2029 111,418 8375 (1) 9.331
4 375% Senior Notes. Due 2008 100,000 4375 4,375
Capital Lease and other. Due 2008 to 2007 71 6070 (2) 4
Panhandie Energy
2.75% Senior Notes. Dug 2007 . 200,000 2750 5,500
4 BO% Senior Notes, Due 2008 300000 4800 14.400
6 05% Semior Notes. Due 2013 250,000 & D50 15,125
§.50% Senior Notes, Due 2009 680623 § 500 3,940
8.25% Senior Noles, Due 2010 40.500 B 250 3.341
7.00% Senior Notes, Dus 2029 66,305 7 000 4.641
Term Loan, Due 2007 255,626 6070 (2) 15,518
Total Long-Term Debt 5 2,169,309 $ 131,708 8.07 %

Notes: {1} 837T5% ={650% +10.25% )42
{2} Assumed equal lo the composile debt cosl rate of all debl excluding the
tecn loan, dua 2007 at December 31, 2005

Source of Information: 2085 Annual Form 10-K



Ling No.

1.

Noles:

Missouri Gas £

Hypolhetical Example of the Inadequacy of
A DCF Relum Rale Related o Book Value
When Marke! Valye is Greater / Less than Book Valug

1

Market Vatue
Per Share $ 24000
DCF Caost Rate (1) 10 00%
Return in Dollars ] 2 400
Dividends (2) 3 0360
Growth in Dollars $ 1440
Return on Market Value 10 00%
Rale of Growth on Market Value 6.00% {5}

(1) Comprised of 4 2% dividend yield and 6 0%% growth.
{2) $24.00* 4.0% yield = 0 960

(3) $1.333/$24.00 market value = 5 55%.

(4) $3 000/%$24 00 market value = 12.50%.

(5) Expecied rate of growth per market based DCF model.

2

Book Value with
Market fo Book
Ratio of 180%

$ 1333

10.00%

$ 1333

$ 0960

$§ 0373
555% (3)

1.56% (6}

Schedule FiH-8
Page 10of 1

3

Book Value with
Market to Book

Ratio of B0%

§ 3000
10.00%

$ 3000

$ 0960

$ 2040
12 50% (4)

8 50% (7)

(6) Actual rate of growth when DCF cost rate is applied 1o book value ($1.333 possible eamings - $0 960
dividends = $0.373 for growth / $24 00 marke! value = 1.55%)

(7) Actual rate of growth when DCF cost rate is applied 1o book value ($3 000 possible samings - $0 960
dividends = $2.040 for growth / $24.00 market value = 8 50%).



Proxy Group of Four

Gas Distribution Companies
Cascade Nalurat Gas Corporalion
NICOR Inc.

Norihwest Nalural Gas Cempany
Pied¢mon{ Nalural Gas Co . Inc

Average
DCF Resulls Adjusted for Financia!

Leverage

Proxy Group of Eight Value Line
Gas Uiswibution Companies

Cascade Nalurai Gas Corporation
The Laclede Group, Inc

New Jersey Resourses Comp
NICOR inc.

Norihwes! Natural Gas Cornpany
Peopies Energy Corporstion
Piedmom Natural Gas Co . inc
WGL Holdings, inc

Average

OCF Results Adjusted for Financial
Leverage

Southem Union Company

Schedule FIH-S
Papge 7 of 1
Mi {Gas E
Indicated Comman Equity Cost Rata through the use
of the Discounted Cash Flow Mndel! for the Pmxy Group of Four Gas disiribution Companies,
Prxy Group of Eight Value Line Gas Disyibulion Comeanies
and Southem Union Company
i 2 3 4 3 &
Dividend
Growth Adjusted Indicated DCF Recommended
Oividend Yield Component Dividend Yield Growih Rale Retumn Rate DCF Relum
(1} 12) {3} {4} {5} Rale {5)
487 % 014 % 501 575 % 1076 % 1076 %
449 a09 488 383 843 -
97 012 408 600 1008 1Wos
3.86 0.10 3.96 530 926 --
430 % g% 441 % 5.23 % 9.64 % 10.43 %
10.70 % {7} 11.69 % (7}
11.46 % (8)
4 B7 % 014 % 50 575 % 076 % 1076 %
425 013 438 600 1038 1038
326 o8 334 500 B 34 -r
445 008 458 385 843 --
387 012 409 6 D0 1008 10 B9
EX] 0.07 598 248 545 -
386 o110 396 530 928 -
439 006 445 2.75 7.20 .-
4.38 % 010 % 4.47 % 4.64 % 912 % 144t %
0IE % (7) 1180 % (TY
i L=
11.52 % (8)
1.65 % 0.08 % 1.73 % 8.25 % 10.98 % 10.98 %
12.32 % (T}
T ———

PCF Resvits Adjusted for Financlal
Leverage

Noles:

{1) From page 1 ol Schedwie 10 of this exhibil

(2) This reflects a growth rata component equai to one-hall the average projecled five-year
growth rate In EPS (from page 1 of Schedule 32 of this Exhibit x Line No. 1 ko reflect the
perindlc paymen! of dividends [Gemdon Model) as opposed to the conlintous payment
Thus. for Cascade Natural Gas A 87%x { 112 x5 75% )= 0 14%

{3) Column 1 + Column 2

{£) From page 1 of Schedule 12 of (his Exhinit

{5} Column 3 + Column 4

(B} Inctudes only those indicaled common equily tosl rales which ane greater than @ 45% (the
lowest rate awarded lo a gas distribution wiilly between January 1. 2004 and December 31,
2005, {rom Schedule 17 of this Exhibi) a5 fully explained in Mr Hanley's accempanying
direct lestimony

{7) Based vpon ihe adjusiment described in nole 5 on pages 3 and 4 of Schedule 1 of this Exhibit

(B) Based upon the adjusiment describet in nole 5 on pages 3 and 4 of Scheduie 1 of this
Exhibll. using the market value and book valie capital struziure of Castade Nalural Gas
Comp and Northwest Natural Gas Co. at September 30. 2005 and December 2005. as
showr: on page § of Schedule 1 of this Exhibit.

{9} Based upon Lhe adjustment descrbed In nole 5 on pages 3 and 4 of Schedule 1 of this
Exhibit, using the average markel value and sverage book value capitsl structure of
Cascade Natural Gas Corp . The Laclage Group. Inc and Morthwast Natural Gas Co at
September 30, 2005 for Cescade and Laclede. ang al December 2005 for Nothwes!
Natural, a5 can be gieaned from the information shown on pages 7 and 8 of Schedule 1 of
this Exhibil.
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Derivation of Dividend Yield for Use in the
Discounted Cash Flow Model

Dividend Yield

Schedule FJH-10
Page 1of 1

Average Based Upan Average High / Low Average

Spot Market Prices (2) Dividend
{3/17/06) {1} Feb. 2006 Jan. 2006 Yield (3}
Praxy Group of Four
Gas Distribution Companies
Cascade Natural Gas Corpaoralion 480 % 484 % 486 % 487 %
NICOR inc 4.44 % 451 % 453 % 449
Norhwest Natural Gas Company 402 % 402 % 388 % 3oz
Piedmont Natural Gas Co, Inc 400 % 380 % 3.77 % 386
Average 434 % 4.29 % 426 % 4.30 %
Proxy Group of Eight Value Line
Gas Distribution Companies
Cascade Natural Gas Corporation 490 % 484 % 4.858 % 4 87 %
The {adiede Group, Inc. 414 % 4.22 % 438 % 425
New Jersey Resources Corp. 324 % 328 % IN % 326
NCOR inc 444 % 451 % 453 % 448
Northwest Natural Gas Company 4.02 % 402 % 388 % 397
Peoples Energy Corparation 576 % 596 % 6.00 % 591
Piedmont Natural Gas Co, Inc 400 % 380 % AT % 386
WGL Holdings. Inc. 4.45 % 435 % 4,36 % 438
Avarage 437 % 4.37 % 4.38 % 4.38 %
Soulhern Union Company 1.65 % 0.00 % 0.00 % 1.65 %

Notes: {1} The spot dividend yield is the curren( annualized dividend per share
divided by the spol market price on 3/17/06 The dividend vield was
calculated by using finance yahoo com and interquote comi and DTN
Trading Market's DTNIQ/Interquote com

{2) The average 3-month dividend yleld was computed by relating the
indicated annualized dividend rate and market price on the last trading
day of each of the two months ended February 2008.

{3} Equal weight has been given to the spot, January 2006 and February

2006 dividend yield.

Source of Infarmation: Standard & Poor's Compustat Services, Inc., PC Plus/Research Insight

Data Base

DTN Trading Markets' DTNIQnterquote com
http:/ffinance.yahoo .com



Missouti Gas Energy
Current Institutional Holdings (1) and Individual Holdings (2)

Schedule FJH-11
Page 1 of 1

for the Proxy Group of Four Gas Distribution Companies, the Proxy Group of

Eig

Proxy Group of Four
Gas Distribution Companies

Cascade Natural Gas Corporation
NICOR Inc

Northwest Natural Gas Company
Piedmont Nalural Gas Co ., Inc.

Average

Proxy Group of Eight Value Line
Gas Distribution Companies

Cascade Natural Gas Corporation
The Laclede Group, Inc.

New Jersey Resources Corp
NCOR Ing,

Northwest Natural Gas Company
Peopies Energy Corporation
Piedrmont Natural Gas Co., Inc
WGL Holdings, Inc.

Average

Southern Unich Company

(1} {1-column 1).

Source of Information:

1

Matreh 2006
Percentage of
nstitutional

Holdings

413 %
714
472
403

50.1 %

413 %
41.2
492
T1.4
472
58.1
40.3
584

511 %

754 %

reuters corn - updated March 18, 2006

2

March 2008
Percentage of
Indivigual

Holdings (1)

58.7 %
286
52.8
59.7

49.9 %

58.7 %
58.8
50.8
286
828
400
587
406

48.9 %

248 %



Schedule FJH-12

Page 1 of 10
Mi i Gas £
Devel f Proi { Growih for Use in the Di ted Cash Flow Model
1 2 ]
Value Line Thomson FN / First Calt
Projected Projected Median Average Projecled
200810 Five-Year Five-Year
Growth Rate Growth Rate Growih Rate
in EPS (1) in EFS in EPS (2)
{#est})
Proxy Group of Four
Gas Distribution Companies
Cascade Natural Gas Corporation 850 % 300 % {t] 575 %
NICOR Inc. 400 370 2 385
Northwest Natural Gas Company 700 500 5] 6.00
Piedmaont Natural Gas Co., Inc 6 00 4 60 2] 5.30
Average 6.38 % 4.08 % 523 %
Proxy Group of Eight Value Line
Gas Distribution Companies
Cascade Naturad Gas Corporation B50 % - 3.00 % 1 575 %
The Laclede Group, Inc. 7.00 5.00 M 6.00
New Jersey Resources Comp. 450 5.50 4] 500
NICOR Inc. 4.00 3.70 [21 3.85
Northwest Natural Gas Company 700 500 [5) 6.00
Peoples Energy Comoration 050 4 45 I3 248
Piedmont Natural Gas Co. Inc 6 00 460 ! 530
WGL Holdings, Ing. 200 350 [4} 275
Average 494 % 4.34 % 464 %
Southemn Union Company 14.50 % 7.50 % I6] 8.25 % (3)
Notes: (1) From page 2 through 10 of this Schedule

{2) Average of Columns 1 and 2.

{3) Weighted in approxirnation to individual and institutional
holdings from Schedule 11 of this Exhibit - namely 25% lo
Value Line (greater reliance by individuals) and
ThomsonFN/First Cail (greater reftance by institutions).

Source of Information:  Value Line Investment Survey, (Standard Edifion), March 17, 2006

ThomsonFN First Call Eamings, thomsonfn com, updated March 11, 2006
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BUSINESH: Caswde Natezd Gas Corporation fistibies nawa
pas Io roughly 227,000 oustoners in Washingon and Oregan, b
2005, totd Dmughpid was 10&2 bl'rm -1} 9. Ccm custtmers
resilential s, fiem | ! 1% of opar
mamgin. 24% of gas defveries); por-com: indusiral transporalion
service (20%, T6%), Serves pip & papor, plywood, chem. forifz.

e, o refining, & food peocesy inds. Mok Toanecing pipefne:
Noribwest Pipeline Corp, 05 doprec, raie: 29%. Est'd ptant age: 2
ymE. Has atound 375 employpes. Officars and directons pwn 1.8% of
cam, {1205 pmxy). Fregident and Chiol Exmculive Clfiser, Cavid
W, Stevens. Ine: WA Address: 222 Faiview Ave North, SeatSs,
WA B89, Tel; 205-624-3900. Intnmet www .cnge,com,

Curvartt Ligh. %A WLz UET.

Share net for Cascade Natural Gas

SO Inpc3t Mardl Jun Sep.3d
W83 338 B2

2002 ) 1805
04 1049 1194 521 47

205 {146 177 563 478
H05 {13856 167 100 894
27 (170 fI7 118 108

Fix, Chy. Cov, %% 25%  250% | hounced back sharply for the first
ANNUALRATES Post  Past Estd'i3031 guarter of fiscal 2006 (ends September
e e WY T2 “iax | 30th) versus the year-ago tally. Con-
“Cagh Flow" 20% 5% ook | sumption for the core residential and com-
Epr_mnggs 15%  35% g‘% mertial husmessaﬂwas booslednle:g cocler

o vy T4 weather f{espec d ember).
Sook Vake 5% 5% plus an expanded r:usmmer ase. Further-
Fiocat ¢ QUARTERLY REVENUES f§ mdl) A more, the performance of the electric gen-

gration segment, a key component of the
industrial unit, also benefited frem lower
temperatures, as well as 2 settlement in-
volving an inactive power plant. Fmally.
there was a decline in the company's labor

PEASHARE AP

EARNINGS
5 iDect Marn} Jun3d Sep3p) FECH

2003 B0 H 418 02
2004 72 7! dis d%
2005 B 55 di0 432
06 nm mn dfz 4%
000 { 5 B di2 dX

expenses {attributable partly 1 better
management of overtime) and emplayee
benefits costs {reflecting the outsourcing of
retiree medical obligations to an insurance

firm).
At this juncture, indications point to a
jump in the bottom line of about Z2%,

cat | CUARTERLY GNVDENDS PAID C
Mar3) Jun30 Sep3) Deed

to $1.00 a share, this year. Assuming a
continuation of positive business trends,
share net stands to climb ansther 15%. to

20z 24 25 24 2
2003 24 2 24 24
2004 ol 2 24 24
2008 24 24 A 24

$1.15, in 2Z0O7.
A request for a
filed with the

eneral rate hike was
ashington Utilides

share earnings may expa.’nd roughly 10%

Timeliness,

iast gme Caseade had such a filing was in
1985) The propoesed new rates weould gen-
erate additional annual revenues of $11.7
million. We note that our presentation will
refllect this measure once approval i3
granted, which is hard to determine at
this juncture.

Solid results appear to be in store for
the company over the next three to
five years. A generally favorable econom-
ie environment in the Padfic Nerthwest
enabled the pace of new home and com-
mercial constructiom to be steady in the
past. We expect miore of the same, which
augurs well for Cascade's account
hookups. Other positives include an auto-
mated meter reading system and a consoli-
dated call center for customers. That said,

annuaﬂy out to 2008-2011.
uity offers a healthy dividend
eld ut further increases in the distri-
ution may be moderate, given future cap-
ital expenditures for the company’s ex-
panding customer base, Meanwhile, thege
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bt i‘gﬁ'ﬁﬁ B} anry egs, tv, ‘97, then

and Transportation Cumrmssmm {The Frederick L. Harris, JIIT March 17, 2005
'02. 1 ‘03. dont add 1o fola Financial Stre: B
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BUSINESS: Ladeds Group, lne, is 3 hdﬁngsmwpawfmu&:da
mmmdummmmmmman Juding the

and indusiial, 23%; tasspodiation, 2%: olher, 15%. Hes abovt
3,815 omployees; 6,270 cammon elnckhalders. Officors and diree-

ey of 5t Louss, SL Louis County. and parts of B giher counlics.
tas mbm than 630,000 arsiomers. Purchasad SWMAP far $45 od-
Fon {3/02). Tharms sold and Tansporied in focal '05: 112 mil Reyv-
ooue mi for reguisled oporiions: residon), BU%; o i

tors own sboul 6.0% of comman shares (106 Praxy). Chairman,
Chiaf Executive Officer, and Presidect Douglas H Yaeger I
cofparaind: Mizsouri Address: 720 Diive Stroed, St Loois, Missourt
63101, Teizphone: 344-342-0506, Infemet; www. laciedegrs.com.

Laclede Greup's share net rose con-
siderably for the first quarter of fiscal

o chargs {per i

(gt
“Cash Flow"
Eamings

Dividends
Book Valua
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2006 ends September 30th).
Ladlede Gas Company, the core subsidiary,
was alded by higher szles to entities that
were cutside the service territory, a pener-
al rate increase {eHective since last Octo-

CUIARTERLY

326 4750
25 5TRG
6882 685
e

Focnl
PEd lnect Mas3l
hnua 0.1 422 166

ti

éun.ui Sep0
1565
2451 1978
3y XhY
2 7A8
o 330

1634

ber), and colder temperatures within the
systetn. But the advance was lmited, to a

|_fear ] certain degree, by heightened operation

and maintenance nses. Meanwhile,
margins for the non-regulated gas market-
ing segment, Laclede Energy Resources,
widened nicely because of regional sup-

SHARE ABF
Jan3) Sep.aod

EARNIHGS
E Deed! Mar3y
2003 BG 114
XU B 112
8 106
13 19
T ief 143

1 421
1 428
29 d24
a0 oz
A0 dd

piy/dernand imbalances caused by the
recent hurricanes, plus a healthy flow of
interstate fpe]jne wholesale transacunns.
Lastly, &F Utility Resources, an un-
derground facility Iac:atmg firm, benefited
from the attainment of business in both
new and wexdsting markets, as well as

335
s
H

345

{%EE%
EKE%

.355

Cal- | QUARTERLY DMDEROSFAID €=
encar [Mar3f Jun30 Sep.3d Dec)

profit-enhancement initiatives (which in-
cluded new methods and quality

3B 5
3/ 3L
H K]
M5 348

aSSUrAnCce Programs).
At this juncture, the bottom line ap-

pears set to jump nearly 24%, to $2. 35
a share, in figcal 2006. Share net may
flatten out next year, l‘hough due to the

difficult comy L

Still, we do not envision any spec-
tacular performances for the compa-
ny out to 2009-2011. 1t appears that in-
ternal growth for Laclede Gas will remain
modest, at best, since the customer base in
the greater St. Louis area has been ex-
panding less than 1% annually. As such,
any substantial gains will have to come
from the unregulated units or from major
acquisitions, scenarios we don't see hap-
pening anytime soon. Consequently. an-
nual bottom-line increases could only be in
the mid-single-digit range over the 3- to 5-

ar period.

The stock offers an appealing divi-
dend, which is amply secured by earnings.
But hikes in the payout will likely be minj-
mal, given that Larlede’s gas service area
is in a mature stage.

Long-term total-return potential is
unexciting. That's because these shares
are cwrently trading within our Z009-
2011 Target an Ranpe, and we are as-
suming moderate dividend growth. Mean-
while, the equity is neutrally ranked for

T
Fmderic:k L Harris, ITT Mareh 17, 2005

=

Apel

";‘ﬁ

¥y be

PMHLISNER 5 NOT ﬂ?mmm H:SR

) Dhvidends Histoncly paid i eaty

zﬁsca SRL &

B} Basod on averege shares ovistmding thrw. § Apri, July. ta

7, then divied Nexd eamings repad due late | ment plan avaiabla,

(0)inck wmmm :n '05: $203.8 miL.
Wﬁlﬁgﬁk CRESSIONS HEREM, Ths

smwnmunyﬂuﬁm::ammumurm

ant Ddobar = Bividend muwest

nmnns. Adjustod or stock spil
egs rnaymi sum due to changs m

umgwmummmam

Sb&:rg‘l Fimancial Strangth B+
e Stablity 85
Price Growth Petsistence gg

o commerci, el . ;m To subscribe call 1-80D-B33-0DD4E.




0000000000000000000000000000000000000000000

Schedule FJH-12
Page 4 of 10
RECENT FE (Triirg: 1u) RELATIVE oo (y
NEW JERSEY RES.weear [ 43.481m 155 (e 1) i 0,84/ 3.4%
. -1 203] 195| 28.0] 288] z7A4| 298| 325] a3@| 06| 446] 493 450
s 4 rectns | HEn 23] i8] 20 28] D41 24 RE| 53| 5| 85| ®F| 82 Targut Price Ranoe
SAFETY 2 remm LEGENDS o
TECHNICAL 3 Raisd Y1006 - ;ﬁ‘;mm’.‘m R”é: 00
- -~ fsioiive Prce Stmogh 2
BETA 30 (100 txi) Hq—?:;:ﬂ 02 1
1 | e indeates rooeTson YT A ST N N R SN Ty e 48
i Ana Tot! v L LY i
Price  Galn R!:,I%Tl 13 eyt ENS 2
e 8 U E POV MR T, W 21
insider Docisi TN e 4}
AN LIRS0 N DRyt &
Wiy DDODDODOGC A 12
Optioos ED2030140
wid D5 0DZO01 4D TOLREREN S |a
institational Decisions F e 4. N ™ TS VLARITH
- m‘é 3”:‘5 ’m?f Pormont 7.5 =rm—m—gad T Tl NS Ao WM, 777 T ! 45 152 [
asg 4 62 B | iraded 25 - * 3y L)
HET) 12873 13318 13455 Sw. ee 732
1990 [1991 | 1992 [ 1993 | 1994 [ 1995] 1896 | 1987 | 1998 | 1899 | 2000 | 2001 | 2002 | 2603 | 2004 } 2085 | 2006 2007 | “VALUELINE AU, INC, {0811
1601] 1599 V688| 1B42| 1922| 1703} 2022 | 2607 2650 | 3188 | #4413 [ VB2 | 6607 | €243 | 0133 [ 11428 | 17220 | 12269 |Rovenues persh A 129,05
1oa| 158| 1o5| 2141 233| 213 z22) 45| 280) 270) =289y 31B| 32| 358{ 375 3§2] A5 435 |"CashFlow prch EXT
651 550 toa| 15| 42| 129 37| 48] 55F wee| 7| 1s5| 29| 23| 255 265) 280] 290 [Eamigsperch® 1%
| 1ol terl 4ov] we| o] 1ssl ord soe| vtz was| o 1ar ) 120 124 130 4367 t45| 152 |OidsDecldporsh Ge  L70
TSR YE I | A 178 172] 160) 16f| iB5| | 59| 19| 2t/ | 142} 2] 220 |Cap’Spendmgpersh 730
gas| esr| oea] om| ss4| 90| 0] o8] 18R] 1.38| 1243] 1320 1366 | 1538 | 3687 15007 ¥750) 16.15 |Book Vake persh 2515
FRET AR BaT BR B BH] D3| B Bi2] BH1 | BI01 %k | A6 | g4 | 95| 2155 | 25| IL60 [Cammon Sk OuErg T 200 |
el 23] Al Ba| W] TJ| 16| 1B5| B3| BI[ WT| W2| WI| WO| 53| 6B | badigie s |AvgARN|PE Ral0 ]
1| wep 78] m| Bs| | ss| gm| sef 7| | 3] | Mt gt| m] lenike RebivePERs 115
2% Bi% P 75%| S B2 | BI%| SER| S| AF% | 45% p 44% [ 42% | A%% [ A% | 3% 1% st Avg Ann'l Div'd Yield 3%

CAPITAL STRUCTURE as of 1231105

‘Total Debt $667.9 mB  Duo In 5 Yrs $500.0 md.
ITDebt 53354 ML LT inderest 250 mil
Ind. 6.9 mil. capiialized Yeases

(LT inlerest eamed: 5.5¢

5485 | B965| T3] 9043 11645 | 2044 | 15308 ) M4
BI| 45| 43) 4487 418 53| 58| 654

T0%; BO% | 6% | 50% | 41% [ 26% | 37% | 26%

EFOARE IR LIE S G IR B R E R A ST

25306 | 31463 | 2220|2315 |Revenves {Smhj & k30
HE| M4 70| BRD |Nat Profi (Wl 258
"RI% | T20% [Income Tax Rale [0
2B% | 24% | 24% | 215% |[NoiProfit Magin 26%

\okal Intsrest coverage: 4.8x) T0I% | 3% | 5\2% | 467% | ATi% | S01% | S0A% | 381% | H3% | 4L0% | 41.0% | 410% |LongTerm Debifafe | 35.5%
Pangion Aserts-0/05 58256 mil £54% | 400% | A56% | S12% | 0% | 400% | 45.0% |680% | 57 | SR0% | SR | 6A0% |Common EnstyRalo | E15%
Oblip. SISO mM. " 27 | S006 | GMA2 | 004 | EA1 | 7962 | 7424 | Gi6B | 7838 7R3 | #10] 85D |Totel Capital ($milh 103
Phd Stock Hono g2 | eod ! conol 7054 | 7306 | ™39 | vse4 | Bses | peod| 0S4 | S50) 090 | Net Pt 1150
Comman Stock 27,618,770 sk BT% | &% | 6% | 0% | 90K | B5% | G/ |00 | 100% | 112% | 110% | 110% ‘RMmTuhi Capl | Tei%
£ of 133006 130% | 139% | 129% | 145% | % | 148% | I57% |155% | 153% ; 17.0% | 165% | $55% [RetwnonSie.Equly | 145%
MARKET CAP: $1.2 biltion {Mid Cap) 135% | M | 1adm | oraes | e% | 4oy | 157% [ 156% | 15.3% | 17.0% | 165% | 156% [Rotwnon Com Eguity | 145%
CUSRENTPOSIION 2008 2005 1231105 ] 34% | 4D% | 44% | 60% | 4% | E1% | GO% | 77% | [B% | B5% | &0% | A0% [RetainedioComEg T.5%
Cash Actats 50 250 a2 te%l T Tl 6T | 63% | sew ! 56% | SiM | A% | S0%| SN 5% [ANDWds loNetProl Lr
Otfar BBI0 927.8 10450 | BUSINESS: New Jorsay Resoumes Comp 5 Iha holding company  rets and wholesaie nalurml gas and redsted sremy servies to as-
Currant Assats 6650 B5ZB 10532 | for New.Jersay Natumd Gas Ca., a natural gas ulfity {bout 453,000  iomors in 17 stales. 2005 depvec, rate 28%. Esid plart age: B
ki austomers al 930705} in Monmouth, Ocaan, and parts of other N.J  yoars Has 55 uliy employees, 16,300 sckhids OFf & dir. own
hets Payatis A28 7 384 | couon. Fiacal 2005 volume: 124.7 b cu R {50% fim, B% infor-aboul 3% of common stock {12105 Progy). Chaiman and CEC:
Other 3574 TALD 5313 | reptidhe industial and eeciric willy, 42% off systam and capacly Leuremco B Downos Inc: B4, Addess; 1415 Wickofl Read. Wal,
Curmant Lib. “Ba7.7 U763 G754 | reloass) New Jersey Natrel Energy subsid, provides unmpubatnd  NJ 07718, Tel: 908-538-14B0. intemet www.siliving.com,
Fix. Chg, Cov. B2%6% 660% T00% | New Jersey Resources began fscal anticipates a growth rate of about 2.3% in

QNHUA!. RAJ‘ES ?:'st
changn 1 Y¥re.
Re'u'Enugﬂr ) 185%

Pas! Est'd 0305
¥ to'B
235% S

E 3
"Cash Flow' 55% 60% 55%
Esmings Ta% A5% 45%
Dividends 25% 30% 455
Book Vakie 50% 0% 80%

2006 (ends Scptember 320th) on a
strong note. The company reported eam-
ings of $1.23 a share. a 35% intrease from
the year-ago period. Almost all of these
gains can be atiributed to the performance
of the Wholesale energy-marketing seg-

SO [Dec3t Mardt Jun3d

Flscal | QUARTERLY REVENUES ($mil) A | Full
5ep30| “yeqr

2003 [6689 11627 3897 35

004 [B430 10377 4385 4124

2005 | 8540 10BST 5443 EBAO

2006 1646 985 550 504 (3220

007 Mop0 1450 GfD 555 3t

ment, where earnings rose nearly 130%, to
$15 million. This was due to market vola-
tility and higher natural gas prices that
ensued as a result of the damage from
hurricanes Katrina and Rita. This aliowed
NJR, through its energy operations. to
benefit from its storape and pipeline ca-

Fiscal | EARKINGS FER SHARE ABE Fuli

Sar Anu 3t Mar3t Jun30 Sep.3n| i
203 | B 150 8 i3 | 238
2000 { BT 1B2 05 d2 | 25
2005 | 91 184 07 497 | 2865
005 | 123 177 0F 4 | 280
2007 | 143 a4 g0 o7 | 280

parity. Moreover, storage capaci lcal-
Iy becomes rmaore valfablepduz?néy?:imes
when prices are fluctuating, though, the
com| is also protected through the use
of financial hedges.

The company's primary subsidiary,

Cal- | QUARTERIYDVDENDSPAD & | Ful
endar ({Mae31 Jun3) Sep3d Dec3t] Year

New Jersey Natural Gas (NING),
reported decent results. The utility con-
tinues to benefit from strong customer

2006. Alsa, in December, NJNG filed a
Conservation and Usage Adjustment
clause with the New Jersey Board of Pub-
Iic Utilities. The plan, which is currently
under review, would aflow NJNG to cap-
ture changes related to weather and cus-
tomer usage, and would be measured
against a benchmark on an annual basis,
In addition, NJNG received approval ta
implement a 23% increase in prices as a
result of higher gas prices. Even so. this
will have no impact on lts reported gross
margins since these costs were necessary
to recover the higher costs of gas In lis
supply and were passed onto customers.

These s are good quality, and
the company's consistent results are
reflected in the stock price. Recently.

the board increased its share-repurchase
program, and coupled with strong custom-
er growth and contributions from the com-
pany’s wholesale business, this should
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% 5 s 35 3345 130 natural 1\?&5 rices. During the December group. The stock is also not Favorably

mEpuoxoH 136} period, NING added 3.424 customers to its ranked for year-ahead performance.

service territery, and management Evan I Blatter March 17, 2006
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Eamings % -0E% 0% | (ICC) for a base rate increase of $54.2 mil-
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k Value * 1 - the rate case are currently under rehear-
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encar |Mac31 Jun3) Sep3D DecH| Yoar | expected soon, Micor's level of rate relief
2003 Ai113 4528 o348 7438 [2BB27 | may be subject to change. In the worst-
2004 f1157 4205 2990 BU4E 73T | case scenario, there would be a $7.1 rnil-
2005 1720 4844 3360 13575 {513 | Yon reduction in additional annual reve-
2005 §200 560 1M M0 PSP | nues On the upside, the company may be
U SPERm 1250 2050 ﬁrd?d anather £0.9 million anm:hally. In
Cal EARNNGS PER SHARE Fult t of the uncertainty regardin, e final
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211 | timates may be subject to revision. How-
222 | ever, we think that the ICC will strongly
27| ronsider the original base rate increase.
240! oiven the latest sethacks at the core natu-

prdar

ca- | RUARTERLY DNDERISFAD®»
War.3! Jund0 Sepid Dee3t

25| ral gas distribution business.
full | Unseasonably warm weather condi-
Year | tions should weigh on profits in 2006.
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184| There has been a significant deviagon
185] from normal weather conditions within
186 | Nicor's service region through the first two
185 | men the year. As of February 20.

gree days warmer than normal. Manage-
ment indicated that a 100-degree day vari-
ance from normal weather would impact
earnings by approximately $1.5 milijon-$2
mifllon. (Cur eamings estimates for 2007
are partly based on a return lo more-
seasonable temperatures.) To make mat-
ters worse, aperating and maintenance ex-
penses are likely to climb, offsetting In-
cremental revenues from the aforemen-
tioned rate case.
We do not expect to see a meanin
increase in dividends anytimme soon. It
sught 1o be challenging for Nicor to raise
the dividend In the near term, based on
aur cash flow projections. Other considera-
tions Include working capital require-
ments, as well as the planned capital ex-
diture budget of $]198 million in 2006.
icor stock is ranked 4 {(Below Aver-
age) for the year ahead. Operational
hurdles, such as mounting wapges and ben-
efits vests, coupled with the negative im-
pact of warmer weather in the early
manths of 2006, are reascns for concem.
The stock’s high yield, from a well-covered
dividend, is the main appeal here.
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oichangefersh)  WY¥m ~ S¥m wﬁ)‘o’ settling a dispute with some industrial as the company begins to read about a
fgvemes 18 % % | customers. fourth-quarter 2005 earmings third of its meters automatically.
Eamings 5% aD%  70% er share would have risen a few percent Earnings will probably continue to
Dividends 0% 0% 40% e larger-than-nommal earnings gain for  bencfit from abhove-average customer
Book Vabia 40% 35% 5% | all of 2005 resulted twstly from higher- growth. Local use of gas in residences is
Cal- | CUARTERYREVERES (o] | Fuil } than-average rate increases, profits from relatively low, at 53%, giving Northwest
ondar |Mar5t Jun3) Sep3b Dec3t| Yoar} pas cost hedging. and earnings from pgood polential to profit from converting
203 2065 4175 685 2178 | 6113 storage operations. That said, customer houses from other fuels. The company es-
008 |2545 {007 B14 220 | 70VE| prowth also made a major confribution te timates that total prospects of around
2005 (3087 1537 0BT 3414 | 9103 | the strong 2005 results as Northwest 480,000 inciude about 320.000 with a gas
W0E (375 M0 180 35 NI | aised its customer count by over 3% for main either in their street or a few blocks
A0 400 215 160 400 1T | yhe 19th year ina row. away. And Northwest targets {ts market-
Cal- EARMBGS PER SHARE A ful | We Iook for a more normal earmings ing on the profitable prospects — those
erchr [M2r3) Jund0 Sep3) Dec3t| Yoar | pmin this year. Customer growth will more likely to convert at modest cast to
200 | 10 17 4925 B3 | 176 likely continue at a healthy rate, very like- the utlity. With OPEC apparently in firm
204 1 124 403 43D 95 | 185] iy at the 3% plus recent rate as Oregon control of oil prices, industrial customers
s | 143 o 43 81 214 paing population. With weather normaliza-  will bikely continue to use gas for fuel. Fi-
2006 | 150 B2 d3f {4 | 25| gun and copservation clauses in its nally  arqguisitions could help, given
007 | 155 05 d39 110 : 240 Oregon residential rates. Northwest is s relatively low debt-to-capital ratio.
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endar |Mar3y Jun3) Sepdd Deedt} Year} benefit little) from changes in consumption peal for conscrvative investors. &
2202 | 315 35 315 315 | 136 due to warmer- or colder-than-averape their dividend yield is below the industry
W3 | M5 35 35 35 | tFH temperatm and conservation, should average, the payout ratio is on the Jow
004135 3H 3B 3B 1R as costs persist. Industrial gas sales side, and Northwest has better growth
205 | 3B 32 WS M5 | Ik shoulg rise, @s gas currently has a price prospects than most gas utilities.
e | 345 advantage relative to oil. Finally, opera- Sigourney B. Romaine Mareh 17, 2005
{A) Uhsted aamings par share. Excudes nos- | mid-May, mid-Auged, and mid-Novembsr Comn Financial Strangth A
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Gther §31.2 BS54 1079.9 | s wilky subsidimres, Peoples Gas Light & Coks Co. lapprex  76% of gas revenues in fiscal TS. Daprociaiion rale: 5.5%. Esfd
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Acets Payable 1447 22 4180 in Chitagt and noheastemn !l'mois. Fiscal 2004 gas diqmbmion and D¥. own 15% of common {106 Proxy) Chrmn and CEO:
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E."”g';‘:'—zb _giﬂ- ;fz%” 0845 "'Share carnings at Peoples Energy east Texas, north Louisiana, and Missis-
£ e, OV, D% - 190.*' should be relatively flat in 2006, as sippi for about $139 million. This remains
g“;g’q‘:’ﬁgfs past  Fast Eald 02°04] margins narrow. Partially as a result of consistent with the company's strategy of
Reve 45 "cew | warmer weather in January, management acquiring property with proven reserves

is anticic‘;)am‘tg EPS at the low end of its and upside potential, as management ex-
projected guidance of $2.25-32.45. From pects the company to enjoy an abundance
2007 to the end of the decade, we expect of low-risk drilling opportunities in the

earnings to resume, albeit at a coming years. Also, the company appears
moderate pace. poised to exit the pawer generation busi-
|-Year } On March 6th, the Illincis Commerce ness, as PGL is currently looking to sell its

Commission (ICC}) approved an power assets.

amended settlement with Peoples En- Peoples Energy faces a period of
ergy. The agreement, between the compa- tramsition in 2006, as CEQ Thomas M.
nys subsidiaries and the Hiinois attorney Patrick recently anmounced his intention

i
?:; ; Emau:;:gsmgiﬁ A.?:U N::n %enera}. the city of Chicago, and the io retire within a year. The board is cur-
Yeir |noos Rara{ Jen3p § sp30] T2t itizens Utility Board, was related to nat- rently in the process of screening for suc-
;";3‘ T ezt | yral gas charpes for 2000-2004. As part of cessor candidates.
v I %;- dg; F%’g the settlement, PGL will pay $100 milion Pespite the high dividend yield,
s | 77 1% i g5 | zzs| it custemer refunds, spend up to 530 mil- shares of PGL. are not parficularly at-
205 | 81 12 2 dfp | zz5| bon funding conservation programs, and tractive. Although we eve manhage-
a7 | 85 10 20 dns | z4n{ ce2se collections on m%’-ﬁm" $207 million ment intends to maintain the current divi-
TARTETLY DVDEHTS FAD G in customer bad debt. The settlement was dend. a payout ratio of 95% reduces the
ool Mar3t T30 Sam% Decst ful | a tough pill 1o swallow, but it clears the cumpany's finandal flexibility.  Some
arol il vep.d Cer = | way to focus on normal operations. much-needed rate rebief is in the
gggg g gg 2 % 01| The company recently acguired oil preliminary stages. There's a chance this
ol B g g %}é and gns properties by way of subsidi- may become effectve early in fiscal 2007.
7o | 5 35 a5 ms | ool ALY coples Energy Production. The For now, the stock is untimi?.
2005 | 548 deal involved the purchase of property in Michael F Napoli archr 17, 2006
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dm{lﬁﬂ’) |F'§r;,,' ﬂ%ﬁ w8 ] the prior year at $0.94 a share. As a re-

"Ceshﬂtnu" 7.08, 5'5% 5534 sult of increased customer conservation
gm_ndlncn 55 %g& g‘ax due to higher natoral pas prices and
iz S ]

! eﬂdu e ple  2E% 35,‘59‘ temnperatures that were 10% warmer than

normal, system throvghput for the most
Rlocul | QUARTERLY REVEMUES fmat)~ | Pull | recent period decreased about 8% year
Enciy {Jan3! Aprdl Jul3t OctH | ewr | over year, ta 662 dekatherms. However.
003 14335 ATE 407 1G4 12081 high natural gas prices are not always
2004 (6188 4824 2147 2138 1597 pood for distribution companies, since ris-
205 16305 080 B2§ 335 WIGI1) ing gas prices result in higher levels of
06 {9214 470 M40 2685 (1900 | pag-debt expense and service cosls. In
2000 1810 560 318 MO |H25 | o005, the company's utility customer base
Facal | EARNMGSPERSHARE ABF | Fal | rgse slightly over 3%, well above the na-
Erds |Jan3! Apr3 Jud3! O3 | Yeor | tional average, which should continue this
mad | BT Ardis @08 ) 111 year based on new housing startups
Q04 0103 54 4N g2l | 127 throughout Piedmont's service territory.
wes | 93 5 d6s  o0F | 13 Moreover, 2006 utility results should Be
MG M M 40 4N ) 130 enpanced from two raie case outcomes last
2007 | 9B 67T d6F dff | 440} vonr In North Carclina, the company
cal | CUARTERLYDVDENDSPAR G | Fubt | received a margin increase of $20.1 mil-
ondar |#ar31 Jun30 Sen3) Dec3ii Year| jipn, while it received a $2.6 milllon in-
g{g _ggs ?&B o 2 B0 | crease in South Caralina.

W8 208 831 The o continues to d its
2004 | 25 M5 A5 15 86 mcr?;zp E‘;::ynnnregulated mﬁes
WF | B B OB OB a2 ?‘hls has allowed Piedmont (o diversify its

SouthStar Energy, Pine Needle LNG, Car-
dinal Pipeline, and its newest venture.
Hardy Storage Company. These activities
contributed $3.2 ion 1o net income dur-
ing the first guarter, s[ighﬂy below the
year-ago period. Hardy torage, a joint
venture with Columbia Gas Transmission,
involves an underground natural gas
stora, Ee facility in West Virginia. The ffeld
would have a capacity to store over 12 bil-
fion cubic feet of natural gas and be
capable of delivering up to 176 million
r:u ic feet of pas per day to markets in the
eastern United States. The company
received FERC approval to proceed in Na-
vemnber of 2005, and has set a target date
of completlun for April Moreover. the
ect 1s fully contracted under long-term
cnntrclcts
'I‘lus equxty remains untimely. The pri-
se for investing in Piedmont
would e?o its yield. which stands at 4%,
near the industry norm, and its Sa.i‘ety
rank of 2 {Above Average}. Furthermaore,
total return potential over the 3- to S-year
%_ ull is above the average stock covered in
he Value Line Investrnent Survey.

2005 | M earnings streamn into al:tiw'ties such as FEvan I Blatter March 17, 2006
{A} Fiscal ands Gctober 3151 Yy Dividonds huimmly paid mid-lanuery, & mi¥ion, 5¢ Companyy Firancial Strength B++
!DBJ 3; ezmings. Exd. eximondnary dame , July, O I11 miioms, adpsied g;u. Stock’s Price Stabllity 100

8¢ Exel nontecurring 0 97, 2% » Div'd reitvest. ﬂanaﬁ!zbir 5% gacount. Quarters maync{zmstaua! Prica Growdh Pemsisienca 85
Nan nammgs mpurl tkm naﬂy {1} Inthudes dﬂeﬂeﬂ ::ha:pus AL 103105 change i shares outstanding

stmes beived mmm -
AR sl inguepbrsimt e giriactrleg el 0, s(1bseribe call 1-808-823-0045.
o X may be opoduced, e, stomed or barmiics In oy prided, clechonkc or other form, or fr generating or Mortetng any prinied o sleconic publietion, seViEe of oo,

Facad maioisl 5
TIIEPHB!SIEEREH RE lBlBLG WNHERHO!EGRMDNSI!MH“WBM!MM&
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-— 1 Doidenss
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A e i ] m
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AM I IASOND
why DOODDROODODOD 10
B ioiigelrale s |7
1 Ll R o . %
n=futicral Declstons I o LI -J_ o 3 - mﬁ njgu
b Lt o, e o
ooz miEE o4 & E
Hipm rryse ziims zrees | V20N 2 1] ' 5w AT A [
1990 | 1951 [ 1992 [ 1993 | 1954 [ 1855 | 1996 | 1957 | 1908 | 1959 | 2000 | 2004 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | CVALL LINEPUR, IG. J05-11
25| 17sn| 183m) 285 2189( 1830] 219 ( | B[ W2 | now| 200 ] 2EI | 4245 | 4293 44| 5] 5035 {Revanuos perch A 545
297| =04 2w7) 235 24| 251 m| am| 2ref 2w | 320| 324| z83| 4po| 387| as7| ars| 200 |*coshFlow*persh €50
126 1) 127) 1m) 42| tes]| 1Bs] wes| 54| 147 17| 188] 1M ] 2301 198 211] 185| 135 Eamingspersh @ 4
1ol s w7 ) i taz) | | e20) 1m] 13| 1] 12| 18| 13| t3@[ (35| 138 0WdsDecTdpersh Os | 145
238 205 217 243 288 283 285 13 Y] 342 267 F) 134 2E5 233 237 410 405 (o' Spending per sh 1
097 [ 963) 1066] 1104 ] 1ET] 1195] s2vm| 124 1386 ) 1472 1531 1624 | 1578 | 1625 | 1695 | 17.80| 17.85| 1860 |BockVakepersh© | 213
PB| B RRt] BH) Ae) R3] %I0) faqo] 5388 | A1) GoAT | B5A| b | A | er| WEs| 4AT5} 0 CommonShe Ut £ | AN |
TUF TE8 V6] 15671 WO 12¥] NE| 27| U2 W3| 16| WI| DI 1| L[| 147 [ Bok holres e |Rvg ARTIPIE FEBD o
i mp @y s S| 8| R Bl K| S H| 75{ 1% 83| 5| 78| Weqtee R PERate .
G9% ] 7a%| 62%| 53% | SE% | BA%| SA% | BN | 45N | 4B% | 4% | 45% | 40% | 50% | 4% az%| T Avg Anr'l Dhvd Yieid 3%
CAPITAL STRUCTURE g5 of 120105 9638 | 10558 ] 1406 | 9721 | 10011 | 14465 | 15645 [ 20642 | 20896 § 29853 | 2490 2600 |Reveoues (Smill) A 200
Totof Dot $045.2 . Durln SYreS5300md | me| eeol 6a6! eipl 6451 ma| o67| 1us] anel wan| oo0l 950 \NelProBibou o
:fg:,‘;‘m‘igjnﬂs m’;&"‘;g"w“&g& TT% | BT | 5% | Bl | B 7% | D% 1A% | 00% [ 2% TTA% | JA8% | 0% [Eome Tax Ratr I 3a0%
405 " ' GA% | 7% | BE%| 7A% | BI% | B2%  35% | SA% | 4% 48% | 36% | 27% [NetProfiHamin i1y
Ponslon Assofs-3/05 5631 7 mil TR | A% {20 0% | 415 | 431% [417% [ 457% [430% j 409% | 395% | 350% | J02% [Long-Tom Debt Ralie 1
Oblig. 36912 md | 594% | 562% | 57.1% | 66.1% | S4.B% i 55.3% | 624% | 54.9% | 572% | S8.6% | 500% | 30.0% |Common Equiy Rati | 50.0%
Preforred Stock S282mR. P Divd $13 mE. 5911 [ 104307 10648 | 12965 | 12002 { 74008 | 14825 | 14545 | 184386 | 14781 | 1515 1575 Yokl Caphial (mil) EE]
11308 | t207.9 | 13185 | 4027 | 44503 | 95907 | 46068 | 1674 | 19956 ) 10607 | 2020]  2ev0 et Plast By 2550
ok ABTS2 228 shs A% | 9% | G0% | 1% | 79% | 70% | 53% | 1% | 2% | B5%| &0%| &0% RemontomGal | E5%
150% | A% [ 8% | ST% | 119% (190% | 7O (137 | 195% | 117% | 0% | 10.0% [RebwnonSiv Eqully | 11.0%
MARKET CAP: 51.5 billion {Mid Cap) 1A% | 3% 1% | 99% | OT% e 12% | 7% §140% | 1675 | 120% | 100% | 10.0% |Retwn on Gom 11.0%
5E% | Li% | 25% ] 1% | 7% | 3Bk | BMF | 62% | 41% | 46% ] Zo%1 10% |Rewined & Com Eq 5%
CURRENTPOSIION 2004 2005 12BU05 | 6% 0% ) 78% | EZ% | 6% ) 6M% | 112% ] 55% | B5%) 6% 74%| 70% |AUDIVdsto NetPect 5%

Cash Assels 6.6 4.8 258 | BUSIRESS: WGL Holdings, Inc. & the parent of Washingion Gas  vides eeergy related prodecis in the DG meto ama; Wash, Gas
Othar A26.3 4752 8365 | (ghl & nawwal gos distibulor h Washingion, D.G and adjacent  Enotgy Sys. designefnstaBs compil heating, venilating, and ai
Current Assats 4328 3510 D624 | amus of VA and MD. o residenfl and coma) usors {1,008430  cond, Systame, Amarican Cenfary v, own 5.3% of common stack;
Acgls Peyable }79-0 2048 3514 | melers). Hampshim Gas, o federly reguifted sub,, oparates an  OFKDE less thae 1% ($06 prosy). Ctumn & CEO: JH, DeGraffen.
Dot Duo 22 S 38 ndogound gessioepe facliy in WV, Noneguialod subs.: rekdt the: D.C. and VA, Addr: %00 H SL, NW, Weshiagion, [.C
Current Liab, FITE “WITd oGy ) Wesh. Gas Enemy Sves. sels and defivers nalurd) gas and pro- 20080, Tel: 202-524-6410. Intemet www.wotholdings.com.
Fix. Chg. Cov, 448% 450%  450% + WGL. Holdings is off fo a decent start marketing segment. The unit struggled
ANNUAL RATES Pas{ Estd'0305| in fiscal 2006 (ends September 30th). owing to lower margins on natural gas.
gmwrsw 1’;%% f;fr;-% h&;“ The mainstay utility segment, where earn- which can be atiributed to larger mark-to-
‘ﬁa%" 508 GE% ings are largely dependent on the rates it market lesses. Moreover, e heating
Eamings 45%  BO% is abie to charge customers, reported eam-  ventilating, and air-conditdoning segment
Drvalends 15 5z ings of $0.92 a share in the most recent posted a Joss of $431,000, similar io the
o e - uarter, a 14% increase over a year ago. prior yearn. As a result of the lackluster
oot | QUARTERLY REVEHUES ffmulj» | Ful ntributing to these results was weather performance from WGL's nonregulated ac-
Ends ;Dec.3! Mardl Jun3d Sep30 that was 10% colder than normal. Also. tivitles, we have lowered ocur 2006 eamn-
o005 | 500 811 332 29l during the quarter, the company pur- ings Jorecast by a nickel, to $1.85, which is
2004 | 853 8622 3589 2852 chased a three-year weather insurance within management’s guided range. Mod-
205 | 6234 9XE 380 2841 licy covering Washington D.C., and a est progress is possible in 2007,
HE | G063 g0 360 g0 gating degree-day derivative contract to  The Prince Gearpe's County repair of
007 | 920 00 _ 380 35 tover the winter season in its Virginia forts continue to progress. So far,
focol | EARMWGSPERSHMREAB | full | corviee area. Both of these policies are Washington Cas has completed about 23%
Engs j0ec3t K3l Kn3T Sep3i iy | designed to fully protect ageinst warmer- of the main replacements and 21% of the
263 | 110 161 de5 ¢k | 23| than-normal temperatures, which should service work. It will evaluate the effects of
64 | B 182 @08 d37| 153} help second-quarter results somewhat due these capital expenditures on jts ability to
205 1 88 18 47 dB| )} 1o the above-averape temperatures experi- earn its aﬂuwzpmte of return, hefore tak-
z"?.%? ;1' ;—;: ﬁ g-g; ;ﬁ enced in January. Elsewhere, WGL. contin-  ing appropriate action.
2 ues to add meters at a nice pace, and is on This stock rmmay interest income-
Cal- | QUARTERYDVDBIDSPADT® | Fuy | track to gain an additional 30.500 cusiom- oriented investors. The yield is very re-
endot [Mar3l Jup3? Sep33 Dec3t| ¥ear! ers for the year. However, spectable among WGL's utility competitors
T | »5 38 38 38 | 1.7 [ WGL Heldings' no: lated s ent and these shares our Highest ratings
it xS )T S S ~ S 128 | reported a Joss of $0.61 a share for the for Safety (1) and Price Stability (100}
008 | %2 35 35 35 | 13| December period. This is well below the This issue is not well ranked for perform-
G4 b3 W 3 I 1324 50.07 gain last year, and was primarily angce, though (Timeliness: 5},
mE | s due to poor resuits from the retail energy Evan I Blaner March 17, 2006
Fiscal end Sepl. Ak Dividands histon aid Febnary, | '05: $150.0 milion, $3.085sh, % Fnanti Stro A
B s;sedyfnmdlmad :t‘farea Exchudes aop- ﬁy, Augus, an?ﬂlyﬂqmgsr -agi?i:lend rv.g- (E} In milions, sdjusted for Siock spit. mrho Stabfiity o 100
racurming losses: 01, t!13;]; 02, {M¢) vestment plan avalable, Price Growth Persisience 80
earings repor} doo (3o Apit {0} Incudes deforrad charges and intangiles. Prudiclablity 50

emmm%uﬁ?ﬁmrmmwgm %
THE PUBUSUER B NOT HI0LE FOR ANY ansukom_snnsumm.n‘;rmismm
of | may be meproduced, reasid, goed o fronseited & ony g I i

g e sp Aoy ekl e ieebeb Ared o) sUbsEriDE Call 1-800-833-0046.
pirted electvic o ol lo or PoRRIiNg O ohvieiog ey pertad or ettt prbicolion, sesvice Of prodet.
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BUSINESS: Southam Unlon Ce, disiributes naturd gas to appros-
mately 1 milllon customers Lhrough it aperating divisions - Missour
Gas Enorgy, PG Enery, Bnd New Engiant. They seve resdeniiad

in M #454,000), Ponnsyt
{5,000}, Rhodo ldand, Ph.'-:a):lmcﬁs {200,000}, and Maxico.
Completed memer with Valley Resources, FzF River Gas, and Pro-

ia {156,000, Florida

vidance Enengy In Sept 2000. Sold Souhen Union Gas Company
in Jan. 2003, Has 3,023 employees. Officers & dimctors own 10L1%
it sinck {04 prowey). Goaimnan, President & Chiet Executive D3-
ficer. George L Lindemann, inc: Delaware. Address: 447 Lack-
awanna Avenve, Scranon, PA JB503. Telephono: 570-514-5000.

ANNLIAL RATES  Past Past Ect'd 'B2-'04
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Southern Union has compieted the ac-
?u.isi!:ion of Sid Richardson Encrgy
or $1.8 billion. The business will enter
the Southerns Unlon Gas Services s
with the puithase temporarily
through the use of a bridge Jvan until
anent financing can be put in place.
y will use the proceeds from
the sales of its PG Energy assets of $580
million. and Rhode Island gas utlity as-
sets of $575 miilion, less assumed debt of
artially offset the Sid
oreover, the remaining
amount will likely be funded through the
use of equity and debt financing. Sid
Richardson is a leading provider of gas
gathering and processing services in the
sputheastern New Mexico and west Texas
areas of the Permian Basin. Furthermaore.

ent,
nded
MMcFf

proval

pace to be finished by the middle of the
year. Upon complation, send-out capacity
will triple to 1.8 billion cubic feet per day.
The Florida Gas phase VII
which will intrease capacity by up to 160
per day. is scheduled to be in service
by the middle of 2007 if regulatory ap-

is

decade. the Transwestern pipeline Phoenix
lateral is scheduled to come on line. These
projects should all contribute to the mid-
single-digit e
ing over the 3- to 5-year pull.

The board has approved a cash divi-
dend for 2006. The annual payment will
total $0.40 a share. and replace the compa-
ny's historical use of a §
dividend. (The fourth-quarter carnings re-
sults were to be announced shortl

expansion,
nted. Further out to Iate

s gains we are forecast-

anpual stock

after

gggg g‘g }g },g gg ;g over the past few years Southern Union this report went te press.) Meanwhile, over
s | w 5 40 s} 15s| has slowly transitioned from a distribution the 2003-2011 period, Southern Union
ot | CUARIERLY TVDEDS DS company inte other ventures, such as shares offer investors worthwhile total re-
sodar |Mat3) Jun3p Sep®) Dect £ | transportation and storage. turn potential. Finally, following the in-
03 The company’s growth prospects aver crease in debt leveis from the Sid
203 NO CASH DIVIGENDS the 2009-2011 period appear promis- Richardson purchase, the company will
e BEING PXD ing. Southern Union's phase 1 of the lkely continue the task of reducing its
2005 Truckline LNG expansion should be com- debt-to-equity ratio.

205 pleted shortly, with the second phase on FEwvan I Blatler March 17, 2006
A) Fiszal year ands June 308 (hrough 200%; | 50¢ Naxd egs. reporl tur e AprL expectsd to be pald in fot hall of 2006 Ca B

Decambar 3161 bag. in 2005,
(B) Based on divied shares. Exchedes non-
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Missour Ges Energy
indicated Common Equity Cost Rate
Through Use of 2 Risk Premium Mode!
Using an Adjusted Total Market Approach,
Proxy Group Proxy Group
of Four Gas of Eight
Line Distribution Value Line Gas Southern Union
No, Companies Distribution Companies Company

1 Prospeciive Yield on Asa Rated

Corporate Bonds (1) 575 % 575 % 575 %
2. Adjustment to Reflect Yield Spread

Between Aaa Rated Comporate

Bonds and A Rated Public

Utility Bonds 047 (2) 0.47 (2) 0.47 (2)
3 Adjusted Prospective Yieid on A Rated

Public Utility Bonds 6§22 % 622 % 622 %
4. Adjustment to Reflect Band

Raling Difference 0.00 (4) 000 (4) 0.40 (3}
5. Adjusied Prospeclive Bong Yiekd 522 622 662
8. Equity Risk Premium (5) 4.31 4,26 4.44
7. Risk Premium Derived Common

Equity Cost Rate 10.53 % 10.48 % 11.06 %

Noles. (1) Derived in Note (4) on page € of this schedule.

(2) The average vield spread of A rated public utilty bonds over Aaa rated
corparate bonds of 0.47% from page 4 of this scheduie.

(3)  ©One and one-third the average the average spread betwsen A and Baa rated
public ulifity bond vields of 30 basis points ({1 113 X 0.30% = 0 40% (from
page 4 of this schedule))

(4} No adjuslment necessary as the average Moody's bond raling for the proxy
group is A2

(8} From page 5 of this schedule
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Eight Vaiue Ling Gas Ristribution Companies and Southern Linion Company

Proxy Group of Four
Gas Distribution Companies

Missourt Gas Engroy

Comparison of Bond Ratings and Business profile
for the Proxy Group of Four Gas Distribution Companies. Ihe proxy group of

Schedule FJH-13
Page 2 of 9

Gascade Natural Gas Corporation
NICOR Inc (3)

Morthwest Naiural Gas Company
Piedmaont Natural Gas Co.. Inc

Average

Proxy Group of Eight Value
Line Gas Distribution Companies

Cascade Natural Gas Corporation
The Laclede Group, Inc (4)

New Jersey Resources Corp. {5)
NICOR Inc. (3)

Northwest Natural Gas Company
Peoples Energy Corporation (6)
Pledmont Natural Gas Ce., Inc
WGL Holdings. Inc. (7)

Average

Southemn Unlon Company {8)

February 2006 February 2006
Moody's Slandard & Poor's Standard & Poor's
Bond Rating Bond Ratlng Business Profile (2)
Bond Numerica) Bond Numerical

Ratling Weighting (1} Bating Weighting (1}

Baat 80 BBB+ BO 20
Aal 40 AA 30 2.0
A2 B0 A+ 30 10
A3 7.0 A 650 20
A2 6.3 A+A 5.5 1.8
Baat a0 BBB+ 80 20
A3 70 A 60 io
Aal 40 AA- 40 2.0
Aal 40 AA 30 20
A2 80 A+ 50 1.0
Aa3 48 A- 7.0 30
A3 70 A 80 20
A2 60 AA- 40 20
AZ 5.8 A 5.4 2.1
Baald 10.0 BBB 9.0 3.0

Noles: (1) From page 3 of this schedule
{2} From Standard & Poor's U 5. Utillty And Power Ranking List, March 17, 2006,

{3) Ralings and business profile are those of NHCDR Gas Company

{4} Ratings and business profile are those of Laclede Gas Co.

(5} Ralings and business profile are those of New Jersey Natural Gas

{6) Ratings and business profile are a composlle of those of North Shore Gas Company and
Peoples Gas Light & Coke Company.

{7} Ratings and business profile are these of Washington Gas Light Company

{8} Ratings and business profile are a composite of those of Sauthern Union Company, Panhandie
Eastem Pipe Line Company and Transwestern Pipeline Company.

Source of information:

Moocdy's Investors Service

Standara & Poor's Global Utititles Rating Service
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Moody's
Bond Rating

Aaa

Azi
Aa2
Aa3

Al
A2
A3

Baa1
Baaz
Baal3

Bai
Ba2
Ba3d

Missouri Gas Energy
Numerical Assignment for

Moody's and Standard & Poor's Bond Ratings

Numerical
Bond Weightin
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Standard & Poor's
__Bond Rating

AAA

AA+
AA
AA-

A+
A
A~

BBB+
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Missouri Gas Energy
Judgment of Equity Risk Premium
for the Proxy Groug of Four Gas Distribution Companles. the Proxy Group of
Eight Value Line Gas Distibutian C . { Soutf Union G ny

Schedule FJH-13
Page 5 of @

Notes: (1) From page 6 of this schedule
(2) From page 8 of this schedule.

Proxy Group Proxy Group
of Four Gas of Eight
Line Distribution Value Line Gas Scuthern Union
No. Companies Distribution Companies Company
1 Caiculated equity risk
premium based on the
total market using
lhe beta approach (1) 447 % 437 % 5268 %
2. Mean equily risk premium
based on a study
using the holding periad
relurns of public vlifities with:
a. A rated bonds (2} 4.14 4.14
b. Baa rated bonds {2) 3.62
3 Average equity risk premium 4,31 % 4.26 % 4.44 %
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Line

Noles:

Missourd Gas Energy

Berivation of Equily Risk Premium Based on the Total Market Approach
for the Proxy Group of Four Gas Distribulion Companies. the Praxy Grotp of
Eigh! Vatue Line Gas Distribulion Companies ant Sovthern Union Company

Arithmelic mean {ola! retum sale oa
the Slandard & Poor's 500 Compuosite
Index - 1926-2004 {1)

Arithmelic mean yield an

Aaa and Aa Corporate Bond
1926-2004 ()

Hislorical Equity Risk Premium

Fotecasied 3-5 yoar Total Annwal
Market Rejum (3}

Piospeclive Yield an Aaa Raled

Corporate Bonds {4)

Forecasied Equily Risk Premium

Average of Hislorical and Forecasled
Equity Risk Premivm (5}

AdJusted Value Line Bela (6)

Betla Adjusied Equily Risk Premium

Proxy Group
of Four Gas
Distribulion

Companles

1240 %

5.12

6.28 %

s89 %
5.75

4%
526 %
0.85

447 %

Proxy Group
of Eight
Vaiue Lina Gas
Distribution Companies

1240 %

5.12

6.28 %

298 %
5.75
4.24 %
526 %
2.83

4,37 %
S LA

{1} From Siocks. Bonds, Bllis and [nflation - 2005 Yearbook Valuation Editlon. |bbotson

Associates, fnc . Chicago. IL. 2005

{2) From Moody's industrisl Manual and Mergent Bond Record Monthiy Update

{3) From page 4 of scheduls 15

{4) Average forecast based wpon six quarerty estimates of Aaa raled corporate bonds per
ihe consensus of nearly 50 economists reported in Blue Chip Financial Foracasts daled
March 1, 2005 (see page 7 of this schedule) The estimales are delalied below

First Quarlar 2008
Second Quarier 2006
Third Quarter 2008
Fourth Quarter 2006
First Quarter 2007
Second Quarter 2007

Average

(5) Average of the Historical Equily Risk Premlum of 8 3% from Ling No. 3 and
the Forecasled Equity Risk Premium of 4.24% from Line No G ({6 28% +

4 24%:} 1 2 = 5 26%. rounded to 5 3%)
(6) From page 9 of lhis schedule

540 %
S70
5B0
580
580

5.90
5.75 %

Schedula FJH-13
Paga 6 of 9

Southern Unlon
Company

1240 %

6.12

6.28 %

999 %

{5.75)

4.24 %

526 %

1.00

526 %
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Consensus Forecasts Of U.S. Interest Rates And Key Assumptions’

History

Average For Week Ending—-- -—Avempe For Month-—- Latest Q |

Interest Raies Feb. 17 FEeb.10 Feb.3 Jom. 27 Jan, Dec, Nov, 4020051
Federal Funds Rate 4.49 4.50 4.44 426 429 4.16 4.00 3.88
Prime Rate 750 7.50 732 1.25 7.26 7.15 1.00 697
LIBOR, 3-mo. 476 4.72 4.70 4563 4.60 449 435 434
Commercial Paper, l-eo. 446 4 44 445 4.44 436 423 4.01 4.03
Treasury bill, 3-mo. 435 4.50 4438 442 434 397 397 3.91
Treasury bill, 6-mo. 4.70 468 461 4,53 447 433 430 425
Treesury bill, | yr. 470 467 460 450 445 435 433 4.29
Treasury mote, 2 yr. 469 4.64 4.57 444 440 440 442 436
Treasury note, 5 yr. 459 454 449 438 435 439 445 439
Treasury nots, 10 yr. 459 4.56 4.55 4.46 442 447 4.54 4.49
Treasury note, 20 yr 4.76 473 475 469 465 473 483 471
Corporate Asa bond 531 534 539 5133 5.30 5.37 542 538
Corpornte Bagr bond 630 628 6131 626 6.24 6.32 6.39 6.35
State & Local bonds 4,42 442 4.43 442 437 446 457 4.50
Home mortgage rate 6.28 624 6.23 612 615 627 633 622
History:

) Q 2Q 3Q 4Q 1Q Q Q 4Q
Key Assumgfions 2004 2004 2004 2004 2005 2005 2005 2005
Maior Curreney Index 833 8R.0 B6.5 218 813 R3S 847 g5 8
Real GDP 43 i35 40 33 18 33 41 1.1
GDP Price Index 16 39 15 27 31 26 33 30
Consumer Price Index 33 39 21 6 23 3.8 55 13

'Individua! paocl members' forecasts are on pages 4 through 9. Historical data for interest rtes exeept LIBOR is from Federnt Reserve Relotse (FRSR} H 15_ LIBOR quotes

svailoble from The Pall Street Journal. Definitions reported here ore same s those in FRSR B.15. Treasury yields are reported an o constent maturity basis Histerical data for the
U.S. Federal Reserve Board's Major Currency Indey is from FRSR H.10 and G.5. Historicel dota for Real GDP and GDP Chnined Price Index ore from the Burean of Economic
Anslysis (BEA) Consumer Price Index (£P1) kistory i1 from the Department of Labor’s Burceu of Labor Statisties {(BL 5).

U.S, Treasury Yield Curve
Waek endad Fabniary 17, 2006 and Year Ago vs
1Q 2008 and 2Q 2007 Contensys foracasts

T.00 7.00
san 1 —Yeor Agu‘ feso
§00 £ —K—Wosk andnd 2117/06 £ 600
g5q 1. ~—Conssnsus 20 2007 .:. 550
snot —I—C;'.qnumsu- !'Q 2005 R P ] 5.00
REE 3
o 3504 {300
aop ] L2
250 T + 200
zo0 F - 1.50
150 % 4 1oo
100 3 — } + ! } - 050
Ime Bmg fyr 2yr Syr 10y 20yt
Maturitles
Corporate Bond Spreads
As of waak andad February 17, 20058
400 r 400
375 4 Baa Coiporate Bond 1375
350 4+ Yieid T 350
minus 10-Year T-8ond 4 325
- 300
L 275
- 250
b 225
F 200
- 175
L 150
- 125
. o 100
Aag Comporate Bond Yield 75
minus 10-Year T-Bond Yield i gg
o T S 4 + : ¥ o

1989 2000 2001 2002 2003 2004 2005

U.8. 3-Mo. T-Bills & 10-Yr. T-Note Yield

750 {Quariedy Avorago) Hictory Forocasi 50
o0k - 700
850 ¥ + 650
§.00 + Congansus + 600
ss0 1 ~ L 550
500 F ﬁ 500
L4503 & 450
400+ L 4.00
3sotd 4 850
30p 1 30-Ye T-Note f3om0
250 j_ Yiald. ) Laso
2003 ' .Ezon
150 2aonth T-8% Yicd T 180
100 4 £100
0.55 drrr e e e

i 19 1 1 1 1 e @ da

10 =}
1897 1698 1999 2000 2001 2002 2003 2004 2005 2006 2007

U.S. Treasury Yield Curve

As of wagk ended February 17. 2008

2
10-Yeor T-Bond
350 T Yield

300 + minus 3-Month T-BHI
350 3. Yiald

Basis Points
ah
=4
S

100
75
50
28 R

251

T bt

1888 1953 2000 2001 -ZDDZ 2003 2004

2005



Schedule FJH-13
Page 8 of 9

Mi i GasE
Value Line Adjusted Betas
for the Proxy Group of Four Gas Distribution Companies, the Proxy Group of

Eight Value Line Gas Distribution Companies and Southern Union Company

| - @ ® 900000000
I XXX XYY XXX XX RSN XN N NR R R 2 Q0 QX X . L N

Value Line
Adjusted
Bela

Proxy Group of Four Gas Disiribution
Companies
Cascade Natural Gas Corporation 0.8c
NICOR Ine. 1.15
Northwest Natural Gas Company 0.70
Piedmont Natural Gas Co., Inc. Q.75

Average 0.85
Proxy Group of Eight Value Line Gas
Distribution Companies
Cascade Natural Gas Corporation 0.80
The Latlede Group, inc. 0.30
New Jersey Resources Corp. 0.80
NICOR Inc. 1145
Northwest Natural Gas Company 070
Peoples Energy Corporation 0.85
Piedmont Natural Gas Co., Inc. 0.75
WGL Holdings, Inc. 0.80
Average 0.83
Southern Union Company 1.00

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

March 17, 2006
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The Equity Risk Premium

For example, if bond yields rise unexpectedly, investors can receive a higher coupon payment from a
newly issued bond than from the purchase of an cutstanding bond with the former lower-coupon
payment. The outstanding lower-coupon bond will thus fail to attracr buyers, and irs price will
decrease, causing its yield to increase correspondingly, as its conpon payment remaing the same. The
newly priced outstanding bond will subsequently actract purchasers who will benefit from the shift in
price and yield; however, those investors who already held the bond will suffer a capital loss due to
the fall in price.

Anticipated changes in yields are assessed by the market and figuced into the price of a bond.
Future changes in yields that are not anticipated will cause the price of the bond to adjust accord-
ingly. Price changes in bonds due to unanticipated changes in yields introduce price risk into the rotal
return. Therefore, the total return on the bond series does not represent the riskless rate of return.
The income return better represents the unbizsed estimate of the purely riskless rate of return, since
an investor can hold a bond to maturiry and be entitled to the income return with no capital loss.

Arithmetic versus Geometric Means

The eqguity risk premium data presented in this book are arithmetic average risk premia as opposed
to geometric average risk premia. The arithmetic average equity risk premium can be demonstrated
to be most appropriate when discounting furure cash flows. For use as the expected equiry risk
preminm in either the CAPM or the building block approach, the arithmeric mean or the simpla
difference of the arithmetic means of stock market rerurns and riskless rates is the relevant number
This is because both the CAPM and the building block approack are additive models, in which the
cost of capiral is the sum of its parts. The geometric average is more appropriate for reposting past
pecformance, since it represents the compound average return.

The argument for using the arithmetic average is quite straightforward. In looking at projected
cash flows, the equity risk premium that should be employed is the equity rick premjum that is
expected to actually be incuzred over the future time periods. Graph 5-3 shows the realized equity
sisk premium for each year based on the rerurns of the 5&P 500 and the income retorn on fong-term
governmoent bonds. (The actual, observed difference between the return on the stock market and the
riskless rate is known as the realized equity risk premium.} There is considerable volatility in the
year-by-year stadstics. At times the realized equity risk premium is even negative.

IbbotsonAssociates 75
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Chapter 5

Graph 5-3

Beallzed Equity Risk Premiurm Per Year
1926-2004

80_
50 _
a0 i

30-‘;

20 ]

Equily Rislc Prammum firi percent}

1925 1935

1845 1955 1055 1978 1885 1885 2004
Year-end

To illustrate how the arithmetic mean is more appropriate than the geomerric mean in discounting
cash flows, suppose the expected return on a stock is 10 percent per year with a standard deviatjon
of 20 percent. Also assume that only two outcomes are possible each year— +30 percenr and -10
percent (i.e., the mean plus or minus one standard deviarion). The probability of cccurrence for
each outcome is equal. The growth of wealth Over a two-year period is illustrated in Graph §5-4.

.

76 SBB! valuztion Edition 2005 Yearbook
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The Eguity Risk Premium

Graph 5-4
Growth of Wealth Example

70 ‘ 3:5 .

-

§1.00

$070

0 1 2
Years

The most common outcome of $1.17 is given by the geometric mean of 8.2 percent. Compounding
the possible outcomes as follows derives the geometric mean:

[(1+0.30)x {1- 0.10)/% - 1=0.082

However, the expectad value is predicted by compounding the arithmeric, not the geometric, mezn.
To illustrate this, we ne:d to look at the probabiliry-weighted average of zll possible outcomes:

(0.25 X $1.€9) = $0.4225
+(0.50 % $1.17) = $0.5850
+(0.25 x $0.81) = $0.2025

Total $1.2100

Therefore, §1.21 is the probability-weighted expected value. The rate that must be compounded 1o
achieve the terminal valne of $1.21 after 2 years is 10 percent, the asithmeric mean:

$1x{1+0.10) = $1.21
The geometric racan, when compounded, results in the median of the distribution:
$1x{1+0.082)" = $1.17

The arithmetic mean equates the expected furure value with the presenr value; it is therefore the
approprizate discount rate.

IbbotsonAssociates 77
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Appropriate Historical Time Period

The equity risk preminm can be estimared nsing any historical time period. For the U.S., market data
exjsts at least as far back as the late 1800s. Therefore, it is possible 10 estimate the equiry risk premivm
using data that covers roughly the past 100 years.

The Ibbotson Associates equiry risk premium covers the time period from 1926 to the present.
The original data source for the time series comprising the equity risk premium is the Center for
Research in Security Pricas. CRSP chose to begin their analysis of marker returns with 1926 for two
main reasons. CRSP determined that the time period around 1326 was approximately when quality
financial data became available. They also made a conscious =ffort to include the period of extreme
market volatilicy from the late rwenties and early thirties; 1926 was chosen because it includes one
full business cycle of data before the market crash of 1929. These are the most basic reasons why
Ibbotson Associates' eguiry risk premium caleulation window starts in 1924,

Traplicit in using history to forecast the future is the assumption that investors’ expectations for
futnre putcomes conform to past resuits. This method assumes that the price of taking on risk changes
only slowly, if at all, over time. This “future equals the past™ assumption is most applicable to a

random fime-series variable. A time-series varizble is random if its value in one period s independent
of jts value in other periods.

Does the Equity Risk Premium Revert to Its Mean over Time?

Some have argued thar the estimate of the equity risk premium is upwardly biased since the stock
market is currently priced high. In other words, since there have been several years with
exrraordinarily high market returns and realized equity risk premia, the expectation is that retums
and realized equity risk premia will be lower in the future, bringing the average back to a normalized
level. This argument relies on several stdies that have tried to derermine whether reversion to the
mean exists in stock market prices and the equity risk premium.' Several academics contradict each
other on this topic; moreover, the evidence supporting this argument is nejther conclusive nor
compelling enough to make such a strong assumption.

Our own empirical evidence suggests that the yearly difference between the stock market total
rerurn and the U.S. Treasury bond income return in any particular year is random. Graph 5-3,
presented earlier, illustrares the randomness of the realized equity risk preminm.

3 Famaz, Eugene F, and Kenneth R, French. “Parmanent and Temporary Components of Stock Prices,” Journal of Political
Economy, April 1988, pp. 246-273. Poterba, James M , and Lawrence H. Summers. “Mean Reversion in Stock Prices,”
Journal of Financial Economics, October 1988, pp 27-59. Lo, Andrew W, and A. Craig MacKinlay, "Srack Market
Prices Do Not Follow Randoss Walks: Evidence from a Simple Specification Test,” The Review of Financial Studies, Spring
1388, pp. 41-66. Finnerry, John D, and Dean Leistikow. “The Behavior of Equity and Deb: Bisk Premiums: Are They
Mean Reverting and Downward-Trending?™ The Journal of Portfolio Maragemert, Summer 1993, pp. 73-84. Ibbotson,
Roger ., and Scotr L. Eummer “The Behavior of Equity and Debt Risk Premivms: Comment,” The Journal of Portfalio
Management, Summer 1994, pp. 28-100_ Finnerty, John D., and Dean Leistikow. “The Behavior of Equity and Debt Risk
Premivms: Reply to Comment,” The Journal of Portfolio Management, Summer 1994, pp. 101-102.

78 SBE! Valuation Edition 2005 Yearbook
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The Equity Risk Premium

A staristical measure of the randomness of a rerurn series is its serial correlation. Serial
correladon {or autocorrelation) is defined as the degree to which the return of a given series is related
from period to period. A serial correlation near positive one indicates thar returns are predicrable
from one period to the next period and are positively related. That is, the rerurns of one period are a
good predictor of the rerurns in the next period. Conversely, a serial correlation near negative one
indicates that the returns in one period are inversely related to those of the next period. A serial
correlation near zero indicares that the returns are random or unpredictable from one period to the
next. Table 5-3 contains the serial correlation of the market total returns, the realized long-horizen
equiry risk premium, and inflation.

Table 5-3

interpratation of Annual Seral Carrelations

1825-2004

Series Saral Correlation Interpretation
Large Company Stock Total Asturns 0os Random
Equity Risk Pramium 004 Random
infiatton Rates 065 Trend

The significance of this evidence is that the realized equity risk premium next year will not be
dependent on the realized equity risk premium from this year. That is, there is no discernable pattern
in the realized equity risk premium—it is virrually impossible to forecast next year's realized risk
premium based on the premium of the previous year. For example, if this year's diffecence between
the riskless rate and the return on the stock market is higher than last year's, that does not imply that
next year's will be higher than this year's. It is as likely to be higher as it is lower. The best estimarte of
the expected value of a variable that has behaved randomly in the past is the average (or arithmetic
mean} of its past values.

Table 5-4 also indicates that the equity risk premium varies considerably by decade, from a
high of 17.9 percent in the 1950s to a low of 0.3 percent in the 1970s. This look at the historical
equity risk premium reveals no chservable partern.

Tabie 5-4
Long-HMorizon Equity Risk Premium by Decade
1926--2004
19205 1330s 19408 1950s 19605 19788 15805 1990s 200Gs*™  19¢5-2004
17 6% 23% 80% 17 2% 4 2% Q3% T9% i21% -B2% B 1%
*Based on the perfed 1926~1928
“"Based an tha period 2000~2004
IbbotsenAssociates 73
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Finnerty and Leistkow perform more econometrieally sophisticated tests of mean reversion in the
equity risk premium. Their tests demonstrate that—as we suspecred from our simpler tests—the equity
risk premium that was realized over 1926 w0 the present was almost perfectly free of mean reversion
and had no statisdeally identifiable time trends.* Lo and MacKinlay conclude, “the rejection of the
random walk for weekly returns does not support a mean-reverting model of asset prices.”

Choosing an Appropriate Historical Period

The estimate of the equity risk premium depends on the length of the data serfes studied. A proper
estimate of the equity risk premium requires a data series long enough to give a reliable average withour
being unduly influenced by very good and very poor short-term returns. When calculated using a long
data series, the historical equity risk premium i relatively exable® Furthermore, becanse an average of
the realized equity risk premium is quite volatile when calculated using a shorr history, using a long
series makes it less likely thar the analyst can justify any number he or she wants. The magnitude of
how shorzer periods can affect the resulr will be explored later in this chaprer.

Some analysts estimate the expected equity risk premivm using a shorter, more recent time
pericd on the basis that recent events are more likely to be repeated in the near future; furthermore,
they believe that the 1920s, 1930s, and 1940s contain too many unusual evenes. This view is suspect
because all periods contain “wnusual™ events. Some of the most unusual evenes of this century took
place quite recently, including the inflation of the late 1970s and early 1980s, the October 1987
stock market crash, the collapse of the high-yield bond market, the major contraction and consolida-
tion of the thrift industry, the collapse of the Soviet Union, aad the development of the Europesn
Economic Communiry—all of these happened approximately in the last 30 years.

It is even difficult for economists to predict the economic environment of the future. For
example, if one were analyzing the stock marker in 1987 before the crash, it would be staristically
improbable to predict the impending short-term volarility without considering the stock market
crash and market volatility of the 1329-1931 period.

Withour an appreciation of the 1920s and 1930s, no one would believe thar such evens could
happen. The 73-year period starring with 1926 is representative of what can happen: it includes high
and low returns, volatile and quiet markers, war and peace, inflation and deflation, and prosperity
and depression. Restricting awenrion to a shorter historical period underestimates the amounr of
change that could occur in a long fumre period. Finally, because historical event-rypes (not specific

4 Though the study performsd by Finserty and Leisttkow demonstrates that the waditional equity risk premium exhibits no
mean reversion or drift, they conclude that, “the processes penerating these risk premiums are generally mean-reverdng.™
This conclusion is completely unrelated o their statistical findings and has received some criticism, In addition to
examining thz maditional equity risk premia, Finnerry and Leistikqw include anglysss on “real” cisk premia as well ag
separate tisk premia for income and capitz! gains. In their comments on the study, Ibbotson and Lummes show that these
“real” risk premia adjust for inflation twice, “creating variables with no cconumic content. ” In addition, separating
income snd czpital gains doss not shed Yight on the behavior of the risk premia 28 2 whole

S This assertion is further corroborated by data presented in Global Investing: The Professional’s Guide 1o the World of
Capital Markets {by Roget G. Ibbotson and Gary P. Brinson and published by MeGraw-Hill, New York). Ibbotson and
Erinson construtted a stock market total reruen series back to 1750. Even with some uncerainty about the accuracy of the
dara before the mid-nineteenth century, the resuls are remarkable. The real [adjusted for inflation) returns thart investors
received during the three 30-year periods and one 53-year period between 1798 and 1950 did not differ greatly from one
another {that iz, in a statstically significant amount). Nor did the real recurns differ greatly from the overall 201 -year
average. This finding implies that because real stock-market recurns have been reasonably consistent over dme, invastors
can use chese past rerwns as reasonable bases for forming their expeetations of future setumns.

80 SBBI Vauation Edition 2005 Yearbook
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evenes) tend to repear themselves, long-run capital marker return studies can reveal a grear deal
abour the fature. Investors probably expect “unusunal™ events 0 occur from time to time, and their
return expecrations reflect chis.

A Look at the Historical Results

It is interesting to take a look at the realized rerurns and realized equity risk premium in the context
of the above discussion. Table 5-5 shows the average stock market return and the average (arithmeric
mean) realized long-horizon equity risk premium over various historical time periods. Similarly,
Graph 5-5 shows the average (arithmetic mean) realized equiry risk premium calculated throngh
2004 for different starting dates. The table and the graph both show that using a longer historical
period provides a more stable estimate of the equity risk premium. The reason is thar any unique
period will not be weighted heavily in an average covering a lonper historical period. It berter
represents the probability of these unique events occurring over a long period of time.,

Table 5-5

Stock Market Return and Equity Risk Premium Over Time

1826~2004

Pericd Pariod Larga Company Stock Arithmetic Long-Horizon Equity
Length Dates Mean Total Heturn Risk Premlum
79 years 1826-2004 12 4% 7 2%

70 years 1835-2004 13 1% 7%

&0 ysars 1845-2004 13.3% 7.3%

50 yaurs 1855-2004 12 3% 56%

40 years 1965-2004 T18% 4 4%
Wyess 19752004 14 8% 59%

20 years 18852004 14 5% T 4%
iGyears  1990-2004 12 4% 60%
10years  1995-2004 140% 81%

5 years 2000-2004 -07% -5 2%

Looking carefully at Graph 5-5 will clarify this point. The graph shows the realized equiry risk
premium for a series of time periods through 2004, starting with 1926, In other words, the firse
value on the graph represents the average realized equity risk premium over the period 1926-2004.
The next value on the graph represents the average realized equity risk premivm over the pericd
1927-2004, and so on, with the iast value reprasenting the average over the most recent five years,
2000-2004. Concentrating on the left side of Graph 5-5, one notices that the realized equity risk
premium, when measured over long periods of time, is relatively stable. In viewing the graph from
lefr to right, moving from longer to shorter historical periods, one sees that the vzlue of the realized
equiry risk premium begins ro decline significantly. Why does this occur? The reason is thar the
severe bear market of 1973-1974 is receiving proportionately more weight in the shorter, more
recent average. If you continue to follow the line to the right, however, you will aiso notice thar when
1973 and 1974 fall out of the recent average, the realized equity risk premium jumps up by nearly
1.5 percent.

IbbotsonAssociales 81
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Missouri Gas Energy
Indicated Common Equity Cost Rale Through Use of the
CapHal Asset Pricing Madel for the Proxy Group of Four Gas Distribution Companles,
the Proxy Group of Eight Value Line Gas Distribution Companies
and Souihem Union Company
Proxy Group Proxy Group
of Four Gas of Eight Value Linz
Line Distribulion Gas Distribution Southern Union
Mo, Companies Companies Company
1. Capilal Asset Pricing Model
Derived Company Equity
Cost Rale (1) 10,48 % 1047 % 1102 %
2 Capilal Asset Pricing Model
Derived Company Equily
Cost Rate (2) 140 % 10,32 % 1108 %
3 Condlusion 10,44 % 1025 % 108 %

Notes: (1) Developed on page 2 of this schedule.
{2} Developed on page 3 of this schedule



Value Une
Adjusted
Bela
Proxy Group of Fowr Gas
Distribution Companies
Cascade MNatural Gas Somposalion aen
NICOR Ine. 15
Neorhwest Nawral Gas Company oI
Pledmont Malural Gas Co . Inc 075
Average 0.85
Proxy Graug of Eight Vaiuve Line
Gas Distibution Companies
Cascade Natural Gas Corporalion 0B0
The Laclede Group, Inc 480
New Jersey Resowrces Corp [13:00]
NICOR Ine, 118
Northwesl Natural Gas Company o070
Peoples Enengy Corporation 0B5
Phedimont Natural Gas Co . Inc G775
WGL Holdings. the ¢80
Average .83
Southern Union Company 1.00

indleatad Comman Equity Cost Rale Through Use

See page 4 for hotes

b
of the Capital Assat Prclng Moried

Company-Specific
Risk Pramium
Based on Market

premium of §.11%._ {1

Traditionn! Capiial Asset Pricing Model {4)

489 %
703
428
4,58

5.20 %

e

489 %
4 B8
459
703
428
519
458
489

5.08 %
L.

6.41 %

CAPM Result
Including
Risk-Free

Rale of 4.98% (2)

Schedule FJH-15
Page 2 of 4

Recommended

CAPM Result (3}

987 %
120
426
S 56

987 %
987
387
1201
976
117
956
987

1109 %

907 %
120

4.56

T __104B %

987 %
887
9487
1201
117
956
987

10,17 %

11.08 %
—Em



Schedule F/H-15
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Missong Gas Foergy
Indicated Common Equity Cost Rats Through Use
of tha Capital Assef Pricing Mode)
Company-Specific CAPM Result
Value Line Risk Premium including
Adjusied Based on Market Risk-Frea Recommended
Brla Premium of 6.11%_ (1) Rats of 488% (2) CAPM Result [3)
Emnitlesl Copltal Assat Priclng Moded [5)

Proxy Group of Four Gas
Cistribution Companles
Cascade Matural Gas Corparation oa0 519 % 1617 % 017 %
MICOR Inc, 115 LR 1178 178
Noithwest Nalural Gas Company ovTo 474 §72 872
Pladment Natural Gas Co . Inc 075 4.96 494 9.94

Average 005 542 % 10.40 %
Proxy Group of Eight Value Line
Gas Disiribution Companies
Cascade Matural Gas Corparaton 080 519 % 1817 % 017 %
The Lacleds Group, Inc 080 518 017 1017
Naw Jersey Resowrces Com [ i} 518 1017 017
NICOR inc. 118 580 1178 178
Nonhwes| Natural Gas Gompany (] a74 872 gv2
Peoples Energy Gorporalion oas 542 1040 1049
Pledmant Natural Gas Ca . Inc 075 4196 994 294
WGL Holdings. Ine 0.80 5.1% 1617 i0.47

Average 0.83 534 % 10.32 %
Soulhem Unton Company .00 __BU% 1109 % 11.09 %

See page 4 for notes
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Missouri Gas Energy
Development of the Market-Required Rate of Return on Common Equity Using the

Capital Asset Pricing Model for the Proxy Group of Four Gas Distribution Companies,
the Praxy Group of Eight Value Line Gas Distribution Companies and Southern Union Company
Adijusted to Reflact a Forecasted Risk-Free Rate and Market Retum

From the twe previous month-end {January ‘06 - February '06), as well as a recently available (March 3, 2006),
Value Line Summary & Index, a forecasted 3-5 year {otal annual marke! return of 9.89% can be derived by
averaging the January 2006, February 20086, and spot forecasted total 3-5 year lotal appreciation, converting it
inla an annual market appreciation zod adding the Value Line average forecasted annual dividand yield .

The 3-5 year average {otal market appreciation of 38%, produces a four-year average annual refum of
8 30% ({(1.38°%) - 1)*100}) When the average annual forecasted dividend yield of 1.60% is added, a fotal
average market return of © 89% (1 60% + 8.39%) is derived.

January 2006, February 2006 and spot forecasled total market return of 8.99% minus {he risk-free rate
of 4.98% (developed in Note 2) is 5 01% {0.99% - 4.98%}. Tha thbotson Associales calcutated markel premium
of 7.20% for the period 1526-2004 results from a total market retum of 12.40% less the average income retum
on long-term U.8. Govermnmient Securities of 5 20% (12.40% - 5.20% = 7.20%) This is then averaged with the
3.01% Value Line market premium resulting in a 6.105%, rounded to 6.11%, market prermium. The 6.11%
market pramium is then muitiplied by the beta in column 1 of pages 2 and 3 of this schedule

Average forecast based upon six quarterly estimales of 20-year Treasury Note yields per the consensus of
nearly 50 economists reporied in the Blue Chip Flnancial Forecasts dated March 1, 2006 (see page 7 of
Schedule 13 of this exhibit). The eslimates are detailed below:

20-Year
Treasury Nole Yield

First Quarter 2006 470%
Second Quarer 2006 490
Third Quiarier 2006 500
Fourth Quarier 2006 510
First Quarter 2007 510
Second Quarter 2007 5.1
Average 4.98%

Includes only those indicated common equily cost rales which are grealer than 9 45% for reasons fully
explained in Mr. Hanley's accompanying direct testimony

The traditional Capital Asset Pricing Model (CAPM) is applied using the following formula:
Rs=Re+ 8 (Rn-Rg)
Where R; = Retum rate of common slock

R = Risk Free Rale

B = Value Line Adjusted Beta
Ry = Return on the markat as a whole

The empirical CAPM is applled using the following formuta:
Rs=R:+ 25(Ry -Rp )+ 753 (Ru -Re)
Where R = Return rate of common stock

Re = Risk-Free Rate

B =Value Line Adjusted Beta
Ry = Return on the market as a whole

Source of information:  Value Line Summary & Index (Standard Edition)

Blue Chip Financial Forecasts, March 1, 2006

Vaiue Line Investment Survey, March 17, 2006

Stocks, Bonds, Bills and Inflation — Valuation Edition -2005 Yearbook Market
Resulls for 1926-2004 Ibbofson Associales, Inc , Chicago, L
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Comparable Eamings Analysis
for a Proxy Group of Thiry-Eight Non-Utltity Companies Comparabie to
the.Proxy Group of Four Gas Distrbation Compenies (1)

5-Year Projocted Rate of Relum on

Stangard Net Worth, Equity or Partners®
Proxy Group of Thiny-Eight Non-Utility Error Cap#ai [2)
Companles Comgarable 1o the Proxy Group of Adj Linadj. ofths Student's
Four Gas Disirbuilon Companies {1) Beta Bela Regression Percent T-Test
Albemarle Corp. G490 080 31129 1350 % {0 25)
Alberio Culver a70 053 29772 1350 {0 25)
Alexander & Baldwin 080 078 31118 12 50 {C 38)
Ashland Inc. 0 85 070 30138 7.50 {1 .05}
BOK Financial 080 D64 30444 13 00 {032}
Baldor Electsic 0 Bs 077 28875 16 00 oo8
Banla Com ors 059 2 8763 1350 (0 25)
Caplitol Fed Fin'! 0.70 o051 2 9480 9] 0os)
Cincinnati Financial 085 075 30515 7 50 {1.05)
Cliy Nationa! Corp 090 078 32484 1850 §13
ConocoPhillips 090 078 30735 700 (111
Dantsply IntT c70 054 32618 14 00 {0.18)
Dun & Bradsireet 080 0E&3 3 0607 3100 (3) 208
Ecolab inc 490 081 29202 24 50 121
Flrst Midwest Bancorp 050 080 29315 19 50 055
Graco Inc 085 277 32294 4100 (3) 34
Hancock Holding 070 054 3 0665 14 50 {012}
Harte-Hanks 085 070 3 1520 16 50 a2
Hitlenbrand Inds 080 G 63 33283 18 00 n4s
Hosplialily Properties 085 073 30360 700 {1.11)
Iron Mountain 0.90 079 33620 1300 {0.32}
Markel Corp. 0.80 957 29135 13 50 {0.25)
McClatehy Co 075 081 2 9836 1000 @)
MeGraw-Hilt 080 D63 30863 2150 0.82
Medla General ‘A’ 090 081 3158 750 {1.08)
Maredith Comp. 090 077 29132 20 50 0.68
New York Tines 080 08t 30128 16 00 008
Occidental Petroleum Q.80 ar8 33428 17 50 0.28
People's Bank 0.5 ¢70 31720 12 50 [0.38}
PRzer inc, 085 070 31781 2300 101
Plum Craek Timbar 075 058 29367 16 00 0.08
RLI Comp 0.78 055 31141 1700 (0.58)
Toro Co. 0.85 0rs 3zreT 3300 (3) 234
Trizec Properties ¢80 067 33071 300 (0 98}
Unlon Pacific 090 D789 31224 900 [C B5)
Washinglon Federal 485 074 30069 14 50 {012}
Wobster Fin'l 0.80 078 0204 10 0O {071
Wels Mariets 0.7 054 32441 10 00 {071}
Averags far the Non-Utility Group 0.53 T.T0 3.0938
Average for the Proxy Group of Four Gas
Disiribution Companies 0.80 0.65 (4} 3.1280 (5)
Mean (3} 1359 %
Caonclusion (6) 14.28 %

See pages 5 and 6 for notes
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Comparable Eamnings Analysis
for a Proxy Group of Twenty-Three Nen-Ulility Companies Comparable lo

lhe Proxy Group of Eight Value Line Gas Disiribution Companies (7).

5-Year Projected Rate of Retum on

Standard Net Worlh, Equity or Partners'

Proxy Group of Twenty-Three Non-Utility Error Capilal (2}
Companies Comparable lo the Proxy Group of Adj Unadj. of the Student's
Eight Value Line Gas Dislibution Companies (7) Beta Beta Regression Percant T-Test
Alberio Culver o070 0.53 29772 13.50 % {0.14}
Apariment Invesiment 085 046 27732 8.50 0.70)
Ashland inc 085 070 3.0119 7.50 {0.88)
BRE Froperlies 070 0.50 26424 9.00 (0.77)
Banta Corp. D75 059 28763 13.50 {0.14)
Buckeye Partners L P. 070 047 27302 19.50 0.59
Capilot Fed. Fin'l a70 0 51 2 9480 8.00 (0.91)
Crescent Real Est 08B0 068 2 8368 11.50 {0.42)
Duke Realty Corp. 070 0.83 25958 200 {0.77}
Exxon Mobil Corp 080 0.65 2 5674 18.50 0.55
Federal Rily Inv. Trust 070 048 27183 17.00 0.34
Hudson City Bancorp a7s 057 27926 B.50 (0.84)
Kimberly-Clark 085 0 46 2 9350 33.00 (8) 257
Liberly Corp. 075 060 2 6765 850 {084}
Liberty Property 070 0.49 258717 14.00 {0.07})
Markel Carp. 080 0.67 29135 13.50 {0.14)
McClatchy Co a75s g 61 29838 10.00 (0.53)
Moody's Comp Q8D 0.64 28144 35.00 (&) 2.85
Old Nat'l 8ancamp a7 .49 26033 1500 Qo7
Plum Greek Timber 075 0.58 29367 16.00 0.21
Simon Property Group n7Toe 0.48 27083 10.00 {0.63)
Washington Federal 085 0.74 3.0089 14.50 0.00
Washington RE.I.T. a70 0.54 2.7710 19.50 0.69
Average far the Non-Ulility Group 074 0.58 2,78957
Average for the Proxy Group of Eight Value Line
Gas Distribution Companies 0.78 0.61 (8) 27782 {10)
Mean (8} 1267 %

= o ——J
Conclugion {6} 14.27 %

e — ————3

See pages 5 and 6 for noles.
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Comparable Eamings Analysis
for a Proxy Group of Ninety-Eighl Non-Utility Companies Comparable {o
Soulhern Uinion Company {11}

S-Year Projecled Rate of Retum on

Standard Nel Worth, Equity or Partners’
Error Capital (2}

Praxy Group of Ninety-Eight Non-Utility Ad) Unadj. ol tha Student's
Companies Comparable Southern Union Company {11}  Beta Beta Regression Percenl T-Test
21sl Ceniury Ins. Group 0480 0.78 4 0866 950 % (0.89)
ADVO tng 080 079 38183 22 50 113
Abbott Labs. 08db 0.68 38832 2300 121
Advance Aulo Parls 080 082 42012 2050 0BG
Aflac Inc. 685 086 39018 15 50 {001}
Albany Int'l A 105 106 42858 1300 {0.42)
Alistate Corp. 085 G685 3 BO67 1550 (001)
Amerada Hess 020 080 40188 BO0 (1.24)
Ameron Inf') 085 076 4 4680 10 50 (0.83)
Anadarko Pelroleum 080 o83 44300 800 (1.07}
Arch Chemicals D90 0B 44104 12 50 {0.50)
AutoZene Inc 0.8s o070 4 4014 46 00 (14} 496
Autofiv Inc. i.10 110 38833 1350 (G 34)
Ball Corp oo o7 3 8087 20 02 072
Bandag Inc 095 085 38212 300 (107}
Bank of Hawai 085 0BS 39289 2100 0588
Berklay {W R} cao 067 41772 14 50 {0 18)
Biomel Go0 o077 43919 2250 113
Black & Decker 1405 108 4248t 16.00 oor
Boeing 105 165 4 0907 2100 088
Berders Group 0.95 oa7 45155 14 50 (0.18}
Briggs & Stralion 1.10 109 38532 17 50 031
Brink's {The) Co 1.05 107 42341 14 50 (018}
Brown & Brown 0.90 ora 41737 17 00 023
Burlington Coal 1.05 102 4 2140 i1 00 (0.75)
Burfington Resources 0.80 089 4 3635 14 50 (0.18)
CH Robinson 0.8s5 076 42837 1800 039
CSX Camp. 105 104 41493 1000 {0.87)
Cabot Corp. 1.00 095 43746 1150 (067)
Casey's Genl Stores 085 074 4 3342 12 50 {0.50}
Chesapeake Corp 0395 028 4 2930 500 {1.73}
Chicago Mercanliie 100 089 4 4902 20 50 0.80
ChoicePaint Inc. 090 081 30443 13 60 {0.34)
Commercial Melals 095 0es 41715 1500 {0.08)
Cooper Tire & Rubber 100 099 4 4032 14 50 {0.18)
Countrywide Financlal 100 608 40648 1300 (042)
Cylec Inds 100 [o3:4 41299 16 50 0.6
Datascope Comp 0485 85 4 3746 1080 (0.78)
Dignex Comp 085 oro 39844 21 80 1o
Downay Fint 08¢ 081 41632 16 00 0.07
Eagla Malerials 080 D B0 41023 17 50 034
Encore Acquisition 100 099 4 4182 1250 {0 50)
Federal Signat 08e5 087 4 0623 14.00 {0.25)
Florida Rock 100 004 39042 16 50 615
Gallagher {Arhur J ) 085 086 4 1442 2200 105
Gardner Denwver 85 073 42431 1100 {078}
Gaylord Entertainm 095 080 42247 500 {173)
Glalfefler 085 [ ) 42850 1059 {0 83)
GlobalSantaFe Corp. 100 G 98 4 4410 1100 {0 78)
Haemonetics Corp., 08s o 4 4979 1350 {0 34)
Harrah's Enlerlain 085 o087 4 4861 1250 {G &0}
int1 Business Mach 105 1.06 3 8408 29 50 {14} 227
Jack in the Box 050 078 4 4569 1450 (018)
Jacobs Engineering 095 092 30468 13.5G {0 34)
Kellwood Co. 090 078 43632 850 (1 15)
Kelly Services ‘A’ . 085 a8r 4 2955 10.00 [(1R:2}]
Kohl's Corp. 105 104 4 1867 14 00 {0 2B}
Lauder (Estes) 0an Y 40447 26 50 178
Lincols Elec Hidgs 08s 073 40259 14 00 {026)
Marcus Comp. L)1 [ 44413 1050 {30 83)
Masco Comp 110 108 4 2366 1900 056
MeDonald's Corp 105 1.00 3 9567 1350 {0 34)
Marck & Co Q80 0868 4 4432 2500 154
Miller {Herman) 08s D42 41296 3200 (14} 268
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Missouri Gas Energy
Comparable Eamings Analysis
far a Praxy Group of Ninety-Eight Nan-Utility Companies Comparabie to
Southern Union Company (11}

5-Year Projected Rale of Return an

Slandard Net Worth, Equily or Partners’
Ermor Capilal {2)

Praxy Group aof Ninety-Eight Non-Ulility Ad|. Unadj. of the Sludent's
Companies Comparable Southem Union Company (11) Beta Beta Regression Percent T-Test
Murphy O Corp aas 076 3.9883 900 (1407}
New York Community 095 085 4.1363 12 50 {0 50)
Newell Rubbermaid 085 075 4 1853 22.80 13
Nordson Corp. 105 102 3.9829 15.50 1001}
Norlok Seuthem t 05 1.04 42922 12.50 1050}
Cutback Sieakhouse 090 083 4189 16.50 o115
PMI Group 105 106 38777 12.00 {0 58)
Pacliv Corp 0380 o8 3.8555 15.00 (0.08)
Payiess ShosSalrce Q85 074 4.05867 1600 (0ot}
Pixar 105 102 41578 10.50 (083}
Potaris inds . 1 00 2393 38154 27.50 154
Progressiva {QOhio) 105 105 43361 13.00 (042}
Quanex Corp. 1 00 053 4 0383 14.50 {018}
RPM Int't 085 076 44245 13.50 {0.34)
Reinsurance Group 090 082 41328 14.00 (075)
Rohm and Haas 105 107 4 4080 14.50 (ALY
Ruby Tuesday 085 a7s 4.5025 16.50 015
SAFECO Corp. 635 083 4 4267 12.00 {0.58)
Schuiman (A ) 085 o7 4.1956 750 (1.32)
Sigma-Aldsich . 085 [\Jr ] 39318 185G 084
Sovereign Bancorp t10 it 38183 16.00 0a7
St Jude Medical 085 073 42191 14 50 (018}
Stanley Works 100 a97 39338 17.50 031
Slaelcase Inc A 085 076 450 14.00 {0 28)
Superior Inds Il 100 098 38279 9.50 {0 8%
Sybron Dental 090 082 44078 11.00 {078}
Tecumseh Froducls ‘A’ GBo 068 38146 500 {107
Trinity Inds 095 089 42319 13 00 {0 42)
Tupperware Brands 085 074 43901 2300 121
United Stationers 110 111 41798 1450 10.18)
Vareh Medical Sys. G eo 067 41332 2350 128
Waste Management 080 na2 4 2063 2150 047
Wausau Paper 100 100 40989 2000 nr2
Weight Watchers gos 090 38995 27.00 186
Average for the Non-Utiity Group AL A7 A7H
Southem Union Campany 0.95 0.89 (12)  4.1728 (13}
Mean {14) 14.94 %
Conclusion (6} 13,38 %

See pages 5 and b for noles
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(5
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Missouri Gas Energy
Comparable Eamings Analysis

The criteria for selection of the proxy group of thirty-eight non-utility companies was
that the non-utility companies be domestic and have a meaningful projected 2008 —
2010 rate of return on net worth or partners’ capital as reported in Value Line
Investment Survey (Standard Edition). The proxy group of thirty-eight non-utility
companies was selected based upon the proxy group of four gas distribution
companies’ unadjusted beta range of 049 — 0.81 and standard emor of the
regression range of 2.8532 - 3.4028. These ranges are based upon plus or minus
two standard deviations of the unadjusted beta and standard error of the regression
as detailed in Mr. Hanley's accompanying direct testimony. Plus or minus two
standard deviations captures 95.5% of the distribution of unadjusted betas and
standard errors of the regression.

2008-2010.

The Student's T-statistic associated with this projected return exceeds 1.960 at the
95% level of confidence. Therefore, it has been excluded, as an outlier, to arrive ata

proper mean projected retum as fully explained in the accompanying direct
testimony.

The standard deviation of the proxy group of four gas distribution companies’
unadjusted beta is 0.0823.

The standard deviation of the proxy group of four gas distribution companies’
standard error of the regression is 0.1374. The standard deviation of the standard
error of the regression is calculated as follows:

Standard Deviation of the Standard Error of the Regression =

Standard Error of the Regression
V2N

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

Thus, 0.1374= 3.1280 = 3.1280
518 22.7586

Average of 5-year projected rates of return excluding those above 20% and below
9.45% for reasons fully explained in Mr. Hanley's testimony.

The criteria for selection of the proxy group of twenty-three non-utility companies
was that the non-utility companies be domestic and have a meaningful projected
2008 - 2010 rate of return on net worth or partners’ capital as reported in Value Line
Investment Survey (Standard Edition}. The proxy group of iwenty-three non-utility
companies was selected based upon the proxy group of eight Value Line gas
distribution companies’ unadjusted beta range of 0.46 — 0.76 and standard error of
the regression range of 2.56350 — 3.0234. These ranges are based upon plus or
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Missouri Gas Energy
Comparable Earnings Analysis

minus fwo standard deviations of the unadjusted beta and standard error of the
regression as detailed in Mr. Hanley's accompanying direct testimony. Plus or minus
two standard deviations captures 85.56% of the distribution of unadjusted betas and
standard errors of the regression

The: Student’s T-statistic associated with this projected return exceeds 2.074 at the
95% tevel of confidence with twenty-two (22 = 23 observations -~ 1) degrees of
freedom. Therefore, it has been excluded, as an outlier, to arrive at a proper mean
projected return as fully explained in the accompanying direct festimony .

The standard deviation of the proxy group of eight Value Line gas distribution
companies’ unadjusted beta is 0.0732.

The standard deviation of the proxy group of eight Value Line gas distribution
companies’ standard error of the regression is 0.1221={2,7792/ 22.7598).

The criteria for selection of the proxy group of ninety-eight non-uiility companies was
that the non-utility companies be domestic and have a meaningful projected 2008 —
2010 rate of return on net worth or pariners' capital as reported in Value Line
Investment Survey (Standard Edition). The proxy group of ninety-eight non-utility
companies was selected based upon Southern Union Company’s unadjusted beta
range of 0.67 — 1.11 and standard error of the regression range of 3.8062 — 4.5384.
These ranges are based upon plus or minus two standard deviations of the
unadjusied beta and standard error of the regression as detailed in Mr. Hanley's
accompanying direct testimony. Plus or minus two standard deviations captures
85.5% of the distribution of unadjusted betas and standard errors of the regression.

The standard deviation of Southern Union Company's unadjusted beta is 0.1098.

The standard deviation of Southern Union Company’s standard eror of the
regression is 0.1833= (4.1728 / 22.7596).

The Student's T-statistic associated with this projected return exceeds 1.96 at the
95% level of confidence with twenty4wo (97 = 98 observations — 1) degrees of
freedom. Therefore, it has been excluded, as an outlier, to arrive at a proper mean
projected return as fully explained in the accompanying direct testimony.

Source of Information: Value Line, Inc., Proprietary database, December 15, 2005

Value Line Investment Survey (Standard Edition)
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Company

Madlson Gas and Eleciric

Public Servica Co of Naw Mexico
Clly Gas Ca. af Flofida
Soulhwast Gas Corporation
Interstale Power & Light
TXU-Gas

Soulher Intiana Gas & Elaclic
South Jarsey Gas

Centerpoint Energy Arkia
Southwest Gas, Southem Division
Southem Gas, Northam Divigion
Avista Corporation

Missour Gas Energy
Consofidated Edlson of New York
Washinglon Gas

Chaltanopga {3as

Indiana Gas

Yankee Gas Service

Wisconsin Public Service
Madlson Gas and Electric
Certempolnl Energy Arkla

Pugal Sound Energy

SEMCQO Enemy Ges

Veclen Engrgy Delivery of Ohio
Michigan Consolidated Gas
AmerenlP - Formery Winols Power
CenterPoint Energy Minnegaseo
Atlanta Gas Light

Entargy Guil States

Wisconsin Power and Light
Norham Stales Power
Cenlerpoint Energy Arkansas Gas
Northern Ilinois Gas - Now Nicor Gag
Ckizhoma Natura) Gas

Interstate Power & Light

South Carmlina Electric & Gas
Arkansas Westen Gas

Bay Stale Gas

Arkansas Oklahoma Gas
Madison Gas and Electric

Pagiiic Gas and Electric

San Diego Gas & Eleclric
Ballimore Gas & Electric

Avlsta Comporation

Wisconsin Public Service

Union Light, Heat & Power
Southem Conneciicul Gas

Average

Averspe of Litigated Cases

Notes: {1)

2

@
“
5
6

)
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Aulhasized Relumon  Authorized Common
Date Jurisdiction Common Equity Equity Ratio

01/13i04 Wi 1200 % 5591 %
0113404 NM 102 (1) 4777
D209/04 FL 1125 3677 (2.3
03/16/04 CA 180 4200
o4i0sing MN 1100 47 15
05/25/104 T® 1000 45 80
0BrAGI0A N 1050 (1) 4400 [2)
07108104 NJ 1000 (1} 4600
O7/2204 LA 1025 (1) 4580 ()
08/26/04 NV 1650 4000
0B/26/04 Ny 10 50 45 60
05/09/04 I 10 40 42 53
09121i04 Mo 1050 2998
00/27/04 NY 1030 (1) 4300
08127108 VA 1050 (1} 5095
10/20/04 ™ 1020 3550
14/30/D4 IN 0ed (1) 5006
1208/04 cr 980 (1) 4790
12421104 wi 1150 5735
1212204 wi 1150 57 64
12428104 oK 025 (1 43 88
02/18/05 WA 10 30 4300
03720105 M 1100 {3} .
04/13/05 OH 1060 810 {5)
D4/28/05 M 1100 3931 {2.3)
0S!7I05 I woen (1) 5109
DE/OBIS My 10 18 5027
06/10/05 GA 1080 (1) -
OTHOB/5 7y 1050 (1) 4752
071ans wi 1150 6175
08/11/05 MN 1040 (1) 5024 (3)
09 5/05 AR 945 3180 {2)
05/30/05 i 1054 56 37
10/04/D5 oK 988 (1) 46 78
10/14/05 1A 1040 (1) 4235 (3)
1043105 5C 1025 (1) 5075
1102005 AR 570 3303 (7
11730105 MA 1000 5355
12/08/05 AR 970 4104 (2.5
12112105 Wi 1100 56 65
12116/05 ca 1135 52 00
12A16/05 cA 1070 4900
12121105 MO 1100 4B 40
12121105 WA 1640 (1) 4000
12/22/05 wi 1100 5973
§2/22/05 KY 10 20 54 45
12128105 cT 000 (1) 5128
1053 % —_230_ %
— 1866 % —3881_ %

Order followed stipulafion or setlizment by the partles, Decision
pariiculars not netessarily precedent-setling or specifically adopted
by the regulatory body

Capital structure intludes cosl-free flams or {ax credit balances at
the overall rate of relum

Interim rates implemenled prior to issuance of final arder
Hypothetical caplla strusiure ulilized
Eslimated

Revised

Source of information: Major Rate Case Dacisions - -fanuary 2004 - Oecember 2005

Regulalory Focus - Supplemenial Studies, Janvary 12, 2008
Fublished by Regulatory Ressarch Assodlates, Inc . An SNL Energy Company



