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I. INTRODUCTION
PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.
My name is Frank J. Hanley and I am President of AUS Consultants — Utlity
Services. My business address is 155 Gaither Drive, P.O. Box 1050, Moorestown,

New Jersey 08057,

ARE YOU THE SAME FRANK J. HANLEY WHO PREVIOUSLY
SUBMITTED DIRECT AND REBUTTAL TESTIMONIES IN THIS
PROCEEDING?

Yes, I am.

WHAT IS THE PURPOSE OF THIS SURREBUTTAL TESTIMONY?
The purpose of this smebuﬁal testimony is to respond to the rebuttal testimony of
David Murray, witness for the Missouri Public Service Commission Staff (the Staff),
concerning my direct testimony. Specifically, I will respond to certain comments
contained in his executive summary and also specifically to his criticisms of my
recommended capital structure ratios and common equity cost rate. In so doing, I
will address the infirmities of his position. In addition, I address the implications of
Staff’s and Missouri Gas Energy’s (“MGE”) proposed rate design upon common
equity cost rate.

I will also address the rebuttal testimony of the Office of the Public

Counsel (“OPC”) witness Russell Trippensee regarding his comments on the
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proposed Staff and MGE rate design proposals insofar as those comments pertain to

the cost rate of common equity capital.

HAVE YOU PREPARED SCHEDULES IN SUPPORT OF THIS
SURREBUTTAL TESTIMONY?
Yes, I have. They have been marked for identification as Schedules FJH-31 through

FJH- 36.

II. SUMMARY

PLEASE BRIEFLY SUMMARIZE YOUR TESTIMONY.

This testimony focuses upon Mr. Murray’s erroneous, backward-looking position
with regard to capital structure and related ratios. Supported by my revised rebuttal
testimony beginning at page 5, line 16 through page 13, line 10, I will show that his
emphasis upon Southern Union Company (SUG) is entirely inappropriate at this
juncture in time because ratemaking is prospective and investors’ perceptions of
SUG make it clear that its capital structure is no longer representative of a gas
distribution utility (LDC) such as MGE on a going-forward basis.

With regard to common equity cost rate, I will show that his eriticisms of
my methodologies are misplaced and result in a recommendation on his part which 1s
contrary to regulatory consensus and common sense. The cost rate for common
equity capital is not, and should not be, the result of a mechanical application of a

cost of equity model(s).
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I will show why Mr. Murray’s reliance upon the geometric mean for
estimating the cost rate of common equity capital is incorrect. I will also show why
his criticism of my recommended small size adjustment for MGE is incorrect and
why such an adjustment is essential.

I will explain why his contention that a utility company is earning more
than its cost of equity when the market value of its common stock is above 1ts book
value is incorrect and contrary to market evidence. [ will also respond to Mr.
Murray’s comments regarding my testimony in a 1980 Kentucky Power Company
case. Finally, I will explain why his contention that the common equity cost rate
derived from my proxy group should be reduced if MGE and the Staff’s proposed
rate design is implemented is absolutely incorrect.

In addition, 1 address OPC Witness Trippensee’s comments regarding the
implications on the cost rate for common equity capital if MGE and the Staff’s
proposed rate design is implemented. I will explain why his contention that such rate
design will virtually guarantee earning the authorized common equity return 1s
incorrect. In addition, I will explain why his assertion that a “delivery charge” as
proposed by staff with a straight fixed variable (SI'V) rate designed for MGE would
eliminate all risk of earnings variability is also incorrect.

Finatly, I explain that if the rate design ultimately adopted by the
Commission in this case affords MGE’s revenue streams substantial protection from
the vagaries of the weather (i.e., either a weather normalization adjustment (WNA)

mechanism or the SFV rate design proposed by MGE and endorsed by the Staff for

L
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the residential customer class), my 15 basis points allowance should be deleted from
my revised recommended common equity cost rate of 11.75%, reducing it to
11.60%. Moreover, if the SFV rate design proposal is approved in lieu of the WNA,
I believe that a reduction of 25 basis points to my updated recommended common
equity cost rate of 11.75% is appropriate because the SFV would tend to ameliorate
the impact of weather as well as the risk of earnings variability. Thus, if the SFV rate
design proposal is approved, my recommended common equity cost rate is 11.50%

relative to my recommended hypothetical common equity ratio of 46.00%.

I1I. CAPITAL STRUCTURE

AT PAGE 2, LINES 5-6, MR. MURRAY STATES, “I WILL SHOW THAT
SOUTHERN UNION HAS ALWAYS USED A LIBERAL AMOUNT OF
LEVERAGE DATING BACK TO WHEN IT ACQUIRED THE MGE
PROPERTIES.” PLEASE COMMENT.

The problem with Mr. Murray’s statement and analysis is that they are entirely
retrospective. As discussed in my rebuttal testimony, ratemaking is prospective as is
the process of estimating the cost of capital. Investors’ perceptions and expectations
as reflected in market prices are what is important. The fact of the matter is that
SUG is a dramatically changing corporation. As shown in Schedule FJH-31, there 1s
a significant shifting underway in the makeup of the business segments of SUG.
Between fiscal year-end June of 1994 and fiscal year-end December 2005,

distribution sales declined from 100% (SIC Code 4924) to only 74%. Moreover, that



10
11
12

13

14

16
17
18
19

20

21

information does not reflect the impact of the recent acquisition of Sid Richardson
Energy Services nor the sales of SUG’s significant gas distribution businesses 1n
Pennsylvania and Rhode Island in 2006. Moreover, SUG recently had its corporate
credit ratings lowered from BBB to BBB- by Standard & Poor’s (S&P) on
November 29, 2006. Despite prior knowledge of the negative implications of the
shifting to a midstream natural gas company indicated in correspondence between
Mr. Murray and S&P analyst, Plana Lee, Mr. Murray continues to ignore the
obvious. In the S&P downgrading the rationale identified as Schedule FJH-32, S&P
states:

The rating action reflects our assessment of the company’s movement

toward riskier business segments, coupled with an aggressive financial

policy that liberally uses debt leverage. Together, these traits embody

credit quality at the lower end of the ‘BBB’ category.
Moreover on page 2 of Schedule FJH-32 S&P also states:

Given Southern Union’s movement away from natural gas utilities and

toward the midstream industry, cash flows have become less predictable ...

the company’s credit protection measures have been stretched and its

financial policy has been aggressive ...

In view of the foregoing and combined with my rebuttal testimony at pages
5-13 discussed supra, it is clear that Mr. Murray’s misplaced emphasis upon the past

and reliance upon the SUG capital structure, which is not reflective of gas

distribution operations, is entirely inappropriate.

PLEASE COMMENT ON MR. MURRAY’S REBUTTAL TESTIMONY

BEGINNING AT PAGE 5, LINE 4 THROUGH PAGE 6, LINE 7.

3
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In view of the recent and dramatic changes in SUG’s business segments and
emphasis upon midstream operations as recognized by S&P and reflected in the
November 29, 2006 downgrading of SUG’s corporate credit rating, Mr. Murray’s
emphasis upon average historical common equity ratios over past years since the

acquisition of MGE is completely irrelevant.

ON PAGES 8 AND 9 OF HIS REBUTTAL TESTIMONY, MR. MURRAY
DISCUSSES THE TESTIMONIES OFBRUCE H. FAIRCHILD IN PRIOR
CASES ON BEHALYF OF MGE. PLEASE COMMENT.

As discussed supra, both ratemaking and the cost of capital are prospective. On a
going-forward basis, SUG is now clearly viewed as a midstream company and not a
natural gas distribution company. Moreover, Mr. Murray cites Mr. Fairchild’s
discussion about Southern Union’s entrepreneurial spirit.  Indeed, 1t is this
“entrepreneurial spirit” which has led to the transition from a primarily natural gas
distribution operation to a midstream company. Moreover, such “entreprencurial
spirit” 1s clearly what has led to S&P’s recent downgrading of SUG’s credit rating.
In this regard, I believe that it would be inappropriate for this Commission to rely
upon the capitalization ratios of a company whose “entrepreneurial spirit” is very
ageressive and whose financial policies have resulted in the current BBB- credit
rating. The point is both a BBB- credit rating and/or Mr. Murray’s recommended
36.31% common equity ratio are not representative of an LDC. Moreover, as

indicated at pages 9-10 of my rebuttal testimony, it is clear that Mr. Murray has
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recognized that SUG transitioning into a diversified natural gas energy company
(midstream) yet he has totally ignored the implications. In fact those implications
have now become increasingly clear in view of the November 29, 2006 downgrading
of SUG’s credit ratings as discussed supra. As a consequence, Mr. Murray’s
recommendations on capital structure should be disregarded in favor of my
recommended hypothetical capital structure consisting of 54% debt capital and 46%

common equity capital.

IV. COMMON EQUITY COST RATE

AT PAGE 2, LINES 9-19 OF HIS REBUTTAL TESTIMONY MR. MURRAY
CRITICIZES YOUR COST OF COMMON EQUITY CALCULATIONS AS
HE CLAIMS THEY ARE UPWARDLY BIASED DUE TO YOUR REMOVAL
OF RESULTS THAT FALL BELOW THE LOWEST AUTHORIZED
RETURN ON COMMON EQUITY FOR ANATURAL GAS DISTRIBUTION
COMPANY. PLEASE COMMENT.

Rate of return analysis is not simply the mechanical application of mathematical
models. It must be combined with the proper exercise of informed expert judgment.
The resultant cost rates from the applications of models must pass reality checks as
well, Mr. Murray’s recommendations do not pass such reality checks. As discussed
in my rebuttal testimony at pages 3-4, the average recently awarded return on
common equity in litigated cases of gas distribution companies during the two-year

period ending September 2006 was 10.58% relative to a 48.61% common equity
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ratio. The average spread between the authorized return on common equity over
Moody’s A-rated public utility bonds was 4.71%. With an indicated prospective
yield on A-rated public utility bonds of 6.39%, an 11.10% common equity cost rate
is indicated, thereby confirming that Mr. Murray’s contention as well his 8.65%-
9.25% ROE recommendation fail a common sense reality check. Even the lowest
award in 2006 of 9.60% is related to a 45.00% common equity ratio. Moreover, it
was a settlement (as opposed to a fully Jitigated rate case) for the gas operations of
Central Hudson Gas & Electric Company and was based upon a future rate year.
The settlement also provided for earnings between a 10.6% and 11.6% ROE to be
shared equally between ratepayers and shareholders, and between 11.6% and 14.0%
to be shared 65% to ratepayers and 35% to shareholders while all incremental
eamnings above 14% are to be deferred for the future benefit of ratepayers. In view
of the foregoing, it is clear that Mr. Murray’s recommendations do not pass 2

common sense reality check.

AT PAGE 11, LINE 9 TO PAGE 13, LINE 25 OF HIS REBUTTAL
TESTIMONY MR. MURRAY DISCUSSES THE PROPOSTION THAT IF
THE MARKET-TO-BOOK RATIO OF A COMPANY IS ABOVE 1.00 TIME,
THIS MEANS THAT A COMPANY IS EARNING MORE THAN ITS COST
OF CAPITAL. DO YOU AGREE?

No. Regulation is a substitute for the competition of the marketplace. That being the

case, one should be able to look at non-price regulated entities operating in the
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marketplace to determine if this proposition is true. Accordingly, I performed an
analysis to determine whether or not there exists such a relationship between market-
to-book ratios and earned rates of return on book common equity. That is, if Mr.
Murray’s contention is valid, non-price regulated companies operating freely in the
marketplace should sell at the approximate book values of their common stocks,
consistently, over time. As indicated by the analysis shown Schedule FJH-33, there
is no validity to such presumption. Schedule FJH-33 contains the market-to-book
ratios and earned rates of return on book common equity for the S&P Industral
Index and its successor, the S&P 500 Composite Index (which does not include
public utilities) over a long period of time. On Schedule FIH-32, I have shown the
market-to-boak ratios, rates of return on book common equity (earnings/book ratios),
annual inflation rates, and the earnings/book ratios net of inflation (real rates of
earnings) annually for the years 1947 through 2005. In each and every year, the
market-to-book ratios equal or exceeded 1.00 times. In 1949, the only year in which
the market-to-book ratio was 1.00, the real rate of earnings on book equity, adjusted
for deflation, was 18.1% (16.3% + 1.8%). In contrast, in 1961, when the S&P
Industrial Index experienced a market-to-book ratio of 2.01 times, the real rate of
earnings on book equity for the Index was only 9.1% (9.8% - 0.7%). In 2005 the
preliminary market-to-book ratio for the Index was 3.35 times, while the average real
rate of earnings on book equity was 16.5% (19.9% - 3.4%).

This analysis clearly demonstrates that competitive, non-priced regulated

companies have never sold below book value, on average, and have sold at book
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value in only one year since 1947. Thus, it is clear that there is no relationship
between the rates of earnings on book equity and market-to-book ratios. Moreover,
as indicated at pages 33-34 of my direct testimony, Phillips and Bonbright confirm
that the earnings of utilities should be sufficiently high to achieve market-to-book
ratios which are consistent with those prevailing for stocks of unregulated companies
(Phillips) and that market prices are beyond the control, but not beyond the influence
of rate regulation (Bonbright).

Mr. Murray’s contention is without merit and should be disregarded.

AT PAGE 14, LINE 1 THROUGH PAGE 17, LINE 12 OF HIS REBUTTAL,
MR. MURRAY CONTINUES HIS DISCUSSION ABOUT MARKET-TO-
BOOK RATIOS. HE CRITICIZES YOUR USE, ALBEIT AS A CHECK
ONLY, OF THE FINANCIAL RISK ADJUSTMENT AS UTILIZED BY THE
PENNSYLVANIA PUBLIC UTILITY COMMISSION, AND MENTIONS A

1980 CASE IN WHICH YOU TESTIFIED ON BEHALF OF KENTUCKY
POWER COMPANY. HOW DO YOU RESPOND TO HIS COMMENTS?

[ have demonstrated, as discussed supra, that his contention about market-to-book
ratios is incorrect. Moreover, the financial risk adjustment I utilized in 2006 has
been utilized only as a check on my primary findings of common equity cost rate,
simply because it is a technique which has been used by another state regulatory

commission, 1.., Pennsylvania.
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Mr. Murray’s discussion of my 1980 testimony, totally takes out of context,
the Kentucky Power testimony cited by Mr. Murray at page 16, lines 5 through 12 of

his rebuttal testimony.

PLEASE EXPLAIN HOW YOUR 1980 TESTIMONY CITED BY MR,

MURRAY IS TAKEN OUT OF CONTEXT.

A. The late 1970s and early 1980s were a period of extraordinarily high interest rate

levels. This caused market-to-book ratios to decline substantially, especially for
capital-intensive public utilities. Because public utilities are extremely capital-
intensive and their need to attract additional capital so important, the very high level
of interest rates during that period of time had such an extraordinarily adverse
impact on their market-to-book ratios, that their common stocks sold well below
their book values. My 1980 comment about the achieved rates of earnings on the
book equity of electric utilities being too low was simply a statement of fact. The
residual of a cost of service analysis, and hence in an income statement, is the
earnings available for common equity. Those earnings provide the margin for the
coverage of fixed charges, including interest on debt capital. It is because the levels
of fixed charges declined to such a great extent that bond ratings were adversely
impacted and, in turn, market-to-book ratios. Thus, the achieved rates of earnings on
book equity did adversely affect public utilities, especially the electric utilities,
resulting in bond downgradings and market-to-book ratios of less than 1.00 time.

Moreover, Mr. Murray’s citation of my testimony is misleading in that it fails to

11
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reveal that in 1980, as now, | never relied upon a single methodology in order to
formulate my recommended common equity cost rate. My recommendations then
were lower than indicated by use of the DCF model. Now, exclusive reliance upon
the DCF mode! usually understates the true cost of common equity capital. By
consistently using multiple cost of common equity models to formulate my
recommendations of common equity cost rate over the years, my testimonies have

been consistent,

ON PAGE 20, LINE 7 THROUGH PAGE 21, LINE 1 OF HIS REBUTTAL,
MR. MURRAY ADDRESSES YOUR RISK PREMIUM ANALYSIS AND
SUGGESTS THAT IT IS MORE APPROPRIATE TO USE A RECENT
AVERAGE YIELD ON Baa UTILITY BONDS AS A STARTING POINT IN
THE RISK PREMIUM ANALYSIS. PLEASE COMMENT.

As indicated previously, the cost of capital and the ratemaking paradigm are both
prospective. Investor expectations are reflected in the market prices they pay both
for equity securities as well as debt securities. Indeed, the DCF model upon which
Mr. Murray relies so heavily is designed to reflect investors’ expectations of the
future. Consequently, it is most appropriate to reflect investor expectations with
regard to interest rate levels, including yields on long-term debt capital in a risk
premium analysis. While those expectations may not prove to be a reality, they are
what influences the market prices investors pay, and therefore, should be reflected.

When long-term interest rates started to decline rapidly in the early 1980s as inflation
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was brought under control, there was little question about using expected lower
interest rate levels in such analyses rather than “recent” higher interest rate levels on
utility bonds. Mr. Murray’s view is another case of mismatching as discussed in my
rebuttal testimony at pages 7-9. It is most appropriate to reflect investors’
expectations in the application of the DCF model as well as in the risk premium
model because in estimating the cost of capital the analyst must attempt to reflect
what investors expect to achieve in the future. It is not a current computation of an

actual return over some past period of time.

ON PAGE 21, LINE 4 THROUGH PAGE 24, LINE 15 OF HIS REBUTTAL
TESTIMONY, MR. MURRAY CRITICIZES YOUR USE OF THE
ARITHMETIC MEAN IN ESTIMATING THE COST OF EQUITY
CAPITAL. HE SUGGESTS THAT THE GEOMETRIC MEAN IS THE
APPROPRIATE MEAN TO UTILIZE. HOW DO YOU RESPOND TO HIS
CRITICISM?

In my rebuttal testimony at page 19, line 15 through page 20, line 17, I explain why
the arithmetic mean is the only correct mean to use when estimating the cost of
capital. In addition to the charts presented in Schedule FJH-24, Schedule FJH-22,
particularly at page 4, contains the Ibbotson Associates’ explanation why the
arithmetic average equity risk premium is most appropriate when discounting cash
flows. They state at page 4 of Schedule FTH-22 as follows:

The equity risk premium data presented in this book are arithmetic
average risk premia as opposed to geometric average risk premia. The

13
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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 CAPM or the building
block approach, the arithmetic mean or the simple difference of the
arithmetic means of stock market returns and riskless rates is the
relevant number. This is because both the CAPM and the building
block approach are additive models, in which the cost of capital is the
sum of its parts. The geometric average is more appropriate for
reporting past performance, since it represents the compound average
return.

In addition, the quote set forth from Reilley & Brown at the top of page 22 of Mr.
Murray’s testimony actually confirms that the arithmetic means is the correct mean
to use when estimating the cost of capital. Reilley and Brown state:
The geometric mean is appropriate for long-run asset class
comparisons, whereas the arithmetic mean is what you would use to

estimate the premium for a given year (e.g., the expected performance
next vear). (underlining added for emphasis)

It is precisely because we are estimating the cost of capital that the arithmetic mean
should be utilized. In addition, the risk premium and CAPM models are single period
models which is confirmed in the quote from a text by Stowe, Robinson, Pinto, and
McLeavey as shown at the bottom of page 22 of Mr. Murray’s testimony. Those
authors state the following as contained in Mr. Murray’s excerpt:
The arithmetic mean more accurately measures average one-period
returns; the geometric mean more accurately measures multiperiod
growth.
The information from Ibbotson Associates, as discussed at pages 19-20 of my
rebuttal testimony, mentioned supra, explains precisely why the arithmetic mean 1s

most appropriate. The use of the geometric mean smooths the rate of change to a

single constant rate of growth which provides no insight, or counsel, to investors of

14
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the potential volatility related to the investment they intend to make. Mr. Murray’s

criticism of the arithmetic mean is incorrect and should be disregarded.

AT PAGE 26, LINES 1-15 OF HIS REBUTTAL, MR. MURRAY CRITICIZES
YOUR USE OF THE INCOME RETURN ON LONG-TERM U. 5.
GOVERNMENT SECURITIES WHEN CALCULATING AN HISTORICAL
EARNED RISK PREMIUM DIFFERENCE BETWEEN EQUITIES AND
RISK-FREE SECURITIES. HOW DO YOU RESPOND?

His criticism is completely incorrect. The information contained at pages 2 and 3 of
Schedule FYH-22 accompanying my rebuttal testimony provide a very detailed
explanation of why it is incorrect. Beginning at page 2 of Schedule FJH-22 Ibbotson
Associates state, regarding Income Return, the following:

Another point to keep in mind when calculating the equity risk
premium is that the income return on the appropriate-horizon
Treasury security, rather than the total return, is used in the
calculation. The total return is comprised of three return components:
the income return, the capital appreciation return, and the
reinvestment return. The income return is defined as the portion of
total return that results from a periodic cash flow or, in this case, the
bond coupon payment. The capital appreciation return results from
the price change of a bond over a specific period. Bond prices
generally change in reaction to unexpected fluctuations in yield.
Reinvestment return is the return on a given month’s investment
income when reinvested into the same asset class in the subsequent
months of the year. The income return is best used in the estimation
of the equity risk premium because it represents the truly riskless
portion of the return. (underlining added for emphasis).

Since the CAPM requires the use of a risk-free rate of return, it is quite clear from
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the foregoing that the income return is the only appropriate return to utilize. Mr.

Murray is incorrect.

PLEASE ADDRESS MR. MURRAY’S REASONING FOR NOT UTILIZING
THE ECAPM AS SET FORTH AT PAGE 27, LINES 7 THROUGH 14 OF HIS
REBUTTAL.

His reasoning is really a non-reason. The fact of the matter is that the financial
world utilizes and relies upon adjusted betas. That is why the major beta publishing
agencies, such as Value Line, publish adjusted betas which account for regression
bias, i.e., the teﬁdency of low beta stocks to drift up towards a beta of one and high
beta stocks to drift down towards a beta of one. Since utilities’ betas, generally, are
well below 1.0, they need to be adjusted so that such built-in regression bias Is
accounted for. Moreover, the ECAPM is well established in the financial literature,
for example, see my direct testimony at pages 58-59 as well as my rebuttal testimony

at pages 22-23, and Schedule FJH-25.

AT PAGES 27-29 OF HIS REBUTTAL TESTIMONY, MR. MURRAY
CRITIZES YOUR USE OF THE CEM. HE STATES AT PAGE 28, LINES 3-
4, “IF THE ALLOWED RETURNS ARE SET BASED ON EXPECTED
RETURNS, THEN IT IS POSSIBLE THAT THESE RETURNS WILL

REMAIN ABOVE THE COST OF CAPITAL.” PLEASE COMMENT.
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This statement by Mr. Murray indicates a lack of understanding of the market prices
paid by investors. The model upon which he relies, the DCF, is based entirely upon
investor expectations. Sometimes those expectations are met; sometimes they are
exceeded and returns are greater than expected; and sometimes, perhaps all too often,
they are disappointing and the returns are far less than those expected. However, it is
the expectations that influence the market prices that investors pay.

Moreover, the CEM has a long, well-established history in utility ratemaking.

AT PAGES 30-31 OF HIS REBUTTAL TESTIMONY, MR. MURRAY TAKES
ISSUE WITH YOUR SIZE ADJUSTMENT OF 30 BASIS POINTS TO TAKE
INTO ACCOUNT MGE’S SMALLER SIZE VIS-A-VIS THE PROXY
COMPANIES. HE SAYS THE STUDY DID NOT SPECIFICALLY APPLY
TO REGULATED UTILITIES. HE ALSO CITES A STUDY BY
PROFESSOR ANNIE WONG, WHO SUGGESTS THAT SIZE PREMIUMS
DO NOT APPLY TO PUBLIC UTILITIES. PLEASE COMMENT.
Mr. Murray and Professor Wong are incorrect. The financial literature is quite clear
about the small size effect. See, for example, the quotes from Professor Eugene
Brigham and Ibbotson Associates at pages 13-14 of my direct testimony. Moreover,
as noted by Ibbotson Associates, the size relationship “cuts across the entire size
spectrum but is most evident among smaller companies.”

Let me first address Mr. Murray’s comment. [t is true that the study upon

which I rely was based upon all stocks in the New York Stock Exchange, the
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American Stock Exchange and the NASDAQ. I have prepared Schedule FIH-34
which shows that all the companies in my proxy groups of gas distribution
companies, as well as SUG and all of the companies in Mr. Murray’s proxy group as
well as the two companies he identified as having operations in Missouri all are
traded on the New York Stock Exchange. Schedule FJH-35 which consists of three
pages, compares the size effect within industries of the Ibbotson study upon which I
relied. Page 3 of Schedule FJH-35 shows that for the utility grouping S.1.C. Code
49, Electric, Gas & Sanitary Services, there was indeed a size premium for smail
companies of 3.08% based upon current data contained in the Ibbotson Associates
Valuation Edition, 2006 Yearbook. This means that there was an average size
premium of 308 basis points in absolute terms, which was 28.19% greater than the
arithmetic mean return of 10.89% for the large Electric, Gas & Sanitary Services
company group (or 13.96% for the small Electric, Gas & Sanitary Services company
group) over the same period, 1926 through 20035.

In addition, Professor Wong’s study is flawed because she attempted to relate
a change in size to beta, and beta accounts for only a small percentage of
diversifiable company-specific risk.  Size is company-specific and it is a
diversifiable risk. For example, the average R?, or coefficient of determination, for

Mr. Murray’s proxy companies are as follows:

R2
AGL Resources, Inc. 0.4225
New Jersey Resources Corp. 0.3648

18
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Northwest Natural Gas Co. 0.2927

Piedmont Natural Gas Co., Inc. 0.3538
South Jersey Industries, Inc. 0.2021
WGL Holdings, Inc. 0.3889

Average for the Six Company Proxy Group 0.3375
Atmos Energy Corp. 0.2954
The Laclede Group, Inc. 0.3315

Average 0.3135

As shown above, the beta for Mr. Murray’s six company proxy group
accounts for only 33.75% of diversifiable company risk and only 31.35% for the two
companies with operations in Missouri. This means that 66.25% (1.00 - (.3375) of
total risk is unexplained by beta for Mr. Murray’s group of six companies; and
68.65% (1.00 — 0.3135) of total risk is unexplained by beta for the two companies
having operations in Missourl. Mr. Murray’s contention is incorrect as are the

conclusions drawn by Professor Wong and they should be disregarded.

AT PAGE 3, LINES 8-9 OF HIS REBUTTAL TESTIMONY, MR. MURRAY,
IN ATTEMPTING TO DENIGRATE THE SMALL SIZE ADJUSTMENT
WHICH YOU MADE FOR MGE STATES: “ADDITIONALLY, MGE IS
NOT A STAND-ALONE COMPANY, SO IT IS NOT APPROPRIATE TO
PRETEND THAT IT IS A SMALL PUBLICLY-TRADED COMPANY.”

PLEASE COMMENT.
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By relying upon the proxy LDCs that he utilized to formulate a recommended range
of common equity cost rate, that is precisely what Mr. Murray has done. He has
assigned cost rates, albeit incorrect, derived from stand-alone proxy companies
whose common stocks are actively traded in the marketplace. Moreover, as
discussed in my rebuttal testimony at pages 9-11, Mr. Murray exacerbates the
problem by utilizing a common equity cost rate derived from these proxy companies
and applying it to SUG’s capital structure. This approach is incorrect for the reasons
set forth by Morin as well as Brealey and Myers as shown at pages 10-11 of my

rebuttal testimony.

AT PAGE 31 OF HIS REBUTTAL TESTIMONY, LINES 16 THROUGH 27,
MR. MURRAY DISCUSSES STAFE’S PROPOSED RATE DESIGN AND ITS
IMPLICATIONS, AS WELL AS MGE’S PROPOSED RATE DESIGN ON
COMMON EQUITY COST RATE. HE SUGGESTS AT LINE 26 THAT THE
COMMON EQUITY COST RATE DERIVED FROM YOUR PROXY GROUP
SHOULD BE REDUCED RATHER THAN INCREASED. IS HE CORRECT?
No. As explained in my direct testimony, at page 73, a substantial proportion of the
companies in each of my proxy groups had protection from the vagaries of weather.
My 15 basis point upward adjustment to the common equity cost rate derived
therefrom was to reflect the proportional upward adjustment of cost rate which
would apply to MGE if no such protection is afforded it. There should not be any

reduction from the cost rate derived from my proxy companies as they reflect
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investors’ knowledge of such protection. My adjustment upwards of 15 basis points
is applicable only if such protectien is not afforded to MGE. However, if such
protection is afforded to MGE, I concur that my recommended common equity cost
rate should be reduced by 15 basis points. This means that, if, and only if, such
protection is afforded to MGE in this proceeding, my updated common equity cost
rate recommendation of 11.75% (from my rebuttal testimony) would then be reduced
to 11.60% relative to my recommended hypothetical common equity ratio of
46.00%.

Alternatively, should the straight-fixed variable rate design proposal be
adopted in lieu of the WNA, a reduction in common equity cost rate of 25 basis
points is warranted due to the mitigating impact such a rate design would have on the
impact of weather as well as MGE’s declining average use per customer
phenomenon, which would reduce my updated recommended 11.75% common
equity cost rate to 11.50% relative to my recommended hypothetical common equity
ratio of 46.00%.

Finally, in an effort to clarify the record, relative to Mr. Murray’s uncertainty
as to whether I was aware, at the time 1 drafted my direct testimony, of the proposed

rate design supported by MGE Witness Russell A. Feingold, I was not.

AT PAGE 6 OF HIS REBUTTAL TESTIMONY, OPC WITNESS
TRIPPENSEE SUGGESTS THAT IF THE FIXED DELIVERY CHARGE

PROPOSED BY STAFF WITNESS ROSS IS PUT INTO PLACE, MGE
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“WOULD EFFECTIVELY BE GUARANTEED TO EARN THE
AUTHORIZED RATE OF RETURN FOR SERVING THESE CUSTOMER
CLASSES.” PLEASE COMMENT.

If Mr. Trippensee were correct, every LDC that has some type of similar revenue
decoupling mechanism in place would be consistently achieving their authorized
rates of return. Such is not the case. If it were the case, rate cases would be virtually
eliminated. The implementation of such rate design does enhance the opportunity to

earn a fair rate of return, but does nothing of the sort of guaranteeing such return.

HAS MR. TRIPPENSEE INTRODUCED ANY EMPIRICAL STUDIES
WHICH SUBSTANTIATE HIS PROPOSITION THAT A GUARANTEED
RETURN IS A CERTAINTY GIVEN THE IMPLEMENTATION OF
STAFF’S AND MGE’S RATE PROPOSALS?

No. If be has such studies, he has not produced them in this case. As a matter of
fact, the proxy companies utilized by Staff Witness Murray and myself substantially
enjoy protections from the vagaries of the weather and two of the companies in my
proxy group of four gas distribution companies and five of the companies in my
proxy group of eight gas distribution companies also have protections in the form of
revenue decoupling mechanisms as shown on Schedule FJH-36. Consequently,
under the Efficient Market Hypothesis, those facts are reflected in their market prices
and, hence, in the market-determined common equity cost rates which I calculated

and upon which I base my recommendation. That is why, as discusses supra, my

22



(o)

18

19

20

21

22

updated recommended common equity cost rate of 11.75% would be reduced to
11.60% if the WNA is approved, and alternatively, to 11.50% if the SFV rate design

proposal is approved in hieu of the WNA.

AT PAGE 12 OF HIS REBUTTAL TESTIMONY, MR. TRIPPENSEE
REFERS TO A SUPPOSED DOWNWARD TREND IN AUTHORIZED
RETURNS FOR NATURAL GAS COMPANIES DETERMINED FROM AN
OCTOBER 35, 2006 REPORT PUBLISHED BY REGULATORY RESEARCH
ASSOCIATES ENTITLED REGULATORY FOCUS. HAVE YOU HAD AN
OPPORTUNITY TO REVIEW THAT REPORT?

Yes, I have. AUS Consultants is a subscriber to Regulatory Focus. As a matter of
fact, it is the source of much of the information shown on Schedule FJH-18.
Reference to Schedule FTH-18, which accompanied my rebuttal testimony, reveals
that there is only one decision during the third quarter of 2006 and it was for Central
Hudson Gas & Electric. That hardly indicates a trend because it is but a single order
from but a single Commission (the New York Public Service Commission). I
observe several important aspects of this decision as discussed supra. First of all,
this was the result of a settlement and not a fully litigated rate decision. Moreover,
New York utilizes a future rate year. In this instance, the historic test year-end was
March 31, 2006, but the rate year upon which the revenue requirement for the first
year of a three-year rate plan was for the period ending June 30, 2007. The

Commission approved a settlement of a three-year rate plan authorizing rate



11

increases on July 1, 2006 and July 1, 2007. Moreover, the authorization provides for
a sharing of earnings between 10.6% and 11.6% return on common equity, 1.e., equal
sharing between ratepayers and shareholders. Clearly, such a plan, with a ceiling of
10.6% return on common equity before any sharing with ratepayers, actually affirms
the average rate of return on litigated decisions of 10.58% relative to a 48.61%
common equity ratio as shown on Schedule FjH-18. Moreover, such data also
confirm that Mr. Trippensee’s conclusion, as well as Mr. Murray’s recommendation

fajl such a reality check.

DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

Yes, it does.

24



BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

In the Matter of Missouri Gas Energy’s
Tariff Sheets Designed to Increase Rates
for Gas Service in the Company's Missouri
Service Area.

Case No. GR-2006-0422

AFFIDAVIT OF FRANK J. HANLEY

STATE OF Mﬁﬁ&j
COUNTY OF [ Wiliydoen -

Frank J. Hanley, of lawful age, on his oath states: that he has participated in the preparation of
the foregoing Surrebuttal Testimony in question and answer form, to be presented in the above
case; that the answers in the foregomg Surrebuttal Testimony were given by him; that he has
knowiedge of the matters set forth in such answers; and that such matters are true and correct to

the best of his knowledge and belief.

FRANK J\HANLEY 7

)
) SS.
)

Subscribed and sworn to before me this Gﬂ/\ day of December 2006.

hw Lot

Notary Public

My Commission Expires: 1 -G 2oy SHARON M. KEEFE
NOTARY PUBLIC OF NEW JERSEY
MY COMMISSION EXPIRES JULY 9, 2011
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RESEARCH

Research Update:

Southern Union And Unit Downgraded To 'BBB-, Off

Watch Neg

Publication date: 29-Npv-2008
Primary Credit Analyst: Plana Lee, New York (1) 212-438-3119;
plana_lee@standardandpoors.com

Rationale

On Nov. 29, 2006, Standard & Foor's Ratings Services lowered its corporate
credit ratings on Seouthern Unicn Qo. and subsidiary Panhandle Eastern Pipe
Lige L.P. to 'BBE-' from 'BBB'. At the came time, Stazndard & Poor's remaved
the ratings from Creditdatch with negative implications.

The cutlock is stable. The rating waes originally plsced on CreditWatch on
Sepk. 15, 2006.

The rating action reflects our assessment of the company's movement
toward riskier business segments, coupled with an aggressive financial policy
that liberally uses debt leverage. Together, these traits embody credit
quality at the lower end of the 'BBE' category.

Houston, Texas-based Southern Union engages in natural gag
traneportation, storage, liguefied natural gas {LNG) terminaling, gathering
and procesging, and distribution.

The ratings are based on a business risk profile at the consclidated
entity that is categorized as satisfactory and an aggressive financial risk
profile. Southern Union's credit strengths include the cash flow stability of
its regulated interstate natural gas pipeline assets, a hedging program
designed to mitigate the commodity price exposure of its Southern Union Gas
Services gathering and processing segment (SUSS}, and its remaining low-riek
gas distribution businesses in Missouri and Massachusetts.

Southern Union's pipeline amsets (about 51% of total expected 2007
EBITDA) include wholly cwned Panhandle Eastern Pipe Line and its subsidiaries
{collectively Panhandle Energy), which transport gas from the Gulf Coast and
fnadarkc basin to the Midwest and Great Lakes markets. Subsequent to the
closing of the currently pending transaction with Energy Transfer Partners,
Southern Union will alge have a 50% ownership interest in Florida Gas
Tranemission Co. The pipeline segments bring stability to cash flows due to
generally favorable FERC regulation, access to multiple supply points, strong
markets, and manageshle re-contracting risk.

These strengths ave partially offset by the weak business risk profile of
the gathering and protessing segment at SUGS {23% of tatal EBITDA). Southern
Union's acguisition of SUGS for §1.6 billion in March 2006 increased its
business and financial risk. SUGS' percent-cof-proceeds contracts account for
about 80% of its margins and expose the company to velatile commodity prices.
Moreover, the purchase price was initially financed entirely with debt, which
was later repaid with proceeds from §1.1 billion in utility asset sales and
$600 million in junior subcrdinated deht.

SUGS' commodity price risk is somewhat mitigated through 2087 by 2
nedging program consisting of natural gas puts with an $11 floor foxr 2006 on
45,000 million Btu {(mmBtu} per day (about B85% of equity volumes) and a 510
floor for 2007 on 25,000 mmBtu per day {about 50% of eguity volumes).
Furthermore, the company has added ethane, propane, and crude cil puts with an
average $12.04 floor on 8,000 mmBtu per day for the remainder of 2006 and an
average $11.40 floor on 26,000 mmBtu per day for 2007, resulting in an
effactive hedge position of about 90% for bhoth years. SUGS also has a strong
market-share position in the Texas and Wew Mexico region, where it has
aperated for more than 80 years.

At Southern Union's Trunkline LNG facility (12% of total EBITDA), capital
costs are high and are expected to reach about $250 million far the LNG
infrastructure enhancement project (IEP), which will add ambient air
vaperization and natural gas liquids extraction capabilities to the terminal.
IEP is fully contracted with BG Group under leng-term contracts and should add
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Fallowing the sale of the Rhede Island and Pennsylvania utilities,
Missouri Gas Energy (MGE) and New England Gas Co, {together 14% of total
EBITDA) are Southern Union's remaining low-rigk gas-distribution businesses.
MGE makes up the bulk of this segment, and its strong business risk profile
reflects reasonably favorable regulatiocn by the Missocuri Public Service
commission, a mostly residential customer bage, the ability to recover fual
costs from customere as they are incurred, a franchise with Kansas City, Mo.
that extends thrcugh 2010, and a perpetual franchise with St. Joseph, Mo.

Given Southern Union's movement away from natural gas utilicies and
toward the midstream industry, cash flows have beccme less predictable and, as
a result, stronger credit-protection measures are expected to maintain
ratings. However, at the same time, the company's credit protecticn measures
have been stretched and its financial policy has been sggressive, with hybrid
gecurities, preferred stock and convertible debt combined making up about 17%
of the capital structure.

Southern Union'e expected credit protection metrica at year-end 2006,
including trailing twelve-month funds from operations to fully adjusted total
debt of about 9%, adjusted total debt to ERITDA of about 5x, and adjusted
total debt to capital of sbout €0%, are weak for the *BEB-' rating. The
ratings incorporate the expected eguity issuance of $£100 million in 2008 for
the convertible ncotes igsued in 2005, and the additicnal debt incurred as part
of the pending transaction with Energy Transfer Partners. Going forward, the
company will be reguired to guard its balance sheet and be less reliant on
debt leverage to maintain the current ratings.

As part of the rating action, the rating on the company's $600 millien
junior subordinated notes was lowered to 'BR' from 'BB+'. The 'BB' rating is
two notches below the corporate credit rating. The notching reflects Southern
Union's investment grade corporate tredit rating, the subordination of the
hybrid issue, and the optional deferral of inferest payments. The hybrid
securities have a maturity of 60 yeare, are callable aftexr five years, and
have received intermediate (50%} eguity credit for leverage purposes.

Liquidity

Seuthern Union's liguidity is adequate. The company's primazy liquidity scurce
is cash fleow from cperations, which was $328 million for the nine months ended
Sept. 30, 2006, and cash ¢n hand was $5.5 million as of that date. The company
also has access to a $400 millicn revolving credit facility maturing in May
2010, of which $185 million was outstanding as of Sept 30, 2006. Coneolidated
Southern Union's long-term debt maturities over the next geveral years are
manageable at $455 amillionm im 2007, $525 millien in 2008, angd %60 million in
2009.

Outlook

The stable outlook reflects the higher risk of Southern Union's midstream
business, somewhat offset by the stability afforded by its utility and
pipeline transport segments. The stable outlock aleo incorporates expectations
that the company will continue to mitigate commodiby price exposure through
active hedging beyend 2007. Rating improvement is passible if Southerm Union
mitigates its increased business rigk through investments in lower-riak
businesses, combired with a strengthening of its consclidated finaneial
profile. Conversely, further downwazd rating movement could occur if the
company continues to acguire higher-risk businesses that are financed by
gelling lower-risk assets and incurring additional debt.

Ratings List

Downgraded, 0ff Watch Neg

To From
Southern Union Co.
Corporate Credit Rating BRB-/Stable/-~ BBB/Watch Neg/--
Senior Unsecured BERB- BBB/Watch Neg
Junior Subordinated BE BB+/Watch Neg
preferrad Stock BB BB+/Watch Ney

Panhandlas Eastern Pipe Line LP
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BBB-/Stable/-- BBB/Watch Neg/-- Page 3 of 3

Corporate Credit Rating
BER/Watch Neg

Senior Unsecured BBE-

Complete ratings information is availabla to subscribers of RatingsDirect, the
real-time wWeb-based scurce for Standard & Poor's credit ratings, research, and
risk analysis, at www.ratingsdirect.com. All ratings affected by this rating
acticn can he found on Standard & Poor's pubiic Web site at

www . standardandpoors.com; under ¢credit Ratings in the left navigation bar,
gelect Find a Rating, them Credit Ratings Search.

ndard & Paor's Ratings Services (Ratings Services) are the result of separate activities
dence and objectivity of ratings opinions. The credit ratings and observations contained herein
are solely statements of opinicn and not siatements of fact or recommendations to purchase, hold, or sell any securities or make
any other investment decisfons. Accordingly, any user of the information contained herein should not rety on any credit rating or
other opinion contained harein in making any investment decision. Ratings are based on information received by Ratings
Services. Diher divisions of Standard & Poor's may have informatien that is not avafiable to Ratings Services. Standard & Poor’s

has established policies and procedures ‘o maintain the confidentiality of non-public information received during the ratings
process.

Analytic services provided by Sta
designed o preserve the indepen

Ratings Services receives compensation far its ratings. Such compensation is aormally paid either by the issuars of such
secyrities or third parties participating in marketing the securities. While Standard & Pacr's reserves the right to disseminzte the
rating, it receives no payment for doing so, except for subscriptions to its publications. Additionat information about our ratings
fees is available at www.standardandpoors.comfustatingsfees.

Copyright ® 1934-2008 Standard & Poor’s, a division of The McGraw-Hill Companies. [
Al Rights Reserved. Privacy Nolice t




Schedule FJH-33

Page 1af |
Misspuri Gas Enercy
Market-to-Book Retios, Earnings } Book Ratips and
Inflation, for Standard & Pacr's Industrial index and
the Standard & Poor's 500 Gomposite Index
from 1847 through 200
Market-
to-Book Eamings!
__ Yemr Ratio {1) Bock Ratio {2)
SAP 500 S&P 500
S&F industial Cemposite S&P Industrial Composie
_Index(3} __Index(3) _ lndex(3) _.index(3) _Inflation (4} _Earnings / Book Ratio - Net of Inflation
1947 123 % NA 130 % NA 9.0 % 40 % NA
1948 113 KA 17.3 NA 2.7 46 NA
19489 1.00 NA 163 NA {1.8) 181 NA
1950 1.6 NA 183 NA 5.8 125 NA
1951 12 NA, 14.4 NA 59 BS NA
1552 129 NA 127 NA 0.8 it8 MNA
1853 .21 NA 127 NA 0.6 124 NA
1954 1.45 NA 1356 NA [0.5) 140 NA
1955 1.81 NA 180 NA 0.4 156 NA
1956 i NA 137 NA 28 108 NA
1957 1.71 NA 125 MNA 30 95 NA
1858 1.70 NA 38 NA 8 B0 NA
1859 194 NA 11.2 NA 1.5 87 NA
1950 182 NA 103 NA 1.5 B8 NA
1961 pau] NA 9.8 NA o7 8.1 NA
1862 1.83 NA 0o NA 12 a7 NA
1963 1.94 NA 11.4 NA 1.7 8.7 NA
1964 218 NA 123 NA 1.2 11 NA
1865 221 NA 13.2 NA 18 11.3 NA
1486 200 NA 13.2 NA 34 X1 NA
1967 2.05 NA 124 NA o ER] NA
1958 z47 WA 1286 NA 47 78 NA
1565 z 10 NA 121 NA EA 65Q MA
1970 171 NA 0.4 NA 55 49 A
1871 188 NA 11.2 NA a4 78 MA
1872 216 NA 120 NA 34 BE NA
1973 1.86 NA i46 NA 88 58 A
1874 138 NA 148 MNA 12.2 28 NA
1875 134 NA 123 NA 7.0 53 NA
1976 151 NA 145 NA 48 87 NA
1977 1.38 NA 146 NA 68 78 MNA
1978 1,25 NA 5.3 NA 2.0 63 NA
1978 123 NA 17.2 NA 13.3 39 NA
1380 134 NA 56 NA 124 32 NA
1981 124 N& 148 NA 39 6.0 NA
183z 117 WA 1.3 NA ap T4 NA
1883 5.45 NA 12.2 Na 38 a4 NA
1984 1.456 NA 146 Na 4.0 106 A
1885 1.67 KA 122 WA 38 B4 NA
1985 202 NA 1.5 NA 11 104 NA
1987 z50 NA 157 NA 44 113 NA
196BB 213 NA 19.0 NA 44 146 NA
1989 256 NA 185 NA 47 138 NA
1880 283 NA 163 NA 6.1 w02 NA
1891 277 NA 10 8 A 31 77 NA
1892 3328 NA 13.0 NA 28 101 NA
1993 atz NA 157 NA 28 129 NA
1994 373 NA 230 Na 27 20.3 NA
1895 4.08 2.64 728 150 % 2.5 204 13.5 %
1958 4.78 285 248 68 33 215 13§
i9ar 4 68 353 246 163 17 228 146
1953 713 416 213 145 16 19.7 1289
1998 8.27 476 25.2 167 27 225 140
2000 751 451 239 156 24 0.5 122
2001 NA 350 NA 150 16 NA 134
2002 NA 293 NA 8.3 24 NA 58
2003 NA 278 NA 141 19 NA 12.2
2004 NA 312 (5) NA, 16.1 33 NA 128
2005 NA 335 (5) NA 18.8 .4 NA 16.5
Average 234 % 348 % 149 % 154 % 38 % 10.5 % 12.9 %

Notes: (1} Market-to-Baok Ratic equals average of the high and low matket price for the year divided by the average boak value
(2) Eaming¥’Book equais earnings per share for the year divided by the average book value

(3) On January 2, 2001 Standard & Poor's relsased Giobal Industry Ciassification Standard (GICS) price indexes for all Standard & Pors U.5. indexes  As
a resull, all SAP Indexes have been caiculated with a comman base of 100 at a start date of December 31, 1554. Also, the GICS industrial sector 5 not
comparabla o he farmer S&F indugrel Index and data fof the farmer S&F industrial index has been discontinued

{4) Ag measured by the Consumer Price index {CP1}

{5} Ratios for 2004 are based upon estimated bock values using the actual average price and the estimated book vajye calculated by adding the 2004 or
2605 sarnings per share to the 2002 and 2004 book value par share and then subracting the 2004 and 2005 dividends per share as provided by
Standard & Poor's Security Price Index Record, 2006 Edition Pp 474 and 473and 2005

Source of Information:  Standard & Pour's Security Price Index Record, 2000 Edition, p. 40
Standard & Poor's Statistical Service, Current Statistics, August 2001, p 28
Standard & Poors Statistical Service, Cumrent Stalistics, January 2004, p. 36
Standard & Poore Current Stabisties, June 2006, p. 28.
Standard & Poor's Security Price index Record, 2005 Edition, pp. 1, 471 and 473
Standard & Poer's Compustat Sendces, Int PG Pius Research insight Data Base
Ibbotson Assoclates, Stocks, Bonds, Blils and Infiation - Valuation Edition 20086 Yearbaok, 2006
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Exchangas on Which the Commen Shares of the Proxy Companies Relied
upon by Mr. Hantey and Mr. Murray and Southern Union Co. are Traded

Proxy Group of Four Gas
Distribution Companies

Cascade Natural Gas Cerperation
NICOR Inc.

Northwest Natural Gas Company
Piedmaont Naturat Gas Co., Inc.,

Proxy Group of Eight Value Line
Gas Distribution Companies

Cascade Natural Gas Corporation
The Laclede Group, nc.

New Jersey Resources Corp.
NICOR Inc.

Neorthwest Natural Gas Company
Peoples Energy Corporation
Piedmont Natural Gas Co., Inc.
WGL Holdings, Inc.

Soputhern Union Company

Witness Murray's Proxy Group of
Six Comparable Natural Gas
Distribution Companies for
Missouri Gas Energy

AGL Rescurces Inc.

New Jersey Resources Corp.
Northwest Natural Gas Company
Piedmont Nafural Gas Co., Inc.
South Jersey Indusiries, Inc.
WGL Holdings, Inc.

Tweo Natura! Gas Distribution
Companies Identified by Withess
Murray as Having Operations in
Missouri

Atmos Energy Corporation
The Laclede Group, [nc.

Source of Information;

Stock Exchange

AUS Utility Reporis
December 2006

NYSE
NYSE
NYSE
NYSE

NYSE
NYSE
NYSE
NYSE
NYSE
NYSE
NYSE
NYSE

NYSE

NYSE
NYSE
NYSE
NYSE
NYSE
NYSE

NYSE
NYSE
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Chapter 7

Table 7-14

Size Effect within industries

Summary Statistics and Excess Returns

{Through Year-end 2005)

Large Caompany Group

sic Geometric  Arithmetic  Standard
Code Description Years Mean Mean Deviation
10 Metal Mining a0 7.87% 11.47% 29.09%
13 Cil and Gas Extraction 43 11.41% 14.34% 26.13%
15 Building Construction-General Contractors & Op Builders 34 12.83% 18.66% 39.85%
16 Hvy Construction Other than Bidg. Construction-Contractors 35 7.28% 10.83% 30 54%
20 Food and Kindrad Spirits 80 10.58% 12.52% 18.98%
22 Textile Mill Products BO 7.00% 11.87% 32.64%
23 Apparei & other Finished Products Made from Fabrics & Similar 46 8.01% 12 64% 3281%
24 Lumber and Wood Progucts, Except Furniture 43 9.62% 12.26% 25.37%
25 Furniture and Fixtures 36 10.11% 12.46% 22.37%
26 Paper & Allied Products 76 10.29% 13.68% 2B.09%
27 Printing, Pubjishing and Allied Preducts a7 10.71% 12.81% 21.05%
28 Chemicals and Allied Products ac 11.78% 13.81% 22.45%
24 Petroieumn Retining & Relaled Industries 8o 11.40% 13 50% 21.34%
30 Rubber & Miscellaneous Plastics Products 38 10.83% 13.54% 25.34%
31 Lealher & Leather Producls 43 12.74% 17.08% 33.02%
32 Stone, Clay, Glass & Concrete Products 7 B8.66% 12 46% 31.50%
33 Primary Metal Industries 80 B.08% 12.01% 30.39%
34 Fabricated Metal Products, Except Machinery & Trans. Equip. 80 9.55% 12.08% 23.10%
35 industrial & Commercizl Machinery & Compuler Equipment BO 10.88% 14.09% 27.56%
38 Electrical Equipment & Components, Except Computer BO 9.86% 13.58% 25.54%
37 Transporiation Equipment 80 10.82% 15.07% 32.08%
38 Migasuring, Analyzing & Controlling Instruments 53 12.04% 14,14% 21.96%
39 Miscallaneous Manufacturing Industries 44 7.88% 11.74% 28.57%
40 Railroad Transportation 80 9.65% 12.57% 24.86%
42 Motor Fraight Transportation 8 Warehousing 42 5.78% 13.24% 28.28%
45 Transporl by Ar BO 7.26% 11.67% 32.37%
48 Communications 43 8.88% 11.20% 22.08%
49 Electric, Gas & Sanitary Services 20 8.78% 10.89% 21.48%
50 Wholesale Trade-Durable Goods &0 10.12% 12.34% 22.64%
51 wholesale Trade-Mondurable Goods 38 9.94% 12.859% 24.91%
53 General Merchandise Stores B0 9.858% 13.09% 26.56%
54 Food Stores 49 11.29% 13.79% 23,37%
56 Apparel & Accessory Stores 58 14.08% 18.18% 32.15%
57 Hame Furniture, Furnishings, and Equipment Stores 33 12.37% 23.68% 650.37%
58 Esting and Orinking Placas 37 10.85% 15.36% 33.13%
53 Miscelianeous Relail 43 12.66% 15 83% 26.94%
60 Depository Instiivtions 37 11.64% 13.78% 21.37%
61 Nendeposilory Credit Institutions 56 12.83% 15.668% 26.45%
g2 Security and Commod. Brokers, Dealers, Exchanges 33 17.78% 24 55% 43.10%
&3 Insurance Carriers 37 10.63% 12.51% 20.39%
64 Insurance Agenis, Brokers, and Service 33 14.79% 16.25% 18.21%
85 Real Estate 43 7.34% 11.82% 30 63%
67 Haolding & Other Investmeni Offices L] 10.00% 13.17% 2521%
70 Hotels, Aooming Housas, Camps, & Other Ledging 36 10.03% 15.69% 35.13%
72 Personal Services 36 8.73% 13.40% 30.78%
73 Business Services 43 10.20% 15.01% 32.56%
78 fvotion Pictures &5 12.11% 16.67% 33.13%
78 Amusement and Recreation Services 33 12.44% 18.16% 27.50%
80 Health Services 34 13.17% 18.92% 35.76%

Spurce: Cenler for Research in Securily Prices, University of Chicags.
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Firm Size and Return

Table 7-14 (coniinued)

Size Effect within Industries
Summary Statistics and Excess Returns

(Through Year-end 2003)

Emall Company Group

SIC Geometric  Arithmetic Standard Excess
Code Description Mean Mean Daviation Return
10 Metal Mining B3% 16.30% 16.05% 4.83%
13 Qil and 3as Extraction 12.81% 21.07% 458.50% €.73%
15 8uilding Construction-General Contractors & Op Builders 5.64% 15.87% 43.37% -3.79%
18 Hvy Canstructicn Other than Bidg. Ganstruction—Contractors 18.58% 23.5T% 37.33% 12.85%
20 Food and Kindred Spirits 12.35% 15.95% 30.16% 3.44%
22 Taxtig Milt Praducts 877% 15.35% 34.60% 3.489%
23 Apparel & other Finished Products Made from Fabrics & Similar 572% 11.52% 37.95% -1.12%
24 Lumber and Wood Products, Except Furniture 11.02% 21.18% 53.51% B8.93%
25 Furniture and Fixtures 2.12% 13.29% 29.62% 0.83%
26 Paper & Allied Products 14.21% 19,79% 42 06% 5.12%
27 Printing, Publishing and Allied Preducts 16.30% 19.15% 74.91% G.34%
28 Chemicals and Allied Products 13.38% 18.87% 39.58% 4.95%
29 Petroleum Refining & Related Industries 13.21% 17.68% 31.92% 418%
30 Rubber & Miscellaneous Plastics Products 12.60% 17.05% 32.93% 3.52%
31 Leather & Leather Products 11.75% 16.79% 34.22% -03.28%
32 Slone, Clay, Glass & Congrete Products 971% 14.54% 33.16% 2.08%
33 Primary Metal Industries 13.01% 1B8.76% 3B.48% 6.75%
34 Fabricated Metal Products, Except Machinery & Trans. EQuip. 11.77% 17.41% 37.42% 5.33%
35 |ndustrial & Commercial Machinery & Computer Eguipment 12.20% 17.59% 35.60% 3.50%
36 Electrical Equipment & Components, Except Computer 12.01% 20.02% 45.90% 6. 44%
37 Transportation Equipment 12.04% 18.32% 38.31% 3.25%
38 Measuring, Analyzing & Controfling Instruments 13.25% 18.19% 35.01% 4.05%
3g Miscellangous Manufaciuring industries 8.07% 12.55% 31.80% 0.82%
40 Aailroad Transportation 8.46% 14.82% 36.36% 2.15%
42 Motor Freight Transportation & Warehousing 7.21% 13.19% 38.93% -0.04%
45 Transport by Air 8.71% 17.13% 4B.27% 5.46%
48 Communications 17.30% 25.50% 46.18% 14.30%
49 Electric, Gas & Sanitary Services 10.34% 13.86% 29.63% 3.08%
50 Wholesale Trade~Durable Goods N.N% 16.26% 36.38% 3.92%
51 wholesale Trade-Nondurable Goods B.54 % 12.33% 28.63% ~0.56%
53 General Marchandise Stores 9.37% 16.84% 43.14% 3.75%
54 Food Stores 10.00% 13.82% 29.54% 0.03%
56 Apparel & Accessory Stores 11.87% 18.02% 38.93% ~0.16%
57 +Home Furniture, Furnishings, and Equipment Stores 15.82% 25.33% 51.19% 2.84%
58 Eating and Drinking Places 2.03% 7.97% 35 B4% ~7.39%
59 Miscelangous Retail 12.11% 17.66% 36.52% 1.74%
60 Deposilory institutions 15.33% 17.99% 25.10% 4.21%
51 Nondepository Crediit Institutions 13.52% 17.44% 29.94% 1.78%
62 Security and Commed, Brokers, Dealers, Exchanges 14.58% 21.59% 42.10% ~2.86%
63 Insurance Carriars 13.39% 16.25% 24.02% 3.74%
64 Insurance Agents, Brokers, and Service 11 82% 19.26% 43.80% 301%
85 Real Estate 5.72% 11.65% 34.85% —0.16%
67 Holding & Other Investment Offices 11.19% 15.46% 31.25% 2.28%
70 Hotels, Fooming Houses, Camps, & Other Lodging 5.42% 12.53% 37.23% -3.16%
72 Parsonal Services 18.06% 22.49% 32.80% 8.08%
73 Business Services 13.95% 23.68% 50.91% BB7%
78 Motion Piciuras 6.18% 14 05% 45.60% -2.62%
79 Amusemenl ang Recreation Services 11.18% 15.10% 31.68% ~1.07T%
BO Health Services 15.59% 22 05% 40.75% 3.13%
Source: Cenler for Besearch in Sacurily Prices, University of Chicage
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Dacoupling Methanisme, Consarvation Adjustmants and other Revenue Namalizetion Adjustment Classes

Companies

for Mr. Hanley's Proxy Group of Four Gas Distibuion Companias {1),
the Proxy Group of Elght Value Lins Gas Distributlan Companles (2}
and Southam Unicn Company

and Witness Morray's Proxy Group of S3ix Comparable Natural Gas Distribulion Companies {3)
and Two Natural Gas Distribution Companies Identified oy Wilness Mu 5_Havi ions In Missour {4

Decoupling Mechanisms,

Conssrvation and Other

Revenua Nonmalization
Adjustmenl Clausas

AGL Hescurces, Inc. {3} Yas {5)
Atmos Energy Corporslion {4) No
Cascade Natural Gas Comperation (1, 2) Ne (5)
The Laciede Group, Inc. (2, 4) No
New Jarsey Rasources Corp. (2, 3) Yes (T)
NIGOR Inc. {1, 2) No
Norihwast Natural Gas Company {1, 2, 3) Yas {8}
Peoples Energy Corporation (2) No
Piedmont Natural Gas Ce,, inc. (1, 2, 3) Yes {)
South Jersey Indusirtes, Ine. (3) Yas {7}
WGL Holdings, Inc. (2, 3} Yas {10)

Southem Union Company Na

Notes:

i
2)

(3)

@
5

8

n

8

15)

{10}

Tha companies in Mr. Hanley's proxy group of four LDCs are Cascade, NICOR Inc., Natursl Gas
Comporation, Norihwest Natural Gas Company and Piedmont Natural Gas Company.

Tha companies In Mr. Hanley's proxy group of elght Value Lina LDCs are Cascades, The Lacleds Group.
Inc., New Jarsay Raaources Gorp., NICOR Inc., Korlhwaet Natural Gas Company, Peoples Energy
Corporation, Piegmon} Natural Gas Company and WGL Holdings, fnc.

The compantes in Winess Murray's Proxy Group of Six Comparable Naturel Gas Distribulion
Companies are AGL Rescunsas inc. New Jersey Resourcas Corp., Northwesl Natural Gas Company,
Fledmont Natural Gas Gompany, Scuth Jarsey industrias, Inc. and WGL Holdings. Inc.

Tha Twe companies identifiad by Witness Mumray as having cpsratiens in Missauri are Atmos Energy
Comoration and Tha Lacisde Group, Inc.

Stralght-Fixed-Variabie Rates Atlanta GGas Light's revanue ie recognized undar a straight-fixed-variable
rate dseign whereby Allants Gas Light charges ratas to Its cusiomers based primarily on monthiy fixed
charges. This mechanism minimizes the sesscnaiity of revenues since the fixed charge is ne! volumetric
and the monlhly charges are not gsl to ba diraclly waather dapendent. Weather Ingirectly infusnces the
number of cuslomsrs {hat have activa accounts during the heating seasan, and this has & seasonal
impact on Atanta Gas Light's revenuses sinca genaraliy more customars are connected In pertods of
colder weather than in pariods of warmar westher.

On Octobar 10, 2008, Cescada Neturel Gas, the Washinglon Utliiss snd Transportation Commission
Stafl, the Publiz Counse! section of the Washingion Aiomey General's Offica, and athers reached a
setliament in Cascade’s pending gas rate case procaeding (Docket No. UG-066256). The setllement
does nol specily ‘radilionel rele casa paramelers such as rate of return, but calls for CGC te implement
@ partel decoupling mechanism on & pliet basls far a three-year pario. Tha mechanism would deter non
weather-relaled marpin vanances (e g.. changes in usage related 1o conservation and energy afficiency
improvamenis). The Commizsion has not agproved the Machanism yat. A WUTC daclsion is expactad
in Januery 2007,

0On Octobar 12, 2006, tha New Jerssy Board of Public Utlifss (BPU) approvec a three-year pilot enargy
consarvalion programs and revanue decoupling mechanisma ihat had baan proposed by New Jersey
Natural Gas {NJNG) and Scuth Jarsey Gas (S)G). Under the programs, NJNG and SJG will implament
snhances customer educalion and enargy cansarvation pregrams. In place of tha exisling weathar
normetization clauses, lhe companies will Implement a conservalion and usage adjustment (CUA)
machenizm that is dasigned to remove ths impact on company eamings and revenue of sales
fluctuations dus lo wealhar variations and cuslomar partcipation in the conservation programs. The
CUA machanism s o be implemanted during the Octaber 2006 billing cycle, with the first adjustment
under the mecheniam lo become effeciive In Oclobar 2007, NING is & subsidlary of New Jarsey
Resources (NJR), and SJG Is B subsidiary of South Jarsey Industries (SJ1).

Norhwest Natural Gas Company has a consarvation tarfl in the state of Oregon, which Includes two
components. The first component Is a price elaskcity adjustment, which adjusts for anticipated increases
or decraases In consumption altribulable lo annual changas in commodity costs or periodlc changas in
Its genaersl rates The sacond component Is a censervation adjustmant caiculatad on & moenthly besls to
account for daviaticns botwaan actual and expected volumes (decoupling adjusiment?). Additicnal

or cradits o customers resulting from the decoupling edjustment are recordad o a defarral account,
which is included In Lhe nex year's annual PGA. Basellne cansumplion was detarmined by cuslomer
consumplian data ysed in ihe 2003 Oregon ganaral rate case, adjusted for addad consumption resulng
frem new customers. The Adjusimant Clause was scheduled 1o explre in Septembar 2085, bul in 2005
was renewed by ihe Cragon Commiasion). The Commissien approved the conlinustion of the
consarvation L for an eddillonal four years, through September 30, 2008, and incraased the
mechanism's coverage from a partial decoupling of 90 percent of residental and commercial gas usage
to & full decoupling of 100 percant

Pledmont Natural Gas Company has WhA Ciauses In place in the siaies of South Camlina and
Tennesser. Furthamorme, up 1o September 2008, the company had a WA Clause in ths state of Narth
Camoilna Mowsver, on Septerber 14, 2008, the North Carolina Utilites Commisslon (NCUC) adoptad a
settisment reached by the Company and the Nerth Carclina Attomey General on July 18, 2006,
regarding the company's Customer Utlilzation Tracker {CUT). Tha CUT Is a mechanism that decouples
the recovaery of autharizad margins from sales levels. The CUT applles to changes In sales ievels
ceausad by any facier. The CUT was originally approvac on Nevember 3, 2005 a5 an experimantal
provision for thres-years, which automatically will 1amminate on Nevamber 1, 2008, unless renawed by
tha NCUC and with the modfficalions approved on Saptember 14, 2005, the NCUC concurrently
eliminated the exisling Weather Normalization Adjustment Clausa

In August 2005, Weshingten Gae recalved approval from the Public Service Commissian of Maryland

ta Impiement & Revenua Normalization Adjustment mecharism (RNA). The RNA Is & billing adustmant
machanism that s designad to stabllize the level of distibulion charge ravanues recelved from Maryland
cuslomars as a result of devietions in cuslomar usaga caused by varialions in weather from nomal
levels gnd olhar matiars such as conservation.

Source of Information:  Cempany Annual Reporis 1o Sharebolders and / or Forms 10-K

Company Provided Information
Reguiatory Resaarch Associates, Ing., An SNL Energy Company



