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Schedule FJH-1

Fage 1 cf22
ssaur, Gas Epargy
Summary of Cost of Caphal and Fair Rate of Relum
Based on Hypathetical Capital Stoocture Belles
Type of Capital Ratios (1) Losl Rate Walghted Cost Rale

Long-Term Bebt 44 09 % 657  %{®) 290 %
Short-Term Debt 591 547 {3 0.54

Tolal Debt 5400 (5) 344
Common Equity 46.00 LAR:H] {4 5.50

Tolal 100.00 % B.94 %

Noles:

m

@
3

)

8)

A hypothstical capital structure conslsling of 54 00% debl and 46.00% equlty Is vtilzed for cosl of capital
puposes for he following reasons:

{a) Southem Linion Company's iransformatien fram & ulility fo 3 gas transperiation and ensrgy sarvices company  As
George L Lindemann, Southem Linlon's chaimman, President and CED has stated: "The sale of these assels Is
part of the conlinuing transformalion of Southam Urion Company from a ulifity to a Jeadar in e natural gas
transporiation and services industry ™ in addiion Eric D, Mershunann, senior executive vice president of
Southern Union staled; "We batieve this trarsaction {sale of New England Gas Company Rhode [slanc Assels).
a5 weil as our company's angolng iransformation. will furdher enhance value for our shareholders * (Business
Wire - Febtuary 16, 2008)

[} The panding sala of New England Gas Company’s Rhode tsland assets to Natlonal Grid PLC as noled in (1) (&)

{c} The panding sale of PG Enamy to UE( Ulites. Inc

{d} Because the cost of common equity is expectational and Southern Unien is positioning #isell as a gas
transponiation and energy services company (see {1) (a) above), investars no longer visw Southem Uinton as a
regutated natural gas distribation uilily. Southern Urion's cost of comman eqully is not appiicable 1o PG Eney. a
regulatad natural gas distribution utility

(&} Tho use o the proceeds from the sales cited in (1) {b) and (1} {c} above to help fund the acyutsiton of Sid
Richarison Energy Services.

From pagé 1 of Schedule 7

Estimated shor-temn debl cos! rate is based upon the sik-quarfer average beginning wilh the firs! quarier of 2006
ant ending with the secord quasder 2007 of the 3-month LIBOR rate of 4.97% (ss can be gleaned from the
infnremation shown on page 7 of Schedule 13) plus O 50% (50 basls points). Thus, 547% = 4 87% + 0 50%
Based upon informed judgment from the entire sludy. the principal results of which are summarized on page 2 of
this Schedila

The 54 B2% lotal debt ratlo hes been alivcaled betwean long-lerm and shorerm tehbt based upor the midgoint
of the average long-dem and shert-term debt ratios of the proxy group of four gas distribution companies and the
proxy group of sight Value Line gas distdbution comparies for the five quariers ended December 31, 2005 as
shown on pages 3 and 4 of Schadule & of this Exhibl The aliacalion is derived as follows;

Average for the five

guarters endad Dacambar Proxy Group of Four Gas Proxy Group of Eight Vatue Ling
31, 2005 Distribution Companies Gas Disiribution Cumpaiies
% ta % to
Ratios Tolal Ratios Total
Long-Term Debt 4236 % B2 86 % 4126 % Bldt %
Shor-Tenn Dabl B.76 17.14 10,05 19,60
Total Debt 51,12 % 100,00 % 51,31 % 100,00 %

Mitinoint of the Proxy Goup of Four Gas Distrbution Cempanies and the Proxy Group of Eight Value Line Gas
Distribution Companies

% in
Raliog Tolal
Long-Tern Debt 4181 % 8164 %
Shon-Term Debt g.41 18.36
Taotal Debl 51,22 % 100.00 %

Therefare, the hypolhetical tong-term gebt ratio of 44 DB% Is derived as 87 64% * 54 00% and the shori-lerm debt
ratio of @ 91% is derivaed as 18 36% ~ 54 00%
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Missouet Gas Energy
iaf & on Equity Cost Bate
Froxy Group Proxy Group
of Four Gas of Eight
Lina Distribution Value Line Gas Sowthern Union
Mo, Principal Methods Companies Dislribution Companies Cormpany
1 Discounled Cash Flow Modei (1) 10 43 % 1041 % 10.98 %
2. Risk Premiurm Modet (2) 10 53 1048 1108
3. Capital Assat Pricing Mode! (3) 1044 1025 1109
4 Comparable Eamings Analysis (4} 14 26 14.37 13 58
5 Indicated Cormnon Equity Cost Rate before
Investment Risk Adjustments 1142 % 1138 % 11.75 %
Adjusted Discounfed Cash Flow Mode! (DGF} {5} 1169 14 80 12.32
& Indicated Common Equily Cost Rate Before
Adjustmaents for Unique Risk 1150 % 1200
7. Adiestments for Unique Risk
Die to smalier relative sze 030 {8) 0 50 (6)
Due tn tack of Protection from
the Vegaries of Wealhar 0.15 {7} --
B Common Eqully Cost Raig afler lnvesiment Risk
Adjustment 11,85 % 12,50 %
2] Recommendation .

See pages 3 and 4 for notes
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Missouri Gas Energy
Notes to Brief Summary of Cost of Equity

Jan. 2006 (4.36%) and Feb. 2006 (4.47%) commercial paper
rate, from Federal Reserve Statisticat Release H.15,

" t=tax rale, i.e, 35%.
MD = average long-term debt ratio based upon a market-value
capital structure, using the fair value of long-term debt at March
17, 2006 from pages € to 8 of this schedule.
MS = average short-term debt ratic based upon a market-value
capital structure, using the book value of short-term debt March
17, 2006 from pages 6 to 8 of this schedule.
ME = average common equity ratio based upon a marketvaiue
capital structure at March 17, 2008.
d = cost rate of preferred stock, i.e., 6.12%, the average of the
Jan. 2006 (6.14%) and Feb. 2006(6.10%) vields on Moody's A
rated public utility preferred stocks.
MP = average preferred stock ratio based upon a market-value
capital structure at March 17, 2006, assuming preferred stock
hars'; 3 market-to-book ratio of 1.00, from pages 6 to 8 of this
schedula.

From these "unleversd” costs of common equity, 8 93% (4 LDCs), 9.05% (8
LDCs) and 8.70% (Southern Union), the cost of commoen equity using the
average book value capital structure ratios of the proxy groups can be
derived as follows:

ku:ke+[{(ku_[)*(1Hté*(BD’IBE)}+{(‘i{u-;s)*(j*t)*{BS/BE)}
t{(k,—d)*(BP/BE)}]

For the Proxy Group of Four Gas Distribution Companies:

11.69% = 8.93%+- 5(3.93% - 5.70% ) *( 1~ 35% ) * (41.52% / 45.00% ) }
+{(8.93%-442% ) *( 1 - 35%)* {13.48% /45.00 ) } +{ (8.93-6.12) *{
0.0% /45.00) } ]

For the Proxy Group of Eight Value Line Gas Distribution Companies:

11.60% = 9.05% + [ {(9.05% - 5.79% ) *( 1~ 35% ) *( 41.64% /47.43% ) ) +
((9.05% - 4.42% ) *( 1 - 35% ) * {10.69% /4743 )} + { (905-6.12) > (
0.24%/47.43) }]

For Southern Union Company:

12.32% = 8.70% + [ { (8.70% - 5.79% ) *{ 1~ 35% ) * (48.89% /36.50% ) } +
/{gg]O)’ffc}}}cmz%) "(1-35%)* (9.44%/36.50) ) +{(8.70-6.12) *(5.17%
50,

Where: k, = cost of common eguity for a firm with 100% common equity.
k., = cost of common equity based upon book value capilal
structure ratios.
| = cost rate of debt, i.e., 5.79%, the average of the Jan. 2006
(5.75%) and Feb. 2006 (5.82%) vields on Moody's A rated public
utility debt.
|, = cost rate of short-term debt, i.e., 4.42%, the average of the
Jan. 2006 (4.36%) and Feb. 2006 (4 47%) commercial paper
rate, from Federal Reserve Statistical Release H 15,

t = tax rate, i.e., 35%.

BD = average debt ratio based upon the carrying value of long-
term debt at March 17, 2006 from pages 6 to 8 of this schedule.
BS = average short-lerm debt ratio based upen a book value
capital struciure, using the book value of short-term debt at
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Missouri Gas Energy
Notes to Brief Summary of Cost of Equity

Jan. 20086 (4.36%) and Feb. 2008 (4 47%) commercial paper
rate, from Federal Reserve Statistical Release H.15.

t = tax rate, i.e., 35%.

MD = average long-term debt ratio based upon a market-value
capital structure, using the fair value of long-term debt at March
17, 2006 from pages § to 8 of this schedule.

MS = average short-term debt ratio based upon a market-value
capital structure, using the book value of short-term debt March
17, 2008 from pages & to & of this schedule.

ME = average common equity ratio based upon a market-value
capital structure at March 17, 2006.

d = cost rate of preferred siock, i.e., 6.12%, the average of the
Jan. 2006 (6.14%) and Feb. 2006(6.10%) yields on Moody's A
rated public uiility preferred stocks.

MP = average preferred stock ratio based upon a market-value
capital structure at March 17, 2006, assuming preferred stock
hag % rfxarkeHo—book ratio of 1.00, from pages 6 to 8 of this
schedule.

From these "unlevered” costs of commion equity, 8.93% (4 LDCs}), 9.05% (8
LDCs) and 8.70% (Southern Union), the cost of common equity using the
average book value capital structure ratios of the proxy groups can be
derived as follows:

K=k + [{ (k1) (1~1)*(BD/BE)}+{(k,~1)"(1-0*(BS/BE)}
+{(k,~-d)*(BP/BE)}]

For the Proxy Group of Four Gas Distribution Companies:

11.60% = 8.93%+-[{ (8.93% - 5.79% ) *( 1~ 35% ) * ( 41.52% / 45.00% ) }
+{(8.93%-4.42% ) *( 1 —35% ) * (1348% /45.00)} +{ (8.93-6.12) *(
0.0% /45.00} } ]

For the Proxy Group of Eight Value Line Gas Distribution Companies:

11.60% = 9.05% + [ { (9.05% - 5.76% ) *( 1 — 35% ) * ( 41.64% /47.43% )} *
[(9.05% - 4.42% ) *( 1 35% ) * (10.60% /47.43} ) + {(9.05-6.12) *(
0.24%/ 47.43) }]

For Southern Union Company.

12.32% = B.70% + [{(8.70% - 5.79% ) * ( Fw.’i‘ﬁ%f *(48.89% /36.50% ) } +
,\:g&.gg)"/ﬁ}ziﬂz%) *(1-35% )" (9.44%/36.50)}+{(8.70-6.12) *(5.17%
6.

Where: k, = cost of common equity for a firm with 100% common equity.
k, = cost of common equity based upon book value capital
structure ratios.

i = cost rate of debt, i.e,, 5.79%, the average of the Jan. 2006
(5.75%) and Feb. 2006 (5.82%) vields on Moody's A rated public
utility debt.

I, = cost rate of short-term debt, i.e., 4.42%, the average of the
Jan. 2008 {4.36%) and Feb. 2008 (4.47%) commerciat paper
rate, from Federal Reserve Statistical Release H.15.

t = tax rate, i.e., 35%.

BD = average debt ratio based upon the carrying value of long-
term debt at March 17, 2006 from pages 6 to 8 of this schedule.
BS = average shor-term debt ratio based upon a book value
capital structure, using the book value of short-term debt at
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Missouri Gas Energy
Motes 1o Brief Summary of Cost of Equity

March 17, 2006 from pages 6 to 8 of this schedule.

d = cost rate of preferred stock, L.e., 6.12%, the average of the
Jan. 2006 {6.14%) and Feb. 2006(6.10%) yields on Moody's A
rated public utility preferred stocks.

BP = average preferred stock ratio based upen a book-value
ca E!gl Istructure at March 17, 2006, from pages 6 to 8 of this
schadule.

Had the average capital structure of Cascade Natural Gas Company and
Northwest Natural Gas Company been used, the adjusted DCF for the group of
four gas distribution companies would he 1146% as shown on page 1 of
schedule 9. Had the average capital structure of Cascade Natural Gas Company,
The Laclede Group and Northwest Natural Gas been used, the adjusted DCF for
the group of eight gas distribution companies would be 11.52% as shown on page
1 of schedule 9.

{6)

(7)

Business Risk Adjustment due to PG Energy's greater relative business risk
due to its small size vis-a-vis the two proxy groups and Southern Union
Company, respectively, as fully determined in Mr. Hanley's accompanying
direct testimony.

As explained in Mr. Hanley's direct testimony, PG Energy does not enjoy
protection from the vagaries of weather. Since the majority of the companies
in both proxy groups have such clauses (see page 3 of Schedules 3and 4 of
this Exhibit), PG Energy has greater relative risk vis-a-vis the companies in
the proxy groups, due to the greater varizbility of its earnings attributable to
the vagaries of weather. In Mr. Hanley's judgment ihe added risk attributable
to the lack of protection from the vagaries of weather is approximately 25
basis points. As shown on Page 3 of Schedule 3, the equivalent of 2
companies in the proxy group of four LDCs, have WINCs In place.  This
equates to about 50% of the full impact or 13 basis polnts {(0.25% * 50%} =
0.125%, rounded fo 0.13%). K can be determined in similar fashion by
reference to Page 3 of Schedule 4, that the equivalent of 5 companies in the
proxy group of eight Value Line |LDCs enjoy protection from weather, of the
full i‘r’}}g:)act or 16 basis points {( 0.25% * §25% ) = 0.156%, rounded to
0.16%)).



Gapital Strutture Based upan Tota! Capital

fo1 e Proxy Group ol Four Gas Distibulioa Companles

At Spptembor 2005 (1)
Based Unon Bovk Volue
Ampun! Qulstanting Religs
TSmiL)
Cascade Haiun! Gas Coporadion
[CRIEIE 5 173.64 5700 %
Short-Tess Debt 12,50 410
Tolnl Debt 186.34 G110
Proferred Slodk, . -
Common Equily 118.62 3080
Tolol Equily T15.62 38.50
Taial Capilal 5 304.98 100.60 %
NICOR Ine.
Lang-Temm Dent 5 53640 2IE %
Short-Tamm Debt 586.00 .30
Tolnt Debt 1.122.40 k04
Prolored Slock - .
Lommon Equity Bt1.30 41.58
Tolnl Equily B11.20 41.98
Yol Capitnl g 1,933.70 U000 %
Norihwest Naturgl Gas Company
Long-term t 8 820,50 4280 %
ShoA-Tem Debl 126.70 10.18
Tolal Do 65620 5270
Prefened Slock " -
Llommoa Equily 586.93 47.71
TFolal Equily fiR6.93 4721
Taiok Capilai 5 1,243.14 100.00 %

Fipdmont Natural Gas Co., Inc.

Leng-Tarm Dabl 5 656.00 il
Ehen-Temn Deid 15860 9.31
Yotal Dati 518,50 4007
Preformed Stock - -
Cammon Equity 584,18 193
Tolal Equity B84.18 51.9%
Tolzl Coplial & 1.462.69 D000 %

Proxy Group ef Four Gas Distribulion

Cotnpanles
Lang-Torm Deal

4152 %
Sheorl-Temn Del! 1340
Telal Dpb £5.00
Prejoned Stock -
Common Equity 456D
Talal Equily 4600
Total CapHat 100.60 %
Seuthem Unian Campany
Long-¥ erm Debl 3 217578 48R0 %
Shon-Tem Debt 420,00 G.44
Tolol Dot ?HRRTY 5533
Preferred Stotk 230 00 §17
Lomman Equity 1,624.07 36.50
Tolal Equity 1.854.07 41.07
Telat Caplial 5 A.449.55 WL %

Schedute FH-1
Page 6ol 23

Based Upan Market Value of Comman
Enuity ol Septembper 30, 2005

Amauy

Quisianding Ratios
[
$ 10853 4439 %
12.50 2.04
2013 47 31
22381 52.57
223.81 51.67
424, 100.00 %
5 52500 T2 %
586.00 9.78
197100 156
1.R52.02 6250
1.852.02 C2.50
3 Z50302 Wol %
e
5 51936 500 %
126.7¢ 756
705 08 4266
949.06 G704
049.06 57.04
5 1.655.14 U0A0 %
Ta32? M %
160.50 578
51177 33.10
104303 6650
1,843.03 66.90
H 2,/4.82 10000 %
8511 %
B5.04
AG15
52.85
54,05

0000 %

3 231398 4088 %
420,00 742
273306 a8 3
230,00 400
254,37 4762
Zg24 3 5380

&,657.43 0000 %

(1} Capliat Syructure Based upoh Tolal Capital a3 of Seplomber 2005, axcepl MICOR Nodhwest Naturat and Soulhern Unian. whick s Decembar 2008,
and for Piedmond Naturat Gas which is Oclobor 2005,

{2} Bock Valua Lang-lehm detd Ter Boulhpm Uinan mre based on $hi carrying amouat published By the zompany in Dhelr annust Form 10

Souwree of inlormation: Company Annual Fors 10-K

Source al Infarmation: TN Trading Markols' DTRIGYnlequote.com



Copitel Struciure Based upon Tolat Capilar

for e Prozy Group of Eighl yatse Line Gos Distibuiion Compantas and Sautheim Union Cempany

B fipplember 200501}

Based ipan Bogk Yalug

Amourit Quisianding Rullos
15 mal. )
Cascade Malurat Gas Commormion
Long-Tem peol s 173.84 576t
Shor-Tem Dot 1250 430
Tolol Debt 8634 6111
Praferred Sisok - -
Commpn Bauity 118.62 38.80
Tolal Equity 110.62 38.90
Tolal Caplis 5 304,06 6001
Tha Laclede Grou, tng,
Long-1amn 0Bb! s 380.43 4G.48
Shori-Tom Debt 70,61 §.62
Total Deby 454.04 5510
Pralerrod Sfotk 301 012
Common Bquity 366,53 44,78
Tolal Equity 267,53 44,00
Total Copilal g nas +00.60
New Jersny Rpsources Com,
tong-Tam Debl -3 26480 (2) 35.20
Shori-Tem Debt 1430 19.85
Tolnl B2t 43080 5005
Prelerad Stork . -
Common Eguily 436,05 19.85
Tofal Equily 430,05 4%.B3
Tolal Crpitad 3 B76.05 100.58
MNICOR ine,
Long-Tenm Gebl s 53640 2774
Shott-Tara Deb{ B0 0 30.3¢
Folal Dobl 1 122.40 50.04
Prafurred Stock - -
Commen Eqully B11.30 41.88
Total Eguily £11.30 41,56
Totai Gophal s 1.833.1 100.08

HNonhwes] Nalum! Gas Company
Lang-Term Deol §

Srof-Tem Debl
Toial Debt

Freferrod Slotk
Comman Equily

Toia! Equity
Toa! Caplial

528 50 42 69
12670 10.18
£56.20 5273
586.03 47.21
586.93 47.21
3 1.243.13 100,00

%

Y

%

%

%

kS

*

%

%

%

Sehodule FAH-1
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Busod Lipan Mol Valup of Gommon

Equily at Beptember 26, 2005

Amatin] Culsianding Hatlos
(XG0S
3 6663 4439 %
12.50 2.5
20113 4133
22381 52.67
223.01 SBET
§ 424,04 0000 %
H 413.52 MU
Ti.61 5.03
48513 mor
101 008
726.20 50,95
727.21 £0.03
s 1.211.34 140.00 %
s 265,80 1601 %
174.10 10.44
44050 2045
1.226.07 73.55
1.226.67 T3.55
S 1.66G.97 10000 %
5 525.00 7%
500,00 19.79
111100 37 50
1.B52.02 G250
183202 62.50
5 2.803.02 0ok %
==
3 579,38 3500 %
126.70 7.56
008 4250
MT.06 57.34
84806 ]
5 168844 30000 %



Capilal Strychire Basad upan Tatal Capilal

tor thp Proxy Growp of Eight Value Line Gis Disiibulion Componies and Sautham Unlon Company
Al Soptember 2005 {1}

Bosod Unor Book Valug

Amgunt Quistandin Hillos
EXC A
Proples Eneifpy Corparalion
{ong-Tenn Beb s BO5.58 5258 %
Shor-Temn Debl 815 0.48
Tolas Debl 373 53.04
Profomed Stock . N
Cemmon Equily 800,15 46,56
Tolat Eguity 800,15 40.05
Tolol Caplial 13 1,703.89 100.00 %
Fiegmon! Naluml Gas Ga., the,
Long-Tem Debl 5 660 00 WE %
Shori-Ferm Debl 158.50 8.31
Talol Debt 618 50 4607
Prefemed Siock - -
Common Equily £64.19 51.93
Talal Equily EB4.19 51.93
Total Copliat 8 1,702.69 18088 %
WL Holdings. Inz,
LBng-T6rm Debi 5 BBAZD (Z) 776 %
Shan-Tems Debl 40.88 254
Taolal Debt 62508 4040
Prafied Siock 207 3 B2
Lomman Eqully H93.99 5118
TFolal Eqully 82217 S4.60
Total Caplial & 1.547.24 10000 %

Broxy Group of Eight Gas Distribution
A

Long<Tern Dobl 450 %
Shorl-Tern Debil 10.69
Tolat Dabl 52753
Preferred Siotk D24
Tommon Egully 4743
Toln] Equity 47,67
Tolal Caphizl 100.00 %
SoumarmUnioh Company
Long-Taonm Detl g Z175.78 (2} 4889 %
Ehart-Tern Dot 420.00 0.44
Tolal Debl 2 505.7¢ 86233
Frelerred Slodk 23060 517
Comman Equity 1.624.07 36.50
Toid Equily 1,854.07 4187
Tola Gaplint 3 444885 JO0R0

Scheduie FJH-1
PapeBolZ3

Basetf Upon Markel Valve of Comman
Equily al Seplember 30, 2005

Amounl O I Ralios
(5l
13 91280 3050 %
415 0.35
$20.95 38.94
1,444.25 GLh
1,444.25 G1.0E
s 2,365.20 30000 %
§ 75321 2734 %
T50.50 5.76
S11 7Y uwW
1,843.05 66,90
184365 Gh.50
S 27 108D %
3 G26.80 2086 %
40.88 188
BGT 68 anT4
28.20 130
1.475.74 07.68
3.503.94 HI26
§ ZA71.02 10000 %
30.26 %
G.03
]
057
62,74
6251
10000 %
g 231306 4089 %
420.00 7.42
2.723.006 a8.31
23000 4 06
2691.97 47.63
2.924.37 51.68
5 585743 10000 %

{1} Goptal Structure Based upan Total Gapiol 4s of Sepomber 2005, pxcepl NICOR Nerthwvost Nalural and Southem Uriion, which is Doecembor 2693,

amgd for #ledmont Natura! Gos wivch is Octebar 2805

{2y Baok Value Long-lom ol for New Jersey Resources WGL Hoidings and Southam Union e basod on the cammying amounl published by ihe

companies i helr Annual Form 10-Ks.

Soutca of Inlermalien; Company Annual Formns 10-K

Source of Infarmatios: DTN Trating Markels' DTRICARermuoie.om
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Notes:
M
()

(3)

4)

(€)
N

(8)
(9
(10)
{11)
(12)

(13)

(14}
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Missour Gas Energy
Derivation of investment Risk Adjustment Based upon
ibbotson Associates' Size Premia for the Degile Porifolios of the NYSE

From page 11 of this Schedule.

Line No. 1 —Ling No. 2 and Line No. 1 - Line No. 3 of Columns 3 and 4, respectively. For exampie, the
0.83% in Column 5, Line No. 2 is derived as follows 0.93% = 2.61% - 1.68%.

Company-provided rate base at December 31, 2005 presumed o equal total capitalization if it were a
stand alone entity rather than a division.

With an estimated market capitalization of $525.607 million (based upon the Proxy Group of Four Gas
Distribution Companies), $537.626 (based upon the proxy group of Eight Value Line Gas Distribution
Companies) and $438.625 (based upon Southern Unien Company), Missouri Gas Energy falls
batween the B and §* decile for the two proxy groups, and in the 8" decile for Southem Union, of the
NYSE/AMEX/NASDAQ, which have an average market capitalization of $491.319 and $381.301,
respectively, as shown in the table on the bottorn haif of page 9 of this Schedule.

Size premium applicable to the BY and 9" decile of the NYSE/AMEX/NASDAQ as shown on page 18 of
this Scheduie.

From page 1 of Schedule 3

With an estimated market capitalization of §1,008.287 million, the proxy group of Four Gas Distribution
Companies falls between the 6" and 7" deciles of the NYSE/AMEX/NASDAG which have an average
market capltalization of $1,073.805 milllon as can be gleaned from the information shown in the table
on the bottom half of page 9 of this Schedule,

Average size premium applicable 1o the 6% and 7" deciles of the NYSE/AMEX/NASDAQ as can be
gleaned from the information shown on page 18 of this schedule.

From page 1 of Schedule 4.

With an estimated market capitalization of $1,217.526 million, the proxy group of Eight Value Line Gas
Distribution Companies falls in the 6* decile of the NYSE/AMEX/NASDAQ which has an average
market capitalization of §1,267 161 as shown in the table on the bottorn half of page 9 of this Schedule.

Average size premium appiicable to 6" deciles of the NYSE/AMEX/NASDAQ as can be gleanad from
the information shown on page 18 of this schedule.

From page 1 of Schedule 5.

With an estimated market capitalization of $2,667.265 million, Southern Union Company falls in the 47
decile of the NYSE/AMEX/NASDAQ which has an average market capilalization of $2,623 873 as
shown in the table on the botfom half of page 9 of this Schedule.

Avsrage size premium applicable to 4" declies of the NYSE/AMEX/NASDAQ as can be gleaned from
the information shown on page 18 of this schedule

Source of Information:  Ibbotson Associates, Stocks, Bonds, Bills and Inflation — Valuation Edition ~ 2005
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Chapter 7

Firm 8Size and Return

The Firm Size Phenomenon

Cine 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 but is most evident among smaller
companies, which have higher returns on average than larger ones. Many studies have looked &t the
effect of firm size on return.! In this chapter, the retarns across the entire range of firm size

are examined.

Construction of the Decile Pottfolios

The portfolios used in this chapter are theose created by the Center for Research in Security Prices
[CRSP} at the University of Chicago’s Graduate Schoo! of Business. CRSP has refined the methodol-
ogy of creating size-based portfolios and has applied this methodology ro the entire universe of
NYSE/AMEX/NASDAQ-listed securities going back to 1826,

The New York Stock Exchange universe excludes closed-end murual funds, preferred stocks,
real estate investment trusts, foreign stocks, American Depository Receipts, unir investment trusts,
and Americus Trusts. All companies on the WYSE are ranked by the combined market capitalization
of their efigible equity securities. The companies are then split into 10 equally populated groups, or
deciles. Eligible companies traded on the American Stock Exchange (AMEX) and the Nasdag
National Marker (NASDAQ) are then assigned to the appropriate deciles according to their capital-
ization in relation to the NYSE breakpoints. The portfolios are rebalanced, using closing prices for
the last trading day of Mareh, June, September, and December. Securities addcd'during the quarrer
are assigned to the appropriate portfolio when rwo consecutive month-end prices are available. If the
fina) NYSE price of a security that becomes delisted is a menth-end price, then that month’s return
is included in the quarterly return of the security’s portfolio. When a month-end NYSE price is miss-
ing, the month-ead 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 recurns are monthly holding period retusns. All distributions are added to the
month-end prices, and appropriate price adjustments are made to account for stock splits and divi-
dends. The retarn on a portfolio for one month is calculated as the weighted average of the returns
for its individual stocks. Annual portfolio returns are calculated by compounding the monthly port-

folio renugns.

Size of the Deciles

Table 7-1 reveals that the top three deciles of the NYSE/AMEX/NASDAQ account 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 data in the second column of Table 7-1 are averages across all

1 Rolf W. Banz was the first to document this phenomenon. See Banz, Relf W. “The Relatonship Between Rerurns and
Market Value of Common Stocks,” Journal of Financial Ecoriomics, Vol. 9, 1981, pp. 3-18.

IhbotsonAssociates 127
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Chapter 7

79 years. Of course, the proportion of market value represented by the various deciles varies from

year to year

Columns three and four give recent figures on the number of companies and their market cap-
italization, presenting a snapshot of the strucrure of the deciles near the end of 2004,

Table 7-1
Size-Declie Portfolios of the NYSE/AMEX/NASDAQ Size and Composition
1926-2004
Recent
Historical Average Recent Decile Merket Recent
Percentage of Number of Capitallzation Percentage of

Declle Totat Capltalization Companles fin thpusands)  Total Capltalization
1+ argest 63 31% 172 %B.214.688.3686 B3 18%
2 1397% 177 1,722.153.328 13.24%
3 7 5B% %99 854,917,814 6 Ba%
4 474% 208 548309454 4.20%
5 3243 218 400.381.543 3 08%
5] 2.?7% as7? 325.662.835 2 50%
T 1.73% 300 264,131,617 2.03%
8 1.28% 372 219,875.895 1.69%
] 0.88% 588 230,478,080 177%
10-Srallest 0.B0% 1,782 185,820,318 1 43%
Mid-Cap 35 15.56% 527 1,843.688,910 14 18%
Low-Cap 6-8 5.38% g28 B08,771.549 & 2%
Micro-Gap 8-10 176% 2.371 416.296.388 3 R0%

Source: ® 200503 CRSP* Center for Research in Security Prices Graduate School of Business. The Universily of Chiceoo Used

with permission Al rights reserved. www crsp uchicago e

Hislorcal average percentage of wial capitalization shows the sverage, over the las! 79 years, of the declle market values as a
perceniage of the total NYSE/AMEX/NASDAD calculated each month Number of companies in declles, recett market
capitalization of declies, end recent parcantage of total capitalization are 25 of Sepiamber 30, 2004

Table 7-2 gives the current brezkpoints thar define the composition of the NYSE/AMEX/NASDAQ
size deciles. The largest company and its market capitalization are 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 meost recent
data (Table 7-2}, compenies within this mid-cap range have masket capitalizarions 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 capitalizarions at or below
§1,607,854,000 but grester than $505,437,000. Micro-cap stocks include deciles 9-10 and include
companies with market capitalizations at or below $505,437,000. The market capitalization of the
smallest company included in the micro-czpitalization group Is currently $1,393,000.

128
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Firm Size and Retrn

Table 7-2

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ, Largest Company
and Its Market Capitalization by Declle

Sapiember 30, 2004

Warket Capitalization
of Largest Company

Decile fin thousands) Company Name

1-Largest $342,087.219 General Elsclric Co.

z 14.096.886 Agilén! Technologies inc

3 5.241,853 Teriat Hzalihsare Corp

4 3454104 Welichoica Inc.

3 2.231.707 DGE Enargy Corp.

B 1.607,854 Entercom Communications Corp.
7 1.097,608 Vintage Petroleum En:'

8 745.2186  Wabash National Corp.

9 505,437 World Fuel Se~vices Gorp

0-8mallest 2B82.725 Mastac Inc.

Source: Center for Research in Security Prices. Universily of Chicago

Presentation of the Decile Data

Summary statistics of annval returns of the 10 deciles over 1926-2004 are presented in Table 7-4.
Note from this exhibit that both the average return and the total risk, or standard deviation of annual
returns, tend to increass as one moves from the largest decile to the smablest. Furthermore, the
serial correlations of returns are near zero for all but the smallest two deciles. Serial correlations and
their significance will be discussad in deczil later in this chaptern

Graph 7-1 depicts the growth of one dollar invested in each of three NYSE/AMEX/NASDAQ
groups broken down into mid-cap, low-cap, and micro-cap stocks, The index value of the entire
NYSEAMEX/NASDAQ is also included. All returns presented zre value-weighted based on the mar-
ket capitalizations of the deciles contained in each subgroup. The sheer magnitude of the size effect
in some years is noteworthy. While the largest stocks actually declined in 1977, the smallest stocks
rose more than 20 percent. A more extreme case occutred 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 lazge company stocks is a common oscurrence.

IbbotsonAssociales 128
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Table 7-3

Size-Decile Portfolios of the NYSE/AMEX/NASDAGQ
Largest and Smallest Compary by Size Group

from 1826 101985

Eaplitaiization of Largest Company Capltalization of Smaliest Company
{in thousands) fin thousands)

Date Mid-Cap Luw-Cap Micro-Cap Mid-Cap  Low-Cap  Micra-Cap
{Sept 30} 3-5 6-B 8-10 3§ E-B 9-10
1928 £61.490 $14.040 54.305 $14,100 54,385 §43
1827 $66.281 §14.748 $4.450 £15,311 $4.496 g2
1928 $81,898 £18,975 §5.074 §10.050 §5,118 $tas
1928 3107,08B5 $24,328 £5,875 $24.480 §5815 128
1930 357,808 $13.080 $3.218 §13.068 $3,254 $ao
1231 §42.607 58.142 §1.905 $B.222 51,827 515
1932 $12.431 52,170 5473 £2.168 8477 $19
1933 $40.255 57,210 $1.830 §7.280 &1.875 8100
1934 $38,128 $6,669 51,668 86,734 51,672 358
1835 27,631 §56.51¢8 $1,350 56.540 51,383 538
1836 546,520 $11.505 £2.860 811526 §2.668 %08
1937 $51.750 513,801 $3.500 §13.535 §3.530 368
1838 535,102 $8,325 $2,125 sgarz F2,145 $80
1839 535,784 3;?,56? $1.897 $7.389 £1.80D 75
1840 $31.050 §7.980 $1.851 58,007 51.872 51
1941 31,744 $8.315 $2,086 5B.335 2,087 72
1842 $26.135 $65.870 51,778 56.875 $1.788 k=
1843 $43.218 14,475 53.847 $11,4B0 53,903 £305
1944 845,621 $13.085 $4,800 $13.068 $4.812 £302
1845 §85.268 $17,325 %68.413 87,575 T5.428 5228
1946 §78.158 $24.102 $10,033 §24,189 §10.051 5829
1947 $57.830 $17.735 58,373 T17.872 §6,380 Bray
1948 567.238 £18,575 £7,313 518,651 §7.529 5784
1848 585,505 $14,548 35.037 $14.577 $5.108 $378
1880 55,881 $1B.675 56176 318,750 56,201 5303
1851 $82,517 322,750 $7.587 $22.850 $7.508 568
1852 87,936 §25.452 $5.428 $25.532 £8.480D 3480
1853 £98.595 $25.374 58,156 $25.305 8,168 5459
1854 §125,834 $28.545 $B.484 $29,707 $8,488 $463
1855 $170.825 241,445 $12.353 541,681 B12.966 5553
1856 $183.434 $46.BDS £13,481 $46.886 $13.524 81,122
1857 $192.861 $47.658 $13,844 $48.508 313.848 325
1858 $195.083 46,774 $13,789 546,871 $13.818 8550
1858 253,644 $54.221 $18,500 564,372 315,548 $1.804
1860 $246.202 §67,485 $19,344 §61,520 318385 35
1861 $256 261 £72.058 $23,562 §79,422 325.513 $2.455
1862 . $250‘4"_33 $58,365 518,852 £59,143 $18.968 1,018
1863 $308.438 §71.848 523,818 51,971 E23.822 208
1864 $344,033 $70.243 $25.594 §7D.508 525,585 §223
1965 8363,759 584479 28,365 $84.800 $28,375 250

Source: Center for Research in Seeurity Prizes. University of Chicage
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Firm Size and Return

Table 7-3 {continued)

Size-Decile Porifolios of the NYSE/AMEX/NASDAQ

Largest and Smallest Company by Size Group

from 1866 to 2004

Capitalization of Largest Company
{in thousands)

Capitalization of Smallest Company
fin thousands)

Date Mid-Cap Low-Cap Micro-Cap

Midg-Cap  Low-Cap  Micro-Cap

{Sept 30) a5 -8 5-10 3-5 5-8 9-10
1065 §309.456  $99,578 £34,584 $96,035  $34,068 £381
1067 $459,170  $117.985 $42,267 $118,329  $42,313 $381
1958 $528,826 $149.251 860,351 §150,728  $60.387 $592
1969 5517,452  £144,770 $54,273 $145.684  $54.260 §2,119
1970 $380,248 594,025 £29,510 £94,047  §20.915 $822
1971 $542.517  $145,340 £45 571 5145873  $45,580 $865
1972 £545.211  H138,647 548,728 5138710 $46,757 #1.031
1973 $424.584 394,809 $29.801 305,378 $29,606 5561
1974 $344,013 875,272 $22,475 $75,853 B2z 481 $ada
1975 $465,763  $06,954 528,140 §97,266  $28.144 $540
1976 $551,071  $116,184 $31,987 $116.212 332,002 £564
1877 $573.08B4  $135,804 $33,192 $137.823 338,254 £513
1978 $572.867  B159,778 546,621 $160,524 B4C.E28 5830
1979 $681.8336 5174480 $49,088 §174,5%7 s48172 5948
1980 §754,562 S194.018 348,671 $194,241  §$48,353 $548
1984 $054,.665 $259,028 $71,276 §261,050  §71.280 $1,448

882 $782,028  B205,590 §54,675
1883 $1,200.680 $352.698 $103,443
1984 $1,0688,072  $314,8650 $20,419
1885 $1,432.342 {367,413 53,810

5208,536  §54,863 §1.060

1986 $1,857,621 444,827 = §108,956
1987 $2,053,143 467,430 £112,035
1988 $1.957,826  B420,257 $94.268
98¢ $2,147.80B  $4BO,975 $100.285
1880 $2,164.185 472,003 §os.627

1081 $2,129,B63  $457,058 $87,586
1982 $2.428,671  $500,346 $103,352
1993 2,711,088  $608,520 $137.945
1994 $2,497,073  $B01,552 $148,435
1985 $2.703,761  $653,178 $158.011

1896 $3,150.885 §763.377 $185,188
1597 $3,511,132  $5818,289 $230,472
1208 54,216,707  $934,254 $253,329
1999 54,251,741 B875,209 218,336
2000 $4,143,902  $B40,000 §192,588

2001 85,252,083 $1,114,792 269,275
2002 $5.012,705 §1,143.845 $314,042
2003 84,794,027 51,165,789 $330.608
2004 $6,241,953 31,807,854 $505,437

Source: Center for Ressarch in Securty Prices, University of

§352,044 $103,530 $2,025
§315.214  $90,659 $2,093
$368,245  $94,000 Ladsw
$445.848 $109,975 8705
$468.848 §112,125 31,277
$421,340  §94,302 %506
$483,623  $100,384 $95
$474.065  $93.750 §132
$458,853  S87.733 %278
$501,050  $103,500 8310
$508,825 137,987 5502
$602.552 $149,532 5558
654,019  $158,063 8o
$764,512  §195,325 31,043
Bg21,028  $230,554 5480
$935,727  $253,335 $1,671
$875.582 $218.368 §1,502
$B840,730  $19z,721 §1.462
£1,115.200 3$270,391 443
$1.144,452  $314,174 £501
$1,167.040  $330,797 $332

$4.607,931 5508410 $1.893

Chicago
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Table 7-4
Size-Dacile Portfolios of the NYSE/AMEX/NASDAQ, Summary Statistics of Annual Returns
1926-2004

Geometric Arithmatic Standard Serlal
Declle Mean Mean Deviaticn Corralation
i-4argest 5 G6% 11.4% 19.27% 0.0%
2 108 132 2200 G 03
3 113 i3 8 2381 - 02
4 113 4 4 2810 002
5 17 150 2694 -0 0z
[:] 118 155 27 97 004
7 116 157 3017 Dot
8 118 187 3365 D.04
S 122 177 3677 D0s
18-Srmallest 140 218 45 B7 015
Mid-Cap, 3-5 114 14.2 24 90 =002
Low-Cap, 6-8 118 158 25368 003
Migro-Cap, 8-10 z8 190 3338 003
NYSE/AMEXANASDAG
Total Value-Weighted Index 101 21 2032 003

Source: Cenier for Research in Security Prices, University of Chicago

Aspects of the Firm Size Effect

The firm size phenomenon is remarkable in several ways. First, the greater risk of small stocks does
not, int the context of the capital asser pricing model (CAPM), fully eccoune for their higher rerurns
over the long term. In the CAPM, only systematic or bera risk is rewardad; small company stocks
have had returns in excess of these implied by their beras.

Second, the calendar annual return differences berween small and large companies zre serially
correlared. This suggests that past annual returns may be of some value in predicting furure annual
returns, Such serizl correlation, or autocorrelation, is practically vaknown in the marker for large
stocks and in most other equiry markets but is evident in the size premia.

Third, the firm size effect is seasonal. For example, small company stocks cutperformed large
company stocks in the month of January in a large majority of the years. Such predictabilivy is sur-
prising and suspicions in Hght of modern capital market theory. These three aspects of the firm size
effect—long-term returns in excess of systematic risk, serial correlation, and seasonaliry—will be
analyzed thoroughly in the following secrions.

132 SEBI Vaiuation Edition 2005 Yearbook
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Firm Size and Return

Graph 7-1
Size-Decite Portfclios of the NYSE/AMEX/NASDAGQ: Wealth Indlces of nvestments in Mid-, Low-, Micio- and
Tertal Capitalization Stocks

1926~2004
Year-end 1925 = $1 00
$20,000 _
13,661.13
$10,000 | $
] ‘ (W | 56,718.85
] Micro-Cen, Stoek fyp 4 4297 01
1 E B [ N 1 O
J D . * . Low-Cap Stock RN A " $2.01920
$1,000 Coe e ] IANA & )
7 " Mig-Cap Stock
$100 ] g 0o Siee
5 ] NG
2 ] Total Value
- ! Weighted NYSE/
AMEX/NASDAG
$10
$i
$D l.l!ilIlli‘l-ilil‘lqllr'i'I‘Ill'lllllllll|(|lllllllllIlII.’;I'IIQJI:IIIIJ.III-IIllllr'lll'illll

1925 1235 1845 1955 1865 1975 1885 1985 2004

Year-end Sourge: Canter for Research in Sesurity Prices, University of Chizago.

Ibbotsondssociates 133



Schedule FdH-1
Page 20 of 23

Chapter 7

Long-Term Returns in Excess of Systematic Risk

The capiral asset pricing model {CAPM} does net fully account for the higher remurns of small com-
pany stocks. Table 7-5 shows the returns in excess of systematic risk pver the past 7% years for each
decile of the NYSEAMEX/NASDAQ. Recall that the CAPM is expressed as follows:

k, =r, + (B, xERP)

Table 7-5 nses the CAPM to estimate the return in excess of the riskless rate and compares this est-
mate to historical performance. According to the CAPM, the expected return on a security should
consist of the riskless rate plus an additional return to compensate for the systematic risk of the secu-
riry, The return in excess of the riskless rate is estimated in the context of the CAPM by multiplying
the equity risk premium by B (beta). The equity risk premium is the return that compensates investors
for taking on risk equal to the risk of the market as a whole (systematic risk}).* Beta measures the
extent 1o which a security or portfolio is exposed to systematic risk.” The beta of each decile indi-
cates the degree to which the decile’s return moves with that of the overall marker.

A beta greater than one indicates that the security or portfolio has greater systematic risk than
the market; according to the CAPM equation, investors are compensated for taking on this additional
risk. Yet, Table 7-5 illustrates that the smaller deciles have had returns that are not fully explainable
by their higher betas. This rerarn in excess of that predicted by CAPM increases as one moves from
the largest companies in decile 1 to the smallest in decile 10. The excess return is especially pro-
nounced for micro-cap stocks {deciles 9-10). This size-related phenomenon has prompted a revision
to the CAPM, which intludes a size premium. Chapter 4 presents this modified CAPM theory and
its application in mere detail.

This phenomenon can also be viewed graphically, as depicted in the Graph 7-2. The security
market line is based on the pure CAPM without adjustment for the size premium. Based on the risk
{or beta) of a security, the expected return lies on the security market line. However, the actual his-
toric returns for the smaller deciles of the NYSE/AMEX/NASDAQ ke above the line, indicating that
these deciles have had returns in excess of that which is appropriate for their systematic risk.

2 The equity risk premium fs estimated by the 79-year arichmetic mean retutn on large company stocks, 12.39 percent, less
the 79-year arithmetic mean income-rerurn compenent of 20-year government bends as the historica) riskless rate, in this
case 522 percent. (It s appropriate, however, to mateh the maturity, or duration, of the riskless asser with the invesument
horizon.] See Chapter 5 for more detsil on equity risk premivm estimadon.

3 Historical betas were calculated using a simple regression of the monthly portfolio (detile) total returns in excess of the
30-day U.S. Treasury bill total rerurns versus the S&P 500 roral remurns in excoss of the 30-day U.5. Treasury bill,
Jznuary 1926-December 2004. See Chapiers § for more detzil on beta estimation.
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Firm Size and Return

Tablg 7-5
Long-Term Returns In Excess of CAPM Estimation for Declle Portfolios of the NYSE/AMBEX/NASDAQ
1926~-2004
Reallzed Estimated  Size Premium
Arsithmetic Aeturn in Return In {Return In
Mean Expess of Excess of Excess of
Declie Beta” Return Riskiess Rate**  Riskiess Ratet CAPM)
1-Largast o¢ 11.30% B 16% 6.53% ~037%
2 104 13.24% B02% 7 42% 0 50%
3 110 13 84% B 862% 7.85% G 75%
4 113 14 38% 915% B 08Y% 1.07%
§ 1.16 14.95% 9.74% B.30% 1.44%
& 118 15 45% 10.23% §.48% 1.75%
7 123 15 67% 10 45% 8 83% 1.61%
8 1e8 16 74% 11 51% 5. 16% 2 36%
=] 134 17.71% 12 48% 9 62% 2 Bf%
10-Smallest 141 21 77% 16 .54% 10.14% 8419
Mig-Cap. 3-5 112 14 19% B 96% 8 G1% 0 95%
Low-Cap‘ &8 122 15 76% 10.54% B73% 181%
Micro-Cap, 8-10 138 18 97% 13 74% 8.72% 4 02%

*Betas ara estimated (rom monthly portfolio iota! returns in excess of the 30-day U.S. Treasury bill total return versus the S&P

500 fofal returns in excess of the 30-day U 5. Traasury bill, January 1826-December 2004

*~Mistorical iskiass rate is measurad by the 79-year atithmelic mean income retum companert of 20-year governmen! boncds

{5 .22 parcart}.

tCalculated in the contexy of the CAPM by muiliplying the equity risk premium by beta. The equity risk premium is estimaied by
the arthmetic mean total return of the S&R 500 (1238 percent} rainus the arithmatic mean income return compoenant of 20-year

government bands {8 22 percent) from $1G25-2004.

Graph 7-2
Security Market Line versus Stze-Deslle Portfolios of the NYSE/AMEX/NASDAQ
1826-2004
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Chapter 7

Further Analysis of the 10th Dacile

The size premia presented thus far do a great deal to explain rhe retorn due solely ro size In publicly
wzded companies. However, by splitting the 10th decile into two size groupings we ean get a closer
look at the smallest companies. This magnification of the smallest companies will demonstrate
whether the company size to size premia relationship centinues to hold rrue.

As previously discussed, che methed for determining the size groupings for size premia analysis
was to take the stocks traded 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 grovpings. This same method-
ology was used to split the 10th decile into two parrs: 10a and 10b, with 10b being the smaller of
the two. This is equivalent to brezking the stocks down into 20 size groupings, with portfolios 12
and 20 representing 10a and 10b,

Table 7-7 shows thar the pattern continues; as cornpanies get smaller their size premium increas-
es. There is a noticeable increase in size preminm from 10a to 16b, which can also be demonstrated
visually in Graph 7-3. This can be usefu! in valuing companies that are extremely small. Table 7-6
presents the size, composition, and brezkpoints of deciles 10a and 16b. Firet, the recent number of
companies and total decile market capitalization are presented. Then the lazgest company and irs
market capitzalization are presented.

Breaking the smallest decile down lowers the significance of the resulrs compared to resulrs for
the 10th decile taken as 2 whole, however. The same holds true for comparing the 10th decile with
the Micro-Cap apgrepation of the 9th and 10th deciles. The more stocks included in a sample the
more significance can be placed on the resnits, While this is not as much of a factor with the recent
years of data, these size premia are constructed with data back to 1826, By breaking the 10th decile
down into 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/INASDAQ
is presented in Table 7-§. With fewer stocks included in the anslysis eatly on, there is a sirong pos-
sibility that just & few stocks can dominate the returns 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 resilts even when broken down into subdivisions
10a and 10b, All things considered, size premia developed for deciles 10a and 10k are significanr 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.

Table 7-6

Size-Decilie Portfollos 10a and 10b of the NYSE/AMEX/NASDAQ,
Largest Company and [tz Market Capitalizstion

Sepiember 30, 2004

Recant Decile Markat Capitalization
Recent Number Market Capitallzation of Largest Company Company
Detile of Companles {in thousands) {in thousands) Name
101 532 $98,581,341 B262.725 Mastac inc.
0k 1,261 $B83.633.980 $143.816 Rex Storeg Comp

Note: These numbers may not aggregate ta equst dedile 10 figures .
Source: Canler far Beseaich in Becurity Prices, University of Chicago
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Firm Size and Return

Table 7-7
Lang-Term Returns in Excess of CAPM Estimation for Declie Portfulios of the
NYSE/AMEX/NASDAQ, with 10th Decile Spiit

1826-2004
Realized Estimated Size Prembum
Arithmetic Beturn in Return in {Return in
Mean Excess of Excess of Excess of
Bata® Return  Riskless Rate**  Riskless Rate} CAPM)
1-Largest oM 11.39% 6 16% B.535% «~0 37%
2 104 13 24% B.02% 742% 0 B0%
3 110 13 B4% a.62% 7 BB8% 0 75%
4 113 14 38% o 15% 8 08% 1 07%
5 116 14 86% 8.74% 8.30% 144%
& 118 15 465 10 Z3% 8 4B% 175%
7 123 15 67% 10 45% 883% 1519
g 128 168 74% 11 61% B8 15% 2 36%
9 134 kAL 12 48% 9 62% 2 B5%
10z 142 149 95% 14 73% 1019% 4 G4%
10b-8malles! 138 25.33% 18 80% 10 00% 950%
Mid-Cap, 3-8 112 14.19% B OB% B01% 095%
Low-Cap., 6~8 1.822 15 75% 10 54% B 73% 1.81%
Micro-Cap, 2-10 1.38 18.97% 13 74% 9.72% 4 Q2%

Balas are estimated kom monthly portfollo total returns in excess of the 30-dey U.8. Treasury il iotal retumn versus the SEP
500 tolaf returns In excess of the 30-day U 8. Treasury bill, January 1826~December 2004.

"(P-slisalgrlcai rlsigess rate Is measured by the 79-year erilhmetic mean income return component of 20-year governmant bonds
percent}.

tCalculated In the santex] of the CAPM by muftiplying the equity risk premium by beta. The aqulty risk prerakum is estimated by
the arithmetic mean olal return of the S&P 500 {12 39 percerd) minus the arlthmetic mean incoma return component of 20-year
government bends (522 percent) from 1926-2004

Graph 7-3
Becurity Market Line versus Slze-Declle Portfolies of the NYSE/AMEX/NASDAQ, with 10th Decile Split

1926-2004
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Dear Reader,

This volume updates the 1994 edition of
Corporate Finance Criteria. There are several
new chapters, covering our recendy introduced
Bank Loan Ratings, criteria for “notching™ junior
obligaticns, and the role of cyclicality in ratings.
Naturally, the ratio medians have been brought
up to date,

Standard & Poor’s criteria publications represent
our endeavor to convey the thonght processes and
methodologies employed in determining Standard
& Poor’s ratings. They describe both

the quantitative and gualitative aspects of the
analysis. We believe that our rating product has
the most value if users appreciate all that has
gone into producing the letter symbols.

Bear in mind, though, that a rating is, in the end,
an opinion. The rating experience is as much an
art 4s it is a science.

Solomon B, Samson
Chairman, Corporate Ratings Criteria Committee
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Utilities

The utilites rating methodology encoempasses two basic
components: business risk analysis and financial analysis.
Evaluation of tndustry characteristics, the utfiity's position
within that industry. lis regulation, and its menagement
provides the context for assessing a firmn's financial condl-
ton.

Historical analysls is a tool for identifying strengths and
weaknesses, and provides & starting paint for evaluating
financtzl condition, Business position assessment s the
qualitative measure of a utility’s fundamentsl creditwor-
thiness. It focuses on the forces that will shape the utilities’

future.

The credit analysis of utllitles is quickdy evolving, as
utilities are treated Jess as regulated monopstles and more
as entities faced with a host of challengers in a competitive
environment. Marketplace dynamics are supplanting the
power of regulation, making It aritically Importanit to re-
dute casts and/or market new services in order to thwart
competitors’ inroads-

Markets and service agrea economy

Assessing service territory begins with the economic and
demographic evaluation of the area in which the utility has
itsfranchiss. Strength of long-tenm dernand for the product
is examined frorn a macroeconomis perspective. This en-
ables Standard & Poor's to evaluate the affordability of
rates and the staylng power of demand.

Standard & Poor's tries to distern any secular consump-
tion trends and, mote importanty, the reasons for them.
Specifie ftems examiried Include the size and growth rate
of the market, strength of the franchise, historical and
projected sales growth, income jevels and trends in popu-
lation, employment, and per capita jncorme. A utility with
a healthy economy and custorner base—as illustrated by
diverss employment opportunites, average or above-av-
erage wealth and incorne statistics, and low unemploy-

ment—will have a preater capacity (o support its opera-
tons.

For dlectric and gas utilitles, distribution by customer
class is serutinized to assess the depth and diversity of the
utlity's costomer mix, For example, heavy industrial con-
centration is viewed cautiously, since a utility may have
significant exposure to cycleal volatility, Alternatively, a
{zrge residentlal component ylelds a stable and more pre-
dictsble revenue stream. The largest utility customers are
identifled to determine thelr importance to the bottom line
and assess the risk of their loss 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 signiffcant
role in the overal] econemic base of the service area Mors-
over, large customers may turn to cogeneration or alierna-
tive power supplies to meet thelr energy needs, potentially
leading to reduced cash flow for the utility {even In cases
whera a larps customer pays discounted rates and is not a
profitable acesunt for the utlity), Customer eoncentration
is less significant for water and telecommunicaton utili-
Hes.

Competitive position
As tompettive pressures have intensified in the utilitles

industry. Standard & Poor's analysis has deepened to In-
clude a more thorough review of competitive position.

Electric utility competition

For eleciric wtilitles, competitive factors examined in-
ciude: pereentage of firm wholesale revenues that are most
vulnerable to competition; industrial load concentration;
exposure of key customers to slternative suppliers; com-
merclal contentrations; rates for various customer classes;
rate design and Aexibility; production costs, both manginal
and fixed: thereplional capadity situation and transmisson
constraints. A regional forus 1s evident, but high costs and
rates relative to national averages are also of significant
concern because of the potential for electricity substitutas
over Hme.

Mounting competidon in the electric udiity industy
derlves from excess generating capacity, Iower barriers to
entering the electric penerating business, and marginal
costs that are below embedded costs Standard & Poor's
has already witnessed declining prices in wholesale mar-
kets, as de facto retall competition Is already being seen in
sevaral paris of the country. Standard & Poor’s believes
that over the coming years more and more customers Will
want and dernand Jower prices. Initisl concerns focus on
the largest industrial ioads, but other customer classes will
bz Increasingly vulnerable. Competition will not necessar-

29
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1y be driven by legislation. Other pressures will arise from
global competition and improving technologies, whether
it be the declining cost of incremental generation of ad-
vances In transmission capacity or substitute energy
sourees ke the fuel cell. It Is impossible to say precisely
when wide-open retail competition will ocour; this will be
evolutionary. FHowever, significantly greater competition
inretall markets is inevitable.

Gas utility competition

Similarly, gas utilities are analyzed with regard to their
competltive standing in the three major aress of demand:
residential, commercial, and industrial. Although regy-
lated as holders of monopoly power, natural gas utilities
have for some time been actively competing for energy
market share with fuel ofl, electricity, coal, solar, wood, ete.
The long-term staying power of market demand for natu-
ral gas cannot be taken for granted. In fact. as the electrie
utlity industry restructures and reduces costs, electric
power will become more cost competitive and threaten
certatn gas markets. In additlon, Independent gas market-
ers have made greater inroads behind the ity gate and are
campeting for large gas users. Moreover, the recent trend
by state regulators to unbundle utility services is creating
opportunities for outsiders to market niche products. Dis-
tributers still have the upper hand, but those who do not
reduce and control costs, and thus rates, could find com-
pettion even more difffcuit.

Natural gas pipelines are Judged to carry a somewhat
Higher business risk than distribution companies because
they face competition 1n every one of their mmarkets, To the
extent a pipeline serves utilitles versus industrial end users,
its stabllity is greater, Over the next five years, pipeline
sornpetition will heat up since mmany service contracts with
customers are explring. Maost distributor or end-usg cus-
tpmars are looking to reduce pipeline costs and are work-
ing to Ymprove thelr lead factor to do so. Thus, pipelines
will Jikely find it difficult to recontract all capacity in
corning years. Being the plpeline of chaice is a function of
atiractive transportation rates, diversity and guality of
services provided, and capacity available in each particular
market. In all cases though, pericdic discunting of rates
to retain customers will occur and put pressure on profit-
ability.

Water utility competition

As the last true utdlity monopoly, water utilities face very
little competition and there is currently no challenge to the
continuation of franchise areas. The only exceptions have
heen cases where investor-ownad water companies have
been subject to condermmnation and munitipalization be-
cause of poor service or politieal motvations. In that re-
gard, Standard & Poor's pays close attention to costs and
rates In relation to neighboring utilittes and national aver-
ages. {In contrast, the privatzation of publicwater facilities
has begun, albeit at a slower pace than anticlpated. This is
occurring mostly in the form of operating contracts and
public/private partnerships, and not in asset transfers.
This trend should continue as citles loak for ways to bal-

30

ance thelr tight budgets.) Also, water utilities are not fully
[rimune to the forces of cornpetition; in a few Instances
wholesale custorners can access more than one supplier.

Telephone competition

The Telecommunications Act of 1896 accelerates the con-
tinuing challenge to the local exchange companles’ (LECs)
century-old monopoly in the local loop. Competitive ac-
cess providers (CAPs), both facilitles-based and resellers,
are aggressively pursuing customers, generally targeting
metropolitan areas, and prorisng lower rates and better
service.

Most lang-distance calls are stll originated and termi-
nated on the local telephone company network. To com-
plete such a call, the long-distance provider {including
AT&T, MCI, Sprint and a host of smaller interexchange
carriers or “IXCs"} must pay the local telephaone comnpany
a stzep "access” fee to compensate the local phone com-
pany for the use of its local network. CAPs, in contrast,
budld or lease facllities that directly connect customsrs to
thelr long-distance carrier, bypassing the local telephone
company and avoiding access fees, and thereby can offer
Jower long-distance rates. But the LECs are not standing
still; they are combating the loss of business to CAPs by
lowering access fees, thereby reducing the economicincen-
tive for a high usage long-distance customer to use a CAP,
LECs are atternpting to rmaske up for the loss of revenues
from lower access fees by increasing basic local service
rates {or at Jeast not lowering them), since basic service is
far less subject to competition. LECs are improving oper-
ating effidlency and marketing high margin, value-added
new services. Additionally, in the wake of the Telecormnmu-
nications Act, LECs will capture at least some of the inter-
LATA long-distance market. As a result of these Initiatives,
LECs continue to rebuild themselves—from the traditional
titility monopoly to leaner, more marketing oriented or-
ganizations. ”

While LECs, and fndeed all segments of the telecommu-
nlcations sector, face increasing competition, there are fa-
vorable industry factors that tend to offset heightened
business risk and auger for overall ratings stability for most
LECs. Importantly, telecommunications is a declining-cost
business. With increased deployment of fiber optics, the
cost of transport has falien dramatically and digital switch-
ing hardware and software heve yielded more capable,
trouble-free and cost-efficient networks. As a result, the
cost of network maintenance has dropped sharply, as illus-
trated by the ratio of employees per 10,000 access lines, an
oft cited measurement of effidency. Ratios as low as 25
employees per 10,000 Hnes are being seen, down from the
typical 40 ar more employees per 10,000 ratic of only a few
years ago.

1n additien, networks are far more capable. They are
increasingly digitally switched and able to accommodate
high-speed eormuminications. The infrastructure needed to
accommodate switched broadband services will be bult
into telephone networks over the next few years, These
advanced networks will enable telephone companies to
look to a greater variety of high-rnargin, value-added serv-
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ices, In addition to those current services such as call
waiting or caller ID, the delivery of hundreds of braadeast
and interactive video channels will be possible. While thess
services offer the potental of new revenue streams, they
will simuitanecusly present a formiédable challenge. LECs
will be entering the new (to them) arena of multimedia
entertalnment and will have to develop expertise tn mar-
ketlng and entertainment prograroming acumen; such
skills stand in sharp contrast to LECs' traclitional strengths
{n engineering and customer service,

Operations

Standard & Poor's focuses o the nature of operations
from the perspectlve of cost, rellability, and guality of
service. Here, ernphasis s placed on those areas that re-
quire rnanagerentattentlon in terms of tirne or money and
which, if unresolved, may lead to political, regudatory, or
competitive problems,

Operations of electric utilities

For electrics, the status of utility plant investment Is
reviewed with regard to generating plant avallability and
utilization, and also for compliance with existing and con-
templated environmantal and other repulatory standards.
The record of plant outages, equivalent avatiability, load
factors, heat rates, and capaclty factors are examined. Also
important is efficlency, as defined by total megawatt hour
per employee and customners per emiployee, Transrnission
interconnections are evaluated In terms of the number of
utilities to which the utility in guestion has access, the cost
structures and aveilable generating capadity of these other
utilitles, and the price paid for wholesale powet.

Because of mounting competiion and the substantial
escalation in decommisstoning estimates, significant
welght is given to the operation of nuclear facilities. Nu-
ciear plants are becomning more vulnerable to high produe-
tion costs that make thelr rates uneconomic. Significant
asserconcentration may expose the utility to poor perform-
ance, unscheduled outages or premature stuitdowns, and
Iarge deferrals or regulatory assets that may need to be
written off for the uiflity to remain competitive, Also,
nuclear facilities tend to represent significant portions of
their operators’ generating capability and assets. The Joss
of & 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, The ability to keep these statlons run-
ning smonthly and economically directly influences the
ability to meet electric demand, the stability of revenues
and costs, and, by extenslon, the ability to maintsin ade-
quate creditworthtness. Thus, economic operation, safe
operation, and long-term operation are examined in depth.
Specifically, emphasts is placed on operation and mainte-
nance costs, busbar costs, fuel costs, refueling outages,
forced outages, plant statistics, NRC evalustions, the po-
tential need for repalrs, operating Hcenses, decommission-
ing estimates and amounts held In external trusts, spent
fuel storage eapacity, and management’s nudear experi-

ence. In essence, favorable nudear operations offer signifl-
cant opportunities but, if a nuclear unitruns poorly or not
at aly, the attendant risks can be great,

Operations of gas utilities

For gas pipeline and distribution companies, the degree
of plant utilization, the physical condition of the matns and
Hnes, adequacy of storage to mest seasonal needs, "Jost and
unaccounted for” gas levels, and per-unit nongas operat-
ing and constructon costs are important factors. Efficiency
statistics such as load factor, operating costs per customer,
and operating Income per employee are also evaluated in
comparison to other utflities and the industry as a whole,

Operations of water utilities

As a group, water utilities ara continually upgrading
their physical plant to satisfy regulations and to develop
additional supply. Over the next decade, water systems
will Increasingly face the task of malntaining compliancs,
as drinking water regulztions change and Infrastructure
apes, Glven that the Safe Drinking Water Act was author-
{zed {n 1974, the first generation of treatrent plants buile
to conform with these rules are almaost 20 years old. Addi-
Honally, becatrse the focus during this period was on sat-
isfylng envirommnentsl standards, deferred maintenance of
distribution systems has been common, espectally in plder
urban areas. The increasing cost of supplying treated water
argues apainst the high level of unaceounted for water
witnessed in the industry. Consequently, Standard &
Poor's anticipates capltal plans for rebutlding distribution
lines and major renewal and replacement efforts almed at
treatment plants.

Operations of telephone companies

For telephone companies, cost-of-service analysis fo-
cuses on plant capabllity and measures of effidency and
quelity of service. Plant capability is ascertained by looking
at such parameters as percentsge of digitally switched
Unes; fiber optic deplayment, in particular in those por-
tions of the plant key to network survival; and the degree
of breadband capadity fiber and coaxial deployment and
broadband switchlng capacity. Efficiency measures in-
clude operating margins, the ratio of employees per 16,000
access lnes, and the extent of network and operations
consolidation. Quality of service encompasses examina-
Hon of quantitative measures, such as trouble reports and
repeat service calls, as well as an assessmant of qualitative
factors, that may include service quality goals mandated
by regulators.

Regulation

Regulatory rate-setting actions are reviswed on a case-
by-case basis with regard to the potential effect on credit-
worthiness. Regulators’ authorizing high rates of return is
of little value unless the returns are earnable. Furthermore,
allowing high returns based on nencesh #tems does not
beneflt bondholders. Also, to be viewed positively, regula-
tory treatment should allow consistent performance from
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period to perlod, given the Importance of financial stability
as a rating consideration.

The utility group mests frequently with commission and
staff members, both at Standard & Poor's offices and at
comerission headquarters, demonsirating the importance
Standard & Poor’s places on the regulatory arena for credit
quality evaluation. Input from these meetings and from
review of rate orders and thelr {rpact weigh heavily in
Standard & Poor's analysis.

Standard & Poor's does not “rate” regulatory comenls-
slons. State commissions typically repulate a rumber of
diverse Industries, and regulatory approaches to different
types of companies often differ within a single regulatory
Jurisdiction. This makes #t all but impossible to develop
inclusive “ratings” for regulators.

Standard & Poor's evaluaton of regulation also encom-
passes the administrative, judicial, and legislative proc-
esses Involved in state and federal regulation. Thess can
affect rate-setting activities and other aspects of the busl-
ness, such as competitive entry, environmental and safety
sules, facllity siting, and securities sales.

As the utility industry faces an increasingly deregulated
environment, alternatives to traditional rate-mzking are
becoming more critical to the ability of utilities to effes-
tively compete, malntain earnings power, and sustatn
ereditor protecton. Thus, Standard & Poor's focuses on
whether regulators, both state and federal, will help or
hinder utilities as they are expesed to greater cornpetidon.
There fs much that regulators can do, from allocating costs
to more captive customers to allowing pricing flexibil-
ity—and somatimes just stepping out of the way.

Under traditional rate-rnaking, rates and earnings are
tied to the amount of invested capital and the cost of
capital. This can sometimes reward companies more for
Justifying costs than for containing them. Moreover, most
current regulatory policies do not permit utilities to be
flexible when responding to competitive pressurss of a
deregulated market. Lack of flexible tariffs for electric utiii-
tes may lure Jarge csstomers to wheel cheaper power from
other sources.

In general, a regulatory jurisdiction Is viewed favorahly
if it permits earrilng & return based on the ability to sustatn
rates at competitive levels, In addition to performance-
based rewards or penalties, fexible plans could include
market-based rates, price caps, index-based prices, and
rates premised on the value of customner service. Such rates
more closely mirror the competitive environment that utii-
tes are confronting.

Electric industry regulation

The ability to enter into long-term arrengements at ne-
pgotiated rates without having to seek regulatory approval
for each contract Is also fmiportant In the electric Industry.
{While contracting at reduced rates copstrains fnancial
performance, it lessens the potential adverse lmpact In the
event of retall wheeling. Since revenue lnsses assodated
with this strategy are not lkely to be recovered from rate-
payers, utiltles must control costs well erough to remaln
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competitive i they are to sustain current levels of bond-
holder protection.)

Natural gas industry regulation

In the gas industry, too, several state commission policles
welgh heavily in the evaluation of regulatory support.
Examples include stabllization mechanisms to adjustreve-
nues for changes in weather or the economy, rate and
service unbundling decislons, revenue and cost allocation
between sales and transportation customers, flexble In-
dustrial rates, and the general supportiveness of construc-
tion eosts and gas purchases.

Water industry regulation

In all water utiity activities, federal and state environ-
mental regulations eontinue to play a critical role. The
legislative timetable to effect the 1986 amendments to the
3afe Drinking Water Act of 1874 was quite aggressive. But
environmental standards-setting has actually slowed over
the past couple of years dus largely 1o increasing sentimant
that the stringent, eostly standards have not been justified
on the basls of publie health, A moratorium on the prom-
ulgation of significant new environmental rules is antfel-
pated.

Telecommunications industry regulation

Despilte the advences in telecommunieations deregula-
ton. analysis of regulation of telephone operators will
continue to be a key rating deterrinant for the foreseeable
future. The method of regulation may be either classic
rate-based rate of return or some form of price cap mecha-
nist. The most meportant factor is to assess whether the
regulatory framework—no matter which type—provides
sufficlent financlal incentive to encourage the rated com-
pany to maintain its quality of service and to upgrade its
plant to accommodate new services while facing increasing
tompetition from wireles€operators and cable television
companies.

Where regulators do still set tariffs based on an author-
tzed return, Standard & Poor's strives to explore with
regulators thelr view of the rate-of-return components that
can miaterlally impact reported versus regulatory eamings.
Specifically these include the allowable base upon which
the autherized return can be earned, allowahle expenses,
and the authortzed return. Snce regulatory oversight runs
the gamut from siricl, adversartal ralationships with the
regulated wperating companies to highly supportive pos-
tures, Standard & Poor's probes bayond the apparent regu-
latory environment to ascertaln the actual impact of
regulation on the rated company.,

Management

Evaluating the management of a utility is of paramount
imporianee to the analytical process since management's
abilities and decisions affect all areas of a company's op-
erations. While regulation, the economy, and other outside
factors can influence results, It is ultimately the quality of
managermnent that determines the success of a company.
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With emerging competition, utility management will be
more closely serutinized by Stendard & Poor's and wilt
beeorne an increasingly eritical component of the credht
evaluation. Management strategles can be the key determl-
nant in differentiating utiities and in establishing where
companies le on the business position spectrum. It is
imperative that managements be adaptable, aggressive,
and proactive if their utilities are to be viable in the future;
this is especially important for utilities that are currently
uncompetitive.

The assessment of management §s accomplished through
meetings, conversations, and reviews of company plans. It
is based on such factors as tenure, industry experience,
grasp of Industry Issues, knewledge of customers and their
needs, knowledge of competitors, accounting and financ-
ing practices, and cornrmitment to credit quality. Manage-
ment’s ability and willlngness to develop workable
strategies to address their systerns’ needs, to deal with the
competitive pressures of free market, to execute reasonabie
and effective long-tarm plans, and to be proactive in lead-
ing their vtilitles fnto the future are assessed. Management
quality is also fndicated by thoughtful balancing of public
and private prioritles, a record of credibility, and effective
comumirdeation with the public, regulatory bodies, and the
financial community. Boards of directors will recetve ever
more attention with respect to their role in setting appro-
priate management Incentives,

With competition the watchword, Standard & Poor's
also focuses on management's efforts to enhence financlal
condition. Management can bolster bondholder protection
by taking any number of discretionary acifons, such as
selltng common equity, lowering the commen dividend
payout, and paying down debt. Also important for the
electric Industry will be creatlvity in entering into stratepic
alliances and working partnerships that improve efR-
clency, such as central dispatching for 2 number of utilitles
or lecking up at-risk customers through long-term con-
tracts ar expanded fexible pricing agreements. Proactive
management teams will also seek alternatives to tradi-
Honal rate-base, rate-of-return rate-making, move to adopt
higher depreciation rates for generating facilities, segment
customers by Individual market preferences, and attempt
tn create superior service organizations.

Ingeneral, management's ability torespond to mounting
competidon and changes in the utllity industry in a swift
and appropriate manner will be necessary to malntain
credit health.

Fuel, power, and water supply

Assessment of present and prospective fuel and power
supply Is critical to every electric utility analysis, while
gauging the long-term natural gas supply position for gas
pipeline and distribution companies and the water re-
sources of a water utllity is equally Important. There Is no
simitar analytical category for telephone utilitfes.

Electric utilities
For electric utllitles emnphasts is placed on ganerating

reserve margins, fuel mbx, fuel contract terms, demand-
side management techniques, and purchased power ar-
rangements. The adequacy of generating marglins is
examined nationally, regionally, and for each individual
comparny. However, the reserve margin picture Is mud-
died by the impredse nature of peak-load growth forecast-
Ing, and also supply uncertainty relating to such things as
Canadian capacity availability and potential plant shut-
downs due to age, new NRC rules, acld rain remedies, fuel
shortages, problems associated with nontraditional tech-
nologles, and so forth. Even apparently amnple reserves
may not be what they seern. Moreover, the quality of
capacity Is just as iImportant es the size of reserves. Com-
panles’ reserve requirernents differ, depending upon indi-
vidual operating characteristics.

Fuel diversity provides flexibllity in a changing environ-
meént. Supply disruptions and price hikes can rafse rates
and ignite political and regulatory pressures that ultd-
mately lead to erosion in financial performance. Thus, the
abllity to alter generating sources and take advantage of
lower cost fuels is viewed favorably.

Dependence on any single fuel means exposure to that
fuel's problerns: electric utilities that rely on ofl or gas face
the potential for shortages and rapid price increases; utli-
ties that own nuclear generating facilfties face escalating
costs for decommissioning; and coal-fired capacity entails
environmental problems sternming from concerns over
acld rain and the “greenhouse effect

Buying power from neighboring utliities, gualifying fa-
cility projects, or independent power producers may be the
best chofce for a utility that faces increasing electricity
demand. There has been a2 growing rellance on purthased
power arrangements as an alternative to new plant con-
stewsetion. This can be an Important advantage, sipce the
purchasing utility avolds potential constructon cost over-
runsas well as risking substantial capital. Also, utilities ean
avoid the financial risks typical of a muitiyear construction
program that are caused by regulatory leg and prudence
reviews. Furthermore, purchased power may enhence
supply flexibility, fuel resource diversity, and maxdmize
load factors. Utilities that plan to meet demand projsctions
with a portfollo of supply-side options also may be better
able to adapt to future growth uncertaintfes. Notwlth-
standing the benefits of purchasing, such a strategy has
risks assoclated with It. By entering into a firm long-term
purchased power contract that contalns a fixed-cost comn-
ponent, utilfties can incur substantial market, operating,
regulatory, and financial dsks Moreover, regulatory treat-
ment of purchased power removes any upside potentfal
that might help offset the risks. Utilitles are not compen-
sated through incentlve rate-making; rather, purchased
power is recovered doller-for-dollar as an operating ex-
pense,

To analyze the finandal impact of purchased power,
Standard & Poor's first calculates the net present value of
future annual capacity payments (discounted at 10%}. This
represents a potential debt equivalent—the off-balance-
sheet cbligation that a utility incurs when It enters into a
long-term purchased power contract. However, Standard
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& Poor'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 s a function of Standard & Poor's
qualitative analysts of the specific contract and the extent
to whdch merket, operating, and regulatory risks are horne
by the utlty (the risk factor). For unconditional, take-or-
pay contracts, the sk factor range Is from 40%-80%, with
the average hoverlng around 60%. A lower risk factor is
typically assigned for system purcheses from coal-fired
utilities and a higher risk factor is usually designated for
unit-specific nuclear purchases. The range for iake-and-
pay performance abligations {s between 10%-50%.

Gas utilitiee

For gas distribution utilities, long-term supply adequacy
obviously is critieal, but the supply role has become even
more important in credit analysis since the Federal Energy
Regulatory Comrnission's Order 538 eliminated the inter-
state pipeline merchant business. This thrust pas supply
responsibllities squarely on local gas distributors. Stand-
ard & Poor's has always believed distributor management
has the expertise and wherewithal to perform the job well,
but the risks are significant since gas costs are such a large
parcentage of total utility costs. In that regard, it is impor-
tant for utifities to get preapprovals of supply plansby state
regulators or atleast keep the staff and commissioners well
informed. To minimize dsks, a well-run program would
diversify gas sources arnong different producers or mar-
keters, different gas basins in the U.S. and Canada, and
different pipeline routes. Also, purchase contracts should
be firm, with minimal taks-or-pay provisfons, and have
prices tied to an industry index. A modest percantage of
fixed-price gas is not unreasonable. Contracts, whether of
gas purchases or pipeline capacity, should be intermediate
term. Staggering contract explratons {preferably annu-
ally} provides an opportunity to be 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 lguelled
natural gas or propane air are effective peak-day and peak-
season supply management tools.

Since plpelne companies no longer buy and sell natural
gas and are just cornmon carriers, connectons with varied
reserve basins and many wells within those basins are of
great importance. Diversity of sources helps offset the risks
arising from the natural productivn declines eventually
experienced by all reserve basins and individual wells.
Moreover, such diversity can enhance a plpeline’s attrac-
tiveness as a transporter of natural gas to distributors and
end users seeking to buy the most economical gas available
for thelr needs.

Water utilities
Nearly all water systerns throughout the (1.5, haveample
[ong-term water suppHes. Yet to gain comfort, Standard &
Poor's assesses the production capability of trestment
plants and the abflity to pump water ffom underground
aguifers in relation to the usage derands from consumers.

4

Having adequate treated water storage facllittes has be-
come important In 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 utilitfes or local authorities. Own-
ing properties with water rights provides more supply
security. This is especially so In states iike California where
water allocations are being reduced, particularly since re-
tent droughts and environmental issues have created
alarm. Since the primary cost for water comparndes is treat-
ment, It makeslittle difference whether raw water is owned
or bought. In fact, comphance with federal and state water
regulations is very high, and the overall cost to deliver
treated water o consumers remains relatively affordable.

Asset concentration in the electric
utility industry

In the electric industry, Standard & Poor's {ollows the
operations of major generating facilitfes to assess if they are
well managed or troubled. Significant dependence on one
generating facility or a large finandal fnvestrnent in a
single asset suggests high dsk. The size or magnitude of a
particular asset relative to total generation, net plant in
service, and common equity is evaluated. Where substan-
Hal asset concentration exists, the financial proflle of a
company may experience wide swings depending on the
asset’s performance. Heavy asset concentration {s most
prevalent among utilitles with eostly nuclear units.

Earnings profection

In this category, pretax cash Incoma coverage of all inter-
est charges is the primary ratfo. For this calculation, allow-
ance for funds used during construction (AFUDC) is
removed from income and interest expense. AFUDC and
other such noncash jterns do not provide any protectionfor
bondholders To identify total interest expénse, the analyst
reclassifies certaln operating expenses. The interest com-
ponent of varlous off-balance-sheet obligations, such as
Ieases and some purchased-power contracts, {s included in
interest expense. This provides the most direct indication
of a utility's abflity to service Its debt burden.

While conslderable emphasis {n assessing credit protec-
tion is 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 equity and
capltal, measures that highlight & finm’s earnings perform-
ance, Constderation is given to the interaction of embed-
ded costs. financial Jeverage, and pretax return on capital.

Capital structure

Analyzing debt Ieverage poes beyond the belance sheet
and covers quasi-debt items and elements of hidden finan-
cial leverage. Noncapitalized leases {inciuding sale/lease-
back obligations), debt guarantees, receivables financing,
and purchased-power contracts are ali considered dabt
equivalents and are reflected as debt in calculating capital
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structure ratios. By making debt level adjustments, the
analyst can compare the degree of leverage used by each
utility eompany.

Furthermore, assets are exarnined to Identify underval-
ued or overvalued Items. Assets of questionable value are
discounted to more accurately evaluate asset proteetion.

Sorne firms use shori-term debt as a permanent place of
their capital structure. Shott-term debt also is considered
part of permanent capltal when it is used as a bridge to
permanent financing. Seasonal, self-Hguidating debt 1s ex-
cluded from the permanent debt amount, but thissituation
Is rare-~with the exception of certaln gas utflitfes. Given
the long life of almost all utility assets, short-term debt may
expose these companies (o interest-rate volatility, remar-
keting risk, bank line backup risk, and regulatory exposure
that cannot be readily offset. The lowercost of shorter-term
ohligations (assuming a positively sloped yleld curve) isa
positve factor that partisfly mitigates the risk of interest-
ratg variabllty. As a rule of thumnb, a level of short-term
debt that exceeds 10% of total capital Is cause for concern.

Similarly, if floating-rate debt and preferred stock cone
stitute over one-third of total debt plus preferred stock, this
level Is viewed as unusually high and may be cause for
conecern. It might also Indieate that managemeant [s aggres-
stve In its finandal policies.

A layer of preferred stock in the capital structure is
usually viewed as equity—since dividends are discretion-
ary and the subordinated claim on assets provides a cush-
fon for providers of debt capltal. A preferred component
of up to 10% is typically viewed &s a permanent wedge in
the capltal structure of utilities. However, as rate-of-return
regulation s phased out, preferred stock may be viewed
by utilities—as rmany industrial firms would—as a tempo-
rary option for companies that are not current taxpayers
that do not benefit from the tax deductibtlity of interest.
Even now, floating-rate preferred and money market per-
petual preferred are problematic; a rise in the rate due to
deteriorating credit guality tends to induce a company to
take out such preferred stock with debt. Suuctures that
convey tax deductibility to preferred stock have become
very popular and do generally afford such Anancings with
equity treatrent.

Cash flow adaquacy

Cash flow adequacy relates to a company's ability to
generate funds internally relative to jts needs. It is a basie
component of credit analysis because it takes cash to pay
expenses, fund capltel spending, pay dividends, and rake
interest and prindpal payments. Since both common and
preferred dividend payments are Important to malntain
capital market access, Standard & Poor’s looks at cash flow
measures both before and after dividends are pald.

To determine cash flow adequacy, several quantitative
relationships are examined. Emphasls & placed on cash
Now relative to debt, debt service requirements, and capital
spending. Cash flow adequacy §s evaluated withrespect to
a firm’s ability to meet all fixed charges, including capacity
payments urider purchased-power contracts. Desplte the
conditional nature of some contracts, the purchaser {s 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 Aexibility incorperates a utility’s financing
needs, plans, and alternatives, as well as its flaxibility to
accomplish its financing program under stress without
damaging creditworthiness. External funding capability
complernents internal cash flow. Especlally since utilities
are so capltal intensive, a firm's ability to tap capital mar-
kets on an ongoing basls must be considered. Debt capacity
reflects all the earlier elements: sarnings protection, debt
leverage, and cash flow adequarcy. Market accessat reason-
able ratesisrestricted if a reasonable capital structure fs not
maintained and the company's financial prospects dim.
The analyst alse reviews indenture restricHons and the
jrnpact of additional debt on covenant tests.

Standard & Poor's assesses a company's capacity and
willingness to fssue common equity, This {s affected by
various factors, including the market-to-book ratio, divi-
dend policy, and any regulatory restrictions regarding the
compaosition of the capital structure,
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Frature Article
New Business Profile Scores Assigned for U.S. Utility and Power
L] el » L] L 3 L3
Companies; Financial Guidelines Revised
tandard & Poors Hatings Services has assigned new file seate for US nvestorowned utilities was impiemented
business profile scores to .S, wtilly and power compe- that & comprehensive assessment of the benefits and the
nles to better reflect the relative business fisk among com- appiication of the methodolagy has been made Tha princh-
panies in the sectar, Standard & Poor's also has revised its paf purpose was to determine if the methodology continues
published risk-adjusted financial guidelines The new busi- to provide meaningful differentiztion of business risk. The
ness scores and financial pyidelines do not represent a review indicated that white business profile scoring contin-
charge to Standard & Foor's ratings criteria or methodology,  ues to provide analytical benefits, the complets ranga of the
and nb ratings changes are anticipated from the new busi- 10-point scaie was not baing iilized to the fullest extent.
ness profie scores o revised financial quidelines Stanrard & Poor's has also revised the kay financis] muids-
Bines that it uses as an intzgral part of evelusting the credit
New Business Profile Scores and Revised quality of U.S utility and power companies These guidelines
Finzneial Guidelines were fast updated in June 1388 The financial guidelines for
Standard & Poors has always monitored changes in the three principa! retios {funds from operations {FFO) interest cov-
industry and sltered its business risk assessments sceord- erapa, FFD to total debt, and total debt to totel capital) bave
ingly This is tha first time sinca the 10-point business pro- haen broadened 5o a3 to be more flexible Pretax interest cov-
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Feafure Article
erapa e¢ 3 key credit mtio was eliminated. pration if our assessment of an individual compary’s busi-
Finalty. Standard & Poor's has segmented the utility and ness risk relative to the praviously assigned score The
power industry into sub-sectars besed on the dominant co- finencial puidelines continue to be risk-adjustad based on
porate strategy that a company is pursuing Standard & historizal utility and industrial medians Segmentation into
Poat’s has published a new U.S. utility and power company Intiustry sih-sectors toes not imply that sperific company
ranking list that reflects these sub-sectors. characteristics will not weigh heavily into the assignment of
Thare are numerous benefits to the regssessment. Fuller a carnpany’s business profile score
utilization of the antire 10-point scale provides a superiof rela-
tive ranking of quafitative business risk. A revision of the Besults
finantial guidstines supports the goat of not causing rating Previously, 83% of US utility and power business profite
changes from the recalibration of the business profiles scores fell betwesn 3" and "B, which tlearly does not
Clarsification of companies by sub-sectors will ensurs greater  reflect the risk differentiation that exists in tha utitity sod
comparability and consistency in mtings. The use of industry powar indusiry teday. Since the 10-point scale was intro-
segmentation will alss aflow more in-depth statistical enalysis  duced, the industry hes ensformed into a much fess
of ratings distributions and rating chenges homogenous indvstty, whars the divergence of business
The reassessment does not repiesent 8 change to risk—particitarly regarding mansgement, strategy. and
Standard & Poor's triteria or methodology for determining degres of competitive market exposure—has treated a
ratings for utifity and power companies, Each business pro- much wider spactrurn of sisk profites. Yet over the sema
fife store should be considerad as the assignment of a new perlod, business profile scores actually corverged more
score; these scores 4o not Tepresent improvement or detsr- tightly around & median score of ‘4" The new business pro-
Chan 3
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Featire Article
file scores, as of June 2, ave shown in Chart 1 The overall B Return on invested capital;
median business profile scare is new '8, W The exetution record of stated business strategies;
Table § containe the revised financial guidelings itis | Accurary of projected performance varsus actual results,
important to emphasize thist these mevics are only guide- as well a5 the trend:
fings associsted with expectations {or various rating lev- m Assessment of mansgement s financial policies and att-
els. Although credit ratio analysis is an imporiant part of tude toward credit; and
the ratings process, these three statisties are by no means & Cerporate governance practices
the anly £ritical financial measures that Standard & Poor's Charts 2 throlgh B show business profile scores broken
uses in its analytical procass We alse analyze a wide out by industry sub-sector The five industry sub-sectors are!
afray of financial ratios that do not have published guide- » Transmission and distribution—Water, gas, and electric;
lines for each rating category & Transmission onby-~Electric, gas, and othar;
Again, ratings anazlysis is not driven solely by these 8 Integrated electric, gas, and combination tilities;
financial ratios, nor has it aver been In fact, the heaw finan- 0 Diversifiad enargy and diversified nonenergy, and
cial guidelines that Standard & Poor's is incorporating for ® Engrpy merchantpower develioper/trading and marketing
the specified rating categories reinforce the analytical eompanies.
framework whereby other factors can outweigh the schieve- The average business profiie scores for transmission and
ment of ptherwise acteptalie financiat ratios These factors  distribution companies and transmission-only companies are
inpluda: lower on the stale than the previous averages, wiils the sver-
w Fifectiveness of liability and liquidity management; age bustness profile scores for integrated utiities, diversified
m Anelysis of internal funding sottrces, energy, and energy merchants and devalopers are higher
Chart 5
Diversified Energy and Diversified Non-Energy
% of compznies
0
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Buginezs Profile Scme
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Energy Merchant/Developers/Trading and Marksting
% of companies
a
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Feature Arficle

Ses pages 16 v 13 for the company ranking bt of busi- fila scores are essigned to all mied utikity and power compa-
ness profite scoras segmented by industey sub-sestor and nies, whather thay are hoiding companies, subsidizriss, of
ranked in order of credit rating, outlnok, business profile stand-alone corporations. For operating subsidiaries and
score, and relative strength stand-alane companizs, the store is a bottom-up assess-

ment. Scores for families of companies are a composite of
Business Profile Scorz Methodolegy the operating subsidiaries’ scores. The actua! credit rating of
Standard & Poor's methodology of determining comporate a company is analyzed, in part, by comparing the business
utility businass risk Is anchored in the assessment of certain prefile score with the risk-adjusted financial guidelines.
specific charactenstios that defing the sector We assign For most companies, business profile scores are
businass profile seores to eaeh of the rated companies inthe  assessed using five categories; specifically, regulation. mar-
utility and power sector on @ 10-point scale, where '3 'repgre-  kets, operations, competitiveness, and maragement. The
sents the lowsst risk and 10" the highest risk. Business pro- amphasis placed on each category may be influenced by the
Table 1
Revised Financial Guidelines
Funds from operationsfinterest coverage (x)
Business Profile AR BBB BB
i 3 25 25 1§ 15 1
2 4 3 3 Z 2z i
3 45 35 35 25 25 15 15 1
4 5 42 42 35 35 25 25 15
5 55§ 45 45 38 38 28 28 18
B B 52 52 42 A2 3 3 2
7 B 6.5 65 45 45 32 32 22
B 10 15 75 5.5 58 35 35 8
3 18 7 7 4 4 28
10 1 B 8 5 5 3
Funds from operation/total debt{%)
Business Profile AA BBB BB
1 20 15 18 10 10 5
2 25 20 2L 12 12 8
3 30 25 25 15 15 10 10 5
4 15 28 28 20 20 12 12 g8
5 L o 30 22 v} 15 15 10
g 45 35 35 2B 2B 18 18 1Z
7 55 45 45 30 an 20 2B 15
8 e i 55 49 A pas 25 15
8 5 a5 45 3D 30 0
iD 7D 55 55 a0 40 Pz
Total debt/total capital (%)
Buskness Profite AA BB BB
} 48 55 55 ] f0 70
2 45 g2 52 58 58 &g
3 42 50 50 55 55 i) B5 70
4 38 45 a5 52 52 B2 62 BB
5 35 42 LY 50 50 B0 &0 B85
B iz 40 40 48 48 58 58 62
7 3 Kk 38 45 45 55 55 6D
B 25 35 35 42 42 52 52 a8
g 32 AD 47 50 50 55
10 bidl 33 35 48 18 52
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dominant strategy of the company or bther factors. For
example, for a regulated transmission and distribution com-
pany, regulation may account for 30% to 40% of the busi-
negs profile score because regulation can be the single-
most important cradit driver for this type of company.
Conversely, competition, which may not exist for a transmis-
sion and distribution company, wouid provide a much lower
proportion {e g.- 5% to 15%) of the husiness profils score

For certain types of companies, such as power gengrs-
tors, power developers, ofl and gas axploration an produc-
tion compankes, of nenenergy-refated holdings, where these
five cormponents may et be sppropriate, Standard & Poor’s
will use other, more sppropriste methodoloties. Some of
these companies are assigned business profile scores that
are usefu} only for relative rasking purposes.

As noted above, the business profile score for a parent
or holding company is a composita of the business profile
scores of its individual subsidiary companies . Again,
Standard & Poor’s does not apply rigid guidefines for detat-

Pzge6 June7 2004

miring the proporiion or weighting thet each subsidiary rep-
resents in the overall business profile score Instesd, ftis
determinzd based on a nurnber of factors Standard & Poors
wili anatyze pach subsidizry’s contribution to FFO, forecast
capital experditures, liguidity requirements, and other para-
meters, including the extent to which one subsidiary has
higher growth. The weighting is determinad czse-by-case &
Bonalt M, Barons
Wew York (1) 212-438-7682
Richard W. Cortright, Jr.
New York (1) 212-438-7685
Sizanne G. Smith
New York {1} 212-438-21D8
John W. Whidock
New York {1) 212-438-7678
Andrew Watt
New York [1) 212-43B-7858
Arthie F Simonsen
Mew York {1} 212-438-2094

Stendard & Poor's UiEties & Perspesctives
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Proxy Group of Four Gas Disfribution Companies
Capitalization and Financial Statistics

2001-2005, Inclusive

Notes:

(n All capitalization and financizl statistics for the group are the arithmetic average of
the achieved resuits for each individual company in the group, and are based
upon financial statements as originally reported in each year.

(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 to be ouistanding.

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

Selsction Criteria;

The basis of selection was o 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 Ling 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; 8} which had
more than 80% of their 2004 operating revenues derived from gas distribution
operations; 6) which at the time of the preparation of Mr. Hanley's direct
testimony, were not expected to be acquired by or merged into another company;
and 7) which are included in S&P's Compustat PC Plus/Research Insight Data
Base. 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 selectionwas based on
2004 data because at the time of the selection the whole universe of companies
did not have 2005 data readily available in $&F's Compustat PC Plus/Research
Insight Data Base.

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

NICOR Inc.

Northwest Netural Gas Company

Piedmont Natural Gas Company, Inc.

Source of Information;  Standard & Poor's Compustat Services, Inc., PC Plus / Research
Insight Database
Annual Reports fo Shareholders and / or Forms 10-K
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Missour Gas Energy
Wealher Normatization Adjustment (WHA) Clauses
for the Proxy Group of Four Ga Distribution Companies

and Sauthern Union Company
Weather
Normalization
Clause
Proxy Group of Four Value Line
(3as Distribution Companies
Castade Naturzl Gas Corporation No
NICOR inc No
Northwes! Natural Gas Company Yes (1)
Pizgmont Naturat Gas Co., Inc Yes
Southern Unjon Compary Yes (2)

Noles: (13 Norihwest Natural Gas Company aperales in lhe slales of
Oregon and Washinglon as NW Natural. The company has
2 WHA in Oragon, but not in Washington

{2) Southern Union Company has operating subsidiaries in
Miszour, Massachusetis, Penngyivaniz and Rhode Island
However, anly New England Gas Company in the stale of
Rhode istand has 8 WNA Clause

Source of Information:  Company Annual Reporis to Shareholders and [ or
Forms 10-K
Company Provided Information
Regulalory Research Assoclates, Ine., An SNL Energy Company
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Notes:

(1)

(2)

(3)
(4)

5}

Schedule FiH-4
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Proxy Group of Eight Value Lins Gas Distribution Companies
Capitalization and Financial Statistics
2001-2005, Inclusive

All capitalization and financial statistics for the group are the arithmetic average of the achieved
resulis for each individual company in the group, and are based upon financial statements as
criginally reported in each year,

Computed by relating actual long-term debt interest or preferred stock dividends booked to
average of beginning and ending lang-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, amoriization, net deferred income tax
and investrent tax credits, less total AFUDC) as a percentage of fotal debt.

Sinking Fund Reguirements were obtained from Company Annual Forms 10-K.

Selection Criteria;

The basis of selection was to include those gas distribution companies: 1) which are intluded in
Value Line Investment Survey (Standard Edition) — Natural Gas {Distribution) Industry; 2) which
have common stock actively traded and are included in ThomsonFN First Call; 3) which kave hot
cut or omitted their cash commeon 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 distribution operatfons; 5)
which, at the iime of the preparation of Mr. Hanley's direct testimony, were not expecled to be
acquirad by or merged inte another company; and &) which are Included in Standard & Poor's
Compustat PC Plus/Research Insight Data Bass. The following companies have been excludsd
from the proxy group: Southwest Gas Comporation does not have ThomsonFN/First Call projected
fve-year growth Rata in EPS; SEMCOQ Energy had a dividend cut in 2002 and Southern Union
Company, which began paying dividends in March 20086, did not have cash dividends during the
previous years. Also, AGL Resources, Atmos Eneray, South Jersey industries and UGI
Comoration 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 acquired by National Grid. |t is
necessary to point out that aithough the data shown for the proxy groups are for the five years
ended 2005, the proxy group selection was based on 2004 data because af the lime of the
selection the whole universe of companies did not have 2005 data readily avallable in S&P's
Compusiat PC Plus/Research Insight Dala Base.

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

The Laclede Group, Inc.

New Jersey Resources Comp.

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, PG Plus / Research Insight Database

Annual Reports to Sharsholders and / or Forms 10-K
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Missouri Gas Energy
Waeather Normalization Adjustment (WNA) Clauses
for the Proxy Group of Eight Value Line Gas Distribution Companies
and Southern Union Company

Weather
Normalization
Clause

Proxy Group of Eight Value Line
Gas Distribution Companies

Cascade Natural Gas Corparation No
The Laciede Group, Int Yes (1)
New Jersey Resources Corp. Yes

NICOR Inc.

No

horthwest Nalural Ges Company Yos (2)
Peoptes Energy Corporation No (3)
Piedmont Nalural Gas Co . Inc Yes

WEGE Holdings, Inc Yes (4)

Southern Unlon Company Yes (5)

Notes: (1)

{2)

(3

(4

(53

Laciade Group does not have a WNA  However, as pari of
the 2002 rate case setlement, the Utility initiated, effective
November 9, 2002. an innovalive weather mitigalion rale
design thal lessens the Impact of weather volatility on
Laclede Gas cuslomers during cold winters and is expected
to siabillze the utiity's earnings for the future.

Northwest Nalural Gas Company operales in the slates of
Gragon and Washinglon as NW Natural, The company has
a WNA in Oragon, bul not in Washington.

Peoples Energy had risk-reducing weather slabikization
products for fiscal years 2004 and 2005. However, the
company did not purchase weather insurance for fiscal year
2008. For fiscal year 2008, the company will marage
wealher risk only through the use of block rales in ulility rate
design.

fn August 2005, WGE Holding's subsidiary In Maryland
racelved approvat from the PEC fo implement a Revenue
Normalization Adjustment (RNA}.  Furthermore, WGL
Haoldings inc. has risk-reducing weather stabiization
insurance products in place for Washington D.C. and the
slate of Virginla. However, the company Is nol recovering
tha insuranca prammiums in rates.

Southern Union Company has operating subsidiaries in
Missour, Massachusetts, Pennsylvania and Rhode Isiand.
However, only New Engfand Gas Company in the stale of
Rhode 1sland has 8 WNA Clause.

Spurce of Information:  Company Annual Reports lo Shareholders and / or

Forms 10-K
Company Provided Informalion
Reguialory Research Associates. Inc., An SNL Energy Company
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Southem 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 statements
as originally reported in each year. Southern Union used to have a June fiscal
year, but in 2005 the company changed its fiscal year o December.
Therefore, the reported 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 to be outstanding.

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

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

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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Cascads talum! Gas Caranrilion
Long-Term Debt
5hor-Term Debl
PFreferrad Slock
Catmmon Egulty
Tolat Gapital

The Laclede Group, Inc.
tong-Temn Cebt
Shorl-Term Daty
Preferred Stock
Cominon Equily

Tatet Caplinl

Now Jersey Respurces.Com.,
{ong-Term Debt
Shor-Term Debt
Preferred Stock
Common Egully
Total Capits!

NICOR fng.
Long-Term Debl
Shof-Temm Debl
Preforred Stock
Common Equity
Total Capilal

Npmhwest Naluzal.Gas Company
Lohg-Terns ebl
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Tolal Capltal

Eranles Energy.Cornoralion
Lang-Term Debt
Shant-Tarm Deblt
Preferrad Slock
Comman Equlty

Tolal Copital

Pledront Natural Gas Co..ac.
Long-Term Debt
shon-Temn Deks
Prefemed Stock
Commen Equily
Tola! Caphal

WGL Holdings, the.
Long-termn Dabt
Shor-Term Debt
Preferred Stock
Commaon Equity
Tolai Capilal

Proxy Group of Eighl Value Line
Gas Digidhulion_Companies
Long-Term Debt
Short-Term Dabl
Preforred Stock
Common Equily

Totul Capilal

a0

5700 %
41D
000

38.50

100.00 %

4648 %
B &2
012

44.70
10800 %

3436 %
TB.67
no0
46.57

10040 %

2174 %
3030
209
4198

10000 %

4260 %
1018
oon
4721

10000 %

5256 %
ae
oo

AG.BG
100,00 %

3076 %
L]
(]

5193

10000 %

/1%
256
176

2597

10000 %

4240 %
1053
024
46,83

102,00 %

souri Gas Ensray

Capitnl Stiregture Based upon Tot! Gapilal for

the: Proxy Group of Eighl Value Line Gas Distibution Companies

farthe Years 200 through 2005
2004 2063 2002
4845 % 5862 % 59.0% %
11 36 135 ©.00
0.00 0o 400
40.18 4002 40.01
10000 % 10000 % 10000 %
4B B2 Y% 3701 % /BT %
B5E 26 51 2285
015 £15 017
4267 W33 L. E:04
19040 % 100,00 % 00,00 %
3208 % 3009 % 4853 %
24 24 2148 73
0.o0 4.00 ana
4368 45.43 4412
0000 % 10D.00 % 10000 %
2863 %W 2201 % 3zid %
2822 3148 2040
000 sap 028
4315 4181 47,18
10000 % 10000 % 10000 %
4265 % 4583 % 4536 %
BB 780 680
X113} afo 081
4859 4537 47,03
10000 % 10000 % 10000 %
4922 % 4135 % 3705 %
3oy 11 65 16 &6
800 o060 Q.00
47.73 4719 45,38
100040 % 10000 % 10000 %
4063 % 2805 A4 45 %
674 3380 4.06
400 coo 0.00
5263 826 5148
100.00 % 10000 % 10080 %
i< 2504 5% 4551 %
587 1603 568
173 Y70 177
§242 48,23 4403
100.00 % 100,00 % 100.00 %
4125 % 3840 % 4374 %
12140 1789 10 36
024 023 438
48338 43,38 4352
100,00 % A00.04 % 30000 %

Sowce of infermation: Standard & Poor's Compustat Services. Ing , PC Plus / Research Insight Data Base
Company Annuel Forms $0-K {Sinking Fund Reguirements)

Schadule FIH-B

Page 2 ol §
5 YEAR
2001 AVERAGE
4361 % 5336 %
13 88 B1i5
000 008
4244 40.48
0001 % 10000 %
4118 % 4241 %
1683 16 63
D24 017
4168 4086
190.00 % 0090 %
4471 % 3795 %
10.83 16 51
004 0.02
44,42 45.52
16600 % 18000 %
4% 2937 %
19 32 2594
042 014
4212 44.54
100.00 % 10000 %
40 66 % 4342 %
1052 B B2
Ay [13:¥3
45,56 4684
1000 % 10000 %
38 18 % 4327 %
24 67 1126
000 [eh1]
3945 45947
10000 % 100,00 %
46 31 % 3864 %
2u0 1134
000 cod
it Br 4802
10000 % 100,00 %
3996 % 4064 %
Ba7 B 52
178 176
40,75 £1.03
12000 % 100,08 %
4D AT % 41.26 %
13 45 12.89
072 a3s
4536 15.48
10000 % 100,00 %



Cascats Najual Gas Comaralion
tong-Term Debl
Shori-Term Dabl
Prefarmed Stock
Commaon Bguily
Tolat Capltal

HICOR ng.
Long-Term Debt
Short-Term Debt
Preferred Stock
Commen Equily
‘Total Capital

a5 Gompany
Lang-Termm Dabd
Shori-Term Bebt
Preferred Slock
Common Equity
Toial Capital

Bledmpnt Neluml Gas Co. Inc.
Lang-Term Dabt
Shord-Teem Debt
Prefarred Stock
Common Equily
Tolal Capitat

Proxy Group 4 Gas
Distabution Companies
tong-Term Dabl
Short-Tam Dett
Prafemed Stock
Commen Equity

Total Capital

{1} The data for all companies are effective March. June. Seplember and December However. Piedmont Nalural Gas data are for

Quaser
Ended
1208

5479 %
558
000

30825

10000 %

2774 %
30 30
oon
4186

100.00 %

4260 %
1019
800
4721

0000 %

3385 %
1793
600
46.20

100,00 %

W74 %
16 10
000
44.18

10000 %

Missouri Gas Enargy

Capital Strecture Based upon Total Capital for
the Proxy Group of Four Gas Distrioution Companias

Quarler
Ended
2005

5700 %
410
oGl

3680

10000 %

3482 %
1643
c oD
54.85

108.00 %

4516 %
518
000
4866

100.00 %

376 %
a:
000

£1.83

onon %

4386 %
743
0a0

4881

100.00 %

the quariers ended Januaty. Aptl. Juiy and Oclober

GQuaner
Ented
8/08

53 66 %
558
oG

40.80
00400 %

B %
gon
oon

£1.28

10000 %

4811 %
000
o000
5188

0000 %

4002 %
408
oop

54.88
10000 %

45 08 %
2 66
0.0

52.26

1008 %

Quarter
Endad
3408

5380 %
442
000

4198

10040 %

3800 %
2 64
000
5936

0000 %

a4 83 %
R3]
oo

5408
0 %

41 48 %
G oo
[13e:4

1. 24

10000 %

4452 %
209
0 oo
G348
0000 %

Source of infarmation: Standant & Poors Campustat Services, Inc . PC Plus { Research insight Data Base
Company Annuat Forms 10iC and 100

Scheduia FH-6

Paga 3 of5
Quarer
Ended B QUARTERS
12604

A5 21 % 5284 %

14 66 684

Do 000

4007 022
100,00 % 100.00 %
2863 % A58 %

2R 22 14 26

[} ano

4315 8218
100.00 % 1£0.00 %
4265 % 4470 %

378 522

[ifule} go0

48.58 a0.08
100.08 % 104.00 %
3751 % 3632 %

077 882

aco 000

5172 5308
N % 10000 %
3052 % 4238 %

15 60 g8

g 0c 060

4588 4880
nNGa6 % 100.0G %



Cascadn Nalural Gas Cororation
Long-Term Debt
Shuri-Term Betd
Preforred Siock
Common Eqully
Tetal Capilel

Tho Laclade Groug. loc
Long-Ters Debl
Shert-Tem Bebt
Profermat Stock
Commah Equlty

Tatal Caplial

Newe dnraey Rosources Com.
Long-Tarm Debl
Snort-Term Dabt
Prafared Stock
Common Equity
Tolat Gapital

BCOR Inc.
Long-Term Dabt
Shront-Toms Pabt
Praforred Stock
Comman Equity
Tolal CapHal

Narthwesl Natual Gas Company
Long-Tom Debl
Shor-Tern Dobt
Preformad Stock
Common Equllty
Total Cepltal

Panples Enargy. Corpoatlon
Long-Term Debl
Shot-Tesm Dabl
Prafarrnd Siock
Commun Equity

Total Gapital

Bigtmonl.atumal Gas Co. Ihe (1)
Long-Term Dabl
Shor-Term Babt
Pralarred Slock
Cammon Equity
Total Copital

WGl Heldings, Ine
Long-Term Debt
Shod-Tam Gebl
Piplorred Slack
Cormimon Equily
Totsl Capilat

Proxy Grobp B Ges Vaipe Line
Gas Disghulion Companies
Long-Tesn Debl
Shor*ferm Dab!
Prefared Siock
Common Equity

Total Capilal

PG Energy

Capilss Stucture Bated upan Tolat Gaplila! far

lhe Praxy Group of Eighl Value Line Gas Distribulien Gompanies

forthe Five Quaters Ended. Desember 2005

Quarler Cuariar Quariar
Ended £nded Enten
il 505 [erit]

A4 75 % 5700 % 535S %
556 4G 538
oeoo 00b 00h

39.25 3898 4088

00.08 % LM % 20000 %

3647 % A 48 % 464806 %

2682 882 5.83
cog D12 012

3762 d4.78 4725

10000 % 10D 0C % 0000 %

278 % 2436 % 3%

2870 18587 1874
oot 0.00 .00

4337 4647, 50.1B

16000 % 10040 % 0000 %

2774 % 3482 % w6t %

303G 013 2.00
260 600 ]

41588 5485 138

100,60 % 10600 % 10000 %

4260 % 4515 % 481% %

019 §18 c.00
[iv4] e} f.00

4224 49 66 5188

08RG % 16000 % 10R08 %

AT75 % 5288 % 5006 %
546 048 085
Qoo .00 oop

4278 46.86 48 08

160,00 % 30000 % 10000 %

33.85 % 3876 % 4002 %

17 95 as 509
[(Bl] an0 000

4820 5193 £4.09

100.00 % 10000 % 100.00 %
3E % W/ % 3689 %

16 38 256 72
149 $78 182

48 81 BE.RY 5547

pnen % 1000 % 10600 %

3906 % 4362 % A318 %

1810 7514 472
020 023 b24

4362 4864 5180

0000 % 1C00G % 10000 %

Suartar
Ended
k]

S350 %
442
oo

4158

0non %

4475 %
014
013
4500
30890 %

3435 %
i ag
oo
5522

100.60 %

38.00 %
264
e

il

10000 %

44 93 %
035
.00

AR
6000 %

50 5D %
aon
0900

43 6
inp.og %

4148 %
060
000

BB.52

10080 %

3676 %
485
189

i6.59

10000 %

4308 %
418
b22

2.9

0000 %

Schedul FIH-8

Paga 4oi5
Csarier
Engder § QUARTERS
12004 AVERAGE
4527 % 5284 %
14 66 694
000 oop
4007 N2
000D % 20008 %
4403 % 431 %
012 1381
012 o
873 42 88
10000 % 10000 %
2692 % N34 %
2596 2049
000 000
4512 4817
20000 % 10000 %
28.63 % 3358 %
4022 1426
006 ooe
43 35 236
100.00 % 0000 %
A2 65 % 4470 %
87 522
4.60 aor
40159 50,08
1600 % 100,08 %
4594 % 4836 %
881 382
0o 200
48.25 4A.72
1peog % 0000 %
751 % wI2Y%
1077 B&2
040 oo0
6172 32.84
0000 % 10000 %
322 % 388 %
542 7ot
165 168
5171 R A7
100 00 % 0.an %
3838 % 41.26 %
1572 1005
n22 0.22
48,62 44T
anch % 10040 %

{1} The data for all companies are eloctiva March, June. Seplember and December  Howevar, Piedmaont Natyral (Gas dala are for
th quarlers endad January. Apil. July and Ostobar

Saueen of Infarmation: Slendard & Poor's Compusial Services. fnc . PG Plus / Resparch insight Data Basa
Company Anmeal Forms 10K and 100



Schedule FIH-6

Page 50f5
Southem Union Company
Pro Forma Capital Structure
Projected as of June 30, 2006
{SHOWN FOR INFORMATION PURPOSES ONLY}
210 Forma
Quistanding Capitalization
Type of Capital June 30, 2006 (1) Ratio
Long-Term Debt 5 2,027,928,645 48.19 %
Short-Term Dabt 420,000,000 908
Preferred Securities ) 223,828 504 5.32
Common Equity 1,536,052,320 3650
Total $ 4207808474 100.00 %

Notes:

{1) Company Provided



Missoud Gas Energy
Long-Term Debt Cog! Rales of the
{he Proxy Group of Four Gas Distribution Companias.
Proxy Group of Elght Gas Distribulion Companies and
Sautharn Union Company
Actusl 2t Fiscal Year End 2005

Lina No.  Proxy Group of Four Gas Distribution Companies

Cascade Natural Zas Corporalion
NICOR Inc.

Norlhwest Natural Gas Company
Piedment Naturaf Gas Co.. Inc

Average

Proxy Groun of Eight Gas Bistribution Companies

Cascade Natural Gas Corporalion
The Lacleds Group. Ine

Mew .Jarsey Resources Comp
NIGOR Inc.

Northwes| Nalural Gas Company
Peoples Energy Corporation
Piadmon| Natura! Gas Co . Inc

WEL Haldings. Ine

Average

Midpoinl of Long-Term Dekt Cosl Rate (2)

Provision for Estimated lssuanoe Cosls

Conclusion of Long-Tenm Debl Cost Rale Applicable 1o
PG Enaray (2)

Seuthern Union Company

Nofes:  {1) Suppering information on pages 2 through 10 of this Schedule.

(2} Average of Lina No. 1 andLine No 2.
(3 SumoftineNo 3andLineNo 4

Actual al

Schedule FJH-7
Page 1 of 10

Fiscal Year End
2005 (1}

7.08
503
6.58

7.03

5.68

7.08
6.74
418
603
658
547
703
5.23

6.18

642

0.:5

6.57

6.07

%

%

Y

%

Y%

%



Schedule FUH-T
Page 2 of 10

Missouri Gas Enargy
Galcutation of lhe Composite Cost Rats of Long-Termn Debt Oulstanding for Cascade Natural Gas Company

Al September 30, 2005
Effeclive Composlle
Amount Cost Annualized Interest
Series Quistanding Bate Gost Rate
{% 000s}) {5 000s)
Medittin-Torm MNoles
8 80% Due Qclober 2006 § B.ODO 8.500 ] BBO
B 06% Dus September 2012 14,000 8.080 1.128
8 10% Due Ooiober 2012 5.000 3100 405
8 11% Dus Ociober 2012 3,000 B.110 243
7 95% Duae February 2013 4 000 7.950 318
8 01% Due February 2013 10,000 B.010 801
7 95% Due February 2013 10,000 7.950 785
7 48% Due Seplember 2027 20,000 7.480 1,488
7 098% Due March 2029 15.000 7.088 1.086
Notes

521% Dua September 2020 16.000 5210 a2
7 50% Dua November 2031 39,840 7.500 2.888
5.25% insured Quarierly Notes Due

February 2035 30,000 5 250 1.575

Total Long-Term Dabt i 173,840 5 12,275 7.06 %

Soeurce of information: 2005 Annual Form $0-K



Schetule FIH-7

Page 3 of 10
Misseourd (3as Enargy
Galculalion of the Composile Cost Rate of Long-Term Debl Dulstanding far The Laciede Group Inc
At Seplember 30,
EHactive Composlie
Amount Cost Annuakized tnierest
Series Cuistanding Rale Cost Rata
{5 0G0s) {% 000s)
First Morlgaoe Bonds
8.5/8% Series. Due May 15. 2006 1 40,000 8825 % 5 3.450
7-1i2% Series, Due November 1, 2007 40.000 7.600 3.000
6-1/2% Series. Due Novamber 18, 2010 25.000 6.500 1.625
6-1/2% Series. Due Qctaber 15, 2012 25.000 5.500 1.625
5-1/2% Series. Due May 1, 2019 50.000 5.500 2.750
7% Series, Dua Juna 1. 2029 25,000 7.000 1.750
7.90% Series, Due September 15, 2030 30.000 7.900 2,370
6% Series. Due May 1. 2034 100,000 6 000 6.000
Long-Tarm Debt lo Unconsolidated Affiliate T 48,400 6742 (1) 3,187
Tatal Long-Tarm Delbt § 381,400 $ 25,687 9.74 %

Maotes: {1} Assumed equal to the composHe debt cost rate of all debt exciuding long-
(e debt lo unconsolidaled afliiaie trust 21 Seplember 30. 2005

Source of Information: 2005 Annual Form 10-K



Missousd Gas Enargy
Calculation of the Composiie Cos! Rate of Long-Term Debl Cutslanding for New Jetsey Resources Corp
Af Seplembar 30, 2005
Effaclive Composile
Amount Cost Annualized interast
Seties Quistanding Ratm Cosi Rale
{3 000s} (% 000s)
New Jersey Natural Gas
First Mortgage Bonds
5 38% Saries W, Dus August 1, 2023 3 10.300 5.380 % 5 554
§ 27% Series X. Due Navember 1. 2008 30.000 6270 1.881
B 25% Series Y, Due August 1. 2024 10,500 6.250 656
Variable Serias AA. Due August 1. 2030 25.000 2.200 (1) 550
Variable Series BB, Due August 1. 2030 16.000 2.200 (1) 352
6 88% Series CC. Due Cclober 1. 2010 20.000 6.BEO 1.376
Variable Series DD. Due September 1, 2{ 13.500 2.200 (1} 297
Variable Series &E, Due Januzry 1, 2028 0.545 2200 (1) 210
Vanable Serigs FF, Due Jenuary 1. 2028 15.000 2200 (1) 330
Variable Series GG, April 1, 2033 18.000 2200 (1) 396
5% Series HH, Due Decambar 1, 2038 12.000 5000 GO0
4. 77% Unsecured Senior Noles B0.000 4770 2.852
Capital Lease Obligalions - Bulldings 2B.280 4150 (2) 1.174
Capital Lease Obligations - Meters 27.322 4150 (2) 1.134
New Jersey Resources
3.75% Unsecured Senior Notes, Due 25,000 3750 (2) 938
March 15, 2008
Total Long-Term Oebl 5 320,457 5 13,310 4.15

Motes: (1} Weighted average inleresl rate.
{2} Assumed equal fo the composie debt cost rale ol all debt excluding capitat

imase abligatians at Sepiember 30. 2005

Source of information: 2005 Annual Fam 10-K

Scheduie FJid-7
Page 4 of 10

Ye



Schedula FJH-T

Page 5 of 10
Missour Gas Energy
Calculation of the Composile Cost Rale of Lang-Term Dabt Outstanding for NiCOR ine.
Al December 31, 2005
Effactive Composile
Amount Cost Annuaiized inlerest
Sarias QOuistanding Rala Cost Rate
{5 000s) {5 000s)
Flrsl Morigage Bonds
5 55% Series, Dug 2006 5 50.000 5550 3 2,775
5 B75% Seties, Due 2008 75.000 5878 4,406
£ 37% Series. Que 2009 50,000 5370 2.885
& 625% Seres, Due 2011 75.600 G625 4.969
7 20% Saries, Dus 2015 50.000 7200 3.50%
5 80% Series. Due 2023 50.000 5800 2.900
€ 58% Series. Due 2028 50,000 6580 3.280
5 90% Series. Due 2032 50.000 5 900 2.950
5.90% Series. bue 2033 50.060 5900 2.850
Cither Lonp-Term: Debt
Senior Unsacured Term Loan. Dug 2007 40.000 5030 {1) 2,012
Total Long-Term Debl & 540000 § 32,537 603 %

Notes; {1} London Inter-bank Offered Rale plus 0 5% at December 30. 2005 from
Blue Chip Fingiclal Focerssls. February 1, 2006.p 2

Source of Information: 2005 Annual Form 10-K



Schaedule FJH-7
Page 6 of 10

Missourt Gas Enargy
Calculation of the Compasite Cost Rale of Long-Tesm Debl Quistanding for Northwest Natural Gas Company

Al Decembar 31,2008
Eflective Gomposiie
Amounl Cost Annuatized inferes!
Series Quistanding Ralg Cosl Rate
{3 06ls) {5 000s)
Flirst Mortgage Bonds

6 050% Sarfes B. Due 2008 8 8.000 6080 % 3 4584

6 330% Saries B, Duw 2007 20.000 8310 1.262

6 800% Seres B, Due 2007 9.500 5.800 646

6 500% Series B, Due 2008 5.000 6.500 3285

4 110% Series B. Due 2010 16.000 4.140 AR

7 450% Series B. Due 2010 25.000 7480 1.863

6 685% Serdes B. Dus 2011 j0.000 6.665 67

7 130% Series B, Due 2012 40.000 7.130 2852

8 260% Serles B, Due 2014 16.000 8.260 a5

4 T00% Serdas, B. Due 2015 4(.0D0 4.700 1.880

7 000% Series B, Due 2017 40.000 7.000 2800

5 B00% Series B. Due 2018 22,000 6.600 1.452

B 210% Series B. Due 2019 10.000 8310 831

7 63U% Sesdes B. Due 2019 20.000 7.630 1.526

9 050% Seres A, Due 2021 10.000 9.050 aGs

8 620% Series B, Due 2023 40.000 5620 2.248

T 720% Seres B. Due 2025 20,000 7.720 1.544

6 .525% Seres B, Due 2025 i0.000 5 520 652

7 050% Series B, Dua 2026 20.000 7050 1.410

7 B00% Sedes B. Dua 2027 20.000 7000 1.400

6.650% Serdes B, Due 2027 20,000 6 650 1.338

6.650% Series B, Due 2028 10,000 6 550 685

7.740% Series B, Dua 2030 20,000 7 740 1.548

7.850% Series B, Due 2030 10,000 7 BSO 785

5.820% Series 8, Due 2032 33,000 5820 1.746

5.660% Series B, Due 2033 4G.000 5 B0 2.264

5.250% Series B, Due 2035 10,000 5250 525

Tota! Long-Term Dbl $ 529,500 $ 34,847 658 %

Source of Information: 2005 Annual Form 10-K
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Missouri Gas Engrgy
Calzulation of the Gomposie Cost Rade of Long-Term Debt Ouistanding for Paoples Enargy Comporation

Amount

Saries Ouistanding
(5 000s)

Peoples Energy Corporation
B 8% Serles A, Due Janusery 15, 2001 §  325.000

The Paoples Gas Lioht and Coke Co,
First and Refunding Morlgage Bonds
4.75% Sesfes HH. Due March 1,

2030, adjuslable after July 1, 2014 50.000

5 00% Series KK. Due February 1. 2033 50.000

3.05% Saries LL. due February 1.

2033, adjustable efier February 1, 50.000

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

£.625% Serles NN-2, Due May 1, 2013 75.000

4 B75% Series QQ, Due November

1. 2038, adjusiabla afer Novembear 75.000

4.30% Senes RR, Due Juna 1,

2035, adjustatle sfter June 1, 2016 50.000
Adjustetle Rale Bongs

Series O0. Due Cclober 1, 2037 51.000

Saries PP. Due Oclober 1, 2037 51.000

horth Shore Gas Company
Firsl Mortgate Bonds
6 00% Seres M Due Decamber 1, 2026 28,250
4 626% Series N-1, Bue May 1. 2013 43,000

Total Long-Term Debt $ _BO8.250

20005

Effective
Cost
Rale

6 900

4750
5 00D

3050
4 GO0
4 G625
4.875
4300
5470
6470

5000
4 625

—

Annualized

Cosl
(S 0U0s)

5 22425

2375
2.800

1.525
2.600
3.468
3.856
2,150
2.780
2.780

1.463
1.850

S ___48.893

Composile
inferest
RBata

5,47

Notes: (1) Assumed equal to the composite debt cost rale of alf debt axcluding the
adjustable rale bonds at September 30. 2005

Saurce of Infarmation: 2605 Annual Form 10-K

Yo



Schedule FdH-7
Page & of 10

iGas Energy
Calculation of the Composile Cost Rate of Long-Term Debt Oulsianding for Piedmont Natural Gas Co . ing
At Dclober 31, 2005

Effeciive Camposite
Armouni Cost Annualized inferesy
Serles Quisianding Bata Cost Bata
(& G00s) {% 000s)
Senior Notes
8 44%, Due 2006 5 35,600 9440 % & 3.304
B 5%, Due 2017 35.000 8510 2.978
Medlum-Tenm Noles
7 358%. Due 20093 20,000 7 350 2.205
7 80%. Due 2010 &0.000 7 80D 4.580
6.555%. Bus 2011 60.000 5 850 3.830
5.00%. Due 2013 100.000 5000 5.000
86.57%, Due 2023 45.060 6870 3.092
B 45%. Due 2024 40,000 8450 3.380
7 A0%. Due 2025 55.000 7 400 4.070
7.50%. Due 2026 40,000 7 500 3,000
T.95%. Due 2020 60.050 7850 4770
6 00%. Due 2033 100,000 6000 6,000
Total Long-Tenm Debt 5 660,000 5 46410 e 7.03 %

Source of Infermation: 2608 Annual Form 0.



Scheduie FJIH-7
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Mi | GasE
Calculation of the Conposite Cost Rate of Long-Term Debt Outstanding for WGL Holdings, Inc.

At Saplember 30,2005
Effective Composile
Amouni Cost Annualized Interest
Series Quisfanding Rale (1) Cost Rala
{$ 000s) {5 000s)
Whashington Gas Light Company
Unsecured Medium-Term Noles
6 51% - 7.31%, Due Fiscal Year 2008 5 45,100 5010 () § 3116
5 49% -~ 6 92%, Due Fiscal Year 2008 75,000 G205 (2) 4.654
7 50% - 7.70%. Due Fiscal Year 2010 24,000 7600 (3) 1,824
6 §4%. Due Fiscal Year 20114 30,000 6640 1,992
5.80% - 6.05%. Due Flscal Year 2012 77,000 5875 (4) 4,604
4 88% - 5 17%. Due Fiscal Year 2014 67,000 5025 (5) 3,387
4 83%. Due Fiseal Year 2015 20,000 4 B30 966
6 65%, Dug Fiscal Year 2023 20,000 B 650 1,330
5 44%. Due Fiscal Year 2025 40,500 5 440 2,203
B.15%, Due Fiscal Year 2026 50,000 6.150 3,075
B 40% - 6 82%. Due Fiscal Year 2027 125,00C 6610 (B) 8,263
6 57% - B 85%. Due Fiscal Year 2028 52,000 5710 (7) 3,489
7.50%, Due Fiscal Year 2030 2,500 7 500 638
Other long-term debt 227 5230 (&) 14
Total Lang-Term Deb! 5 G34327 & 38532 523 %

Noles: {1} 6910% =(651%+731% }/2.
{2) 6205%=(549%+692% }/2
(3) T600%=(T50%+770%}/2
{(4) 5975% ={500%+605%}/2
{5) 5025%={488%+517%)/2
{B) 6610%={5640%+682%)/2
(T) 6710% = {6 67%+685%)/2
{8) Assumed equal fo the composite debi cost rale of all debt excluding other
fong-lerm deb at Seplember 30. 2005

Source of Information: 2005 Annual Forms 10K



Schedule FJIH-7
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Missauri Gas Energy
Calcutation af the Composite Cost Rale of Long-Taerm Ceb! Outstanding for Southem Union Company
Al December 31. 2005

Effective Composite
Amouni Cosl Annualized Inierast
Serles Quilslanding Rate Cost Rale
{5 0O0Cs) (% 000s}
Southern Unicn Company

7 60% Senjotr Noles Due 2024 $ 358.765 7600 % § 27342
8 25% Senlor Noles Due 2028 300,000 8 250 24,750
2 75% Benior Noles Dus 2008 125,000 2750 3,438
8 60% lo 10 25% First Morlgage Bonds.

Due 2006 to 2029 111,419 8ars (N 8331
4 .37T5% Senlor Notes, Due 2008 100,000 4375 4375
Capilal Lease and other. Dus 2006 to 2007 71 6070 {2) 4

Panhandie Energy
2.75% Senior Notes. Due 2007 200,000 2750 5500
4 B0% Senior Notes, Due 2008 360.000 4800 14.400
5 (5% Senicr Notes. Dug 2013 250,000 6050 16,125
6.50% Senicr Noles, Due 2008 B0.623 6 500 3940
8.25% Senior Notes, Due 2010 40.500 8 250 3341
7.00% Senior MNotes, Due 2028 66,305 7 000 4.641
Term Lean, Due 2007 255626 6070 {2} 15518
Tola! Lang-Temn Debl 5 2169308 $__ 131,703 807 %

Motes: (1) B375% ={650% +10.268% }/2
{2} Assumed equal io the composite debt cos! rate of all debl excluding the
lerm loan, dua 2007 at December 31, 2005

Source of infarmation: 2008 Annual Foim 10K



tLine No.

1.

2

Motes!

Per Share

DCF Cost Rate (1)
Return in Dollars
Dividends {2}

Growth in Doilars

Returm on Market Velue

Missouri Gas E

Hypothatical Example of the Inadequacy of
A BCF Retum Rate Relaied to Book Vatue
When Market Value is Greater / Less than Book Value

Raie of Growth on Market Value

{1) Comprised of 4 0% dividend yleld and 6 0%% growth.

1

Market Value

3 24000
10.00%

$ 2.400

3 0 960

3 1440
10 00%

6.00% (5)

{2) $24.00* 4.0% yield = $0.960.
{3) $1.333/524.00 markst value = 5 55%.
(4) $3.000/ %24 00 market value = 12 50%.

{5) Expecled rate of growth per market based DCF modet.

2

Book Value with
Market to Book
Ratio of 180%

$ 1333

10.00%

& 1333

$ 00860

§ ©ar3
5 55% (3)

1.55% (6}

Schedule FIH-8
Page 1 of 1

3

Book Value with
Market to Book

Ratio of B0%

§ 30.00
10.00%

§ 3000

& 0560

§ 2040
12 50% (4}

8 50% (7}

{6} Actual rate of growth when DCF cosl rate is applied to book value ($1.333 possible eamings - 80 980
dividends = $0.373 for growth / $24.00 market value =  55%).

(7) Actual rate of growth when DCF cost rate is applied o book value ($3 000 possible eamings - $0 860
gividends = $2.040 for growth / $24.00 market value = B.60%).
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Missourt Gas Energy
Indicated Common Equity Cost Rata $hrough the use
of the Discounted Cash Flow Model for [he Proxy Group of Four Gas distribution Companies,
Py Group of Eighl Valup Ling Gas Distibution Companies
and Souther Unian Company
1 2 a 4 ] G
Divitlend
Growth Adjusted Indicated DCF Recommanded
Davidar Yield Componenl Dividend Yield Growih Rate Return Rate DCF Retum
(1) {2} 3 (4) {5) _ Rae ()
Proxy Group of Four
Gas Digtribylion Comganies
Cascade Natumt Gas Corporation 487 % 014 % 501 876 % W75 % 1H76 %
WICOR Inc. 449 s]i}] 458 3p4 843 --
Norhwesl Netural Gas Company 397 012 409 600 1009 1008
Piedmoni Nalwal Gas Co . Inc 3.86 0.10 398 530 §25 --
Averags 4.30 % 011 % 441 % 523 % 8.54 % 0,43 %
DCF Resulls Adjusted for Financial 18.70 % (7} 11,68 % (7}
Leverage
11.46 % (8
Proxy Group of Eight Vakue Line
Gas Distibution Companies
Cascade Nalural Gas Corparation 487 % 014 % 501 575 % 1078 % 076 %
The Lacleda Group, Inc 125 013 438 600 1038 10 38
Mew Jersey Resourcas Corp 326 008 3.34 500 B34 -
NICOR Inc. 449 009 458 388 B 43 “s
Narhwesl Natural 885 Company 387 Q12 409 500 10 0% 1068
Peoples Energy Corporation 501 0.07 508 248 B 46 -
Pledmont Nafural Gas Co - Inc 3es 010 386 530 925 --
WGL Holdings, inc 439 008 445 275 7.20 --
Average 428 % A0 % AAT % 4.64 % 9.12 % 10.4% %
DCF Results Adjusied for Financial 10.00 % (7) 1160 % {V}
Levarage
11.52 % (&)
Southerm Union Company 1.65 % 0.08 % 1.73 % 925 % 10.98 % 10,98 %
DCF Resulls Adjusted for Financial 12.32 % A7)

Levarage

Neoles:

(1) From page 1 of Sshedule 10 of this exhibit

{2) This reflecls a growth rats componant equal to ong-hall the average projected five-year
growth fate In EPS (from page 1 of Schedule 12 of this Exhibil x Llng Ne. 1 lo reflect the
periodic payment of dividends (Bordon Model) as opposed 1o the continucus payment
Thug. for Cascade Natural Gas 4 B7% x (12 x 575% ) =0 14%

(3) Column 1 + Coiumn 2

(4) From page 1 of Schedule 12 of this Exhibit

{5} Column 3 + Calumn 4

{6) Inctudes only thosa indicaled commen equily cost tales which ase grealer than & 45% (the
iowest rate awatded 1o a gas distibution ity between January 1. 2084 and December 31,
2005, from Schedule 17 of this Exhibit} as fully explained in Mr Hanley's accompanying
direct lestimony

{7) Based upon iha adjusiment destribed in note & on pages 3 and 4 of Schedute 1 of this Extioit

(8) Based upon tha adjustment destribad In nole 5 on pages 3 and 4 of Scheduie 1 of this
Exhilsll. using the markel value and book value capital struchure of Cascade Natural Gas
Corp and Nodhwest Natural Gas Co. at Septambar 30, 2005 and December 2003. as
ghown on page § of Schedule 1 of this Exbibit

(9) Based upon the adjusiment describad in note 5 on pages 3 and 4 of Schedide 1 of this
Exhitit, using the average markel value and average book value caphied structurs of
Cascade Nalwral Gas Comp , The Laclede Group. Inc and Northwest Natural Gas Co al
Septernber 30, 2005 for Cascade and Laclede. and al December 2005 for Northwas!
Natural, a5 can be gleaned from ihe infermation shown on pages 7 and 8 of Schedule 1 of
this Exhibit.



Praxy Group of Four
Gas Dislribulion Companies

Cascade Nafural Gas Corporation
NICOR ing

Northwest Natural Gas Company
Piedmont Natural Gas Ca, Inc

Average

Proxy Group of Eight Value Line
(Gas Distribution Companies

Cascade Natural Gas Corporation
The Lacleds Group, Ine.

New Jersey Resources Corp.
NICOR Inc

Norhwest Natural Gas Company
Peoples Energy Gorporation
Piedmarnt Natural Gas Co., ne
WGL Heldings. Inc

Average

Southern Union Company

Missouri Gas Energy
Derivalion of Dividend Yield for Use in the

Schedule FJH-10
Page 10of 1

Riscounted Cash Flow Mpdet
Dividend Yietd
Average Based Upon Average High / Low Average
Spot Market Prices (2) Bividend
{3/17108} (1) Feb, 2008 Jan. 2008 Yigld (3)
490 % 484 % 486 % 487 %
4.44 % 451 % 463 % 4 48
4.02 % 402 % 388 % 3er
400 % 380 % 377 % 388
4.34 % 429 % 4.26 % 4.30 %
400 % 484 % 4.86 % 487 %
414 % 422 % 4.29 % 425
324 % 324 % 13 % 326
4.44 % 451 % 483 % 4.49
402 % 402 % 388 % 397
576 % 586 % 6.00 % 581
4.00 % 380 % 377 % 386
4.48 % 435 % 4,36 % 4.39
4.37 % 4.37 % 438 % 4.38 %
1.65 % 0.00 % 0.00 % 1.68 %

Noles: {1} The spot dividend yield is the current annualized dividend per share
divided by the spot marke! price on 3/17/06 The dividend vield was
calcuiated by using finance yahoo cam and interquote com and DTN
Trading Market's DTNIQ/Interquote com

The average 3-month dividend yleld was computed by relating the

{2

(3

)

Piord

Source of Information:

indicated annualized dividend rate and market price on the last trading
day of each of the wo months ended February 2008.

Equal welght has bean given 1o the spof, January 2006 and February
2006 dividend yield

Standard & Poor's Compusiat Services, Inc., PC Plus/Ressarch Insight
Data Base

DTN Trading Markets' DTNIQYInterquote com

http:/ffinance.yahop .com



M | GasE
Cuirent Institutionat Holdings (1) and individual Hoidings {2)

Schedule FJH-11
Fage t of 1

for the Proxy Group of Four Gas Distribufion Companies, the Proxy Group of
Eight Value Line Gas Distdbution C - 5 :

Proxy Group of Four
(3as Distribution Companies

Castada Natural Gas Corporation
NICOR Inc

Northwes? Natural Gas Company
Piedmont Natural Gas Co,, Inc.

Average

Proxy Group of Eight Value Line
Gas Distribuiion Comparies

Cascade Natural Gas Corporation
The Laclede Group, inc.

Naw Jarsey Resources Corp.
NICOR Inc.

Morthwest Natural Gas Company
Peoples Energy Corparation
Fiedmont Natural Gas Co., Ing
WGL Holdings, Inc.

Average

Southern Unlen Company

(1} {1-column i)

Source of Information:

1

March 2008
Percentage of
Institutional

Holdings

41.3 %
714
47.2
40.3

50.1 %

4i3%
412
492
714
472
591
40.3
50 4

511 %

754 %

reuiers com - updated March 18, 2006

2

March 2006
Percentage of
Individua

Holdings (1}

58.7 %
286
52.8
£59.7

49.8 %

B6B.7 %
588
508
286
528
409
507
406

48.9 %

248 %
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-
Deyel { Prol SMEMWM‘IB cach Flow Modsd

Praxy Group of Four
(335 Distribution Companies

(ascade Natural Gas Corporation
NICOR Inc.

Northwest Natural Gas Company
Piedmaont Nafural Gas Co,, Inc

Average

Proxy Group of Eight Value Line
Gas Distibution Companies

Cascade Natural Gas Corporation
The Laclede Group, Inc.

New Jarsey Resources Corp.
NICOR Inc.

Northwest Natural Gas Company
Feoples Energy Corporation
Fledmont Natural Gas Co, Inc
WGL Holdings, Inc.

Average

Scuthemn Union Company

MNotes:

(1) From page 2 through 10 of this Scheduls

{2) Average of Columns 1 end 2.

(3} Waeighted in approximafion to individual and institutional
holdings from Schedule 11 of this Exhibit - nemely 25% 1o
Value Ling {greater reliance by individuals) and
ThomsonFN/First Call (greater reliance by institutions},

i 2 3

Value Line Thomson FN ! First Gall

Projected Projected Median Average Projected

2008-1¢ Flve-Year Five-Year
Growth Rate Growth Rate Growth Rate
in EPS (1} in EPS in EPS (2)

(#est)

850 % 380 % (1] 575 %
400 370 [2] 385

700 500 I5] 6.00

6500 4 60 f2] 5.30

5.38 % 4.08 % 5,23 %
BED % 300 % M 579 %
7.00 5.00 1] 6.00

4.50 550 4 5.00

400 370 21 385

700 5.00 5] 800

b 4.45 [2] 248

6.00 460 21 530

200 350 (41 275

4.94 % 4,34 % 464 %
14.50 % 750 % 16 3.25 % (3)

Source of Information;  Value Line Investment Survey, {Standard Edition), March 17, 2006

ThomsonFN First Galt Eamings, thomsonfn.com, updated March 11, 2008
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BUSINESS: Scalhent Unton Co. distibues aatral gas o approx
malely 1 millon cusiomars throuph Hs operating divisions - Missour
{as Enomy, PG Enorgy, and Haw Enpland. They serve residentia
aistamers i Missoud {134,000}, Ponnsyvania (155,000}, Floida
{5,000), Rhode ldand, Massachusatis (200,000), and Mexco,
Compleled memuar wilh Valley Resources, Fall River Gas, and Pro-

videnca Eneigy in Seph. 200G, Sold Souwthem Usion Gas Company
in fan. 2003, Has 3,022 employees, Officars & dirctors men 18.1%
of lock {1084 praxy). Chaimar, Presidan] & Chief Exedaifive 0.
ficor: George L Lindemenn, inc. Dolawase, Address: 447 Lack-
awanna Avenus, Scranlon, PA 1B503. Telephono: 570-614-5000,
inlemet; www souThemunionco.tam,

Southern Union has completed the ac-
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Revenups
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140%  4B.5%
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guisition of Sid Richardson Emnergy
for $1.6 billion. The business will enter
the Seuthern Union Gas Services segment,
with the purchase temporarly funded
through the use of a brdge loan until
%t;rmanent financing can be put in place.

e company will use the proceeds from

Dividonds

Book Value
QUARTERLY REVERVES {§ mit}*
Gep30 Decdi Mard! Jen3D

the sales of its PG Energy assets of $580

Gal»

ondar

2004 |2314 6071 TME 2868
Mar3{ Jun30 Sepd0 Dee3t

005 (7618 3052 258h 52

Hes (815 M0 20 605
g4 X5 3 625

million. and Rbode Island gas utility as-
sets of $875 million, less assumed debt of
377 millien, to partially offset the Sid
Richardsen deal. Moreover, the remaining
ammount will likely be funded through the
use of equity and debt financing. Sid

67
Cal- EARMINGS PER SHARE A BF
r |Sep3d Dec3t #ardt Jn3d
405 43 BT 401
Har3! Jun3t S:p30 Decd
a2 1]

| 13
8 13

b6
L R |

Richardson is a leading provider of gas
gathering and processing services in the
suutheastern: New Mexico and west Texas
areas of the Permian Basin. Furthermore,
over the past few years Southern WUnion
has slewly transitiened from a distribution

QUARTERLY DIVIDENDS PADI B
Mar.3] Jundl Sepd¢ Decdi

company  inte other ventures, such as
transportation and sterage,

NO CASH DBIMIDENDS
BEING PND

The company's growth prospects over
the 26091320]?; g1:;Pl'~im:l a‘l;paa!:'e;mnﬁs-
ing. Southern Union's phase 1 of the
Truckline LNG expansion should be com-
pleted shortly, with the second phase on

pace to be finished by the middle of the
yvear. Upon completion, send-out capacity
will triple to 1.8 billion cubic feet per day
The Florida Gas phase VII expansion,
which will increase capacity by up to 160
MMef per day, is scheduled 10 be in service
by the middle of 2007 if regulatory ep-
proval is granted. Further eut to Iate
decade, the Transwestern pipeline Phoenix
lateral is scheduled to esme on line. These
projects sheuld al contribute to the mid-
single-digit e s galns we are [orecast-
ing over the 3- to b-year pull.

The board has approved a cash divi-
dend for 20606, The annual payment will
total $0.40 a share, and replace the compa-
ny’s historical use of a 5% annual stock
dividend. (The fourth-quarter earnings re-
sults were to be announced shortly after
this report went to press) Meanwhile, over
the 2008-2011 period, Southern Union
shares offer investors worthwhile total re-
turn potential. Finally, following the in-
creaseé in  debt levels from the Sid
Richardson purchase, the company will
likely continue the task of reducing its

debt-to-eqnity ratic.
March 17, 2006
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Motes:

(1)
(2)

(3)

#

(%)

Missouri Gas Energy
indicated Comman Equily Cost Rate
Through Use of a Risk Premium Madel

Schedule FJH-13
Page 10of 8

Using an. Adjusted Total Market Approach
Proxy Group Proxy Group
of Four Gas of Eight
Distribution Velue Line Gas Southern Union
Companies Distribulion Companies Company
Prospective Yield on Aaa Rated
Corporate Bonds (1} 575 % 575 % 575 %
Adjusiment to Reflect Yield Spread
Between Aza Rated Corporate
Bonds and A Rated Public
Uiitity Bonds 0.47 (2} 0.47 {2) 0.47 (2}
Adjusted Prospective Yield on A Rated
Public Utility Bonds 822 % 622 % 622 %
Adjustment fo Reflect Bond
Rating Difference 0.00 4) 000 (4) 0.40 {3}
Adjusted Prosperlive Bond Yield 622 622 662
Equity Risk Premium (5} 4.3t 4.28 4.44
Risk Premium Derived Comman
Equity Cost Rate 10.53 % 10.48 % 11,06 %

Derived in Note {4) on page 6 of this schedule.

The average yield spread of A rated public utility bonds over Aaa rated
corporate bonids of 0 47% from page 4 af this schadule

Cinve and one-third the average the average spread between A and Baa rated
public ulifity bond yields of 30 basis points ((1 1/3 X 0.30% = 0 40%. (from

page 4 of this schedule))

Nb adjustment necessary as the average Moody's bond raling for the proxy

group is AZ.
From page 5 of this scheduie



for the Proxy Group of Four Gas Distribution Companies. the proxy group of
Elght Value Line Gas Bistribition Companies.and Southern Unton Company

Proxy Group of Four
Gag Distribulion Companies

Missourl Gas Energy.

Comparisan of Bond Ratings and Business profile

Schedule £IH-13
Page 2 of &

Cascade Natural Gas Corporation
NICOR Inc (3)

Northwest Natural Gas Campany
Piedmont Natural Gas Co . Inc

Average

Proxy Group of Eight Value
Line Gas Distribution Companles

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

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

Northwast Natural 8zs Company
Peoplas Energy Corporation (6}
Pledmont Natural Gas Co, Ine
WGL Holdings. Inc. {7}

Average

Southern Union Gompay (A)

Baald 10.0 BEB

February 2006 February 2006
Moody's Siandard & Poor's Standard & Poor's
Bond Rating Bond Rating Business Profile (2)
Bond " Numerical Bond Numerical
Rating Welghling (1) Raflng Weighting (1)
Baai 80 BBR+ 80 20
Aa3 40 AA 34 2.0
A2 60 A+ 54 1.0
A3 7.0 A 6.0 20
AZ 63 AHIA 55 18
Baatl 8o BR8+ B 20
Al 70 A 60 KR
Aal 40 AA- 40 20
Aa3 40 Ak an 20
AZ 6.0 At 50 1Q
Aal 4.0 A 70 3o
A3 74 A 6.0 20
AZ 60 AA- 40 20
A2 5.8 A 5.4 2.1
8.0 3.0

Nates: (1) From page 3 of this schedule
{2} From Standard & Poor's U.S. Utility And Power Ranking List, March 17, 2006.
(3) Ratings and buskhess profils are those of NICOR Gas Company
(4) Ratings and business profile are those of Laclede Gas Co.
{5) Ralings and business profile are those of New Jersay Natural Gas.

{6} Ratings and business profils are a compasite of those of Norih Shore Gas Company and

Peoples Gas Light & Coke Company.
(#y Ratings and business preflle are those of Washington Gas Light Company

(8} Ratings and buslness profile are a compesite of those of Southern Union Company, Panhandle
Eastern Pipe Ling Company and Transwestern Pipeline Company.

Source of Informalion:

Moody's Investors Service
Standard & Poor's Gloha! Utiiitles Rating Service



Moody's

Bond Rating

Aaz

Aai
Aa?
Aa3

Al
A2
A3

Baal
Baa2
Baa3d

Ba1l
BaZ
Ba3

Missouri Gas Energy

Nurnericat Assignment far
Moody's and Standard & Poor's Bond Ratings 7

Numerical
Bond Weighting

1

BN

—~ M

Schedule FJH-13
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Standard & Poor's
Bond Rating

AAA

AAT
AA
AA-

A+
A
A-

BBE+
BBB
BBE-

BB+
BB
BB-
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Missour Gas Energy
Judgment of Equily Risk Premium
for the Proxy Group of Four Gas Distribuion Comparies. the Proxy Group of
Eight Value Line Gas Distibution Gompanies and Soulhern Unlon Company
Proxy Group Proxy Group
of Four Gas of Eight
Line Distribution Value Line Gas Southern Union
No. Companies Distribution Companies Company
1 Caleulated equity risk
oremtum based on the
{oial market using
the bela approach (1) 4.47 % 4.37 % 526 %
2. Mean equity risk premium
based on a study
using the heiding paried
relurns of publio utififies with:
a. A raled bonds {2) 4.14 4.14
b. Baa rated bonds {2} 3.562
3. Average equily risk premium 4.31 % 4.26 % 4.44 %
Noles:

(1) From page 6 of this schedule
(2) From page 8 of this schedule.
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Pages 5of 9
Missourt Gas Energy
Derivation of Equity Risk Premium Based on e Totat Market Approach
for the Proxy Group of Four Gas Distribution Companies. the Proxy Group of
Eigh! Value Line Gas Distribution Companles and Southern Union Company
Proxy Group Proxy Group
ol Four Gas af Eight
Drstribution valie Line Ges Southern Unlon
Line Cuampanias Distripufion Compenizs Company
1. Arithmetic mean folal retum rale on
the Siandard & Poor's 500 Compaosite
index - 1926-2004 {1} 1240 % 1240 % 1248 %
2 Arthmellc mean yield an
Awna and Aa Corporate Bond
1928-2004 {2} 6.12 B.12 6.12
3 Historical Equity Risk Premium 6.28 % 6,28 % B.28 %
L] Forecasted 3-6 year Total Anaual
Markat Returm (3) 989 % 928 % 399 %
5 Prospactive Yizid an Aai Rated
Corporate Bonds {4) 5.75 5.78 5.75
6 Forecasted Eqully Risk Premium 424 % 4.24 % 4.24 %
1. Average of Histoficat and Forecasted
Eguity Rigk Prermium (5} 526 % 526 % 526 %
a Adjusted Value Line Bela {6} 0.85 .83 1.00
9 Beta Adjusied Equily Risk Premium 447 % 4,37 % 5.26 %

Noles: {1} From Slocks. Bonds, Bllls and Inflalion « 2006 Yearbook Valuation Edition. 1bbotson
Associates, Inc . Chicago. IL. 2005

{2} From Moody's Industrial Manual and iMergent Bong Record Monthly Update
{3} From page 4 of schedule 16

{4y Average foracast based upon six quarlery estimates of Aaa raled corporate bonds per
he consansus of nearly 50 econbmists reported in Blue Chip Financlat Forecasts dalad
March 1, 2006 {see pege 7 of Ihis schedule) The estimates are detalizd delow

First Quarier 2006 540 %
Second Quarter 2006 570
Third Quartar 2006 580
Fourth Quarter 2006 580
First Quartar 2007 500
Second Quarier 2007 5.50
Average 575 %

(8

Average of the Historical Equily Risk Premium of B 3% from Lina No. 3 and
the Forecasled Eguily Risk Pramium of 4.24% from Line No 8 ((6 28% +
4 24%) 1 2 = 5 26%. rounded to 5 3%)

(6) From pags 8 of his schedule
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Consensus Forecasts Of U.S, Interest Rates And Key Assumptions’

: History

mewnAyerape For Week Ending—-—  ~—Average For Month—  Latest Q
Interest Rajes Feb 17 Feb. 18 Feh 3 Ion.27 Jan, Deo, Nov, 40 2005
Federal Funds Rate 449 450 4.44 4.26 429 416 4.00 jop
Prime Rate 750 7.50 7132 1.25 7.26 7.15 7.00 697
LIBOR, 3-mo. 476 472 470 4 83 460 449 435 434
Commercici Pager, 1-mo. 446 446 446 444 436 4.23 4.01 4.03
Treasury bitl, 3-mo. 4.55 4.50 448 442 434 397 3.97 3.01
Treasury bill, 6-mo. 476 468 46) 453 447 433 430 425
Treasnry bill, | yr. 470 4.67 460 4.50 445 4.38 4.33 4.2%
Treasury nots, 2 yr. 469 4.64 4.57 444 440 440 4.42 436
Treasury note, 5 yr. 459 4 .54 449 438 4.35 439 445 439
Treasury note, 10 yr. 459 456 4.55 445 442 447 4.54 4.4
Treasury note, 20 yr. 476 473 475 469  4.65 4.73 483 477
Corporate Aas bond 537 534 5.39 533 5.30 537 542 5.38
Corporate Baa bond 630 6.28 6.31 626 6.24 632 6.9 6.35
State & Local bonds 4,42 4.42 4.43 4.42 437 446 457 4.50
Home mortgags rate 6.28 6.24 6.23 6.12 6.15 6.27 633 6.22

History
: Q20 3 40 1Q Q@ 3Q  4Q

Key Assumpifions 2004 2064 2004 2004 2005 2005 2005 2005
Major Currency Index 853 880 B&S 819 813 @33 847 858
Real GDP 4.3 5 4.0 33 38 33 4.1 1.1
GDP Priece Index 36 ER 1.5 27 31 26 33 19
Consumer Price Index 13 19 21 38 23 3.8 55 13 5 2, ki

Undividual paosl members® forecests are on pages 4 through 9. Historicnl data for intersst rates axcept EIBOR i5 from Fedemt Reserve Release (FRSR) H 15.

LIBOR quotes

svnilable fromn The Pall Street Journal. Definitions repored here ore ssme s those in FRSR HL15. Treasury yields ere reponted on o copstant matucdty bosfs. Fistarical data for the
U§. Federal Reserve Board's Major Currency Index js fom FRSR [ 40 and G.5. Histericat data for Real GDP opd GDP Choined Price Index are from the Bureaw of Feonomic
Analyshs (BEA). Consumer Price Indext (CPI) history s from the Depagtment of Lubor’s Bureau of Eobar Statisties {BLE).

0.8, Treasury Yield Curve
Weeh ented February 17, 2000 and Year Ago vs.
1Q 2608 snd 20 2007 Consensus forocasts
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Missourl Gas Enargy
Berivation of Mean Equity Risk Premium Basead on a Study
{sing Holding Parfod Returns of Publit Utilllies

Qver A Reled
Public Ulilily Bonds

{Jver Baa Raled
Public Utility Bonds

AUS Consultants - AUS Consultants -
Line Utlity Services Utility Services
M. Study (1) Study (1}
1 1
Time Perlod 18928-2003 (3) 1928-2003 (3)
1 Arithmetic Mean Holding Period
Returns (2):
Standard 8 Poor's Public
Utility Index 077 % 1077 %
2. Arithmetic Mean yield on;
a. A-ated Public Uty Bonds 6,63
b. Baa-raled Public Lititity Bonds 7.15
3. Equily Risk Premium 4,14 % 3.62 %

Notes: {1) &P Public Ulility Index and Moody's Public Ulility Bond Average Annual Yields. 1928-2003 (AUS
Consulianis - Utillty Services, 2004)

(2}  Haolding perind returns are caloulaled based upon income received (dividends and interest) pius ihe relalive
thange in the market value of a securily over a ane-year holding perlod

{3) 2003 information is the latest avallable at the time of preparation.
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Value Line Adjusted Belas
for the Praxy Group of Four Gas Distribution Companies, the Proxy Group of

Eight Value Line Gas Distribution Companies and Southern Union Company

Value Line
Adjusted
Beta

Proxy Group of Four Gas Distribution
Companies
Cascade Natural Gas Corporation 0.80
NICOR Inc. 1.15
Northwest Natural Gas Company 0.70
Piedmont Natural Gas Co., Inc. 0.75

Average (.85
Proxy Group of Eight Value Line Gas
Distribution Companigs
Cascade Natural Gas Corporation 0.80
The Laclede Group, Inc. ¢.80
Naw Jersey Resources Corp. 0.80
NICOR Inc. 115
Northwest Natural Gas Company G.70
Peoples Energy Corporation (.85
Piedmont Natural Gas Co., Inc. 075
WGL Holdings, Inc. 0.80
Average : 0.83
Sougharn Union Company 100

Source of Information:  Value Line Investment Survey. (Standard Fdifion}
March 17, 2008
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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 outstanding bond with the former lower-coupon
payment. The ourstanding lower-coupon bond will thns fail to awtract buyers, and irs price will
decrease, cansing its yield to increase correspondingly, as its coupon payment remains the same. The
newly priced ourstanding bond will subsequently aterace purchasers who will benefit from the shift in
price and yield; however, those investors who already held rhe band will suffer a capiral loss due wo
the fall in price.

Anticipated changes in yields are assessed by the market and figured 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 total
return. Therefore, the totzl return on the bond series does not represent the riskless rate of return.
The incorme return better represents the unbiesed estimare of the purely riskless rate of return, since
an investor can hold a bond to maturity and be entitled ro the income return with no capital loss,

Arithmetic versus Geometric Means

The equity 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 future cash flows, For use as the expected equity risk
premium in either the GAPM or the building block approach, the arithmeric mean or the simple
difference of the arithmetic means of stock market returns and riskless rates is the relavant number.
This is because both the CAPM and the building block approach are additive models, in which the
cost of capiral is the sum of irs parts. The geometric average is more appropriate for reporting past
performance, since it represents the compound average return.

The argumeat for using the arithmetic average is quite straightforward. In looking at projected
cash flows, the equity risk premium that should he employed is the eguity risk premium that is
expected to actually be incurred over the futuce time periods. Graph 5-3 shows the realized equity
tisk preminm for each year based on the returns of the S8P 500 and the income return on long-term
government bonds. {The actnal, observed difference between the return on the stock market and the
riskless rate is known as the realized equity risk premium.} There is considerable volarility in the
year-by-year statistics. At times the realized equity risk premium is even negative.

IbbotsenAssociates 75
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Chepler 5

Graph 5-3
Reailzed Equlty Risk Premiuzm Pear Year
1926~2004
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To illustrate how the arithmetic mean is more appropriate than the geomerric mean in discounting
cash flows, suppose the expected return ea a stock is 10 percent per year with a standard deviation
of 20 percent. Also assume that only two outcomes are possible each year— +30 percent and -10
percent (L.e., the mean plus or minus one standard deviation). The probability of occurrence for
each outcome is equal. The growth of wealth over a two-year period is illustrated i Graph 5-4.

76 SBBI Valuation Edition 2005 Yearbook
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Graph 5-4
Growth of Wealth Example

8170 . 31 ‘9

$1.00

70

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)/2 - 1=0.082

However, the expected value is predicred by compounding the arithmeric, not the geometric, mean.,
To illustrate this, we need to ool at the probability-weighted average of all possible ouzcomes:

{0.25 X $1.69) = $0.4225
+ {0.50 x $1.17) = $0.5850
4+ (0.25 x $0.81) = §0.2025

Total $1.2100

Therefore, $1.21 is the probability-weighted experted velue. The rate that mast be compounded to
achieve the terminal value of $1.21 after 2 years is 10 percent, the arithrnetic mean:

$1x (14 0.10% = $1.21
The geometric mean, when compounded, results in the median of the distribution:
$1x{1+0.082) = §1.17

The arithmetic mean equates the expected future value with the present value; it is thersfore the
appropriate disconnt rate.

Ibbotsondssociates 77
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Chapter 5

Appropriate Historical Time Peried

The equity risk premium can be estimated using any historical ime period. For the U.S., market data
exists at least as far back as the late 1800s. Therefore, it is possible to estimate the equity risk premium
using data thar covers roughly the past 100 years.

The Ibbotson Associates equity risk preminm covers the time period from 1926 to the present.
The original data source for the time series comprising the equity risk premivm is the Center for
Research in Security Prices. CRSP chose to begin their analysis of marker rerurns with 1326 for rwo
main reasons. CRSP determined chat the time period around 1926 was approximately when quality
financial data became available. They also made a conscious effort to include the period of extreme
market volatility 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 Associazes' equiry risk premium caleulation window starts in 1926.

Implicit in using history to forecast the furure is the assumption that investors® expectations for
future outcomes conform to past results. This method assumes rhart the price of taking on risk changes
only slowly, if at all, over time. This “furure equals the past” assumption is most applicable to a
randorm time-series variable. A time-series variable is random if its value in one period is independent
of its value in other periods.

Boes the Equity Risk Premium Revert to lts Mean over Time?

Some have argued that she estimate of the equiry risk premium is upwardly biased since the stock
market iz currently priced high. In other words, since there have been several years with
extraordinarily high market rerrns and realized equity risk premia, the expectation is that rerurns
and realized equity risk premia will be lower in the future, bringing the average back ro a normalized
level, This argument relies on several studies that have tried to determine whether reversion to the
mean exises in stack market prices and the equity sisk premium.’ Several academics contradict each
other on this topic; moreover, the evidence supporting this argument is neither conclusive nor
compelling enough to make such a strong assumprion.

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

3 Fama, Bugene F, and Kennech R, French. “Permanent and Temporary Components of Stock Prices,” Journal of Political
Econonry, April 1988, pp. 246-273, Poterba, James M., aad Lawrence H, Sammners. “Mean Reversion in Stock Prices,”
Journal of Financial Economics, October 1988, pp. 27-59. Lo, Andrew W, and A. Cezig MacKinlay, "Srock Market
Prices Do Not Follow Random Walks: Evidence from a Simple Specification Test," The Revizw of Financial Stsedies, Spring
1988, pp. 41-66. Finnerty, John D., and Dean Leistikow, “The Behavior of Equity and Debr Risk Presaiums: Are They
Mean Reverting and Dowaward-Teending?™ The Jorernal of Portfolio Management, Summer 1593, pp. 73-84. Ibbotson,
Roger G, and Scott L. Lammer “The Behevior of Equity and Debt Risk Preminms: Commens,” The Jorrnal of Portfolic
Manzgement, Summer 1994, pp. 98~100. Finnesty, John [, and Dean Leistikow. “The Behavior of Equity and Debr Risk
Premiums: Reply to Comment,” The Journal of Portfolic Management, Suraroer 1994, pp. 101-102.
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A statistical measure of the randomness of a return series is its serial correlation. Serial
correlation {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 indicares thar remrns 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 indicates that the retuzns are random or unpredictable from one period o the
next, Table 5-3 contains the serial correlation of the market total returns, the realized long-horizon
equity risk premium, and inflation.

Table 5-3

interpretation of Annual Serlal Correlations

1926-2004

Sarias Sarial Correlation interpretation
Large Company Stock Totel Returns on3 Azndom
Equity Risk Prarium 0.04 Random
infialion Rates 0G5 Trend

“The significance of this evidence is thas the realized equity risk premivm next year will not be
dependent on the realized equiry sisk premium from this year. That is, there is no discernable patrera
in the realized equity risk premiume—it is virrually impossible to forecast next year’s realized risk
premiwm based on the premium of the previous year. For example, if this year’s difference between
the riskless rate and the return on the scock market is higher than last yeas'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 estimate 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 indicares that the equity risk premium varies considerably by decade, from a
high of 17.8 percent in the 1950s to a low of 0.3 percent in the 1970s. This look at the historical
equity risk premium reveals no dhservable pattern.

Table 5-4

Long-Horizon Equity Risk Premium by Decads

1926-2004

19208 1930s 19405 19605 19605 197Cs 18b0s 19608 2000s*  1995-2004
17 6% 2 3% B 0% 17.9% 4 2% 0 3% 70% 121% -62% B1%

“Based on the perlod 1926-192%
"Sased on the peried 2000-2004
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Finnerty and Leisskow perform more econometrically sophisticated rests of mean reversion in the
equity risk premium. Their tests demonstrate that—as we suspected from our simpler tests—the equity
risk premium that was realized over 1926 to the present was almost perfecrly free of mean reversion
and had no statistcally identifiable time trends.* Lo and MacKinlay conclude, “the rajection of the
random walk for weeldy 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 series studied. A proper
estimate of the equity risk premium requires a data series long enough to give 2 reliable average without
being unduly influenced by very goed and very poor shart-term returns. When calculared using a long
data series, the historical equiry risk premium is relatively stable* Furthermore, becanse an average of
the realized equity risk premium is quite volatile when calculared vsing a short history, using a long
series makes it less likely that the analyst can justify any number he or she wants. The magnitude of
how shorter periods can affect the result will be explored later in this chapter.

Some analysts estimate the expected equity risk premium using a shorter, more recent time
period on the basis that recent events are more likely to be repeated in the near future; furthermore,
they belteve thar che 1920, 1930s, and 1940s contain tov many unusual events. This view is suspect
hecause all periods contain “nnusual” events. Some of the most unuszal events of this century took
place guire recently, including the inflation of the late 19705 and early 1980s, the October 1987
stock marker crash, the collapse of the high-yield bond masket, the major coatraction and consolida-
tien of the thrifr industry, the collapse of the Soviet Union, and the development of the, European
Economic Community—all of these happened approximately in the last 30 years.

It is even difficult for economists ro predict the economic environmenr of the furure. For
example, if ane were analyzing the stock marker in 1987 before the crash, it would be statistically
improbable vo predict the impending short-term volatility without considering the stock market
crash and marker volatility of the 1925-1931 period.

Withour ag appreciation of the 1920s and 1930s, no one would believe that such events could
happen. The 73-year period starting with 1926 is representative of what can happen: it includes high
and [ow returns, volatile and quiet markets, war and peace, inflation and deflation, and prosperity
and depression. Restricting artention to a shorter historical period underestimates the amount of
change that could occur in a long Fumre period. Finally, because historical event-rypes (not specific

4 Though the study pesformed by Finnerty and Leisttkow demonstrates that the traditional equicy risk premium eihibits no
mean reversion or drift, they conclude thar, “the processer geserating these risk premiums are generally mean-reverting.”
This conclusion is complezely unrelared to their stavistical findings and has received some cridicism. In addition to
exarnining the waditional equity risk premia, Finnerty and Leistikow include analyses on “real® risk premis 25 well as
separate risk premia for income and capital gains. In their comments on the study, Ihborson and Lummer show that these
*real™ risk premia adjust for inflation cwice, “crearing variables with no economic content.” In additon, separating
income and capital gains does not shed light on the bebavior of the risk premia as a whole.

This assertion is further corroborated by data preseuced in Globaf Investing: The Professianal’s Guide to the World af
Capital Markets (by Roger G. Ibbotson and Gary F. Brinson and published by McGraw-Hitl, New York}. Ibhotson and
Brinson constructed a siock market total revuen series back to 1790, Even with some uncertainty about the accuracy of the
darz brfore the mid-ninercenth cencury, the results are remarkable. The rzal (adjusted for inflation] recurns that investors
seceived during the three $0-year periods and one §3-year period between 1790 and 1990 did not differ greatly fromn one
another [that is, I a statdstically significanc amount). Nor did the eeal retuens differ greatly from the overall 20%-year
average. This finding implics that becawse real stock-market revurns have been reasonably consistent gver time, investors
can use these past returns as rezsonable bases for forming their expectations of futnre returns.

wn
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events) tend to repeat themselves, long-run capital marker return studies can reveal & grear deal
abour the future. Investors probably expecr “unusual™ events to occur from time to time, and their
return expectations reflect this.

A Look at the Historical Results

It is interesting to take a look at the reelized returns and realized equity risk premivm in the contexr
of the above discussion. Table 5-5 shows the aversge stock markes return and the average (arithmeric
mean) realized long-horizon equity risk premium over various histotical time perivds. Similarly,
Graph 5-5 shows the average (arithmetic mean) realized equity risk premivm caleulated through
2004 for different starting dates. The table and the graph both show that using a longer historical
period provides 2 more stable estimate of the equity risk premium. The reason is thar any unique
peried will not be weighted heavily in an average covering a longer historical pesiod. It better
represents the probability of these unique events occurring over a long period of timé.

Table 5-5

Stock Market Return and Equity Risk Premium Over Time

1826-2004

Period Pariod Large Company Stock Arithmatlc Leng-Horizon Egulty
Lengith Dates Maan Total Return Risk Bremiurm
79 years 16282004 12 A% 72%

70 yoars 1835-2004 13 1% 77%
60years  1845-2004 13.3% 7.3%

50 yoars 19552004 12 3% 5 6%

40 years 1965-2004 118% 4.4%

30 years  1975-2004° 145% 5.5%

20 years 1885-2004 14 5% 74%

15 years 1880~2004 12 4% & 0%
10'years 1955-?604 4 D?i':g B1%

& years 2000-2004 7% -6 2%

Looking carefully at Graph 5-5 will clarify this point. The graph shows the realized equiry risk
premium for a series of fme periods through 2004, starting with 1926, In other words, the first
value on the graph represents the average realized equiry risle premium over the period 1926-2004.
The next value on the graph represents the average realized equiry risk premicm over the period
1927-2004, and so on, with the last value representing the average over the most recent five years,
2000-2004. Cencentrating 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
left to right, moving from longer to shorter historical periods, one sees thar the value of the realized
equity risk premium begins to decline significantly. Why does this occur? The reason is that the
severe bear market of 1973-1974 is receiving proporticnately more weight in the shorter, more
recent average. If you continue to follow the line ta the right, however, you will also natice that when
1973 and 1974 fall out of the recent average, the realized equity risk premium jumps up by nearly
1.5 percent.

IbbotsenAssociates 81



Missowl Gas Energy
Indicated Comman Equity Cost Rate Through Use of the
Capttal Asset Pricing Model! for the Proxy Group of Four Gas Dislribution Companies,
the Proxy Group of Eight Value Line Gas Disiribution Companies

Schedule FJH-15
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and Sotthern Union Company
Proxy Group Proxy Group
of Four Gas of Eight Value Line
Line Distribution Gas Distrtbution Southern Unlon
Na, Companies Companies Company
1. Capitai Asset Pricing Model
Derived Company Equity
Cost Rale (1) 10,48 % 1047 % 11.08 %
2 Capilal Asset Pricing Mode!
Derived Company Equity
Cost Rale (2) 10,40 % 10,32 % 1109 %
3 Cuongiusion 18,44 % 10.25 % 11.09 %

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



Proxy Group of Four Gas
Distribullon Companizs

Lascade Natura! Gas Coporation
NICOR inc,

Northwes! Malural Gas Company
Pledmont Naturs) Gas Co . Inc

Averaga

Proxy Greup of Eight Yalue Line
Bas Disidbylion Companles
Cascade Nalural Gas Comoralion
The Lacieda Group, Inc

Naw Jersey Resources Corp
NICOR ko,

Northwest Nelural Gas Company
Peoples Energy Cerporatish
Pledmont Natural Gas Co . Ins
WGL Hoidings, Inc

Average

Southern Union Company

Ses paga 4 for noles

Indicated Commion Equity Cost Rale Through Use

Value Line
Adjusted

Beta

080
15
ov0
Q75

0.85

oad
eX:11}
[E2:1]
118
G790
[1F -]
&7s
450

.83
P

100

Missoud Gas Energy
ol ha Capital Agsal Picing Motad

Compaty-Specific
Risk Framlum
Based on Markat

Premlum f6.11% _ {1)

Leadithannl Gaplta) Assat Priging Moduol (£)

489 %
703
428
4.58

520 %
e

489 %
4 88
489
703
428
518
458
482

5.08 %

8,11 %

CAPM Resuli
Inttuding
Risk-Frae

Rale of 458% {2

B87 %
1201
426
& 56

G487 %
847
887
1201
g6
1017
B 56
287

1108 %

Schedule FJH15
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Recommentead
CAPM Result (3)

987 %
1201
9.56

048 %

987 %
987
887
120t
1017
956
G87

10.17 %

11,08 %



Prory Group of Four Gas
Digtribution Companles_ .
Cascade Natural Gas Corporadion
NICOR Inz.

Nodhwest Nalural Gas Company
Fiwdmont Natural Gas Go . Inc

Average

Prexy Group of Elght Yselue Line
Gas Distribution Companies
Cascade Nalurgl Gas Corporation
The Lacleds Group, Ing

Now Jersey Resaurces Corp
NICGR Inc.

Nerthwesl Natural Gas Company
Peoples Energy Comporation
Pledmont Natural Ges Co . Inc
WGL Holdings. Inc

Average

Southern Usion Company

Ses page 4 for notes

Indicated Common Equily Cost Rats Through Use

Valus Ling
Adjusted
Bota

LeRii]
115
o7
075

Q.85

o80
oao
cap
115
[Er(4]
085
078
0.8

003

1.00

Missoud.Gas Enargy
gl the Capitel Assat Pricing Mede]
Company-Spscific

Rigk Premium
Based on Market

Fremurmn of6.11% (1}

Empiden]l Coplinl Assal Priving Mool {5)

519 %
680
474
495

542 %

518 %
518
518
[
474
542
A 96
5.19

534 %

B.11 %

CARM Result
inthding
Risk-Free

Rale of 4.96% (2)

1017 %
1178
572
594

1017 %
1017
017
1178
ar2
1048
994
1017

1108 %
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Recommended

CAPM Result {3)

017 %
78
872
.94

04D %

1017 %
017
1017
1178
ar2
1040
294
10.17

10,32 %

11.09 %



Notes:

(1)

(2)

3

4

&
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Missouri Gas Energy
Development of the Market-Required Rate of Return on Common Equity Uslng the
Gapital Assel Pricing Model for the Proxy Group of Four Gas Distribution Companies,
the Proxy Group of Eight Value Line Gas Distribution Companies and Southern Urnion Company
Adiusted fo Reflect a Forecasted Risk-Free Rate and Market Return

From the two previous month-end (January "06 — February '08}, as well as & recently avaifable {March 3, 2006),
Value Line Summary & Index, a forecasted 3-5 year total annual market rafurn of 8.88% can be derived by
averaging the January 2006, February 2008, and spot forecasted total 3-5 year totat appreciation, converding it
into an annual market appraciation and adding the Value Line average forecasied annual dividend yleld

The 3-5 year average {otal market appreciation of 36%, produces a four-year average annual returnof
8 30% ({(1.38°% - 1)*100) When the average annual forecasted dividend yield of 1.60% is added., a total
average market refurn of 9 99% (1.60% + 8 .39%} is derived.

January 2008, February 2005 and spot jorecasted total market return of 3 55% minus the risk-free rate
of 4.98% (developed In Note 2} is 5 01% (8.99% - 4.98%)} The Ibbolson Assoctates calculated market premium
of 7.20% jor the period 1926-2004 results from a total market retum of 12.40% less the average incomie return
oniong-term U.S. Government Securties of 5 20% (12.40% - 5.20% = 7.20%) This is then averaged with the
5.01% Value Line market premium resulling in a 6.105%, rounded fo 6.11%, markef premium. The 6.11%
market premium is then multipied by the beta in column 1 of pages 2 and 3 of this scheduig

Average forecast based upon six quarterly estimates of 20-year Treasury Nole yields per the consensus of
nearly 50 economists reporied in the Blue Chip Financial Forecas!s dated Masch 1, 2008 (see page 7 of
Schedule 13 of this exhibil). The estimates are detalled below:

20-Year
Tressury Note Yield

First Quarter 2008 4 70%
Second Quarter 2006 490
Third Quarter 2006 500
Fourth Quarler 2006 510
First Quarter 2007 5.10
Second Quarier 2007 5.10
Average 4.88%

Inciudes only those indicaled common equity cost rates which are grealer than 9 46% or reasons fully
explained in Mr. Hanley's accompanying diract lestimony

The traditfonal Capitat Asset Pricing Model (CAPM]) is applied using the following formula:
Re=Rr + B {Ry- Ry)
Where R, = Relum rale of commion slock
Ry = Risk Free Rale
B = Value Line Adjusted Beta
Ry, = Return on the market as a whole
The empiricel CAPM is applled using the following formufa:
Rs=R:+ 25{Ry -Re )+ 75 (Ry - Re)
Where Rg= Return rate of common stock
Ry = Rigk-Free Rate

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

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

Biua Chip Financial Forecasls, Margh 1, 2008
Value Line Investment Survey, March 17, 2006

Siocks, Bonds, Bills and Inflation — Valuation Edition -2008 Yearbook Markel
Resulls for 1926-2004 ibbotson Associates, inc, Chicago, IL
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Missour Gas Energy
Comparable Eamings Anglysis
for a Proxy Group of Thiry-Eight Non-Utiity Companies Comparable to
Ihe Proxy Groug of Four Gas Distritkdinn Compenies (1)
5-Year Projected Rate of Relum on

Standard et Worth, Eguity or Parners'
Proxy Sroup of Thidy-Sighl Non-Ubily Emor Capifal (2)
Companies Comparable 1o the Proxy Group nf Adj Unad;. of the Student’s
Four Gas Disiribution Cormpanles (1) Beta Bela Regression Farcent T-Tesl
Alkemarla Corp G 90 040 31128 1350 % {0 25)
Albero Guiver o070 053 29772 13 50 (0 25)
Alexander & Baldwin 0o 078 31119 1280 (& 38)
Ashland Inc. 085 D70 30119 7.50 (1.08)
BOK Financial 080 D64 3 0444 13 00 {032)
Balkior Elestsic 083 0I7 2 8975 16 00 ol
Banla Comp 075 059 2 8763 13 50 {0 25)
Caplioi Fed Fin'l 070 o4&t 2 9480 B 00 (0 88)
Clneinnatl Financisl 085 075 30815 750 {1.05)
Cliy Natlonal Corp 090 079 3 2484 16 50 g1
ConosoPhillips G 80 078 30735 700 {141y
Denisply int't o070 054 3 2618 14 00 {D.18}
Dun 8 Bradstraet 4.80 D&3 3 0607 3100 (3) 208
Esolab inc. ¢ a0 D8t 24202 24 50 121
First Midwes! Bancorp G580 D&t 28316 19 50 058
Gracg In 085 DI7 32201 4100 (3} 341
Hancock Holding a70 054 3 DBBS 14 50 (812}
Harte-Hanks 085 070 3 1520 18 50 842
Hillenbrand Inds 0.60 083 3 3283 1900 048
Hospllality Properties a85 073 3 0360 700 (414}
iron Mountain 4.90 079 3 3620 1300 {8.32)
Markel Corp. 480 067 29136 13 50 {G.25)
McClatchy Go oTs 0861 29836 10 00 ()]
MoGraw-Hil .60 063 30863 2150 082
Media Gereral ‘A’ 0,80 081 31158 780 {1.08)
Merediih Com. ¢80 077 29132 20 50 688
New York Times 0.30 081 30126 1600 0B
Occidental Petrolaum 0.90 078 33428 17 50 028
Peopla’s Bank 085 270 39720 12 80 (038}
Piizer Inc. 0.85 070 31781 2300 o
Plum Creek Timber G715 058 29387 16 00 0.08
RLI Cotp 075 055 3110 1100 [0.58)
Toro Ca. 0.85 075 32727 3300 (3) 234
Trizes Properties 0.80 087 3307 800 {098}
Unlon Pacific 080 079 31224 800 {0 B5)
Washinglon Federal 0.85 074 30069 14 50 012y
Wabster £in'l 080 078 30201 1000 {071}
Wels Markets 0.70 054 32441 10 00 [G671)
Average for the Non-Ulilily Group 083 070 30836
Average fof the Proxy Group of Four Gas
Distribution Companlas 0.60 065 (4) 31280 {5}
Mean (3} 13.680 %
Conclusion [B) 14.26 %

Sea pages 5 and 6 for nofes
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Comparable Eamings Analysis
for a Proxy Group of Twenty-Three Non-Ulitity Companies Comparable o
the P G [ Eight Vi Line Gas Distrbution Companies. (7}

5-Year Projecled Rale of Relum on

Standard Net Worlh, Equity or Pariners'
Proxy Group of Twanty-Three Non-Utility Error Capital {2)
Companies Comparable io the Proxy Group of Adi Unad). ofthe Studeni's
Elght Value Line Gas Distribulion Compeanles {7) Bela Bela Regression Perceni T-Test
Alberto Culver 070 0.53 29772 13,50 % {0.14)
Aparment Inveskment b &5 0 46 27732 8.50 {0.70)
Ashland fnc 085 70 30119 7.50 (0.8B)
BRE Properties 670 .50 26424 8.00 {8.77)
Banla Corp. 078 059 2 8763 13.50 {D.14)
Buckeye Parners L P. 070 047 2.7302 18.50 0.5¢
Capite! Fed. Fin'l 070 051 2 8480 8.00 {0.81)
Crescent Real £sl 080 nes 2 8368 11.50 {0.42)
Duke Realty Corp. 670 053 25998 300 {0.7T7)
Exxon Mabil Corp 080 0.65 2 5674 18.50 D.55
Federal Rity Inv. Trus! o670 048 27163 17.00 0.34
Hudsen City Bancorp avs 0.57 27926 8.50 {0.84)
Kimnbertly-Glark 065 0.46 2.9350 33.00 {8) 287
Liberty Caorp. 075 060 2 6765 &350 {0.64)
Libetty Property 070 0.49 25717 14.60 {067}
Markel Carp. 08D 0.67 29135 13.50 {0.14)
MeClatchy Co a75 061 2 9838 10.00 {G 83}
Moody's Corp. 80 0.64 28144 35.00 (B) 285
Old Nat'l Bancorp Q70 0.49 2 6033 15.00 0or
Plum Creek Timber a75 0.58 29387 16.00 021
Simon Properly Group a7o0 (.48 27083 10.00 {063}
Washington Federal 085 0.74 30069 14,50 j ]
Washingten R E.LT. a7o 0.54 27710 18.50 06D
Average far the Non-Ulliity Group a.74 .56 27587
Average for the Proxy Group of Eight Value Line
Gas Distibwtion Companies 0.78 061 (B 27792 (10}
Mean (8) 12.67 %
Conclusion (6} 14.37 %

See pages 5 and 6 for noles.
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Missoori Gas Energy
Comparable Eamings Analysis
for a Proxy Group of Ninety-Eight Non-Utilily Companies Comparable lo

Southern Union Company.{1.1)
5-Year Projected Rate of Return on
Standard Net Worlh, Equity or Partners’
Eror Capital {2)

Proxy Group of Ninety-Eight Non-Utility Adf Unadi of the Studenl's
Companies Comparable Southern Union Company {11} Bela Beta FRegression Percent T-Test
21st Century ins. Group 080 078 40886 350 % (0.99)
ADVQ ing {90 078 38183 22 50 1.13
Abbolt Labs. 0.80 G.58 3 BBz 23.00 124
Advance Aula Parls 080 .82 42012 2050 [eR:18
Aflac inc 095 086 39018 15.50 {0 01)
Albany tnfl ‘A’ 105 1.06 4.2858 15.00 (0.42)
Alistate Comp. 0485 085 3.8067 1550 {0.01)
Amerada Hess 080 080 4.0188 800 {1.24)
Amerca It 085 078 4. 4650 1050 {0.83)
Anadarko Pelralsum 080 083 4.4300 800 (1.07)
Arch Chemicals 080 081 4.4104 12 50 {C.50)
AutaZane ing 088 a70 4.4014 46 00 {14) 4 86
Autoliv Inc. t.10 110 3.8933 13 50 (G 34)
Ball Corp aa0 078 38067 2000 072
Bandag Inc 095 085 ag212 900 {107)
Bank of Hawail 095 086 39299 2100 088
Berklay {(WR) 080 067 49772 14.50 (0 18}
Biomet 080 077 4.3919 22.50 113
Bilack & Decker 108 108 4 2481 16.00 007
Boelng 1.058 1065 4 0907 2100 o088
Borders Group 0.95 087 4 5155 14.50 {0 18}
Brlgas & Stration 110 109 3 8532 17 50 031
Brink's {The) Co 1.05 107 42341 1480 (0 18}
Brown & Brown G.90 078 4 173y 1700 023
Buringlon Coat 1.06 102 4 2140 1100 (0.75}
Buriinglon Resaurces .80 089 4 3635 14 80 {0.18)
CH Robinson 0.85 ove 4 2837 1800 0.39
CEX Comp. 108 1.04 4 1493 1000 {0.91)
Cabot Corp. 1.00 085 4 3746 11 50 {0 67)
Casey's Gen'l Slores 084 074 43342 12 50 {0.50)
Chesapeake Corp [1R<] 088 4 2030 500 (1.73)
Chicago Mercantile 100 D84 4 4902 2050 G.80
CholcePoin Inc. 08a oat 35443 13 50 {0.34)
Commercizl Melals 088 Gas 41715 1800 {0.09)
Cooper Tire & Rubber 160 cos 4 4032 14 80 {C.1B)
Counlrywide Financlal 1300 LR:E:] 4 0648 1300 (0.42)
Cylec Inds. 100 57 4 1289 16 50 018
Datascope Corp 085 085 4 3745 10 80 (0. 78)
Dipnex Corp. 085 oo 3 0844 2180 1.01
Downey Finl 080 Gat 41632 16 .00 o7
Eagla Malerials 080 080 41023 17 860 031
Encore Acquisition 100 098 4 4182 12 50 (0 50}
Federal Signal 095 o8y 40523 1400 {0.28)
Florida Rock 108 004 3 9042 16 6O G156
Gallagher (Arhur .} } 095 D.85 41442 22.00 108
Gardner Denver D85 073 42431 11.00 {075
Gaylord Enterlainm ngs 490 42247 500 {173)
Glalfeler 085 076 4 2850 10.50 {0 83)
GlobalSantaFe Corp. 100 ogele] 4 4440 11.00 075
Haemanetics Carp. 088 o7 4 4920 13 50 {0 34)
Harrah's Enlerain 098 087 4 486t 12 56 {0 50)
Int'l Buslness Mach 105 1.06 3 8408 29 50 {14} 227
Jack in the Box 080 078 4 4569 14 50 {0 18)
Jacobs Engineering 085 092 3 9469 13.50 {0 34)
Kailwood Co. 048c 0718 43632 850 {115)
Kelly Services ‘A" ) 0488 087 42955 1000 B 81)
Kohfs Carp. 108 104 4 1867 14 00 {0 28)
Lauder (Esiee) 0980 {181 4 0447 26 50 178
Lineoin Elee Hidgs 085 Q.13 4 0259 1400 {0 28)
Marcus Comp. 0 86 075 4 4413 10 50 {0 83}
Masco Gomp. 110 109 4 2366 1800 056
WMcDonald's Corp 105 1.00 3 9567 1350 {0 34)
Marck & Co 080 088 44432 2500 i 54

Miller {Herman) 0 a8 052 41296 3200 (14) 268



Bchedule FIH-15
Page 4 of 6

Missoud Gas Energy
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for a Proxy Group of Ninety-Eight Non-Litdity Companies Comparable lo

Southern \nien Gompany (11}
§-Year Projected Rate of Return on
Slandard Net Worth, Equity or Pariners”
Emor Capilal {2)

Proxy Group of Ninety-Eight Non-Utilty Ad]. Unzdj. of the Slident's
Companies Gomparahle Southern Linion Company (11} Bela Beta Regression Percent T-Test
Murphy Oil Corp 085 076 3.9883 j:fvia} (1.07}
New York Community 095 08B 4.1363 12.50 (0 50)
Newedl Rubbemmaid 085 0.76 4 1959 22.50 113
Nordson Corp. 105 102 3.9829 15,50 (0.01)
haoralk Southern 105 1.04 42022 1250 {0 50)
Outback Sieakbolse gao 083 41856 16.80 015
FM! Group 108 106 397 12.00 10 58)
Pacliv Corp 480 081 3.8556 1500 t0.09)
Payless ShoeSource 085 074 4.0587 10.00 08
Pixar 105 102 41578 10.50 {0 83)
Polaris Inds. 1on 093 KR:AE 27.50 184
Progressive (Chio) 105 t 05 4 3381 13.00 (0.42)
Quanex Corp. to0 093 40393 14.50 (0.18)
R]FM Intt 085 078 4 4248 13.50 {0 34)
Reinsurance Group 080 082 4.1328 11.00 (0.75)
Rohm and Haas 105 107 44998 14.50 (0.18)
Ruby Tuesday 085 075 4.5025 1B.50 0.15
SAFECO Carp 035 0.68 4 4267 12,00 {0 68)
Sehuiman (A} 08as 07 4.1066 760 {1.32)
Sigmz-Aldrich . (0as g7t 3.8318 18.50 Q64
Sovereign Bancomp 110 Tt 319183 16.00 007
S4. Jude Medical 08s ar3 4.2191 14.50 {0.18)
Stantey Works 100 097 39338 17.50 031
Steelcase Inc A 085 476 4 5001 14.00 (026}
Superior Inds Inl 100 098 38279 950 (099}
Sybron Dental 0s0 082 44078 11.00 (075}
Tacumseh Producls ‘A’ [1R:10] 068 38148 900 (1.07}
Trinily nds 0895 088 42319 1300 (C 42}
Tupperware Brands [1R:1:8 074 4.3901 2300 121
United Stalioners 110 1114 41788 14 50 (0 .18)
Varian Medical Sys. 080 Q067 41332 2350 129
Waste Managemaent 080 a8z 42083 2150 oary
Wausau Paper 1400 100 4 0988 2600 pye
Weight Watchers 095 080 3 8296 2700 186
Average for the Non-Ulility Group 094 Y AT
Soothern Unlon Company 0.95 0.89 (12  4.1728 (13)
Maan (14) 1484 %
Conclusion (5} 13.88 %

Bes pages 5 and § for notes
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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’ capilal as reporied in Value Line
Investment Survey (Standard Edition). The proxy group of thirly-eight non-utility
companies was selected based upon the proxy group of four gas distribution
companies’ unadjusted beta range of 0.49 —~ 0.81 and standard error 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 retumn exceeds 1960 at the
95% level of confidence. Therefore, it has been excluded, as an outlier, to arrive ata
praper mean projected refurn as fully explained in the accompanying direct
testimony.

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

The standard deviation of the proxy group of four gas distribufion 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
¥ 2N

Where: N=  number of observations. Since Value Line belas are derived from
weekly price change observations over a period of five years, N= 258

Thus, 0.1374= 31280 = 3.1280
518 22.7506

Average of 5-year projected rates of refurn 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-ulility
companies was selected based upon the proxy group of eight Value Line gas
distribution companies' unadiusted beta range of 0.46 — 0.76 and standard error of
the regression range of 2.5350 ~ 3.0234. These ranges are based upon plus or
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minus fwo 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 siandard deviations captures 95.5% of the distribution of unadjusted betas and
standard errors of the regression

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

(9) The standard deviation of the proxy group of eight Value Line gas distribution
companias’ unadjusted beta is 0.0732.

(10} The standard deviation of the proxy group of eight Value Line gas distribulion
companies’ standard error of the regression is 0.1221= {2.7792 [ 22.7536).

(11)  The criteria for selection of the proxy group of ninety-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 ninety-gight 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 5394.
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 capiures
85.5% of the distribufion of unadjusted betas and standard errors of the regression.

(12) The standard deviation of Scuthern Union Company's unadjusted beta is 0.1098.

(13) The standard deviation of Scuthem Union Company's standard error of the
regression is 0.1833= (4.1728 / 22.7596).

(14) The Student’s T-stalistic sssociated with this projected return exceeds 1.96 at the
85% level of confidence with twenly-lwo (97 = 08 ohservations — 1) degrees of
freedom. Therefare, 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 Invesiment Survey (Standard Edition)




Compeny

Madison Gas and Bleciric

Public Service Co of New Mexico
Clly Gizs Co. of Flodda
Soulhwest Gas Comoration
interstate Power & Light
TXU-Gas

Southem indlana Gas & Eleciric
Soulh Jersey Gas

Cenlerpoint Energy Arkia
Soulhwest Gas, Seuthem Divislon
Southem Gas, Noriliesn Division
Avista Corporation

Missouri Gas Energy
Gonsolldated Edleon of New York
Washinglan Gas

Chalfanooga Ges

Indlana Gas

Yarkee Gas Service

Wisconsin Public Service
fadison Gas and Electric
Cenlerpoinl Energy Arkla

Pugst Sountd Energy

SEMCD Energy Ges

Vaclren Enargy Delivery of Ohia
Michigan Consolidaled Gas
AmerenlP - Formery Hlinols Fower
CenlarPoini Energy Minnegasco
Allanie Gas Light

Entergy Gulf States

Wiztonsin Power and Light
Naorthem Siales Power
Cenlarpoint Energy Arkansaes Gas
Northem lllincls Gas - Now Nicor Gas
Oklakoma Matural Gag

Intersiate Power & Light

South Caraling Eleciric & Gas
Arkansas Wastam Gas

Bay Slale Gas

Arkansas Oklzhoma Gas
Madisen Gas and Eleclric

Pacific Gas and Elestric

Sarn Disgp Gas & Eleclie
Buailimore Gas & Electic

Aulsta Comoration

Wiscansin Public Service

Unlon Light, Heat & Power
Southemn Conneclicut Gas

Average

Average of Liligated Cases

Noles: (1

{2

(3
4
{8

{&
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Aulbadzed Retums.on Comman Enully and
Carmmon Equity Ratios for Gas Distibulion Companles
faciha pared. Janual

)

~

ry.2004 through December, 2005

Authorized Returnon  Authorized Common
Date Jurisdictien Common Eouity Equity Raflo

01113104 Wi 1200 5581 %
01/13/04 hM 1025 (1) 4177
02108104 FL 1125 3ETT (2.3
03M16/04 CA 18 80 4200
AI0EI04 BN 100 4715
05125104 X 1600 45 80
0B/3004 I 050 {1) 4400 ()
07i0BI04 hJ 18400 {1) 45 00
0712804 LA 08 {1 4580 (4)
08/26/04 NV 10 50 4000
0B/26/04 Ny 10 50 4000
09/0/04 I3 10 40 4250
0912104 MO 10 80 2968
DBILTIOA NY 1030 {1) 4300
08/27104 VA 080 {1) 5096
10026400 TH 1020 3550
11430404 IN 0E {1 5006
12i08/04 ot a0 (1) 4780
12£21/04 wi 11 50 5735
12f22/04 Wi 1 50 5764
12728104 oK 1025 (1) 4886
02H B0 WA 1030 4300
DA2THOS M 1100 (1) --
04 3G5 OH 1080 4810 (5)
04l2B/105 Ml 1100 3931 (2.3}
05H7IES i 000 (1) 5300
0G/DB/0E MN 10 18 5027
0BMOIBE GA 1080 (1) -
O07/05/05 LA 1050 (1) 47852
0715105 wi 1150 6175
0B/ 1/05 MN 1040 (1) 5024 (3)
08M8/05 AR 945 2180 (2)
08/30/05 [ 1051 56 37
10/04/05 oK gan (1) 46 76
10114105 A 1040 (1) 4835 (3)
10/31/05 86 1026 (1) 5075
1402105 AR 970 3305 {2)
1430/05 MA 1000 5395
12/09/05 AR 970 4104 (2.5)
1212/05 wi 1100 56 65
1218105 cA 1135 52 00
12115105 cA 1070 4800
12021105 MD 1100 48 40
12121405 WA 1040 (1) 4000
1222105 wi 1100 5073
12/22/05 KY 1020 54 45
12/28/05 cT 1000 (1) 5128
TT05E . % aT.40_ %
1066 % 4801 %

Order followed stipuiation or setliement by the parlies. Decisien
pariculars not necessarily precedent-seliing or speciiczily adopted
by the regulziory body

Capital structure includes cosl-ree Hams or {ax credil balances at
the overall rale of ralum

Inlerim refes Implementad arics to Issuance of final order
Hypothatical capiial structure ulliized
Eslimaled

Revised

Sgurce of informallon:  Maler Rate Case Declsions - January 2004 - December 2005

Regutatory Focus - Supplemental Studias, faneary 12, 2006
Published by Regulatory Ressarch Assoslates, Ins . An SNL Energy Company



