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REBUTTAL TESTIMONY OF FRANK J. HANLEY
CASE NO. GR-2009-0355
SEPTEMBER 2009
I. INTRODUCTION
PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.
My name is Frank J. Hanley and I am Principal and Director of AUS Consultants.
My business address is 155 Gaither Drive, Suite A, Mount. Laurel, New Jersey

08054.

ARE YOU THE SAME FRANK J. HANLEY WHO PREVIOUSLY FILED
DIRECT TESTIMONY IN THIS PROCEEDING BEFORE THE MISSOURI
PUBLIC SERVICE COMMISSION (“COMMISSION”)?

Yes, I am.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

The purpose of this testimony is to provide Missouri Gas Energy’s (“MGE” or “the
Company™) cost of common equity on a more contemporaneous basis as there have
been significant changes in the capital markets over the nearly seven months since
the common equity cost rate described in my direct testimony was determined. 1also
rebut certain aspects of the direct testimonies of the Office of the Public Counsel
(“OPC™) Witness Daniel J. Lawton and that portion of the Missouri Public Service
Commission Staff (“Staff”) Report relating to cost of capital sponsored by Staft
Witness David Murray. In this regard, I address the deficiencies in the
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REBUTTAL TESTIMONY OF FRANK J. HANLEY
CASE NO. GR-2009-0355
SEPTEMBER 2009
recommended common equity cost rates proposed by Messrs. Lawton and Murray.
In particular, I explain why both witnesses erred in their conclusions of common
equity cost rate and as relates to impact on common equity cost rate attributable to
the Company’s Straight Fixed Variable (“SFV”) rate design. I also expla;in why Mr.
Lawton’s reliance on Southern Union Company’s (“SUG”) capital structure is
incorrect and why Mr. Murray’s short-term debt cost rate is understated. My rebuttal

testimony is organized by witness.

HAVE YOU PREPARED SCHEDULES IN SUPPORT OF THIS
TESTIMONY?
Yes, I have. I have prepared 10 Schedules which have been marked for
identification as Schedules FJH-21 through FJH-30, which is a continuation of the
numbering from my direct testimony.

II. SUMMARY
PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY.
Due to the significant changes in the capital markets over the approximately seven
months that have elapsed since my original common equity cost rate (ROE)
recommendation was formulated, I deemed it appropriate to provide an updated
study which is more reflective of current and prospective capital market conditions.
As a result of my updated study, I conclude that a proper common equity cost rate
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REBUTTAL TESTIMONY OF FRANK J. HANLEY
CASE NO. GR-2009-0355
SEPTEMBER 2009
for MGE in this case is 10.50%, which is lower than the 11.25% determined early in
2009. Again, I explain why no downward adjustment to common equity cost rate is
warranted attributable to MGE’s SFV rate design, namely because the proxy

companies overwhelmingly have decoupling mechanisms in place.

PLEASE LIST THE ISSUES YOU WILL ADDRESS CONCERNING MR.

LAWTON’S TESTIMONY.

My testimony will address the following issues related to OPC Witness Lawton:

e I will explain why Mr. Lawton’s suggested downward adjustment to common
equity cost rate attributable to the Company’s SFV rate design is unfounded and
without merit.

e I will explain why Mr. Lawton’s inclusion of three companies in his proxy group
is incorrect.

o I will explain why Mr. Lawton’s sole reliance on the DCF method to determine
his recommended common equity cost rate is incorrect even though he utilized,
albeit incorrectly, the risk premium and Capital Asset Pricing Model (CAPM)
methods as checks.

e I will explain why Mr. Lawton’s constant DCF conclusion of common equity
cost rate is understated due to the improper and illogical utilization of sustainable

growth rates.
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SEPTEMBER 2009

I will point out the logical flaws in Mr. Lawton’s application of the risk premium
model including his failure to recognize that there exists an inverse relationship
between equity risk premia and interest rate levels.

I will show fhat a properly calculated equity risk premium common equity cost
rate based on his own data results in an average common equity cost rate of
11.24%.

I will examine certain errors in Mr, Lawton’s application of the CAPM, and 1
will show that properly calculated CAPM and Empirical Capital Asset Pricing
Model (ECAPM) cost rates of his proxy companies less three companies
inappropriately included are 10.44% and 11.21%, respectively for a cost rate of
10.83%.

I will explain why Mr. Lawton’s adoption of SUG’s capital structure is incorrect
and how its use results in a significant understatement of MGE’s common equity

cost rate.

I will explain why Mr. Lawton’s financial metrics test is flawed and does not

confirm that his recommended ROE is appropriate.

PLEASE SPEAK TO MR. MURRAY’S TESTIMONY.

My testimony will address the following issues related to Staff Witness Murray:
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REBUTTAL TESTIMONY OF FRANK J. HANLEY
CASE NO. GR-2009-0355
SEPTEMBER 2009
I will explain why Mr. Murray’s sole reliance on the DCF method to
determine his recommended common equity cost rate range is incorrect, even
though he utilized, albeit incorrectly, the CAPM method, as a check.
I will explain why Mr. Murray’s use of the lower half of his range of
recommended ROE is based on an erroneous premise.
I will explain why Mr. Murray’s adoption of a short-term debt cost rate of
0.89% is grossly understated and inappropriate to utilize in this case based
upon current market information.
I will explain why Mr. Murray’s use in the CAPM check of geometric mean
returns is incorrect.
I will explain why Mr. Murray’s CAPM analyses are incorrect and result in a
£ross understatelﬁent of common equity cost rate; and also why his failure to
include the ECAPM exacerbates the understatement. Moreover, 1 will show
that properly calculated CAPM/ECAPM cost rates based on his proxy group
of seven companies are 10.44% and 11.21%, respectively, for an average cost
rate of 10.83%.
I will explain why Mr. Murray’s review of overall rates of return in order to
check the reasonableness of his total cost of capital demonstrates only that
his recommended range of common equity cost rate is substantially

understated.
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HI. UPDATED COST OF COMMON EQUITY CAPITAL
YOU PREVIOUSLY REFERRED TO YOUR UPDATED STUDY OF COST
OF COMMON EQUITY CAPITAL. ARE YOU NOW PRESENTING THAT
UPDATED STUDY AND RECOMMENDATION?

Yes, | am. My updated study is contained in Schedule FJH-21 which consists of 55

pages.

PLEASE EXPLAIN SCHEDULE FJH-21.

I prepared an updated cost of common equity study in order to reflect the significant
passage of time, nearly seven months, and changing capital market conditions since
the preparation of my direct testimony. For convenience of presentation within this
testimony, I have consolidated the most relevant pages from Schedules FJH-1
through FJH-20, which accompanied my direct testimony. They are all shown
within Schedule FJH-21 which, as mentioned previously, includes 55 pages. Each
updated page contains a reference to the relevant page within Schedules FJH-1
through FIH-20.

As my updated study utilizes the same methodologies explained in detail in
my direct testimony, there is no need to again provide all of the explanations and
rationale, but for one exception. When I prepared my direct testimony, the stock
market was near the 2008-2009 low and the potential for capital appreciation was
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considerable.  As a result, in the application of the risk premium and
CAPM/ECAPM models I gave only 20% weight to the huge potential market
appreciation in order to estimate what I considered to be more of a norm at that time.
As discussed infra, since early March, the market as measured by the Dow Jones
Industrial Average (DJI) increased by 46.71% between March 9 and September 11,
2009. This huge increase means that with the recession ending, the potential for
capital market apprectation has declined dramatically. Consequently, in this update 1
gave more weight (40%) to the capital appreciation potential than I did originally
because, in my opinion, it is a better representatibn of the norm expected by
investors. Under more normal conditions, I believe investors would give equal
weight to long-term historical market risk premia and expected market risk premia.
Under current conditions, I give 60% weight to historical appreciation and 40%

weight to the Value Line forecasted appreciation potential.

WHAT IS THE RESULT OF YOUR UPDATE?

As a result, as indicated supra, my updated recommended common equity cost rate
is 10.50%, as shown on page 1 of Schedule FJH-21. Absent the Company’s
existing SFV rate design common equity cost rate should be no less than 10.75%
because the proxy gas distribution companies overwhelmingly have protection from
the vagaries of weather and declining usage per customer. Consequently, a common

7
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SEPTEMBER 2009
equity cost rate derived from market data of those gas distribution companies already

reflects any risk reducing benefits derived from such rate mechanisms.

HAS THE COMMISSION PREVIOUSLY RECOGNIZED THIS
PRINCIPLE?

Yes. This Commission has previously recognized the foregoing principle, namely if
the proxy companies have similar mechanisms, no downward adjustment to ROE is
warranted, but absent such a mechanism, an upward adjustment may be appropriate
(see for example, 28-30 of Report and Order issued January 27, 2009, Case No. ER-

2008-0318 re: Union Electric Company d/b/a Ameren UE).

DO YOU HAVE ANY OTHER COMMENTS CONCERNING YOUR
UPDATE?

Yes. 1 should also point out that at the time of preparation of my original study,
2008 actual results were not available, including those from the Morningstar 2009
Valuation Yearbook. Such data are now available and are incorporated in my

updated study and recommendation.
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IV. OPC WITNESS DANIEL LAWTON
A. Analysis of Mr. Lawton’s Proposed ROE
MR. LAWTON UTILIZES A PROXY GROUP OF TWELVE COMPANIES
WHEREAS YOU UTILIZE A PROXY GROUP OF NINE COMPANIES.
HOW DO YOU CHARACTERIZE THE THREE ADDITIONAL
COMPANIES IN MR. LAWTON’S PROXY GROUP?

They are not appropriate to use as a proxies in this proceeding.

PLEASE EXPLAIN.

As can be seen on Schedute FJH-22, Nicor, Inc. is one of those companies used by
Mr. Lawton and it was involved in a pending merger/acquisition. Such a situation
places undue pressure on market prices. Companies involved in M&A activities
should be eliminated as potential proxies. The other two companies, Nisource, Inc.
and UGI Corporation cannot be truly considered primarily gas distribution
companies. As can be seen, in 2008, Nisource derived only 36.49% of its operating
income from gas distribution operations, while UGI derived even less at 23.51%.
Also shown are similarly low percentages of assets attributable to gas distribution
operations. Clearly, these three companies should not be included as proxies. Their
elimination from Mr. Lawton’s group would leave the same nine companies which I

utilize for my proxy group.
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AT PAGES 11-12 OF HIS DIRECT TESTIMONY, MR. LAWTON
SUGGESTS THAT A 50 BASIS POINT REDUCTION IS APPROPRIATE TO

ROE DUE TO THE COMPANY’S SFV RATE DESIGN. HOW DO YOU

RESPOND?

Mr. Lawton is incorrect. His logic is convoluted.

PLEASE EXPLAIN.

He chooses to ignore the fact that the proxy gas companies which I utilized to
establish a benchmark common equity cost rate (which would also be his proxy
companies after exclusion of the three companies he inappropriately included in his
proxy group, as discussed supra) currently have nearly 85% of their revenues either
wholly or partially decoupled as shown on Schedule FJIH-3, page 2 of 2. This can be
determined by a careful reading of the descriptions in conjunction with the notes to
Schedule FJH-3, which accompanied my direct testimony, which reveals that eight
of the nine proxy companies have decoupling mechanisms in place to varying
degrees and all have protection from the vagaries of weather which is the largest
single variant of sales and revenues. Note also that in multi-jurisdictional utilities
such as AGL Resources, its largest jurisdiction is Georgia which employs SFV rate
design. A decoupling mechanism is in place in New Jersey which is called

1¢
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Consumer Incentive Program (CIP) for New Jersey Resources and South Jersey
Industries. The CIP protects both of those companies against weather and eliminates
the disincentive to promote conservation. Laclede has a rate design that mitigates
against the impact of weather and recovers fixed costs more evenly during the
heating season. Northwest Natural, in its largest jurisdiction (Oregon — 8§1%) has a
WNA and a Customer Utilization Tracker (CUT) which breaks the link between
earnings and usage. Piedmont Natural also has a Customer Utilization Tracker
(CUT) in its largest jurisdiction, North Carolina, which takes into account weather
and usage and has weather normalization in its other jurisdictions. Southwest Gas
has a decoupling mechanism in California and has requested one in Nevada which
also takes weather and usage into account. WGL Holdings has protection from

weather and usage changes in its Maryland jurisdiction and weather protection in

Virginia.

WHAT IS THE SIGNIFICANCE OF THIS?

While it is difficult to classify the full range of decoupling mechanisms by the
degree and effectiveness with which they reduce equity risk, they should not be
ignored. Mr. Lawton, however, does just this — he completely disregards the fact
that the proxy companies overwhelmingly have decoupling mechanisms which take
weather and usage changes into account. Consequently, under the Efficient Market

11
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Hypothesis (EMH) those benefits are reflected by investors in the market prices they
pay for securities. Thus, common equity cost rates derived therefrom already reflect
their risk-reducing benefits. However, if MGE did not have its SFV rate design, its
risk would be greater than the proxy companies and an upward adjustment of 25

basis points would be necessary.

AT PAGE 11 OF HIS DIRECT TESTIMONY, MR. LAWTON MAKES
REFERENCE TO REGULATORS THAT HAVE EMPLOYED A FIFTY
BASIS POINT REDUCTION TO EQUITY RETURNS FOR SIMILAR
DECOUPLING PROPOSALS. DO YOU HAVE ANY COMMENT?

Yes. Mr. Lawton does not identify the source of his fifty basis point reference. I am
aware of one circumstance where a fifty basis point reduction was taken as a result
of decoupling. That was in a case involving Baltimore Gas and Electric Company
before the Maryland Public Service Commission. (Case No. 8829, Order No. 76260,
dated June 19, 2000) In that case, the cost rate of common equity capital was
reduced by fifty basis points for the implementation of Rider 8 (a decoupling
mechanism which accounts for changes in weather and other factors which affect gas
usage). I should point out that in 1999 and early 2000 no gas distribution proxy
companies had decoupling mechanisms in place. However, in Baltimore Gas &
Electric Company’s next gas distribution rate case in 2005, the Maryland

12
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SEPTEMBER 2009
Commission did away with the equity cost rate reduction because the impact of same
was reflected in the proxy companies utilized to establish common equity cost rate
{Baltimore Gas & Electric Company, in Case No. 9036, Order No. 80460, Dated
December 21, 2005). The Maryland Commission’s rationale is analogous to this
Commission’s rationale regarding fuel adjustment clause as discussed supra in re
Union Electric in Case No. ER-2008-0318 at pp. 28-30.

The circumstances where the Maryland Public Service Commission declined
to make a reduction in the allowed ROE as a result of the decoupling mechanism is
also analogous to the instant circumstance where overwhelmingly the proxy
companies enjoy the benefits of decoupling. In Case No. 9036 the Maryland
Commission Staff Witness testified that no reduction in the Company’s return on
equity was recommended because “the proxy group data analyzed already
incorporates the reduction in risk for weather or conservation mitigation.” As a
result, the Maryland Commission stated in its Order:

Based on the reasons provided by Staff and the Company, the
Commission declines to order a specific adjustment for Rider 8.

AT PAGE 13 OF HIS DIRECT TESTIMONY, MR. LAWTON DISCUSSES
STANDARD & POOR’S (S&P) METHODOLOGY BY WHICH HE CLAIMS
HE CAN MEASURE THE IMPACT OF A REDUCED RISK ASSOCIATED

WITH DECOUPLING. PLEASE COMMENT.
13
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First, the so-called numerical risk profiles which Mr. Lawton utilizes were
superseded by an entirely different matrix in November 2007. The exact date of the
publication of the matrix that superseded the matrix relied upon by Mr. Lawton is
shown at pages 11 through 13 of Schedule FJH-2 and that November 30, 2007
matrix has been superseded by yet a new matrix which expands the November 30,
2007 matrix. The new matrix of May 27, 2009 is shown at pages 15 through 20 of
Schedule FJH-21. |

Second, Mr. Lawton’s financial integrity analysis is a self-serving
presentation. As indicated supra, on pages 15 through 20 of Schedule FJH-21, I
have included S&P’s entire write-up from its RatingsDirect dated May 27, 2009
describing its Criteria Methodology: Business Risk/Financial Risk Matrix.
Expanded. S&P indicates clearly, as shown on page 16 of Schedule FJH-21, that the
old matrix/metrics are not to be used when it states:

This article amends and supersedes the criteria as published in

Corporate Ratings Criteria, page 21, and the articles listed in the

‘related articles’ section at the end of this report.

(Emphasis added)

Moreover, at pages 18 and 19 of Schedule FJH-21, S&P states:

Still, it is essential to realize that the financial benchmarks are

guidelines, neither gospel nor guarantees.  ...Moreover, our

assessment of financial risk is not as simplistic as looking at a few
ratios. It encompasses:

e aview of accounting and disclosure practices;

14
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s a view of corporate governance, financial policies, and risk
tolerance;

e the degree of capital intensity, flexibility regarding capital
expenditures and other cash needs, including acquisitions
and sharcholder distributions; and

e various aspects of liquidity — including the risk of

refinancing near-term securities
(Emphasis added).

WHAT DO YOU CONCLUDE FROM THIS?

In view of the foregoing, especially his inappropriate use of superseded financial
metrics and reliance upon the ratios of a single period, Mr. Lawton’s financial
metrics calculation based upon one unit of a superseded matrix provides no basis of

support for his common equity cost rate recommendation.

AT PAGE 14 OF HIS DIRECT TESTIMONY, MR. LAWTON REFERS TO A
RECENT DEEISION OF THE CONNECTICUT DEPARTMENT OF
PUBLIC UTILITY CONTROL (DPUC). HE ALLUDES TO A STATEMENT
THAT THE DPUC WOULD REQUIRE A 100 BASIS POINTS REDUCTION
IN ROE TO PROVIDE CUSTOMERS WITH WEATHER-ONLY
COMPENSATION. HOW DO YOU RESPOND?

His depiction is not accurate.

15
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PLEASE EXPLAIN.

First of all, Mr. Lawton does not reveal that in Docket No. 08-12-06, Connecticut
Natural Gas Corporation, the DPUC denied Connecticut Natural Gas’ requested
decoupling mechanism. Moreover, the following facts apply: 1) there were only
two cost of equity witnesses in the case, i.e., for Connecticut Natural Gas Corp. and
the Office of Consumer Counsel (OCC); 2) the Connecticut Natural Gas witness
testified that decoupling had no effect on ROE; 3) the OCC witness was not in favor
of decoupling but did testify that if the Department approved the decoupling
mechanism, it would reflect a 25 basis point reduction in the allowed ROE.
However, no attempt was made by the OCC witness to measure the extent to which
decoupling mechanisms were recognized by investors in the prices paid for the
common stocks of the proxy gas companies he utilized; 4) the reference to 100 basis
points was claimed in a brief by the Attorney General who offered no expert witness
on the subject of the cost rate of common equity capital. In view of the foregoing,

Mr. Lawton’s reference to that Connecticut decision is inaccurate and misleading.

DOES MR. LAWTON ARRIVE AT HIS RECOMMENDED ROE BASED
SOLELY UPON APPLICATION OF THE DCF METHOD?

Yes. I belicve it is quite clear that he does. He states at pages 18-19 of his direct
testimony that “I employ the Discounted Cash Flow (“DCF”) methodology for

16
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estimating the cost of equity....” He refers at lines 5-7 of page 19 to the CAPM and
Risk Premium Models and states that they are “often used to check the

reasonableness of the DCF results.”

IS THE USE OF A SINGLE METHOD TO ESTIMATE THE COST OF
COMMON EQUITY CAPITAL CONSISTENT WITH THE FINANCIAL
LITERATURE AND THE EMH UPON WHICH THE DCF METHOD IS
PREDICATED?

No. A review of my direct testimony at pages 26-32 will reveal that the financial
literature is quite clear and that the EMH requires the assumption that investors rely
upon multiple cost of common equity models. Consequently, rate of return analysts
should use multiple cost of common equity models as primary methods in arriving at

recommended cost of common equity capital. Mr. Lawton did not do this.

AT THE BOTTOM OF PAGE 24 OF HIS DIRECT TESTIMONY, MR.
LAWTON DISCUSSES THE ECONOMIC SLOWDOWN AND SUGGESTS
THAT CAPITAL COSTS ARE BACK TO PRE-FINANCIAL CRISIS
LEVELS. DOES THAT MEAN THAT THERE IS LITTLE EXPECTATION

OF CAPITAL APPRECIATION ON THE PART OF INVESTORS?
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Not at all. As discussed supra, bottom of investment grade long-term debt of
utilities, i.e., rated Baa is still more costly than prior to the financial crisis.
Moreover, in the past six to seven months, there has been a tremendous increase in
capital appreciation which will temper future expectations as discussed supra. The
rate of increase will decline, but will not be insignificant. For example, during 2009
the Dow Jones Industrial Average (DJI) went from a low of 6,547.05 on March 9™ to
a close of 9,605.41 on September 11, a 46.71% increase in value in just six months.
This is totally consistent with Dr. Roger Ibbotson who indicated that when markets
pull out of calamities, they often have their highest returns (page 56 of Hanley direct
testimony). Dr. Ibbotson also points out that there is greater risk in the market now
due to investor perceptions. Greater risk equals investors’ greater expected return

for the commitment of capital.

AT PAGE 24 OF HIS DIRECT TESTIMONY, MR. LAWTON STATES
THAT BBB RATED BONDS ARE BACK TO THE PRE-
CREDIT/LIQUIDITY CRISIS LEVELS. IS HE CORRECT RELATIVE TO
BAA OR BBB RATED PUBLIC UTILITY BONDS?

No. It is true for corporate debt but not for public utility debt as shown in Schedule

FIH-23.

18
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PLEASE EXPLAIN SCHEDULE FJH-23.
Schedule FJH-23 consists of seven pages. Page | graphically shows the yield spread
between Moody’s A and Baa rated public utility bonds between January 1989 and
August 2009. As can be seen, the yield spread has increased dramatically. Although
it has receded significantly from the high of nearly 178 basis points in November
2008, in August 2009 it was still about ﬁo times greater than the historical average
of 33 basis points, or 65 basis points as can be gleaned from page 7 of Schedule
FJH-23. The widened spread indicates that the risk associated with Baa/BBB rate
public utility bonds is still greater than the historical average.
AT THE BOTTOM OF PAGE 26 OF HIS TESTIMONY, MR. LAWTON
STATES THAT IT IS NOT SOUND RATEMAKING TO ESTABLISH
REVENUE REQUIREMENTS AND RATES ON ATYPICAL OR
ABNORMAL EVENTS. PLEASE COMMENT.
I completely agree. That is precisely why, in my direct testimony, 1 tempered down
the relative weight given to potential market appreciation and also, albeit to a lesser
extent, for the reason provided supra in my update. However, with regard to the
yield spread between utility bonds rated A versus Baa, I have utilized a normalized
spread of only 54 basis points. Consequently, my cost of equity capital has been
normalized.

19



10

11

12

13

14

5

16

17

18

19

REBUTTAL TESTIMONY OF FRANK J. HANLEY
CASE NO. GR-2009-0355

SEPTEMBER 2009

DO YOU HAVE ANY COMMENTS WITH REGARD TO MR. LAWTON’S
UTILIZATION OF THE SUSTAINABLE GROWTH METHOD IN HIS DCF
ANALYSIS?

Yes, Mr. Lawton discusses the sustainable growth method at the bottom of page 32
and top of page 33 of his testimony. His sustainable growth calculations are shown
in Schedule (DJL-7). His sustainable long-term growth rate calculations are based
entirely upon historical and projected data from Value Line. Value Line’s forecast
data go out three to five years. If one believes 'that'three to five year analysts’
forecast growth rates in earnings per share (EPS) are not sustainable, how can one
rely on an estimate based on those same forecasts as being sustainable for an
indefinite period such as 150 years (stage 2 in his two-stage growth DCF as shown
on Schedule DJL-9)? In addition to the element of circularity it does not make sense
to derive individual estimates of growth in dividends, book values and retention
ratios all derived from the analysts’ forecasts of growth in EPS. Rather than making
numerous calculations based upon derivatives of the analysts’ forecasts of EPS, it
makes more sense to rely upon the analysts’ direct forecasts of the growth rates in

EPS, which is the largest single driver of market prices.

20
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IS THERE AUTHORITY FOR YOUR POSITION IN THE FINANCIAL
LITERATURE?
Yes. Myron Gordon, who first introduced the DCF model adapted for utility
ratemaking, came to recognize long after his book, The Cost of Capital to a Public
Utility was published in 1974, that the growth component of his original “Gordon
Model” which relied upon the sustainable growth method had a serious limitation.
Dr. Gordon, in a presentation on March 27, 1990 (some 16 years after the
publication of his 1974 book), before the Institute for Quantitative Research In
Finance, in Palm Beach, Florida, entitled, “The Pricing of Common Stocks,” stated
that analysts’ growth rate projections were superior to the sustainable growth
method:

The most serious limitation of the Gordon Model is the assumption that

the dividend expectation can be represented with just two parameters, D

and br. ... We have seen that earnings and growth estimates by security

analysts were found by Malkiel and Cragg to be superior to data

obtained from financial statements for the explanation of variation in

price among common stocks. That is, better estimates are obtained for

the coefficient of the various explanatory variables. ...estimates by

security analysts available from sources such as IBES are far superior

fo the data available to Malkiel and Cragg. Secomfly, the estimates by

security analysts must be superior to the estimates 'derived solely from

financial statements.
(Emphasis added.)

AT PAGES 36-38, AND AS EVIDENT FROM TABLE 6 ON PAGE 38 OF HIS

DIRECT TESTIMONY, MR. LAWTON RELIES UPON THE GEOMETRIC
21
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MEAN OF TOTAIL: RETURNS ON LARGE COMPANY STOCKS FOR THE
PERIOD 1926-2008. HOW DO YOU RESPOND?

His use of total return on bonds and the geometric mean is not appropriate.

PLEASE EXPLAIN.
Pages 43 through 47 of Schedule FJH-21 are five pages from the Morningstar 2009
Valuation Yearbook. The discussion on page 44 explains clearly why the income
return must be used when estimating equity risk premium. While relying upon
Morningstar, Mr. Lawton ignored Morningstar’s advice to utilize the income return.
Morningstar states:

The income return is defined as the portion of the total return that

results from the 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... The income return is

thus used in the estimation of the equity risk premium because it

represents the truly riskless portion of the return.
(Emphasis added).

IS THERE ANOTHER REASON WHY MR. LAWTON’S USE OF TOTAL
RETURN ON BONDS IS INCORRECT?
Yes. In the ratemaking paradigm only the income return, that is, yield, is relevant in

establishing the cost of capital. The paradigm holds that the bonds are to be
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outstanding for their life and any changes in their value are only relevant to the
bondholders trading in secondary markets.
In view of the foregoing, Mr. Lawton’s use of total return is inappropriate

and understates the historical equity risk premium.

WHY IS MR. LAWTON’S USE OF THE GEOMETRIC MEAN NOT
APPROPRIATE?

Pages 45 and 46 of Schedule FJH-21 contain Morningstar’s explanation of why the
arithmetic mean is the appropriate mean to utilize when estimating future cash flows,
that 1s, the cost of capital. Simply stated, only the anthmetic mean will appropriately
reflect the volatility in the market in a manner meaningful to investors looking
forward because both the cost of capital and ratemaking are prospective. In contrast,

the geometric mean artificially smoothes out that projected volatility.

PLEASE EXPLAIN.

Investors are constantly buying and selling stocks. Potential investors require insight
into the degree of risk they will experience before they can determine whether to
purchase the common stock of a firm and the price they are willing to pay. Such

insight is critical because the degree of risk mandates the rate of return required in
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accordance with the basic financial precept of risk and return, i.e., greater risk means
a greater required rate of return and vice versa.

The financial literature is clear that business risk is measured by the
variability of expected pretax returns, i.c., the probability distribution of returns.!
Weston & Brigham? define the riskiness of an asset thusly:

The riskiness of an asset is defined in terms of the likely variability of

future returns from the asset.

(Emphasis added.)

Jeremy J. Siege!® defines risk as follows:

Figure 2-4 displays the risk defined as the standard deviation of

average real annual returns for stocks, bonds and bills based on the

historical sample of nearly 200 years. This is the measure of risk used

in portfolio theory and asset allocation models.

(Emphasis added.)

Finally, in a note at the top of Table 1-1 on page 13 of the same text, Siegel

further notes that:

Risk = standard deviation of arithmetic returns.
(Emphasis added.)

Thus, it is clear that the use of the geometric mean is incorrect when

estimating the cost of capital.

Eugene F. Brigham, Fundamentals of Financial Management, Fifth Edition, The Dryden Press,
1989, p. 639.

J. Fred Weston and Eugene F. Brigham, Essentials of Managerial Finance, Third Edition, The
Dryden Press, 1974, p. 272.

Jeremy J. Siegel, Stocks for the Long Run — The Definitive Guide to Financial Market Returns
Jor Long-Term Investment Strategies, McGraw-Hill, Third Edition, 2002, p. 32.
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HAVE YOU GRAPHICALLY ILLUSTRATED WHY THE ARITHMETIC
MEAN IS APPROPRIATE TO USE WHEN ESTIMATING THE COST OF
CAPITAL?

Yes. I have prepared Schedule FTH-24 which consists of three pages. Page 1 charts

the returns on large company stocks for each year, 1926 through 2008 from

Morningstar’s 2009 Valuation Yearbook. It is clear from looking at the distinct bell-
shaped pattern that the returns are random. Page 2 shows the returns by year and
further confirms that they are random. Only the arithmetic mean of a random
distribution of returns considers all of the returns in the distribution. The arithmetic
mean takes into account the standard deviation or likely variance which may be
experienced in the future when estimating the cost of equity capital based on random
historical returns. In contrast, page 3 of Schedule FJH-24 demonstrates that when
the geometric mean is calculated, only two of the returns are considered, namely the
initial and terminal years, which, in this case, are 1926 and 2008. Based upon only
those two years, a constant rate of return is calculated, i.e., the geometric average.
That constant return, when represented graphically, is a flat line over the entire 1926
to 2008 time period which is quite different from the volatile random returns which
generate the probability distribution shown on page 1 and the volatility demonstrated
on page 2 of Schedule FTH-24.
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In view of all the foregoing, it should be clear that only the arithmetic mean
of historical risk premia takes the standard deviation of returns, which is critical to
risk analysis when estimating the cost of capital, into account. The geometric mean
is appropriate only when measuring historical performance and should not be used to

estimate the investors’ required rate of return.

IS THERE ANOTHER PROBLEM WITH THE RISK PREMIUM ANALYSIS
PERFORMED BY MR. LAWTON AS SUMMARIZED IN TABLE 6 ON
PAGE 38 OF HIS DIRECT TESTIMONY?

Yes. Aéide from the incorrect use of the geometric mean and the total return on
long-term corporate bonds, Mr. Lawton also incorrectly assumed that a market risk
premium of 5.5% is applicable to MGE or the proxy group. It should be 5.6%
{11.7% market return minus income return of 6.1% on Aaa and Aa corporate bonds).

A logical way to allocate the market equity risk premium is through the use of beta.

DO YOU AGREE WITH THE USE OF THE TIME PERIOD UTILIZED BY
MR. LAWTON IN SCHEDULE (DJL-10), THAT IS 1980 THROUGH 2008 TO
ESTABLISH AN EQUITY RISK PREMIUM?

No. Mr. Lawton incorrectly used the period of 1980 through the first quarter of 2009
over the more appropriate long-term time period 1926-2008. As explained in more
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detail below, the use of such a short time period can inadvertently pick up the effects
of short-term anomalies and volatilities, and give them greater current weight than
appropriate. This is why I employed the use of historical data for the longest time
period possible, to 1926.

The use of a short period of time is inconsistent with his argument for long-
term, sustainable growth in the DCF model. AMorningstar states clearly that using
shorter periods of time is suspect because all periods contain unusual events.

Morningstar points out how the use of a long period of time is required when
they state:

Furthermore, because an average of the realized equity risk premium

is quite volatile when calculated using a short history, using a long

series makes it less likely that the analyst can justify any number he or

she wants ...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 . . . [Tlhis view is
suspect .. ..

See, Schedule FJH-21, page 47.

Significantly, Mr. Lawton’s shorter time period includes several historical
events I noted on page 51 of my direct testimony as potential problematic factors in
relying upon a short-term analysis. By choosing the time period 1980 through 2008,
Mr. Lawton has encapsulated a period of extraordinary double-digit inflation and
bond yields, the 1987 stock market crash, the collapse of the Soviet Union, the two

wars with Iraq, the September 11, 2001 terrorist attacks, and other significant events.
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THE FOREGOING NOTWITHSTANDING, HAVE YOU PERFORMED A
CALCULATION OF A RISK PREMIUM METHOD COMMON EQUITY
COST RATE UTILIZING THE DATA SHOWN BY MR. LAWTON ON HIS
SCHEDULE (DJL-10)?

Yes, I have. That information is contained in Schedule FIH-25.

PLEASE EXPLAIN SCHEDULE FJH-25.

In Schedule FJH-25 I have utilized the indicated risk premia over Moody’s Public
Utility Bond yields shown by Mr. Lawton on his Schedule (DJL-10). I believe that
relying upon an average equity risk premium over such a period of time to establish
a proper equity risk premium is incorrect for several reasons. First, for the reasons
provided by Morningstar and referred to supra; and secondly, because of a wealth of
empirical evidence in the financial literature which confirms an inverse relationship
between interest rates and equity risk premia. Because of the inverse relationship
between interest rates and equity risk premia, I chose to utilize two different
regression analyses based on Mr. Lawton’s data shown on his Schedule (DJL-10}

which are shown in Schedule FJFH-25.

PLEASE EXPLAIN.

28



10

11

12

13

14

15

16

17

18

19

20

REBUTTAL TESTIMONY OF FRANK J. HANLEY
CASE NO. GR-2009-0355
SEPTEMBER 2009
The first type of regression analysis is shown on pages 1 and 2. It is based upon
regressing the trend of equity risk premium in excess of the Moody’s public utility
bond yields shown by Mr. Lawton over time. The regression results shown on page
2 predict an equity risk premium of 4.78% over an expected Moody’s Baa public
utility bond yield of 6.86%.

The second type of regression analysis performed was to regress the
relationship between the equity risk premia and interest rate levels shown on Mr.
Lawton’s Schedule (DJL-10). The graphical depiction shown on page 3 clearly
confirms the inverse relationship between interest rate levels and equity risk premia.
As can be determined by interpolation from the predicted results from the regression
analysis on page 4, the indicated risk premium over an expected Moody’s Baa Public
Utility Bond yield of 6.86% is 4.14%.

In estimating the yield on Moody’s Baa rated public utility bonds, I relied
upon the forecast average yield of 7.05% on Baa rated corporate bonds during the six
quarters ending with the fourth quarter of 2010 from the September 1, 2009 Blue
Chip Financial Forecast, which is shown at page 40 of Schedule FIH-21. I then
reduced that yield by the 19 basis points yield differential between Baa rated
corporate bonds and Baa rated public utility bonds shown by Mr. Lawton on his
Schedule (DJL-4). Column H on Schedule (DJL-4) is mislabeled in that it uses BBB
but should read Baa. They are Moody’s yields from Mergent Bond Record.
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WHAT DID YOU THEN DO?

I recalculated the indicated risk premium cost rates utilizing the projected average
yield on Moody’s Baa rated utility bonds of 6.86%. The information is summarized
in Schedule FJH-26. As shown, based upon an average expected yield on Moody’s
Baa rated utility bonds of 6.86% and predicted equity risk premia of 4.78% and
4.14% the indicated risk premium common equity cost rates are 11.64% and 11.00%
for an average indicated equity risk premium cost rate of 11.32%. As discussed
supra, | do not agree with Mr. Lawton’s approach but the foregoing is a far better
indicator of a risk premium common equity cost rate than his conclusion of 9.99%

shown on his Schedule (DJL-10).

DO YOU AGREE WITH MR. LAWTON’S CAPM ANALYSIS AT PAGES 42-
44 OF HIS TESTIMONY AND SUMMARIZED IN HIS SCHEDULE (DJL-
11)?

No. Mr. Lawton utilizes both geometric and arithmetic mean data. As discussed
supra, the use of geometric mean data when estimating the cost of capital is
incorrect. With regard to his long-term arithmetic mean analysis, he incorrectly
utilizes the total return on long-term government bonds of 6.1%. The arithmetic
mean income return on long-term government bonds of 5.2% over the period 1926~
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2008 should be utilized for the reasons discussed supra. Based only on arithmetic

mean long-term historic data, the indicated market risk premium should be 6.5%, not

~ the 5.6% claimed and utilized by Mr. Lawton. In addition, I have a problem with his

use of a three-month average vield of 30-year U.S. Treasury bonds. In view of the
recent global financial economic crisis, and investors’ flight to quality, it is apparent
that the critical levels reached in the fall of 2008 and earlier in 2009 are receding
relative to higher quality debt including U.S. Treasuries. Consequently, the yield on
U.S. Treasuries has risen. For example, reference to page 40 of Schedule FJH-21
reveals that the consensus forecast of the country’s leading economists, as published
in the September 1, 2009 Blue Chip Financial Forecast, indicates a continued rising
trend so that by the fourth quarter of 2010 the average yield on 30-year U.S.
Treasury bonds is expected to be 5.0%. 1 believe that using an average of the
forecasted six quarters ending with the fourth quarter of 2010 is reasonable to utilize
in a CAPM analysis. The average of those forecast yields is 4.67%, or 28 basis
points higher than the 4.39% utilized by Mr. Lawton. In addition, his use of the
three-month average for the yield on U.S. Treasury bonds is inconsistent with his

long-term expectation by virtue of the use of sustainable growth in his application of

the DCF model.
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Finally, because of investor expectations and the forecast of future potential
capital appreciation, a significant part of expected total market return, has not been

taken into account. Such a forecast is available from Value Line.

HAVE YOU CALCULATED A TOTAL MARKET RETURN THAT
INVESTORS WOULD EXPECT BASED ON VALUE LINE DATA
FORECAST DATA FOR THE TWO MONTHS ENDED AUGUST 2009 AND
AT SEPTEMBER 11, 2009?

Yes. The average annual forecast over a three-to-five year period for total market
return 1s 14.68% and when added to the forecast annual dividend yield of 2.41% a
forecast total average return of 17.09% is indicated as shown in Note 2, page 51 of
Schedule FJH-21. I believe investors would temper that forecast, but give it
reasonable weight at this time, such as 40%, given the recession of the flight to
quality mentality and rising yields on long-term government bonds as well as the

recent substantial increase in the DJI as discussed supra.

IS IT THEN FAIR TO SAY THAT ALL YOU AGREE WITH FROM MR,
LAWTON’S CAPM ANALYSIS IS HIS USE OF THE VALUE LINE BETAS?
Yes. I believe that properly calculated CAPM and ECAPM models would yield an
average cost rate of 10.83% for MGE based upon my proxy group of nine gas
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distribution companies as summarized on Line no. 3, page 2 and detailed in pages 49

through 51 of Schedule FJH-21.

HAVE YOU SUMMARIZED MR. LAWTON’S CONSTANT GROWTH DCF
COST RATE AS WELL AS THE PROPERLY CALCULATED COMMON
EQUITY COST RATES FOR THE RISK PREMIUM AND CAPM MODELS
YOU DISCUSSED SUPRA?

Yes. Those cost rates, including the updated necessary adjustments to reflect MGE’s
greater risk vis-a-vis the proxy group of nine gas distribution companies to reflect its

smaller size is reflected in the following table:
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TABLE A
1. Constant Growth DCF (Median) (1) 9.82%

Adjustment for MGE’s Smaller Size (2) 19
10.01

2. Corrected Risk Premium Analysis (3) 11.32
Adjustment for MGE’s Smalier Size (2) 0.19
11.51

3. Corrected CAPM (ECAPM)({4) 10.83
Adjustment for MGE’s Smaller Size 0.19
11.02

Average 10.85Y

(1) From Schedule (DJL-8).

(2) From Schedule FIH-21, page 2, line 6.
(3) From Schedule FTH-26.

{4) From Schedule FIH-21, page 49,

HOW DO YOU CHARACTERIZE MR. LAWTON’S USE OF SUG’S
CAPITAL STRUCTURE, WHICH INCLUDES A 38.66% COMMON
EQUITY RATIO, FOR USE IN A DETERMINATION OF COMMON
EQUITY COST RATE FOR MGE IN THIS PROCEEDING?

It is inappropriate for the reasons set forth by me at pages 15-17 of my direct
testimony. Staff Witness Murray also recognizes that the use of SUG’s capital
structure in this proceeding is inappropriate as explained by him at pages 7 and 20-

27 of the Staff’s Report. My reasoning, as well as Mr. Murray’s, is self-explanatory
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and need not be repeated here. Moreover, there is an additional conceptual error

which exacerbates Mr. Lawton’s erroneous use of SUG’s capital structure,

WHAT IS THE ADDITIONAL ERROR MADE BY MR. LAWTON IN
CONJUNCTION WITH HIS ERRONEOUS ADOPTION OF SUG’S
CAPITAL STRUCTURE?

It is quite clear from Mr. Lawton’s testimony and supporting schedules that he relied
upon his proxy group of gas distribution companies (see my disagreement with his
inclusion of three companies supra) in formulating his recommended common
equity cost rate of 10.00%. At page 49 of his direct testimony, Mr. Lawton confirms
that MGE’s proposed capital structure compares “quite favorably to the equity ratios
in the natural gas utility industry.” Mr. Lawton, despite the foregoing, erroneously
applies a common equity cost rate (albeit unduly low) not to a 48% common equity
ratio, but to SUG’s 38.66% common equity ratio without making a financial risk
adjustment. Such an adjustment would substantially increase the required ROE
relative to SUG’s much lower common equity ratio. His failure to do so exacerbates

his already understated recommended ROE, and hence his recommended ROR.

AT THE BOTTOM OF PAGE 49 OF HIS DIRECT TESTIMONY, MR.
LAWTON SUGGESTS THAT MGE’S BUSINESS RISK HAS BEEN
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REDUCED BY VIRTUE OF THE BENEFITS ASSOCIATED WITH
DECOUPLING. PLEASE COMMENT.

Again, Mr. Lawton disregards the fact that most of the gas distribution companies
have substantial decoupling, as set forth in detail in Schedule FJH-3 accompanying
my direct testimony and explained supra. Moreover, as also explained supra, this
Commission has recognized that when proxy companies substantially utilize similar-
type mechanisms, no downward adjustment to ROE is warranted, while on the other
hand, if a similar mechanism was not utilized by the company in question, that an

upward adjustment to ROE would be warranted.*

AT PAGES 52-53 OF HIS DIRECT TESTIMONY, MR. LAWTON
DISCUSSES THE FINANCIAL RATIOS OR FINANCIAL METRICS THAT
THE COMMISSION SHOULD CONSIDER. HE PURPORTS TO UTILIZE
S&P METRICS AND SHOWS HIS CALCULATIONS ON HIS SCHEDULE
(DJL-13). PLEASE COMMENT.

As discussed supra, Mr. Lawton utilizes metrics from a matrix that was superseded
in November 2007 and again superseded by a newer matrix, the latter of which is

shown at pages 15 through 20 of Schedule FIH-21.

Report and Order issued January 27, 2009 re: AmerenUE in Case No. ER-2008-0318 at pp.
28-30.
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In view of the foregoing, especially his inappropriate use of superseded
financial metrics and reliance upon the ratios of a single period, Mr. Lawton’s
financial metrics analysis provides no basis for justifying his common equity cost
rate recommendation.

V. STAFF WITNESS DAVID MURRAY

A. ANALYSIS OF MR. MURRAY’S
PROPOSED SHORT-TERM DEBT COST RATE

AT PAGE 31 OF HIS DIRECT TESTIMONY, MR. MURRAY DISCUSSES
THE RATIONALE FOR HIS USE OF A SHORT-TERM DEBT COST RATE
OF 0.89%. DO YOU AGREE WITH HIS RATIONALE AND COST RATE
RECOMMENDED?

I do not. As discussed supra in this testimony, the flight to quality mentality
attributable to the global financial crisis has receded significantly since late 2008 and
early 2009. As such, the yields on government securities, including U.S. Treasuries
have increased considerably. Moreover, 1 do not believe it appropriate for Mr.
Murray to utilize a spot cost rate, which is understated for the foregoing reasons,

based upon only two companies.

WHAT APPROACH SHOULD BE UTILIZED?
A review of more recent market data for 364-day revolving credit facilities, indicates

that 2 more appropriate short-term debt cost rate based upon a utility with a similar
: 37
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credit rating to the proxy group would consist of three-month LIBOR rate plus 300
basis points plus a commitment fee of 50 basis points. This was based upon recent
capital market information presented to SUG by Calyon Credit Agricole CIB. The
appropriate excerpt from that report which is dated August 20, 2009, is presented as
Schedule FJH-27. Since short-term debt cost rates fluctuate and because ratemaking
is prospective, the use of a three-month prospective average LIBOR rate is
appropriate. The Blue Chip Financial Forecast Consensus three month LIBOR rate
for the six quarters ending with the fourth quarter 2010 is shown on page 40 of
Schedule FJH-21. As of September I, 2009, the six quarter average forecast three-
month LIBOR rate is 0.8667%. When added to the market-required margin over the
LIBOR rate of 300 basis points and a 50-basis point commitment fee, a 4.367%
prospective short-term debt cost rate is indicated for a gas distribution company with

a credit rating of Moody’s A3.

WHAT DOES ALL OF THIS DEMONSTRATE?
It shows that Mr. Murray’s short-term debt cost rate is grossly understated.

B. ANALYSIS OF MR. MURRAY’S PROPOSED ROE
MR. MURRAY INDICATES AT PAGE 6 OF THE STAFF REPORT THAT
HIS RECOMMENDED RANGE OF COMMON EQUITY COST RATE WAS
DERIVED BY APPLYING A SINGLE-STAGE, CONSTANT-GROWTH DCF
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MODEL TO A GROUP OF COMPARABLE COMPANIES. PLEASE
COMMENT.

As discussed supra with regard to OPC Witness Lawton, exclusive reliance upon
any single method, including the DCF, as a primary tool in arriving at a
recommendation of common equity cost rate is inconsistent with the Efficient
Market Hypothesis (“EMH™). Multiple models should be used consistent with the

EMH. My prior discussion need not be repeated here.

AT PAGE 36 OF THE STAFF REPORT, MR. MURRAY RELIES UPON THE
LOWER HALF OF HIS COST OF EQUITY RANGE BASED UPON HIS
PROXY GROUP OF SEVEN COMPANIES. HOW DO YOU RESPOND?

His reasoning lacks merit.

PLEASE EXPLAIN.

Mr. Murray acknowledges on page 36, at lines 11-12 that “Staff’s comparable
companies also have varying decoupled rate designs”, yet he adopts the lower half of
his range of common equity cost rate because “all have at least some degree of non-
regulated operations.” Mr. Murray’s reasoning is specious. [ have prepared
Schedule FIH-28 which shov;rs that all seven of Mr. Murray’s proxy companies are
included in the Edward Jones gas distribution companies group and also that all
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seven are included in the Value Line natural gas utility group. As such, it is clear that
investors consider these companies gas distribution utilities. Moreover, as also
shown on Schedule FTH-28, the average of the seven companies in 2008 had 73.45%
of its net operating income derived from gas distribution operations and 82.87% of
its total assets were devoted to gas distribution operations. The median data for the
same two indicators are 67.99% of net operating income derived from gas
distribution operations and 79.44% of total assets devoted to gas distribution

operations.

HAS THIS COMMISSION LOOKED AT THIS CONCEPTUAL ISSUE
PREVIOUSLY?
Yes. This Commission stated in the AmerenUE Report and Order issued January 27,

2009, at pp. 29-30:

As indicated, most of the companies included in the proxy groups
used by the analysts to estimate an appropriate return on equity for
Ameren UE already operate under a fuel adjustment clause. That
means the analysts are measuring and evaluating Ameren UE against
companies with a level of risk that takes into account their use of a
fuel adjustment clause. Therefore, while an upward adjustment may
have been appropriate if a fuel adjustment clause were not allowed,
no corresponding reduction is necessary because a fuel adjustment
clause will be in place.
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HOW DOES THE COMMISSION’S RATIONALE IN THE AMERENUE
CASE RELATE TO THE MGE CASE?

Since Mr. Murray acknowledges that his comparable companies have varying
decoupled rate designs, supported by my Schedule FJH-3 and as described supra in
this testimony, it is clear that the current situation for MGE is analogous to the
Ameren UE and the fuel adjustment clause situation. In view of the foregoing, Mr.
Murray’s reaching to the lower half of his substandard range of common equity cost
rate exacerbates his understated recommendation, is inappropriate and should be

rejected by this Commission.

PLEASE COMMENT UPON MR. MURRAY’S APPLICATION OF THE

CAPM.
As with OPC Witness Lawton, about the only thing I agree with Mr. Murray’s

application of the CAPM is his use of the Value Line betas.

DO YOU DISAGREE WITH MR. MURRAY’S UTILIZATION OF A RISK-
FREE RATE OF 4.41%?

Yes.

PLEASE EXPLAIN.
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Ratemaking is prospective, as is the cost of capital. As discussed supra, with the
decline in the impact of the flight to quality attributable to the global financial crisis,
yields on U.S. government securities have been increasing. As contained in my
updated CAPM analyses and discussed supra with regard to Mr. Lawton’s CAPM
analysis, the use of the average expected yield on long-term U.S. Treasury Bonds for
the six quarters ending with the fourth quarter of 2010 is 4.67%, a full 26 basis

points higher than the risk-fre€ rate utilized by Mr. Murray.

MR. MURRAY UTILIZED AN ARITHMETIC AVERAGE MARKET RISK
PREMIUM FROM MORNINGSTAR OVER THE PERIOD 1926-2008 OF
5.60%. HOW DO YOU CHARACTERIZE HIS USE OF A 5.60% MARKET

RISK PREMIUM?

It is not appropriate

WHY?

It is based upon the total return upon long-term government bonds. In other words,
he derives his 5.60% by subtracting from total market returns of 11.7% the total
returns on long-term government bonds of 6.1%. For the reasons described in my
direct testimony and supra in this testimony and explained fully by Morningstar at

page 44 of Schedule FJH-21, the use of only the income return is appropriate when
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estimating the cost of capital. The income return on long-term government bonds

aver the period 1926-2008 was 5.2% which means that the arithmetic mean equity
risk premium utilized by Mr. Murray is understated by 90 basis points (or 0.9%). It

should be 6.50% (11.7% - 5.2%).

MR. MURRAY ALSO UTILIZED THE GEOMETRIC AVERAGE RISK
PREMIUM FROM THE MORNINGSTAR DATA IN HIS CAPM ANALYSIS.
HOW DO YOU DESCRIBE THE USE OF THE GEOMETRIC MEAN WHEN
ESTIMATING THE COST OF CAPITAL? |

It is not appropriate. I have discussed the inappropriate use of the geometric mean in
my direct testimony and supra in this testimony. That discussion need not be

repeated here.

MR. MURRAY FAILED TO TAKE INTO ACCOUNT ANTICIPATED
MARKET APPRECIATION IN CALCULATING RISK PREMIUM.

PLEASE RESPOND.

It is not appropriate to exclude consideration of expected capital appreciation. L
WHY?

43



10

11

12

13

14

i5

16

17

18

19

20

REBUTTAL TESTIMONY OF FRANK J. HANLEY
CASE NO. GR-2009-0355
SEPTEMBER 2009
Mr. Murray relies upon the DCF method. The DCF method is expectational and
reflects investors’ expectation of growth in market price. As discussed at pages 56-
57 of my direct testimony and supra in this testimony, investors have reason to
expect high returns coming off of the adverse impact of the global financial crisis.
Dr. Roger Ibbotson affirms this (pp. 56-57 of my direct testimony) and actual market
performance in 2009 to date from the low reached in early March 2009 also affirms
this to be true. In addition, as discussed supra, it is reasonable to give substantial
weight to expected market appreciation and I have currently given 40% weight to

such in contrast to only 20% weight when my direct testimony was prepared.

ARE THERE OTHER ISSUES WITH REGARD TO MR. MURRAY’S
APPLICATION OF A CAPM ANALYSIS?

Yes. Mr. Murray failed to also take into account the ECAPM. The ECAPM is
discussed at pages 61-63 of my direct testimony. It is supported by an abundance of
empirical studies. Mr. Murray failed to take a proper calculation of the ECAPM into

account.

HAVE YOU PREPARED AN ANALYSIS OF PROPERLY-COMPUTED
CAPM/ECAPM COST RATES BASED UPON MR. MURRAY’S PROXY
GROUP OF SEVEN COMPANIES?
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Yes, I have. That information is shown on Schedule FJH-29, which consists of two
pages. The analysis remedies the flaws in Mr. Murray’s analysis discussed supra.
As shown on page | of Schedule FJH-29, the median CAPM result is 10.44%, while
the median ECAPM result is 11.21%, resulting in an average of the traditional and

ECAPM models of 10.83%.

YOU PREVIOUSLY DISCUSSED WHY MR. MURRAY’S REACHING TO
THE LOW HALF OF HIS DCF RANGE OF COMMON EQUITY COST
RATE IS INAPPROPRIATE. WHAT IS THE MIDPOINT OF HIS RANGE?

It is 9.75%. I also notice that in arriving at his range, as shown on Schedule 15 of
Appendix 2 of the Staff Report, that if Mr. Murray had utilized the range of growth
rates indicated in Schedules 11-1 through 11-3 as well as 12 and 13 of Appendix 2,
his range of growth rate would be from 4.62% to 6.48% with a midpoint of 5.55%.
If 5.55% growth is added to Mr. Murray’s actual projected dividend yield of 4.52%

as shown on Schedule 15, the indicated DCF cost rate would be 10.07%.
WHAT WOQULD THE INDICATED COMMON EQUITY COST RATE BE
WITH A DCF COST RATE OF 10.07% AS DISCUSSED ABOVE AND A

PROPERLY-COMPUTED CAPM/ECAPM COST RATE OF 10.83%?
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It would be 10.45% which is very close to my updated 10.50% common equity cost

rate based upon my proxy group of nine gas distribution companies.

AT PAGE 40 OF THE STAFF REPORT, MR. MURRAY DISCUSSES THE
MISSOURI STATE EMPLOYEES’ RETIREMENT SYSTEM (MOSER). HE
SUGGESTS BECAUSE MOSER’S EXPECTED RETURNS FOR LARGE
CAPITALIZATION DOMESTIC EQUITIES IS ONLY 8.50% THIS
JUSTIFIES HIS RECOMMENDED ROE. DOES IT?

No. The use of an expected return on pension fund assets has no relevance to the
establishment of a common equity cost rate relative to a single asset, such as MGE’s
rate base. The projected return on pension fund assets reflects the risk-reducing
benefits of a diverse portfolio. Also, the fiduciary responsibility of maintaining a
pension fund requires a level of conservatism in portfolio management. In addition,
while not indicated in the response to MGE’s DR0274 to Mr. Murray, I suspect that
the MOSER fund investment horizon is of relatively short duration as opposed to the
infinite investment horizon implicit in the standard DCF model. Of course, MGE’s
rate base represents a very small number compared to large capitalization domestic
equities. Consequently, a very substantial size premium would be required.
Moreover, the 8;50% is undoubtedly a projected geometric mean, whereas when
estimating the cost of capital only the arithmetic mean is appropriate. - For the
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foregoing reasons, no reliance should be placed upon MOSER’s expected return on

large capitalization domestic equities.

AT PAGES 41-42 OF THE STAFF REPORT, MR. MURRAY DISCUSSES
THE SIGNIFICANCE OF ALLOWED ROE AND ALLOWED OVERALL
RATES OF RETURN (ROR). DO THEY SUPPORT HIS RECOMMENDED
RANGE OF ROE AND ROR?

No. All of the allowed ROEs are greater, ranging from 10.11% to 10.49% as shown
at lines 6 through 12 on page 41 of the Staff Report. As to ROR, I have prepared
Schedule FJH-30 in order to demonstrate that even the high end of Mr. Murray’s
recommended range does not support his recommendation. For example, shown at
the top of Schedule FIH-30 is Mr. Murray’s recommended overall rate of return of
7.45% based upon the high end of his range of 9.75% ROE. In the three
“reasonableness checks” below that calculation I have utilized Mr. Murray’s
recommended hypothetical capital structure ratios, long- and short-term debt cost
rates. Based upon the low ROR of 8.01% shown on page 42 of the Staff Report, a
10.83% common equity cost rate is indicated relative to a common equity ratio of
51.06%. Based on the high ROR shown of 8.78%, a 12.34% common equity cost
rate is indicated relative to a 51.06% common equity ratio. Similarly, based on the
average of all quarterly awarded RORs shown on the same page 42 of 8.32%, an
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indicated common equity cost rate of 11.44% relative to a common equity ratio of

51.06% is indicated.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes, it does.
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Missouri Gas Energy
Summary of Cost of Capital and Fair Rate of Return

Based ¢n a Hypothetical Capital Structure

Type of Capital Ratios (1) Cost Rate Weighted Cost Rate
Long-Term Debt 41.06% £.080% (2) 2.496%
Short-Term Debt 10.94% 4.367% (3) 0.478%
Total Debt 52.00%
Common Equity 48.00% 10.500% (4) 5,040%

Total 100.00% 8.014%

Based on the Actual Capital Structure of Southern Union Company at December 31, 2008

Type of Capital Ratios (5} -~ Cost Rate Weighted Cost Rate
Long-Term Debt 56.16% 6.258% {5} 3.514%
Short-Term Debt 3.26% B8.117% {(6) 0.185%%
Preferred Equity . 1.92% 7,758% (5) 0.149%
Commeon Equity 38.66% 13.800% (4) 5.374%
Total 100.00% 9.236%
(1) The 52.00% total debt ratio has been aliocated between the long-term and short-term debt based upon the average

(2)
{3

#

(5)
(6)

long-term and short-term debt ratios of the proxy group of nine Value Line natural gas distribution companies for the
five quarters ended December 31, 2008 as shown on Page 4 of Schedule FJH-5. The allocation is derived as
follows:

Average for the
Five Quarters Proxy Group of Nine
ended Value Line Natural
December 31, Gas Distribution
2008 Companies Percent of Total Debt
Long-Term Debt 40.84 % 7896 %
Short-Term Debt 10.88 % 21.04 %
Total Debt 51.73 % 100.00 %

Therefore, the hypothetical long-term debt ratic of 41.06% is derived as 78.96% * 52.00%, and the short-term debt
ratio of 10.94% is derived as 21,04% * 52,00%.

Derived on Schedule FJH-9.

Based on 300 basis points plus an 50 basis points upfront cost above the Blue Chip six-quarter projected average
beginning with the third quarter of 2009 and ending with the fourth quarter of 2010 of the 3-month LIBOR rate of
0.8667% (from Page 40 of this Schedule). The fee schedule is based on a Calyon report to SUG on August 20,
2009, an excerpt from which is provided as Schedule FJH-27.

Based upon informed judgment from the entire study, the principal results of which are summarized on Page 2 of this
Schedule.

Provided by Southern Union Company.

8ased on 425 basis points plus an 100 basis points upfront cost above the six-quarter projected average beginning
with the third quarter of 2009 and ending with the fourth quarter of 2010 of the 3-month LIBOR rate of 0.8667% (from
Page 40 of this Schedule). The fee schedule is based on a Calyan report to SUG on August 20, 2009, an excerpt of
which is provided as Schedule FJH-27.

Schedule FJH-21

Page 1 of 55

Schedule FJH-1

Page 1 of 17
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Missouri Gas Energy

Brief Summary of Common Eguity Cost Rate

Proxy Group of Nine
Value Line Natural Gas
No, Principal Methods Distribution Companies Southern Unlon Company

1. Discounted Cash Flow Model (DCF) {1) 920 % 10.67 %

2. Risk Premium Mode! (RPM) (2) 10.94 12.63

3. Capital Asset Pricing Model (CAPM) (3) 10.83 13.93

4, Comparable Earnings Model (CEM) (4) NMF 18.50

5. Indicated Common Equity Cost Rate

before Adjustment for Business Risk : 10.32 % (5) 13.590 % (6)

6. Business Risk Adjustment (7) 0.19 0.32

7. Indicated Common Equity Cost Rate 10.51 % 13.90 %

8. Recommended Common Equity Cost Rate 10.50 % 13.90 %

Notes: (1) From Page 21 of this Schedule.

(2}
(3)
(4}

(5)

&)

)

From page 34 of this Schedule.

From page 49 of this Schedule.

The CEM results are on Pages 52 and 53 of this Schedule. Mr. Hanley considers the 21.00% costrate for
the proxy group of nine Value Line natural gas distrlbution companies aberrant relative to the other cost of
equity models shown on lines 1, 2, and 3 and as such it is a not meaningful figure {(NMF) in this particular
study.

Equals the average of tha three reasonable cost of common equity models. Since the range of the results
is considerably less and the cost rates from the risk premium and CAPM modelas are much closer to each
other than in Mr. Hanley's orlginal analysis, he decided that it was necessary to give all models equal
weight in this instance.

Mid-paint of the range of common equity cost rates produced by the cost of common equity models. For
example, the indicated common equity cost rate for Southern Union Company, 13.58, is the mid-paint of the
range of its cost of common equity results which is 10.67% - 16.50%. If the results of the cost of commaon
equity models were averaged instead of taking the midpoint, the indicated common equity cost rate would
be 13.40%.

Business risk adjustment to reflect Missourl Gas Energy's greater business risk due to its small size relative
to the proxy group as explained in Mr. Hanley's direct testimony at pages 9-13 inclusive. Adjustments are
equal to only one-fourth of the quantified differences shown on Page 3, Column 4, Lines 2 and 3
respectively.

Schedule FJH-21
Page 2 of 55

Schedule FJH-1
Page 2 of 17
(UPDATED)



Missouri Gas Eneray
Derivaticn of Invesiment Risk Adjustment Based upon
Ibbetson Assoclates’ Size Premia for the Declle Partfolios of the NYSE/AMEX/NASDAG

1 2 3 4
Applicable Decile of Spread from
Market Caplitalization on September the NYSE/AMEX/ Apglicable Size Applicable Size
Line No. 9, 2008 () NASDAQ {2) Premium {3) Premium for (4)
{ miltions ) {mes farger}
1. Missour] Gas Energy
a. Based Upan the Proxy Group of Nine Value Line
Natural Gas Distribution Gompanies $ 699.811 3} 2.35%
b. Based on Southem Union Company . $ 438.533 8-0 2.53%
Proxy Group of Nine Value Line Natural Gas
2. Dislribulion Compan $ 1,655.729 24 x 5-6 1.58% 0.78%
3. Southem Unlon Company § 2,456.145 56 4-5 1.26% 1.27%
A B) ) o (E)
Slze Premium
Recent Average (Retum in
Number of Recenl Total Market Market Excess of
Declle Companles __Capilalization * Capitalization CAPM)*
{ millions } { millions ) { miilions )
1 - Largest 165 § 8,530,5654.000 $51,700.327 -0.36%
2 175 1,682,132.000 $ 9512183 0.62%
3 183 804,806.000 $ 4,397.847 0.74%
4 189 540,900.000 $ 2,861.905 0.97%
5 211 409,557.000 $ 1,941.028 1.54%
5] 243 342,320.000 $ 1410782 1.63%
7 319 283,476.000 5 688839 1.62%
8 393 241,137.000 $ 613.580 2.35%
9 603 161,013.000 $ 300.187 2.71%
10 - Smallest 1626 12,878.000 $ 7.920 5.81%

*From pages 7 and 11 of this Schedule

MNotes;
{1) From Page 4 of this Schedule.
(2) Gleanad from Column {D) balow on this page. The appropriate decile (Column {A)) coresponds 1o he market caplalizetion of the proxy group, which is found in
Column 1.
{3) Comesponding risk premium to the decile s provided on Column (E) on the bottom of ihis page.
{4} Lina No. 1a Column 3 — Line No. 2 Cehumn 3 and Line No. 1b, Column 3 — Line No, 3 of Column 3 ete, For axample, the 0.76% in Column 4, Line No. 2 ks derlved
as follows 0,76% = 2,36% - 1.59%.

Schedule FJH-21
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Missoyri Gas Enemy
Marke! Capilaizetion of Missourd Gas Ensmy
Iha Proxy Group of Nine Value Eine Naiural Gas Distribotion Companies,
Ecuihe on Col 11}

k! g 2 E H g
Closing Steck Markei-o-Book Market
Common Stock Shares Beok Velua per Total Common Merkel Prica on Ratio on Caphtelization ¢n
Ovistending a1 2008 &hare gt 2008 Equity &l 2008 p 9, plember §. 0, 2008
Company Exchange Fiscal Year End Flscal Year End (1} Flscal Year End 2008 2008
{ miltions } {mitlions J { millons )
Missourl Gas Energy NA NA s 402.324 {4) NA
Hosed Upon (he Proxy Group of Nina Value
Line Natural Gas Distribution Companies 1640 % (5) § 659.811 (6)
Based on Southem Unlen Company 100.0 %{7} § 438.533 (%
Lo
Proxy Group of Nine Value Line Naiwal Gas
Dlstribrdion
AGL Resturces Inc. NYSE § T6.800 5 21.482 5 1,652.000 $ 33.820 1574 % § 2,800,758
Atmas Energy Corp. NYSE 80,315 22,801 2,052.492 27610 122.4 2,512,842
Tha Laclede Group, Inc. NY&E 21.69 22119 488,479 32010 1488 723.805
New Jersay Resources Gom, NYSE 43.439 18.735 726,058 AN 217.0 1,577.718
MNorthwest Neloral Gas Co. NYSE 28,594 23.528 £28.373 42100 1782 1,110.607
Pledmom Maturel Gas Co., Inc, NYSE 73.248 121413 587.244 Z3.600 184.8 1,726.805
South Jarsey Industdes, lac. NYSE 2®/IN 17.332 515.254 33.840 195.2 1,006,018
Soulhwes] Gas Corporation NYSE 44,192 234835 1,037,841 24,280 1034 1,072.970
WGL Holdings, Inc. NYSE 49.817 20.088 1,047,564 33.240 158.4 1,650.237
Rverage 50.758 5 20.053 $ 1.003.801 § 31.8978 164.0 % ] 1,555.729
Unlon Company NYSE 125.122 ] 18.008 5 2.252.952 ] 18.530 108.0_% 8 2,458.145
P L LS L= L_rS et

NA = Kol Avaliable

Notes: (i) Calurnn 3/ Calumn 1,
{2} Caolurnn 4/ Column 2,
(3) Catvmn 5 * Column 3.

{4) From MGE's 2008 Annua! Reperi ta the Pubflc Service Commisslon of Missourl.

{5 The markat-o-book rallo of Misseur Gas Enargy on Septamber 9, 2009 is assumed o be equal 1o lhe avermge market-la-baok relle st September 9.

200% of Ihe Proxy Grovp of Nine Value Line Naturs) Gas Disidbalion Companles,

(6) Missourt Gas Enaigy's common slock, If iraded, would Irads 21 a mackel-to-book ratio equal lo tha average markel-lo-book ratlo ol Seplember 9, 2008
of the Proxy Geeup of Nine Valus Ling Netural Gas Distibution Companies, 164.0%, and Missourl Gas Enesgy's market copitsiization on September 8,

2009 would thisefors have heen $859,811 miflon, {$850.811 = §402.324 * 164.0%).

) The market-to-book ratio af Miesour Ges Enemy on Seplember 8, 2009 s essumed lo ba equal 1o the average market-to-book ralio « September 8,

2000 of Southem Unlan Compaty.

{8) Missourl Gas Ensrpy’s comenon stock, If Waded, would trade at B markel-o-baok ratio equal te the everage markel-lo-book ratie el Seplember ©, 2060

of Seuthem Unlon Company, 108.0%, and Missouri Gas Energy’s markel

miblon, (5433.533 = 5402.324 * 100.0%).

EBource of Informatlon: 2003 Annual Forms 10K
yahoo fnanca.com

9, 2009 wauld hl

have been $435.523
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Chapter 7

Firm Size and Return

The Firm Size Phenomenen

One af the most remarkable discoveries of modem finance
1s that of a relationship between fimm size and retum.
The relationship cuts across the entire size spectrum but
is most evident among smaller companies, which have
higher retums on average than larges onas. Many studies
have looked &t the effect of fim size on retum.! In this
chapter, the retums across the entire range of firm size
are examined.

Size and Liguidity i

Gapitalization is not nacessarfly the underlying cause of
the higher retumns for smaller companies. While smaller
companles are usually less liquid, with fewer shares traded
on any given day, not all companies of the same slze have
the same [iquidity. Stocks that are mora liquid have higher
valuations for the same cash flows because they have a
lower cost of capital and commensurately lower retums on
average. Stocks that are less liquid have a higher cost of
capital and higher returns on average.?

While it would be very useful to estimate the equity cost
of eapital of companies that are nat publicly traded, there
is not a direct measure of fiquidity for these companies

- because there are no public trades. Thus, there is tsu-

ally no share turnover, no bidfask spreads, efe. in which
to measura Yiquidity. Even though liguidity is not divectly
observable, capitafization is; thus the size premium can
serve @s & partial measure of the increased cost of capital
of a less fiquid stock

Size premiums presented in this book are measurad from
publtcly traded companias of various sizes and therefore do
ot represent the full cost of capital for non-traded com-
panies. The valuation for & non-publicly traded company
should also reflect a discount for the very fact that it Is not
traded, This would be an lliquidity discount and could be
applied to the valuation directly, or altematively reflected
as an liliquidity premium in the cost of capital

This chapter does not tell you how to estimate this incre-
memial illiguidity valuation discount {or cost of capital

illiquidity premium that is not covered by the size premium.
At the end of this chaptar, we show some empirical results
on the impaet of liguidity on stock returns.

Construction of the Decile Portfoljos

The porifolios used in this chaptar are those created by
the Center for Research in Security Prices {CRSF) at the
University of Chicago's Graduste School of Business.
CRSP has refined the methodology of creating size-based
portfolins and has applied this methodology to the entire
universe of NYSE/AMEX/NASDAG-fisted securities going
hack to 1926.

‘The New Yark Stock Exchange univarse excludes closed-
end mutual funds, preferred stocks, real estate investment
trusts, foreign stocks, American Depositary Receipts, unit
investmant trusts, and Amaricus Trusts. All comganies an
the NYSE are ranked by the combined market capitaliza-
tion of their eligible equity securities. The companies are
then split into 10 equally populated groups, or deciles.
Eligible companies fraded on the Amarican Stock Exchange
{AMEX} and the Nasdag National Market [NASDAD) are
then assigned to the appropriate deciles according to their
capitalization in relation to the WYSE breakpeints, The
portfolios are rebalanced, using Closing prices for the last
trading day of March, June, September, and Dacember.
Securiies added during the quarter are assigned to the
appropriate portfolio when two consecutive month-end
prices are availaide, If the final NYSE price of @ secu-
tity that becomes delisted is a month-end price, then
that manth's retum is included in the quartedy retum of
the security's portfolio. When 8 month-end NYSE price is
missing, the month-end value of the security is derived
from merger terms, quotations on reglonal exchanges, and
other sources. If a month-end valye still is not determined,
tha last available dally price Is used.

Base security retums are monthly holding period retums.
All distributions are added to the month-end prices, and
appropriate price adjustments are matde to account for
stack spiits and dividends. The retum on a portfolio for ona
month is caleutated as the weighted average of the retums
for its individual stocks. Annual postfolio retums are calcu-
lated by compotinding the monthly portfolio retums.

Momingstar
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Tahie 7-1: Sie-Deelle Portiolios of the NYSE/AMEX/NASDAD

Bounds, Ske, snd Composition
Histedlea! Average flecant Deelta fecent
Percentage Recent Market Pementage
of Tatal Number of Capfitafiration of Tota
Desile Cagllalization Ceimpni {in Thavsands} Capitalization
1-Lamest E3.22 165 $B.530.554 64,63
Z 13.96 175 1,682,132 1280
3 7.56 182 804,806 612
4 472 188 540,900 LAl
5 a2 211 409,557 312
& 2,39 43 342,820 261
7 1,75 318 283,476 216
B 1.30 393 241,137 182
] 1.02 - 603 181,013 1.38
10-5tmafest 0.3 . 1828 128,780 088
Mid-Cap 3-5 15.52 583 © - 1785263 13.35
LowTap 6-8 544 955 B67.434 650
Micro-Cap 3-18 1685 2228 309,753 236

Dista fmen 1926-2008, Spwee: Calculated for Derived) ssed on data fiem CASP US Stock Databese and CRSP US Indices Daiabase
@200 Cantar for Besearch In Security Prices (LRSPSL, Th Unfvecshty of Chicage Basth Schonl of Business. Used with panmission.

Histasical averaga percentage of total capitatizalion shaws the sverae, over the kst B3 years, of the dechin market
valees 5 @ percentage of the a1a) NYSE/AMEX/NASDAD caloulated each month. Number of companias in deelles,
tetent market capilalimtion ol daciies ard et parcentage af sa1al capltafization ave#s ol Septamber 30, 2009,

‘Fable 7-2: Size-Declle Particlios of the NYSE/AMBX/NASDAD,
Lergest Company and Its Masket Capltalization by Decile

Recent Martel

Capkalimlion
Dedla Iz Thousands} Company Nzme
1-Lamest 465,651,638 Excan Mabil Corp.
5 16 503467 Waste Management Inc. Del

136021 Reliant Energy [nc.

4 47515 IV Health Inc
5 2,785,530 Femily Dollar Stores Inc.
] 1,848,881 Balty Technologies Inc.
7 1,197,133 Temple Infand Ine,
8 753,418 Kronas Worldwide Ine.
L] 453,259 SWS Group Inc.
10-Smallest 218,533 Beazer Hames USA Inc.

Souren: Calvulated {of Derived} based on date from CASF US Stock Datsbase and CRSP US indicas atabase © 2003 C=nter lor
Reseesch in Security Prices (CRSP®], The University of Chicago Booth Schoo! of Bisiess, Used with permdssion.
Market capitalizatlon and rame of largest company In each dacike a8 of September 36, 703,

8ize of the Deciles

Tabfz 7-1 reveals that the top three daciles of the NYSE/
AMBY{/NASDAD account for most of the total market valve
of its stocks. Naarly two-thinds of the market value Is rep-
resented by the first decile, which currently consists of 165
stocks, while the smatlest decile accounts for just aver ona
percent of the market value. The data in the second column
of Table 7-1 are sverages across all 83 years. Of course,
tha proportion of market value represented by the various

decilas varies from year to year,

Columns thres and four give recent figures on the number of
companiesand theirmacketcapitalization, presentinga snap-
shot of the structure of the deciles rear the end of 2008,

Table 7-2 gives the cument breakpoints that define the
composition of the NYSE/AMEX/NASDAQ size deciles.
The largest company and its market cepitalization are
presented for each dacile. Table 7-3 shows the historical
treakpoints for each of the tres size groupings presented
throughout this chapter, Mid-cap stocks are defined here
as the apgregate of deciles 3-5. Based on the most recent
data {Table 7-2), companies within this mid-cap range
have market capitalizations at of below $7,360,271,000
but greater then $1,848,961,000. Low-cap stocks include
deciles 6-8 and cunently include ali companies in the
NYSE/AMEX/NASDAQ with market capitalizations at or
below $1,848,861,000 but greater than $463,254,000.
Micro-cap stacks includa deciles 8-10 and Include compa-
nies with market capitelizations at or below $453,254,000,
The market capitalization of the smallest company included
in the micro-capitalization group s currently $1,575,000.

Presentation of the Decile Data

Summary statisiics of ennual retums of the 10 deciles
over 1926-2008 are presented in Table 7-4. Note from
this exhibit that both the average return and the total risk,
or standard deviation of annual retumns, tend to increase
a5 ona moves from the largest declle to the smallest.
Furthenmore, the serial correlations of retumns are near
zero for all but the smallest deciles. Serial correlations
and their significance will be discussed in dataif later in
this cha:pter.

a0 Chapter %: Firm Size and Return
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Tahle7-3

Size-Decile Portfolios of the NYSE/AMBX/NASDAG

Largest and Smallest Company by Size Group

19761965
Capdlakzalion of Lergest Company fin Thopsamds} Capitafzation of $malest Company fin Fuyandsh

Date Mid-Cap towCep MicroCap Mid-Cap Low-Cap beroCop
[Bept 30} 35 58 310 5 ] 810
182G $50.103 $13,795 $4.213 $13,800 $4.763 $43
1927 54,820 14481 4415 14522 4450 &5
1928 80,910 18,761 5073 8,708 5419 135
1929 103054 24,328 b,§52 24,480 6,873 118
1830 66,750 . 12,018 3,359 13,050 3,369 a
1931 42,607 8,142 1,827 . g@ 1984 15
1832 1212 2,208 4EB 223 463 13
1913 40,298 7,210 1.830 7,280 1,876 120
1634 33,019 6,528 1513 B,669 1,641 69
1935 37531 6,549 1,350 6,505 1,383 38
1836 46,963 11,505 2754 11_.&5 2,860 98
1537 5,750 13535 3,539 13,783 3,563 2]
1938 35,019 8,372 2195 8,400 2200 6
1839 35408 7478 1,819 7500 1,834 75
1840 29,403 7,890 1,86] 8.607 1872 51
1941 30,362 8.3i§ 2,006 8,336 2,087 72
1842 26,037 6,868 1,770 6810 1,778 82
1543 4212 11,40 3,847 11,476 3903 395
1944 415,221 13,055 4812 13,068 4820 309

845 65,425 1325 6,413 17575 (] 225
946 77,783 24,192 10,148 24,199 10,168 829

947 57,830 17,18 6,373 17,735 6,380 508
1548 61,238 15532 7429 19,651 7,348 683
1848 55,082 14549 5,037 14,577 §,108 a1
15950 £6,143 18675 6,225 18,700 6,243 0
1951 92617 22,750 7,558 22580 7,600 68
1552 95,636 25,405 8,428 25,452 B,480 4EQ
1953 80,218 25,240 B,158 25,374 8,168 450
1854 125,834 29,707 8488 29,791 8,502 463
1955 170,828 A1445 12,356 41,681 12.444 593
1856 183,792 45,605 13,624 " 45,886 13623 3.172
1887 194,300 47,850 13,844 48,600 13,848 825
1858 195536 46,774 13,789 46,571 13,818 550
1559 256,283 64,110 19,548 64,771 18,701 1,004
1950 252,252 61485 19,293 61,578 18,344 Fat
1961 296,261 71,983 73,562 77 0% 23513 2455
1952 750,786 BH.795 18,952 5BB66 18,968 1,018
1863 306,203 71,846 nhT 7191 24056 236
1964 349,675 78,508 75595 7983 25,507 273
1855 355,675 84600 28463 85065 20,543 50

Sourcw: Caloined {or Dadved] based an data from I:RSF.USSIEI* Database end CRSPUS Indices Natabase 2003 Centar for Reswurch In Security Prices {CASPY,

‘Tha Untverslty of Chicogo Booth Schmat of Business, Used with permission.

2009 Ibbotson® SBBI® Valyation Yearhaok

Morningsiar
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Tahle 7-3 [Continued)

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ
Laraest and Smallest Company by Size Group

1966-2008

[ 1 ¥t Thoosands) Capitelizationof Smaltest in Thetsands)
Daln BAid-Lap LowLap Mito-Cap Mid-Cap lowLap Micm-Cap
{Septan) 35 50 L] 5 ) 510
1366 £4063,137 499,950 34,804 $100,107 $34,855 $381
1967 459,438 118,980 42,188 . 119635 42,237 3
1968 531,306 150,893 601,543 151,260 60,719 592
1963 518,485 146,792 54,353 147311 54503 AL
570 382,884 04,754 248918 894,845 29932 822
11 551,690 - 147,426 45510 147,810 45571 865
1972 557,181 143,835 45,728 144,263 46,791 1031
1973 431,354 86,639 78,352 S0 29,430 i)
1874 356,878 79.878 23355 80,280 23400 a4
1975 477054 102,313 30353 103,263 30,394 E40
1976 66,296 121,717 34,864 121,892 34,901 664
1977 BB4STT 139,158 an.700 139,620 40,765 E13
1978 5a0.801 ~164,093 47977 164,455 48,038 830
1978 665,19 177318 51,457 177,769 51,274 848
1980 J52,185 148,312 50,495 199,315 50,54 543
1881 862,397 264,530 2164 264,763 72,450 1,446
1982 7057 210,301 55,336 210,630 55,423 1,060
1983 1,208.911 353,689 104,382 356,238 104,588 2025
1984 1075436 315,965 91,004 316,103 81,155 2,093
1965 1,449,436 224 B4,075 370,729 4,867 760
1986 1,857,621 449015 110617 449,452 110,953 05
1967 2,053,143 458,940 113,419 470,562 113,430 1217
1988 1,957,926 421,340 94443 421575 94,573 §86
1089 2145847 1805975 100,285 £03,623 100,384 55
1890 2ana7 474,065 83,750 474,471 83,790 132
1591 2,129,863 457 958 [7,686 468,853 B7.733 Zi
1932 ZA671 500,327 103,352 500,315 103,500 510
193 2,705,192 503,588 137,105 637.449 137,137 EDZ
1994 2470244 556,059 148,104 637,075 148,216 598
1485 2789538 B47.210 155,388 847,253 155,532 B9
1298 342,657 751,318 153,001 751,600 153,016 1043
1997 3464440 B13.823 226,908 814,355 A58 585
4,716,707 25,6808 252,533 026,215 253,091 1671
1999 4,251,741 875,308 220,337 875,502 220,456 1,502
200 4143802 B40,0H 192,483 B40,730 152,439 1,393
20m 5,156,215 1,108,224 265,734 1,100,959 265,735 443
2062 4,930,325 1,116,525 308,280 142430 309,245 601
200 4,744,580 1,163,363 329,050 1,163,423 329,520 33z
2004 £,241,953 1,607,854 £05,437 1,607,931 506,410 1393
2005 7,167,244 1,726,868 586,393 1,729,384 587,243 1078
2008 YA 1846568 626,955 1,947,240 E27,017 2247
20m 8,206,713 2410,794 123,258 2413593 725,767 1,922
7008 T360.21 1,848,951 453,754 1,648,950 453,398 1575

$Sotres: CaleuTated lor Derived] based on data fom CASPUS Stock Databese amd CASP US Indlces Database ©:2008 Centar for Research in Seeurity Prices [CRSPO),

Tha Usheershty of Chicage Booth Schoel of Business. Uisad with permissian,

:74
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first and tenth decile retums was far more substantial, with
the largest stocks ristng 46 parcent, and the smaflest stocks |
rising 218 percent. This divergence in the performance of
smali and large company stocks is a commen OCCUTENCE.

Graph 7-i: Ske-Declle Portlofios of the NYSE/AMEX/NASDAG
Weslth Indices of investments in Mid-, Low-, Micro~, and Total Capitalization Stocks
Index {Year-End 1925 = $1.00}

Tahle 7-9; Size-Decile Portfolics of the NYSE/AMEX/NASDAD
Surnmary Statisties of Annuat Retums
Geometie  Adthmelic  Standard

Serial

Dertls Mean Wean Deviation  Corelation
1-Largest B8 108 1948 0.09
2 101 128 2233 0.04
3 10.4 13.1 2.8 0.0
4 104 134 26.13 0.00
5 10.8 14,2 2690 002
6 0.8 146 2759 D04
7 1048 148 7882 0.02
B 11.0 16.0 3448 0.06
g 1.1 16.6 38.70 .05
10-Smallest 125 201 44.95 037
Mid Cep 106 134 2483 .01
Low Cap 108 14.9 2841 0.04
Micro 11.6 17.7 39.16 0.09
NYSE/AMEX/ 84 14 2053 Do4
NASDAQ Total Value

Weighted Index

Data frotn 1925~2008, Saurcs; Calculated for Derbved) based on data fiom
CRSP U5 Stock Databrese and CASP US Indices Datsbase ©2009 Center
far Research [n Security Pizos ICRSP®], Tha University of Chicago Booth
School of Bosiness. Used with pernission,

Fasults era for quarterdy - rnking lor the decBes. The small company stk
summary stalistcs presented in ezrlier chaptets comprisa a re-anking of the
porlffios every Eve yeurs prior b 1932

Aspects of the Fim Size Effect
The firm size phenomenon is remarkable in several ways.
First, the greater risk of small stocks dogs aot, n the con-

I
19256 35 45 55 65 5 85 95

2008
Veseend o S82043 o $545134 oS4TS o S1EGLES text of the capital esset pricing madet (CAPMY, fully account
for their higher ratums over the long tem. Inthe CAPM only
Stcks B MicpGap @ lowDsp B MidCsp i Totad Coplializalion systematic, or beta risk, is rewarded; small cornpany stocks
Datz I 19252003, have had returns tn excess of those implied by their betas.

Graph 7-1 depicts the growth of ane dolfarinvestedineach  Second, the calendar annual retum differences between

of three NYSE/AMBY/NASDAD groups broken down into
mid-cap, low-gap, and micro-cap stocks. The Index valua
of the entire NYSE/AMB{NASDAQR is alsa included. All
returns presented are value-weighted based on the market
capitalizations of the deciles contained in each subgroup.
The sheer magnitude of the size effect in some years is
notewarthy, While the largest stocks actually dectined 8
percent fn 1977, the smallest stocks rose more than 20
pereent. A more exireme case orcurred in the depression-
recovery year of 1933, when the difference between the

small and large companies are serially comelatad. This
suggests that past annual retums may be of some vatua
in predicting future annuat retems. Such serlal correlation,
or autocorrelation, is practically unknown in the market for
large stocks and in most other equity markets but is evident
in the size premia.

0000000000000000000000000000000000000000000

2008 Tbhotson® SBBI® Vatuatlen Yeatbook
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#5ewee: Calculied for Decived) based
tn data from CRSP LS Stock Datahase
and CRSP US Intices Database ©009
Center for Resenrch In Securty Prices
CASPY, The Unlvarstty of Chicago
Booth Schaol of Business, Used
with permissicn.

Tahle 7-5: Size-Decila Partiolios of the NYSE/AMEX/NASDAD
Long-Term Rewms In Excess of CAPM

Actyal Carm 107
Adth-  Hslum Hetum Fremlum
metle  DEwxess  Infxcess  {Hetunin
Mean  ofRisiless offilskless Excessof
Reem  Rate™ Hata Carmy
Detile Beta* ] &%l {%} %}

1-dsmest 031 1075 b56 581 -0.36
103 1251 791 658 062
A0 130 7R 743 0#
112 1345 825 728 09
106 1423 663 749 154
1981448 928 785 163
174 1484 963 B3 18
130 1685 1076 BA1 235
135 ez 114z G127
W0Smalest 141 2009 JAg3 iz 581
MiCep,35 112 13 _ Big 724 _ 081
lowlon6-8 122 1486 B 1% __iH

Wimi~Jich|enis|aim

Micro-Cap, 910 136 3272 1252 879 374
Data from 1925-2093.

*Betas are extimated from menthly reiumy Tnexcess of the 30-day U.S. Treasuty bill
total feturn, Japwasy 1926-Detember 2098,

**Histoiical diskless rate meastred by the B3-yesr axitunells mzan ineoma et
companent of 204zt govemment bonds [5.20).

'Catrulated by the context of the CAPM by meliptying the equity sk peamims by
beta, The equity sisk premitm [s stimated by the adimatic mean total retwm of
the SEP 500 {11,567 percent} mings the arithmetic mean Income rtum companent
of 20yeat govesrwrent hords {S.20 percent) frotm 19262008

Graph 7-2 Security Market Line Versus Size-Decila Portfulios of the
NYSE/AMEX/NASDAQ!

25 Arithmetic Mean fstum

)
2,
m v
2
15
0
B Fiskless Rate

0 02 04 45 OB 10 12 14 16
Beta

Data From 1526-7008,

Third, the firm size effect is seasonal. For example, small
company stocks outperformed farge company stocks in the
month of January in a targe majority of the years. Such
predictability is surprising and suspicious in light of modem
capital markst theory. These three aspects of the firm siza
eifect—long-tem retums in excess of systematic rigk,
serial cosrelation, and seasonality—will be analyzed
thoroughly in the foltowing sections.

Lang-Term Retoms in Excess of Systematic Risk

The capital asset pricing mode) {CAPM) does not fully
account for the higher etums of smalf company stacks.
Table 7-5 shows tha retums in excess of systematic risk
ovar the past 83 years for each declle of the NYSE/AMEX/
NASDAQ. Recall that the CAPM is expressed as follows:

ky=1p+{B s XEP)

Table 7-5 uses the CAPM to estimate the retum in excess
of the riskless rate and cornpares this estimate to historical
performance. According to the CAPM, the expected retum
on a security should consist of the riskless rate plus an
additional retum to compensate for the systematic risk
of the security. The retum in excess of the riskless rate is
estimated in the context of the CAPM by multiplying the
gquity risk premivm by B {beta). The equity dsk premiuvm
is the retum that compensates investars for taking on risk
equal to the risk of the market as & whele {systematic risk)?
Beta measures the extant to which a securily or porifofic
18 exposed to systamatic risk.* The beta of each decile indi-
cates the degree to which the decile’s return moves with
that of the overall market. :

A beta greater than one indicates thet the security or port-
falio has greater systematic risk then the market; according
to the CAPM equation, investors are compensated for
taking on this additional risk. Yet, Tabla 7.5 illustrates
that tha smaller deciles have had retums that are not fully
explatned by thelr higher betas. This retum in excess of
that predicted by CAPM Increases as ane moves from the
largest companies in decile 1 fo the smallest in decile 10.
The excess retum §s especially pronounced -for micro-cap
stocks [deciles 9-10). This size-elated phenomenon has
prompted a revision to the CAPM, which includes a size
premium. Chepter 4 presents this modified CAPM theary
and its application in more detail.

94

Chepter 7; Firm Size 6nd Refum
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Tahle 7-6; Size-Detile Portiotos 102 and 1 of the

NYSEAMEX/NASDAQ
Recenl Marke? Cagital-
Recent Decile Market Ezztion of L
Wumber of Capitalization est Commpany Company
Decila Companles T} ds) {tn Thousands] Nata
10a 403 $72,880,243 $218,533.000 feazer Homes U.SA. Inc,
10b 1182 75412545 136,500,000 Great Marthesn lron Gre

Note: These nembzrs may ot aggregate 1o equal declo 10 Agures.

Souren: Clcutated {or Bedved] baszd on data from CRSP US Stack Datebase and CASP US Indices Database ®2009 Cenler
for Research In Sectity Pives [CRSPOY, Tha University of Chicsgo Boeth Schoof of Buginess, Used with permission

Market papitzlzation ard name of lzigest company in each dacila as of Szptember 35, 2008,

This phenomenon cen alsn be viewed graphically, as
depicted in the Graph 7-2. Tha securlty market line is based
on the pure CAPM without adjustment for the size premi-

“um. Based on the risk {or beta) of a security, the expected
retum lies en the security market fine. However, the actual
histaric returns for the smaller deciles of the NYSE/AMEX/
NASDAQ lie above the line, indicating that these deciles
hive had retums in excess of that which is appropriate for
their systematic risk.

Further Aralysis of the 10th Dectle
The size premia presented thus far do a great deal to
explain the return due solely to size in publicly traded
companies. However, by splitting the 10th dacile inta twa
_size groupings we can get a closer lnok at-the smallest
companies. This magnification: of the smallest companies
will demonstrate whether tha company size to stz premia
relationship continues to hold true,

As previously discussed, the method for determining the size

" groupings for size premia analysis was to take the stocks
traded on the NYSE and break themup inta 10 deciles, after
which stacks traded on the AMEX and NASDAQ wers allo-
eated into the same stkze groupings. This same methodolagy
was used to split the 10th decile into two parts: 10a and
10, with 10b being the smaller of the twa. This is equiva-
femt to breaking the stocks down into 20 size groupings,
with portfolics 19 and 20 representing 10a and 10h.

Table 7-7 shows that the pattera continues; as companies
get smalter their stze premivm increases. Thera is @ notice-
able increase in size premium from 10a tn 10k, which
can also be demonstrated visually in Graph 7-3. This ean
be useful in valuing companies that are extremely small.
Table 7-6 presents the size, composition, and breakpoirts
of deciles 10a and 10k,

First, the recent number of companies and tota! decile mar-
ket capitalization are presented. Then the largest company
and its market capitalization are presented.

Breaking the smallest decile down lowers the significance
of the results compered to resuits for the 10th decile token
as & whale, however. The same holds true for comparing
the 10th decile with the Micro-Cap aggregation of the Sth
and 10th decfles. The more stocks included in a sample the
mare significance can be placed on the results. While this
is not as much of & factor with tha racent years of dats,
these size premia are constructed with data back 1o 1626.
By breaking the $0th decile down into smatler components
wa have cut the number of stocks included in each group-
ing. The change over time of the numbar of stocks includad
in the 10th decile for the NYSE/AMEX/NASDAQ is present-
ed in Table 7-8. With fewer stocks included in the analysis
early on, thers is a strong possibility that just a few stocks
tan 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 results even when broken down inta
subdivisions 10a and 10b: Al things considered, size pre-
mia developed for deciles 102 and 10b are significant and
tan be used In cost of capital analysis. These size premia
should greatly enhance the development of cost of capital
analysis for very small companies.

2008 fbb ® SBBIT Valuation Y

Marningstar
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Table 77: Long-Term Relums in Excess of CAPM Estimatizn for Cecle
Portfolios of the NYSE/AMEX/NASDAQ, with 10th Detile Split

Tatile 7-8: Histarical Number of Companias for NYSE/AMEX/NASTAT
Declle 10

Aealized Extimaled  Sith Sapt. Hurmber of {
Aik-  Retum Retey  Frsctum 1526 52¢
matic  InExess  fnExcrss  [Retomin 1530 72
Mean  of Aiskless  of Riskess Escessaf
folom  Rals®™  Fale'  CAPM) 1948 ]
et R %) 1% 1] 1950 108
1-4amgest 091 075 55 531 036 1550 109
7 103 1251 731  G65Y 062 1970 55
3 10 1305 ¢ 143 0N 1380 [
[] 112 1345  B25 128 087 1930 1514
5 106 423 803 743 154 2000 180
8 108 448 928 765 1M 2005 1748
7 124 1484, 065 B 182 2005 1,744
g 130 1595 1076 BAl 235 2007 1,775
g 135 1662 1142 8N 7 2008 1526
10a 142 1849 1379 839 4li

106-Smallest 138
Mid-Cap, 3-5 L1z

2368 1848 885 853
13.37 818 1.4 054

Soeree: Caleutated [or Detfend) tersed on data fram CRASP US Stock Patatmce end
CASP US Indices Database ©009 Center for Research In Security Prices CASPSY,
The Uiversity of Chicago Baoth Scheol of Byslaess. Used with peanlssion.

1488 9566  2.892 114
1731 1252 ' " B78 az

Low-Cap, -8 1.22
Mierg-Cap, 810 136

Data ram 1926-7008. Sowo; Caleelated {ar Derivad) based en data [iom CASP
US Stack Batabasg ond CASP US lndices Batsbasa ©2009 Cerar for Research bn
Sezurity Pices [CRSP®), Tha Unfarsity of Chicago Boath Schoo! of Business. Vsed
with permission.

*Betss bra eslimated lmmenthly portfolia lota) returts In excess of the 30-dey
V5. Treasury bk Lotal retum versus the S&P 600 tola! retums in excess of the
30-day U5, Treasury Bill, Jamiory 1926-Dectmber 2008

**Histarica iskiess rate Ia meastred by the B3yeat arlihamatic mesn lncoma ralm
of 204zar § bonds [5.20 percent).

{Calcelated In the context of the CAPM by melliplying the equity risk premlom by
Beta. The egnity fisk preriem I estigoled by he adthmetle mean fo%d relom of
tha S&P 5001157 percent} mirus the arithmatie mean lncoma retum component
of 20-year governenk bords{5.20 pescent) liom 1526-2000,

Giraph 7-3; Secivity Market Ling versus Size-Dacila Portiolivs of the
NYSEFAMEX/NASDAD, with 10th Declls Split*

"3 Adiihmatic Mean Fiehm

3 ry

*Tha fewest number of companies was 49 In March, 1526

Alternative (Methnds ef Calculating the Size Premia
The size premia astimation mathod presented abave makes
several sssumptions with respect to the market bench-
mark and the measurement of beta. The impact of these
assumptions can best be examined by looking at some
alternatives. In this section we will examine the impact on
thé size premia of using & different market banchmask for
astimating the equity sisk premfa and beta. We will also
examing the effect on the size premla study of using sum
betz or an annual beta.’

Changing the Marlet Benchmark

In the original size premia study, the S&P 500 is used as
the market benchmark in the calculation of the realized
historical equity risk premium and of each size group's
beta. The NYSE tolal value-weighted index is a commuon
alternative market benchrrark used 1o calculate beta, Teble
7-9 uses this market benchmark in the calculation of beta.

IBigerrre .
20 In order to isolata the size effect, we require an equity fisk
premium based on a large company stack benchmark. The
15 NYSE deciles 1-2 large company index offers & mutually
exclusive set of portfolios for the analysis of the smaller
#5nurce: Cateutated o Destved]) based T company groups: mid-cap deciles 3-5, low-cap deciles
un data from CASP U5 Stock Database 6-8, and micro-cap daciles 8-10. The size premia analyses
'fﬂmm‘:rf:!“ - using thess benchmarks are summarized in Table 7-9 and
Center for Iy Prices Riskless Rate i §
{cRSPe}, Tha irversiyofChcago depicted graphically in Graph 7-4.
Baoth School of Buskness. Used I ; I I I T T I )
whth perssion,
pemiss 00 D2z 04 O 08 18 1Z 4 15
Balz
Data from 19267000
96 Chapter 7: Finn Size and Retum
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Tabte 7-8: Losp-Term Fetoms 1§ Excess of CAPM Estimation for Decile
Pastiofios of the NYSE/AMEX/NASDAG, with NYSE Market Benchmarks
Rgalized Estimated  Sige
M- Petom Rem Premium
male  IhiExcess  InExgess  [Returnln
Mezn  ofRiskless otRiskless Excmssof
Retrm  Rate** Rate' CARM}
Beta® %l %) [} %}
1-iamest 033 107% 5.56 572 016
z 1 12% 2.3 6.45 0.86
3 118 1306 7.87 6.61 1.05
q 120 1345 825 687 128
5 1723 14273 8.3 7.14 1.89
&
7
]

126 1443 828 728 200
132 1484 965 7.8 201
138 1585 1078 8.00 276
B - . .14z 1682 1142 8% 337
10-Smallest 148 20413 1483 B.60 B3
Mid-Cap, 3-5 L9 133 818 E82 1.26
Low-Cap, G-8 130 1486 968  7.54 232
Micro-Cap, <10 143 1097 1282 832 421

Data from 14762006, Bourre: Lakeulated {or [adived) beged on data Gom CASP
LIS Stock Databasa &nd RSP US kxdlces Database 2309 Cenler for Research fn
Securlty Pdves {CASP2), The University of Chlcago Booth Scheol of Busisess, Used
with pemisston.

*Hetas as estimated from manthly portistio tatal ratures I axzass of the 30-day
1.5, Freastry bid tots] eatum versus the S&# 500 tatal retums I excessof the
301ay 115 Treasury bill, January 1926-December 2008 .

**Histoical siskless rata |s measured by the 83-yearaithmelic mesn freoma el
component of Z0-year govenment bords (520 percant].

tCelculated in tha coatext of the CARM by multiplying the eqolty disk pramfu by
‘betd, Tha ety 5k premiuny Is estimated by thearithmefle maan tota! eiorn of
the S&P500{11.67 percent) minus the sithmetis mean icome fetom compenant
of 20-year gavemment fonds [5.20 percent] rem 19257008,

Graph 7-9: Security Market Line versus Stze-Detile Fortiofios of the
NYSESAMB{NASDAD, with NYSE Matket Banchmarks®

2 Adifoactic Meen Retom

3
20 Do
89
550

15 z$¢

1 &

—NYSE
10
] Riskless fate

i T ] ! 7 I T T 1

0o 02 94 06 OB 10 1Z 14 16
Beta
Data from 1926-2008.

For the entive perfod analyzed, 1526-2008, the betas
obtained using the NYSE total valug-weighted index are
higher than those obtmined using the S&P 500. Since
smaller companies had highsr betas using the NYSE bench-
mark, one would expect the size premia to shrink. However,
as was illustrated in Chapter 5, the equity iisk premium
calcutated using the NYSE deciles 1-2 benchmark rasults
in & value of 5.80, as opposad to 5.47 when using the S&F
500. The effect of the higher betas and Jower equity risk
pramiure cancel esch other out, and the resuliing size
premia in Tahla 7-8 are slightly Kigher than thosa resulting
from the original study.

Measuring Beta with Sum Beta

The sum beta method attempts to provide a bettermaasure
of beta for small stacks by taking into account thelr lagged
price reaction to movements in the markst. [See Chapter
f.] Tahle 7-10 shows that using this method of beta esti-
mation results in larger hetas for the smaller size deciles
of the NYSE/AMEX/NASDAQ while those of the. larger
size deciles remaln relatively stable. From these results,
it appears that the sum beta method cerrects for possible
arrors that are made when estimating small company betas
without adjusting for the lagged price reaction of smeall
stocks. However, the sum beta, when applied to the CAPM,
stil does not account for all of the retums in excess of the
riskless rata historically found for small stocks, Table 7-10
demonstrates that e size premium is still necessary to esti-
mate the expected returns using sum beta in confunction
with the CAPM, though the premium is smaller than that
neaded when using the typical calculation of beta.

Graph 7-5 compares the 10 deciles of the NYSE/AMEX/
NASDAQ to the security market fine. Thera are twa Sets
of decile portfolios—one set s plotted using the single
variable ragression method of calculating heta, as in Graph
7-2, and the second set uses the sum bets method. The
portfolios plotted using sum beta more closely rasembla
the security market line. Again, this demonstrates that the
sum beta method results in the dasired effect: a higher
estimate of retums for small companies. Yet the smatler
portfolios still fie above the security market line, indicating
that an additional premium may be required.

2809 Ibbotson® SBEI® Valualion Yearbuok

Mamingstar a7
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Criteria | Gt:rpurates | General: . ] . )
Criteria Methodology: Business Risk/Financial
Risk Matrix Expanded

{Editofs Note: Tn the previous version of this article published on May 26, certain of the rating outcomes In the
table 1 tnatrix were missated, A corrected version follows.}

Standard & Paor's Ratings Seryices is refining its methadalogy for corporate ratings related to jts business
risk/financial risk matrix, which we published a4 part of 2008 Corporate Ratings Criteria on April 15, 2008, en
RatingsDirect at www.ratingsdirect.com and Standard 82 Poor's Web site at wwsw.standardandpoors.com,

This article amends and supersedes the citeria as published in Corporate Ratings Criteria, page 21, and the articles
listed in the *Related Articles” pection at the end of this report.

‘This article is part of a broad series of wmeasures anncunced last year o enhance our governance, analytics,
dissemination of information, and investor education initiatives, These initiatives are aimed at augmenting our
independence, strengthening the rating process, and increasing our transparency to better serve the global madkets,

We introduced the business risk/financial risk mateix four years ago, The relationships depicted in the matrix
represent an essantial element of our corporate analytical methodology.

We are now expanding the matrix, by adding ons category ta both business and financial risks {see table 1). As a

resnlt, the matcix allows for greater diffecentiation regarding companies rated lower than Investment grade (i.e., "BB
and below).

Business Risk Prolile Financial Risk Profile
Minlmal _Modost Intesmedlale _ Signlficant Aggressive Highly Levetaged

Exzallant MDA M A & Bag -

Strong AA A A bog . B BB-

Satisfactony A BBB:  BBB BB+ BA- ;3

Falt - L BBy BB BB- B

Weak - - [i1:) Bg- i3 B

Vilnerable - - - B B oG+

Thesa rating avicomes et shovn for geitancs purposes only. Actual rting choutd bo withi tch of kwdicatad rating cuic

‘The rating outcomes refer to Issuer credit ratings, The ratings indicated lo each cell of the matsix ace the midpoints
of  range of likely rating possibilities, This sange would ordinarily span ome notch ebove and below the indicated
ratiag, :

Standard & Poor's RetingsDiraet | May 27,2009
Stsedad & Poo’s, Al rights reseeved. o raprint or disseminafion vidhoo LS BF prmnlsston, Sua Yasms of Via/Divciaoer o Pt st paga.

2
IR I00Z3551
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Criteria | Corparates| General; Criteria Methedology: Business Risk/Financial Risk Matrix Expanded

Business Risk/Financial Risk Framework

Our corporate analytical methodalogy organlzes the analytical process according to a common framewark, and it
divides the tagk into several categories so that ell salient ssues are considezed. The lirst categorics involve
fundamental business analysis; the financial analysis categories follow.

Our ratings enalysis starts with the assessment of the business and competitive profile of the company, Two
companies with identical financial metrics can be rated very differently, to the extent that their business challenges
and prospects differ. The categories underlying our business and financial risk assessments are:

Business risk

« Country risk

» Industry risk

+ Competitive pasition

= Profitability/Peer group comparisons
Financial risk

» Accounting

* Financia! governance and policies/risk tolerance
+ Cash flow adequacy

= Capital structure/asset protection

» Liquidity/short-term factors

We do not have any predetermined weights for these categories. The significance of specific factors varies from
situation to situation,

Updated Matrix

We developed the matrix to make explicit the rating outcomes that are typical for various business risk/financial risk
combinations, It ilinstrates the relationship of business and financial risk profiles to the issuer credi rating,

We tend to weight business elsk slightly mare than financial risk when differentiating among investment-grade
vatings, Conversely, we place slightly more weight on financial xisk for specalative-grade issuers {see table 1, apain).
There elso is o subtle compounding effect when both business risk and financial risk are aligned at extremes {ie.,
excellent/minimal and volnerable/highly leveraged.)

The new, more granular version of the matrix represents a refinement—not any change in rating eriteria or
standards—and, consequently, holds no implications for any changes to existing ratings. However, the expanded
matzix should enhance the transparency of the analytical process.

Financial Benchmarks
www staniardandpoors.comfratingsdiract 3
Sundaid & Pon’s, Al rights meorved. lo raprint o2 S semination vitkoet SEF's peanistion, Sen Termt of ifsa/Dischimar o the byt pagas. frlitddons o)
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Talla 2
‘Firacial Bt digative Ralos (Corpaiai

FrOMebt (%) DebVEBITOA () _Dobt/Cupilal {%)

Miimal greater than 60 Jess than 1.5 less then 25
Modest 4560 152 2535
Inlemediate © 3045 23 3545
Slgnificant 2030 34 4550
Aggressive 1220 45 £0-60

Highly lavaraged lessthan1?  greaterthanS  groalarthan 60

How To Use The Matrix--And Jts Limitations

The rating matrix indicative outcomes are what we typically observe--but are not meant to be precise indications or
guarantess of future rating opinions. Positive and negative nuances in our analysis may lead to 8 notch higher or
lower than the putcomes indicated in the various cells of the matrix.

In certain situations there may be specific, overarching risks that are cutside the standard framework, c.g., 2
liquidity crlsis, majoc [iigation, or targe acquishian, This often is the case regarding credits at the lowest end of the
credit spectrume~i.e., the "COC' category and lower, These ratings, by definidon, reflect some impending crisis or

acute vulnerability; and the balanced approsch that underlics the matrix framework just does not lend itself to such
situations.

Simflarly, some matrix cells are blank because the undeclying combinations aze highly unusual--znd presumably
would involve complicated factors and analysis.

The following hypothetical example lustrares how the tables can be used to better undecstand owr rating process
{xee tables 1 and 2).

We believe that Company ABC has a satisfactory business risk profile, typical of & low Investrment-grads Industrial

tssuen Jf we believed irs financial risk were intermediate, the expected rating outcome should be within one noteh of

'BBB'. ABC's ratios of cash flow to debt (35%) and dabt leverage {total debt to ERITDA of 2.5x) ars indeed
characteristic of fntermediate Bnancial risk.

It might be possible for Company ABC to be upgraded to the 'A' category by, for example, teduring its debt burden
to the point that Knancial risk Is viewed es minimal, Funds from opezations (FFO) o debt of mote than 60% and
debe to EBITDA of only 1.5x would, in most cases, indicate minimal,

Conversely, ABC may choose to become more financially aggressive~perhaps it decides to reward sharcholders by
borrowing to repurchase its stock, It is possible that the company may fall into the ‘BB category if we view its

Binancial dsk as significant, FFO to debt of 20% and debt to EBITDA 4x would, in cur view, typify the significant
tinancial cisk category.

Stil), it is essential to realize that the financial benchmarls are puidelines, neither gospel nor puarantees. They can

vary in nonstandard cuses; For example, if a company's financia! measures exhibit very little volatility, benchmarks
may be somewhat more relaxed.

Standard & Poor's RatingsDirect | May 27, 2009 4
St Foofy A it e, H rprinh b Bssagieah Sy pminiion, 54 Tros i Vs Distimer oa Bt paga. R s
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Moreover, our assessment of financial risk is not as simplistic ps looking at a few ratios. It encompasses:

« @ view of accounting and disclosure practices;

* a view of corporate gavernance, financiat policies, and sk tolsrance;

= the degree of capital intensity, Aexibility regarding capital expendituzes and other cash needs, including
acquisitions and shareholder distributions; and

+ varlous aspects of liquidiy—-including the risk of refinancing near-term matucities,

The matrix addresses a company's standalone credit profile, and does pot take account of external infiuences, which
would pertain in the case of government-related entities or subsidiaries that in cur view may benefit or suffer from
affiliation with a stronger or weaker group. The matrix refers only to local-currency ratings, rather than

foreign-currency ratings, which incorporate additional transfer and convertibility risks, Finally, the matrix does not
apply to project finance or corporate securltizations.

Related Articles

Industrials' Business Risk/Financial Risk Matrix—A Fundamental Perspective On Corporate Ratings, published April
7, 2003, an RatingsDirect.

vonw,standardandpoors.comfratingsdiract
Stundand & Peor', All ighis teseaved, Noeprint or dhisesbnallon withoot SEF's permesion, Seq Toans of Use/Disrizhnes on tha bast paga,

724152 | 300023552
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Copyright © 2009, Standard & Poors, & division of Tha Mg BrawHill Companles, foc. [SEF). SEP andfer s 1hird party Bosrsors have exckislva propsiatary vights in the data o
\etormation pravided heseln, This datafinfareatlon may ealy be tsed intacnally forbusiness purposes and sheli nok bs used fov ey undawhol ertmabtherized puposes,
Dtssardnatios, dratribution ar reproduction of thls data/foemation b any form [y slrkly prohfbited srrapt with the prior vidittan permissian of S5P. Beceuss of the
‘possiblfity of heman or methanice! amor by BBP,its effiliates er its thisd party Scansors, S&P, 11 afifTates end its third party llcensors do Aot guarantan the sccuracy,
wiaquacy, completeness ar avaliability of any lalormatlon and is Rot raspansibly for axy orrars or ambssions or faz the resufts obiainad fram tha use of such Information, S&#
GIVES N0 EXPRESS OR IMFUIEC WARRANTIES, INCLUGING, BUT NOT LIMETED T, ANY WARRANIIES OF MERCHANTABAITY OR ATNESS FOR A FARTICULAR PURPOSE
O USE, In no event shall S&F, R afiiliates snd Ity thicd party ficensors be lhhla {arany divest, hﬁmt. spechal orconsequential damages Tn coanecsion with substrbers ar
athers o5a of tha datafinfarmation contalnad hereln, Accass to tha data arlafzmoth ined heratn fs subfect bo karination In tha ovent any agrsament viith & Lhird-
party of informaien or saltwaza Is \erminated.

Analytic services provided by Blandand & Poor's ﬂa!ﬁ'qs Benflm[fiaﬁrq: smhﬂ are tha tasul of teparata setviiles dasianed lo preserve the tndependence and chfectivity )
of tetings oplndons. Tha eredit catings and ob: Eopinfon and not stalements of fact or recommendations ko perchase, hald, or .
sel] any Sacwrities or make any athar Ewestmant dacialons. A :nmmmm lned ferain gheuld nol rely an ny credit reting or athar opinion
contained herain In making ey love stoyent decizlon. Ratirgs alella:af einformation reseitad byfia fings Sanices. Other divisions of Standard & Fror's iy hava

Infarmation thiat ks nat avafloble lo Ratings Services. Standard % Poot's has estabillshed paficles and proceduras to malntsln the confidentiality of mn-puhﬁc Ffocsatian
recelved dhuing the ratings pracese.

Ratings Sendces recelvea compensation fer ite satings. Such compansation fs nermelly pabd eifhier by Lhe Tesvars of tuch sectxities of third partias partkipating in marketing
the securitfes, Wiile Slandanl & Poo's reszrvas the tight to flssembizzta the rating, {t receivas o payment for dalng so, except for &vhiseilpdons e its publieations.
AdditTenel informalion abewt oar ratings faes Ty ovallable et vawsstandardandpacrr.comfrmratingsfaes,

Amhmvwds]uwms Ismdhr s&rmmmshynﬂm-dmﬁcmdmdn:syDNlHamdhylha Individuzal to whom they have been assigned, No sharing of

1D ks pesmitied. To reprio, translate, or uge Bie datg ov Jaformation ather than o provided !
Mmmm&m; 5 Water Stoust, Nsw‘rmi. NY 1004%; nmumwbra-maﬂh: msezich_fequestfstantardandposrs com.

Copyiight @ 1924-2000 Standard & Poors, & divison oF The Mctravr-Hill Campantes. All Rights Reserved.
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Missouri.Gas Energy
Indicated Common Equity Cost Rate Through Use of the

Single Stage Discounted Cash Flow Model for the

Proxy Group of Nine Value Line Natural Gag Distribution Companies

Proxy Group of Nine Value Line
Natural Gas Distribution
Companies

AGL Resources Inc.

Atmos Energy Corp.

The Laclede Group, Inc.

New Jersey Resources Corp.
Northwest Natural Gas Co.
Piedment Natural Gas Co., Inc.
South Jersey Industries, Inc,
Southwest Gas Corporation
WGL Holdings, Inc.

Average

Median

Southern Union Company

Notes:

Based upon Projected Growth in EPS

1 2 3 4 5
Dividend Indicated
Average Growth Adjusted Common
Dividend Component Dividend Growth Equity Cost
Yield {1) {2) Yield (3} Rate {4) Rate (5}
510 % 011 % 521 % 435 % 9.56 %
4.81 c.11 4.92 4.40 89.32
4.67 0.08 4.75 325 8.00
3.35 0.10 3.45 575 9.20
3.70 0.09 378 5.10 8.89
4.51 0.13 4.64 5.90 10.54
3.43 0.13 3.56 7.85 11.41
392 0.09 401 4.75 8.76
4.44 ___0.09 4.53 4.25 8.78
421 % 0.10 % 4.32 % 507 % 0.38 %
444 % 0.10 % 4.83 % 475 % 9.20 %
3.08 % 0.11 % 3,17 % 7.50 % 10.67 %

(1) From Page 22 of this Schedule.

(2) This reflects a growth rate component equal to one-half the conclusion of growth rate {from
page 23 of this Schedule) x Cotumn 1 to reflect the periodic payment of dividends (Gorden
Model) as opposed to the continuous payment, Thus, for AGL Resources Inc., 5.10% x {
1/2 x 4.35% ) = 0.11%.

(3) Column 1 + Column 2.

{(4) From Page 23 of this Schedule.

{5) Column 3 + Column 4.

Schedule FJH-21
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Proxy Group of Nine Value Line
Natural Gas Distribulion
Companies

AGL Resources Inc.

Atmos Energy Corp.

The Lactede Group, Ing,

New Jersey Resources Corp.
Northwest Natural Gas Co.
Piedmont Natural Gas Co., Inc.
South Jersey ndustries, Inc,
Southwest Gas Corporation
WGL Holdings, Inc.

Average

Median

Southern Union Company

Notes:

(M
(2)

()

Missouri Gas Energy

Derivaticn of Dividend Yield for Use in the

Discounted Cash Flow Mode}

Dividend Yield
Average
of Average
Spot Last 2 Dividend
{9/9/2009)(1) Months (2) Yield (3)
5.09 % 512 % 5.10 %
477 4.85 4.81
4.68 466 467
3.41 3.29 3.35
3.75 3.65 3.70
4.58 4.44 4,51
3.52 3.34 343
392 3.92 3.92
4.43 4.45 4.44
4.24 % 4.19 % 421 %
4.43 % 4.44 % 4.44 %
. 3.06 % 3.06 % 3.06 %

The spot dividend yield is the current annualized dividend per share divided by

the spot market price on 9/9/2008.

The average 2-month dividend yield was computed by relating the indicated
annualized dividend rate and market price on the last trading day of each of the

two months ended 8/31/2009.

Equal weight has been given to the 2-month average and spot dividend yield,
This provides recognition of current conditions, but does not place undue

emphasis thereon,

Source of Information: yahoo.finance.com

Schedule FJH-21
Page 22 of 55

Schedule FJH-12
(UPDATED)



Missouri Gas Eneray
Historical and Projecled Growth

1 2 3
Value Line
Projected Reuters Mean Average Projected
Growth 2012. Consensus Projected Five Year Growth
2014 (1) Five Year Growth Rate Rate in EPS {2)
No. of
EPS EPS _ Est.
Proxy Group of Nine Value Line Natural
Gas Distribution Companies
AGL Resources Inc. 350 % 520 % [3) 435 %
Almos Energy Corp. 4,00 4.80 6] 4.40
The Laclede Group, inc. 3,50 3.00 5] 3.25
New Jersey Resources Corp. 5.50 6.00 3} 576
Northwest Natural Gas Co. 5.00 5.20 3] 510
Piedmont Natural Gas Co., Inc. 550 6.30 [4) 5.90
South Jersey Industries, Inc. 5.80 10.20 {3 7.85
Southwest Gas Corporation 4.50 5.00 [4] 475
WGL Holdings, Inc. 4.00 450 7] 4.25
Average 4,568 % 558 % 507 %
Median 4,50 % 5.20 % 475 %
Southern Union Company 5,00 % 10.00_ % [1] 7.50 %
NA= Not Applicable
Notes: (1) As shown on Pages 24 through 33 of this Schedule.

(2) Average of Celumns 1 and 2.

Source of information:  Value Line Investiment Survey Standard Edition September 11,

2009.

Reuters Company Research September 8, 2009
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7.9% | 41.5% | 12.3% | 145% | 14.0% { 11.0% | 12.9% ] 132%

CURRENT POSITION 2007 2000 GA00S
FAULL]

Cash Assets 210 16.0 120
Other 17800 20260 1304.0

Current Assels 18110 70420 73160
Acdls Payable 1720 2020 1670
Debt Due 5800 BEGO 4180
Other 8930 9150 _696.0
Current Liab, 16450 T983.¢ 2810
Fix. $hy. Cov. 391%  416%  SAT%

NWE | 2% 42% | TOA | 68% | .56% | 6.2% [ 6%
0% | 7% | 65% | 6% | 53% | 49% | 5ab | 5%

33350 | 33270 | 3475 2350 J5p0
3566.0 1 38160 | 4000 4o
AN 2.4
127% | 126% | 11.5% W%
12.9% | 126% | 1154 14.0%
5B S4% | 40%| 50% |Relainedio ComEq 5.0%

S6% | G69% | 4% 60% |ANDivds to Net Prof 57%

BUSINESS: AGL Resources Ing, Is a public uliily holding compa-
ny. lls distibullon subsifiaries Include Atianta Gas Light, Chat-
lanocga Gas, Elizabelhtown Gas and Virginla Matural Gas. The ullk
fiies have move than 2.2 mf%ion cuslomers In Georgla, Virglola,
TFennessee, New Jersey, Flodlda, and Maryland. Engaged in non-
reguialed nalural gas marketing and other alfed services. Deregu-

laled subsidiardes: Georgla Natursl Gas markels natwal gas at
relall. Scld Uipro, 3f0. Acquired Corspass Energy Services,
10/07. Frankin Resources owns 7.7% of commen stock; ofUdr,
less than 1.0% (3003 Proxy). Pres. & CEQ: John W. Scmerhalder I,
Inc,; BA. Addr: Ten Peachires Place N.E., Adarta, GA 30308. Tel-
ephone: 404-584-4000. Inlermel www.aglresounces.com.

ANNUAL RATES Past Past Es{'d '05-'03
ochangeipersh)  10¥m  S¥nm. W'l
Revenues 40% 155% 2
“Gash Flow” B0% G5% 25%

We do not expect 2009 to be a banner
year for AGL Resources. The company
reported healthy results in the first
uarter. However, performance was less
avorable in the recent Interim. The
Wholesale services business posted an op-

erating loss of $il1 million, while the
Retail Energy Operations and Energy In-

Eamings T.0% a5% 3.5%
Dividends 40% BO% 25%
Book Value 70% 100%  1.5%
Cal- | GHUARTERLY REVERUES [§ mik) Full
endar |Mard Jundd Sep30 Dec.dM| Year
2006 §O44 436 434 707 2621
2007 |73 467 369 &85 [N
008 fgf2 444 530 BOS  [2800
009 1995 377 440 %8 |AN0

2010 [1020 450 480 7r5|725

vestments units reported lower earnings.
On the bright side, the Distribution Oper-
ations business posted moderate growth in
operating earnings. This was primarily
due to higher fees to marketers in Georgia

Cal- EARNINES PER SHARE B Full
endar [Mard! Jund0 Sep30 Dec3 | Year
006 | 1.41 25 46 80| 272
07 | 129 40 A7 88| 272
0081{116 30 28 & | 2N
009 | 185 26 .20 .69 | 270
000 | 440 30 30 90 | 250

for the storage of natural gas inventery
and greater pipeline replacement revenues
at Atlanta Eas Light., Overall, revenues
and share earnings declined in the June
Eeriod. Looking forward, comparisons will

kely also prove unfavorable for the sec-
ond half of the year. Thus, we anticipate

Cal- | QUARTERLY DIVIDENDSPADCw | rFun

2000 | 31 M 3 A 1.30
006 |37 N I3 3 148
000 [ 4 4 4 Al 164
2008 | A2 42 42 A2 168
009 | 43 43 4

endar [ Mar3! Jun30 Sep.30 Decdi| Year

lower revenues and relatively flat share
earnings for full-year 2009.

Subsidiary Atlanta Gas Light has an-
nounced a system infrastructure in-
vestment project. This $400 million pro-
gram will be completed over a 10-year pe-
rlod. Infrastructure improvements include
upgrading the utility’s distribution system

and its liquefied natural gas facilities.
This project will improve system
reliability, increase operational Fexibility,
and allow Atlanta Gas Light to meet its
forecasted growth objectives,
Elizabethtown Gas has modified its
rate case filing. It had originally re-
quested a $25 million rate hike, but has
since lowered this amount to $17 million.
The proposed increase would become effec-
tive at the beginning of 2010. Meanwhile,
Atlanta Gas Light has requested to post-
one a rate case filing, which had original-
y been scheduled for November 1st of this
year. However, it does plan to flle some-
time after that {June 1, 2010 at the latest).
Virginia Natural Gas and Chattancoga
Gas also intend to file rate cases in 2010.
We anticipate higher revenues and
share earnings at the company by
2012-2014, on better operating conditions.
Moreover, AGL has a healthy dividend
feld and earns high marks for Safety,
rice Stability, and Earnings Predic-
tability. From the present guotation, this
issue features decent risk-adjusted to-
tal return potential.
Michael Napoli, CPA  Sgptember 11, 2009

{A) Flscal year ends December 31t Ended | $0.1% 01, $0.13; 03, ($0.07); 08, $6.13. Next | cudes intangiies. In 2008: $418 miion,
September 20t prior lo 2002 eamd

ngs reparl due fats er. (C) Dividends | $5.44/chare.

Diiuted eamin share, Excl, - | hisiodcal early March, Juna, , and In milions.
ﬁ}; gains mﬁ’%’.’(sm}; 09, Smf%i Dec. = m'\yrgar[de[mes{ plan wal!:;Te. gﬂ: ®
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ATHOS ENERGY CORP.

TMELINESS 3 toweedgmu | i) 223
SAFETV 2 pasenens [ CEG

TEGHMCAL 4 Lowered i
BETA 565 {1.00 = Market]

- Relative

ENDS
=100 x Dividends p sh

divtded by Intevesd Rate
Shength

e 2rea: price FECESSKN

33 28.3( 258| 245| 255| 27.6( 300] 331
18.6 43| 195 176 208} 234 250| 25%

0,752 _5.0% B

Target Price Range
2012 201

5 .
2339| 197 201 3 J2014

| dsftet) 53678 53874 54285
Almos Energy's hislory dates back lo

1999 | 2000 [2001 | 2002 |2003 | 2004 [2005 | 2006

201214 PROJEC“A?,E'?T.M Laiet recessin bagan m,;l - _
Price  Gain  Relurn Lo
] m T Pyt AT TN

e 8 B 7 BT Ty T i
Insider Declsl 1y i

ONDJFMAMN g el ©
I 010001000 C e,
np&".L gopgoi10000 -~ Gl S [T W = 15
hid 011010008 * i %YOLRETURNEOS [
Institutionat Declsions [ ' [ THI VLA

w1 ioEm xqied m SIOCK BDEX |

W Wl 1 107 | omeat 12 1 T N [ I
o3 a8 122 115 | raded 4 i e 364 w3 I

2007 | 2008 | 2009 | 2070 | SVALUELINEPUB, INC| 12.14

1905 in the Texas Pannhandle. Over the
years, through various mergers, It became
parl of Pioneer Corparation, and, in 1981,
Pianeer named fts gas distribution division

Energas as a separate subsidiary and dis-

ils name to Almos In 1988. Atmos acquired
Trans Lotisiana Gas in 1886, Weslern Ken-

Energas. In 1983, Pioneer orgenized{ 353 23| 277 &if| 440 303 | 4 [ 520

tributed the cutstanding shares of Energas | 325 3185 | 4008 | 4166 | 5148 | 6240 | 8051 | 5113
to Pioneer shareholders, Energas changed [ "S36 | 188 156 152 34| 159| 161 [ 138

09| #h61 | 3536 | 2282 | 54.39) 4650 | BT | TSW
252 301 303| 39| 373 281 | 9% | 4%
| 03] 147 145 4T| 158 172 | 200
140 144)] 146] 18] tao| (2] 4| 1%

338] 520 &53¢| 575 {CapiGpendingpetsh | G40

6603 | 7952 S54.25| 68.45 |Revenuespersh* 84,35
14| 419 440] 455 ["CashFlow" persh 4.5
184 200} 21¢] 2.20|Eamings persh AP 50
128] 130 4.32| {84 [Dlv'dsDeci'd persh®s 140

fucky Gas Ulillly in 1987, Greeley Gas In
1993, United Cilles Gas In 1997, and ethers.

CAPITAL STRUCTURE as of G10/09
Total Debt $2159.5 mitl, Due [n 5 ¥rs $1360.0 miL
LT Dabt $2169.4mill. LT laterest $115.0mll.
{LT interest eamed: 2,9 telal interest
coverago; 2.8x)
Leases, Uncapltallzed Annual rentats §58.4 mill,
Pfd Stock Nana
Penslon Assets-0/08 $341.4 miL

Oblig. $337.6 mill
Cominon Stock 82,272,476 shs.
as of 7131109
MARKET CAP: $2.5 biillon (Mid Cap)

To5T| 755 | 1276.3 | 1243.7 | 17214 | 19948 | 7695 {38285

209 1228 1431 | 1375 | 1666 1265 | 1990 | 2046 | 2201 | 2260 | 2410 2440 |Book Value persh 26.90

8333 | 9081 | 9230 93.50 |Common Shs Ouls(g? { 11640

TS0 | 13.0 | Bl fighres are |AV0 AR FIE Rallo (7]
188f 1| s} s3] 6] s 86| 73| 84| 8L vawedthe  [Relailve PiE Raflo 55
a1% ] 69% | sewf saw | oson b aon | 4 poazs] 42| amml P |Avg At Divd Ve 40%
6002 | 8502 | 14423 | 9508 | 27009 | 20200 [ 4973 61524 | 56584 | 72213( 5020 6400 |Revenues (fmill) # 9500
20| 22| sei] 507 795 Ba2 | 1358 | 1623 ) 1705) 1403 195|205 NetPrafit ($mif) s
T50% | 36.0% | 37.3% | 97.0% | 37.1% | 314% |37 7% | 31.6% | 35:6% | 28.4% | da0% | 37.0% (incoms TaxRale 3%
a6% | 3n% ) ame] ea% ) aaw | ok | 27w | 26% | 2| 25% | 294 | 2.2% |MetProfitMargh 0%

500% | 481% [ 54.3% [ 539% | 50.2% | 432% | 510% [ 57.0%
5006 | 51.0% [ 45.7% | 46.1% | 49.8% 9 55.8% [ 42.3% {1 43.0%

52.0% | S0.0% | 50.0% [ 50.5% [LongTerm DeblRatia | 42.0%
48.0% | 402% | S0.0% | 49.5% |Common EquilyRafin | S1.0%

BESE | BHZ3 F 13354 | 1300.3 { 15160 | #7225 | 33744 | 3629.2
5% | 65% ) 50% | 6B% ] 62% [ Sa% | 53% | 6.1%

a0Bz1 [ 41723 | 4#470] 4580 [Tolal Caphal {Smil) 5800
B3GR | 41368 | 4365 4575 [HetPlant {Smi} 5850
59% | S5o% | 68% | &0% [Retom on Total Ca

GE%| B2% | D6% [ 104% | 93% | 76% | 85% | 88%
GA% | B2% ) 66% ) 504% | B.3% | 7.6% ) 85% | 98%

B7% | BE% | 5.6% ] 8.0% |Returnon Shr Eqully
BI%{ &b% | 9.0%| 5.0% IRelumonComEquity | 0.5%

NNMF| NME] 23% | §9% | 28% | 7% | 23% | 6%

NMF| 2% | Te% | 2% | TO%| %[ T | Ea%

30% ] 31% | 15% | 15% |Relslned fo ComEg A0k
6% | E5% | 6% | Cf% JADi'ds to et Prof 5E%

CURHWENTPDSNIDN 2007 2008 6U30A09

Cash Assels 60.7 467 125,
Other 1008.2 12384 _670.

Cument Assels 10680 12851 “TH60

Lol

EUSIRESS: Aimas Energy Corporation Is angaged pdmarily In the
distibetion and sale of natural gas ta 3.2 miton customers via sl
regulated naturzl gas uility aperations: Louisizna Divislon, Wesl
Texas Divislon, Mid-Tex Divislen, Mssissippi Dviston, Colorade-
Kansas Division, and KentuckyMid-States Divislon, Combined
2008 gas volumes: 263 MMl Broakdown: 56%, vesidential; 32%,

commercal; 7%, industial; and 5% cther. 2000 depredalion rate
3.5%. Has around 4,560 employees. Officers and dlreclors awn ep-
proximately 1.9% of common slack (12708 Proxy). Chalman and
Chiel Execulive Officer: Robert W. Besl, Incorperaled; Texas. Ad-
dress: P.O. Box 650205, Dattas, Texas 76265. Telaphone: B72-
934.8227. Intemet: www.almosenergy.com.

Accls Payabla 3553 . 3954 2220
Debt Due 1544 2513 4
Other 4100 4604 _422.2
Current Liab. TB19,7 2077 TH443
Fix. Chyg. Cov. 405%  450%  446%

ANNUAL RATES Past Past Est'd 06-'08
of change {per sh]  §0¥rs. 5Ys.  to'f24
Revenues 8.5%

5% 5% 3.0%
“Cash Flow™ 35% 55% 25%
Eamings 25% hU%  40%
Dividends 2.5% 15% 1.5%
Book Value 5% T5% 4.0%

Fiscal | QUARTERLY REVENUES 5 A Full
Jear inecal Mari Jun.sﬁ( ngﬂ!.:!ﬂ Fiscal
2006 Bae38 0038 8632 WG [oiaid
2007 f5026 20756 12182 10020 [58984
2008 f1557.5 24840 16301 14407 [r2213
2000 §7163 18214 7808 7015 [5020
2040 P65 2435 15 1155 |edoo
Flscal | EARNNGS PERSHAREASE | Full
dear 1necaf Mard JundD Sepdn] Hoca
W6 | B 140 22 25 | 200
007 | &7 120 d15 605 | 184
008 | B2 12 d07 02 | 200
w09 | B3 12 42 dod | Z10
0] 30 435 ded dof | 220
Cab | QUARTERLYONTDENDSPADS= | Full
endar |Mar34 Jun30 Sep.30 Dec3i| Vear
05| A . A 35| 125
w06 | A5 M5 35 R 1y

2 32 3 aslin
ms | 325 3 25 3| 13

1 T < R I <

Atmos Enerpy’s core natural gas utili.
has generated healthy earnings of
Iate. That is lar%ely because of an increase
in rates, primarily for the Mid-Tex, Louisi-
ana, and West Texas divisions. But
throughput is being constrained some b¥
diminished censumption from residential
and commercial customers (reflecting diffi-
cult economic conditions),
The pipeline and storage, and regu-
lated transmission and storage units
are performing nicely, as well. The for-
mer segment i5 enjoying expanded mar-
gins arising from gains from the settle-
ment of financial positions associated with
storage and trading activities. Meanwhile,
results for the regulated transmission and
storage operation are being boosted by
higher transportation fees on through-
system deltveries, due to favorable market
conditions. '
It appears that consolidated share net
wﬂlpadvance around 5%, to $2.10, in
fiscal 2009 (which ends September 30th).
Assuming further expansion in operating
margins, the bottom line may increase at a
simlilar rate, to $2.20 a share, the follow-
ing fiscal year.

Finances are in order. An acquisition
caused a mid-decade rise in the debt ratio.
But the company has whittled that figure
back to normal, if at the cost of some dilu-
tion from stock Issuances. A reduced level
of uncollectible accounts, owing to lower
pas prices, is another plus these days.
We believe that more steady, though
unexciting, profit growth is in store
for the company over the next 3 to §
ears, The utility is one of the country's
iggest natural gas-only distributors, cur-
rently serving customers across 12 states.
What is more, the unregulated segments,
especially pipelines, possess healthy over
alt prospects. Excluding future acquisi-
tions, annual share-net galns may be in
the mid-single-digit range over 2012-2014.
On a risk-adjusted basis, these good-
quality shares offer decent total re-
turn potential. The dividend yield is ap-
iaalirﬁ.-mm[pared to others in the Value
fne Natural Gas Utility universe. Future
hikes in the payout, though likely to be
gradual, as in previous years, should be
well covered earnings. Meanwhile, the
stock is ranked 3 {Average) for Timeliness.
Frederick L. Harris, IIT ?S'eptcmber 11, 2009

) Fiscal year ends SepL 301h, (8) Oluled | toricaly pald In eanly March, June, Seph, end | (£] Girs may nt 884 due & Ghangs i shrs | Company's Financial Strength B+
tsh)-s. Exd. fm; Itel'use:')L 89, dzagI 12¢; | Bec. IyDEr. mhvestt{em plan. Dieedt slgldt" pur- E!s!andh'r;ay e Eln:ﬁ's Price Stabllity 100
'03, diT¢: ‘06, diag; ‘01, dzﬁ 02 '09, 12¢. | chase plan svail. Price Growih Persisience 50
Next eqs. mpt. due earty Nav, {C) Dividends his- | (D) In miions, Eanmings Prediclability
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9340 | 10044 | aeo0| 91.30 |Revenues persh 1155
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CAPITAL STRUGTURE as of 6/30/09 49106 | 585 { 10020 | 552 | 10503 [ 12503 | £597.0 [ 16976 { 20216 | 22090 | 2000 | 2100 |Reverues ($mi A 200
Total Debt §522 2 ml. D= in 5 ¥rs $90.0 mifl, 269) 260( 5| P4| 6| 31| 404 505{ 408| 56| 650 680 |MetProfit {fmul) B0.g
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o 9% 46% | ant% | sox% | ax% ) aou i 25% | 25% | 25%) 26%) 32% 29% |NetProfitMargin 205
418% | 455 | 495% | 475% | S04% [ 516% | 40.1% |495% | 453% | 444% | 425% | 45.0% [Long-Term DebtRalle | 47.0%
Lezses, Uncapitalized Annual rentals $.8 mil 57.8% | 54.5% | 50.2% | 50.3% | 40.0% | 48.3% | S1.8% | S04% ) 54.6% | 55.5% | 575% | 55.0% |Commen Equity Ratlo | 53.0%
Penslon Assels-5/08 $248.3 mi. 4885 $182] 51| 5466 | 6050 | 7374| 7079 | /989 | T8M5| 6761 | 925| 535 (Totsl Capital {Srmill) 1375
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as of 7131103 . 5% | 9.1% | 105% | 7.4% | 11.5% | $0.0% | 100% | 425% | 116% | 118% | 120% 1.0%
05% [ &4% [ $05% | 7% ! 116% | 101% | f08% {125% | 11.6% | 11.8% | 120% 11.0%
MARKET CAP; $725 mifion {Small Cap) 0% 2% 1B% | NMF| 3T% | 27% | 31% [ &1% | 43% | 52% | 60% | 45% [Retanedlo ComEq 50%
cunﬁgl_wusmun 2007 2008 6/30f08 | 89 | BO% | 3% | % | T% | TI% | 7% | 50% | 63%| S6% | S3%| 60% ANl Duv'ds to Net Frof 5%
Cash Assels 527 14, 89.1 | BUSINESS: Laclede Group, I, is @ holding company for Laclede  62%; commercial and induslrial, 24%; rmnsporiation, 1%; ather,
Qther Al4% SATD 28384 Gas, which disbibutes natural gas in eastem Missour], inciuding the  13%. Has arotnd 1,807 emplayees. Officers and diveclors own ap-
Cumenl Assels 4873 "SB1.8 TI7ZT| diy of SL Leuis, SL Louls Counly, and parts of 10 oiher counfies, proximalely 7.2% of common shares {109 proxy). Chekinan, Chéef
Accts Payatle 1068 1506 793 Has roughly 630,000 customers. Purchased SMAP Uifily Re- Eweculiva Officer, and President: Douglas H. Yaeger. Incorparated:
Debt Dute 2916 2161 1330 | souces, 102; divested, J0B. Therms suid and lransported In fiscl  Missourl. Address: 720 Ofiva Straet, SL Louis, Missourl 63101, Tef-
Qther 1953 1035 g7.5 | 2008; 1.08 mdl Revenue mix far ) operatk ddentidl, ephone: 314-342-0500. infernel: www.thelacied=group.com.
Currenl Liab. 4737 "412 W01 [t appears that Laclede Group will time, and it appears that trend will contin-
Fix. Chg, Cov. 202% OT7% _ 370% ue. This is b]:gause the service territory.

generate record earnings in fiscal
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2009, which ends on September 30th. The
non-regulated gas marketing unit, Laclede
Energy Resources, is enjoying & healthy
rise in volumes. That has been brought
about by significantly increased pipeline

caf | QUARTERLY REVENUES {§ mill A

ady |Dec.3i Mard JuniC Sepn
3006 |GB3.2 7066 306 2690 |
007 |5386 7008 4579 3233
2008 |5040 7477 S055 4518
2009 |6743 601 3095 us67
w9 1530 570 50 430

capacity and expanded mardg]ns on sales of
natu gas (reflecting a drop in natural
as prices}). Unfortunately, "the utlity,
Eadede Gas, has not performed up to par
of late, stemming pai ;‘frurn a rise in op-
erational expenses. Furthermore, last
year's vesults included certain previous!

Fiscal |  EARNNGS PER SHARE ASF
e 1Dac3 Mardd Jund0 Sep3o] Fiscdl

unrecognized tax  benelits {whis
amounted to abput $0.07 a share).
Nevertheless, consolidated share net may
well advance about 12%, to $2.95 a share,
in fiscal 2009,

But fiscal 2010 may be a down year,
when measured agalnst the strong profits

we anticlpate for this year. Moreover, the
benefit of sharply lower natura! gas prices
may not be repeatable.
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Fiscal year ends Se

g
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endat |WarM Jund) Sep.58 Decd{] Year
005 | 34 M5 345 45 | 138
2006 | 345 355 355 355 141
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048 | 375 a5 3 A | s

The company's 3- to 5-year prospects
look unspectacular. Annual customer
growth for the natural gas distribution
unit has been only around 1% for some

based in eastern Missourd, is in a mature
phase. Laclede Energy Resources has

promising expansion possibilities, given its

proximity to  existing and planned

pipelines, as well as opportunities from

shale development. But tﬁat segment has

contributed just a small portion to total

profits on a historical basis, A major acqui-

sition could help to offset this, but it ap-
pears that such plans are not on manage-
ment's agenda at this juneture. Conse-

quently, annual earnings-per-share growth

could range only between 4% and 5% out
to 2012-2014.

Income-oriented accounts may find

the dividend yield modestly appeal-

ing. Further increases in the payout will
Fmbably be gradual, however. That is

argely because of Laclede Gas' unexciting
expansion prospects.

Total return potential over the 3- to 5-
year horizon looks unexciting, based

on the stock's current quotation and as-
suming minimal growth in the distribu-
tion.

Fraderick L. FHarris, III September 11, 2009
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BUSINESS: Norhwest Nalwral Gas Co. distibutes nalural ges to
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Jal, 28%; industial, g; Won, ard olker,

90 communilies, 662,000 customers, in Oragon {30% of & )
and In sauthwest Washinglon slate, Principal cities served: Parllznd
and Eugene, OR; Vancauver, WA, Service area populatian: 2.5 mill,
{77% In OR). Campany buys gas supply from Canadlan and LS.

d has lranspetation rights on Noeh Pipeline system.

[

65%; as lransp

17%. Employs 1,105, Bardays Global cwns £.6% of thares; of-

ficers and dietiors, 1.4% {4109 proxy). CEO: Gregg S. Kaolor. fc.:
Address: 220 MW 2nd Ave., Porland, OR 07299, Tela-

phone: 603-226-4211, lntemel: www, Lcom,

Northwest Natural's normal-looking

ANNUAL RATES Past

of charge [persh)  10Y) :'?St Efdw?ﬁf;m
3 s, oM
90% 0.0%

first-half results contained some un-
usnal elements. The company shares in

the company plans to pare 50 to 100 jobs,
adding to the 175 it eliminated in the last
two years.
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2397 | 2852 | 26.45| Z7.25 {Revenues pershA 30.00
264{ 277 285] 295 |"CashFlow” persh 215
140 149] 4.68] 1.7 |Earzings persh® 140

89 10y 107

B ZAT| 2 |

P
1199 1289} 1270 {325 |Book Value persh @ 15,05

7323 | 7326 [ 7350 7350 [Common Shs Dutst'g® | 73.00
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Penslon Assels-£0/08 $150.3 mill

Pid Stock None
Comman Siack 72,959,779 shs,

23 of 6/210%
MARKET CAP: $1.8 billion (Mid Cap)

154 157 118 139 136 16.3 17 743 16.7 184 167 1b6 179 192 1arF 18.2 | 8akd nglres are Avgknn'lﬁiﬁiih T80

st| e} se| ar| ga| s8] 1| w| s6] 1ot| s5| saf 85| 1m| 59| 15| Veiedibe  IRelative P Ratio 150

4% | dmit osan| ou| ase| ao%] 4aw] son | asw ) aed | aaw | 1% | aew | sew | aew| aes AvgAmn1 Divdvield | 36%
CAPITAL STRUCTURE as of 4/30/09 6865 B304 | 11078 | &30 | 12208 ( 1520.7 | 1761.1 | 9247 | 17113 | 20881 13451 2005 |Revenues “mﬂl)‘ 2190
Tota! Deht $10290 milkk bus bn 5 ¥rs S160.0mil. | a0l 80| 655) s22] m4| w52 3| wa) 44| veo] 1151 128 |NetPros Sty 140
ﬁ’;&:ﬁi‘;ﬁ-‘ or'-m';:l::;:f;m“-e,  307% | 7% | H6% | 53.0% | 5% | 351% | 00% | H2% | 300% | 354% | 750% | 350% |Incoms Tax Rate 0%
A5 B ) msud va%| e Taw | s ) e7u | s | son | ea%| 53%| 6% ] 6.3% [NetProft Margin 64%

538% | 539% | G24% | 66.1% ] 57.8% | 56.4% | 536% | SL.T%

46.2% | 46.9% | 476% | 43.0% | 422% | 438% | 40.4% [4B.3%

Ab4% | A7.2% | 41.5% | 400% |Long-Temm DedlRalio | 470K
51.6% | 528% | 52.5% { 51.0% [Common EquilyRallo § 51o%

9147 | 8784 | 1069.4 | 10518 | 10902 { 15149 | 1509.2 | {707.8

Otellg. $143.5mEl. | 4470 | to720 | 11947 ] 11505 | 18123 | sese8 | 1ot [ 20752

7033 | 18815 | 1775 ] 1475 | Total Capliaf (St} ]
2415 | 22408 | 2250{ 2300 |Wet Plant (SR 2450

BI% | BI%| TS%; TAN| 6% TA%| B2% | V2%
108% | 126% | 1L7% §106% | 16.8% | 11.4% | 11.5% | 110X

3% M| 0% | LR A% | ATW | 8% | 28%
TERL TW | TOW | BI% ] TN | 6% | o0% | TR

CURRENT POSITIOR 2007
ML)

Assets 7.5
Other 427.8

Curren! Assets

2008 4730709

13.0% | 12.9% | 11.7% | 10.5% [ 15.8% | 10.9% | 115% | 11.0%

8% 82% | 0.6% | &9% [Relum on Tolal Capl ao%
11.8% | 124% | 125% | 12.0% [Relurn on Shr, Equity 125%
11.9% | 124% | 125% | 12.0% |Relum on Com Equity { 12.5% |
35% | 9% | 40%| 4.5% |Relzined o Com Eq 45%
To% | 69% | &% | 65% [ANDds to Hel Prol 654

BUSINESS: Piedmon! Nalwral Gas Company ls pimarly a regu-
lated nafural gas dlstiador, senving over 935,724 custemers In

7.0 20.7
5938 6280 Norh Caroling, Scuth Carolng, and Tennessee. 2008 revenue mlx:

4353 6008 5487 identiat {(35%),

Accts Payable 1436 132,
Debt Dua 195.0
Other 75.9
Cunvent Liab, 3245
Flx. Chg. Cov. 309%

3 84.0
ﬁgg gggg 73.5% of revenues. '08 deprec. rate: 3.2%. Esl

al (24%), industrial {12%), olher {25%}.
Prindpal suppliers: Transco end Termessee Plpeline, Gas cosls:

8.7 years, Non-regulaled operations: sale of gas-powered haaling
egtfipment; natural gas brokesdng; propane sales, Has aboul 1,833
employees. Officers & directors own abaut 1.1% of commen slock
{1209 proxy). Chairman, CE0, B Prasident: Thomas E. Skalns, tne.s
NG, Address: 4720 Piedmon! Row Drive, Charfatie, NG 28210. Tel-

J plant age:

ephone: 704-364-3120. Intamet: www.piedmontng.cam

5815 5118 | Pjedmont Natural Gas has posted a
341% __350% | mixed bag of financial results thus far

ANKUAL RATES  Past

Pasl Est'd'06°'08| in 2009,

earterly safes in the first half

dm‘g:f <h) “;’;’5‘ ?g':'% '°2¥£ declined, year over year, as the weakened
"Cash Flow* 50% 7. 30% | economy continued to weigh on both

Ings 45% 65% 65% ! residential and commercial new construc-
Dhvidends 30n A6 5% ) tlon activities. As a result, PNY's regu-

J4 1 anat Aprd0 Jul3d

2406 (9214 4832 2379
2007 16772 55 2244
2008 [788.5 6342 3547
2009 1779.6 4554 372
20 {790 470 3%0

Fiscat | QUARTERLY REVENUES (§ millyA

lated utility segment has been expedienci-

kst Fu| ng declining customer growth compounded
Year | by rising conservation practices at existing

2822 119247 | accounts. Nonetheless, margins have been
2782 [iM13 widening, thanks largely to lower natural
3T {20804 gas costs, which have more than offset the

nets |Jandi Apr3d Jul3

?iﬁi EARNRGS PER SHARE A8

g‘;g ;3;? rise in operating expenses. These trends
ol resulted in a 10.6% hike in the April-
Al ! period bottom line.

Oct3 | Yeor eantime, slumping demand has put

006 | 84 5 dis
nor ] s 69 diz
008 | 112 66 d10
a1 T 4R
0 | 412 75 doB

d68 | 127] the brakes on many of the company’s
dit | 1408 canital projects. Management has opted

a.18
i3
[ 1]

}"ég to defer its pipeline Infrastructure en-
170| hancement plans that were scheduled to

Cal- | QUARTERLY DIVIDENDS PAID Sa
endar {Mar3{ Jund0 Sep3d Becdy

Ful | markets of No

serve the new l_5‘&15-1’11-:3(:] power generation
Carolina. Moreover, con-

Yesr | struction of the liquid natural Eash storage

years. As a result, PNY is holding off on
construction until 2012, with a potential
n-service date of 2015. These moves ought
to help the company conserve cash at a
time when rising accounts receivable and
E;Eher delinquencies are a distinct possi-

Stiﬂc we have raised our earnings es-
timates for this year and next by a
nickel. The main culprit for the dis-
sapointing 2009 revenues can be augib-
uted to ghe slumping commodity prices.
This trend masks Piedmont's continued
customer growth, a figure that should reg-
ister at about 19%-1.5% this year.
Meantime, lower gas costs should continue
to offset the margin tightening associated
with diminished volumes. Consequently,
annual earnings gains should persist.

These neutrally ranked shares have
sgme appeal as an imcome vehicle.
Recovery potential for the pull to Z012-
2014 is about average [or a utility, But the
recent dividend hike, and relative stability

005 | 205 B .2 9| facility in Robeson County, NC has also Erovided by an ever-increasing customer
wms |3 o4 A2 A 25} been ‘put off. Current customer th base, shines a positive light on this good-
%gg; ﬁ‘é é'g 2_2: g 1% projections in that region indicate this fa- quality stock.

(208 | 95w @ cility may not be necessary for a few more Bryan J. Fong September 11, 2009
F'lsl:aldyear ends Oclober 3151, may nat edd to lolal due to change in shares  §=Dr/d relnvest plan svailable; 5% o L C y's Finanelal Sirength B+
Dirted eamings, Excl exiraordinary Rem: | outslanding, (DB Inchades deferred charges, In 2008; $16.3 | Stock's Price Stabllity 60

00, B¢. Excl. norrecuming T 2. wm%m pakd mid-January, 2 Price Growth Persistence 60

3 ar,

e:
Next eamings repord due eary ﬁw. Quariers
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1993 | 19947 1995 1996{ 1997 | 1998 ] 1999 { 2000 2002 | 2003 | 2004 | 2005 [ 2006 [ 2007 | 2008 | 2009 [2070 | ©VALUELINEPUB, INC]12-14
1703] 1745] 1650F 1652] 16.36] 2080| 4760 2243) 3530 | 2069 | 263 | 2951 | 78| 296 | 3230] 3236| 3I0B5| I1.60|Revenues persh 3635
154 135 65| 1547 &b idd 1.8 195) 180 22| 2A 4 251 351 3.0 348 135| 240 {"Cash Flow” persh 420
| s| m| 5| ss| e 10| toa} w15| 122) sar| 95| 17| 246| 209| =227 248 265 [Eamingspersh A ER
T2 7 T a2 .12 12 13 .1 i B 82 BE 92 101 1.1 1.20] 128 |Dlv'ds Decl'd per sh Buw 1.50
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{Tolal interes! coverage: 8.4x)

fenslan Assets-12/08 $88.3 mil,

Pid Stock none

as of 83109

Oblg- $142.7 ml. " d059| 4435 | 5162 | 5125 6084 | G7o0 | 1103 | 8043
Common Stock 29,796,232 common shs.

MARKET CAP; $1.0 blltion (Mid Cap)

rar| rml 7| eos| e43| ems| ew| 75| 7et| 67| 4026 | 1241 | 1as0| 1595 1625 1733 | fe6s{ 19.35 |Book Vale persh © 2275
51| Zi43] | 215T| 2054 | 2956 2730 | 23001 29.02 | 2941 | 7546 | 2006 | 7088 | 2093 | 2UGT| 283 | 30.00| 3100 |Common Shs Quisty P | 3160
BE| Wi 1ZZ| (33| 1a8| ZiZ| 133| 30| Wh| 158| 33| WI| 166] 118 12| 135 | Bcw nglresam |Bvg ADRTPIE Ralo FLE]
S s 2| ss| a#0| 4] 6| as{ 0| M| ge| 4| 8| £4| 81 95| VawdUne  |Refafive PIE Ralic 45
son| 1% | 7% | 6% | 6% | EI%| SA% | s2% | ame | as% | e3% | am | oaow | ao% | zew | arm| ST |AvgAanlDivid Yied 35%
?ﬂ“‘ﬂ"‘éi’,ﬁ’,ﬁ‘;""’m"é”’“’; " 25| 5959 | 8373 | 605 | 6968 | Bied | 8210 | 9314 | 9564 sEeo| 428|980 [Revenues ($mill 1200
otal Debt $496.4 mill, Dusin S Yes $228.8 ), 720) 247] 268| ®A| M| 430 486} 720) G618| 67| 700 80.0{NelProfit {Swmill) 100
LT 0ebt $2327 mil. LT laferest $15.0mil. T20% | 534% | 422% | 414% | J06% | 409% | A15% [A03% | 419% | 41.0% | 380% | 40.0% {Income Taz Rata T

56% | 48% [ 22% | SB% | 0% | S52% | §3% ) 7%

65% | TO0%} 7.6%| 8.2% |NetProfit Mzrgin 83%

S3.8% [ 54.1% | 51.0% | 5356% | 0.8% | 4Br% | H.0% 4%
J.0% | 376% | 35.9% | 46.4% | 49.0% | 51.0% | 55.1% | 55.3%

42.7% | 382% | 38.5% | 40.0% [Long-Tenw Debt Ratio | 35.0%
51.3% | 60.8% | 61.5% | 60.0% |Common Equily Ratio | 20%

533.3| 5622 | GOT.0 | 6666 | 7483 | 7908 | BYT.3 | 9200
Ta% | T4% | 6a% | 7% | 7a% ] 7.9% | EI% | 10N
7% | 120% | AZ0% | 124% | 11.5% ) 124% | 124% | 16.3%
10.6% | 14.8% | 12.8% | 125% [ 11.6% | 125% | 124% [ 16.3%

a0 BE0| 810| 1000 |Tolal Capltad {$millj 1210
948.0) 9826 f030 | 1075 | Nel Plart (Sl 1250
86%) 85% | B5%| 0.0% [Retum on Folal Capl EX 3
128% | 13.1% | 12.5% | 13.5% [Refurmon Shr.Equity | 13.5%
13.5% |Refum on Com Equity | 13.5%

A7% | 18% | 5% | 47| 0% [ G9% | o.2% | 10.2%

Fix. Chg. Cov. 476%

CUR‘I}HENT POSITION 2007 2008
Cash Assels 11.7 58
Other 66 4283
Currenl Assets 3283 4351
Accl

T S v S
Othy 108.7 1421

o7 .
Current Uab. 283 AGI5

598%

63009 | TZ%7 E7% | TE% | 6%} ST} S2% | SO% | %

6.5% [Retalned to Cam Eq 6.5%
8% | 49% | &%) 53% [Al Div'ds to Nel Prof 50%

5.0 | BUSINESS; South Jersey Indusidas, Inc. Is a holding company. lis
3514 | gubsidiary, South Jersey Gas Co,, distibules natual gas bo

Indude: Seuth Jersey Energy, Sowlh Jersey Resources Group,
Marina Enetgy, and Scuth Jersey Energy Service Plus. Has 602

3574 | 340,136 customers In New Jersey's south Ees, which

1607 | covers about 2,500 square miles and incledes Atantic City. Gas

{357 | revenue mix "08: residential, 46%; |, 23%; tog )i
3673 and electric generafion, 6%; Indusiral, 25%. Non-uliily operations

ployees. OfJdiv. conlral 1.0% of com. shares; Barclays, 7.5%;
Keeley Assel Management, 5.6% (3/09 proxy). Ghvma. & CEQ; Ed-
ward Graham, bncarp; NJ. Address: { South Jersey Plaza, Folsom,
L 08037, Tel« B33-561-8009. Internet www.sfindvstiles.com.

ANNUAL RATES  Past
of thangs (per <h) tl;nn.% 5

Revanues
“Cash Flow"
Eamings 11.2% 13

Dividends 35% 5
Book Vaive 80% 1

3.0%
B.5% 100%

0%
0%
0%

834% | South Jersey Industries posted a flat

fast Est'd'06-'08| top-line comparison and lower share
®1H | earnings for the second quarter, Eamn-
50% |ings declined moderately at subsidiary

55% | South Jersey Gas in the recent interim.
;.ga Lower interest payments were more than
offset by higher pension expense and an

cal- | QUARTERLY REVEHUES
endar |Mar3! Jund0 Sep.dD

{§miL)

Dec.d

Full | increase in other operating costs at this
Year § business. Meanwhile, significantly copler

2006 {3726 1518 4647
2807 | 3684 A7 1562
2000 13481 358 2104
2608 | 3622 148 150
2010 | 365 60 170

783
285

9314 temperatures during the period resulted in
954 | lower air conditioning demand and
920 | reduced earnings at the on-site energy
85 | production business, Marina Energy. The
980 | Asset Management and Marketing busi-

Cal- EARMINGS PER SHARE A
endar [Mar3f JundD Sepdd Bec.dl

Ful | ness also posted an eamings decline for

2005 | 1.06 20 .51
007 | 130 21 doS
2008|132 2% o
2003 | 146 A5 05
2010 | 145 25 A0

&9
63
67
4
85

“Year | the quarter.
246| The company has attractive prospects
209 for the coming years. Customer growth
22| at South Jersey Gas has continued at a
2401 gready clip, despite weakness in the
broader economy. Natural gas remains the

cal | GUARTERLY DIVIDENDS PAID o»
endar |Mar3{ Jund0 Sep.30 Decd

full | fuel of cheice in the markets served by the
Yesr | utility, and SJG contlnues to see sig-

resltflts from the nonutility operations, as
well.

South Jersey Gas has filed with the
New Jersey Board of Public Utilities
to reduce rates bg' 20.2%. The approval
of the Basic Gas Supply Service (SGSS)
petition would allow customers to realize
significant savings, and provide an incen-
tive for homeowners to switch from oil to
natural gas. The BGSS clause allows
South Jersey to pass along increases and
decreases in gas costs directly to con-
sumers. The company's ability to secure
lower-prited gas has allowed it to provide
customers with the lower rates.

Shares of South Jersey Indusiries
have slipped ore notch in Timeliness,
and are now neutrally ranked for year-
ahead performnance. Looking further out,
we anticipate higher revenues and share
earmnings at_ the compangr by 2012-2014.
Moreover, SJI scores high marks for
Safety, Price Stability, and Earnings Pre-

2005 | -- 23 213 4% | 86| nificant interest in conversions from other dictability. But from the present guota-
2008 { -- 225 225 40 92| fuel sources to natural gas. Its recent gas don, this issue has below-average, ough
2007 | -- M5 245 615 | 101| main extension project, along with aggres- reasonably well-defined, total return
g | -- 20 20 568 | L) sive marketing efforts, should benefit the potential for the coming years.
w09 |- 205 208 utility going forward. We anticipate solid Michae/ Napeli, CPA  September 11, 2009
Based on GAAP EPS 2006, eco- | disconl. ops.: ‘89, (S0.02]; 00, {$0.04). ‘01 Div'ds pal o Com 's Fnanclal Sirength B+
o o sy oy oo A:'n § mg‘duSlahlﬂly 4 100

nomic eamings thereafter, EPS: 07,

$2.1¢; '08, $2.50. £xcl. nenracur, gain flossk
*01, $0.13; 08, $0.31. Exc! galn (losses) rom | due o
© 2009, Value Line Pﬂ%. nc. Al
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SOUTHWEST GAS wrse

mie 23,98 o

Mo 13,5 (e ) e 0,845

4.1%

Pid

%)
Lezses, Uncapilziized Annual rentals $6.0 mill
Panston Assels-12/08 $342.9 mil,
Oblig. $556.9 milL

Stock None

Commeon Steck 44,822,456 shs.
as of T130f05

MARKET CAf: §1.1 hillfon (Mid Cap})
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(Tl aras caverage: 2.2 Hme a7 | arn| 2w | 205 | 3% | 4o% | ze% P 4om | asn | 2e%| ddn | 4.6% [Net Profit Margin 44%

60.3% | 60.2% | 56.x% | 625% | 65.0% | 64.2% | 63.B% | 60.6%
35.5% | 35.8% | 30.6% | 341% | 34.0% | 95.8% | 36.0% | 304%

16247 | 1489.9 | 14175 | 17483 | 16516 | 1965.6 | 20760 | 22878
15811 | 16861 | 18255 | 1979.5 | 2175.7 | 2335.0 | 2489.1 | 2668.

48% ] 46% | BI% | 4% | 42% [ 50% | 43% | §5%
TO% ) 65% | 6O0% | 5B% | 6% | B3% | 64% | B9%
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Olher 4705 _411.7 2325
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%] % TI%| V0% AN 49% | 85 | d2%

58.1% | 55.3% | 5.0% | 50.5% (Long-Terms DebtRaflo | 49.0%

73407 | 23233 | 2350|2475 |Total Caplta) (Seall) w0
28453 | 20833 | 7050) 3950 et Prant (Smill} 3600

£1.5% | 44.7% | 49.0% | 49.5% |Common Equily Ralio | 54.0%

55% | 45% | S04 5%
5% | &8% | ToM| TN
05% | 59% ) 7.0% | 7.5% Relurn on Com Equll
AB% | 21%| 304} 5% [Relatnedto Com Eq 40%
%1 63%| S% | 52% |ANONds taNet Prof 50%
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BUSINESS: Southwesl Gzs Corpotation s a regulated gas dis-
tibutor serving approxmately 1.8 milion customers In seclions of

therms. Sold PriMerit Bank, 7/96. Has 4,732 employees, O, & Dir.
own 2.0% of comman slock; T, Rowe Price Assodates, ., 7.0%;

Adizona, Nevada, and Calfemla. Comprised of wo bust sage

Bardlays Glabal Investors, 6.8%; GAMCO fvestors, bc., 6.4%

ments; natural gas operallons and consiruciion services. 2088 mar-
gin mixc residental and small commercial, B6%; large commercial
and Industrial, 5%; lransporiation, 8%, Total throughptt: 2.4 bilion

{309 Praxy}, Chalrman; James J. Kropld, CEQ; Jeffrey W. Shaw,
Inc: GA. Address: 5241 Spring Moun'aln Road, Les Vegas, Ne-
vada 89146. Telephone: 702-876-7237. Intemel: www.swgas.com.

Accls Payabia zzu 7 191 4 su u
Debt Dug

Olher zsn 1 255 7 :mz u
Cument Liab. 873 TH088 TAT6.0
Flx. Chg. Cov. 229% 224% 233%
ANNUALRATES FPast  Past Est'd 06703

olch 01l SYs XM
Ravmgu ) 60%  45% 0%

Southwest Gas reported unfaverable
top-line performance for the second
quarter. The recent recession stymied

seeking an improvement in rate design.
Specifically, SWX wants to implement a
decoupled rate structure that would allow

h 1
a5 3 tustomer and resulted in lower it more freedom in pursuing customer con-
W ﬁ& 9.0;2 4.5;‘( usage, On the bright side, rate relief in servation opportunities. This follows
EM?‘B\",’:; 4'2% gga gggg Arizona and California (dlscussed below) recent prior rate case settlements in Cali-
- hdl - : supported results. Consequently, the com- fornia and Arizona.
Cal- | GQUARTERLYREVENUES($uil) | Full | pany's share loss of $0.01 compared favor- Investors should be mindful of several
endar {Mar3! Jund0 Sepd0 Decdf| Vear ahly with the prioc-year tally. Losses are caveats, Warmer-than-normal tempera-
miE 16768 4209 3618 o (07| cormon during the second and third tures during the winter months can hurt
007 17937 4268 318 6603 |21521| quarters, owing to the seasonal nature of performance at Southwest Gas, In addi-
2008 {8136 4413 3744 5094 |17 | the business. Looking forward, we expect toen, the company will probably incur
209 | 5898 3876 25 4415 (1800 | Jower revenue and a normal-sized share greater upemtm costs as It continues te
20 [730 410 510500 (1950 | Jgss for the third quarter. Earnings com- and, and profitabllity may suffer if rate
cal- EARNINGS PER SHARE fun | parisons ought to improve In the fourth relief cannot eep up with rising expenses,
endar |Mar3] fund0 Sep3) DecH| Yesr | guarter, assuming a better operating envi- The pace of customer growth should
2006 [ 195 02 d26 141 | 18] ronment and greater cost control. Overall, pick up in the future. That's assuming
007 | 147 401 d22 101 | 185| we anticipate lower revenue and higl her economic conditions In Southwest's service
008 | 104 406 d38 7| 133 share earnings for Southwest in fuli-year areas improve in the coming years. As a
gg:: 1‘12 an 535 ’gg ;-75 2009. Bottom-line growth may well contin- result, we anticipate higher revenues and
5 NE_ 30 I 8] se next year. share earnings at the company by 2012-
cal- | QUARTERLYDMDENDSPAD®= { pul [ The cempany is awaiting a rate case 2014. Moreover. income-oriented investors
endar {Mar31 Jund0 Sep.30 Dec3H| Vear! decision from the state of Nevada. may find the stock’s msg-ects for dividend
005 | 208 05 205 205 | .82] Southwest is seeking a $30.5 million rate growth attractive. g:tt om the present
2006 | 205 205 205 05 821 increase to compensate it for higher opera- guotation, this neutrally ranked equity
07 | 205 215 215 215 | #5 ting costs in that state. The request asks ?eatures about-average total return poten-
008 | 215 225 25 .25 | {83 that the new rates take effect at the be tial for a utility,
s | 225 6 278 ning of November. The company is also Michael Napoli, CPA  September 11, 2009
Based on avg. shares outstand. 1hl1-l '95 ops.: '85, T5¢, Tolals may nol sum due to vestment and stock purchase plan avail, Gom any's Financlal Gtrangth 8
u,'sn B¢ 2, (104} ' (11¢£‘us 7i. Ind. ber ENM " repmmmpaeiffw 'rfywm {6} b mifors. gs'lu:n Gro%: Is’t:ris'lslgncn 1052
ns&d wm:‘ﬂ X mbz 15 fom disc. ' Eamlngs Pndlctabﬂlly 70
'IHE PUELISHERE %muslmg%snmv Fm m‘ it b s et et il byt mfﬂum:na TO subscnhe Call
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851 140 2r| 15| 127§ 2| V3| e[ 1T T WA W3] 7| 55| 166 137 | Bold fglres srs |Avg ANNTFIE Rallo [
2 82 85 J2 J3 89 k] 85 J5) 1% i) 15 I8 B4 A2 85| Velvelloe  |Relativa FIE Rallo 100
s3%| sl 61%) 54%| 50% | 45%] 8% | 4B% | 46% ] 4B% { 50% | 46% | 42% [ 458 | 2% ] 4% estogtes | ayy Ann'l Div'd Yield 40%
CAPITAL STRUCTURE a5 of 6730109 g721 | 10344 | 1446.5 | 15848 | 2064.2 | 20896 | 21863 | 26370 { 26460 | 26282 | 2660 | 2745 [Revenves (§milj4 2880
Total Debt §728.7mil, DuelnSYrs$2645mM. | gaf| o46| 898 | B57) 1123| 080 | 48| 950 1028 228 ( fai| 130 [NelProfil (Sml] 135
('f,r'}:l‘:::f;mivs o }l;;,"‘l;i';‘;?;jegmé_ To0%, [ .1% | 30.6% | T.0% | 36.0% | BT | aT4% | 20.0% | 30.1% | 37.1% | JT0% | 3704 |income Yax Rate J60%
2 FSIK 9 | gam) son | so% | as% | Sew | 476 | s | asw | asn| 47%] 47| 4% [Net ProfitMargin T
Pension Assels-BI08 $588.2 mil, TI5% | 43.4% § 41.0% | 45.7% | 43.0% | 40.6% | 395% |37 0% [ 97.5% | 35.0% | 365% | 355% [LongTerm DebtRatio | 340%
Oblig. $5005 . | 56.0% | G4.0% | 56.3% | 524% | 54.9% | 57.2% | 5a.6% [ 60.4% | 60.3% | 62.4% | 620% | 62.0% |Common Equity Ratlo | 64.5%
Preferved Stock $28.2 il PIé, Bivid §9,3mil. 2185 1209.2 | 14008 [ 14625 | 14549 | 14436 | 14781 | 1526.1 | 16254 [ 16795 | 1788 | 1630 [Tatal Capltel {$mill} 040
1402.7 | 14603 | 1599.7 | 16068 | 18749 [ 15156 | 19697 | 20679 | 21504 | 22083 | 2325 2420 [Net Plant (Smil 2720
Common Stock 50,141,229 ghs. CTAR| 9% | 9% | 50% | 1% | BI% | 85% | 6% | T6% | 64| Be%| BO% i on To Gl | 80%
as of 731103 oT% | 0% | 0% | 1ot b 1A | 116% | IRT% | 104% | 102% | 114% | 115% | 11.0% |Relum on Shr. Equity 10.5%
00% | 117% | 11.2% [ 1% b 0o | 107% F120% |103% | 104% | 11.6% | 12.0% | 11.5% [Retumion Com Eqully | 11.0%
MARKET CAP: $1.7 billan {Mid Cap) 8% | 3i%| 38%| N GO 4R | 46% | 32% | 35%| 50%| 45% | 4.5% [RelzinedloComEy [
cuaﬁﬂrrnsmon 2007 2008 69003 | g% | e3% | ET% | vk | %% | 5% | e | 6% | 65%| ST%( &% | 59% |AIDWdstoNetProl 5%
Cash Assels 4.9 6.2 6 | BUSBNESS: WGL Holdings, Inc. is the parent of Washinglon Gas  vides energy related producls in Lhe O.C. melro area, Wash. Gas
Other 5688 7361 6532 | Light, & nalwal gas distibalor in Washinglon, D.C. and adjacenl Energy Sys. designsfinstals commY heating, venfilating, and alr
Currenl Assels 5737 7423 B | greas of VA and MD to residentl and comen] users (1,053,032 cond. systems. American Cantury Inv. own 7.1% of common stock;
ggasnﬁjﬂgable %g-g %ﬁ'u‘) gg“?-g melers). Hampshire Gas, a federally tequlsted sub,, opersles an  OITJdir. less than 1% (1103 proxy). Chrn, & CEQ; JH, DeGraflen-
Other an b I8 undergmund gasstorage faciity In WV, Nomdegialed subs: ekl inc: D-C. and VA, Addr: 1900 H St, NW. Wastinglon, D.C.
Cixvent Liab, 2577 “7485 —5man | Wesh. Gas Energy Svos. sells and defivers haliral gas end pro- 20080, Tel: 202-624-6410. intemnel www.wylholdings.com
Flx. Chg. Cav. 432%  490% 500% | WGL Holdings posted a mixed bag of torically and seasonally slow for WGL.
Qﬁmmipmgs 1]::5{ si’gsl Esit;dﬁ';m’ina ﬁnanaial results t‘o:; the off-peak June Nuner.hele.si. considering all that hap-
2ng0 (per 15 15, ! eriod. Top-line volumes fell approxi- ened in the past year, the company ap-
Bevenues So% Mk IE Fnately 8% Pover that time frarngp This pears to be in £l ghape. pany e
Eamings Zo% 40% 40% | stemmed from weakness at the regulated e LNG peaking facility is going to
ng(e\:}dls l-gﬁ 1%% i—ggg utility segment, which has been dealing take longer than expected to be com-
i : i : with lower natural gas consumption and pleted and put into service. That
Fiscal | QUARTERLY REVERUES(fndl]* | Full | some equipment cost issues. On a brighter project will be used to support customer
237 Ioecdt Mardl Jun3U Sep.30| Wer| note, the retail energy marketing division growth and maintain the pressure require-
3606 | 029 10645 3468 5236 |26378| got a boost to its revenues and earnings ments of the distribution system in Chil-
2007 | 7329 14188 4615 3257 {26460| contributions from higher natural gas and lum, MD. It was planned to be in service
2008 | 7516 10700 4647 391812637 elecericity marEins. On the efficiency front, by the 2012-2013 winter heating season,
2009 | 6245 10409 4210 J70642660 | panagement has been performing well but due to regulatory and legal issues, the
20 | 830 1050 445 390 2715 | Operating expenses declined 90 basis following year is more likely.
Elscal]  EARNNGSPERSHAREA® [ Full | points versus the year-ago perfod. This These top-quality shares may appeal
Ends |Dec3! Mard{ Jun30 Sepd8| Yeir| stemmed from lower labor and benefits ex- to income-oriented accounts, as th:(
006 | &5 147 db7  di5| 185} penses. All told, the bottom line advanced offer an attractive dividend yield, ical-
007 | @ 1 .2 43| 260} picely. ly, too, they proved much less volatile than
W B 8 96 dAH| 24| We Jook for the company to register a the broader market during the recent
;g?g }E }E_g }; 5;? % mid-single-digit earmings hike this turmotl. This partly stems from WGL's
- L : year. The decent gains experienced earlier large government business in the DC
Cak | CUARTERLYDNDENDSPADCw | Full | in 2009 will prabably be offset by a larger metro area, which has been less affected
endar {Mar3! Jun30 §ep.30 Dect| Year| share deficit in the fiscal fourth quarter. by the economic downturn. These benefits
2005 | 425 33 333 333 | 132} Despite the widening margins and sclid are evident in the equity's top-notch
2005 | 233 339 238 338 | 1.3 perf];nnance from the retail energy and Safety rank, and high mark for Price
a7 | 34 M M | 13| design build segments, demand at the Stability. But appreciation potential is
08 | 4 3 36 36 t 142| mainstay regulated utility business may subpar for the pull to 2012-2014,
e | AN be soft. Also, the September period is his- Bryan J. Fong September 11, 2009
'AlFlsc:ldywselﬂSszm ‘may nat sum to falal, due lo change In sheres | vesiment plan avalable. Company's Financlal Strength A
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disconfinued operalions: 06, (15£) DUy egs. . August, and November, = Olvidend rein- | {E) in millions, adjusted for stock spil Earnings Predictability
© 2004, Value Line toc. AR tighs eserved Fachal mateal ks ottaked hom befieved |a be relable erd s powded witout wamantes of sy ked, SRR ST
THE PUBLISHER 15 HOT R LE¥OR ANY ERRORS OR OMISSIONS HEREIN, This s sty for subscriber's v, o comen S el To subscri
of ¥ may b repeadooed, tesolé, sysed o ansmtied b any grivted, secronic of olher foren, o wsed ko Generaling e marketing any prinied or decironk sendca or produc, IR

Schedule FJH-21
Page 32 of 55

Schedule FJH-14
Page 10 of 11
{(UPDATED)



000000000000000000000000000000000000000000

RECENT PE (Tuﬂing: ﬂ.l.) RELATVE DieD [
SOUTHERN UNlON NYSE-sUG mice 19,30 |wio 10,5 (ieas: 260 perario 0.65]o 31 ﬁ)
[ 184| 184] 23.2| 218| 176] 170| 238] 262] 238| 355| 20.8[ =13
VIRELINESS g et | (F| 155) 1331 J05| 45| 88| 104| 67| Za] 28| 23| o8| 116 T s PaoTs
SAFETY Hea 22500 Eﬁgﬁﬁm P g . . ®
TECHNCAL 3 Lverdunig |-, Relita price Suergh
BETA 105 (V.00=Markey &M-st 133 — gg
| ZEWPRORECTIONS e o recession 1
Prce  Galn ﬁulu% Latest begen 1207 M : N 0
Hgh 35 {+80%) 19% it P 2
low 25 {+30%] T0% ot . 20
Thsider B ; !l"-]#hllu Hl ’ o Gl i 15
ORCJFMNAN S Al I '||"“ b l|| i
whoy 220100200l 27 = Ll It 10
Olans 0000000 0QOf | ~ Sk TS T N | 15
000D 0DDOGG O[T LA A . T % TOT.RETURNEOS [
Instituticnal Dacislons i I | i THE  VLARMH,
e 1o Parcemt 12 4 STocx o
W 1840 s B Ty, 210 44 [
] 1 ay, .29 o4 [
b st sy ooty | 0 4 L sw. nr ma

1999 [ 2000 [ 2001 [2002 | 2003 | 2004 | 2005 | 2006

2007 [2008 [2009 | 2010 | ©VALUE ENEPUB, IKC] 12-14

01003
122
)
50D
1895 | 196717998
1651
143
5

566 1042 1289 o4 1889 1473 ] 1588 2ov7| 2030 4475 | 222 | 1785 | 1954 | 2044 | 45} 2000| 25 Reverues per sh A nxs
58 A2 130 143| 12m] 12r) 1s| ts4] tref 12| 2m) 2n | 29| as| 3| 35| 370 |*CashFlow”persh 10
2% 26 A3 43 3 28 20 {9 56 STY 124 1581 1331 (75| 81| 75| 200 [Eamings pershA® 215
e . d O b el e e e ] | el e 45| 0| se| 63 |DivdsDecTdpershow | 89
L I Y R T T T8t TaF| @ 20| 249} J% | 486| 475 380 299 Capiopendingpersh | 340

547 sgs5f aar| ass| 0| 74| 7as] a40s| 142 1078 942 | 1274 | 1443} 520 | 1596 | 13.47) 1940 20.55 {Book Valwe persh & pik

e | W] | 3769] 355| 3028] 4109 | B230| 6483 5357 | 056 | G40 | 11563 | 11807 | 123.17 | 12400 | 125.00 | 127.00 |Common Ghs Oulslg™ | 13200
TSI Y| aa TS| e Ai{ e8| B[ WO 134| 10| 155| 15| 125 | ok fgfrosare |AWgAnnTFIE Rallo (13
M1 13 B BE] 122} 185] 34| As:] 448| 181| 1@ k| £0 23 k] J|  Velealios  IReialive PIE Rafio 3
Pl b e e e e e e e e el e ] esn ] 2w ™ JagAnotDiviYied | 21%
"CAPITAL STRUCTURE as of 6/30/08 6052 | &31.7-] 193228 { 12005 | 11885 | 18000 [ 20194 {2402 | 26167 | 20943 | 2500| 2700 |Revenues {$mil} A 065
Total Debt §3619.0 mill. Dus In 5 ¥rs $1270 ml. 104] 14| 128! 66| 437 | 1140 s057 [ 271 ] 27| mag| 205] 275 | et Peofit (il 05
gﬂ;{;‘nﬁg mih LTiterest 185wl {TOSKT OO | W3R | 76 [T | UK Z60K [305% [ 4% | TAT | ITER | IE04 Income T Rate T
e el %] ta%| g%l zew) amw | ea%d o | 9a% | 8% | 5% | 94% | 1025 |Net Profit Margia 1005
(m%dc:f]) B2 0% | 53.1% | 65.0% | G33% | 6a.0% [ &3.0% | 525% | G6.0% | 513% | 510% | S7.4% | G8.4% [LongTemn DeblRalo | 52.5%
Leasas, Uncapliallzed: Annual rentale $21.4 mill. | 35.0% | 46.9% | 33.6% | 367% | 3504 | 30.2% | 41.5% 384% | 38.2% | 40.0% | £1.0% | 40.0% JCommon Equliy Rati 41.0%
Penislon Agsets-12/08 §102.4 mil. 7020 | 15696 | 21515 | 18676 | 2692.1 | MA16.6 | 39032 | 47401 | 6966.1 | 56254 | 592¢] 6525 |Tofal Caplial (Smil 1835
PIL Stock $1150 . pog MTZmL | 103 | 14872 | 4563 | G54 | 3448 | 22005 | MBS | 4584 | 51023 | 5aSTD | G7S0 | oo 6780
) (Zl% quap'li %) 23% 1) 26% ] 43% ] 33% | da% | 65% ) 65% | GA%| BO%Y 60% | 60X 1l £.0%
Common Stock 124,056,652 shs. 5% 1 LG% [ 1.5% | 5% | 47% | &0% [106% | 106% | 104% [ 0.9% ] 10.0% Return on Shr. Equity X3
as of 7131109 3s% ] 1% ) 4% 53% | 47w [0 | 11.0% [ 11.0% | 10.7% | 10.4% | 10.5% | 11.8% {Retumn va Cem Equl 10.0%
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Gash Assets B.7 43 152 | BUSINESS: Scuthem Unkn Co. owns and cperales essels in the  Services 406, Sald Rhode Istznd operations 2/08; PG Energy 1105,
Receivables 3585 3274 2073 | requisled and umveguialed natural gas Industy and |5 pimadly Owns 100% Inlerest In CCE Haldings. Has 2,412 employess, OF
iverory (Avg €s) 2638 3378 2341 | engaged in the transportalln, slorage, end disiutlon of nabural - ficers & directors own 10.3% of stock (409 provy, Chilrnan, Pres-
Current Assels 8085 Toso4 —Tz261 | 985 Serves about 560,000 resideniial laf, and industrial ident & Cbief Execulve Officer: Geoege L. Lindemann. Ines
#ccts Payable 3363 2468  16G.4 | Cusiomers Through lts Missourt Gas Energy and New England Gas  Del Address; 5444 Weslhelmer Road, Houslon, TX 77055
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23! A op-Hne volumes declined more than higher expenses associated with repairs
Schange fperst] WY e, WM | during the June interim. This stemmed needed as a result of last year's hurricane
*Cash Flow” BO0% 1404 45% | from = substantial downturn at the season. and capital expenditures related to
mﬂgg‘ 120% 305% 1?-95‘ Gathering and Processing segment (G&P), projects not yet put into service, will prab-
Fiook Valua 120% G0% Fo% | @s that unit dealt with lower realized com- ably continue to offset a portion of the

endar |Mardf Jund1

Cal- | CUARTERLYREVENUES(Smll}r | gunl

Sepdl Dec.3i| Year

modity pricing for both natural gas and
natural gas liquid, Meanwhile, the Trans-

2006 |547.2 5524
007 17802 SBA
2008 19527 7118
2009 6837 4530
00 |720 505

6644 6762
5255 7229 126167
65,3 6733 (23943
§50 7123|2580
700775 p2roR

portation and Storage unit (T&S) revenues
eked a bit higher, registering a 2.5% in-
crease. But that division is still feeling the
effects of damages incurred to its Sea
Robin pipeline system as a result of last

endar |MaeH Jun3d

Cal- | EARNINGSPERSHAREA® Full

Sep.30 Dec.3f| Year

year’s Hurricane Ike. Consequently, T&S'
volumes have been slow to advance, and

2006 | 60 1D
2007 53 39
2008 4 43
008 | 52 3B

2010 | &0 48

[T TH L]
M 49 ) 1TS
23 41| 18
A Sf s
S 55| 200

malntenance costs were higher than
anticipated. Still, the company has been
successful in its cost-cutting initlatives.
Pespite the slumping volumes, marﬁlns
have been widening, which has helped to

cal- | QUARTERLY DIVIDENOS PAID s Full

Sep. 30 Dec.d| Year

moderate the erosion of earnings. None-
theless, share net fell more than 18% dur-

endar {Mar3d Jun0

ing that time frame. Thus,

cost-cutting efforts, at least for the time
being. But reduced competition and lower
ricing will eventually begin to equalize,
ringing supply and demand back into
balance. Thus, SUG’s top and bottom lines
will probably begin to recover next year.
Multiple infrastructure enhancement
Frojects augur well for the bottom
ine. The Trunkline LNG facility was lik-
iye In service by the time this report went
to press. And the Florida Gas Transmis-
sion Phase VIII expansion pught to follow
sult, sometlme in the spring of 2011.
These neutrally ranked shares have
some appeal. Even after advancing al-
mast 15% since our June review, the equi-
ty offers respectable 3- to S-year recovery

005 | -- - YR - | We trimmed this year's earnings es-
potential for a utility company. Meantime,
ggg -1.(! }g 1?] :g 'ig timate by about 5%, to $1.75 a share. the solid dividend yleld may appeal to
2008 | 45 45 i5 15 ‘gp| This stems from customer conservation income-seeking accounts.
’ ‘ K ' and slum commodity prices that will Bryan J. Fon, September 11, 2009
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December 3{st beg. ks 2005, (B} Based on | Qtly egs. may not sum due to chenge In shares | div'ds pald Januaty, Aptl, July, end October. w | Stock's Price Stabilty &5
diuted sharas, Fxckidas nan-recuming %Er caunt. {C) In msillons, edj, for spils, (D) Anmuat Dividend Reinvestment plan avallable. (€} Indl. | Price Growth Perslstance 85
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Missouri Gas Energy
Indicated Common Equity Cost Rate
Through Use of a Risk Premium Model
Using an Adjusted Total Market Approach

Proxy Group of Nine Value

Line Natural Gas Distribution Southern Union
Line No, Companies Company
1. Prospective Yield on Aaa Rated
Corporate Bonds (1) 5.60 % 560 %
2. Adjustment to Reflect Yield Spread
Between Aaa Rated Corporate
Bonds and A Rated Public
Utility Bonds 0.50 (2 0.50 (2)
3. Adjusted Prospective Yield on A Rated
Public Utility Bonds 6.0 %* 6.10 %~
4, Adjustment te Reflect Bond
Rating Difference of Proxy Group 0.18 {3) 0.54 (4)
5. Adjusted Prospective Bond Yield 6.28 6.64
6. Equity Risk Premium (5) 4.66 5.98
7. Risk Premium Derlved Common
Equity Cost Rate 10.94 % 12.63 %

* Actual Moody's A Rated Public Utility Bond Yield for August 2008 is 5.71%.
Notes: (1) Derived in Note (3) on Page 38 of this Schedule,

{2) The average yield spread of A rated pubilc utility bonds over Aaa rated corporate bonds of 0.50%
from Page 37 of this Schedule,

(3) Adjustment to reflect the A3 Moody's Bond Rating of the Proxy Group of Nine Value Line Natural
Gas Distribution Companies as shown on Page 35 of this Schedule. Normally, Mr. Hanley would
take 1/3 of the spread between Baa and A2 Public Utility Bends (1/3 * 0.78% = 0.26%) to reflect the
risk of the proxy group. However Mr. Hanley believes that the current spread between A2 and Baa2
rated public utllity bonds are not representitive of the long-term and will utilize a normalized spread
of 0.54% between A2 and Baa2 rated public utility bonds based upon a weighting shown on page
37 of this Schedule and explained in Mr. Hanley's rebuttal testimony. A spread of 0.18%, or 1/3 of
the normalized spread will be applied to the prospective yield on A rated pubiic utility bonds relative
to the proxy group of nine Value Line natural gas distribution companies as shown above.

(4) Adjusiment to refiect the Baa3 Moody's Band Rating of Southern Unlon Company as shown on
page 35 of this Schedule., Normally, Mr, Hanley would take the full spread between A2 and Baa2
yields {0.78%) and add it to prospective A yleld ta reflect the risk of Southern Union Company.
However Mr, Hanley believes that the current spread between A2 and BaaZ rated public utility
bonds are not representitive of the long-term and will utilize a normalized spread of 0.54% between
AZ and Baa2 rated public utility bonds based upon a welghting shown on Page 37 of this Schedule
and expiained in Mr, Hanley's rebuttal testimony. The full spread of 0.54% will be applied 1o the
prospective yield on A rated public utility bonds relative to Southern Union Company as shown
above.

{5) From Page 38 of this Schedule.
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Comparison of Bond Ratings, Business Risk and Financial Risk Profiles for the

of Nina Vahu | i es
and Southe i o
Moody's Standard & Poor's
Bond Raling Bond Rating
Auenust 2009 Atiqust 2009
Bond Numerical Bord Numerical Credit Numerical Business Risk Numerical Finaneial Risk Numerical
_Ralting | Weighting (1) _Raling~ Welohtiho{1)  _Rating =~ Weiahting 1) — Prafilag) Weighting(1)  ____Profle(2) Wsighting{1)

Proxy Group of Nine Valus Line

Natural Gas Distribution Companias
ATG AGL Resources Ine. {3} A3 1.0 A 70 A 7.0 Excellent 1.0 Significant 40
ATCG  Atmos Energy Corp. Baa2 %0 BBB+ 8.0 BHB+ 8.0 Excellent 1.0 Significant 40
LG Tha Lacieds Group, Inc. (4) A3 1.0 A a0 A 8.0 Excallant 1.0 intermediate ac
NJR New Jarsey Rasourcas Corp. (5) NR -- NR - A 6.0 Exesilent 1.0 Intermediate a0
NWN  Northwest Nalural Gas Co, AZ 6.0 Al 40 AA- 40 Excellent 1.0 Intermediate ag
PNY Pladmont Natural Gas Co., Inc. A3 7.0 A 80 A 6.0 Excellent 1.0 Intarmediate 3.0
Sdi South Jersey Industries, Ine, (6) A2 7.0 A &80 BBEB+ 8,0 Exceltent 1.0 Slgnificant 4.0
SWX  Southwest Gas Corporation Baald 16.0 BBB 20 BEB 2.0 Excellent 1.0 Aggressiva 80
WeL WG Holdings, Inc, (7} A2 6.0 Al 4.0 AA- 40 Excellent 1.0 Intermediata 30

AVERAGE AZ I4 A 6.3 A 8.0 Excellent 1.0 Sionificant 3.6
Sevthern Unign Company Bead 10.0 BBB- 184

BBB- 16.0 Strong 2.0 Significant 4.0
e m— . —rCE o —

Notes: (1)  From Page 36 of this Schedula.

(2) From Standard & Poor's |ssuer Ranking: U.S, Natural Gas Distribution and Integrated Gas Companies, Strongest 1o Waakest and L.S.
Midstream Energy Compantes, Strongest to Weakest September 2, 2005.

{3) Ratings, buslnoss risk and financlal risk profiles are those of Allanta Gas Light Company.

{4) Ratmgs, business risk and financlal risk are those of Laclede Gas Company.

{5) Ralings, business risk and finenclal risk profiles are thase of New Jarsey Natural Ges Company.
{6) Ratings, business risk and financial risk profiles are those of South Jersey Gas.

{7}  Ratings, business risk and finaneial risk profiles are those of Washington Gas Light Compary,

Source Infarmation; Moody's Inveslors Service
Standard & Poer's Global Utilities Rating Servica

1)
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Missouri Gas Energy
Numerical Assignment for

Moody's and Standard & Poor's Bond Ratings,
Standard & Poor's Credit Ratings, and
Standard & Poor's Business and Financial Risk Profiles

Moody's Numerical Standard & Poor's
Bond Rating Bond Weighting Bond/Credit Rati
Aaa 1 AAA
Aal 2 AA+
AaZ 3 AA
Aa3 4 AA-
Al 5 At
A2 6 A
A3 7 A-
Baal 8 BBB+
Baa2 9 BBB
Baa3l 10 BBB-
Bai 11 BB+
BaZz 12 BB
Ba3 13 . BB-
Standard & Poor's
Business Numerical Financial Numerical
Risk Profite Weighting Risk Profile Weighting
Excellent 1 Minima! 1
Strong 2 Modest 2
Satisfactory 3 Intermediate 3
Fair 4 Significant 4
Weak 5 Agyressive 5
Vulnerable 6 Highly Leveraged 6
Schedule FJH-21
Page 36 of 65
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Moody's
Camparison of Infarest Rate Trends
for the Two Months Ending August 2008 (T}
Spread - Corporate v. Public Utility Bonds Spread - Public Utility Bonds
Corporate Aa (Pub. Util.} A (Pub, LHil.) Baa (Pub.
Bonds Public Utility Bonds over Aaa over Aaa Util) over Aaa
Years Aua Rated Aa Rated A Rated Baa Rated {Corp.) {Corp.} {Corp.) AoverAa Baa over A
July=-08 5.41 £.63 597 6.87 % 0,22 % 0.568 % 148 % 0.3 % 0.80 %
August-09 5.26 533 57 6,36 0,07 0.45 1.10 0.28 0.85
Average of Last
2 Months 534 % 548 % 5.84 % £.62 % 0,14 % 0.5¢ % 1.28 % 0.36 % 0.78 %

Average 5 yr Spread Between Moody's A and Baa Rated Public Utility Boneds (2)
August 2009 Spread Between Moody's A and Baa Rated Public Utllity Bonds (2)
5 yr Normalized Spread Between Moody's A and Baa Rated Public Utllity Bonds

Notes: (1) All yields are distributed yields.
{2) From Page 48 of this Schedula.

0.46% 60% Welght
0.65%_ 40% Weight
0.54%

=0.54%,
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Line

No.

Notes:

Missouwri Gas Energy
Judgment of Equity Risk Premium for

the Proxy Group of Nine Value Line Natural Gas Distribution Companies

Proxy Group of Nine
Value Line Natural
Gas Distribution Southern Union
Companies Company
Calculated equity risk
premium based on the
total market using
the beta approach (1) 517 % 8.35 %
Mean equity risk premium
based on a study
using the holding period
returns of public utilities
with Baa rated bonds (2) 4.16 3.63
Average equity risk premium 466 % 599 %
{1} From Page 32 of this Schedule.
{2) From Page 41 of this Schedule.
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Notes:

Missourl Gas Energy
Derivation of Equity Risk Pramium Based on the Total Market Approach

Using the Beta for
the Proxy Group of Nine Value Line Natural Gas Distribution Companias

Proxy Group of Nine Value

Line Natural Gas Distribution Southemn Unien
Companies Company
Arfthmetic mean total returm rale on
the Standard & Poor's 500 Composite
Index - 1826-2007 (1} 11.70 % 11.70 %
Asithmetle mean yield on
Aaa and Aa Corporate Bonds
1826-2007 (2) 5.10] 5.10
Historleal Equity Risk Premium 560 % 560 %
Forecasted 3-5 year Tolal Annuat
Market Retum (3} 17.09 % 17.08 %
Prospeclive Yisld an Aaa Rated
Corporate Bonds (4) 5.60 5.60°
Forecasted Equity Risk Premium .. 1148 % 1142 %
Conclusion of Equity Risk Premlum (5) 796 % 7.96 %
Adjusted Value Line Beta (6) .65 1.05
Beta Adjusted Equity Risk Premium 517 % 8.35 %
{1) From |bbolson SBBI - 2009 Valuation Yearbook - Market Results for Stocks Bonds Bills and
Infation for 1926-2008, Momingstar, inc., 2009 Chicago, IL.
(2) From Moosdy's Industrial Manual and Mergent Bond Record Monthly Update.
(3} From Page 51 of this Schedule.
(4) Average forecast based upon six quariedy estimales of Aaa rated corporate bonds per the consensus
of nearly 50 economists reported In Blue Chip Financlal Forecasts dated September 1, 2008 (see
Page 40 of this Schedule). The estimales ore detalled below,
Third Quarter 2009 540 %
Fourth Quarter 2009 5.50
First Quarler 2010 5,60
Second Quarter 2010 5,680
Third Quarter 2010 5.710
Fourth Quarter 2010 5.80
Average 560 %
{5) The average of the Historical Equity Risk Premiurn of 6.20% from Line No, 3 and the Forecasted
Equily Risk Premium of 11.49% from Line No, 6{({8.20% + 11.49%) / 2 = 8.84%. Nommally, Mr. Hanley
would use this average In his Risk Premium Analysls, However, In Mr. Hanley’s opinlon, the current
and recent substantial volatiiity in the stock market Is extraordinary and not representative of the
expected long-term. In view of the recent substantlal increase In the market over the last five to six
months, the potential for market appreclation has declined significantly, Thus, [n Mr. Hanley's opinion,
more welght should now be given to the markel appreciation poteniial, Consequently, a 40% welght to
the forecasted risk premlum of 11,49% and a 60% welght to the historical risk premium if 5.60% Is
appropriate to reflect the current economic climate. The result of the weighting Indlcates a 7.96% risk
premium.
(6) From Page 42 of this Schedule.
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2 M BLUE CHIP FINANCIAL FORECASTS W SEPTEMBER 1,2009 ||

Consensus Forecasts Of U.S, Interest Rates And Key Assum ptions’

History Cosensis Forecists-Quarterly Avg.
-Average For Week End-———- —-Average For Month— LatestQ [ 3Q - 4Q . I1Q 2@ 30  4Q
Interest Rates Aug. 21 Ave 4 Ave 7 July3l July June May 202009 2009 2010 2016 Zoio 2010
Federal Funds Rate 016 017 013 015 016 o021 0,18 0.18 z 4. 07 14,
Prime Rate 325 325 325 325 325 325 325 3.25 ‘ : 38 42
LIBOR, 3-mo. 0.44 0.45 0.47 043 052 062 0.82 0.85
Coramercial Paper, 1-mo. 0,17 0.19 0.17 0.19 018 018 0.22 0.21
Treasury bill, 3-mo. 0.17 0.18 0.18 019 018 (.13 0.18 0.19
Treasury bill, 6-mo. ~~ 0.26 0.28 0.29 026 028 031 0.30 0.36
Treasury bill, 1 yr. 0.44 0.47 0.49 049 048 051 0.50 0.57
Treasury note, 2 yr. 1.05 1.16 1.23 1.14 1.02 1.18 0.93 1.01
Treasury note, 5 yr. 247 2.65 2.73 2.63 246 27 2,13 213
Treasury note, 10 yr. 3.48 3.67 3.7 3.67 3.56 3.72 3.29 3.16
Treasury note, 30 yr. 4.31 4.47 4.52 449 441 4,52 423 397
Corporate Aaa bond 524 534 5.34 540 541 561 5.54 5.50
Corporate Baa bond 6.56  6.62 6.71 6.91 709 750 8.06 8.10
State & Local bonds 4.58 4.65 4.65 463 472 4.81 4.56 4.85
Home mortgage rate 5.12 519 522 5.25 5.22 542 4.86 5.08
History 1§ Forecadts-Quirterly Avg

3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 130 4Q 10 20 C3Q L 4Q
Key Assumptions 2007 2007 2008 2008 2008 2008 2009 2009 }2009 .2009 2010 2010 2010 2010
Major Curreney Index 710 733 720 709 75 813 827 794 | 764 TI61 - 762 764 766 T6.6
Real GDP 3.6 2.1 -0.7 1.5 <27 54 -6.4 -1.¢ 23 23 24 .28 271 28
GDP Price Index 1.5 23 19 1.8 4.0 0.1 1.9 0.0 i5- 14 - id4. 15746 . 17
Consumer Price Index 1.4 58 4.5 45 62 -8.3 2.4 13 226 .18, 1.7 16 .21.. .21

Individual panel members® forecasts are on pages 4 through 9. Historical data for interest rates except LIBOR is from Federal Reserve Release (FRSR) H.15. LIBOR quotes avail-
able from The Wall Street Journal, Definitions reported here are same as those in FRSR H.15, Treasury yiclds are reperted on a constant maturity basis. Historical data for the U.S.
Federal Reserve Board's Major Currency Index is from FRSR H.10 and G.5. Historical data for Rez] GDP and GDP Chained Price Index nre from the Bureau of Economic Analy-
sis (BEA). Consumer Price Index (CPI) history is from the Department of Labar's Buceau of Labor Statistics (BLS).

U.S. Treasury Yield Curve
Week endad August 21, 2009 and Year Ago vs.
3012009 and! 4Q 2010 Consensus Forecasts

g.00 5.00
————Year Ago
480 T —x—Wask endad B21/09 £ 4.50
4004 —%—Consensus4q 2010 | 4.00
350 4+ wetd—=Consensus 3Q 2008 | 250
3.00 4 - 3.00
E 250 1 - 2.60
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1.50 + - 1.50
10¥ 4 1.00
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0.00 = = $ } 1 t 0.00
3mo &mo yr 2y1 Syr 10yr oy
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As of week ended August 21, 2009
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Missouri Gas Energy
Derivation of Mean Equity Risk Premium Based on a Study

Using Holding Period Returns of Public Utilities

Over A Rated
Public Utility Bonds
AUS Consuitants -
Line Utility Services
No. Study (1
1928-2008
1. Arithmetic Mean Holding Period
Retumns (2):
Standard & Poor's Public
Utility Index 10.74 %
2. Arithmetic Mean Yield on:
Moody's A Rated Public Utility Bonds 6.59
3. Arithmetic Mean Yield on:
Moody's Baa Rated Public Utility Bonds
4. Equity Risk Premium 4.15 %

Over Baa Rated
Public Utility Bonds
AUS Consultants -

Utility Services
Study (1

1928-2008

10.74 %

(711}

3.63 %

Notes: (1) S&P Public Utility Index and Moody's Public Utility Bond Average Annual Yields 1928-

2008, (AUS Consultants - Utility Services, 2009).

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

Value Line Adjusted Betas for

the Proxy Group of Nine Value Line Natural Gas Distribution Companies

and Southern Union Company

Proxy Group of Nine Value Line
Natural Gas Distribution Companies

AGL Resources Inc.

Atmos Energy Corp.

The Laclede Group, Inc.

New Jersey Resources Corp.
Northwest Natural Gas Co.
Piedmont Natural Gas Co., Inc.
South Jersey Industiies, Inc.
Southwest Gas Corporation
WGL Holdings, Inc.

Average

Median

Southern Union Company

Source of Information:

Value Line
Adjusted
Beta

0.75
0.65
0.60
0.65
0.60
0.65
0.65
0.75
0.65

0.66

0.65

1.05

Value Line Investment Survey
(Standard Edition) September 11,

2008,
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tbbotson® SBBI°
2009 Valuation Yearbook

Market Results for
Stocks, Bonds, Bills, and [nfiation
1926—-2008
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Treasury band; however, the Treasury cumently does not
issue @ 20-year bond, Tha 30-year bond that the Treasury
recently began issuing again is theoretically more comect
due 1o the long-term nature of business valuation, yet
Ibbotson Associates fnstead creatss a series of retums
using bonds on the market with approximately 20 years to
maturity. The reasen for the use of a 20-year maturity bond
is that 30-year Treasury securities have only been Tssusd
aver the ralativaly recant past, starting in Febsuary of 1877,
end were not issued ai all through the early 2000s.

The same reason exists for why we do not vse the 10-year
Treasury bond—a long histury of markat data is not avail-
able for 10-year bonds. We have parsisted in using a 20-ysar
bend to keep the basis of the fime serfas consistent.

Income Return

Another point to keep in mind whan calculating tha equity
risk premium i that the Incoma retum on the appropiiate-
horizon Treasury security, rather than the total retum, is
used in the calculation, The total retum is comprised of
three retum componsnts: the income retum, the capital
appreciation retum, and the reinvestment retum. The
tncome retum s defined as the poriion of the total retum
that results from a periodic cash flow o, in this case, the
bond coupon payment. The capital appretiation retum
rasults from the price ehange of a bond aver a specific peri-
od. Bond prices generally change in reaction to unexpected
fluctuations in ylelds. Aeinvastment raturn is tha return an
& given month's investment income when reinvested into
the same asset class n the subsequent months of the year,
The income retum is thus used in the estimaiion of the
etuity risk premium beceuse it rapresents the truly fiskless
portian of tha retum.?

Yields have generally tisen on the Jong-tarm band over the
19262008 period, &o it has experienced negative capital
appreciation over much of this time. This trend has turned
around since the 1980s, however, Graph 52 illustrates
the yields on the long-term government bond series
compared to an index of the lang-term government bond
capital eppreciation. In general, as ylelds rose, the capital
appreciation index fell, and vice versa, Had an nvestor held
the long-term bond to maturity, he would have realized
- the yield on the bond as the total return. However, In a
constant maturity portfolio, such as those used o meastre
bond retums in this publication, bonds are sold before
maturity (at a capital loss if the market yleld has risen since

the time of purchass). This negative retwrn is associated
with the risk of unanticipated yield changes.

Graph 5-2: Long-term Gevernment Bond Yields versus Capiial
Apprecialion Index

TE W T T T T e g

120

") idg

1 ] I T ] ¥ 1 T [ W]
1925 3F 45 55 &85 ¥ 85 8 03
Year-end

B Capital Agpresiation &Y Yield
Data from 13257008

For example, if bond ylelds rise unexpectedly, inves-
tors cen recelve a higher coupon payment from
8 newly issued bond than from the purchase of an
outstanding bond with the former lower-coupon
yraymant. The outstanding lowar-coupon hond witl thus fait
to attract buyers, and its ptice will decrease, causing its
yield to increase correspondingly, @s its coupon paymest
remains the same. The newly priced cutstanding bond
will subsequently attract purchasers who will benefit from
tha shift in price and yield; however, those Investors whe
already held the bond will suffer a capital loss due to the
fall in price.

Anticipated changes in ylelds ere sssessed by the market
and figured intn the price of 8 bond. Future changes In
yields that are not enticipated wili cause the price of the
bond to adjust eceordingly. Price changes in bonds due to
manticipated changes in ylelds introduce price risk into
the totat retum. Therefore, the tetal retum on the bond
series does not represent the riskless rate of return.The
income retum better represents the tnblased estimate of
the purely riskless rate of retum, since an fnvestor can hold
a bond to maturity and be entitled to the incoms return with
no capital loss.

Chapter 5: Tha Equity Risl Premium
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Arithmetic versus Geometric Means
The equity risk premium data presented in this book are
arithmetic average risk premia as opposed to geometric
averags risk premia. The arithmatic average equity risk pre-
mium can be demanstrated to be most appropriate when
discounting future cash flows. For use a5 the expected
equlty risk premium in either the CAPM or the building
bleck approach, the arithmetic mean or the simple differ-
ence of the arlthmetic means of stock market returns and
riskless rates is the relavant number. Thig 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 aver-
age retumn.

The argument for using the erithmetic average is guite
straightforward. In fooking &t projected cash flows, the
equity risk prernium that should ba employed is the aquity
risk premium that Is expected to actually be incurred over
the future time periods. Graph 5-3 shows the realized
equily fisk pramium for each year based on the retums of
the S&P 500 and the income retum an tong-term gavem-
ment bands. {The actual, observed difference between the
ratum on the stotk markat and the riskless rate Is known
as the realized equity risk premium.) Thera is considerable
valatility in the year-by-year statistics. At tmes the realized
equity risk pretmium is even negative,

Eraph 5-3: Realized Equity Rick Premivm Par Yesr

To illustrate how the arithmetic mean is more appro-
prigte than the pgeometic mean in discounting
cash flows, suppose the expacted ratum on a stock
is 10 parcent per year with a standard deviation of
20 percent. Also assume that only two outcamas are pos-
sible each year; +30 parcentand —10 parcent i.e., the mean
pius or minus one standsrd deviation). The probability
of accurrence for each autcome is equal. The growth of
wealth over a two-year period s illustrated in Graph 5-4.

Graph &-4: Erowth of Waalth Example

R0

Years

The most common outcome of $1.17 is given by the geo-
metric mean of 8.2 percent. Compounding the possible
outcomes as follows derives the geomstric mear.

[(r+0a0)%{1~010)] V2o

However, the expacted value is predicted by compounding
the arthmetic, not the geometric, mean. To Hlustrate this,
we need o look gt the probability-weighted average of all
possible outcomes:

{0.25 X $1.69) = $0.4225
+{0.59 X $1.17] = $0.6850

4 {025 X $0.81] = $0.2025

— T T T ™ $1.2100
w5 35 4 5 B 7B B 6 B )
Year-end
Dotz lrom 1926-2038.
2003 lbbotsen® SBBI® Valeation Yearbook Morningstar 59
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Therefore, $1.21 is the probability-weighted expected
value, The rate that must be compounded to achieve the
tenminal value of $1.21 after 2 years is 10 pereent, the
arithmetic mean;

$1x( 1+mu)2 =517

The peometric mean, when cormpoundad, results in the
median of the distribution:

$1x(1+0082) =417

The arithmstic mean equates the expected futwre value
with the present valug; it is therefore the appropriate
discount rata.

Apprapriate Historical Time Perjod

The equity risk premium can be estimated using any his-
tarical time period, For the U.5., markat data exlsts at least
as far back as the late 1800s. Therefors, it is possible to
estimata the equity risk premium using data that covers
roughly the past 100 years.

Our equity risk premium covers the fime pericd from
1826 to the present. The original data source for the time
series tomprising the equity risk premivm Js the Cemer
for Research In Security Prices. CRSP chose to begin their
analysis of market returns with 1826 for two mein reasons.
CRSP determined that the fime pariod around 1526 was
pproximately when quality financial data becams avail-
able. They also made & conscious effort to include the
periad of extreme market volatility from the late twenties
and early thirties; 1925 was chasen because it inchuides

ong full business cycle of data befors the market crash of )

1929, These are the most basic reasons why our equity risk
premium caleulation window starts Tn 1825.

Implicit o using history to forecast the future is the
assumption that investors' expectations for future out-
comes conform to past results, This method assumes that
the price of taking on risk changes only slowly, if at all,
over time. This “future equals the past™ assumption is most
applicable 1o a rendom time-gerias veriable. A time-serles
variable is random if its value in ane period is independant
of its value in other periods.

Does the Equity Risk Premtum Revert ta Its Wean

_Over Time?

Some have argued that the estimate of the equity risk
premium is upwardly biased sinte the stock market is eur-
rently priced high. In other words, since there have beep
saveral years with extraordinarily high market retumns and

-vealized equity risk premia, the expectation is that retums

and realized aquity risk premia will be lower in the future,
bringing the average beck to a normalizad level. This argu-
ment relies on several studies that have tried to determine
whether reversion to the mean exists in stock market prices
and the equity risk premium.? Several academics confradict
gach ather on ihis topic; mareaver, the evidence supparting
this argument is nefther conclusive nor compelling encugh
1o make such a strong assumption. ’

Dur own ermpirieal evidance supgests that the yearly dif-
ference between the stock market total return and the
U.S. Treasury bond income retum in any particular year s
random, Graph 5-3, presented earlier, illustrates the ran-
domness of the realized equity risk premium.

Astatistical measure of the randomness of a return saries is
its gerial carcelation. Serial cormelation (or autscomelation)
|s defined as the degrae to which the retum of a given series
is refated from period to period. A sariat gorrelation near
positive one indicates that retums are predictable from one
period 10 the next period and are positively related. That
Is, the retums of one period are a goud predictor of the
sotums in the next period, Conversely, a serial corelation
near negative one Indicates that the retums in ene period
ara inversely related to those of the next period, A serial
correlation near zero indicates that tha retems are random
or unpredictable from one periot to the next. Tabls 5-3 con-
tains the serial comelation of the market total retums, the
reatized long-horizon equity risk premium, and infiation.

Tahle 5-3: Interpretation of Annual Sesiai Correlations

Chapter & Tha Equlty Risk Premium

Seftad iner-
Sefles Comelatlon proiation
Letge Company Stock Total Retums 0.04 Random
Equity Risk Premium 0.04 Rendom
Inflation Rates . D64 Trend
Dats from 19252008
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The significanee of this evidence is that the realized equity
risk premism next yaar wiil not be dependent en the real-
ized equity risk premium from this year. That is, there is no
discernable pattem in the realizad equity risk premjum—it
Is virtually impossfble to forecast next year's realized risk
premium based on the premium of the previous year. For
example, if this year's differenca bstween the riskess
rate and tha return on the stock market is higher than last
year's, that does not imply that next year's will be highsr
than this year’s. It is as likely to be higher as it is lowar. The
best estimate of the expected value of & variable that has
behaved randamly in the past is the average {or atithmetic
mean) of its past values,

Teble 5-4 also indicates that the equity risk premium var-
ies considerably by decade. The complete decades ranged
from a high of 17.9 percent in the 18505 to a fow of 0.3 per-
cent in the 1970s, however, thus far the 20005 have shown
a -6.7 percent equity risk premium. This lock at historical
equity risk premium reveals no observable pattern.

Takle 5-4: kong-Hortzon Equity Aisk Premium by Dacade {%)

1898

1920s* 1830s 19405 15505 19605 1070s 1880 79905 2000s°* 7008 .

176 23 80 179 42 03 78 121 67 45

Bt friam 19262008,
*Basad on tha perlod 19257929,
**Based un the perixd 20502008,

Finnerty end Leistikow perform more econometrically
sophisticated tests of mean reversion in the equity risk
premium. Their tests demonstrate that—as we suspected
from our simpler tests—ihe equity risk premium that was
realized over 1826 to the present was almost perfectly free
of mean reversion and had no statistically identifieble time
trends.! Lo and MacKinlay conclude, "the rejection of the
randotn watk for weekly retwins does not support a mean-

" reverting modal of asset prices.”

Choosiag an Appropriate Kisterical Period

The estimate of the equity risk premium depends on the
length of the data series studied. A proper estimats of the
equity risk premium raquires a data serjes long enough to
give a refizhle sverage without being unduly influenced
by very good and very poor shortterm returns. When
calculated using a long data seres, the historical equity
risk premium is relatively stable.® Furthermore, becavse an
average of the realized equity sisk premium is quite volatile
when calculated using a short histery, 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 tha result will be explorad 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 lkely 1o be repeated in the near
future; furthermors, they believe that the 1920s, 1830s, and
18405 contain too many unusual events. This view Is suspect
becausa all periods contain "unusual” events. Some of the
mest unusual events of the last hundred years took place
quite recently, including the inflation of the late 19705 and
early 19805, the October 1987 stock market crash, the col-
lanse of the high-yleld burd market, the malar contraction
and congolidation of the thrift industry, the collapsa of the
Soviet Union, the development of the European Economie
Community, and the attacks of September 11, 2001,

It is even difficult for economists to predict the economic
snvironment of the future. For example, if one were ana-
lyzing the stock markat in 1987 before the crash, it would
be statistically improbable to predict the impending short-
term volatility without canstdering the stock markst crash
and maiket volatiiity of the 19231331 period.

Without an appreciation of the 19205 and 1930s, no one
wauld believe that such events could happen. The 83-year
period starting with 1976 Is represantative of what can
happen: it includes high and low retums, volatile and quist
markets, war and peace, inflation and deflation, and pros-
pertty and depression. Restricting attention to a shorter
historica! peried underestimates the amount of change
that couid ooour Tn a long future period, Finally, because
historical event-types (not specific events} tend to rapeat
themselves, long-run capital market raturn studies can
reveal a great deal sbout the fotwe. investors probably
expect “unusual” avents to occur from time to time, and
their return expectations reflect this.

A Look at the Historical Results

It is interesting to take a ook &t the realized retums and
realiced equity risk premium in the context of the ahove dis-
cusslon. Table 5-5 shows the average Stock market retum
and the average {arithmetic mean) realized fong-horizon
equity risk premium over vartous histarical time periods.
Similarly, Graph 5-5 shows the average (arithmetic mean)
realized equity risk premium calculated through 2008 for
diffarent starting dates. The table and the graph hoth shaw

2009 [bhatsan® SHA1S Valuation Yearhook

Mortingstar 61
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Spreads Between Moody's A and Baa Rated Public Utllity Band Yields
for Five Years Elght Months Ending August 2009

Mpady's A Rated Public Utllity Bond

Miszourd Gas Energy

Moody's Baa Rated Public Utillty Bond

Spread Batween A and Baa Rated

DATE Yields Yields Bond Yields
Jan-04 6.15% 647% 0.32%
Fab-04 6,15% 6.28% 0.13%
Mar04 5.97% B.12% 0.15%
Apr04 6.35% 6.46% D.11%
Miay-04 6.62% 6.75% 0.13%
Jure04 6.46% 6.84% 0.38%
Juto4 5.27% 6.67% 0.40%
Aug-04 6.14% 5A5% 0.31%
Sep04 5.98% 6.27% 0,29%
Oct-D4 5.94% E17% 0.23%
Nov-04 5.97% 615% 0.19%
Dec04 5,.92% 6.10% 0.18%
Jan-05 5.78% 5.95% 0.17%
Feb-05 5.61% 578% 0.15%
Marps 5.83% BD1% 0.18%
Apr-05 5.54% 5.85% 0L31%
May-05 5.53% 5.88% 0.35%
Juns 5.40% 5.70% 0.30%
ko5 5.51% 5.80% 0.25%
Aug-05 5.50% 5.81% 0.31%
Sep-05 552% 5.83% 0,91%
Oct-05 5.79% 6.08% 0.29%
Mov-05 5.88 6.19% 0.31%
Dec05 S.HD§ 6.14% 0,34%
lan-08 5.75% 5.06% 0.31%
Feb-Us 5.82% 6.11% 0.29%
Mar-06 5.98% 6.26% 0.28%
AprD6 6.20% 5.54% 0.25%
May-06 6.42% 6.59% 0.17%
Jun-06 6.40% 6.61% 0.21%
Jubos 6.37% 6.61% 0.24%
Aug-06 6.20% 6.43% 0.25%
Sup-06 6.00% 5.26% 0.26%
Oct-06 5.98% £.24% 0.26%
Nov-06 5.80% 5.04% 0.24%
DPec06 5.81% 5.05% 0,24%
lancO7 5.96% 5.16% 0.20%
Feb-07 5.50% 6.10% 0.20%
Mar-07 5.85% 6,10% 0.25%
Apr47 S5.97% 6.24% 0.27%
May-07 599% 6.23% 0.24%
Jun-07 6.30% 6.54% 0.24%
Julo7 5.25% 6.45% 0.24%
Aug-07 6.24% E51% 0.27%
Sepa7 6.18% 6.45% 0.27%
Oct-07 &11% 6.36% 0.25%
Nov-07 5.979% B.2TH 0.30%
Dec07 6.16% E51% 0.35%
lan-0% 6.02% 6.35% 0.33%
Feb-08 6.21% 6.60% 0.39%
Mar08 6.21% 6.68% 0.47%
Apr0a 6.29% 6.81% 0.52%
May-08 6.37% 6.79% 0.52%
Jur08 £.38% 6.93% 0.55%
Jul-08 6.40% 6.97% 0.57%
Aug-03 6.37% 6.98% 0.61%
Sap-08 5.49% 7.15% 0.66%
Oct-08 7.56% 8.58% 1.07%
New-08 T.20% 8.98% 178%
Dec08 . 6.54% B.13% 1.59%
lan-09 6.39% 7.90% 1.51%
Feb-09 5.30% 7.04% 1.44%
Mar-05 6.42% £.00% 1.58%
Apro9 5.48% 2.03% L55%
May-09 s.49% 7.76% 127%
Jun-09 6.20% 7.30% 1.10%
Sul09 5.97% 6.87% 0.90%
hug-03 5.71% 6.36% 0.65%
Average 6.11% G57% 0.46%
— ——
Source of Information:
M t Bond Racerd, Saptambaer 2009, Volume 76, No. 8.
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Missouri Gas Energy
Indicated Common Equity Cost Rate Through Use

of the Capital Asset Pricing Model
for the Proxy Group of Nine Value Line Natural Gas Distribution Companies

and Southern Union Company

Proxy Group of Nine
Value Line Natural Gas Southemn Union

Line No. Distribution Companies Company

1.  Traditional Capital Asset
Pricing Model (1) 10.44 % 13.98 %

2.  Empirical Capital Asset
Pricing Model (1) 11.21 % 13.87 %

3. Conclusion 10.83 % _ 13.93 %

Notes:
(1)  From Page 50 of this Schedule.
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Missouri Gas Eneray
Indicated Common Equity Cost Rate Through Use

of the Capital Asset Pricing Model

1 2 3
Company-Specific CAPM Result
Value Line Risk Premium Including
Adjusted Based on Market Risk-Free
Beta Premium of 8.87% (1} Rate of 4.67%  (2)
Traditional Capita! Asset Pricing Model (3
Proxy Group of Nine Value Line Natural
Gas Distribution Companies .
AGL Resources Inc. 0.75 6.65 % 11.32 %
Atmos Energy Corp. 0.65 577 10.44
The Laclede Group, Inc. 0.60 5.32 9.59
New Jersey Resources Corp. 0.65 577 10.44
Northwest Natural Gas Co. 0.60 5.32 9.99
Piedmont Natural Gas Co., inc. 0.65 577 10.44
South Jersey Industries, Inc. 0.85 877 10.44
Southwest Gas Corporation 0.75 6.65 11.32
WGL MHoldings, Inc. 0.65 577 10.44
Average 0.66 587 % 10.54 %
Median 0.65 577 % 10.44 %
Southern Unlon Company 1.05 9.31 % 13.98 %
Empirfcat Capital Asset Pricing Mode] (4}
Proxy Group of Nine Value Lina Natural
Gas Distribution Companies
AGL Resources Inc. 0.75 721 % 11.88 %
Atmos Energy Corp. 0.65 6.54 11.21
The Laclede Group, Inc. 0.60 6.21 10.88
New Jersey Resources Corp. 0.65 6.54 11.21
Northwest Natural Gas Co. 060 6.21 10.88
Piedment Naturai Gas Co., Inc. 0.65 6.54 11.21
South Jersey Industries, Inc. 0.65 6.54 11.24
Southwest Gas Corporation 0.75 7.21 11.88
WGE Holdings, Inc. . 0.65 6.54 11.21
Average 0.66 6.62 % 11.29 %
Wedian 0.65 6.54 % 11.21 %
Southem Union Company 1.05 9.20 % 13.87 %
See Page 51 for notes.
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Missouri Gas Ener
Development of the Market-Required Rate of Refurn on Common Equity Using

the Capital Asset Pricing Modetl
Adjusted o Reflect 2 Forecasted Risk-Free Rate and Market Return

Notes:

Q)] For reasons explained in Mr. Hanley's direct testimony, from the two previous month-end (July 2009 —
August 2009), as well as a recently available (September 11, 2009), Value Line Summary & Index, a
forecasted 3-5 year total annual market return of 17.09% can be derived by averaging the 2-month and
spot forecasted total 3-5 year total appreciation, converting it into an annual market appreciation and
adding the Value Line average forecasted annual dividend yield.

The 3-5 year avgrage tolal market appreciation of 73% produces a four-year average annual
return of 14.68% ({1.73") - 1). When the average annual forecasted dividend yield of 2.41% is added,
a total average market return of 17.08% (2.41% + 14.68%) s derived.

The 2-month and spot forecasted total market return of 17.09% minus the risk-free rate of 4.67%
{developed in Note 2) is 12.42% (17.09% - 4.67%). The Morningstar, Inc. (Ibbotson Associates)
calculated market premium of 6,50% for the period 1926-2008 results from a total market return of
11.70% less the average income return on long-term U.S. Government Securities of 5.20% {11.70% -
5.20% = 68.50%). This is then averaged with the 12.42% Value Line market premium resulting in a
9.46% market premium. In Mr. Hanley's opinion, the current and recent substantial volatility in the stock
market is extraordinary and not representative of the expected long-term. in view of the recent
substantial increase in the market from when Mr. Hanley's original analysis was performed, the potential
for market appreciation has declined significantly, Thus, a greater weight must be given to the market
appreciation potential. Consequently, a 40% weight will be applied 1o the projected risk premium of
12.42% and a 60% weight will be applied to the historical market premium. The product of this
weighting is 8.87% {{.40 * 12.42%) + (.60 * 6.50%)) which will be then multiplied by the beta in column 1
of Page 50 of this Schedule,

{2) For reasons explained previously in Mr. Hanley's direct testimony, the risk-free rate that Mr, Hanley
relies upon for his CAPM analysis is the average forecast based upon six quarterly estimates of 30-year
Treasury Note yields per the consensus of nearly 50 economists reported in the Blue Chip Financia!
Forecasts. The most recent is from September 1, 2008 (see Page 40 of this Schedule).The estimates
are detailed below:

30-Year
Treasury Note Yield

Third Quarter 2009 4.40%
Fourth Quarter 2009 4.50
First Quarter 2010 4.60
Second Quarter 2010 470
Third Quarter 2010 4.80
Fourth Quarter 2010 5.00
Average 467%

{3) The traditional Capital Asset Pricing Mode! (CAPM) is applied using the foliowing formula:
Rs =Rr + B (Rm- Re)

Where Rg = Return rate of common stock
Rr = Risk Free Rate
g = Value Line Adjusted Beta
m = Return on the market as a whole

(4) The empirical CAPM Is applied using the foltowing formuta:
Rs=Rr+.25(Rm -Re )+ .75B(Rm -RF)

Where Rs = Return rate of common stock
Re = Risk-Free Rate
= Value Line Adjusted Beta
wi = Return on the market as a whole

Source of Information: Value Line SummagE & Index
Blue Chip Financial Forecasts, September 1, 2009

Value Line Investment Survey, (Standard Edition)
bbolson SBBI - 2009 Valuation Yearbook — Market Results for Stocks, Bonds, Bills, and Inflation

for 1926-2008, Momingstar, Inc., 2009, Chicago,

Schedule FJH-21
Page 51 of 55

Schedule FJH-18
Page 3of3
(UPDATED)



000000000000000000000000000223220C000606060060

Migsourd Gas Fnerpy
Comparabla Eamings Analysis
for a Proxy Group of Nine Non-Ulllity Cempanies Comparable lo the

Proxy Group of Nine Value Line Natural Gas Distribullon Companies (1)

Rate of Relum on Book Cammon Equity,
Net Worth, or Partner's Capltal

5-Year Projected (2)

Proxy Group of Nine Non-Utflity Companies Comparable to Standard Standard
tha Proxy Group of Nine Value Line Natural Gas Disirbulion Unad] Ermor of the Deviatlan of
Companfes {1} ) Adj Beta Bela Regression Beta Parcent Student's Stalistic
Automatic Data Proe. ’ 0.75 0.58 2.2033 0.0635 16.00 % (0.65)
Gallagher (Arthur J.) 0.0 0.51 2.2842 00658 24.00 0.86
Erle Indemnity Co. 070 0.51 2.0846 0,0595 2400 0.20
Intl Flavors & Frag. .70 0.53 2.2368 0.0644 24.00 0.86
Kraft Foods 0.65 044 2,252 0.0549 10.50 {1.69)
Northrop Grumman 0.75 0.56 2.2626 0.0852 15.50 (0.74)
Raythean Co. 0.75 0.59 21222 0.0611 15,00 (0.84)
Sara Les Corp. Q.70 0.50 22585 0.0850 23.50 0.77
Exocon Mobll Corp, 0.80 0.62 2211 0.0656 25,50 1.15

Avernge 0.72 0.54 22177 (.0829
Average for the Proxy Group of Nina Value Line Natural
Gas Distribution Companies 0.70 0.52 21000 (3 0,0895
Medfan (4) 21.00%

See Page 54 for notes,
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Missouri Gas Energy
Comparable Eamings Analysis
far a Proxy Group of Twenty Non-Litllity Companiles Comparable to
Southern Union Company (5
Rate of Retum on Book Common Equity,
Net Worth, or Partner's Capital
5-Year Projected (2)
Standard Standard
Proxy Group of Twenty Mon-Ullity Companies Comparable Unadj Ermor of the Deviaflon of
1o Souther Unlan Company (5) Ad] Bela Beta Regression Bata Percent Shudent's Statistic
Afr Products & Chem. 1.0 1.08 23626 0.0681 20.00 % 0.38
AptarGroup 1.00 1.00 25848 0.0747 11.50 0.90)
Avery Dennison 1.00 .95 2,399 0.0691 17.00 {0.07)
Amer, Express 145 11 24846 0.0716 23.50 0.92
Ball Com, 1.19 142 2.5673 0.0740 18.00 0.08
Can. Mational Rellway 1.10 143 25814 00744 1550 {0.30)
Rockwell Colling 1.05 102 - 24591 0.0708 21.50 0.61
Daw Chemical 1.00 0.8 25945 0.0747 14.00 (@52}
DST Systems 1.00 0.97 23533 0.0689 29.50 1.83
Eaton Corp. 1.10 1.14 2.4262 0.0698 12.50 {0.75)
Fortune Brands 1.00 .99 23314 0.0872 11.50 {0.90)
Honaywell nll 1.10 1.08 2.4089 0.0694 21.00 0.54
Mettler-Toledo Inl 100 Q.ar 25052 Q0722 32.50 (€8} .28
News Com. 1.05 103 223072 0.0565 10.50 (1.05)
Praxair Inc. 1.06 1.02 23077 0.0665 23.50 0.92
Donnelley (R.R) & Sons 1.05 1.02 25412 0.0732 20.00 0.39
Republic Services 1.05 1.01 2.3435 0.0675 12.50 {0.75)
Stantey Works 1.10 1.09 2.8082 0.0751 16.50 {0.14)
Travelers Cos. 1.05 1.02 2.5261 00728 11,50 (0.80
Time Wamer 1.00 088 2.2781 0.0B58 6.50 (1.66)
Average 1.05 1.04 2.4509 0,0706
Southem Unian Company 1.10 1,08 - 24005 (7} 0.0692
Medlan (4} 16.75%
Conservative Medlan (8) 16.50%

See Page 54 for notes.
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Notes:

(1)

(2
3

{4)
()

{6)

7}

8)

Missouri Gas Energy
Comparable Earnings Analysis

The criteria for selection of the proxy group of nine non-utility companies was that the non-ufility companies be domestic
and have a meaningful rate of return on bock common equity, shareholders' equity, net worth, or partners' capital for
each of the five years ended 2007 and projected 2011- 2013 as reported in Value Line Investment Survey (Standard
Edition). The proxy group of nine non-utility companies was selected based uponthe proxy group of nine Value Line
natural gas distribution companies’ unadjusted beta range of 0.40 — 0.64 and standard error of the regression range of
1.9155 — 2.2845. 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 direct testimony. Plus or minus two standard deviations
captures 95.50% of the distribution of unadjusted betas and standard errors of the regression.

2011 - 2013,

The standard deviation of group of ten Value Line eleciric and combination electric and gas companies’ standard error of
the regression is 0.0923. The standard deviation of the standarderror of the regressionis calculated as follows:

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

N/

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

Thus, 00923 = 2100 = 2.100

V518 22.7596

Median five year projectedrate of return on book common equity, shareholder's equity, net worth, or pariners' capital.

The criteria for selection of the proxy group of twenty companies was that the non-utility companijes be domestic and
have a meaningiul projected rate of return on book common equity, shareholders' equity, net worth, or partners’ capital
2011 - 2013 as reported in Value Line Investment Survey (Standard Edition). The proxy group of twenty non-utility
companies was selected based uponSouthern Union Company's unadjusted beta range of 0.95 — 1.23 and standard
error of the regression range of 2.1896 ~ 2.6114. 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 direct testimony. Plus or minus
two standard deviations captures 85.50% of the distribution of unadjusted betas and standard errors of the regression.

The Student's T-statistic associated with these returns exceeds 2.083 at the 95% level of confidence. Therefore, they
have been excluded, as outliers, to arrive at proper mean projected refurns as fully explained in Mr. Hanley's testimony.

The standard deviation of the proxy group of eight Value Line natural gas distribution companies' standard error of the
regression is 0.2110 {2.4005 / 22.7596).

Median of the five year historical and five year projected return on book common equity, shareholder's equity, net worth
or partner's capital excliding returns identified as outliers as outlined on Note 6) above.

Source of Information:  Value Ling, Inc., December 15, 2008

Value Line Investment Survey (Standard Edition)
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Missouri Gas Energy
Authorized Retums on Equity and Equity Rallas for

Natural Gas Distribulion Companies from January 2008 to August 2008

" Return on Common Equity

Equity ITotal Gap
Company Case ldentification (%} (%a}

Northern States Power Co-W Wiscensin D-4220-UR-115 (gas) 1/8/2008
Wisconsin Electric Power Co, Wisconsin D-5-UR-103 (WEP-GAS) 11712008
Wisconsin Gas LLC Wiscansln D-5-UR-103 (W3) 1/17/2008 10.76 46.64
North Shore Gas Co. liiinols D-07-0241 2/512008 0.99 56,00
Peoples Gas Light & Coke Co. Ifinols D-07-0242 2/5/2008 10.19 56.00
Indiana Gas Co. Indiana Ca-43298 2713/2008 10.20 1) 48.99 (1)
Avista Comp. Oregon DUG-181 373172008 10.00 ) 50.00 n
Duke Energy Ohio Inc. Chio C-07-0580-CA-AIR 5/28/2008 10.50 (1) 55,76 {1)
Atmos Energy Carp. Texas GUD-9762 6/24/2008 10.00 48.27
Questar Gas Co. LUtah D-07-057-13 62712008 10,00 (1) 5138 (1
San Diego Gas & Elaciric Co. Califomla AP-08-12-009 {gas) 7152008 10.70 [4H] 49,00 4}]
Southem Califormia Gas Co. Galifornla AP-08-12-010 73112008 10.82 [4}] 48,00 (1)
SeurcaGas Distributien LLG Colorado D-0as-108G 82712008 10.25 1) 53.13 1)
Chesapeake Utllitles Corp. Delaware D-07-188 /22008 10.25 [0)] 61,81 {1)
Atmos Energy Corp. Geomia B-27163-U 217/2000 1070 45.00
Central Minois Light Co. lEnsis D-07-0588 /2472008 10.68 46,50
Central lllinofs Publlc Wlincls D-07-0589 9/24/2008 1068 47.91
linois Power Ca. linois D-07-0590 §/24/2008 10.68 51.76
Avista Corp, Idaho C-AVL-G-08-01 8/30/2008 i0.20 1)) 47.84 L)}
New Jersey Natural Gas Co. New Jersey D-GR-07110889 10/3/2008 10.30 {1 §1.20 (1}
Puget Sound Energy Inc. Washington D-UG-07-230% 10/8/2008 1015 {n 46.00 ()
CenterPolnt Energy Resources Texas GUD 8791 10/20/2008 " 10.08 55.40
Piedmont Natural Gas Co, North Carolina D-G-9, Sub 550  10/24/2008 10,60 (1) 51.00 {1
Public Service Co. of NC Nerth Carclina D-G-5, Sub 495 1072412008 10.60 (4] 54,00 {1)
Southwest Gas Corp. Caltfornia A-07-12-022 (ScCalDIv)  11/21/2008 10.50 [4)] A7.00 {1}
Southwaest Gas Corp. Califomnia AD7-12-022 (NoCalDlv)  11/21/2008 10,50 {1) 47.00 [e}]
Southwest Gas Corp, Callfomia AQ7-12-022 (LkTah)  11/21s2008 10.50 {n 47.00 (1)
Narraganselt Electric Co. Rhode Island D-3943  11724/2008 10.50 NA
Columbia Gas of Ohle Inc Ohlo C-08-0072-GA-AR 12132008 1039 ((}] NA m
Southwest Gas Corp. Arizona D-G-01551A-07-0504 12/2412008 10,00 43.44
Northwest Natural Gas Co. Washington DUG-08-0546  12/26/2008 10.10 (1) 50.74 1)
Avista Corp, Washington DUG-08-0417  12/29/2008 10.20 {1) 4830 {1}
Michligan Gas Utililles Gorp Michigan C-U-15540 1H32000 1045 1) 48.49 {1)
Naw England Gas Company Massachusetls DPU 08-35 20212009 10.05 34.19
Louisville Gas & Electric Co. Kentucky C-2008-00252 (gas) 2/5/2009 NA (1) NA {1}
Equitable Gas Company Pennsylvania C-R-2068-2029325 21262000 NA (1) NA n
Almos Energy Carp. Tennessese D-08-00197 382000 10.30 1 48,12 [1}]
Northem llinols Gas Co. lliinols D-08-0353 3/25/2009 1017 4842
Entergy New Orlsans Inc. Louisfana D-UD-08-03 (gas) 41212009 10,756 (U] NA 1)
Peoples Gas System Florida D-080318-GU 5/5/2009 10.75 48,51
Niagara Mchawk Power Cormp. New Yark C-08-G-0509 6142009 10.20 {1) 43.70 N
Minnesota Energy Resources Minnesola D-G-007 011/GR-08-835 52112009 10.21 4877
EnergyNorth Nalurl Gas Inc New Hampshire D-DG-0B-009 5/29/2008 654 {1 50.00 1)
Black Hills lowa Gas Ulility lowa ‘D-RPU-D8-3 6/3/2009 10.10 {1 51.38 [4}]
Central Hudson Gas & Bleclic New York C-08.G-0883 8/18/2009 10,00 47.00
CT Natural Gas Corp. Conneclicut D-08-12-08 873072009 X 52.52
Southem Connecticut Gas Co. Cormecticul D0-D8-12-07 THTr2009 8.2 52.00
Auista Corp. Idaho C-AVU-G-09-01 7712000 10.50 {1} 50.00 1)
U1 Gendral Penn Gas Pennsylvania R-2008-2079675 BR12009 NA ) NA (k)]
UGl Penn Natura) Gas Pennsylvania R-2008-2078660 82712009 NA 1) NA, [2)]
Average 10.31 % 48,51
Median 10.28 % 48.99 © %
Average of Utigated Cases 10.27 % 49.12 %
Median of Liigated Cases 10.20 % 48.51 %
Nofes:
(1) Orderfollowed stipulation or selllement by the parties. Declslon parlculars not necessarily precedent-selting or spedifically
adoepted by the regulatory body,
Bource of Information:
Report downloaded from Regulalory Research Assoclates, Inc. (RRA) an SNL Energy Company on September 10, 2009,
Schedule FJH-21
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Missouri Gas Energy

Inappropriate Inctusion of NICOR, Inc,, Nisource, inc., and UGI Corporation

as Proxy Companies

Over 60% of Over 60% of Tolal
Pending / Operating lncome Assets dus to
Dividend Expected due to Regulated Regulated Gas
Omission / Merger or Gas Distribution Distribution
Company Name . Cutters? Acquisition? Qperations? Operations?
GAS NIGOR, Inc, Yes
Ni Nisource, Inc, 36,49% 37. 1%
[§]e]] UGI Corporation 23.51% 26.22%

Source of Information: Value Line Investment Survey

AUS Merger and Acquisition Quarterly Report Jung 30, 2009

Company 2008 SEC Filing 10K

Schedule FJH-22
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Missouri Gas Energy
Spreads Between Moody's
Moody's A and Baa Rated Public Utility Bonds

1989 - Present

Spreads Between Moody's A and Baa Rated Public Utility Bonds January
1989 - August 2009

2.00%

1.80%

160% ™™

1.40%

1.20%

1.00%

0.80%

0.60% )

4
. A‘W \\m [ \mI\MNJ

Uy

0.00%
Jan-89 Jan-91 Jan-93 Jan-95 Jan«97 Jan-98 Jan-01 Jan-03 Jan-05 lan-07 lan-09

Source of Information:
Mergent Bond Record, Various Dates.
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DATE
Jan-89
Feb-89
Mar-89
Apr-89
May-89
Jun-89

Jul-89
Aug-8%
Sep-82
Oct-89
Nov-89
Dec-89
Jan-90
Feb-50
Mar-20
Apr-90
May-20
Jun-80
Jul-80
Aug-90
Sep-80
Oct-80
Nov-90
Dec-90
Jan-91
Feb-91
Mar-91
Apr-91
May-81
Jun-91
Jul-91
Aug-91
Sep-91
Qct-91
Nov-91
Dec-91
Jan-92
Feb-92
Mar-92
Apr-92
May-92
Jun-g2
Jul-92
Aug-92
Sep-92
Oct-92
Nov-92
Dec-92

Missouri Gas Energy

Moody's Bond Yields
January 1989 - August 2009

Moodys Spread between
Moody's A Baa Rated A and Baa Rated
Rated Public Utility Public Utility
Utility Bonds Bonds Bonds
10.08% 10.38% 0.30%
10.07% 10.38% 0.31%
10.23% 10.50% 0.27%
10.18% 10.49% 0.31%
8.99% 10.29% 0.30%
9.64% 9.80% 0.16%
9.50% 9.64% 0.14%
9.52% 0.64% 0.12%
9.58% 8.70% 0.12%
9.54% 9.64% C0.10%
9.51% 9.64% 0.13%
9.44% 9.60% 0.16%
9.58% 9.74% 0.18%
9.76% 9.96% 0.20%
9.85% 10.06% 0.21%
8.82% 10.13% 0.21%
10.00% 10.16% 0.16%
9.680% 9.96% 0.16%
9.75% 9.92% 0.17%
9.892% 10.12% 0.20%
10.12% 10.32% 0.20%
10.05% 10.28% 0.23%
9.90% 10.12% 0.22%
9.73% 9.96% 0.23%
9.71% 0.96% 0.25%
9.47% 9.68% 0.21%
9.55% 9.74% 0.19%
9.46% 9.64% 0.18%
0.44% 0.64% 0.20%
9.59% 9.79% 0.20%
9.55% 9.69% 0.14%
9.28% 9.47% 0.18%
9.16% 9.34% 0.18%
9.12% 9.32% 0.20%
9.05% 9.28% 0.23%
8.88% 8.07% 0.19%
8.84% 8.98% 0.14%
8.93% 9.09% 0.16%
8.97% 9.16% 0.19%
8.93% 9.11% 0.18%
8.87% 0.01% 0.14%
8.78% 8.90% 0.12%
8.57% 8.69% 0.12%
8.44% 8.58% 0.14%
8.40% 8.54% 0.14%
8.54% 8.76% 0.22%
8.63% 8.86% 0.23%
8.43% 8.69% 0.26%

Schedute FJH-23
Page 2 of 7



Feb-93
Mar-93
Apr-93
May-93
Jun-93
Jul-93
Aug-93
Sep-93
Oct-93
Nov-93
Dec-83
Jan-94
Feb-94
Mar-94
Apr-84
May-84
Jun-94
Jul-94
Aug-94
Sep-94
Oct-24
Nov-94
Dec-94
Jan-85
Feb-g85
Mar-g5
Apr-85
May-95
Jun-g5
Jul-85
Aug-95
Sep-85
Oct-95
Nov-85
Dec-95
Jan-96
Feb-96
Mar-96
Apr-95
May-96
Jun-96
Jul-96
Aug-06

Missouri Gas Energy
Moody's Bond Yields
January 1989 - August 2008
Moodys Spread between
Moody's A Baa Rated A and Baa Rated
Rated Public - Utility Public Utility
Utility Bonds Bonds Bonds
8.27% B.57% 0.30%
8.04% 8.31% 0.27%
7.90% 8.10% 0.20%
7.81% 8.11% 0.30%
7.86% 8.18% 0.32%
7.75% B.05% 0.30%
7.54% 7.93% 0.39%
7.25% - 7.59% 0.34%
7.04% 7.35% 0.31%
7.03% 7.27% 0.24%
7.30% 7.69% 0.39%
7.34% 7.73% 0.35%
7.33% 7.66% 0.33%
7.47% 7.76% 0.29%
7.47% 7.76% 0.29%
7.85% 8.11% 0.26%
8.33% 8.61% 0.28%
8.31% 8.64% 0.33%
8.47% 8.80% 0.33%
8.41% 8.74% 0.33%
8.64% 8.88% 0.24%
8.86% 9.24% 0.38%
8.98% 9.35% 0.37%
8.76% 9.16% 0.40%
8.73% 9.15% 0.42%
8.52% 8.83% 0.41%
8.37% 8.78% 0.41%
8.27% 8.67% 0.40%
7.81% 8.30% 0.39%
7.60% B.01% 0.41%
7.70% 8.11% 0.41%
7.83% 8.24% 0.41%
7.62% 7.98% 0.36%
7.46% 7.82% 0.36%
7.43% 7.91% 0.38%
7.23% 7.63% 0.40%
7.22% 7.64% 0.42%
7.37% 7.718% 0.41%
7.73% 8.15% 0.42%
7.89% 8.32% 0.43%
7.98% 8.45% 047%
8.06% 8.51% 0.45%
8.02% 8.44% 0.42%
7.84% 8.26% 0.41%

Schedule FJH-23
Page 3of 7



Missouri Gas Energy
Moody's Bond Yields
January 1989 - August 2009
Moodys Spread between
Moody's A Baa Rated A and Baa Rated
Rated Public Utility Public Utility

DATE Utility Bonds Bonds Bonds
Sep-96 8.01% 8.41% 0.40%
Ocl-86 1.77% 8.15% 0.38%
Nov-86 7.49% 7.87% 0.38%
Dec-96 7.59% 7.98% 0.39%
Jan-97 7.77% 8.18% 0.41%
Feb-97 7.64% 8.02% 0.38%
Mar-97 7.87% 8.26% 0.39%
Apr-97 8.03% 8.42% 0.39%
May-97 7.89% 8.28% 0.39%
Jun-97 7.72% 8.12% 0.40%
Jul-97 7.48% 7.87% 0.39%
Aug-97 7.51% 7.93% 0.42%
Sep-97 7.47% 7.79% 0.32%
Oct-97 7.35% 7.67% 0.32%
Nov-97 7.25% 7.49% 0.24%
Dec-97 7.16% 7.41% 0.25%
Jan-88 7.05% 7.28% 0.23%
Feb-98 7.12% 7.36% 0.24%
Mar-98 7.16% 7.37% 0.21%
Apr-98 7.16% 7.37% 0.21%
May-98 7.16% 7.34% 0.18%
Jun-98 7.03% 7.21% 0.18%
Jul-98 7.03% 7.23% 0.20%
Aug-98 7.00% 7.20% 0.20%
Sep-98 6.93% 7.13% 0.20%
Oct-98 6.96% 7.13% 0.17%
Nov-98 7.03% 7.31% 0.28%
Dec-98 6.91% 7.24% 0.33%
Jan-99 6.97% 7.30% 0.33%
Feb-89 7.08% 7.41% 0.32%
Mar-99 7.26% 7.55% 0.29%
Apr-99 7.22% 7.51% 0.29%
May-99 7.47% 7.74% 0.27%
Jun-g9 7.74% B.03% 0.29%
Jul-29 7.71% 7.97% 0.26%
Aug-58 7.91% 8.16% 0.25%
Sep-99 7.93% 8.19% 0.26%
Oct-99 8.06% 8.32% 0.26%
Nov-99 7.94% 8.12% 0.18%
Dec-89 8.14% 8.28% 0.14%
Jan-00 8.35% 8.40% 0.05%
Feb-00¢ 8.26% 8.33% 0.08%
Mar-00 8.28% 8.40% 0.12%
Apr-00 8.29% 8.40% 0.11%

Schedule FJH-23
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DATE
May-00
Jun-00
Jul-00
Aug-00
Sep-00
Qct-00
Nov-00
Pec-00
Jan-01
Feb-01
Mar-01
Apr-01
May-01
Jun-01
Jui-01
Aug-01
Sep-01
Oct-01
Nov-01
Dec-01
Jan-02
Feb-02
Mar-02
Apr-02
May-02
Jun-02
Jul-02
Aug-02
Sep-02
Oct-02
Nov-02
Dec-02
Jan-03
Feb-03
Mar-03
Apr-03
May-03
Jun-03
Jul-03
Aug-03
Sep-03
QOct-03

Missouri Gag Energy
Moody's Bond Yields
January 1989 - Auqust 2009
Moodys Spread between
Moody's A Baa Rated A and Baa Rated
Rated Public Utility Public Utility
Utility Bonds Bonds Bonds
8.70% 8.86% 0.16%
8.36% 8.47% 0.11%
8.25% 8.33% 0.08%
8.13% 8.25% 0.12%
8.23% 8.32% 0.09%
8.14% 8.29% 0.15%
8.11% 8.25% 0.14%
7.84% 8.01% 0.17%
7.80% 7.89% 0.19%
7.74% 7.94% 0.20%
7.68% 7.85% 0.17%
7.94% 8.06% 0.12%
7.99% 8.11% 0.12%
7.85% 8.02% 0.17%
7.78% 8.05% 0.27%
7.55% 7.95% 0.36%
7.75% 8.12% 0.37%
7.63% 8.02% 0.39%
7.57% 7.96% 0.39%
7.83% 8.27% 0.44%
7.66% 8.13% 0.47%
7.54% 8.18% 0.64%
7.76% 8.32% 0.56%
7.57% 8.26% 0.69%
7.52% 8.33% 0.81%
7.42% 8.26% 0.84%
7.31% 8.07% 0.76%
7.47% 7.74% 0.57%
7.08% 7.62% 0.54%
7.23% 8.00% 0.77%
7.14% 7.76% 0.62%
7.07% 7.61% 0.54%
7.06% 7.47% 0.41%
6.93% 7.17% 0.24%
6.78% 7.05% 9.26%
6.64% 6.94% 0.30%
6,36% 6.47% 0.11%
6.21% 6.30% 0.09%
6.57% 6.67% 0.10%
6.78% 7.08% 0.30%
6.56% 6.87% 0.31%
6.43% 6.79% 0.38%

Schedule FJH-23
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Missouri Gas Eneray
Moody's Bond Yields
January 1989 - August 2009
Moodys Spread between
Moody's A Baa Rated A and Baa Rated
Rated Public Utility Public Utility

DATE Utility Bonds Bonds Bonds
Nov-03 6.37% 8.89% 0.32%
Dec-03 6.27% 6.61% 0.34%
Jan-04 6.15% 6.47% 0.32%
Feb-04 6.15% 6.28% 0.13%
Mar-04 5.97% 6.12% 0.15%
Apr-04 6.35% 6.46% 0.11%
May-04 6.62% 6.75% 0.13%
Jun-04 6.46% 6.84% 0.38%
Jul-04 6.27% B8.67% 0.40%
Aug-04 6.14% 6.45% 0.31%
Sep-04 5.98% 6.27% 0.28%
Oct-04 594% 6.17% 0.23%
Nov-04 5.97% 6.16% 0.19%
Dec-04 5.92% 8.10% 0.18%
Jan-05 578% 5.95% 0.17%
Feb-05 5.61% 5.76% 0.15%
Mar-05 5.83% 6.01% 0.18%
Apr-05 564% 5.95% 0.31%
May-05 5.53% 5.88% 0.35%
Jun-05 540% 5.70% 0.30%
Jul05 551% 5.80% 0.28%
Aug-05 5.50% 5.81% 0.31%
Sep-05 5.52% 5.83% 0.31%
Oct-05 5.79% 6.08% 0.29%
Nov-05 5.88% 6.19% 0.31%
Dec-05 5.80% 6.14% 0.34%
Jan-06 5.75% 6.06% 0.31%
Feb-06 5.82% 6.11% 0.29%
Mar-06 5.98% 6.26% 0.28%
Apr-08 6.29% 6.54% 0.25%
May-08 6.42% 6.59% 0.17%
Jun-08 8.40% 6.61% 0.21%
Jul-06 6.37% 6.61% 0.24%
Aug-06 6.20% 6.43% 0.23%
Sep-06 6.00% 6.26% 0.26%
Oct-08 5.98% 6.24% 0.26%
Nov-06 5.80% 6.04% 0.24%
Dec-06 581% 6.05% 0.24%
Jan-07 5.96% 6.16% 0.20%
Feb-07 580% 6.10% 0.20%
Mar-07 5.85% 6.10% 0.25%
Apr-07 5.97% 6.24% 0.27%
May-07 5.99% 6.23% 0.24%
Jun-07 6.30% 6.54% 0.24%

Schedule FJH-23
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Missouri Gas Energy
Moody’s Bond Yields

January 1989 - August 2009

Moodys Spread between
Moody's A Baa Rated A and Baa Rated
Rated Public Utility Public Utility

DATE Utility Bonds Bonds Bonds
Jul-07 6.25% 6.49% 0.24%
Aug-07 6.24% 6.51% 0.27%
Sep-07 6.18% 6.45% 0.27%
Oct-07 6.11% 6.36% 0.25%
Nov-07 5.87% 6.27% 0.30%
Dec-07 6.16% 6.51% 0.35%
Jan-08 6.02% 6.35% 0.33%
Feb-08 6.21% 6.60% 0.39%
Mar-08 6.21% 6.68% C47%
Apr-08 6.29% 6.81% 0.52%
May-08 6.27% B.79% 0.52%
Jun-08 6.38% 6.93% 0.55%
Jul-0B8 6.40% 8.97% 0.57%
Aug-08 6.37% 6.98% 061%
Sep-08 6.49% 7.15% 0.66%
Oct-08 7.56% 8.58% 1.02%
Nov-08 7.20% 8.98% 1.78%
Dec-08 6.54% 8.13% 1.569%
Jan-09 6.39% 7.90% 1.51%
Feb-09 6.30% 7.74% 1.44%
Mar-09 6.42% B.00% 1.58%
Apr-09 6.48% 8.03% 1.55%
May-09 6.49% 7.76% 1.27%
Jun-09 6.20% 7.30% 1.10%
Jul-08 5.97% 6.87% 0.90%
Aug-08 571% 6.36% 0.65%

Source of Information:
Mergent Bond Record, Various Dates

Schedule FJH-23
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Missouri Gas Energy
Total Returns on Large Company Stocks
1926 to 2008

2006
2004
2007 1988 2003 1997
1990 2005 1986 1999 1995
1981 1994 1979 1998 1991
Large Company Stocks 1977 1993 1972 1996 1989
1969 1992 1971 1983 1985
1962 1987 1968 1982 1980
1953 1984 1965 1976 1975
2001 1946 1978 1964 1967 1955
2000 1940 1970 1959 1963 1950
1973 1939 1960 1952 1961 1945
2002 1966 1934 1956 1949 1951 1938 1958
2008| 1974 1957 1932 1948 1944 1943 1936 1935 1954
1931 1937 1930 1941 1929 1947 [1926] 1942 1927 1928 1933
-50% -40% -30% -20% -10% 0% 10% 20% 30% 40% 50% 60%

Arithmetic Mean: 1,=X1, / n
=1

Source : Ibbotson SBBI ~ 2009 Valuation Yearbook — Market Results for
Stocks, Bonds, Bills, and Inflation -1926-2008, pp. 166-167,
Mormningstar, Inc., 2009 Chicago, IL

£ j0 | afed
¥Z-Hrd sinpayog



Missouri Gas Energy
Large Company Stock Returns
From 1926 to 2008
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Missouri Gas Energy

Total Returns on Large Company Stocks
1926 to 2008

i

Large Company Stocks

2008 1926
50% 40% 30% -20% -10% 0% 10%  20% 30% 40%  50%  60%

1/nm
Geometric Mear: rg = [ v, / Voj -1

Source : Ihbotson SBBI - 2009 Valuation Yearbook - Market Results for
Stocks, Bonds, Bills, and Inflation -1926-2008, pp. 166-167,
Morningstar, Inc., 2009 Chicago, IL
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1980
1981
1982
1983
1984
1985
1986
1987
1938
1989
1950
1991
1992
1593
1994
1995
1996
1997
1998
1899
2000
2001
2002
2003
2004
2005
2006
2007
2008

Missouri Gas Energy
Regression Analysis of Observed Risk Premiums

BCP Witness Lawton Observations (1)

Avg Bond
Yield
13.15%
13.31%
14.03%
15.33%
15.62%
12.29%
9.46%
9.98%
10.45%
9.66%
9,76%
8.21%
8.57%
7.56%
8.30%
7.91%
7.74%
7.63%
7.00%
7.55%
8.14%
7.72%
7.53%
6.61%
6.20%
5.67%
6.08%
6.11%
6.65%

Notes:

Authorized
Returns
14.23%
15.36%
15.32%
15.78%
15.22%
15.20%
13.93%
12.99%
12.79%
12.97%
12,70%
12 55%
12.09%
11.41%
11.34%
11,55%
11.39%
11.40%
11,66%
10.77%
11.43%
11.09%
11.16%
10.97%
10.75%
10.54%
10.36%
10.36%
10.46%

1980 - 2008
Regression Predictions
Indicated
Risk
Pramium Observation Predicted ¥ Residuals
1.08% 1 0.016012414 -0.005212414
2.05% 2 0.017148227 -0.021148227
1.29% 3  0.018284039 -0.013784039
0.45% 4 0.019419852 0.001080148
-0.40% 5 0.020555665 -0,007655665
2.91% 6 0.021691478 0.007408522
A.47% 7 0.022827291 0.021872709
3.01% 8 0.023963103 0.006136897
2.34% 9 0.025098916 4.001698916
3.31% 10 0.026234729 0.006865271
2.94% 11 0.027370542 0.002029458
3.34% 12 0.028506355 0.004893645
3.52% 13 0.029642167 0.005557833
3.85% 14 0.03077798 0.00772202
3.04% 15  0.631913793 -0.001513793
3.64% 16 0.033049606 0.003350394
3.65% 17 0.034185419 0.002314581
3.77% 18 0.03532)232 0.002378768
A4.66% 19 0.036457044 0.010142956
3.22% 20 0.037592857 -0.005392857
3.29% 21 0.03872867 -0.00582867
3.37% 22 0.039864483 -0.006164483
3.63% 23 0.041000296 -0.004700296
4.36% 24 0.042136108 0.001463892
4,55% 25 0.043271921 0.002228079
4.87% 268 0.044407734 0.004292266
4,28% 27 0.045543547 -0.002743547
4.25% 28 0.04667936 -{3,00417936
3.81% 29 0.047815172 -0.009715172
T-Statistic 6.16694392

(1) From Schedule (DJL-10),

Schedule FIH-25
Page 2of 4
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2005
2006
2007
2004
2003
2008
1598
2002
1999
1393
1997
2001
1996
1985
2000
1994
1992
1991
1586
1989
1990
1987
1988
1985
1380
1983
1984
1982
1981

Missouri Gas Energy
Regression Analysis of Observed Risk Premiums

BCP Witness Lawton Observations {1}

Avg Bond
Yield
5.67%
6.08%
6.11%
6.20%
0.61%
6.65%
7.00%
7.51%
7.55%
7.56%
7.63%
7.72%
7.74%
7.91%
8.14%
8.30%
B.57%
9.21%
9.46%
9.66%
9.76%
9.98%
10.45%
12.29%
13.15%
13.31%
14.03%
15.33%
15.62%

Notes:

Authorized
Returns
10.54%
10.36%
10.36%
10.75%
10.97%
10.46%
11.66%
11.16%
10.77%
11.41%
11.40%
11.09%
11.39%
11.55%
11.43%
11.34%
12.09%
12.55%
13.93%
12.97%
12.70%
12.99%
12.79%
15.20%
14.23%
15.36%
15.32%
15.78%
15.22%

{1) From Schedule {DJL-10).

1980 - 2008
indicated
Risk
Premium Observation Predicted Y Residuals
4.87% 1 0046282568 0.002417432
4.28% 2 0.044587512 -0.001787512
4.25% 3 0.044463483 -0.001963483
4,55% 4 0.044091398 0.001408602
A4.36% 5 0.042396341 0001203659
3.81% 6 0.04223097 -0.00413097
4.66% 7 0.040783971 0.005816029
3.63% 8 0.0385928 -0.0022928
3.22% 9 0.038510114 -0.006310114
3.85% 10 0.038468772 3.12284E-05
3.77% 11 0.038179372 -0.000479372
3.37% 12 0.037807286 -0.004107286
3.65% 13 0.0377246 -0.0012246
3.64% 14 0,037021772 -0.000621772
3.29% 15 0.036070887 -0.003170887
3.04% 16 0.035409401 -0.005009401
3.52% 17 0.034293145 0.600306855
3.34% 18 0.031647203 0.001752797
4.47% 19 0.030613632 0.014086368
3.31% 20 0.02978677S 0.003313225
2.94% 21 0.029373347 2.66531E-05
3.01% 22 0.028463804 0.001636196
2.34% 23 0.026520691 -0.003120691
2.91% 24 (.018913608 0.010188391
1.08% 25 0.015358124 -0.004558124
2.05% 26 0.014696639 0.005803361
1.29% 27 0.011719955 0.001180045
0.45% 28 D.006345385 -0.001845385
-0.40% 29 0.005146443 -0.009146443
T-Statistic -12.7385

Schedule FIH-25
Page 4 of 4



Missouri Gas Energy
Lawton Correcied Risk Premium Method

Reflecting a Forecasted Equity Risk Premium
Projected Baa Corporate Bond (1)
Spread Between Baa Corporates and Baa Public Utiliy Bonds (2)
Projected Baa Public Utility Bond
Expected Risk Premium Over Public Utility Bonds (3)
Indicated Common Equity Cost Rate Based on Risk
Projected Baa Public Utility Bond
Expected Equity Risk Premium due to Inverse
Relationship between Treasury Bond Yields and Equity
Risk Premia (4)
Indicated Common Equity Cost Rate Based on Risk

Average of the Two Methods

Notes:

7.05 %
-0.19
6.86 %
4.78
11.64 %

6.86 %

4.14
11.00 %

11.32 %

(1) Average forecast based upon six quarterly estimates of Baa rated corporate
bonds per the consensus of nearly 50 economists reported in Blue Chip
Financial Forecasts dated Seplember 1, 2009 (see Page 40 of Schedule FJH-

21). The estimates are detailed below.

Third Quarter 2009 7.00 %
Fourth Quarter 2009 7.00
First Quarter 2010 7.00
Second Quarter 2010 7.00
Third Quarter 2010 7.10
Fourth Quarter 2010 7.20

Average
{2) From Schedule (DJL-4),
{3) From Schedule FJH-25, Sheet 2.

(4) From Schedule FJH-25, Sheet 4.

7.05 %

Schedule FJH-26
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Utilities Recent Transactions

Industry Comparable

INDUSTRY

CORPORATE RATING
URSECURED RATING

A
FACILITY DESCRIPTION

PURPDSE|

FIRST DRAWN]
URDRAWN COST]

PRICING GRID

COVENANTS]

Elaclric Servicas
b2
[:]:<]
S-hugby
[RC f5-yenc)
LB {6-year)
LC (B-year}
Debt Ropaymiani
L4376 bps
CR:Tsbps
[Max DehUERITOA
Mint cons EBITRAI Tl Bx:

S
s

1362

G Ryeag
RC [24ymar)

Electic Senices

885-Baa3
B85+ /enl

2-Jun 3

Corparzin Purposes

4425 bps
100 bps

5

10105 MM
BOO MM

RE (v}

=BBHRaT

[Cans Oebt'Cap:

BEER3a2

4000 bps

leciric.and pher services

$250 M|

Elackic Sendces Campagny  Distribution Distdafian
PTEEnegy  Dwirel Ed, Michizon
SEBHAY BE3 B06/maa1 oAl
[oENE] EBB-Baa? BBEMBsat  BOGBaal
-Mapby 2Aprld
(RC 354ty 25} $1,5000M (lolal} 2-¥r R
[scoordion to $7S0MM) SSIMM S211MM $250MM
Carporals Puposs Corporia Purpasa
L+300.0 bps Le3500bpa  L43000bps  LaS0O.0 by
CF: 60 bps B7Sbps  E28bos 825 bps
Erflalng pPownfost  FacFao
2AJA3 2500 bpy 50,0 bp:
BIRBEIR L 3500 575 b
EBEEan3  400.0boy 1{zabm
[ T 000 b sBB+/Bal  450.0bps 1250 bps
[ 5ot 625hm
BEBBaa) a7s0bps  TEObps
[hiax DebliCap: 65% Mat DablCop: 6%

¢ CALYON

e CREDIT AGRICOLE €12

Scheduie FJH-27
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Utilities Recent Transactions
Industry Comparable

coMMENTS| | Amerstment Fes: 50 bpx

Expecls & enmporary raduclion hn eatabDty of
Nty rdar (b crodil Fackity bn midHo bala-2009]
" amasiol keesasted EBTDA BN 2 ||

T R T D I

These facizins provida $2.1
redit through July 14, 2010, raducing ke $1.8¢
B0en through Jefy 14, 2018, The leciiies wem
oversubscrbed
Londena

JP Morgan Adevin, Agent

Barclays Capital Synd Agent

ENP Paribas Partkipant

BTAY Paidpank

Us Bank Paetcipent

Landere
Bank of Amerca Murll Lynch  Adrin, Agent
2P Moty

Crude Sulssa Participast
Partclpant
uas Particigant

FET A R R

Stata Slrvat

Se
SouithernUnion

g R

Commltmant Uptront Fea
2000 bps [l 08
(as per aews acdlcha) 2 955N 250 bps
= §35MN 2008k
«<SA5MM 175.01ps
Lendor
Adein, Agast Barclays Agert
Sdic. Agant Chigroup Agent
CoDos Agent 3¢ Margan Agert
Co-Doc Agest Royal Bk of Scofand Agent
Co-Doc Agart Bartk of Amasfca Agent
Purlicipant Bark of Hova Scobla Agent
Partcipent
==
’ §E00 drendy commdtiad by Bank meeting
Putcpen dabo V30700
Participan
Paticmant

B

Ch? CALYON

e CREDIT AGRICOLE CiB
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Missouri Gas Energy
Indicators that Mr. Murray's Proxy Companies are Viewed

as Gas Distribut_ion Companies by Investors

% of Net
QOperating Income % of Total Assets
Included in Edward Jones included in Value Derived from Gas Devoted to Gas

Gas Distribution Line Natural Gas Distribution Distribution

Company Ticker Companies? Utility Group? Operations Cperations
AGL Resources, Inc AGL Yes Yes 67.99% 78.98%
- Atrnos Energy Corporation ATO Yes Yes - 61.13% 79.44%
New Jersey Resources Corporation NJR Yes Yes : 43.75% 64.27%
Northwest Natural Gas Company NWN Yes Yes 80.53% 86.28%
Piedmont Natural Gas Co., Inc. PNY Yes Yes 100.13% 96.70%
South Jersey Industries, Inc. SJl Yes Yes 54.99% 73.84%
WGL Holdings, inc. WGL Yes Yes 96.63% 90.58%
Average 73.45% 82.87%
Median 67.99% 79.44%

Source of Infarmation:
2008 SEC Filings of Company 10K

8¢-Hrd sinpayag



Missouri Gas Energy
Indicated Common Equity Cost Rate Through Use
of the Capital Asset Pricing Model for
Staff Witness Murray's Proxy Group of Seven Utility Companies

Line
Staff Witness Murray's
Proxy Group of Seven
No. Utility Companies
1. Traditional Capital Asset
Pricing Model (1) 10.44 %
2. Empirical Capital Asset
Pricing Model (1) 11.21 %
3. Conclusion _ 10.83 %

Notes: (1) From Page 2 of this Schedule.

Schedule FJH-29
Page 1 of 2
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Staff Witness Murray's Proxy Group of
Seven Ulility Companies

AGL Resources, Inc

Atmos Energy Corporation

New Jersey Resources Caorporation
Naorthwest Natural Gas Company
Piedmont Natural Gas Co,, Inc.
South Jersey Industries, inc.

WGL Holdings, Inc.

Average

Medtan

Staff Witness Murray's Praxy Group of
Seven Utllity Companies

AGL Resourees, inc

Atmos Energy Corporation

New Jersey Resources Corporation
Northwest Natural Gas Gompany
Piedmont Natural Gas Co., Inc.

South Jersey Industries, Inc.

WGEL Holdings, inc.

Average

Median

Please see Schedule FJH-21, Page 51 for notes.

Missouri Gas Energy
Indicated Commoen Equity Cost Rate Through Use

of the Capitat Assel Pricing Model

(Y

Value Line
Adjusted
Beta

0.75
0.65
0.65
0.60
0.65
6.65
0.65

0.66

0.65

0.75
0.65
0.65
0.60
0.65
0.65
0.6%

0.66

0.65

2 3
Company-Specific CAPM Resuit
Risk Premium Including
Based onMarket Risk-Free

Premium of 8.87% (1) Rateof 467% (2)
raditional Capital Asset Pricing Model (3
6.65 11.32
577 10.44
577 1044
5.32 9,99
577 10.44
577 10.44
5.77 10.44
5.83 % 10.50 %
5.77 % 10,44 %
Empirical Capltal Asset Pricing Mode! {4)
7.21 11.88
6.64 11.21
6.54 11.21
8.21 10.68
6.54 11.21
6.54 11.21
6.54 11.21
6.59 % 11.26 %
6,54 % 11.21 %
Schedule FJH-29
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Missouri Gas Energy
Implied ROEs Based on Murray Reasonableness Check
Shown on Page 42 of Staff Direct Testimony

Weighted
Embedded Cost of
Staff Proposed Capital Structure (1) Ratio Cost Capital
Common Stock Equity 51.06 % 9.75 % (2) 498 %
Long-Term Debt 40,47 5.92 2.40
Short-Term Debt 8.47 g.82 0.08
100.00 % 746 %
Reasonableness Check based on Lowest ROR (3)
Common Stock Equity 51.06 % 10.83 % 553 %
Long-Term Debt 40.47 5.92 2.40
Short-Term Debt 8.47 0.89 0.08
100.00 % 8.0t %
Reasonableness Check based on Highest ROR (4)
Common Stock Equity 51.08 % 123 % 630 %
Long-Term Debt 40.47 5.92 2.40
Short-Term Debt 8.47 0.89 0.08
100.00 % 878 %
Reasonableness Check based on Average ROR (5)
Common Stock Equity 51.06 % 114 % 584 %
Long-Term Debt 40.47 5.92 2.40
Short-Term Debt 8.47 0.89 0.08
100.00 % 8.32 %

Notes:
(1) From Murray Schedule 19.

{2) Midpoint of Mr. Murray's DCF cost rate range of 9.25% -
10.25 %.

(3) Based on the lowest average quarterly ROR awarded to gas
utilities shown on Page 42 of the Staff Report.

(4) Based on the highest average quarierly ROR awarded fo
gas utilities shown on Page 42 of the Staff Report.

(5) Based on the average of all quarterly awarded RORs shown
on Page 42 of the Staff Report.

Schedute FJH-30



