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REBUTTAL TESTIMONY OF FRANK J. HANLEY

t

CASE NO. GR-2009-0355

SEPTEMBER 2009

1 1 . INTRODUCTION

2 Q. PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.

3 A. My name is Frank J . Hanley and I am Principal and Director of AUS Consultants .

4 My business address is 155 Gaither Drive, Suite A, Mount . Laurel, New Jersey

5 08054 .

6

7 Q. ARE YOU THE SAME FRANK J. HANLEY WHO PREVIOUSLY FILED

8 DIRECT TESTIMONY IN THIS PROCEEDING BEFORE THE MISSOURI

9 PUBLIC SERVICE COMMISSION ("COMMISSION")?

to A. Yes, I am .

11

12 Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

13 A. The purpose of this testimony is to provide Missouri Gas Energy's ("MGE" or "the

14 Company") cost of common equity on a more contemporaneous basis as there have

15 been significant changes in the capital markets over the nearly seven months since

16 the common equity cost rate described in my direct testimony was determined . I also

17 rebut certain aspects of the direct testimonies of the Office of the Public Counsel

18 ("OPC") Witness Daniel J. Lawton and that portion of the Missouri Public Service

19 Commission Staff ("Staff') Report relating to cost of capital sponsored by Staff

20 Witness David Murray. In this regard, I address the deficiencies in the
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1

	

recommended common equity cost rates proposed by Messrs . Lawton and Murray.

2

	

In particular, I explain why both witnesses erred in their conclusions of common

3

	

equity cost rate and as relates to impact on common equity cost rate attributable to

4

	

the Company's Straight Fixed Variable ("SFV") rate design. I also explain why Mr.

5

	

Lawton's reliance on Southern Union Company's ("SUG") capital structure is

6

	

incorrect and why Mr. Murray's short-term debt cost rate is understated . My rebuttal

7

	

testimony is organized by witness .

8

9 Q. HAVE YOU PREPARED SCHEDULES IN SUPPORT OF THIS

10 TESTIMONY?

11 A.

	

Yes, I have . I have prepared 10 Schedules which have been marked for

12

	

identification as Schedules FJH-21 through FJH-30, which is a continuation of the

13

	

numbering from my direct testimony.

14

	

II. SUMMARY

15

	

Q.

	

PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY.

16

	

A.

	

Due to the significant changes in the capital markets over the approximately seven

17

	

months that have elapsed since my original common equity cost rate (ROE)

18

	

recommendation was formulated, I deemed it appropriate to provide an updated

19

	

study which is more reflective of current and prospective capital market conditions .

20

	

As a result ofmy updated study, I conclude that a proper common equity cost rate

2
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for MGE in this case is 10.50%, which is lower than the 11 .25% determined early in

2

	

2009 . Again, I explain why no downward adjustment to common equity cost rate is

3

	

warranted attributable to MGE's SFV rate design, namely because the proxy

4

	

companies overwhelmingly have decoupling mechanisms in place .

5

6

	

Q.

	

PLEASE LIST THE ISSUES YOU WILL ADDRESS CONCERNING MR.

7

	

LAWTON'S TESTIMONY.

8

	

A.

	

Mytestimony will address the following issues related to OPC Witness Lawton:

9

	

"

	

I will explain why Mr. Lawton's suggested downward adjustment to common

10

	

equity cost rate attributable to the Company's SFV rate design is unfounded and

I I

	

without merit .

12

	

"

	

I will explain why Mr. Lawton's inclusion ofthree companies in his proxy group

13

	

is incorrect .

14

	

"

	

I will explain why Mr. Lawton's sole reliance on the DCF method to determine

15

	

his recommended common equity cost rate is incorrect even though he utilized,

16

	

albeit incorrectly, the risk premium and Capital Asset Pricing Model (CAPM)

17

	

methods as checks .

18

	

"

	

I will explain why Mr. Lawton's constant DCF conclusion of common equity

19

	

cost rate is understated due to the improper and illogical utilization of sustainable

20

	

growth rates .
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1 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 that 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 I

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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1 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

gross understatement of common equity cost rate ; and also why his failure to

include the ECAPM exacerbates the understatement . Moreover, I will show

that properly calculated CAPMIECAPM 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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III . UPDATED COST OF COMMON EQUITY CAPITAL

2

	

Q.

	

YOU PREVIOUSLY REFERRED TO YOUR UPDATED STUDY OF COST

3

	

OF COMMON EQUITY CAPITAL. ARE YOU NOW PRESENTING THAT

4

	

UPDATED STUDY AND RECOMMENDATION?

5

	

A.

	

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

6 pages .

7

8

	

Q.

	

PLEASE EXPLAIN SCHEDULE FJH-21 .

9

	

A.

	

I prepared an updated cost of common equity study in order to reflect the significant

to

	

passage of time, nearly seven months, and changing capital market conditions since

11

	

the preparation of my direct testimony . For convenience of presentation within this

12

	

testimony, I have consolidated the most relevant pages from Schedules FJH-1

13

	

through FJH-20, which accompanied my direct testimony. They are all shown

14

	

within Schedule FJH-21 which, as mentioned previously, includes 55 pages . Each

15

	

updated page contains a reference to the relevant page within Schedules FJH-1

16

	

through FJH-20.

17

	

As my updated study utilizes the same methodologies explained in detail in

18

	

my direct testimony, there is no need to again provide all of the explanations and

19

	

rationale, but for one exception . When I prepared my direct testimony, the stock

20

	

market was near the 2008-2009 low and the potential for capital appreciation was

6
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considerable . As a result, in the application of the risk premium and

2

	

CAPM/ECAPM models I gave only 20% weight to the huge potential market

3

	

appreciation in order to estimate what I considered to be more ofa norm at that time .

4

	

As discussed infra, since early March, the market as measured by the Dow Jones

5

	

Industrial Average (DJI) increased by 46.71% between March 9 and September 11,

6

	

2009 . This huge increase means that with the recession ending, the potential for

7

	

capital market appreciation has declined dramatically . Consequently, in this update I

8

	

gave more weight (40%) to the capital appreciation potential than I did originally

9

	

because, in my opinion, it is a better representation of the norm expected by

10

	

investors . Under more normal conditions, I believe investors would give equal

I l

	

weight to long-term historical market risk premia and expected market risk premia .

12

	

Under current conditions, I give 60% weight to historical appreciation and 40%

13

	

weight to the Value Line forecasted appreciation potential .

14

15

	

Q.

	

WHAT IS THE RESULT OF YOUR UPDATE?

16

	

A.

	

As a result, as indicated supra, my updated recommended common equity cost rate

17

	

is 10.50%, as shown on page 1 of Schedule FJH-21 .

	

Absent the Company's

18

	

existing SFV rate design common equity cost rate should be no less than 10.75%

19

	

because the proxy gas distribution companies overwhelmingly have protection from

20

	

the vagaries of weather and declining usage per customer . Consequently, a common

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

2 reflects any risk reducing benefits derived from such rate mechanisms .

3

4 Q . HAS THE COMMISSION PREVIOUSLY RECOGNIZED THIS

5 PRINCIPLE?

6 A. Yes. This Commission has previously recognized the foregoing principle, namely if

7 the proxy companies have similar mechanisms, no downward adjustment to ROE is

8 warranted, but absent such a mechanism, an upward adjustment may be appropriate

9 (see for example, 28-30 of Report and Order issued January 27, 2009, Case No. ER-

10 2008-0318 re : Union Electric Company d/b/a Ameren UE).

11

12 Q. DO YOU HAVE ANY OTHER COMMENTS CONCERNING YOUR

13 UPDATE?

14 A. Yes. I should also point out that at the time of preparation of my original study,

15 2008 actual results were not available, including those from the Morningstar 2009

16 Valuation Yearbook . Such data are now available and are incorporated in my

17 updated study and recommendation .
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IV. OPC WITNESS DANIEL LAWTON
2
3

	

A. Analysis of Mr. Lawton's Proposed ROE

4

	

Q.

	

MR. LAWTON UTILIZES A PROXY GROUP OF TWELVE COMPANIES

5

	

WHEREAS YOU UTILIZE A PROXY GROUP OF NINE COMPANIES.

6

	

HOW DO YOU CHARACTERIZE THE THREE ADDITIONAL

7

	

COMPANIES IN MR. LAWTON'S PROXY GROUP?

8

	

A.

	

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

9

to

	

Q.

	

PLEASE EXPLAIN.

I1

	

A.

	

As can be seen on Schedule FJH-22, Nicor, Inc . is one of those companies used by

12

	

Mr. Lawton and it was involved in a pending merger/acquisition . Such a situation

13

	

places undue pressure on market prices . Companies involved in M&A activities

14

	

should be eliminated as potential proxies. The other two companies, Nisource, Inc .

15

	

and UGI Corporation cannot be truly considered primarily gas distribution

16

	

companies . As can be seen, in 2008, Nisource derived only 36.49% of its operating

17

	

income from gas distribution operations, while UGI derived even less at 23 .51%.

18

	

Also shown are similarly low percentages of assets attributable to gas distribution

19

	

operations . Clearly, these three companies should not be included as proxies . Their

20

	

elimination from Mr. Lawton's group would leave the same nine companies which I

21

	

utilize for my proxy group.
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2 Q. AT PAGES 11-12 OF HIS DIRECT TESTIMONY, MR. LAWTON

3

	

SUGGESTS THAT A 50 BASIS POINT REDUCTION IS APPROPRIATE TO

4

	

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

5 RESPOND?

6

	

A.

	

Mr. Lawton is incorrect. His logic is convoluted .

7

8

	

Q.

	

PLEASE EXPLAIN.

9

	

A.

	

He chooses to ignore the fact that the proxy gas companies which I utilized to

10

	

establish a benchmark common equity cost rate (which would also be his proxy

11

	

companies after exclusion of the three companies he inappropriately included in his

12

	

proxy group, as discussed supra) currently have nearly 85% of their revenues either

13

	

wholly or partially decoupled as shown on Schedule FJH-3, page 2 of 2 . This can be

14

	

determined by a careful reading of the descriptions in conjunction with the notes to

15

	

Schedule FJH-3, which accompanied my direct testimony, which reveals that eight

16

	

of the nine proxy companies have decoupling mechanisms in place to varying

17

	

degrees and all have protection from the vagaries of weather which is the largest

18

	

single variant of sales and revenues. Note also that in multijurisdictional utilities

19

	

such as AGL Resources, its largest jurisdiction is Georgia which employs SFV rate

20

	

design . A decoupling mechanism is in place in New Jersey which is called

10
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Consumer Incentive Program (CIP) for New Jersey Resources and South Jersey

2

	

Industries . The CIP protects both ofthose companies against weather and eliminates

3

	

the disincentive to promote conservation . Laclede has a rate design that mitigates

4

	

against the impact of weather and recovers fixed costs more evenly during the

5

	

heating season . Northwest Natural, in its largest jurisdiction (Oregon - 81%) has a

6

	

WNA and a Customer Utilization Tracker (CUT) which breaks the link between

7

	

earnings and usage . Piedmont Natural also has a Customer Utilization Tracker

8

	

(CUT) in its largest jurisdiction, North Carolina, which takes into account weather

9

	

and usage and has weather normalization in its other jurisdictions . Southwest Gas

10

	

has a decoupling mechanism in California and has requested one in Nevada which

11

	

also takes weather and usage into account . WGL Holdings has protection from

12

	

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

13 Virginia .

14

15

	

Q.

	

WHAT IS THE SIGNIFICANCE OF THIS?

16

	

A.

	

While it is difficult to classify the full range of decoupling mechanisms by the

17

	

degree and effectiveness with which they reduce equity risk, they should not be

18

	

ignored .

	

Mr. Lawton, however, does just this - he completely disregards the fact

19

	

that the proxy companies overwhelmingly have decoupling mechanisms which take

20

	

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

2

	

pay for securities . Thus, common equity cost rates derived therefrom already reflect

3

	

their risk-reducing benefits . However, if MGE did not have its SFV rate design, its

4

	

risk would be greater than the proxy companies and an upward adjustment of 25

5

	

basis points would be necessary .

6

7 Q.

	

AT PAGE 11 OF HIS DIRECT TESTIMONY, MR. LAWTON MAKES

8

	

REFERENCE TO REGULATORS THAT HAVE EMPLOYED A FIFTY

9

	

BASIS POINT REDUCTION TO EQUITY RETURNS FOR SIMILAR

10

	

DECOUPLING PROPOSALS. DO YOU HAVE ANY COMMENT?

11

	

A.

	

Yes. Mr. Lawton does not identify the source of his fifty basis point reference . I am

12

	

aware of one circumstance where a fifty basis point reduction was taken as a result

13

	

of decoupling . That was in a case involving Baltimore Gas and Electric Company

14

	

before the Maryland Public Service Commission. (Case No. 8829, Order No. 76260,

15

	

dated June 19, 2000)

	

In that case, the cost rate of common equity capital was

16

	

reduced by fifty basis points for the implementation of Rider 8 (a decoupling

17

	

mechanism which accounts for changes in weather and other factors which affect gas

18

	

usage) . I should point out that in 1999 and early 2000 no gas distribution proxy

19

	

companies had decoupling mechanisms in place . However, in Baltimore Gas &

20

	

Electric Company's next gas distribution rate case in 2005, the Maryland

12
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1 Commission did away with the equity cost rate reduction because the impact of same

" 2 was reflected in the proxy companies utilized to establish common equity cost rate

3 (Baltimore Gas & Electric Company, in Case No . 9036, Order No . 80460, Dated

" 4 December 21, 2005). The Maryland Commission's rationale is analogous to this

5 Commission's rationale regarding fuel adjustment clause as discussed supra in re

" 6 Union Electric in Case No. ER-2008-0318 at pp. 28-30.
"
" 7 The circumstances where the Maryland Public Service Commission declined

" 8 to make a reduction in the allowed ROE as a result of the decoupling mechanism is
"

9 also analogous to the instant circumstance where overwhelmingly the proxy

" 10 companies enjoy the benefits of decoupling . In Case No. 9036 the Maryland
"
" 11 Commission Staff Witness testified that no reduction in the Company's return on

" 12 equity was recommended because "the proxy group data analyzed already
"
" 13 incorporates the reduction in risk for weather or conservation mitigation ." As a

" 14 result, the Maryland Commission stated in its Order :
"
" 15 Based on the reasons provided by Staff and the Company, the
" 16 Commission declines to order a specc adjustment for Rider 8 .

17
" 18

" 19 Q. AT PAGE 13 OF HIS DIRECT TESTIMONY, MR. LAWTON DISCUSSES

" 20 STANDARD & POOR'S (S&P) METHODOLOGY BY WHICH HE CLAIMS
"
" 21 HE CAN MEASURE THE IMPACT OF A REDUCED RISK ASSOCIATED

" 22 WITH DECOUPLING. PLEASE COMMENT.
" 13

"

"
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1 A.

	

First, the so-called numerical risk profiles which Mr. Lawton utilizes were

"

	

2

	

superseded by an entirely different matrix in November 2007 . The exact date of the
"
"

	

3

	

publication of the matrix that superseded the matrix relied upon by Mr. Lawton is

"

	

4

	

shown at pages 11 through 13 of Schedule FJH-2 and that November 30, 2007
"
.

	

5

	

matrix has been superseded by yet a new matrix which expands the November 30,

"

	

6

	

2007 matrix . The new matrix of May 27, 2009 is shown at pages 15 through 20 of
"
"

	

7

	

Schedule FJH-21 .

"

	

8

	

Second, Mr. Lawton's financial integrity analysis is a self-serving
"
"

	

9

	

presentation .

	

As indicated supra, on pages 15 through 20 of Schedule FJH-21, I

"

	

10

	

have included S&P's entire write-up from its RatingsDirect dated May 27, 2009
i
",

	

11

	

describing its Criteria Methodology : Business Risk/Financial Risk Matrix .

"

	

12

	

Expanded. S&P indicates clearly, as shown on page 16 of Schedule FJH-21, that the
II "
"

	

13

	

old matrix/metrics are not to be used when it states :

"

	

14

	

This article amends and supersedes the criteria as published in
"

	

15

	

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

	

16

	

`related articles' section at the end of this report .
"

	

17

	

(Emphasis added)
18

"

	

19

	

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

	

20

	

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

	

21

	

guidelines, neither gospel nor guarantees. . . .Moreover, our
22

	

assessment offinancial risk is not as simplistic as looking at a few
"

	

23

	

ratios . It encompasses :
" 24

25

	

"

	

a view ofaccounting and disclosure practices ;
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a view of corporate governance, financial policies, and risk
tolerance ;
the degree of capital intensity, flexibility regarding capital
expenditures and other cash needs, including acquisitions
and shareholder distributions ; and
various aspects of liquidity - including the risk of
refinancing near-term securities
(Emphasis added) .

YOU CONCLUDE FROM THIS?

the foregoing, especially his inappropriate use of superseded financial

reliance upon the ratios of a single period, Mr. Lawton's financial

ulation based upon one unit of a superseded matrix provides no basis of

his common equity cost rate recommendation .

14 OF HIS DIRECT TESTIMONY, MR. LAWTON REFERS TO A
s

DECISION OF THE CONNECTICUT DEPARTMENT OF

TILITY CONTROL (DPUC). HE ALLUDES TO A STATEMENT

E DPUC WOULD REQUIRE A 100 BASIS POINTS REDUCTION

TO PROVIDE CUSTOMERS WITH WEATHER-ONLY

ATION. HOW DO YOU RESPOND?

n is not accurate .

15

1 "
2
3 "
4
5
6 "
7
8
9
10

11 Q. WHAT DO

12 A. In view of

13 metrics and

14 metrics cal

15 support for

16

17 Q. AT PAGE

18 RECENT

19 PUBLIC

20 THAT T

21 IN ROE

22 COMPEN

23 A. His depicti

24
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1

	

Q.

	

PLEASE EXPLAIN.

"

	

2

	

A.

	

First of all, Mr. Lawton does not reveal that in Docket No. 08-12-06, Connecticut

"

	

3

	

Natural Gas Corporation, the DPUC denied Connecticut Natural Gas' requested

4

	

decoupling mechanism. Moreover, the following facts apply : 1) there were only

"

	

5

	

two cost of equity witnesses in the case, i.e ., for Connecticut Natural Gas Corp . and

"

	

6

	

the Office of Consumer Counsel (OCC) ; 2) the Connecticut Natural Gas witness
"
"

	

7

	

testified that decoupling had no effect on ROE; 3) the OCC witness was not in favor

"

	

8

	

of decoupling but did testify that if the Department approved the decoupling
"
"

	

9

	

mechanism, it would reflect a 25 basis point reduction in the allowed ROE.

"

	

10

	

However, no attempt was made by the OCC witness to measure the extent to which
"

11

	

decoupling mechanisms were recognized by investors in the prices paid for the

12

	

common stocks of the proxy gas companies he utilized ; 4) the reference to 100 basis
"
"

	

13

	

points was claimed in a brief by the Attorney General who offered no expert witness

14

	

on the subject of the cost rate of common equity capital . In view of the foregoing,
"
"

	

15

	

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

" 16
"

17

	

Q.

	

DOES MR. LAWTON ARRIVE AT HIS RECOMMENDED ROE BASED

"

	

18

	

SOLELY UPON APPLICATION OF THE DCF METHOD?
"lie

	

19

	

A.

	

Yes.

	

I believe it is quite clear that he does .

	

He states at pages 18-19 of his direct

20

	

testimony that "I employ the Discounted Cash Flow ("DCF") methodology for
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1 7

1 estimating the cost of equity . . . ." He refers at lines 5-7 of page 19 to the CAPM and

2 Risk Premium Models and states that they are "often used to check the

3 reasonableness of the DCF results ."

4

5 Q. IS THE USE OF A SINGLE METHOD TO ESTIMATE THE COST OF

6 COMMON EQUITY CAPITAL CONSISTENT WITH THE FINANCIAL

7 LITERATURE AND THE EMH UPON WHICH THE DCF METHOD IS

8 PREDICATED?

9 A. No. A review of my direct testimony at pages 26-32 will reveal that the financial

10 literature is quite clear and that the EMH requires the assumption that investors rely

I I upon multiple cost of common equity models . Consequently, rate of return analysts

12 should use multiple cost of common equity models as primary methods in arriving at

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

14

15 Q. AT THE BOTTOM OF PAGE 24 OF HIS DIRECT TESTIMONY, MR.

16 LAWTON DISCUSSES THE ECONOMIC SLOWDOWN AND SUGGESTS

17 THAT CAPITAL COSTS ARE BACK TO PRE-FINANCIAL CRISIS

18 LEVELS. DOES THAT MEAN THAT THERE IS LITTLE EXPECTATION

19 OF CAPITAL APPRECIATION ON THE PART OF INVESTORS?
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1 . A.

	

Not at all . As discussed supra, bottom of investment grade long-term debt of

2

	

utilities, i.e ., rated Baa is still more costly than prior to the financial crisis .

3

	

Moreover, in the past six to seven months, there has been a tremendous increase in

4

	

capital appreciation which will temper future expectations as discussed supra. The

5

	

rate of increase will decline, but will not be insignificant. For example, during 2009

6

	

the Dow Jones Industrial Average (DJI) went from a low of 6,547 .05 on March 9th to

7

	

a close of 9,605 .41 on September 11, a 46.71% increase in value in just six months.

8

	

This is totally consistent with Dr. Roger Ibbotson who indicated that when markets

9

	

pull out of calamities, they often have their highest returns (page 56 of Hanley direct

10

	

testimony) . Dr . Ibbotson also points out that there is greater risk in the market now

11

	

due to investor perceptions . Greater risk equals investors' greater expected return

12

	

for the commitment of capital .

13

14

	

Q.

	

AT PAGE 24 OF HIS DIRECT TESTIMONY, MR. LAWTON STATES

15

	

THAT BBB RATED BONDS ARE BACK TO THE PRE-

16

	

CREDIT/LIQUIDITY CRISIS LEVELS. IS HE CORRECT RELATIVE TO

17

	

BAA OR BBB RATED PUBLIC UTILITY BONDS?

18

	

A.

	

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

19 FJH-23.

20

1 8
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1

	

Q.

	

PLEASE EXPLAIN SCHEDULE FJH-23 .

2

	

A.

	

Schedule FJH-23 consists of seven pages. Page 1 graphically shows the yield spread

3

	

between Moody's A and Baa rated public utility bonds between January 1989 and

4

	

August 2009 . As can be seen, the yield spread has increased dramatically. Although

5

	

it has receded significantly from the high of nearly 178 basis points in November

6

	

2008, in August 2009 it was still about two times greater than the historical average

7

	

of 33 basis points, or 65 basis points as can be gleaned from page 7 of Schedule

8

	

FJH-23 . The widened spread indicates that the risk associated with Baa/BBB rate

9

	

public utility bonds is still greater than the historical average.

10

11

	

Q.

	

AT THE BOTTOM OF PAGE 26 OF HIS TESTIMONY, MR. LAWTON

12

	

STATES THAT IT IS NOT SOUND RATEMAKING TO ESTABLISH

13

	

REVENUE REQUIREMENTS AND RATES ON ATYPICAL OR

14

	

ABNORMAL EVENTS. PLEASE COMMENT.

15

	

A.

	

I completely agree . That is precisely why, in my direct testimony, I tempered down

16 .

	

the relative weight given to potential market appreciation and also, albeit to a lesser

17

	

extent, for the reason provided supra in my update. However, with regard to the

18

	

yield spread between utility bonds rated A versus Baa, I have utilized a normalized

19

	

spread of only 54 basis points .

	

Consequently, my cost of equity capital has been

20 normalized .

19
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2

	

Q.

	

DO YOU HAVE ANY COMMENTS WITH REGARD TO MR. LAWTON'S

"

	

3

	

UTILIZATION OF THE SUSTAINABLE GROWTH METHOD IN HIS DCF

" a ANALYSIS?
"
"

	

5

	

A.

	

Yes. Mr. Lawton discusses the sustainable growth method at the bottom of page 32

"

	

6

	

and top of page 33 of his testimony. His sustainable growth calculations are shown
"
"

	

7

	

in Schedule (DJL-7). His sustainable long-term growth rate calculations are based

8

	

entirely upon historical and projected data from Value Line . Value Line's forecast
"
"

	

9

	

data go out three to five years .

	

If one believes that three to five year analysts'

"

	

10

	

forecast growth rates in earnings per share (EPS) are not sustainable, how can one
"
"

	

11

	

rely on an estimate based on those same forecasts as being sustainable for an

"

	

12

	

indefinite period such as 150 years (stage 2 in his two-stage growth DCF as shown
"
"

	

13

	

on Schedule DJL-9)? In addition to the element of circularity it does not make sense

"

	

14

	

to derive individual estimates of growth in dividends, book values and retention
"
"

	

15

	

ratios all derived from the analysts' forecasts of growth in EPS. Rather than making

"

	

16

	

numerous calculations based upon derivatives of the analysts' forecasts of EPS, it

"

	

17

	

makes more sense to rely upon the analysts' direct forecasts of the growth rates in

18

	

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

" 19

"
"
"

	

20
"

"
"
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i

	

Q.

	

IS THERE AUTHORITY FOR YOUR POSITION IN THE FINANCIAL

3

	

A.

	

Yes. Myron Gordon, who first introduced the DCF model adapted for utility

4

	

ratemaking, came to recognize long after his book, The Cost ofCapital to a Public

5

	

Utility was published in 1974, that the growth component of his original "Gordon

6

	

Model" which relied upon the sustainable growth method had a serious limitation .

7

	

Dr. Gordon, in a presentation on March 27, 1990 (some 16 years after the

8

	

publication of his 1974 book), before the Institute for Quantitative Research In

9

	

Finance, in Palm Beach, Florida, entitled, "The Pricing of Common Stocks," stated

10

	

that analysts' growth rate projections were superior to the sustainable growth

11 method:

12
13
14
15
16
17
18
19
20
21
22
23
24
25

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
to the data available to Malkiel and Cragg. Seconc/ly, the estimates by
security analysts must be superior to the estimates derived solely from
financial statements .
(Emphasis added.)

26

	

Q.

	

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

27

	

DIRECT TESTIMONY, MR. LAWTON RELIES UPON THE GEOMETRIC
21
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"

	

1

	

MEAN OF TOTAL RETURNS ON LARGE COMPANY STOCKS FOR THE

"

	

2

	

PERIOD 1926-2008 . HOW DO YOU RESPOND?

"

	

3

	

A.

	

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

" 4

"

	

5

	

Q.

	

PLEASE EXPLAIN.

"

	

6

	

A.

	

Pages 43 through 47 of Schedule FJH-21 are five pages from the Morningstar 2009
"
"

	

7

	

Valuation Yearbook . The discussion on page 44 explains clearly why the income

8

	

return must be used when estimating equity risk premium. While relying upon

"

	

9

	

Morningstar, Mr. Lawton ignored Morningstar's advice to utilize the income return .

"

	

10

	

Morningstar states :

11

	

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

	

12

	

results from the periodic cash flow or, in this case, the bond coupon
13

	

payment . The capital appreciation return results from the price
"

	

14

	

change of a bond over a specific period . . .

	

The income return is
"

	

15

	

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

	

16

	

represents the truly riskless portion ofthe return.
.

	

17

	

(Emphasis added) .
18

" 19

20

	

Q.

	

IS THERE ANOTHER REASON WHY MR. LAWTON'S USE OF TOTAL

"

	

21

	

RETURN ON BONDS IS INCORRECT?

22

	

A.

	

Yes. In the ratemaking paradigm only the income return, that is, yield, is relevant in

"

	

23

	

establishing the cost of capital .

	

The paradigm holds that the bonds are to be
"

"

	

22

l
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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 is, the cost of capital . Simply stated, only the arithmetic 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

" 1

2

" 3

4

. 5

6 Q.

" 7

8 A.

. 9

10

. 11

12

. 13

14

15 Q.

16 A.

17

18

19
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"
" 1 accordance with the basic financial precept of risk and return, i.e ., greater risk means

" 2 a greater required rate of return and vice versa.
"
" 3 The financial literature is clear that business risk is measured by the

" 4 variability of expected pretax returns, i .e ., the probability distribution of returns.

" 5 Weston & Brigham2 define the riskiness of an asset thusly :

" 6 The riskiness of an asset is defined in terms ofthe likely variability of
" 7 future returnsfrom the asset.
" 8 (Emphasis added.)
. 9

10 Jeremy J . Siegel3 defines risk as follows :

. 11 Figure 2-4 displays the risk defined as the standard deviation of
" 12 average real annual returns for stocks, bonds and bills based on the

13 historical sample ofnearly 200 years . This is the measure ofrisk used
" 14 in portfolio theory and asset allocation models.
" 15 (Emphasis added.)

16
17 Finally, in a note at the top of Table 1-1 on page 13 of the same text, Siegel

" 18 further notes that :

" 19 Risk = standard deviation of arithmetic returns.
" 20 (Emphasis added.)
. 21
" 22 Thus, it is clear that the use of the geometric mean is incorrect when

" 23 estimating the cost of capital .
"
" -
" Eugene F . Brigham, Fundamentals ofFinancial Management, Fifth Edition, The Dryden Press,

1989,p.639 .
" 2 J . Fred Weston and Eugene F . Brigham, Essentials ofManagerial Finance, Third Edition, The
" Dryden Press, 1974, p. 272 .

Jeremy J . Siegel, Stocksfor the Long Run - The Definitive Guide to Financial Market Returns
" for Long-Term Investment Strategies, McGraw-Hill, Third Edition, 2002, p . 32 .

" 24

"

"
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t

2

	

Q.

	

HAVE YOU GRAPHICALLY ILLUSTRATED WHY THE ARITHMETIC

3

	

MEAN IS APPROPRIATE TO USE WHEN ESTIMATING THE COST OF

4 CAPITAL?

5

	

A.

	

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

6

	

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

7

	

Morningstar's 2009 Valuation Yearbook . It is clear from looking at the distinct bell-

8

	

shaped pattern that the returns are random. Page 2 shows the returns by year and

9

	

further confirms that they are random.

	

Only the arithmetic mean of a random

10

	

distribution of returns considers all of the returns in the distribution . The arithmetic

11

	

mean takes into account the standard deviation or likely variance which may be

12

	

experienced in the future when estimating the cost of equity capital based on random

13

	

historical returns . In contrast, page 3 of Schedule FJH-24 demonstrates that when

14

	

the geometric mean is calculated, only two of the returns arc considered, namely the

15

	

initial and terminal years, which, in this case, are 1926 and 2008 . Based upon only

16

	

those two years, a constant rate of return is calculated, i.e., the geometric average.

17

	

That constant return, when represented graphically, is a flat line over the entire 1926

18

	

to 2008 time period which is quite different from the volatile random returns which

19

	

generate the probability distribution shown on page I and the volatility demonstrated

20

	

on page 2 of Schedule FJH-24.

25
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26

1 In view of all the foregoing, it should be clear that only the arithmetic mean

2 of historical risk premia takes the standard deviation of returns, which is critical to

3 risk analysis when estimating the cost of capital, into account. The geometric mean

4 is appropriate only when measuring historical performance and should not be used to

5 estimate the investors' required rate of return .

6

7 Q. IS THERE ANOTHER PROBLEM WITH THE RISK PREMIUM ANALYSIS

8 PERFORMED BY MR. LAWTON AS SUMMARIZED IN TABLE 6 ON

9 PAGE 38 OF HIS DIRECT TESTIMONY?

l0 A. Yes. Aside from the incorrect use of the geometric mean and the total return on

11 long-term corporate bonds, Mr. Lawton also incorrectly assumed that a market risk

12 premium of 5 .5% is applicable to MGE or the proxy group. It should be 5.6%

13 (11 .7% market return minus income return of 6.1% on Aaa and Aa corporate bonds) .

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

15

16 Q. DO YOU AGREE WITH THE USE OF THE TIME PERIOD UTILIZED BY

17 MR. LAWTON IN SCHEDULE (DJL-10), THAT IS 1980 THROUGH 2008 TO

18 ESTABLISH AN EQUITY RISK PREMIUM?

19 A. No. Mr. Lawton incorrectly used the period of 1980 through the first quarter of 2009

20 over the more appropriate long-term time period 1926-2008 . As explained in more



"

"

	

REBUTTAL TESTIMONY OF FRANK J. HANLEY

"

	

CASE NO. GR-2009-0355

"

	

SEPTEMBER2009

1

	

detail below, the use of such a short time period can inadvertently pick up the effects

2

	

of short-term anomalies and volatilities, and give them greater current weight than
"
"

	

3

	

appropriate . This is why I employed the use of historical data for the longest time

"

	

4

	

period possible, to 1926 .

.

	

5

	

The use of a short period of time is inconsistent with his argument for long-

6

	

term, sustainable growth in the DCF model . Morningstar states clearly that using

.

	

7

	

shorter periods oftime is suspect because all periods contain unusual events .

8

	

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

9

	

they state :

"

	

10

	

Furthermore, because an average of the realized equity risk premium
"

	

11

	

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

	

12

	

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

	

13

	

she wants . . .Some analysts estimate the expected equity risk premium
14

	

using a shorter, more recent time period on the basis that recent events
"

	

15

	

are more likely to be repeated in the near future . . . [T]his view is
. 16

	

suspect . . .

"

	

17

	

See, Schedule FJH-21, page 47.

.

	

18

	

Significantly, Mr. Lawton's shorter time period includes several historical

19

	

events I noted on page 51 of my direct testimony as potential problematic factors in
"

20

	

relying upon a short-term analysis . By choosing the time period 1980 through 2008,

"

	

21

	

Mr. Lawton has encapsulated a period of extraordinary double-digit inflation and

22

	

bond yields, the 1987 stock market crash, the collapse of the Soviet Union, the two

23

	

wars with Iraq, the September 11, 2001 terrorist attacks, and other significant events .
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1

2

	

Q.

	

THE FOREGOING NOTWITHSTANDING, HAVE YOU PERFORMED A

3

	

CALCULATION OF A RISK PREMIUM METHOD COMMON EQUITY

4

	

COST RATE UTILIZING THE DATA SHOWN BY MR. LAWTON ON HIS

5

	

SCHEDULE (DJL-10)?

6

	

A.

	

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

7

8

	

Q.

	

PLEASE EXPLAIN SCHEDULE FJH-25.

9

	

A.

	

In Schedule FJH-25 I have utilized the indicated risk premia over Moody's Public

to

	

Utility Bond yields shown by Mr. Lawton on his Schedule (DJL-10) . I believe that

11

	

relying upon an average equity risk premium over such a period of time to establish

12

	

a proper equity risk premium is incorrect for several reasons . First, for the reasons

13

	

provided by Morningstar and referred to supra; and secondly, because of a wealth of

14

	

empirical evidence in the financial literature which confirms an inverse relationship

15

	

between interest rates and equity risk premia .

	

Because of the inverse relationship

16

	

between interest rates and equity risk premia, I chose to utilize two different

17

	

regression analyses based on Mr. Lawton's data shown on his Schedule (DJL-10)

18

	

which are shown in Schedule FJH-25 .

19

20

	

Q.

	

PLEASE EXPLAIN.

28
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.

	

t

	

A.

	

The first type of regression analysis is shown on pages I and 2.

	

It is based upon

2

	

regressing the trend of equity risk premium in excess of the Moody's public utility

"

	

3

	

bond yields shown by Mr. Lawton over time . The regression results shown on page

4

	

2 predict an equity risk premium of 4.78% over an expected Moody's Baa public

.

	

5

	

utility bond yield of 6.86% .

6

	

The second type of regression analysis performed was to regress the

.

	

7

	

relationship between the equity risk premia and interest rate levels shown on Mr.

"

	

8

	

Lawton's Schedule (DJL-10) . The graphical depiction shown on page 3 clearly

.

	

9

	

confirms the inverse relationship between interest rate levels and equity risk premia.

"

	

l0

	

As can be determined by interpolation from the predicted results from the regression

11

	

analysis on page 4, the indicated risk'premium over an expected Moody's Baa Public

12

	

Utility Bond yield of 6.86% is 4.14%.

.

	

13

	

In estimating the yield on Moody's Baa rated public utility bonds, I relied

14

	

upon the forecast average yield of 7.05% on Baa rated corporate bonds during the six

15

	

quarters ending with the fourth quarter of 2010 from the September 1, 2009 Blue

16

	

Chip Financial Forecast, which is shown at page 40 of Schedule FJH-21 . I then

17

	

reduced that yield by the 19 basis points yield differential between Baa rated

"

	

18

	

corporate bonds and Baa rated public utility bonds shown by Mr. Lawton on his

19

	

Schedule (DJL-4) . Column H on Schedule (DJL-4) is mislabeled in that it uses BBB

.

	

20

	

but should read Baa. They are Moody's yields from Mergent Bond Record .

29
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"

	

2

	

Q.

	

WHAT DID YOU THEN DO?

3

	

A.

	

I recalculated the indicated risk premium cost rates utilizing the projected average

"

	

4

	

yield on Moody's Baa rated utility bonds of 6.86%. The information is summarized

.

	

5

	

in Schedule FJH-26. As shown, based upon an average expected yield on Moody's

"

	

6

	

Baa rated utility bonds of 6.86% and predicted equity risk premia of 4.78% and
' "
"

	

7

	

4 .14% the indicated risk premium common equity cost rates are 11 .64% and 11 .00%

"

	

s

	

for an average indicated equity risk premium cost rate of 11 .32% . As discussed

.

	

9

	

supra, I do not agree with Mr. Lawton's approach but the foregoing is a far better

10

	

indicator of a risk premium common equity cost rate than his conclusion of 9.99%
"

11

	

shown on his Schedule (DJL-10) .

" 12

13

	

Q.

	

DOYOU AGREE WITH MR. LAWTON'S CAPM ANALYSIS AT PAGES 42-

14

	

44 OF HIS TESTIMONY AND SUMMARIZED IN HIS SCHEDULE (DJL-

40

	

16

	

A.

	

No. Mr. Lawton utilizes both geometric and arithmetic mean data. As discussed

"

	

17

	

supra, the use of geometric mean data when estimating the cost of capital is

18

	

incorrect. With regard to his long-term arithmetic mean analysis, he incorrectly

"

	

19

	

utilizes the total return on long-term government bonds of 6.1%.

	

The arithmetic

20

	

mean income return on long-term government bonds of 5 .2% over the period 1926-
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1

	

2008 should be utilized for the reasons discussed supra . Based only on arithmetic

2

	

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

3

	

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

4

	

use of a three-month average yield of 30-year U .S . Treasury bonds. In view of the

5

	

recent global financial economic crisis, and investors' flight to quality, it is apparent

6

	

that the critical levels reached in the fall of 2008 and earlier in 2009 are receding

7

	

relative to higher quality debt including U.S. Treasuries . Consequently, the yield on

8

	

U.S . Treasuries has risen . For example, reference to page 40 of Schedule FJH-21

9

	

reveals that the consensus forecast of the country's leading economists, as published

to

	

in the September 1, 2009 Blue Chip Financial Forecast, indicates a continued rising

11

	

trend so that by the fourth quarter of 2010 the average yield on 30-year U.S.

12

	

Treasury bonds is expected to be 5 .0%.

	

1 believe that using an average of the

13

	

forecasted six quarters ending with the fourth quarter of 2010 is reasonable to utilize

14

	

in a CAPM analysis .

	

The average of those forecast yields is 4.67%, or 28 basis

15

	

points higher than the 4.39% utilized by Mr. Lawton.

	

In addition, his use of the

16

	

three-month average for the yield on U.S. Treasury bonds is inconsistent with his

17

	

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

18

	

the DCF model.

31
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1

	

Finally, because of investor expectations and the forecast of future potential

2

	

capital appreciation, a significant part of expected total market return, has not been

3

	

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

4

5 Q. HAVE YOU CALCULATED A TOTAL MARKET RETURN THAT

6

	

INVESTORS WOULD EXPECT BASED ON VALUE LINE DATA

7

	

FORECAST DATA FOR THE TWO MONTHS ENDED AUGUST 2009 AND

8

	

AT SEPTEMBER 11, 2009?

9

	

A.

	

Yes. The average annual forecast over a three-to-five year period for total market

10

	

return is 14 .68% and when added to the forecast annual dividend yield of 2.41% a

1l

	

forecast total average return of 17.09% is indicated as shown in Note 2, page 51 of

12

	

Schedule FJH-21 . I believe investors would temper that forecast, but give it

13

	

reasonable weight at this time, such as 40%, given the recession of the flight to

14

	

quality mentality and rising yields on long-term government bonds as well as the

15

	

recent substantial increase in the DJI as discussed supra .

16

17

	

Q.

	

IS IT THEN FAIR TO SAY THAT ALL YOU AGREE WITH FROM MR.

18

	

LAWTON'S CAPM ANALYSIS IS HIS USE OF THE VALUE LINE BETAS?

19

	

A.

	

Yes. I believe that properly calculated CAPM and ECAPM models would yield an

20

	

average cost rate of 10.83% for MGE based upon my proxy group of nine gas

32
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t

	

distribution companies as summarized on Line no . 3, page 2 and detailed in pages 49

2

	

through 51 of Schedule FJH-21 .

3

4

	

Q.

	

HAVE YOU SUMMARIZED MR. LAWTON'S CONSTANT GROWTH DCF

5

	

COST RATE AS WELL AS THE PROPERLY CALCULATED COMMON

6

	

EQUITY COST RATES FOR THE RISK PREMIUM AND CAPM MODELS

7

	

YOU DISCUSSED SUPRA?

s

	

A.

	

Yes. Those cost rates, including the updated necessary adjustments to reflect MGE's

9

	

greater risk vis-a-vis the proxy group of nine gas distribution companies to reflect its

10

	

smaller size is reflected in the following table :
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1 TABLE A
2

" 3 1 . Constant Growth DCF (Median) (1) 9.82%

5
Adjustment for MGE's Smaller Size (2) -19

" 6 10-01

"
7
8 2. Corrected Risk Premium Analysis (3) 11 .32
9 Adjustment for MGE's Smaller Size (2) 00-19
10

. 11 11-51

. 12
13 3 . Corrected CAPM (ECAPM)(4) 10.83

. 14 Adjustment for MGE's Smaller Size 00-19
15
16 11 .02

. 17

"
18 Average 10 °
19
20 (1) From Schedule (DJL-8) .
21 (2) From Schedule FJH-21, page 2, tine 6 .
22 (3) From Schedule FJH-26 .
23 (4) From Schedule FJH-21, page 49 .
24
25
26
27 Q. HOW DO YOU CHARACTERIZE MR. LAWTON'S USE OF SUG'S

" 28 CAPITAL STRUCTURE, WHICH INCLUDES A 38.66% COMMON

e, 29 EQUITY RATIO, FOR USE IN A DETERMINATION OF COMMON

" 30 EQUITY COST RATE FORMGEIN THIS PROCEEDING?

31 A. It is inappropriate for the reasons set forth by me at pages 15-17 of my direct

" 32 testimony. Staff Witness Murray also recognizes that the use of SUG's capital

33 structure in this proceeding is inappropriate as explained by him at pages 7 and 20-

" 34 27 of the Staffs Report. My reasoning, as well as Mr. Murray's, is self-explanatory

" 34

"

"

"
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1

	

and need not be repeated here . Moreover, there is an additional conceptual error

2

	

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

3

4 Q.

	

WHAT IS THE ADDITIONAL ERROR MADE BY MR. LAWTON IN

5

	

CONJUNCTION WITH HIS ERRONEOUS ADOPTION OF SUG'S

6

	

CAPITAL STRUCTURE?

7

	

A.

	

It is quite clear from Mr. Lawton's testimony and supporting schedules that he relied

8

	

upon his proxy group of gas distribution companies (see my disagreement with his

9

	

inclusion of three companies supra) in formulating his recommended common

10

	

equity cost rate of 10.00%. At page 49 of his direct testimony, Mr. Lawton confirms

11

	

that MGE's proposed capital structure compares "quite favorably to the equity ratios

12

	

in the natural gas utility industry." Mr. Lawton, despite the foregoing, erroneously

13

	

applies a common equity cost rate (albeit unduly low) not to a 48% common equity

14

	

ratio, but to SUG's 38.66% common equity ratio without making a financial risk

15

	

adjustment . Such an adjustment would substantially increase the required ROE

16

	

relative to SUG's much lower common equity ratio. His failure to do so exacerbates

17

	

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

18

19

	

Q.

	

AT THE BOTTOM OF PAGE 49 OF HIS DIRECT TESTIMONY, MR.

20

	

LAWTON SUGGESTS THAT MGE'S BUSINESS RISK HAS BEEN

35
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"
" t REDUCED BY VIRTUE OF THE BENEFITS ASSOCIATED WITH

" 2 DECOUPLING. PLEASE COMMENT.

. 3 A. Again, Mr. Lawton disregards the fact that most of the gas distribution companies

" 4 have substantial decoupling, as set forth in detail in Schedule FJH-3 accompanying

" 5 my direct testimony and explained supra . Moreover, as also explained supra, this

" 6 Commission has recognized that when proxy companies substantially utilize similar-

7 type mechanisms, no downward adjustment to ROE is warranted, while on the other

8 hand, if a similar mechanism was not utilized by the company in question, that an

" 9 upward adjustment to ROE would be warranted .4

" 10

AT PAGES 52-53 OF HIS DIRECT TESTIMONY, MR. LAWTON

" 12 DISCUSSES THE FINANCIAL RATIOS OR FINANCIAL METRICS THAT

" 13 THE COMMISSION SHOULD CONSIDER. HE PURPORTS TO UTILIZE

" 14 S&P METRICS AND SHOWS HIS CALCULATIONS ON HIS SCHEDULE

" 15 (DJL-13) . PLEASE COMMENT.

16 A. As discussed supra, Mr. Lawton utilizes metrics from a matrix that was superseded

17 in November 2007 and again superseded by a newer matrix, the latter of which is

18 shown at pages 15 through 20 of Schedule FJH-21 .

"
"
" ° Report and Order issued January 27, 2009 re: AtnerenUE in Case No. ER-2008-0318 at pp .

"
28-30 .

36
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1 In view of the foregoing, especially his inappropriate use of superseded

" 2 financial metrics and reliance upon the ratios of a single period, Mr. Lawton's

3 financial metrics analysis provides no basis for justifying his common equity cost

" 4 rate recommendation .

" 5 V. STAFF WITNESS DAVID MURRAY

" 6 A. ANALYSIS OF MR. MURRAY'S
" 7 PROPOSED SHORT-TERM DEBT COST RATE
. s

9 Q. AT PAGE 31 OF HIS DIRECT TESTIMONY, MR. MURRAY DISCUSSES
"
" 10 THE RATIONALE FOR HIS USE OF A SHORT-TERM DEBT COST RATE

11 OF 0.89%. DO YOU AGREE WITH HIS RATIONALE AND COST RATE

" 12 RECOMMENDED?

13 A. I do not . As discussed supra in this testimony, the flight to quality mentality

" 14 attributable to the global financial crisis has receded significantly since late 2008 and

15 early 2009 . As such, the yields on government securities, including U .S . Treasuries

" ' 16 have increased considerably . Moreover, I do not believe it appropriate for Mr.
"
" 17 Murray to utilize a spot cost rate, which is understated for the foregoing reasons,

" 18 based upon only two companies .
"
" 19

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

" 22 that a more appropriate short-term debt cost rate based upon a utility with a similar
" 37
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"
"

	

1

	

credit rating to the proxy group would consist of three-month LIBOR rate plus 300

"

	

2

	

basis points plus a commitment fee of 50 basis points . This was based upon recent

3

	

capital market information presented to SUG by Calyon Credit Agricole CIB . The

"

	

4

	

appropriate excerpt from that report which is dated August 20, 2009, is presented as
41

5

	

Schedule FJH-27 . Since short-term debt cost rates fluctuate and because ratemaking

"

	

6

	

is prospective, the use of a three-month prospective average LIBOR rate is

7

	

appropriate . The Blue Chip Financial Forecast Consensus three month LIBOR rate

8

	

for the six quarters ending with the fourth quarter 2010 is shown on page 40 of
"

9

	

Schedule FJH-21 . As of September 1, 2009, the six quarter average forecast three-

10

	

month LIBOR rate is 0.8667°/x . When added to the market-required margin over the

11

	

LIBOR rate of 300 basis points and a 50-basis point commitment fee, a 4.367%

"

	

12

	

prospective short-term debt cost rate is indicated for a gas distribution company with

13

	

a credit rating of Moody's A3.

" 14

"

	

15

	

Q.

	

WHATDOES ALL OF THIS DEMONSTRATE?

16

	

A.

	

It shows that Mr. Murray's short-term debt cost rate is grossly understated .

17

	

B. ANALYSIS OF MR. MURRAY'S PROPOSED ROE

"

	

18

	

Q.

	

MR. MURRAY INDICATES AT PAGE 6 OF THE STAFF REPORT THAT

"

	

19

	

HIS RECOMMENDED RANGE OF COMMON EQUITY COST RATE WAS

20

	

DERIVED BY APPLYING A SINGLE-STAGE, CONSTANT-GROWTH DCF
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39

1

2

MODEL TO A GROUP OF COMPARABLE COMPANIES. PLEASE

COMMENT .

3 A. As discussed supra with regard to OPC Witness Lawton, exclusive reliance upon

4 any single method, including the DCF, as a primary tool in arriving at a

5 recommendation of common equity cost rate is inconsistent with the Efficient

6 Market Hypothesis ("EMH") . Multiple models should be used consistent with the

7 EMH. My prior discussion need not be repeated here .

8

9 Q. AT PAGE 36 OF THE STAFF REPORT, MR. MURRAY RELIES UPON THE

10 LOWER HALF OF HIS COST OF EQUITY RANGE BASED UPON HIS

11 PROXY GROUP OF SEVEN COMPANIES. HOW DO YOU RESPOND?

12 A. His reasoning lacks merit .

13

14 Q. PLEASE EXPLAIN.

15 A. Mr. Murray acknowledges on page 36, at lines 11-12 that "Staffs comparable

16 companies also have varying decoupled rate designs", yet he adopts the lower half of

17 his range of common equity cost rate because "all have at least some degree of non-

18 regulated operations ." Mr. Murray's reasoning is specious . I have prepared

19 Schedule FJH-28 which shows that all seven of Mr. Murray's proxy companies are

20 included in the Edward Jones gas distribution companies group and also that all
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S

	

1

	

seven are included in the Value Line natural gas utility group . As such, it is clear that

"

	

2

	

investors consider these companies gas distribution utilities . Moreover, as also

3

	

shown on Schedule FJH-28, the average of the seven companies in 2008 had 73.45%

'"

	

4

	

of its net operating income derived from gas distribution operations and 82.87% of

"

	

5

	

its total assets were devoted to gas distribution operations . The median data for the

"

	

6

	

same two indicators are 67 .99% of net operating income derived from gas
"
"

	

7

	

distribution operations and 79 .44% of total assets devoted to gas distribution

" 8 operations.
"

9

"

	

10 Q.

	

HAS THIS COMMISSION LOOKED AT THIS CONCEPTUAL ISSUE
"

11 PREVIOUSLY?

12

	

A.

	

Yes. This Commission stated in the AmerenUE Report and Order issued January 27,

13

	

2009, at pp . 29-30:

14

	

As indicated, most of the companies included in the proxy groups
15

	

used by the analysts to estimate an appropriate return on equity for
16

	

Ameren UE already operate under a fuel adjustment clause . That
17

	

means the analysts are measuring and evaluating Ameren UE against
18

	

companies with a level of risk that takes into account their use of a
"

	

19

	

fuel adjustment clause . Therefore, while an upward adjustment may
"

	

20

	

have been appropriate if a fuel adjustment clause were not allowed,
40

	

21

	

no corresponding reduction is necessary because a fuel adjustment
a,

	

22

	

clause will be in place .
23

" 24
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" 1 Q. HOW DOES THE COMMISSION'S RATIONALE IN THE AMERENUE

2 CASE RELATE TO THE MGE CASE?
!

3 A. Since Mr. Murray acknowledges that his comparable companies have varying

" 4 decoupled rate designs, supported by my Schedule FJH-3 and as described supra in
!
" 5 this testimony, it is clear that the current situation for MGE is analogous to the

" 6 Ameren UE and the fuel adjustment clause situation . In view of the foregoing, Mr.
!
. 7 Murray's reaching to the tower half of his substandard range of common equity cost

! 8 rate exacerbates his understated recommendation, is inappropriate and should be
"

9 rejected by this Commission.

! 10

! 11 Q. PLEASE COMMENT UPON MR. MURRAY'S APPLICATION OF THE

12 CAPM.

13 A. As with OPC Witness Lawton, about the only thing I agree with Mr. Murray's

" 14 application of the CAPM is his use of the Vatue Line betas .
"
! 15

! 16 Q. DO YOU DISAGREE WITH MR MURRAY'S UTILIZATION OF A RISK-

17 FREE RATE OF 4.41%?

;, is A. Yes.

! 19

f 20 Q. PLEASE EXPLAIN.

! 41

!
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1

	

A.

	

Ratemaking is prospective, as is the cost of capital . As discussed supra, with the

2

	

decline in the impact of the flight to quality attributable to the global financial crisis,

3

	

yields on U.S . government securities have been increasing . As contained in my

4

	

updated CAPM analyses and discussed supra with regard to Mr. Lawton's CAPM

5

	

analysis, the use of the average expected yield on long-term U.S. Treasury Bonds for

6

	

the six quarters ending with the fourth quarter of 2010 is 4.67%, a full 26 basis

7

	

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

8

9

	

Q.

	

MR. MURRAY UTILIZED AN ARITHMETIC AVERAGE MARKET RISK

10

	

PREMIUM FROM MORNINGSTAR OVER THE PERIOD 1926-2008 OF

11

	

5.60%. HOW DO YOU CHARACTERIZE HIS USE OF A 5.60% MARKET

12

	

RISK PREMIUM?

13

	

A.

	

It is not appropriate

14

15 Q. WHY?

16

	

A.

	

It is based upon the total return upon long-term government bonds . In other words,

17

	

he derives his 5.60% by subtracting from total market returns of 11 .7% the total

18

	

returns on long-term government bonds of 6.1%. For the reasons described in my

19

	

direct testimony and supra in this testimony and explained fully by Morningstar at

20

	

page 44 of Schedule FJH-21, the use of only the income return is appropriate when

42
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1

	

estimating the cost of capital . The income return on long-term government bonds

2

	

over the period 1926-2008 was 5.2% which means that the arithmetic mean equity

3

	

risk premium utilized by Mr. Murray is understated by 90 basis points (or 0.9%) . It

4

	

should be 6 .50% (11 .7% - 5.2%) .

5

6

	

Q.

	

MR. MURRAY ALSO UTILIZED THE GEOMETRIC AVERAGE RISK

7

	

PREMIUM FROM THE MORNINGSTAR DATA IN HIS CAPM ANALYSIS.

8

	

HOW DO YOU DESCRIBE THE USE OF THE GEOMETRIC MEAN WHEN

9

	

ESTIMATING THE COST OF CAPITAL?

i o

	

A.

	

It is not appropriate . I have discussed the inappropriate use of the geometric mean in

11

	

my direct testimony and supra in this testimony. That discussion need not be

12

	

repeated here .

13

14 Q.

	

MR. MURRAY FAILED TO TAKE INTO ACCOUNT ANTICIPATED

15

	

MARKET APPRECIATION IN CALCULATING RISK PREMIUM.

16

	

PLEASE RESPOND.

17

	

A.

	

It is not appropriate to exclude consideration ofexpected capital appreciation.

18

19 Q. WHY?

43
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1

	

A.

	

Mr. Murray relies upon the DCF method. The DCF method is expectational and

2

	

reflects investors' expectation of growth in market price . As discussed at pages 56-

3

	

57 of my direct testimony and supra in this testimony, investors have reason to

4

	

expect high returns coming off of the adverse impact of the global financial crisis .

5

	

Dr. Roger Ibbotson affirms this (pp . 56-57 of my direct testimony) and actual market

6

	

performance in 2009 to date from the low reached in early March 2009 also affirms

7

	

this to be true . In addition, as discussed supra, it is reasonable to give substantial

8

	

weight to expected market appreciation and I have currently given 40% weight to

9

	

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

10

11 Q.

	

ARE THERE OTHER ISSUES WITH REGARD TO MR. MURRAY'S

12

	

APPLICATION OF A CAPM ANALYSIS?

13

	

A.

	

Yes. Mr. Murray failed to also take into account the ECAPM. The ECAPM is

14

	

discussed at pages 61-63 of my direct testimony . It is supported by an abundance of

15

	

empirical studies . Mr . Murray failed to take a proper calculation of the ECAPM into

16 account .

17

18 Q.

	

HAVE YOU PREPARED AN ANALYSIS OF PROPERLY-COMPUTED

19

	

CAPM/ECAPM COST RATES BASED UPON MR. MURRAY'S PROXY

20

	

GROUP OF SEVEN COMPANIES?

44
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. 1 A. Yes, I have . That information is shown on Schedule FJH-29, which consists of two

s 2 pages. The analysis remedies the flaws in Mr. Murray's analysis discussed supra .s
3 As shown on page 1 of Schedule FJH-29, the median CAPM result is 10.44%, while

s 4 the median ECAPM result is 11 .21%, resulting in an average of the traditional and

" 5 ECAPM models of 10.83% .

s 6s
I ! 7 Q. YOU PREVIOUSLY DISCUSSED WHY MR. MURRAY'S REACHING TO

8 THE LOW HALF OF HIS DCF RANGE OF COMMON EQUITY COSTs
9 RATE IS INAPPROPRIATE . WHAT IS THE MIDPOINT OF HIS RANGE?

to A. It is 9.75%. I also notice that in arriving at his range, as shown on Schedule 15 of

" 11 Appendix 2 of the Staff Report, that if Mr. Murray had utilized the range of growth

s 12 rates indicated in Schedules 11-1 through 11-3 as well as 12 and 13 of Appendix 2,s
13 his range of growth rate would be from 4.62% to 6.48% with a midpoint of 5 .55%.

14 If 5 .55% growth is added to Mr. Murray's actual projected dividend yield of 4.52%s
15 as shown on Schedule 15, the indicated DCF cost rate would be 10.07%.

s 16

17 Q. WHAT WOULD THE INDICATED COMMON EQUITY COST RATE BE

18 WITH A DCF COST RATE OF 10.07% AS DISCUSSED ABOVE AND A

s 19 PROPERLY-COMPUTED CAPMIECAPM COST RATE OF 10 .83°!0?
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1

	

A.

	

It would be 10.45% which is very close to my updated 10.50% common equity cost

2

	

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

3

4

	

Q.

	

AT PAGE 40 OF THE STAFF REPORT, MR. MURRAY DISCUSSES THE

5

	

MISSOURI STATE EMPLOYEES' RETIREMENT SYSTEM (MOSER). HE

6

	

SUGGESTS BECAUSE MOSER'S EXPECTED RETURNS FOR LARGE

7

	

CAPITALIZATION DOMESTIC EQUITIES IS ONLY 8.50% THIS

8

	

JUSTIFIES HIS RECOMMENDED ROE. DOES IT?

9

	

A.

	

No . The use of an expected return on pension fund assets has no relevance to the

10

	

establishment of a common equity cost rate relative to a single asset, such as MGE's

11

	

rate base. The projected return on pension fund assets reflects the risk-reducing

12

	

benefits of a diverse portfolio . Also, the fiduciary responsibility of maintaining a

13

	

pension fund requires a level of conservatism in portfolio management. In addition,

14

	

while not indicated in the response to MGE's DR0274 to Mr. Murray, I suspect that

15

	

the MOSER fund investment horizon is of relatively short duration as opposed to the

16

	

infinite investment horizon implicit in the standard DCF model . Of course, MGE's

17

	

rate base represents a very small number compared to large capitalization domestic

18

	

equities . Consequently, a very substantial size premium would be required .

19

	

Moreover, the 8.50% is undoubtedly a projected geometric mean, whereas when

20

	

estimating the cost of capital only the arithmetic mean is appropriate .

	

For the

46
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1

	

foregoing reasons, no reliance should be placed upon MOSER's expected return on

2

	

large capitalization domestic equities .

3

4

	

Q.

	

AT PAGES 41-42 OF THE STAFF REPORT, MR. MURRAY DISCUSSES

§

	

THE SIGNIFICANCE OF ALLOWED ROE AND ALLOWED OVERALL

6

	

RATES OF RETURN (ROR). DO THEY SUPPORT HIS RECOMMENDED

7

	

RANGE OF ROE AND ROR?

8

	

A.

	

No. All of the allowed ROES are greater, ranging from 10.11% to 10.49% as shown

9

	

at lines 6 through 12 on page 41 of the Staff Report. As to ROR, I have prepared

10

	

Schedule FJH-30 in order to demonstrate that even the high end of Mr. Murray's

11

	

recommended range does not support his recommendation . For example, shown at

12

	

the top of Schedule FJH-30 is Mr. Murray's recommended overall rate of return of

13

	

7.45% based upon the high end of his range of 9.75% ROE.

	

In the three

14

	

"reasonableness checks" below that calculation I have utilized Mr. Murray's

15

	

recommended hypothetical capital structure ratios, long- and short-term debt cost

16

	

rates . Based upon the low ROR of 8.01% shown on page 42 of the Staff Report, a

17

	

10.83% common equity cost rate is indicated relative to a common equity ratio of

18

	

51 .06%. Based on the high ROR shown of 8 .78%, a 12.34% common equity cost

19

	

rate is indicated relative to a 51 .06% common equity ratio . Similarly, based on the

20

	

average of all quarterly awarded RORs shown on the same page 42 of 8 .32%, an

47
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" 1 indicated common equity cost rate of 11 .44% relative to a common equity ratio of

" 2 51 .06% is indicated .

" 3

" 4 Q. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?
"
" 5 A. Yes, it does .

"
"

"

"
"

"
"
"

"
"
"
"
"
"
"
"
"
"
"
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(1)

	

The 52.00% total debt ratio has been allocated between the long-term and short-term debt based upon the average
long-term and short-tern debt ratios of the proxy group of nine Value Line natural gas distribution companies forthe
five quarters ended December 31, 2008 as shown on Page 4 of Schedule FJH-5. The allocation is derived as
follows :

(2)
(3)

Missouri Gas Energy
Summary of Cost of Capital and Fair Rate of Return

Based on a HvpqtlhetiralCapital Structure

Therefore, the hypothetical long-term debt ratio of 41 .06% is derived as 78.96%' 52.00%, and the short-term debt
ratio of 10.94"/o 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 of2009 and ending with the fourth quarter of 2010 ofthe 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.

(4)

	

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

(5)

	

Provided by Southern Union Company .
(6)

	

Based 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 Calyon report to BUG on August 20, 2009, an excerptof
which Is provided as Schedule FJH-27.

Schedule FJH-21
Page 1 of55

Schedule FJH-1
Page 1 of 17
(UPDATED)

Average for the
Five Quarters

ended
December 31,
-2008- .

Proxy Group of Nine
Value Line Natural
Gas Distribution
Companies Percent ofTotal Debt

Long-Term Debt 40.84 % 78.96
Short-Term Debt 10.88% 21 .04
Total Debt 51.73% 100.00

Type of Capital Ratios (1) Cost Rate - . Weighted Cost Rate

Long-Term Debt 41 .06% 6.080%(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% 6.014%

Type ofCapital

Based on the Actual Capital Structure of

Ratios (5) 1

SouthernUnion

Cost Rate

Companv at December 31, 2008

Cost Rate- . Weighted

Long-Term Debt 56.16% 6.258% (5) 3.514%
Short-Term Debt 3.26% 6.117%(6) 0.199%
Preferred Equity 1 .92% 7.758% (5) 0.149%
Common Equity 38.66% 13.900% (4) 5.374%

Total 100.00% 9.236%



Missouri Gas Enemy
Brief Summary qLCommonEquity . Cost Rate

Notes:

	

(1)

	

From Page 21 of this Schedule.
(2)

	

From page 34 of this Schedule .
(3)

	

From page 49 of this Schedule .
(4) The CEM results are on Pages 52 and 53 ofthis Schedule. Mr. Hanley considers the 21 .00% cost rate for

the proxy group of nine Value Line natural gas distribution 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.

(5) Equals the average ofthe 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 original analysis, he decided that it was necessary to give all models equal
weight in this instance .

(6)

	

Mid-point of the range of common equity cost rates produced by the cost ofcommon equity models . For
example, the indicated common equity cost rate for Southern Union Company, 13.59, is the mid-point ofthe
range of its cost of common equity results which is 10.67% -16.50%. If the results of the cost of common
equity models were averaged instead oftaking the midpoint, the indicated common equity cost rate would
be 13.49% .

(7)

	

Business risk adjustment to reflect Missouri 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 ofthe 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)

No Principal Methods

Proxy Group of Nine
Value Line Natural Gas
_Distribution Companies Southern Union Company

Discounted Cash Flow Model (DCF) (1) 9.20 % 10.67

2. Risk Premium Model (RPM) (2) 10.94 12.63

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

4. Comparable Earnings Model (CEM) (4) NMF 16.50

5. Indicated Common Equity Cost Rate
before Adjustment for Business Risk 10.32 % (5) 13.59 %(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



Missouri Gas Enemy
Derivation of Investment Risk Adjustment Based upon

Ibbotson Assocl ates' Size Prema for the Defile Portfolios of the NYSEIAMEXINASDAQ

Docile

"From pages 7 and 11 of this Schedule

Notes:
(1)

	

From Page 4 of this Schedule .
(2)

	

Gleaned from Column (D) balmon this page. The appropriate docile (Column (A)) corresponds to the market capitalization crave proxy group, which B found In
Column 1 .

(3)

	

Corresponding risk premium to the docile Is provided on Column (E) an the bottom of (his page.
(4) Line No. to Column3-Line No. 2 Column 3 end Line No . 1b, Column 3-Line No . 3 of Column 3 etc. For example, the0.76'16 (n Column 4, Line No. 2 Is derivedasfollows 0.76%=2.35%-1 .59% .
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1- Largest 165 $ 8,530,554.000 $51,700.327 -0.36%
2 175 1,682,132.000 $ 9,612.183 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%
6 243 342,820.000 $ 1,410.782 1.63%
7 319 283,476.000 $ 888.639 1.62
8 393 241,137.000 $ 613.580 2.35%
9 603 181,013.000 $ 300.187 2.71%
10-Smallest 1626 12,878 .000 $ 7.920 5.81%

Un No.
Market Capitalization on

9, 2009 (1)
(millions)

September

(Ilmeslarger)

Applicable Defile of
the NYSEIAMEX/
NASDAQ (2)

Applicable SIze
Premium (3)

Spread from
Applicable Size
Premium for (4)

Missouri Gas Energy

a. Based Upon the Proxy Group of Nine Value Line
Natural Gas Distribution Companies $ 659 .811 8 2 .35%

b . Based on Southern Union Company $ 438 .533 8-9 2 .53%

Proxy Group of Nine Value Une Natural Gas
2. DlshibutionCompanies $ 1,555 .729 2 .4 x 5-6 1 .58% 0.78%

3. Southern Union Company $ 2,456 .145 5 .6 4-5 126% 1 .27%

(B) (C) (D) (E)

Size Premium
Recent Average, (Return In

Numberof Recent Total Market Market Excess of
Companies Capitalization' Capitalization CAPM)'
(millions) (millions) (-millions)
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(UPWTEU)

MknOmiGasEnemy

(oNO.)

NA NA

~m99onz)

6 902]21 (4) NA

(mwom)

SeseWGpoaIMPrmoGtuupaomlne Vebe
Llne NeluNOmGIMMaIbn CompaNes . 164.0 `K(5)-5 659.811 (6)

Good an 50ulhemUnionCompany 108.0 %(7) 3 438.533 (8)

Pmxy Gnup of Nbe Value (Jne NelunlGm
Uhbbelbn Cuinnmdee
AGLRmnummlrc. NYSE 6 76 .800 $ 21.482 5 1.8 .8000 6 33.020 157.4 % 5 2,000.750
ALneaEmmyCwp. NYSE 0.015 2.801 2052482 27 .670 132.4 2.572.842
Theledede Graolp, In, NYGE 21 .03 22119 486.479 32 .810 1411.8 723815
N.Jeueo,RemmusGorp, NY6E 43 .439 10 .735 728.950 30 .320 217.0 1,577.716
NoMwe%NelunIGUCe, My6E 78 .691 23 .638 029.877 42 .10 1702 1,118.07
PennonNemnlGoC...1. NYSE 73,240 12 .113 887344 "Am 184.8 1.720500
GonnaJanalIMusblee,lnn WEE 29.729 17 .]32 515.254 33 .840 195.2 1.09.019
6MhwemGa.Corpu~ NYm 44 .192 23 .485 1,037.847 24 .280 103.4 1,072970
SSGLIIoldinnin .1. NYSE 48.017 20 .098 1.047.584 93240 159.e 1.858277

Avenge S0J5B 5 20 .05] 5 100].11% 6 31 .970 164.0 % S 1355.729

6.A..uNe.Cempeny NYSE 125.123 5 111 .006 5 2252,852 5 19.530 109,0 % S 3,450.145
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Chapter 7
Firm Size and Return

The FirmSae Phenomenon
One of the most remarkable discoveries of modem finance
is that of a relationship between firm size and return .
The relationship cuts across the entire size spectrum but
is most evident among smaller companies, which have
higher returns on average than larger ones . Many studies
have looked at the effect of firm size on return' In this
chapter, the returns across the entire range of firm sae
are examined

Size and Uqufdity
Capitalization is net necessarily the underlying cause of
the higher returns far smaller companies . While smaller
companies are usually less liquid, withfewar shares traded
on any given day, not all companies of the same size have
the same liquidity. Stocks that are mom liquid have higher
valuations for the same cash flows because they have a
lower cost of capital and commensurately lower returns an
average. Storks 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 capital of companies that are not publicly traded, there
is not a direct measure of liquidity for these companies
because there are no public trades. Thus, there is usu-
ally no share turnover, no bid/ask spreads, etc. i n which
to measure liquidity. Even though liquidity Is not directly
observable, capitalization is; thus the size premium can
serve as a partial measure of the increased cost of capital
of a less lquid stock

Size premiums presented in this book are measured from
publicly traded EOMPanNS of various saes end therefore do
not represent the full cost of capital far non-traded com-
panies. The valuation for a non-publicly traded company
should also reflect a discount for thp very fact that it is not
traded. This would be an illiquidity discount and could be
applied to the valuaHan directly, or alternatively reflected
as an illiquidity premium in the cast of capital

This chapter does not tell you how, to estimate this Incre-
mental illiquidity valuation discount (or cost of capital

Marninesur

illiquidity premium) that is not covered by the sae premium.
At the end of this chapter, we show someempirical results
an the impact of liquidity on stock returns.

Construction of the Decile Pordolias
The portfolios used in this chapter are those created by
the Center for Basesicb in Security Prices (CRSP) at the
University of Chicago's Graduate School of Business .
CRSP has refined the methodology of creating size-based
portfolios and has applied this methodology to the entire
universe of NYSE/AMEQNASOAO-fisted securities going
backto 1926.

The New York Stock Exchange universo'excludes closed-
end mutual funds, preferred stocks, real estate investment
trusts, foreign stocks, American Depository Receipts, unit
investment trusts, and Americus Trusts. All companies on
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 traded on the American StockExchange
(AMEX) and the Nasdaq National Market (NASDAD1 are
then assigned to the appropriate deciles according to their
capitalization in relation to the NYSE breakpoints. The
portfolios are rebalanced, using closing prices for the last
trading day of March, June, September, and December.
Securities added during the quarter are assigned to the
appropriate portfolio when two consecutive manth-end
prices are available. If the final NYSE price of a secu-
rity that becomes delisted is a month-end price, then
that month's return is included in the quarterly return of
the security's portfolio. When e month-end NYSE price is
missing, the month-end value of the security is derived
fmm merger terms. quotations on regional exchanges, end
other sources. If a month-end value still is not determined,
the last available daily price Is used.

Base security returns are monthly holding period returns.
All distributions are added to the month-end prices, and
appropriate price adjustments are made m account far
stack splits and dividends . The return ona portfolio for one
month is calculated as the weighted average of the returns
far its individual stocks. Annual portfolio returns are calcu-
lated by compounding the monthly portfolio returns .

xomlkkotsoo^5991" Valuation Yearbook
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Table 7-1: SaezeedW Podoras or the NYSE/AMMNASTIAQ

Bonds, Ban. and Camposirim

Table 7-2Ske-0ec8e Pal6arios of the NYSE/AMEY4NA50A0,

largest Compmryand Its Market capitalization by Dedle
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Size of the Beetles

Table 7-1 reveals that the top three deciles of the NYSE/

AMFXp4ASDA0mount for mostof the total market value

of its stocks. Nerdy two-thirds of the market value is rep-

resented by the first docile, which currently consists of 165

stocks, while the smallest docile accounts for just over one

percent of themarketvalue.The data in the second column

of Table 7-1 are averages across
all

83 years. Of course,

the proportion of market value represented try the various

deciles varies from yeartu year.

Columns three and fourgive recentfigures on the numberof

companissandtheirmarketcapitalizagon,presentingasnap-

shot of the structum of the deciles near the end of 2098 .

Table 7-2 gives the current breakpoints that define the

composition of the NYSE/AME7t/NASDAO size deciles.

The largest company and
its

market capitalization am

presented for each docile . Table 7-3 shows the historical

breakpoints for each of the area sae groupings presented

throughout this chapter. Mid~ap stocks are defined here

as the aggregate of deciles 3-5. Based on the most recent

data (Table 7-21 companies within this mid-cap range

have market capitafrzations at or below $7,360.271,000

but greater than $1,848,951,000. Low-cap stocks include

deciles 6-8 and currently include all companies in the

NYSE/AME)VNASDAO with market capitalizations at or

below $1,848,961,000 but greater than $453,254,000 .

Micro-cap stocks include deciles 9-10 and Include compa-

nies with market capitalizations at or below $453,254,000 .

Themarket capitalization of the smallest company included

in the micro-caphalization group is currently $1,575,000.

Presentation of the Decile Data

Summary statistics of annual returns of the 10 deciles

over 1925-2008 am presented in Table 7-4. Note from

this exhibit that both the average retum and the total risk,

or standard deviation of annual returns, tend to increase

as one moves from the largest decile to the smallest

Furthermore, the serial correlations of returns are near

zero for all but the smallest deciles. Serial correlations

and their significance will be discussed in detail later in

this chapter,
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1926
1927

.160,103
64,50

573,795
14.491

$4,213 813,800
_4,415-' 1452Z

^-~

__k,263

4,450
-E43

65
1928
1929

00,910
-~ 103,D54

18,761
24,328

5,074
5,892

IB,788
24.480

5,119
6,53

135
118

1930 66,750 . 12,910 3,359 13,050 $369 39
1931
1932

42,697
12,212

8,142
2,208

1,927
463

' 8,222
2,223

1,944
459

15
19

1933 49298 7,210 1.830 7,200 1,875 120
1934
1935

38,019 _
37,631

8,638
6,549

1.673
1,350

6,669
6,605

1.691
1,393 38

69 _

1936 46,963 _11,605 2.754 11 .526 2860 _ 9B
1937
1938
1939

67250
35,019
35,409

13,635
8.372
7,478

3,539
2195
1,018

13,793
8,400
7.650

3,563
2200
1.854

W
_60
75

1940 29,903 7,990 1,861 8.007 1,872 51
1941
1942
1943

30,362
281037
42721

8,346
6,868
11,403

2086
1,770
3,847

8,335
6,870

11,475

2,607
1,779
3,9¢1 395

12
02

1944
1945

46221
55,125

13,066
17,325

4812
6,413

13,068
17,515

4.828
6.428

309
YL5

1946
1947

77,784
57,830

24192
17,719

10.149
6,373

24,199
17,735

10.160
6,980

829
508

1948 67238 19,632 7.329 19,651 7,348 683
1949 56,082 14,549 5.037 14,617 5,108 379
1950 66,143 18.675 6,225 18.700 6243 303 -
1851 82,617 22750 7,598 22,860 7,600 658
1952 85,636 25,405 &428 25,452 0,400 40D
1953
1854

98.218
125,834

25,340
29,787

8,156
8,488

25,374
29,791

8.168
-~ 8,55

459
463

1955 170,59 41,445 12,386 41,681 12444 553
_1956
1957
195B

183.75
194,300
195,536

46,805
47,650
46,774

1$524 ~~
13,849 ~-
13,789

46,886
48,509
46,071

13,623
13,848
13 ,MB

1.122
825 _
550

1959
1960

256283
252.292

6411D
61,465

19,548
19,293

64,221
61,579

19,701
10,344

1,804
B31

1961
1952

296,9n
250,786

77,993
64785

23,55
18.952

77,896
6B,BM

23,613
ie,96

2,455
1,110

1963 308,9D3 71,645 23,BZ7 71 .971 24,056 296
1964 349,675 79,508 25695 79,937 25.597 223
1%5 365.675 84.600 76.493 851065 28,543 250



Tahle 7-3 (Continued)
Size-Declle Portfolios of the NYSE/AME%/NASDAD
Largest and SmallestCompany by Size Group
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1967
1968
1600

1403,137
459.430
631,308
618,495

$99,950
116,988
150,893
146,792

$14,804
42189
60.543
54,353

.
$(60,107
119.635
151,260
147,3 11

$34,605
42,217
69,719
64503

$381
301

_592
2,119

1970 382,004 94754 23916 84945 29,932 822
1971 551.690 - 147,425 45,570 _ 147,810 45,571 865
1972 557,101 143,835 46,728 144,263 46,757 1,031
1973
1974 _
1975

431,354
356,07 6

47704

96,699
79,878
102,313

29,352
23,955
30,353

96,710
80,260

103,283

29,430
23.4230
30,394

561
444
60

1976 566,236 121,717 34,864 121y92 34,901 564
1977

V-1978
®4577
500,881

139,196
" 164,093

40,700
47 .927

739,620
164.455

40.765
4B,03B

513_
830

1979
1980

665,019
762,195

177.378
199.312

51,107
50,496

177,769
199,315

51,274
50,544

043
549

1981 962,397 204590 72,104 264.793 72,459 1,448
1982
1983

770,517
1,209,911

210,301
353,889

55,336
704,382

210,630
355,238

55.423
104,5BB

1,060
2,025

1984 7,05,436 315,965 91,004 316,103 91,195 2,033
1985 1,440,436 370.734 84,875 370,729 9489 760
1986 7,9.57,621 449,015 110,617 449,462 110,953 706
1987
_1988
1989

2,09,143
1,957.928
2145,947 -

488,940
421,340

g80,975
.

113,419
94,449
100,225

470,062
421,675
463,623

113,430
94,573
100,384

1,277
696
95

1990 2171,217 474,065 93,750 474;427 93,790 132
1991
1992

2129,063
2.428.671

457.958
5w,97

87,686
103.352

468,853
500.346

87,733
103,600

278
510

1993 2,705,192 603,588 137.105 607,449 137.137 602
1994 2,470,244 598.0 .59 148,104 697,875 148,216 .598
7995 2789,938 647,210 156,386 647,253 155.532 8 .9
1996
1991
1998

3,142,657
3,484,440
4,216,707

751,316
813,923
95,680

193,001
228,909
252653

751,600
814.355
926,215

193,016
229,058
253,031

1.043

1.071
585

1999
200

4,251,741
4,143,89

95,309
040,060

220,397
192,083

95,59
840.730

220.458
192.439

1,602
1,393

2001 6,158,915 1,108,224 265,734 1,108,869 265,736 443
29 4,930,326 1,116,525 308,600 1124,331 309,245 601
2003 4,744,600 1,163,369 329,600 1,163,423 329,529 332
2004
2005

6,241,353
7.19244

159.854
1,720,808

505,437
586.393

1,697,931
1,729,354

606,410
59.243

1,393
1.079

2060
29

7,777,lm
9206,713

1,046,589
2411,794

96,955
723,70

1,947,240
2413583

97,0 17
725267

2247
1522

2008 7.360271 7,048,961 453254 1.849.950 49,398
_

1,575
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Graph 7-1 depicts the growth of one dollar invested in each

of thme NYSE/AME%/NASDAG groups broken down Into

mid-cap, low-cap, and micro-cap stocks. The index value

of the entire NYSE/AMIJC/NASGAD is also included. All
returns presented are value-weighted based on the market

capitalizations of the defiles contained in each subgroup .

The sheer magnitude of the size effect in some years is

noteworthy. While the largest stocks actually declined 9

percent In 1977, the smallest stocks rose more than 20

percent A more extreme case occurred in the depression-

recovery year of 1933, when the difference between the

firstand tenth docile returns was far mare substantial, with

the largest stocks rising 46penceritandtheSmallest stocks .

rising 218 percent This divergence in the performance of

small and large company stocks is a common occurrence.

Table 7-0 : Sae-0eclle Portfolios of the NYSE/AMPYMASCIAO
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Aspects of the Hum Size Effect

The firm size phenomenon is remarkable in several ways.

First, the greater risk of small stocks does not, In the con-

text of the capital asset pricing model ICAPMh fully account

for their higher returns over the long farm. In the CAN only

systematic, or beta risk Is rewarded; small company stocks

have had returns in excess of those implied by their betas.

Second, the calendar annual return differences between

small and large companies are serially correlated . This

suggests that past annual returns may be ofsome value

in predicting future annual returns. Such serial correlation,

or autoconelation, is practically unknown in the market far

large stocks and in most other equity markets but is evident

in the size promos.
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Third, the firm size effect is seasonal . For example, small

company stacks outperformed large company stocks in the
month of January in a large majority, of the years. Such
predictability is surprising and suspicious in light ofmodem
cptal market theory. These three aspects of the firm size
affect-long-term returns in excess of systematic risk,

serial connotation, and seasonality-will be analyzed

thoroughly in thefollowing sections .

Long-Tom Returnsin Excess of Systematic Risk

The capital asset pricing model (CAPM) does not fully
account for the higher returns of small company stocks.

Table 7-5 shows the returns in excess of systematic risk

over the past 83 years for each decile of the NYSE/AMEX/
NASDAQ. Recall that the CAPM is expressed as follows:

kp=rf+(P .XERP)

Table 7-5 uses the CAPM to estimate the return in excess

ofthe riskless rate and compares this estimate to historical

performance. According to the CAPM, the expected return

on a security should consist of the riskless rate plus an

additional return to compensate far the systematic risk

of the security. The return In excess of the riskless rate is

estimated in the context of the CAPM by multiplying the

equity risk premium by Ii (hate(. The equity risk premium

is the return that compensates irrvestars for taking on risk
equal to the risk of the marketas a whole(systematic risk)?

Beta measures the extent to which e security or portfolio

is exposedto systematic risk'The beta ofeach deciie indi-

cates the degree to which the deciie s return moves with

that ofthe overall market.

A beta greaterthan one indicates that the security or port-
folio has greatersystematic risk than the market according

to the CAPM equation, investors are compensated for

taking on this additional risk Yet Table 7-5 illustrates

that the smaller deciles have had retumsthat are notfully

explained bytU higher betas. This return in excess of
that predicted by CAPM increases as one moves from the

largest companies in deciie 1 to the smallest in docile 10.
The excess return is especially pronounced for micro-cap

stocks (decles 9-10). This size-related phenamenon has
prompted a revision to the CAPM, which includes a size

premium. Chapter 4 presents this modified CAPM theory
and

its
application in more detail .
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This phenomenon can also be viewed graphically, as
depicted in the Graph 7-Z. The security market line is based
on the pure CAPM without adjustment for the size premi-
um. Based on the risk for beta) ofa security, the expected
return lies on the security market line. However, the actual
historic returns for the smaller de0as of the NYSE/AMEX/
NASDAQ lie above the line, indicating that these deciles
have had returns in excess of that which is appropriate for
their systematic risk

Further Analysis of the 10th Docile
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 decile into two
size groupings we can get a closer look at-the smallest
companies . This magnification of the smallest companies
will demonstrate whether the company size to sae prairie
relationship continues to hold true.

As previously discussed, the method fordeterminingthe size
groupings for size premia analysis was to take the stacks
traded on the NYSE and breakthem up into 10 deciles, after
which stacks traded onthe AMEX and NASDAQwere allo-
cated into the same size groupings. This same methodology
was used to split the 10th docile into two parts: 10a and
10b, with tab Icing the smaller of thetwo. This is equiva-
lent to breaking the stacks dawn into 20 size groupings,
with portfolios l9 and20representing l0a and 106.

Table 7-7 shows that the pattern continues ; as companies
get smallertheir size premium increases. Them is a rotics-
ahle increase in size premium from t0a to 106, which
can also 6e demonstrated visually In Graph 7-3. This can
be useful in valuing companies that are extremely small.
Table 7-5 presents the size, composition, and bmakpoints
of dedles 10a end 10b.

~~" Rbvrsvn^SBBI°Valor[ivvYearhvvk

First, the recent number of companiesand total 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 compared to results for the 10th decile taken
as a whole, however. The same holds true for comparing
the 10th decile with the Micro-Cap aggregation of the 9th
and 10th deciles. The more stocks included in a sample the
more significance can be placed an the results. While this
is not as much of e factor with the recent years of data,
these sae premia are consducted with data back to 1926.
By breaking the 10th decile dawn into smaller components
we have cut the number of stocks included in each group-
ing.The change aver time of the number of stocks included
in the 10th decile for the NYSE/AMWNASDAG is present-
ed in Table 7-B . With fewer stocks included in the analysis
early on, there is a strong possibility that just afewstocks
can dominate the returns far those early years.

While the number ofcompanies 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 dawn into
subdivisionsUs and 106: All things considered, size pro-
mia developed for deciles 10a and 1Ob are significant and
can be used in cost of capital analysis. These size premia
should greatly enhance the development of cast of capital
analysis for very small companies .
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Alternative Methods ofCalculating the Size Prorate
The size premia estimation method presented shove makes

several assumptions 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 sectionwe will examine the Impact on
thb size premia of using a different market benchmark for

estimating the equity risk plants and beta. We will also

examinethe effect on the size premia study of using sum
beta oran annual beta"

Changing the Market Benchmark
In the original s'rze premia study, the S&P 500 is used as

the market henclunark in the calculation of the realized

historical equity risk premium and of each size group's

beta . The NYSE total value-weighted index is a common
eltermativg market benchmark used to calculate beta. Table

7-9 uses this market benchmark in the calculation of beta .
In order to isolate the size effect, werequire an equity risk

premium based on a large companystack hanchmarlL The

M'SE decles 1-2 large company index offers e mutually
exclusive set of portfolios for the analysis of the smaller
company groups: mid-cap decles 3-5, low-cap deciles
B-9, end micmcepdeciles trig.The size premia analyses
using these benchmarks are summarized in Table 7-9 and

depicted graphically in Graph 7-4.
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For the entire period analyzed 192Cr2008, the betas

obtained using the NYSE total value-weighted index are

higher than those obtained using the S&P 500. Since

smallercompanieshad higher betas using theNYSE bench-

mark. onewould expect thesize pmmiato shrink. However,
as was illustrated in Chapter 5, the equity risk premium

calculated using the NYSE deciles 1-2 benchmark results

in a value of 5.80, as opposed to 8.47 when using the S&P

500. The effect ofthe higher betas and lower equity risk

premium cancel each other out, and the resulting size
prenda in Table7-9 are slightly higher than those resulting

from the original study.

Measuring Beta with Sum Beta
The sum beta method attempts to provide a better measure

of beta for small stacks by taking into accounttheir lagged

price reaction to movements In the market [See Chapter

61 Table 7-10 shows that using this method of beta esti-

mation results in larger betas forthe smaller size deciles

of the NYSE/AMEX/NASDAD while those of the. larger

size decline remain relatively stable. From these results,

it appears that the sum beta method corrects for possible

errors that are madewhen estimating small company betas

without adjusting for the lagged price reaction of small
stocks. However, the sum beta, when appliedto the CAM,

stilldoes not accountfor all of the returns in excess of the

riskless rate historically found forsmall stocks. Table 7-10

demonstrates thatasize premium is still necessaryto esti-

mate the expected returns using sum beta in conjunction

with the CAPM, though the premium is smaller than that

needed when using thetypical calculation of beta.

Graph 7-5 compares the 10 deciles of the NYSE/AME1f/
NASDAQ to the security market line. There are two sets

of docile portfolios-one set is plotted using the single

variable regression method of calculating beta, as In Graph

7-2, and the second set uses the sum beta method . The

portfolios plotted using sum beta more closely resemble

the security market line.Again, this demonstrates that the

sum beta method results in the desired effect a higher

esihnate of returns for small compares Yet the smaller

portfolios still lieshovethe security market line, Indicating
that an additional premium maybe required .

Schedule FJH-21
Page 14 of 55



Criteria I Corporates I General :

Criteria Methodology: Business
Risk/Financial Risk Matrix
Expanded
Primary Credit Analysts:
Solamsn8 Cavern, NewYoik01212-438-7653; sol-samtorepslandardandpaarsrnn
nmanualDul als>Pele[4t Paris iTO1 442F8773 ; emmanuLduhok .pelerin®stendudandponsspm

BusinessRiskTinancial Risk Framework

Updated Matrix

Financial Benchmarks

How To Use TheMatrix-And Its Limitations

Related Articles

wwwstendardendpaoss.oam/ratioAsdirecl
EI[oiTJSkpYNMNfIU[pYLMrtpip[mamWml4nMWWa6Pl/bmNM .S[[Tmvpl
d7p/aidaeeppapn7lPlae

1
narsxlaposassx

Schedule FJH-21
Page 15 of 55



Criteria I Corporates I General:
Criteria Methodology: Business Risk/Financial
Risk Matrix Expanded
(pditola Note. En theprevious version of this articlepublished on May 26, certain of the rating outcomes in the
table 1 matrixwenmirrored. Acanteredversion follows.)

Standard &Pools Ratings Services is refuting its methodology for corporate ratings related to its business
risWlmancial risk matrbr, which we published as part of2008 Corporate Ratings Criteria onApril IS,2008, on
RatmgsDirect atwwwratiagsdirect.com end Standard &Poer's Web site at wsvsvstandardandpoors.cam.

This article amends and supersedes thecdtuia as published 1n CorporateRatings Criteria, page 21, and thearticles
listed in the 'Related Articles" seceion at the end of this report.

This article Is part of a broad series of measures enmonced last year to enhanceour governance, enalytics,
disseminationof Information, and investor education initiatives . There initiatives ua aimed at augmenting our
independence,strengthening the rating process, end increasing our transparency to better serve theglobal markets.

Weintroduced the business risklfinanclal risk matrix four years ego. The relationships depicted in the matrix
representan essential element ofour corporate analytical methodology.

Weem now expandingthe matrix, byaddingamcategory to both business andfinancial risks (see cable 1) . As e
result, the matrix allows for greater differentiation regarding(ampaaies rated lower than investment grade JLc., 'BB'
andbelow).

Tabdat

)BUSmessMBFnzncml;RnslcprotdeMalnx�� , .,

itnandnpaslmaes as eBamforpvslevm pupmrsasy.AmNmanp sAmddaaMgimmnmMol hrwledmarysuSams

Therating outcomes referto hatercredit ratings . The ratings indicated In each cell of the matrix are themidpoints
ofarange of likely rating possibilities . This range would ordinarily span one notch above and belowthe indicated
ratio$

Standard &Pools 8adugseiresi i May21,2809
SeerulAprdratAdnvenannnnearanmAOemwiawU611pmaAaruTmvpINaeadeeeempekapeps
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Criteria I Corporate, I General. Criteria Methodology: Business Risk/pinancial Risk Matrix Expanded

Business RiskiTinancial Risk Framework
Our corporate analytical methodology organizes theanalytical process according to s commonframework, and it
divides the task into several categories so that allsalient issues are considered . The fiat categories involve
fundamentalbusiness analysis ; the financial analysis categories follow.

Our ratings analysis starts with the assessment of the business and competitiveprofileof the company. Two
companieswith identical financial meuicscan beratedvery differently, to the extent that their business challenges
and prospects diffee Thecategories underlying out business and financial risk assessments art:

Business risk
" Country risk
" Industryrlsk
" Competitive position
" Profitabigty/Peer group comparisons

Financial risk
" Accounting
" Financial governance and policies/risk tolerance
" Cash flow adequacy
" Capital stmcturelesset protection
" Liquidity/short-term factors

Wedo not have any predetermined weightsfor these categories. Thesignificance, of specific factors varies from
situation to situation.

Updated Matrix
We developed the matrix to make explicit the rating outcomes that ate typical forvarious business risk/finandal risk
combinations, It ilfustratrs the relationship of business andfinancial risk profiles to the faster credit rating,

We tend to weight business risk slightly more than financial risk when differentiating among investmem-grade
ratings, Conversely, weplace slightly mote weight on financial risk for speculative-gtade issuers (see table 1, again) .
There also Is a subtle compounding effect when both business risk and financial risk arealigned at extremes (i.e,
exmllendminlmal and vulnerable/highlyleveraged.)

The net, more granular version of the matrix represents a refinement-not any change in rating criteria or
standards-and, mnsequently, holds no implications for any changes to existing ratings . However the expanded
matrix should enhance the trampareacy of the analytical process .

Financial Benchmarks
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Ta51e 2

Criteria 1 Corpomms I General: Criteria Methodology: Business Risk/Finandal Risk Matrix Expanded
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How To Use The Matrix--And Its Limitations
The rating matrix indicative outcomes are what we typically observe--but are not meantto he precise indications or
guarantees of future rating opinions . Positive and negative nuances in our analysis maylead to a notch higher or
lower than the outcomes indicated in the various cells of thematrix.

In certain situations theremay be specific, overarchingrisks that are outside the standard framework, erg., a
liquidityaisle, major litigation,or largeacquisition . This often is the case regardingcreditsat the lowest end of the
credit spectrum-i .e., the 'CCC' category and lowers Theseratings, by definition, reflectsomeimpending "leis or
acute vulnerability, and thebalanced approach that underlies the matrix framework)ust does notlend itself to such
situations.

Similarly, some matrix cellsare blank because the underlying combinations arehighly unusual-and presumably
wouldinvolve complicatedfactors and analysis.

The followinghypothetical example Mmtmtw howthe tables can be used to better understand our rating process
(see tables 9 and 2) .

We believe that Company ABC has a satisfactory business risk profilq typical ofa low investment-grade Industrial
Issues Ifwe believed its financial risk were intermediate, the expected rating outcome should be within one notch of
'BBB'. ABC's ratios of cash flow to debt (35%) and debt leverage (total debt to EB1TDA of2.5x) are indeed
characteristic of Intermediate financial risk.

It mightbe possible forCompanyABCto he upgraded to the 'A'categoryby, for cxamplq reducing its debt burden
to the point that financial risk is viewed AS minimal. Funds from operations (FFO)mdebt of more than 60% and
debt to EBITDA of only I.Sx would, in most cases, indicate minimal.

Conversely, ABC may choose to become more financially aggressive-perhaps it decides to reward shareholders by
borrowing mrepurchase Its stock. It u possible that the companymayfall into the 'BB' category if weviewIn
financial risk as significant. FFO to debt of 20% and debt to EBTTDA4xwould, in our vim, typify thesignificant
financial risk category.

Still, it u essential to realize that the financial benchmarks are guidelines, neither gospel nor guarantees. They can
vary in nonstandardcases. Forexample, Ifa company's financial measures exhibit very frtle volatility, benchmarks
may, be somewhat matt relaxed .

Standard &Poor's Refagsbimet ) May2y, 2009
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Mnrcover, our assessment of financial risk is not as simplistic as looking at a few ratios. It encompasses:

" a view of accounting and disclosure practices;
" a view of corporategovernance, financial policies, and risk mlerance;
" the degree of capital intensity, flexibility regardingcapital expenditures and other cash needs, including

acquisitions and shareholder distributions; and
" various aspects of liquidity-including the risk of refinancing mao-tnm matusities .

The matrix addresses a company's standalone credit profile, and don not take account of external influences, which
would pertain In thecase of government-related entities or subsidiaries that is out view may benefit or suffer from
affiliation with astronger or weaker group. Thematrix refers only to local-mtaency ratings, rather than
foreign-c urency ratings, which incorporate additional transfer sodconvertibility risks . Finally, the matrix don not
apply to project finance or corporate securit-nations.

Related Articles

Criteria I Corporates 1 General: Criteria Metbodology: Business RisklffnandalRisk Matrix Expanded

Industiiafs' Business Risk(Financial Risk Matrix-A Fundamental perspective On Corporate Rating,published April
7, 2005, on RatingDkect.

www.slanderdandpoors.eomlmrngsdirect
Sadaserw.as.kmsu."a"ataaptreaswmo®vAamtsar,saabkraTMdWWmdmaon.ha~ ngnIMxm

Schedule FJH-21
Page 1 9 of 55



UWSM®w®,SlandordSPoan,a&lalmdkhaMc&-MBmryades,IM166PLSBPIWarnsRbdpartyInstatbawardushapmpMbgd0stsWNedahar
hdamapwprolidedbeahThisdabyfidarundanmaywkdbeaedhaaaUIFnrhusbeaspmpmeseadChunCatbeusedforaMWauddaroaolhwiaedpulposes
Obsaakalbn,dsbihutbnofrWnGc9marmdawawaOaoNMYfwalarbkdypiohblhdseeplwgNapd . siturpreftien.1S&P.Bmamorae
possibNpofhoaenWmetbnkelwrwbPSSP,Bsalrdfahsat14WrdpnySUeason,SSP,Ibejmles wRsNidParNBcaswedaoolpuandeastuumisy,
adegacy,mnpbkamarmGbRayatenypdoau0onendisaotreslonsblefavryomnaanbsaaafarLSemahso6b4wdham0ieosaoFSUrbInfumapan6AP
f{WSNOEXPRESSORIMP11EOWA1pW10M,IN=WG,BOTNOrL0dffMMAWWMPANi1FSOFMDIOMWfAW11YOBRMESSFORAPPAM6IAARRMPOSE
GROSEbaoauantelelISU,BaeNllhbandltsNbdpaMOaewahbeOablvfaraiydrtst,YabattsPeablawrpegaWeldeaapesNsauiedonaiihsahssoRena
oIhmvmofViadah/atooaltanwnhbedWeakAaasWO®daburlnlaiCCOwewUhadherateIs )edbtaMnaooole0.assatenyepneacedtVRh .Ibia&
MCIhdwaddanwwlnanNlwWmled

MdyBarervlrnpaddedtrd6laMWBPapPaRadMS6atkespnOMSSeMasianlhensdlasepanbabYIOnd :pgnedbpwsave0ebrkpeMaweandahjaaliVnq
otredngsupWonskheandllnMyendabsmdowsandiaedberdnamedetyeatanedsafopWonendmtshbambofhAaretamiandenamaparal~ae,Fold,w
se0eMSeauddmormakaayodserlouahaadeaWoa.Ascadaply, eMaworpm WovadonmnhbedhweinehwW~mInIyaneMeMknOigaadmrophdon
wdaHedNNnbmakbgeeykaeshaddedsIasPoMperehvnkoololannaGanreedredbyflsfiogsSardaa00erd1isbadSlaMVABPwhmayhwa
hdanapwdvtbatanibhbbPoanpsSeakvsSnroIW BPmtha :alahllshedplldesandpuWummmWalnhwnbdenpadga,mlspuNkbkmopw
hchNdmfiglhendgswaceis

Redas&Morse¢IYUewnpmnSwlwnsbihyiSahmnpeaaSOnISIwwdlyPeideiderhypm Issaersofs,aheeauiW_sas WdpMbsPankIpaWphmadepry
IheaemdpesWhSe6hndaN6ROplrexmsOedgNbdluealablherdmp.Iisenitvwpeyaenlbrdob9sa.anvplbrMmlp9anbilspuhpmfiou
AdROaaIWamudonehvdaaaadnpe6vabmllablaetetwuhNadaodpaxatam/ucapopslees

AsyPessVads(usaM
and
h
a
suedhr56Pbwmmas

WUse
hse aoserdedaetedardwIspera hemedglheb

	

dsilaahomdleyhaoahememlyam,Naeharhpat
aswmdyuser0ssbwlanmaeawm

	

eelspaawd7asaM bpesmlihdTOapdid bendda,aae Ou dabainfanaGmCause, WanaprwMed
be, dn,maxltfuMSeMUx~Waler6uaehNetVYOik,NY1001I;DkiLd667y60ahysnantanaearel~naast®standadaMpa¢aa

Gptdpht®1991~~WShMad6PaagadnldqnollheNaGrmdfdOwipsdnAlIMpWsaemmd -=;-iheAfrGip`i~:1llIL~RP n~~~xN~a

Standard &Poor s RatinpsDiraet I May27, 2069

	

6

Ua14IMMa

Schedule FJH-21
Page 20 of 65



Missouri Gas Enerev
Indicated Common Equity Cost Rate Through Use of the

Single Stage Discounted Cash Flow Model for the
Proxy-Group of NineValue Line Natural Gas Distribution_ Companies

Based uponProjected Growth in EPS

Notes:
(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 Column 1 to reflect the periodic payment of dividends (Gordon
Model) as opposed to the continuous payment. Thus, for AGL Resources Inc., 5.10% x
1/2x4.35%)=0.11%.

(3) Column 1 + Column 2.
(4) From Page 23 of this Schedule .
(5) Column 3 + Column 4.
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Schedule FJH-11
(UPDATED)

Average
Dividend
Yield 1

Dividend
Growth

Component
(2)

Adjusted
Dividend
Yield (3)

Growth
Rate (4)

Indicated
Common

Equity Cost
Rate (5)

Proxy Group of Nine Value Line
Natural Gas Distribution
Companies

AGL Resources Inc. 5.10 0.11 % 5.21 4.35 % 9.56
Atmos Energy Corp . 4.81 0.11 4.92 4.40 9.32
The Laclede Group, Inc . 4.67 0.08 4.75 3.25 8.00
New Jersey Resources Corp . 3.35 0.10 3.45 5.75 9.20
Northwest Natural Gas Co . 3.70 0.09 3.79 5.10 8.89
Piedmont Natural GasCo., Inc. 4.51 0.13 4.64 5.90 10.54
South Jersey Industries, Inc. 3.43 0.13 3.56 7.85 11 .41
Southwest Gas Corporation 3.92 0.09 4.01 4.75 8 .76
WGL Holdings, Inc. 4.44 0.09 4.53 4.25 8.78

Average 4.21 % 0.10 % 4.32 % 5.07 % 8.38 /

Median 4.44 9/6 0.10 % 4.53 % 4.75 % 9.20 %

Southern Union Company 3.06 % 0.11 % 3.17 % 7.50 % 10.67



Source of Information : yahoo.finance.com

Missouri Gas Energy
Derivation of Dividend Yield for Use in the

Discounted Cash Flow Model

Dividend Yield

(1)

	

The spot dividend yield is the current annualized dividend per share divided by
the spot market price on 9/912009 .

(2)

	

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 813112009.

(3)

	

Equal weight has been given to the 2-month average and spot dividend yield .
This provides recognition ofcurrent conditions, but does not place undue
emphasis thereon.
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Schedule FJH-1 2
(UPDATED)

Spot
(9/9/2009)(1) -

Average
of

Last 2
Months (2)

Average
Dividend
Yield- (3)

Proxy Group of Nine Value Line
Natural Gas Distribution
Companies

AGL Resources Inc. 5.09% 5.12% 5.10%
Atmos Energy Corp . 4.77 4.85 4.81
The Laclede Group, Inc. 4.68 4.66 4.67
NewJersey Resources Corp . 3.41 3.29 3.35
Northwest Natural Gas Co . 3.75 3.65 3.70
Piedmont Natural Gas Co., Inc. 4.58 4.44 4.51
South Jersey Industries, Inc. 3.52 3.34 3.43
SouthwestGasCorporation 3.92 3.92 3.92
WGL Holdings, Inc. 4.43 4.45 4.44

Average 4.24% 4.19% 4.21%

Median 4.43 % 4.44 % 4.44 %

Southern Union Company 3.06 % 3.06 % 3.06%

Notes:



Missouri Gas Enerav
Historical and Protected Growth

Value Line

Notes :

	

(1) As shown on Pages 24 through 33 of this Schedule .

(2) Average ofColumns land 2.

Source of Information : Value Line Investment Survey Standard Edition September 11,
2009 .
Reuters Company Research September 8, 2009
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Schedule FJH-14
Page 1 of11
(UPDATED)

Projected
Growth 2012-

Reuters
Consensus

Mean
Projected

Average Projected
Five Year Growth

2014(l) Five Year Growth Rate Rate in EPS (2)

EPS EPS
No . of
Eat.

Proxy Group of Nine Value Line Natural
Gas Distribution Companies

AGL Resources Inc. 3.50 % 5.20 % [3] 4.35 %
Atmos Energy Corp. 4.00 4.80 [6] 4.40
The Laclede Group, Inc. 3.50 3 .00 [1] 3.25
New Jersey Resources Corp . 5.50 6.00 [3] 5.75
Northwest Natural Gas Co. 5.00 5.20 [3] 5.10
Piedmont Natural Gas Co., Inc . 5.50 6.30 (4] 5.90
South Jersey industries, Inc . 5 .50 10 .20 (3] 7.85
Southwest Gas Corporation 4.50 5.00 [4] 4.75
WGL Holdings, Inc . 4.00 4.50 [2] 4.25

Average 4.56 % 5.58 % 5.07 %

Median 4.50 % 5.20 % 4.75 %

Southern Union Company 5.00 % 10.00 % [1] 7.50

NA= Not Applicable
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BwkValue 7.0% 10.0% 1.5% Wholesale services business posted an op- Elizabethtown Gas has modified its

Cal . WARIERLYREYENUES($BD.) Full erating loss of $11 million, while the rate case filing . It had originally re-

ender Mull JUM30 Sep70 Deal? Year Retail Energy Operations and Energy In- quested a $25 m011on rate hike, but has

2006 044 436 434 707 2621 vestments units reported lower earnings . Since lowered this amount to $17 million .

2007 973 467 369 685 2494 On the bright side, the Distribution Oper- The proposed increase would become effec-

2008 012 444 539 905 2800 ations business pasted moderate growth in five at the beginning of 2010 . Meanwhile,
2009 995 377 440 690 2510 operating earnings . This was primarily Atlanta Gas Light has requested to post-
2010 020 450 480 775 2125 due to higher fees to marketers in Georgia pone a rate case filing, which had origmal-

Ca4' EANNINGSPERSMEa Full for the storage of natural gas Inventory ly been scheduled for November 1st of this
endar Merit JUM30 Se 30 DGC31 Year and greater pipellne replacement revenues year. However, it does plan to file mine-

2006 1 .41 35 .46 .60 272 at Atlanta Gas Light. Overall, revenues time after that (June 1, 2010 at the latest) .

2007 119 .40 .17 .86 272 and share earnings declined in the June Virginia Natural Gas and Chattanooga
2008 1 .16 JO 18 9'7 271 period . Looking forward, comparisons will Gas also intend to file rate cases In 2010.
2009 1 .55 16 30 .69 270 likely also prove unfavorable for the sec- We anticipate higher revenues and
2070 1.40 .10 30 .90 290 and half of the year. Thus, we antedpate share earsungs at the company by
Gal- QUARTERLY DMOENOSPAID on Full lower revenues and relatively flat share 2012-2014, on hatter operating conditions .

eader Ma71 Jun.30 Se 30 0801 Year earnings for full-year 2009. Moreover, AGE, has a healthy dividend

2005 31 .31 31 37 1 .30 Stahel Lary Atlanta Gas Light has an- ytold and earns high marks for Safety,

2006 .37 .37 37 .37 140 nounced a system infrastructure in- Price Stability, and Earnings Predic-

2097 .41 .41 .41 .41 1 .64 vestment project. This $400 million pro- tability. From the present quotation, this
2008 .42 .42 .42 A2 1.68 gram will be completed over a 10-year pe- issue features decent risk-adjusted to-
2609 .43 .43 .43 riod . Infrastructure improvements include tai return potential.

upgrading the utility's distribution system Michael Napoli, CPA September 11, 2009
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1996 in the Texas Panhandle . Over the
years, guough various mergers, il became
pad of Pioneer corporation, and, in 1981,
Pioneer named its gas distribution division
Energas. In 1983, Pioneer organized
Energas as a separate subsidiary and dis-
Inbuled the outstanding shares of Energas
to Pioneer shareholders. Energas changed
Us name to Maps in 1988. AMos acquhed
Trans Louisiana Gas in 1986, WesternKen-
tucky Gas Utility In 1987, Greeley Gas In
1993, United CIUes Gas io 1997, end others.
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Atmos Energy's care natural gas utili.
ty has generated healthy earnings of
late . That is largely because of an Increase
In rates. primarily for the Mid-Tax, Louisi-
ana, and West Texas divisions. But
throughput is being constrained some by
diminished consumption from residential
and commercial customers (reflecting f3-
cult economic conditions) .
The pipeline and storage, and regu-
lated transmission and storage units
are performing nicely, as well. The for-
mer segment is 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 boasted by
higher transportation fees on through-
system deliveries, due to favorable market
conditions .
It appears that consolidated share net
will advance around 5% . to $2.30, in
fiscal 2009 (which ends September 30th).
Assuming further expansion in operating
mar a, the bottom line mayincrease at a
similar 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 d9fu-
don from stock lssuances. A reduced level
of uncollectible accounts, owing to lower
gas 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 5
years. The utility is one of the country's
biggest natural gas-only distributors, cur-
rently serving customers across 12 states .
What is more, the unregulated segments,
especially pipelines. possess healthy over-
all prospects. Excluding future acqu8s3-
tions, annual share-net gains mabe in
the mid-single-diglt range over 2012-2014.
On a risk-adjusted basis, these good-
quality shares offer decent total re-
turn potential. The dividend yield is ap-
pealin~yF. mm~1ared to others fn the Value
Me /Vaturra 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 1s rank. 3 (Average) for Timeliness .
Frederick L. Harris, III September 11, 2009
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S.B% 5.7% SS% 6.5% 7,7% 195% 7.7% &%( 8.0% RetumonTalsCep9 &0%

nod7131109 9.7% 1% 10 .0% a.9% 9.1% &9% 9.9% 10.9% 125% 1119% 11X% 11 .0% RelumenSM.Equily 11.0%
MARKET CAP$1 .1billion (Mid CW) 9.9X 108% 112% &5% 9.0% &9X 9.9% 10.9% 17.5% 10.9% 11.0% 71X% RetImonComE ul 11.0%

2.19% 3.1% 15% 18% 26% 27% 3.7% 45% 6.D% 4.5% 44% 4.5% RelalnedtaComEq 4.5%
CURREN2TPOSIMON 2007 2008 W30109 74% 70% 67% 79% 72% 69% 63% 59% 52% 59% 56% 59% AODNdstoNetProf 58%
Cas Assela 6.1 6 .9 31 .1 BUSINESS : Nafivest Nalual Gas Co . dMigulrs nalulal gas Is One local undeigmured storage. Rev. breakdown : residential,
Odder 268X 474.1 241,3 gommmudlks,662"rus,ners,inOregm190%dcommon) 55%; amensNal,Say, usuaWatgasOanspvlaOVeuMdhm,
Connote Assets 274.9 481.0 2724 aM N $MAbwed Washkom stole. pdmdpd dUm served: Pafnd 17%. Employs 1,106 . Saldays Global Owns 6.6% al shares; o4
Accts Payable 119.7 g4.4 50,1 soul Eugena, OR; Va..., WAServicearea popdWNm :2S .1 . firms end disease, 1 .4% (4109 proxy). CEO: Cray, 5 . Nmb, km. :Oebl Ova 148.7 248.0
Oihv 1221 208 .4 148 .8

4e.6 C77% t OFT. Company buys See adoly ham Canadian and US . Uceon, Address 2M HeY 2ml Ave ., Portland, OR 87209. TeM-
Cunad tiab. 389.8 551.3 289,5 PmOUws; has Umapaulbn role an Namwest Pipeline system phmm 605226-4211 . InIemeL vrxanvmaMaLcan,
Fx Chg. Cw 408% 393% NMF Northwest Natural's normal-looking the Company plans to pare 50 to 100 jobs,
ANNUALRATES Past Past ESfdvs-'08 first-half results contained some tan- adding to the 175 it eliminated In the last
=g) loyrs IT. 1.42-44 usual elements . The company shares in two years .Revenues 9.0% 9.0%
"Cash FuW 3.5% 6,5%

4.176
4.5%

either 20% or 10% of the difference be- Northwest should benefit from a new
Ean'M 5 .0% 19.0% 5.0% tween forecast natural gas costs and the union contract . Under the new five-year
OINdendo 20% 3D% E5li actual outlays in Oregon. In this year's agreement union members (about 60% ofBook Value 3 .5% 3.6% 5.0% first half, very low gas prices led to an$1 l the workforce) received a 2.3% raise but
Cal- QUARTERLYBEYENUESOM14 Full million profit from the cost-sharing me- will get just 1% more per year for years
and., MarJ1 Jun .30 Se 30 Well Year chanism, versus a $6 million lass in the two through five, plus up to 2% for infla-
2006 390.4 111 .0 114.9 336.9 1013 .2 prior-year period, The profit, however, was close. The company gains extra flexibility,
2007 394 .1 1831 1241 33LT 1033 .2 partially offset by Considerably higher op- and new hires will not be eligible for the
2008 387.7 1915 109,7 3491 1037,9 emoting and maintenance expenses, due defined benefit pension plan .
2009 437 .4 149 .4 100 338.2 POTS party to higher pension expense related to New projects could significanty boost
2510 420 215 125 365 1725 the ded6ne in the stock market and earninRs by the end of our time hori-
cal. EARNINGSPERMAREA Full bonuses due to the ear'nings gain. Mean- zon. Northwest owns 75% of the Gill

andar Mac31 Jun .30 5 D III Year while, the recession Cost Northwest 3,000 Ranch, CA gas stomage project and will in-
2006 1,48 Xi d.35 1,15 1.35 customers in the June period, dropping its vest about $160 million in the project; it
2007 7 .77 10 d.22 L71 2.76 year-to-year customer Increase to 0.g% . should coritribute to the bottom line by
2008 1 .62 m d3R 115 2.57 Thus, we look for little earnings 2011 . The proposed Palomar pipeline
2909 1 .72 .12 all 1.72 L85 change through 2010- With natural gas would bring a second source of gas to the2010 1.72 .11 d.33 1.75 2X5 pAces likely to rise at least a bit next year, Portland area; Its eastem section could
cal- QUARTEALYgqWENUSPAID" Full Northwest has opted to share in 10% of come on line by 2013 . NWN's investment

radar Mac31 Jun30 Se 0 Dec31 Year the difference between forecast and actual would be around $200 million, plus an
2005 ,325 325 .325 .345 1,32 gas costs, likely reducing Commodity Cost equal sum If the western half is built.
2006 .345 ,345 .345 855 1 .39 effects . As gas prices are down, however, TRese top-quality shares offer decent
2007 355 355 .355 375 1 .44 the company expects that residential rates total return potential, suitable for
2008 .375 ,375 175 ,395 1,52 will drop 15%-20% next year, raising the conservative accounts.
2009 .395 595 .395 incentive to convert to gas heat, Moreover, Sigoumey B. Romaine September 11, 2009
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1 BUSINESS : Piedmont Nuwd Gas Cwnpany Is phnaly a regu 8.7 years. Nomregulaled op osions: sale d gnyoxered healing
Assess 7.5 7.0 20.7 rated natural gas dlseBsROr, sNWn g soar 935,724 anlamers In equipmerd; natuml gas brakMng propane sees Has about 1,873

01hn 427.8 593.8 528.0 Nags GmMa, South Gamma, and Termeesse 2008 revenue mlc employees cations 8 dvedors own abmA 1.1% d comma sWCurent,Assels 43 fiQO,B 548,7 nuddallial (39%), conmerdal (24%), Industrial /72%1 ager 125%4 (769 pmsyl Chauman, CEO, S President Thanes E Skalns. km :Pace Payable 143.0 132,3 04,0 PItcPal 6 Ples lr, Trensw but Taeleesea PIPe6a, Gus costs, NC. Addms 4720 Pidmad Row Drive, Chadane, NC 28270. TalkDe410ue 195,0 436.5 235,5
other 75 .9 172.7 1923 731% of .soon.. '08 degree .ale: 33%. Wanted platy age: ephone :70CS64-3720. Internet rrmv,pbdmoning.eun
ConantUab. 4 681.5 541,8 Piedmont Natural Gas has posted a years. As a result. PNY is holding off onFns, Chg.Cm . 309% 341% 350% mixed bag of financial results thus far construction until 2012, with a potential
ANNUALRATES Past Past Est'd'OV06 in 2009. Quarterly sales in the first half in-service date of 2015 . These moves ought

11Yn . SYd, lo'iVt1
Rewnoes
ddaoge(pereh)

75x 70.ox 2b% declined, year over year, as the weakened to help the company conserve cash a[ a
,GashFbvf 6.0% 7.0% 3.0% ewnomY continued to weigh on both time when risingg accounts receivable and
Esmugs 4,5x 6.5% 5.5% residential and cammerdal new construe- higher delinquencies are a distinct posed-
BoArVe4ra 5.5% 46% 40% clan activities. As a result. PNY's regu- billty

.0%
lated utility segment has been experlenrl- Still, we have raised our earnings es-Placat A Fullr R9ARTERLYR5YR4gE6 I / Fiscal ng deflining customer growth compounded timates for this year and next by a

eTns Jan.71 Apr,70 Juh71 OcWi Year by rising conservation practices at existing nickel . The main culprit for the dis-
2006 921,4 4832 237.9 2822 1924 .7 accounts. Nonetheless, margins have been sapointing 2009 revenues can be atirib-
2007 6772 531,5 224,4 2782 1711 .3 widening, thanks largely to lower natural uted to the slumping commodity prices .
2008 7881 634 .2 354.7 311,7 2089.1 gas costs which have more than offset the This trend masks Piedmont's continued
2009

7990.
770 450.1 772 738 1945 rise in operating exenses. These trends customer growth, a figure that should Tell-470470 390 355 3005 resulted in a 10.6%p hike In the April- Ister at about 1%-1 .5% this year.FI

4220GS
I FARNPIGSPERSHARE Ae FullFiscal period bottom line . Meantime, lower gas costs should continueJaa31 AW 30 Juul Ocul Year Meantime, slumping demand has put to offset the margin tightening associated

2006 94 17 01-6d.08 117 the brakes on many of the company's with diminished volumes. Consequently,
2007 94 .68 d,12 d.11 IA9 capital projects . Management has opted annual earnings gains should persist .2008 1.12 ,66 dill d1B 1,48 to defer its pipeline infrastructure en- These neutrally ranked shares have2009 1.10 .75 dill d1J 1.60 hancement plans that were scheduled to some appeal as an Income vehicle.2070 1.12 .75 d09 dW 1.70 serve the new gas-fired power generation Recovery potential for the pull to 2012-
Cal- RUARTERIYONIOENISPAD t Full markets of No rti1 Carolina. Moreover, can- 2014 is about average for a utility. But theorder Mull Jun30 Se .70 Oec.31 Year styuction of the liquid natural gas storage recent dividend hike, and relative stability
2005 115 23 23 13 91 facility in Robwon County, NC has also yroved by an ever-increasing customer2006

23 14 24
24

95 been put off. Current customer growth base, shines a positive light on this good-
2007 24 15 25 15 99 projections in that region indicate this fa- quality stock2008 15 26 26 26 193 ciiity, may not be necessary for a few more Bryan J Fang September 11, 2009
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asarasla9 11 .7% 121% 112 .1%
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Cas
l
h
i
Assets 11 .7 5.8 6.0 BUSINESS : South Jersey Industries, Inc Is a holding company. In Wdudr South Jersey Energy, South Jersey Resources Group,

Oar 315 .6 429.3 351 .4 subshlary, South Jersey Gas Co., distributes nahual gas to Marina Energy, and South Jersey Energy SeMea Plus. Has 6S
CunentAsseis 328 .3 135.1 357.4 340,136 msWmen In New Jersey's souiem ranU .S . xhIch employees OSJdIr, control 1 .0% 0.1 can. shares; Basdays. 7.5% ;
Amts Payable 1012 1202 87.9 mvan about 2,55 squae miles and Includes Auer* City. Gas Keeley Asset Management 5.6% (3709 Woey1Chnm 8 CEO : Ed-
Debt Dua 710 .4 237.6 163.7 revelme role vs. reSidm9at 46%; mnvnerdat 23% ; cogenesallon acrd Graham, mmy. : M . Address: I South Jersey PWA Folsom
(Mar 108 .7 7421 135.7

-CurrentUab. 32-03 7$$M387.3 and electric generation, 6%; Wdmldei, 25X. Nm-uG07 opemfa..W08037 .Td-509-551-9000 . Internetswwspnd.Wes.mm.

FbLCh .coy. 476% 598% 54% South Jersey Industries posted a flat results from the nonutllity, operations, as
ANNUALRATES Past Past EM'd'O6"'06 top-line comparison and lower share well .
=(Inch) 1CYs IYrs. IoY21il earnings for the second quarter, Earn- South Jersey Gas has filed with the
Revenues &0% 3A% z0%

8S% 10 .0% 3.5%Cash Flow' insg declined moderatelyy at subsidiary New Jerseyy
Board of Public Utilities

Earnings 11.5% 13.0% 55%
7.0%Dividends 86% 6.0%

South Jerse
interest

Gas In the recent interim . t o reduce rates by 20.2% . The roval
Service

ap
P(nOSS)Lower payments were more than of the Basic Gas Supply

Bookvelue
1.0%

11 .0% 5.0% offset by higher pension expense and an petition would allow customers to realize

CAP
QUARTERLY REVENUES Pmm.) Full . increase in other operating costs at this significant savings, and provide en incen-

endar Mas31 Jua30 SM30 OecJi Year business. Meanwhile, significantly cooler tive for homeowners to switch from oil to
2006
205

3726 157 .6 154.7 250.3
35.4 171 .7 156.2 25.1

931 .4
956.4

temperatures during the period resulted in natural
gas

. The BGSS clause allows
lower all, conditioning demand and South Jersey to pass along Increases and

2008 34&1 135.8 210.4 267.7 962x1 reduced eamings at the on-site energy decreases do gas costs, directly to can-2009
174 .5 150 278.3 925 production business, Marina Energy. The sumers . The company's ability to secure

2010 365 160 170 285 890 Asset Management and Marketing busi- lower-priced gas has allowed it to provideprovide
Col. EARMNGSPERSNAREA

lies

Full ritual also posted an earnings de Hire for customers with the lower rates .

lcaF

endar MaL31 Jun30 Se 20 DBC .91 the quarter. Shares; of South Jersey Industries
2006 1 .06 20 b1 .69 2 .46 The company has attractive prospects have slipped one notch In Timeliness,
2007 1 .30 21 d.05 .63 2 .09 for the coming years . Customer growth and are now neutrally ranked for year-
2005 16 .04 .67 227 at South Jersey Gas has continued at a ahead

performance
. Looking further out,

SODS
2010

1 .46 .15 .OS .74
1.45 .25 .10 .85

2.40
265

Stead clip, despite
Can

weakness in the we anticipate higher revenues and share
broa v economy. gas remains the earnings at the company by 2012-2014.

QUARTERLYSIVMB70SPAIDA" Full fuel of choice in the markets served by the Moreover, SJI scores high marks for
ends, lar31 Jun7g Se .70 Mn_-31 Year, utility and SJG continues to see gig- Safety Price Stability Send Earnings Pre,

2005
213 217 .438 .86 nifirant interest in conversions from other dictability. But from the present quota-

2006 .225 225 .470 .92 fuel sources to natural gas . Its recent gas tion, this Issue has below-average, though
2007 -- 245 245 615 1 .01 main extension project, along with agIII, - reasonably well-defined, total return
2003 270 270 568 1 .11 give marketin efforts, should benefit the potential for the coming years .
2009 298 298 utility going forward . We anticipate solid Michael Napoli, CPA September 11, 2009

1A) Eased mGAAP EPSj1umM12006, ~dLscuiLaps '9g,(50.025'00, (S.Odr Y)7, verrNr.(a1 otYds Paid e0.dyApr., JLt, OG, Comyem+s FWanolM Stren9N Rio
mMo ean4ngs OneaAec G4W EPS: U7, I .0234'02, (50.0(/;'03, (50.09} W (S.Sk end lab Dec " O0.. rebaesC plan aveL IC) Stoolre Prka SMblgty 100
f2.f'oe,326&Erasamam.gaW(WSSp ,($0.02 ;SMOI.Eardngamnautsurn

I
had. mgWooyassets. In2009:f270.4mR. PdoeGroadhPerslslanca S

thLS.13;'O8,f0.31.Fnd~In(bsses)Ran duebrouMWg.NenegarepuldnlnNo- Sg.lOpershr.(O)Inmfwrt,asq .faspR EaMngePndIMab01ry 80
259, IFS 069~m, Or. Ndnpts road PamM lmmid N aeaficed Yom 34 "35 keened b M 1.034.0.M b Pw41ed a37ma wara&s d Mil.T

axENBUSS
H
HERISXOT~P0~31ftF ~EMO~~o~m~ror~xERtwlma~.maava,bammyMawraba'ae,rL~~mamLmemalm:7aPa1 To'slibscritie - call 1-R00 .83M046'



Schedule FJH-21
Page 31 of 55

Schedule FJH-14
Page 9 of 11
(UPDATED)

SOUTHWEST GAS FJC
QR 23.98 PRnQ 13,5(12=+911)~~ 0,84 ~ 4.1% V

INEENYSE-SWX

71MELNFS$ 3 RsdS79M High: 26.929.5 23.0 24 .7
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7 201411

TECHNICAL 4 iR410 LMadeadpv l mrle~arPae - - 116
BEIA .7s nro- addbeAkesaa,gh %'%~'I 1 J- 1JL L L I L0

2012-14 PROJECTIONS dt gsnn°'°naymi7m
_so

Am, Total
pd. Ga. Relum

Nigh 40 x657. 17Y.
!-

~ Nri 30_25faa 30 +25% f0°/. 7 ZO
InsIderDeclsiona "~"-2 �

. .�.
7saN01FMAMJboa 11 a003000~'. wapra 000000000-_- 75b5A 0 0 0 0 0 0 0 0 1 ..' TOTInslllbtlonal0edsions

401011 I= 20111 I'If'
TOT:
«s am

me,a e3 e3 as Percealrhe,aa ss J9wn9w11~B®i~~~wm i t x. -1s.s sA
b5d 76 71 7t00911 U362 32Us 3zeW Vaded 3- 011118~

IIIIIIIRIIIIIIIIIIIIIIIII nIlillllI
BwImXQfP.IN~IRww111~lBIIIIR112NI111111111111111111Illlllllll111111111Ull

WIIIIIIIRIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIllIILIIIII iJJ~UIIIWJ~WI~
III111IwBB~ ax. -29a a4

.sw zo.o as
11E fF1'FJF3447E r4 ; mam

2558 28.16 230 24 .09 2673 30.17 3024 3261 4298 3968 35.96 40 .14 4359 4611 50.28 48.53 39.55 41.60 Revenues perah 5200

3T
.24 5.09

122 2 .10
,65

315
.00

3.77 1 .65 1182 1.t 1105
'1161 '821

~
I

1.25
111

A '951M AZ .82 .12
1 0

.9) 196 ~Elv'dvn ge ShASha~ 1.15

I m' . .' .a I 2890
I~~II~~~1~~~itllEtdF 1MLI31ILLSFIILF#~ft~ l 59.09

19.9 793 Id 2115 1U59
177

20 .3 ewbaamw AvgAnn'IPIERa9o 15.0
157 .62 NMF 4 .34 1.39 99 120 1.04 " 97 1 .09 1 .09 .76 1 .10 .116

1
92 122 wv u. Native PIERd. 1.00

4.4% 4 .7% 54% 11.7% 4.11% 3.8% 3.1% 42% 68X 3.6% 38% 35% 3.2% 28% 26% 31% r° AvgMn'IOhtdYield 7.T/,
CAPITAL 57RUCTUREasof6730109 9369 1034 .1 1396.7 1321.9 12319 1477.1 17147 2024 .7 21521 2144 .7 1800 1950 ReverelsslfmMU 2869

30.3 38 .3 372 35.6 305 569 40.1 80.5 832 61 .0 11&0 900 Net Pmrilfmlll if$T0bl8ebtf1228.Om01.0usIn5Ynf566.tmN. 3&5% 26.2% 34.5X 3211% 305% 345% 297% 37.3% 36.5% 4BI% 38.0% JB9% IneomsTuRste 369%LTOeh151222.9m'f . LTIn.ereslf69.Om10 .
(TMalMtveslwesage:22q I2% 3 .7% 27% 29% 31% 4.0% 28% 4.0% 3.9% 28% 4AX 4.6% NelProfIMar 1.1%
Lease.,Unea,IWdIeadAraua1 .1dsf6 .0 .M SDI% 662% 562% 625% 660% W.Y% 639% 60.6% 5&I% 553% 51.0% 507% Lollg-TermDeldRato 499%
PunsbnAssea42106f342.9m4 35.5% 359% 396% 34 .1% 34 .0% 359% 362% 394% 419% 44.7% 49.0% 49.5% CammonE i Ratio 51.0%ObIIg . f50.s m6L 1424 .7 1489 .9 14179 17103 1651 .6 196&6 2060 27879 23497 23237 2350 2475 TatalUjAW (Smfi) 2750PldstackNane 1581,1 1B861 18259 19796 2175 .7 2336.0 2469.1 26601 28453 29831 3050 3150 NOPlant Wll 300
Common5lockN,822,466shs. 41% 49% 67X 47% 12% 43% 65% 59% 4.5% 59% 65% RelumanTobleap1 &0%
as of713009 7JI% 6 .5% 60% 6,8% B.t% 83% 6 .4% 8.9% 25% 5.8% 79'6 7.5% RelumanShr.Eqully 11.0%

73% 72% 6b% 65% 6.1% 83X 6 .4% 09% 01% 69% 79% 7.5% RelumanCm Equity &09MARKET CAP: $1 .1bnllon (Mid Cap) 28% 2.4% 1 .9% IS% 1 .7% 43% 22% 52% 49% 27% 3.0% 3.5% ReliNedleCalsEq 4.0%
CURRREgMPOSITON 2007 2008 6G0f0 61X 0% 71% 70X ]2% 49% 65% 42% 44% 63% 54% 52% MONdst.N,IProf 50%
Cas AsL 32 .0 26 .4 26,11 BUSINESS : Saulhwnl Gas Corporation Is a regukad gas M. ti ems Sold Pddedl Bank 796. Has 4,732 emldoyees . O8. 6 Or.Other 4705 411 .7 2325 ObNa aunt,, Wpr0rlmaWy 1,11 m,UU a s,,aaa N sealbns d aon 10% IX common Moaq T. Haws Pd. Associates, lac, 7.0%;C~IAssets .,0 13&1 259.3 Adoana. Newde . and Caffond . Compbed d N.m business sag- Basdays Gbbd hweslals, 6.8% ; GAMCO lawstga. Inc, 6.4%
=P7110 220 .7 797.4 60.0 reads : sellout Use operetieas end orabudian seMces. 208 mar- (3N9 Pant) Chaman: Jasrcs J. Rapid . CEO : JeMey w. Snow,47 .1 E28 5.1Olhm 260 .7 255,7 303.0 Via ads, residential eM aw0 rammxidel, 86%; large rarmertlal Inc CA Address : 6241 Spring Mounlala Road, Los Vegas, Ne-
Canentlab. Ta2 . 509 .9 376.1 end bdusWeA 5%; aanspodatiaa 9% . ToW Urnughput24W9on vade89146 .Tdephanr..70-87SM21nlemetxwesegaa.um.
~Grg.C.. 229% 224% 233% Southwest Gas reported unfavorable seeking an improvement in rate design .
ANNUALRATES Past Past End 'Ob'011 top-line performance for the second Specifically, SWX wants to implement a=lpad0 fills SYex 10'12"14 quarter. The recent recession stymied decoupled rate structure that would allowRevenues 66% 4 .57. 1.0%h customer growth and resulted in lower it more freedom in pursuing customer con-Ewe,rgs 7.0% e.0% 4.6% usage. On the bright side, Tate relief in servatlon opportunities. This followsQh9dends ob% 7 .0% &o% Arizona and C.IMmla (discussed below) recent prior rate case settlements in Call-Call-Book Vslue 4 .5% 5.0% 3.5% supported is . Consequently, the cum- forma and Arizona.
Cal . QUARTERLY REVENUES IS fee) Full parry"s share loss of $0 .01 compared favor- Investors should be mindful of severalend., 431 JoN11 Set Boom Yeer ably with the prior-year tally. Lasses are caveats. Warmer-than-normal tempera-
2006 676.8 4309 351 .8 565 .1 2024 .7 common during the second and third tures during the winter months Can hurt
2007 793.7 426 .6 3715 560 .3 21521 quarters, uwing to the seasonal nature of performance at Southwest Gas . In addi-2008 813.6 4473 374 .4 509 .4 2144 .7 the business . Looking forward, we expect tion, the company will probably incur2009 689.9 3815 275 41125 180 lower revenue and a normal-sized share greater operatin costs as it continues to2010 739 110 310 500 1950 loss for the third quarter. Earnings corn- expand, and prot~tabllity maysuffer if rate
cal. EARNINGS PER5NAREA Fell parisons ought to improve in the fourth relief Cannot keep up with rising expenses.endar Mail JUrt30 Se .30 Oea31 Year quarter. assuming a better operatlng envt- The pace of customer growth shouldshould2006 1 .11 .82 1128 1 .11 198 ronment and greater cost control . Overall, pickup in the future. That's assuming
2007 1 .17 11.01 1122 1 .01 1 .95 we anticipate lower revenue and higher ecanamic conditions In Southwest's service2008 1 .14 11.05 1138 .71 1 .39 share earnings for Southwest In full-year areas improve in the coming years . As a200 1 .12 11.01 1135 .99 1.75 2009 . Bottom-line growth may well contin- result, we anticipate higher revenues and2010 1.15 NB 1130 1.05 1.90 uenext share at the 2012-cal. QUARII3&YOMOENBSPP111e" FWI

year.
The

earnings company by
company is awaiting a rate case 2014 . Moreover, income-oriented investorsendar Mar37 Jan.30 Se .30 Om31 Yor decision from the state of Nevada . may find the stock's prospeLts for dividend

2005 105 205 205 205 .82 Southwest is seeking a $30 .5 million rate growth attractive . But from the present2006 205 105 105 2115 .62 increase to compensate it for higher opera- quotation, this neutrally ranked equity2007 205 215 215 115 .85 tin, casts In that state . The request asks features about-average total return poten-2008 215
238
225 225 225 .89 that the new rates take effect at the begin- tial for a utility.2009 125 238 ning of November. The company is also Michael Napall, CPR September 11, 2(709
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WGL HOLDINGS NET ' 33,30 PRRATlo 13,20mmIII) "HEo 0,82 rio 4,4% ' LINNEEfNYSE.WGL

HMEMNE55 3lame1fi59s High : 30 .8 29.4 315 30.5 29 .5 28.6 31.4 34 .6 37.6 35 .9 37 .1 35.5 Tifget2dceHangs
low. 23 .1 21 .0 219 26.3 19 .3 23.2 26 .7 26 .6 27.0 29.8 22.4 26 .6 2012 2613 2014
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1 M
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Iltti7.i 1-1~ ]~$_].Comiodn .hs0ulsf9a 50.00
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.73 19 99 85 .75 ; 116 .63 .75 .78 &1 1 .82 05 Mro we RdRelaWaPIRaOo 1.0

5.0% 4.5% 4.6% 48% 4.5% 4b% 5.0% 4 .6% 4.2% 45% 41% 4.2% ee0 so AegAnn'lDMdYmld LOX-

CAPITALSTRUCTURE . . d00109 9721 1071.1 1446 .5 15318 2064,2 2069.6 2188.3 2637.9 26460 26282 2560 2715 Revenves(Sm064 2860
Total Debt $72B.7MR. Dueln5Yn$264.5ml. 68 .8 84,61 1 .9 6&7 1123 98 .0 104.8 960 1025 1229 125 130 NetpiolOS 175
LTDebt 6624AM . LTInterest 637Am" . ggA% 35,1% 79.6% k.0% 36.0% 36.2% 37.4% 399% 39 .1% 37.1% 37.0% 374% BcernaloaRste 360%

58)emsleamed :6.9ctotal Mtdesicvere9e:
7.1% 82% 62% 15% 5.4% 4.7% 4 .8% 3.6% 38% 4.7% L7% 4.8%

-
NetProitMa H 4.7%

Pa .,] . . Asnodro65580.2mm . 41b% 43.1% 41 .7% 467% 438% 10.9% 39.5% 77.8% 37 .9% 35.9% 765% 75S% Long "TeMaDetAR.O . 34.0%

OMIg459o5rr8L 56 .1% 51.0% 56.3% 524% 548% 571% 586% 60.4% 60 .3% 624% 620% 67.0'6 CammonE W RaOO 64.5%
Preferred Stock $28.2mll.FRI . Div'd$1 .3MUL 72185 12991 14W8 14625 1454.9 14478 1478.1 152&1 7675.4 16795 1780 1670 TalaIGpllal(SmiDf 2090

1402.7 1460.3 1519.7 76068 1674 .9 19158 1969.7 211673 2750.4 2208 .3 2725 2420 Ne1PIaN Sm0 2720
7.1% 7 .9% 7.9% 51.7% &1% &2% 85% 7.5% 7,6% 8.5% 6.0% 8.0% Rebunon7o18UfI fl0%

Commo.Slack50,141,2290s
&7% 179% 11 .0% 7.0% 13.7% 11.5% 11 .7% 10.1% 102% 11.4% 11.5% 11AY, Rebmon6k.F4ully fOS%asof7137M9
&9% 17 .7% 111% 7.7% 14.0% 77 .7% 120% 10.3% 10.4% 11.6% f7A% 115X Rebmontmo ul 11 .0%

MARIDETCARS136fiAan(4fsm.p 1 .8% 3.7% 3 .8% NW 62% 4 .1% 4.6% 31% 35% 5.0% 4.5% 4.5% RelMnedloComEq 4.0%
CURRENTPOSmON 2007 2008 6DDM 82% 69% 67% 112% 56% 65% 62% 69% 66% 57% 59% 59% MOb'dsloNelProl 60%
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designs8rak8sdtk8s
pos b the O .C . More area; Wash . Gas

corset WINkWg, and orbOtho 5688 736.1 5532 tight, a net" gase dkbbWo1 M Washkglma,a, D
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.L, end

and
adjacent Energy

y
Sys hosing,

CunentAuee 3507 7423 .8 roses of VA end MD In reeMen end colmaO use . (1,053,072 curd. ante. Amedwn C." too. orn 7.1% of commm siod5
Accts Payable 216.9 243.1 2028 Manuel . Hampsh0e Gas, e fede.ey eeg.Aated alb, operates an OIVdir.less Nma 1% (1179 proxy). Cle m . 6 CEO: J.H . DeGra6Ln-
Oeu Due MA 347.0 'N .S ~~~ gavalaaga Nd91y In WV. Nonie0aied ado: .ML Inc .: D .C. eMVA Mdr_ 7700 H SL, N.W., Wa0l%t.ND.C.
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FIt Chg. Ono. 432% 490% SOD% WGL Holdings posted a mixed bag of torically and seasonally slow for WGL.

ANNUALRATES Past Put Esl'd'06-v6 financial results for the off-peak June Nonetheless, considering all that hap-
ddeligemosM f0Ya SYm WYY'14 period . Top-line volumes Fell approxi- pened in the past year, the company ap-
Revenues 8.5% s.o%
'Cash Flare" 3.5% 4 .0%

1.5%
25% motelY 8% over that time frame. This pears to be In solid shape.

Eertnligs 20% 4 .0% 4.0% stemmed from weakness at the regulated as LNG peaking facility is going to
Oeldends 1.6% 75% 3.0% utility segment, which has been dealtg take longer than expected to be com-
BookValue 4.0% 4 .5% 9, s% with lower natural gas consumption and plated and put into service. That

Dec31 Mac71 Jua30 Sep.70 y.1 the retail
Ira",

division growth and maintain the require-

2005 9029 1064b 68 323.6 26378
note, energy marketing pressure
got a boast to its revenues andearnings menu of the distribution system N Chil-

2007 7328 11198 4575 325.7 2646 .0 contributions from higher natural gas and lure, MD . It was planned to be in service
2008 751 .6 1020.0 464.7 3918 26202 electricity

margins
. On the efficiency front, by the 2012-2013 winter heating season,

2009 8215 10408 427 .0 770.6 2660 management has been performing well. but due to regulatory and legal issues, the
2D10 870 1050 445 390 2715 Operating expenses dechded 90 basis following year is more likely.
Feral EAANINGSPFRSNAAEAa Fall

Fisni points versus the year-ago enact. This These top-9uali abates maY appeel
Year
Ends Dec.31 Man31 Jun.3U SeP "30 Year stemmed from lower labor an benefits ex- to income-or en ed accounts, as they

2006 .93 1.17 dill d.15 1.94 parses . All told, the bottom line advanced offer an attractive dividend yield.
volatire

Typicel-
7007 82 127 .22 d31 210 nicely. Iy, too, they Praved much less than
2000 86 1.55 .05 d24 244 We lok for the company to register a the broads market during the recent
2009 1 .03 1.65 .11 d.29 250 n,ld-single-digit earnings bike this turmoil . This partly stems from WGL's
2D10 194 1.56 .12 d.27 255 The decent gains experienced earlier large government business in the DCyear..
Cal . DUARTERLYON000SPARiea Full in 2009 will probably be offset by a larger metre area, which has been less affected

..do , Mac31 Jua3D Se 30 DeOl Yam share deficit in the fiscal fourth quarter. by the economic downturn . These benefits
2005 825 .333 .373 .933 1 .32 Despits the widening margins and solid are evident In the equity's top-notch
2006 .937 .930 338 336 1 .31 performance from the retail energy and Safety rank, and high mark for Price
2007 3 34 .34 34 1 .36 design build segments, demand at the Stability. But a preciation potential is
2003

.36
34 .36 .3B 36 192 mainstay regulated utility business may subpar far the put to 2012-2014 .

2019 37 37 be soft. Also, the September period is his- Bryan J. Fang September 11, 21709
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Actual Moodys A Rated Public Utility Bond Yield for August 2009 Is 5.71% .

Notes:

	

(1)

	

Derived In Note (3) on Page 39 of this Schedule.

(2)

	

The average yield spread ofArated public utility bonds over Aaa rated corporate bonds of0.50%
from Page 37 of this Schedule.

(4) Adjustment to reflect the Baa3 Moodys Bond Rating of Southern Union 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 yield to reflect the risk of Southern Union Company.
However Mr. Hanley believes that the current spread between A2 and Baa2 rated public utility
bonds are not repesentitive 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. Hanleys rebuttal testimony. The full spread of 0.54% will be applied to the
prospective yield on A rated public utility bonds relative to Southern Union Company as shown
above.

(5)

	

From Page 38 of this Schedule .

Missouri Gas Energy
Indicated Common Equity Cost Rate

Through Use of a Risk Premium Model
Using an Adiusted Total Market Approach

Adjustment to reflect the A3 Moodys 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 113 of the spread between Bee and A2 Public Utility Bonds (113' 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 utility 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. Hanleys rebuttal testimony . A spread of 0.18%, or 1/3 of
the normalized spread will be applied to the prospective yield on Arated public utility bonds relative
to the proxy group of nine Value Line natural gas distribution companies as shown above.

Schedule FJH-21
Page 34 of 55

Schedule FJH-15
Page 1 of 9
(UPDATED)

Line No.

Proxy Group of Nine Value
Line Natural Gas Distribution

Companies
Southern Union

Company

1 . Prospective Yield on Ass Rated
Corporate Bonds (1) 5.60% 5.60

2. Adjustment to Reflect Yield Spread
Between Aaa Rated Corporate
Bonds andA Rated Public
Utility Bonds 0.50 (2) 0.50 (2)

3. Adjusted Prospective Yield on A Rated
Public Utility Bonds 6.10 %" 6.10 %'

4. Adjustment to 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 5.99

7. Risk Premium Derived Common
Equity Cost Rate 10.94 % 12.63 %
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Com padsen of Band Ratings, Business Risk and Financial Risk Profiles far the
1ne Vahm Line Natural Gas Distribution Conceals .
and Southern Union Comoarw

MoodVs

	

Standard & Pools

Notec(1)

	

From Page 38 of Mis Schedule.
(2)

	

From Standard & Pools Issuer Ranking : U.S. Natural Gas Dbmbution and Integrated Gas Companies, Strongest to Weakest and U.S
btldsirean Enelgy Companies, Sbolwestto Weakest Sepwmber2, 2009.

(3)

	

Ralfnge, buslneet, risk and Bnanolsl risk intent 83 are nacre of Atlanta Gas Light Company.
(4)

	

flngs. business risk and financial risk are Mesa of Laclede Gas Company.
(5) Ratings,busfnessriskandfinandalriskpra0lesamthoseofNewJerseyNaturalGasCompany.
(6)

	

Ralhgs,business flak andflnandaldskmanse amthese ofSouth JerseyGo&
(7)

	

palings, business risk and financial risk pmfes are those of Washington Gas Light Company .

Source Infornafiom

	

Moodys Inwalon Service
Standard& Pools Global Utilities Rating Service

Bond Rating Bond Retina
Auousl2009 Au9ust2009

Bond
Ratty

Numerical
Weiahlmo(1)

Bond
Raft

Numerical
Welahllng(11

Cruet
Retina

Numerical
Weighting ftl

Business Risk
Profit, (2)

Numerical
We(ahllnoltl

Financial Risk
Front, (2)

Numerical
Waiah6na(I)

Proxy Group of Nine Value Line
Natural Gas Distribution Companies

ATG AGL Resources Inc. (3) A3 7 .0 A. 7.0 A- 7.0 Excellent 1 .0 Significant 4,0
ATO AtmosEnergy Corp. Baa2 9.0 BBB+ 8.0 Sao. 8.0 Excellent 1 .0 Significant 4.0
LG The Laclede Group, Inc. (4) A3 7 .0 A 6.0 A 6.0 Excellent 1 .0 Intermediate 3.0
NJR Near Jamey Resources Corp. (5) NR -- NR -- A 6.0 Excellent 1 .0 Intermediate 3.0
NWN Northwest NelundGasCo. A2 6 .0 AA- 4.0 AA. 4 .0 Excellent 1 .0 Intemediate 3 .0
PUY Piedmont Natural Gas Cc, Iron. A3 7 .0 A 6.0 A 6.0 Excellent 1 .0 Intermediate 3.0
SJI South Jamey Industries, Inc. (6) A3 7 .0 A 6.0 BBB. 8 .0 Excellent 1 .0 Significant 4.0
SWX SculllwestGesCorporation Baa3 10.0 BBB 9.0 BBB 9 .0 Excellent 1 .0 Aggresshm 5.0
WGL WGL Holdings, Inc. (7) A2 6.0 AA- 44-0 AA- 44-0 Excellent 1 .0 Intermediate 3.0

AVERAGE A3 7.4 A 5~3 A Be0 Excellent 1 .0 SienRcant 3.6

Southern
Union Campern Bee3 10.0 BBB- 10.0 BBB- 10.0 Slmng 2 .0 SionRcent 4.0



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

Standard & Poor's

Schedule FJH-21
Page 36 of 55

Schedule FJH-15
Page 3 of 9
(UPDATED)

Moody's
Bond Rating

Numerical
Bond Weighting

Standard & Poors
Bond/CredkRatirw

Aaa 1 AAA

Aa1 2 AA+
Aa2 3 AA
Aa3 4 AA-

A1 5 A+
A2 6 A
A3 7 A-

Baal 8 BBB+
Baa2 9 BBB
Baa3 10 BBB-

Bat 11 BB+
Bat 12 BB
Ba3 13 BB-

Business Numerical Financial Numerical
Risk Profile Weighting Risk Profile Weighting

Excellent 1 Minimal 1
Strong 2 Modest 2
Satisfactory 3 Intermediate 3
Fair 4 Significant 4
Weak 5 Aggressive 5
Vulnerable 6 Highly Leveraged 6
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Notes :

	

(1) All yields ere distributed yields .
(2) From Page 48 of this Schedule .

ood
Comparison of Interest Rata Trends

for the Two Months EndlncAugust 2009 (1)

Average 5 yr Spread Between Moody's A end Bea Rated Public
Utility

Bonds (2)

	

0.46% 60% Weight
August 2009 Spread Between Moody'sAand Baa Rated Public UNlty Bonds (2)

	

0.65% 40% Weight
5 yr Normalized Spread Between Moody's Aend Baa Rated Public Ublily Bonds

	

04%

Spread -COrPOr4tev. Public Utility, Bonds Spread- Puhllc Utility Bonds

Years

Corporate
Bonds

AeaRated As Rated
Public Utility Bonds

A Rated Ban Rated

Aa (Pub. Utll.)
over Aaa
(Cory .)

A (Pub. Jill)
overAea
(Cart).)

Baa (Pub .
1 .1111.) over Aaa

(Cory.) AoverAa BaaoverA

July-09 5 .41 5 .83 5.97 6.87% 0 .22 % 0 .58 % 1 .48 % 0.34 % 0.90 %
August-09 5 .26 5 .33 5.71 8.36 0 .07 0 .45 7 .10 0.38 0.65

Average
of Lest

2 Months 5 .34 % ®,qe % ®.84 % ®.82 % =.14 % ®.50 % ®.28 % ®.36 % 0.78



Missouri Gas Enemy
Judgment of Equity Risk Premium for

the Proxy Group of Nine Value Line Natural Gas Distribution Comoanies

Line

	

Proxy Group of Nine
Value Line Natural

No .

1 .

	

Calculated equity risk
premium based on the
total market using
the beta approach (1)

2.

	

Mean equity risk premium
based on a study
using the holding period
returns of public utilities
with Bea rated bonds (2)

3.

	

Average equity risk premium

Notes:
(1) From Page 39 of this Schedule .
(2) From Page 41 of this Schedule .

Schedule FJH-21
Page 36 of 55

Schedule FJH-15
Page 5of 9
(UPDATED)

Gas Distribution
Companies

Southern Union
Company

5.17 % 6.35

4.15 3.63

4.66 % 5.99



Missouri Gas Enernv
Derivation of Equity Risk Premium Based on me Total Market Approach

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

(2)

	

From Moodys Industrial Manual and Mergent Bond Record Monthly Update .

(3)

	

From Page51 of this Schedule.

Notes :

	

(1)

	

From lbbolsonSBBI-2009 Valuation Yearbook-Market Results for Stocks Bonds Bills and
Inflation for 1926-2008 . Momlngstar, Inc ., 2009 Chicago, IL

(4)

	

Average forecast based upon six quarterly estimates of Aaa rated corporate bonds per the consensus
of nearly 50 economists reported In Blue Chip Financial Forecasts dated September 1, 2009 (see
Page 40 of this Schedule) . The estimates are detailed below.

(5)

	

The average of me Historical Equity Risk Premium of6.20% from IJna No. 3 and the Forecasted
Equity Risk Premium of 11 .49% from Line No. 6 ((6.20% + 11.49%)12=8 .84%. Normally, Mr, Hanley
would use this average In his Risk Premium Analysis. However, In Mr. Hanleys opinion, me 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 over the last five to six
months, the potential for market appreciation has dectlned significantly. Thus, In Mr. Hanleys opinion,
more weight should now be given to the market appreciation potential. Consequently, a 40% weight to
the forecasted risk premlum of 11 .49% anda 60%weight to the historical risk premium H 5.60% Is
appropriate to reflect the current economic climate . The result of the weighting Indicates a 7.96% risk
premium .

(6)

	

From Page 42 of this Schedule .

Schedule FJH-21
Page 39 01 55

Schedule FJH-15
Page 6 01 9
(UPDATED)

Line

N-.

Arithmetic mean total return rate on

Proxy Group of Nine Value
Line Natural Gas Distribution

Companies
Southern Union

Company

the Standard & Feces500 Composite
Index-1926-2007(1) 11 .70 % 11 .70 %

2. Ajillwalle mean yield on
Aaa and Aa Corporate Bonds
1926-2007(2) (6.10) (6.10)

3. Historical Equity Risk Premium 5.60 % 5.60 %

4. Forecasted 3-5 year Total Annual
Market Return (3) 17.09 % 17.09

5 . Prospective Yield an Ace Rated
Corporate Bonds (4) (5.60) (5.60)

6 . Forecasted Equity Risk Premium 11 .49 % 11 .49 %

7 . Conclusion of Equity Risk Premium (5) 7.96 % 7.96 %

8 . Adjusted Value Line Beta (6) 0.65 1 .05

9 . Beta Adjusted Equity Risk Premium 5.17 % 8.35 %

Third Quarter 2009 5 .40 %
Fourth Quarter 2009 5.50
flmtQuarter2010 5 .60
Second Quarter 2010 5 .60
Third Quarter 2010 6 .70
Fourth Quarter 2010 5 .80

Average 5 .60 %



2"FLUE CI-11P FINANCIAL FORECASTS 0 SEPTEMBER 1, 2009

Individual panel members' foremmtt are on pages4 through 9. Historical data for interest rates except LIBOR is from Federal Reserve Release(FUR) H.15 . LIBOR quotes avail.
able fans Tlm Wolf SrreelJounlol.Defsd6ms ¢ported lucre aresame as thoseiu FRSRH.15. Treasury yields are reported on aconstant um mity 6asis.111storical data forthe U.S .
Federal ReserveBomd's MajorCmrascy lode .is from FRSR It to andG5.Historical dam forReal GDP and GDP Chained PriceWax are fiom theBuremof FmnomleAnaly-
sis (BRA). Consumer Prim Index (CPI) history is from theDepartment of Lebor'3Bureau ofLeborStatislio (BLS).
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As ofvreok ended August 21, 2009

U.S. 3-Mo . T-Bills &10-Yr. T-Note Yield
(Q .mled,AVera,dHsm,y Forecast 6.00

Cortseileus Forecasts-Quarterly Avg.
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-Average For Week End--- ---Average For Month- Latest Q 39 :4Q : 1Q. 2Q. 3Q , 4Q
Interest Rates Aug. 21 u 14 Aug. 7 bly 31 July June vMay 202009 22009 . .2009 2010 2010 2010 2010
Federal Foods Rate 0.16 0.17 0.18 0.15 0.16 0.21 0.18 0.18 6.2. :, 0.2 0.2 - ?0.4 0:7 : 1.1 ,
Prime Rate 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3 .2 . . .3 .2 f.3.3 , '3 .4 3.8 `42
LD30R,3-mo. 0.44 0.45 0.47 0.49 0.52 0.62 0.82 0.85 0.6 ' .f06 O.fi .-08 11 :" - "1:5- .
Commercial Paper, 1-mo . 0.17 0.19 0.17 0.19 0.18 0.18 0.22 0.21 0.3 0.3 6:3 . 205 09 : .. .'12, .
Treasury bill, 3-mo . 0.17 0.18 0.18 0.19 0.18 0.18 0.18 0.19 '02 0:3` 0 .5 0.8 . 1:2
Treasury bill, 6-mo . ' 0.26 0.28 0.29 0.26 0.28 0.31 0.30 0.36 0.3 0.4 - '65 .0 .7 1.0 - 1.4
Treasury bill, ) yr. 0.44 0.47 0.49 0.49 0.48 0.51 0.50 0.57 "0 .5 - 0.6 0.8 1.0 1.3 1.7
Treasury note, 2 yr. 1.05 1.16 1.23 1.14 1.02 1.18 0.93 1.01 .1 .1 1 .2 - 1.4 1.6 1.9 2.3
Treasury note, 5 yr. 2.47 2.65 2.73 2.63 2.46 2.71 2.13 2.13 2 .5 2.6 2.8 29 3.1 3.4
Treasury note, 10 yr. 3.48 3.67 3.77 3.67 3.56 3.72 3.29 3.16 '3.6 3.1 7 .9 4.0 4.2 1 4.4
Treasury note, 30 yr. 4.31 4.47 4.52 4.49 4.41 . 4.52 4.23 3.97 4 .4 4.5 4 .6 4.7 4.8 5.0
Corporate Ago bond 5.24 5.34 5.34 5.40 5.41 5.61 5.54 5.50 5d - 5:3 5.6 5.6 . 5.7 5.8
Corporate Ban bond 6.56 6.62 6.71 6.91 7.09 7.50 8.06 8.10 ''7.0 "7.6 7.0 7.0 ' 7.1 17.2
State & Localbonds 4.58 4.65 4.65 4.69 4.72 4.81 4.56 4.85
Home mortgage rate 5.12 5.29 5.22 5.25 5.22 5.42 4.86 5.08 ' S.3 . !5.3 : .5.4 . 5.6 5.1 5.9

- -__History--_.__ Cpuseirsus Forecesf;.-QuaderlyAvg.
3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q " 4Q 1Q 2Q 3Q .4Q,

KeyAssumptions 2007 2007 2008 2008 2008 2008 2009 2009 2009 .2009 2010 2010 2010 2010
Major Currency Index 77.0 73 .3 72.0 70 .9 73 .5 81 .3 82.7 79.4 76:4 276.1 762 76:4 76.6 76 .6
Real GDP 3.6 2.1 -0 .7 1 .5 -2 .7 -5 .4 -6 .4 -1 .0 2.3 2.3 2.4 . 2.8 2.7 2.8
GDP Price Index 1.6 23 1.9 1.8 4.0 0.1 1.9 0.0 1 .5' 1..4 : 1A . 1.5 . .* 3.6 1.7
ConsumerPrim Index 2.4 5.8 4.5 4.5 6.2 -8 .3 -2.4 1.3 . :2.6-. . . :1.8 .,.: . .1 .7 . .1.6 :.. :.2.1 . . . .2:1



Missouri Gas Energy
Derivation of Mean Equity Risk Premium Based on a Study

Using Holding PeriodReturns of Public Utilities

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 period .
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Line
No .

Over ARated
Public Utility Bonds
AUS Consultants -

Utility Services
Study (1)

Over Baa Rated
Public Utility Bonds
AUS Consultants-

Utility Services
Studv (1)

1928-2008 1928-2008
1 . Arithmetic Mean Holding Period

Returns (2):
Standard & Poor's Public

Utility Index 10.74 10.74

2. Arithmetic Mean Yield on:
Moody'sA Rated Public Utility Bonds C6.59)

3. Arithmetic Mean Yield on:
Moody's Beat Rated Public Utility Bonds 7(-.11)

Equity Risk Premium 4.15 3.63



Missouri Gas Enerov
Value Line Adjusted Betas for

the Proxy Group of Nine Value Line Natural Gas Distribution Companies
and Southern Union Company

Source of Information :

	

Value Line Investment Survey
(Standard Edition) September 11,
2009 .
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Value Line
Adjusted
Beta

Proxy Group of Nine Value Line
Natural Gas Distribution Companies

AGL Resources Inc . 0.75
Atmos Energy Corp . 0.65
The Laclede Group, Inc . 0.60
New Jersey Resources Corp. 0.65
Northwest Natural Gas Co. 0.60
Piedmont Natural Gas Co., Inc . 0.65
South Jersey Industries, Inc . 0.65
Southwest Gas Corporation 0.75
WGL Holdings, Inc . 0.65

Average 0.66

Median 0.65

Southern Union Company 1 .05



Ibbotsonm SSBI®
2009 Valuation Yearbook

Market Results for
Stocks, Bonds, Bills, and Inflation
1926-2008

iNcsr

Schedule FJH-21
Page 43 of 55



Treasury bond; however, the Treasury currently does not
issue a 20-year bond. The 30-year bond that the Treasury
recently began issuing again is theoretically more correct
due to the long-term nature of business valuation, yet
Ibbotson Associates instead creates a series of returns
using bonds on the market with approximately 20 years to
maturity. The reason for the use of a 20-year maturity bond
is that 30-year Treasury securities have only been Issued
over the relatively recent past, starting in February of 1977,
andwere not issued at all through the eady 2000s.

The same reason exists for why we do not use the 10-year
Treasury bon" long history of market data is not avail-
able for 10-yearbonds .Wehave persisted in using a 20-year
hand to keep the basis of the time series consistent

Income Return
Another point to keep in mind when calculating the equity
risk premium is that the Income return an the appropriate-
horizon Treasury security, rather than the total return, is
used to the calculation. The total return is comprised of
three return components : the income return, the capital
appreciation return, and the reinvestment return. The
income return is defined as the portion of the total return
that results from a periodic cash flow or, in this on, the
bond coupon payment The capital appreciation return
results from the price change ofa bond overa specific peri-
od. Bond prices generally change in reaction to unexpected
fluctuations in yields. Reinvestment return is the return an
a given month's Investment income when reinvested into
the sameasset class in the subsequentmonths of the year.
The income return is thus used In the estimation of the
equity risk premium because R represents the truly rlskless
portion of the mmmf

Yields have generally risen on the long-term band over the
1926-2000 period, so it has experienced negative capital
appreciation overmuch of this time . This trend has turned
around since the 1930s, however. Graph 5-2 i0usttates
the yields on the long-term government band series
compared to an index of the long-term government bond
capital appreciation. In general, as yields rose, the capital
appreciation index fell, and vice versa. Had an investor 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 to measure
bond returns in this publication, bonds are sold before
maturity late capital loss if the matketyleld has risen since

chapter 5:The Equity Risk premim

the time of purchase) . This negative return is associated
with the risk of unanticipated yield changes.

Graph 5-2:lungterm Gmrenenent Bud Yialds versus Cartel

Aprteciallan Index
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For example, if bond yields rise unexpectedly, inves-
tors can receive a higher coupon payment from
e newly issued bond than from the purchase of an
outstanding bond with the former lower-coupon
paymentThe outstanding laweacoupan bond will thus fail
to attract buyers, and its price will decrease, causing its
yield to increase correspondingly, as its coupon payment
remains the same . The newly priced outstanding bond
will subsequently attract purchasers who will benefit from
the shift in price and yield; however, those Investors who
already held the bond will suffer a capital loss due to the
fail in price.

Anticipated changes in yields ere assessed by the market
and figured into the price of a bond . Future changes In
yields that are not anticipated will cause the price of the
bond to adjust accordingly. Price changes in bonds due to
unanticipated changes In yields Introduce price risk into
the total return. Therefore, the total return on the bond
series does not represent the riskless rate of retum .The
income return better represents the unbiased estimate of
the purely dskless rate of return, since an investor can hold
a bond to maturity and be entitled to the income return with
no capital loss.



Arithmetic versus Geometric Means
The equity risk premium data presented in this book are
arithmetic average risk premia as opposed to geometric
average risk premm . The arithmetic average equity risk pre-
mium can be demonstrated to be most appropriate when
discounting future cash lows . For use as the expected
equity risk premium in either the CAPM or the building
block approach, the arithmetic mean or the simple differ-
ence of the arithmetic means of stock market returns and
riskless rates Is the relevant number. This is because both
the CAPM and the building block approach are additive
models, in which the cost of capital Is the sot of its parts.
The geometric average i5 more appropriate for reporting
past performance, since it represents the compound aver-
age return.

The argument for using the arithmetic average is quite
straightforward. In looking at projected cash lows, the
equity risk premium that should be employed is the equity
risk premium that is expected to actually be incurred over
the future time periods . Graph 5-3 shows the realized
equity risk premium for each year based on the returns of
the 5&P 500 and the income return on long-term gavem-
ment bands. )rite actual, observed difference between the
return on the stock market and the riskless rate is known
as the realized equity risk premium .) There is considerable
volatility in the year-by-year statistics. Attimas the realized
equity risk premium is even negative.

Graph 5-L 6ealhed taluitVWek Premium PorYen
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To illustrate haw the arithmetic mean is more appro-
priate than the geometric mean in discounting
cash flows, suppose the expected return on a stock
is 10 percent per year with a standard deviation of
20 percent Also assume that only two outcomes are pos-
sible each year. +30 percentand-10 percent (i.e ., the mean
plus or minus one standard deviation) . The probability
of occurrence for each outcome is equal. The growth of
wealth over a two-year period is Illustrated in Graph 5-4.

Graph 6-4 Growth of Wealth Example

The most common outcome of $1 .17 is given by the goo-
metric mean of 8 .2 percent Compounding the possible
outcomes as follows derives the geometric ream

((1+030)X(1- 9.1 a)]y2-1=gM2

However, the expected value is predicted by compounding
the arithmetic, not the geometric, mean . To Illustrate this,
we need to look at the probability-weighted average of all
possible outcomes:

(025 X $1 .69)=$0.4225
+(0.50 X $1 .171= $0.W50
+1025 X $021)=$0.2025
Total $12100

momingstar
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Therefore, $1 .21 is the pmbability-weighted expected
value . The rate that must be compounded to achieve the
terminal value of $121 after 2 years is 10 percent the
arithmeticmearr

In x(1+0.16) 2 =5121

The geometric mean, when compounded, results in the
median of the distribution:

51x(1+6A92) 2=$1.17

The arithmetic mean equates the expected future value
with the present value; it is therefore the apprapdate
discount rate .

Appropriate Historical rime Period
The equity risk premium can be estimated using any his-
torical time period. For the U.S., market data exists at least
as far back as the late 1900s. Therefore, it Is possible to
estimate the equity risk premium using data that covers
roughly the past 100 years .

Our equity risk premium covers the time period from
1926 to the present The original data source for the time
series Comprising the equity risk premium is the Center
for Research in Security Prices. CRSP chose to begin their
analysis of market returns with 1926 for twomain reasons.
CRSP determined that the time period around 1926 was
approximately when quality financial data became avail-
able. They also made e Conscious effort to include the
period of extreme market volatility from the late twenties
and early thirties ; 1926 was chosen because it includes
one full business cycle of data before the market crash of
1929 . These are themost basic reasonswhyour equity risk
premium calculation window starts In 1926 .

Implicit In using history to forecast the future is the
assumption that Invesmrs expectations for future out-
mines conform to past results. This method assumes that
the price of taking on risk changes only slowly, N at all,
overtime. This "future equals the past" assumption is most
applicable to a random time-series variable. A time-series
variable is random if ks value in one period is independent
of its value in other periods.

Chapter FaTha Equity luck Premium

Does the Equity Risk Premium Revert to Its Mean
Over Time?
Some have argued that the estimate of the equity risk
premium is upwardly biased since the stockmarket is cur-
rently priced high. In other words, since there have been
several years with extraordinarily high market returns and
realized equity risk premix, the expectation is that returns
and realized equity risk prairie will be lower in the future,
bringing the average back to a normalized level. This argu-
ment relies on several studies that have tried to determine
whether reversion to themeanexists in stock market prices
and the equity risk premium' Several academics contradict
each otheron this topic; moreover, the evidence supporting
this argument is neither conclusive nor Compelling enough
to make such a strong assumption .

	

'

Our own empirical evidence suggests that the yearly dd-
ference between the stock market total return and the
U.S. Treasury bond income return in any particular year Is
random. Graph 5-3, presented earlier, Illustrates the ran-
domness of the realized equity risk premium .

A statistical measure of the randomness ofa return series is
its social correlation . Serial correlation for eutocorralation)
Is defined as the degree towhichthe return of a given series
is related from period to period . A surfed Correlation near
positive one indicates that returns are predictable from one
period to the next period and am positively related. That
Is, the returns of one period are a good predictor of the
returns in the next period. Conversely, a serial correlation
near negative one indicates that the returns in one period
are inversely related to those of the next period. A serial
correlation near zero indicates that the returns are random
or unpredictable from one period to the next Table 5-3 con-
tains the serial correlation of the market total returns, the
realized long-horizon equity risk premium and Inflation.

Table s a:InWpretation of Annual social Correlations
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The significance of this evidence is that the realized equity
risk premium next year will not be dependent on the real-
ized equity risk premium from this year. That is, them is no
discemable pattern in the realized equity risk premium-it
is virtually impossible to forecast next year's realized risk
premium based on the premium of the previous year. For
example, If this years difference between the rlskless
rate and the return on the stock market is higher than last
year's, that does not imply that next year's will be higher
than this years . It is as likely to be higher as it is lower. The
best estimate of the expected value of a variable chat has
behaved randomly in the past is the average for arithmetic
mean) of its past values.

Table 5-4 also indicates that the equity risk premium var-
ies considerably try decade . The complete decades ranged
from a high of 17 .9 percent in the 1950$ to a low of0.9 per-
cent in the 1970s, however, thus far the 2000$ have shown
a -6-7 percent equity risk premium . This look at historical
equity risk premium reveals no observable pattern.

Table 54:LongHaritun Pqulty Risk Premium by Decade 1%)
1999

1920$' 1931 1940, 1959$ I9WS IM 1M 1991 ~'M
176 23 8.0 17.9 42 02 7.9 tz1 -6.7 -45

oaks rnaa 1876-3m
`1sPdai9mPedn179ta-iRe
"'AasedsP9uRdod2a~~B.

finnerty and Laistikow perform more econometrically
sophisticated tests of mean reversion in the equity risk
premium . Their tests demonstrate that--as we suspected
from our simpler tests-the equity risk premium thatwas
realized over 1826 to the present was almost perfectly free
of mean reversion and had no statistically identifiable time
trends! La and MacKinlay conclude, 'the rejection of the
random walk for weekly returns does not support a mean-
reverting model of asset prices."

Choustug an Appropriate Historical Period
The estimate of the equity risk premium depends on the
length of the data series studied . A proper estimate of the
equity risk premium requires a data series long enough to
give a reliable average without being unduly influenced
by very good and very poor short-tern returns . When
calculated using a long data series, the historical equity
risk premium is relatively stable° Furthermore, because an
average of the realized equity risk premium Is quite volatile
when calculated using a short history, using a long series

2a091botsmmseat-valeauanyeatbook

makes h less likely that the analyst can justify any number
he or she wants. The magnitude ofhowshatter periods can
affect the resultwill be explored later in this chapter .

Some analysts estimate the expected equity risk premium
using a shorter, more recent time period on the basis that
recent events are mom likely to be repeated in the near
future ; furthermore, they believe that the I920s,1830s. and
1940scontain toomany unusual events. This view Issuspect
because all periods contain "unusual" events. Some of the
most unusual events of the last hundred years took place
quite recently, including the Inflation of the late 1970$ and
early 1980s, the October 1987 stock market crash, the col-
lapse of the high-yield bond market, the major contraction
and consolidation of the thrift industry, the collapse of the
Soviet Union, the development of the European Economic
Community, and the attacks of September 11, 2001 .

It is even difficult for economists to predict the economic
environment of the future . For example, if one were one-
long the stock market in 1987 before the crash, it would
be statistically improbable to predict the Impending short-
term volatility without considering the stock market crash
and market volatility of the 1929-1931 period .

Without an appreciation of the 1920$ and 1930s, no one
would believe that such mats could happen . The 83-year
period starting with 1926 is representative of what can
happen: it includes high and low returns, volatile and quiet
markets, war and peace, inflation and deflation, and pros-
perity and depression. Restricting attention to a shorter
historical period underestimates the amount of change
that could occur in a long future period Finally, because
historical event-types (not specific events) tend to repeat
themselves, long-run capital market return studies can
reveal a great deal about the future. Investors probably
expect "unusual" events to occur from time to time, and
their return expectations reflect this.

A Look at the Historical results
It is interesting to take e look at the realized returns end
realized equity rtskpremium hnthecontext of the above dfs-
cusslon. Table 5-5 shows the average stock market return
and the enrage /arithmetic mean) realized long-horizon
equity risk premium over various historical time periods.
Similarly, Graph 5-5 shows the average (arithmetic mean)
realized equity risk premium calculated through 2008 for
different starting dates. The table and the graph both show

a4umingstat
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MissOUdGas Fnerev
Spreads Between Moodys Aand Baa Rated PublicUtlllty Band Yields

ftrFbe Years ElehtMonths Ending Aueust 2009

Souraofinfurmatlon:
MergentBOrdWcoN,september2009,V.lume76,NO.9.
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DATE
Moody'sARated Public UtilityBond

Yields
Moody'sBooRated Public UtilityBond

Yields
Spread BetweenAardSeaRated

Bond Yields

Jdre04 6.15% 6,17% 0.32%

Feb~ 6.15% 6.28% 0.13%

Mar4W 5.97% 6.12% 0.15%

Apr-04 6.35% 6.4616 0.11%

May-04 6.62% 6.79% 0.13%

Jun04 6.46% 6.8716 0.38%

Jew4 6.27% 6.67% DAM

Aug-04 6.14% 6.45% 0.31%

Sepal 5.98% 6.21% 0.29%

Oet4,4 5.94% 6.17% 0.23%

11w414 5.97% 6.16% 0.19%

Dec-04 5.92% 6.10% 0.18%

Jam05 5.78% 5.95% 0.17%

FebA5 5.61% 5.7616 Dm%

Mar-05 593% 6.01% 0.18%

Apr-05 5.64% 5.95% 0.31%

May-GS 5.53% 5.00% 0.35%

Jun-05 SAM 5.70% 030%

J.605 551% 5.80% 019%
Aug-05 5.50% 5.81% 031%

Sep05 552% 5.03% 0.31%

DttAIS 5.79% 6A8% 0.29%

Novas s.08y6 6.19% 0.31%

Dec-05 5.0 6.14% 0.34%

" 1am06 5.75% 6.06% 0.31%

Feb46 59x% 6.11% 0.29%

Mar-06 530% 6.26% 0.28%

Apr-06 6.29% 6.54% 015%

May-06 6A2% 659% 0.17%

1V006 6.40% 6.61% 0.21%

luh06 6.37% 6.61% 0.24%

Aug-06 6.20% 6.43% D23%
S.p-06 6.(96 6.26% 0.26%

at-06 590% 6.24% 0.26%

Neu06 590% 6.04% 0.24%
Dec,06 5.61% SA5% 0.24%

Jdm07 5.96% 6.16% 0.20%

F.W 5.90% 6.10% 0.20%
Mar-07 595% 6.10% 0.25%

Ap~7 ss7% 6.24% 0.27%

Maya? 559% 6.23% 0.24%

Junal sAM 654% 0.24%
1.1,07 6.25% 6.49% D.24%

Aug-07 6.24% 6.51% 017%
sepal 6.18% 6.45% 0.27%

Octal 6.11% 636% 0.25%

Nnv-07 5.41% 6.27% 0.30%

Decal 6.16% 651% 0.35%

Jan-08 6.02% 6.95% 0.33%
Febae 611% G.60% 0.39%

Me"$ 611% 6.63% 0.47%

A~08 619% 6.81% 032%

M.Y,0B 6.27% 6.79% 0.52%

Jun00 6.38% 6.93% o55%

101-08 6.40% 6.97% 057%

A4-08 6.37% 6.98% 0.61%

Sep~ 6.49% 7.15% 0.66%

Oct-0e 7.5506 858% L(%

N.y08 710% 8.98% 178%

D= . 654% 8.13% L59%
Jam( 6.39% 7.90% 151%

Feb-09 6.30% 7.74% 144%

Mar*9 6A% 8.(% 158%
" Apr,09 6.48% 8.03% L55%

Maya9 6A916 7.76% 1.27%

Jun-09 6.20% 7.30% LSO%
JUIU9 5.97% 6.87% 0.90%

Atg-09 5.71% 63696 0.65%

Average 6.11% 657% 0.46%



Missouri Gas Enercly
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 Coml)any

Notes :
(1)

	

From Page 50 of this Schedule .
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Schedule FJH-18
Page 1 of 3
(UPDATED)

Line No .

Proxy Group of Nine
Value Line Natural Gas
Distribution Companies

Southern Union
Company

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



Missouri Gas EneLav
Indicated Common Equity Cost Rate Through Use

of the Capital Asset Pricing Model

Company-Specific

	

CAPM Result
Value Line

	

Risk Premium

	

Including
Adjusted

	

Based on Market

	

Risk-Free
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Beta Premium of 8.87%

Traditional Capital Asset Pricing

Rate of 4.67A

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 5 .77 10.44
The Laclede Group, Inc. 0.60 5 .32 9.99
New Jersey Resources Corp . 0.65 5 .77 10 .44
Northwest Natural Gas Co . 0.60 5 .32 9.99
Piedmont Natural Gas Co., Inc . 0 .65 5 .77 10 .44
South Jersey Industries, Inc . 0.65 5.77 10.44
Southwest Gas Corporation 0.75 6 .65 11 .32
WGL Holdings, Inc. 0.65 5 .77 10 .44

Average 0.66 5 .87 % 10.54

Median 0.65 5.77 % 10.44

Southern Union Company 1.05 9.31 % 13.98

Empirical Capital Asset Pricing Model (4)
Proxy Group of Nine Value Line Natural
GasDistribution_Companies

AGL Resources Inc. 0.75 7.21 % 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. 0.60 6.21 10.88
Piedmont Natural Gas Co., Inc. 0 .65 6.54 11 .21
South Jersey Industries, Inc. 0 .65 6.54 11 .21
Southwest Gas Corporation 0.75 7.21 11 .88
WGL Holdings, Inc . 0 .65 6.54 11 .21

Average 0.66 6.62 % 11 .29

Median 0.65 6.54 0/. 11 .21

Southern Union Company 1 .05 9.20. % 13.87%

See Page 51 for notes.



Notes:

(1)

Missouri Gas Ener
Development of the Market-Require Rate of Return on Common Equity Using

the Capital Asset Pricing Model
Adjusted to Reflect a Forecasted Risk-Fre e Rate and Market Return

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 Summa & Index, a
forecasted 3-5 yeartotal annual market return of 17.09% can be derived by -averaging the 2-moot 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 avfirage total market appreciation of 73% produces a four-year average annual
return of14.68%((1 .73' )-1) . When theaverage annual forecasted dividend yield of2.41%isadded,
a total average market return of 17.09% (2.41% + 14.68°/x) is derived.

The2-month and spotforecasted total market return of 17.09% minus the risk-free rate of4.67%
(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 of5.20% (11 .70%-
5.20% = 6.50%). 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 to the projected risk premium of
12.42% end a 60% weight will be applied to the historical market premium.

	

The product of this
weightingis 8.87% ((.40 * 12.42%)+ (.60 * 6.50%)) which will bethen multiplied bythe beta in column 1
of Page 50 ofthis 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 Financial
Forecasts. The most recent is from September 1, 2009 (see Page 40 ofthis Schedule). I ne estimates
are detailed below:

30-Year
Treasurv Note Yield

Third Quarter 2009

	

4.40%
Fourth Quarter 2009

	

4.50
First Quarter 2010

	

4.60
Second Quarter 2010

	

4.70
Third Quarter 2010

	

4.80
Fourth Quarter 2010

	

5.00

Average

	

4.67%

(3)

	

Thetraditional Capital Asset Pricing Model (CAPM) is applied using the following formula:

Rs = RF + p (Rm - RF)

Where Rs =Return rate of common stock
RF = Risk Free Rate
(i

	

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

(4)

	

The empirical CAPM Is applied using the following formula:

Rs = RF + .25 (Rm - RF) + .75 (i (Rot - RF )

Where Rs = Return rate of common stock
RF = Risk-Free Rate
~

	

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

Source of Information : Value Line Summa

	

& Index
Blue Ch o Financial

	

orecasts. September 1, 2009
Value Line Investment Surve , (Standard Edition)
IbbotsonSBBI-2 09 Valuation Yearbook- Market ResultsforStocks, Bonds. Bills, and Inflation
for 1926-2008. Morningstar. Inc., 2009, Chicago,
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Mlascud Gas Enenrv
Comparable Earnings Analysis

fare Proxy Group of Nine Non-U98y Companies Comparable to the
Proxy Group of Nine Value Llne Nomad Gas DI bib 11

	

C

	

(11

Rate of Return on Book Common Equity,
Net Mrth, or Partners Capital

Median (4)

	

21.00%

See Page 54 far rudes.

Proxy Group oINine NerfUelihCompanies Comparable W
the Proxy Group of Nine Value Line Natural Gas Distribution
Companies -(1) AdjBeta

Unadj
Beta

Standard
Error of the
Regression

Standard
Devlatian of

Beta

5-Year

Percent

Proleded (2)

Studeffs Statistic

Automatic Data Proc. 0 .75 0 .50 22033 0.0835 18.00 % (0 .65)
Gallagher"orJ .) 0 .70 0 .51 2.2842 0.0658 24.00 0 .06
EdeIndemnity Co. 0 .70 0 .51 2.0846 0.0595 21 .00 0 .29
Ing Flavor, 3 Frog. 0 .70 0.53 2.2368 0.0844 24.00 0 .86
Kraft Foods 0.65 0.44 2.2521 0.0649 10.50 (1 .69)
Northrop Grumman 0.75 0.56 2.2626 0.0652 15.50 (0 .74)
Raytheon Co. 0.75 0.59 2.1222 0 .0611 15.00 (0 .84)
SamLee Corp. 0.70 0.50 22585 0 .0850 23.50 0.77
Exwn Mobil Corp . 0.80 0 .62 22777 . 0 .0656 25.50 1 .15

Average 0.72 ®.54 22177 0 .0639

Average for the Proxy Group of Nina Value Une Natural
Gas Distribution Companies 0.70 ®.52 2.1000 (3) 0.0805
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Missouri Gas Enmv
Comparable Earnings Analysis

for a Proxy Group ofTwenty Non-Utility Companies Comparable to
Southern Union Comaarrvf5l

Rata of Return on Book Common Equity,
Net Warty or Partner's Capital

5-Year Projected (2)

Proxy Group ofTwenlyNon-Utility Companies Comparable
to Southern Union Company (5) Ad Bets

Unad]
Beta

Standard
Ermrofthe
Regression

Standard
Deviation of

Beta Percent Students Statislc

AIrProduct, BChem . 1 .10 1 .08 2 .3626 0 .0681 20.00 % 0 .39
ApterGroup 1 .00 1 .00 2.5946 0 .0747 11 .50 (0.90)
Avery Dennison 1 .00 0.95 2.3991 0 .0691 17.00 (0 .07)
Amer. Express 1 .15 1 .21 2.4846 0 .0716 23.50 0 .92
Ball Carp. 1 .10 1 .12 2.5673 0 .0740 18.00 0 .08
Can . National Railway 1 .10 1 .13 2 .5514 0.0744 15.50 (0.30)
Rockwell Collins 1 .05 1 .02 2.4591 0 .0708 21 .50 0.61
Dow Chemical 1 .00 0.96 2 .5945 0 .0747 14.00 (052)
DST Systems 1 .00 0.97 2.3933 0 .0689 29.50 1 .83
Eaton Corp . 1 .10 1 .14 2.4262 0 .0699 12.50 (0 .75)
Fortune Brands 1 .00 0.99 2.3314 0 .0672 11 .50 (0 .90)
Honeywell ln8 1 .10 1 .08 24089 0 .0694 21 .00 0 .54
Mettler.Toledoln0 190 0,97 2.5052 0 .0722 3250(6) 2 .26
NewsCorp. 1 .05 1 .03 2.3072 0 .0665 10.50 (1 .05)
PraxelrInc. 1 .05 1 .02 2.3077 0 .0665 23.50 0 .92
Donnelley, (R.R) 8 Sons 1 .05 1 .02 2.5412 0 .0732 20.00 0 .39
Republic Services 1 .05 1 .01 2.3435 0 .0675 12.50 (0 .75)
Stanley Works 1 .10 1 .09 26082 0 .0751 16.50 (0 .14)
Travelers Cos . 1 .05 1 .02 25261 0 .0728 11 .50 (0 .90)
Time Warner 1 .00- 0.98 22781 0.0858 6X0 (1 .66)

Average 1 .05 ®.04 2.4509 0 .0706

Southern Union Company t .10 ®.08 24005 (7) 0.0692

Median (4) 16.75%

Conservative Median (8) 16 .50%

See Page 54 for notes .



Notes :

(1)

	

The criteria for selection ofthe proxygroup ofnine non-utility companieswas thatthe non-utility companies be domestic
and have a meaningful rate of return on book common equity, shareholders' equity, net worth, or partners' cEpital for
each of the five years ended 2007 and projected 2011-2013 as reported in Value Line InvestmentSurvey (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 errorof 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 .

(2) 2011 -2013.

Missouri Gas Enerqv
Comparable Earnings Analvsis

(3) The standard deviation ofgroupoften Value Line electricand combination elecldcandgascompanies'standarderror 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 ofthe Regression

where : N =

	

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

	

259

Thus, 0.0923 = 2.100 =

	

2.100

518 22.7596

2N

(4)

	

Median five year projected rate of return on book common equity, shareholdersequity, net worth, or partners' capital.

(5)

	

The criteria for selection of the proxy group of twenty companies was thatthe non-utility companies be domestic and
have a meaningful projected rate of return on book common equity, shareholders' equity, networth, 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 of0.95-1.23 and standard
errorofthe regression range of2.1896-2.6114 . These ranges are based upon plus or minus two standard deviations
of the unadjusted beta and standard errorofthe regression as detailed In Mr . Hanley's direct testimony . Plus orminus
two standard deviations captures95.50% ofthe distribution of unadjusted betas and standard errorsofthe regression.

(6) The Student's T-statistic associated with these returns exceeds 2.083 at the 95% level ofconfidence. Therefore, they
have been excluded, as outliers, to arrive at propermean projected returnsas fullyexplainedin Mr. Henley'stestimony.

(7) The standard deviation ofthe proxygroup ofeightValue Unenaturalgasdistribution companies'standarderror ofthe
regression Is 0.2110 (2.4005 / 22.7596).

(8) Median ofthe five year historicaland fiveyearprojectedreturnonbookcommonequity,shareholdersequity,networth
or partners capital excluding returns Identified as outliers as outlined on Note P) above .

Source of Information :

	

Value Line, Inc., December 15, 2008
Value Line Investment Survey (Standard Edition)
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Company

	

S
Northern Slate
Wisconsin Electric Power Co .
NAawnsln GasLLC
Norm Shore Gas Co.
Peoples Gas Light & Coke Co.
Indiana GasCo.
Avlsta Corp .
Duke Energy Ohio Inc.
Almee Energy Corp .
Questar Gas Co .
San Diego Gas B Electric Co .
Southern Catif.rllla Gas Co .
Sourc*Gas Distribution LLG
Chesapeake Utilities Corp.
Alarms Energy Corp .
Central Illinois Light Co.
Central Illinois Public
Illinois Payer Co.
Avlsla Corp .
New Jersey Natural Gas Co .
Puget Sound Enemy Inc.
CenterPolnl Energy Resources
Piedmont Natural Gas Co .
Public Service Co . ofNC
Southwest GasCorp.
Southwest GasCorp.
Southwest GasCorp.
NarlagansettElecbicCo.
Columbia Gas of Ohio Inc
Southwest Gas Corp.
Northwest Natural Gas Co .
Avista Corp,
Michigan Gas Utilities Carp
New England Gas Company
Louisville Gas & Electric Co .
Equitable Gas Company
Almos Energy Corp .
Northern Illinois Gas Co.
Entergy New Orleans Inc.
Peoples GasSystem
Niagara Mohawk Power Corp .
Minnesota Energy Resources
EnergyNarth Natural Gas Inc
Black Mi. Iowa Ga. Utility
Central Hudson Gas 8 Electric
CT Natural Gas Corp .
Southern Connecticut Gas Co .
Avlsta Corp.
UGI Central Penn Gas
UGI Penn Natural Gas

Source of Information :

wiscaris It
Wisconsin
Wisconsin
Illinois
Illinois
Indiana
Oregon
Ohio
Texas
Utah
California
California
Colorado
Delaware
Georgia
Illinois
Illinois
Illinois
Idaho
New Jerse

WashingtoTex
..

North
CaroNorth
CaroCalgomia

California
California
Rhode

IslaOhio
Adzana

WashingtoWashingtoMichigan

MassachusKentucky

PennsylvanTennessee

Ellinols
Loulslana
Florida
NewYark
Minnesota
NewHampIowa

New York

ConnecticuConnecticuIdaho

PennsylvanPennsylva

Miasaud Gas Enemy
Authorized Returns on Equity end Equity Rates for

Notes :
(1) Order followed stipulation orsettlement byMeparties . Decision particulars not necessadlyprecedent-settingorsped8cally

adopted by the regulatory body.

Report downloaded from Regulatory Research Assodates, Inc. (RRA) an SNL Energy Company on September 10, 2009 .

Schedule FJH-21
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Schedule PJH-20
(UPDATED)

Natural Ga.DisblbulhmCompanies f J

ate Case Identification

20081o August 2009

Date

Return on
Equity
(%)

Common Equity
ITotalCap

(%)
gas 1 2008 10.75 52.51

D-5-UR-103 (WEP-GAS) 17172008 10.75 54.36
D-5-UR-103 (WG) 17172008 10.75 46.64

D-07-0241 2152008 8.99 56,00
D-07-0242 2/52008 10.19 56.00
Ca-43298 277312008 10 .20 (1) 48.99 (1)
GUG-181 31312008 10 .00 (1) 50.00 (1)

C-07-0589-GA-AIR 5282008 10 .50 (1) 55.76 (1)
GUO-9762 6242008 10 .00 48.27

D-07-057-13 6272008 10 .00 (1) 51 .38 (1)
AP-0612-009 (gas) 71312008 10 .70 (1) 49 .00 (1)

AP-0612-010 7/312008 10 .82 (1) 48 .00 (1)
13-095-10BG 8/272008 10 .25 (1) 53 .13 (1)

D-07-1BB 922008 10.25 (1) 61 .81 (1)
D-2710-1.1 9/172008 10.70 45.00
D-07-0588 9242008 10.68 48.50
13-07-0589 9242008 10.68 47.91
D-07-0590 9242008 10.68 51 .76

C-AW-G418-01 97302008 10.20 (1) 47.94 (1)
y D-GR-137110889 10732000 11330 (1) 51 .20 (1)
n D-UG-07-2301 10/82008 10.15 (1) 46.00 (1)

OLD 9791 10/202008 10.06 55.40
lina D-G9, Sub 550 10242000 10.60 (1) 51 .00 (1)
lina DG-5, Sub 495 10242008 10.60 (1) 54.00 (1)

A-07-12-OU (SOCGIDlv) 112120138 10.50 (1) 47.00 (1)
A-07-12-022 (NOCalDiv) 11212008 10.50 (1) 47.00 (1)

A-07-12-022 (LkTah) 11212006 10.50 (1) 47.00 (1)
nd 13-3943 1124/2008 10.50 NA

C-060072-GAWR 12/32008 1029 (1) NA (1)
13G-01551A-07-0504 12/242008 10 .00 43.44

n GUG-O8-0546 121262008 10AD (1) 50.74 (1)
n GUG08-0417 12/292008 10 .213 (1) 46.30 (1)

C-U-15549 1/132009 10 .45 (1) 48 .49 (1)
etts DPUOB-35 21212008 10 .05 34 .19

G200B-00252 (gas) 2/520013 NA (1) NA (1)
ia GR-20062029325 2282008 NA (1) NA (1)

13-08-00197 3182009 10,30 (1) 48 .12 (1)
D-08-0363 3252009 10.17 48 .42

O-UD-08-03 (gas) 4/22009 10.75 (1) NA (1)
D-080318-GU 5152009 10.75 48.51
C-0e-G0609 5/142009 10.20 (1) 43.70 (1)

D-G007,011/GR-08-035 5212009 10.21 48.77
shim D-DG88-009 5/292009 9.54 (1) 50.00 (1)

041PU-00-3 6/3/2009 10.10 (1) 51 .38 (1)
C-06G-0888 871872009 10.00 47,00

t 13-0612-08 8(302009 9.31 52.52
t D-0612-07 7/172009 9.26 5200

GAW-G-09-01 71172009 10.50 (1) 50.00 (1)
ia R-20062079675 8272009 NA (1) NA (1)
ia R-20062079660 8272009 NA (1) NA (1)

Average 10.31 % 49.51 %

Median 10.28 % 48.99

Average of Litigated Cases 10 .27 % 49. 12 x

Median of UBgated Cases 10 .20 % 48 .51 x



Missouri Gas Enemv
Inappropriate Inclusion of NICOR, Inc ., Nisource, Inc., and UGI Corporation

as Proxy Companies

Source of Information :

	

Value Line Investment Survey
AUS Merger and Acquisition Quarterly Report June 30, 2009
Company 2005 SEC Filing 10K

Schedule FJH- 2 2

Over 60% of Over60% of Total
Pending/ Operating Income Assets due to

Dividend Expected due to Regulated Regulated Gas
Omission/ Merger or Gas Distribution Distribution

Company Name Cutters? Acquisition? Operations? Operations?

GAS NICOR, Inc. Yes
NI Nisource,Inc. 36.49% 37.11%
UGI UGI Corporation 23.51% 26.22%
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Source of Information :
(D -n

Mergent Bond Record, Various Dates .

'^ N
~I W

Missouri Gas Enerev
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%

L60%

-1.40%

- _L20%

-1.00%

-0.80%

-0.60%

0.40%

--

0.20% - - - - -

-0.00%
Jan-89 Jan-91 Jan-93 Jan-95 Jan-97 Jan-99 Jan-01 Jan-03 Jan-05 Jan-07 Jan-09



Missouri Gas Energy
Moody's Bond Yields

January 1989 -Auqust 2009

Schedule FJH-23
Page 2 of 7

DATE
Jan-89

Moody's A
Rated Public
Utility Bonds

10.08%

Moodys
Baa Rated

Utility
Bonds
10.38%

Spread between
Aand Baa Rated

Public Utility
Bonds
0.30%

Feb-89 10.07% 10.38% 0.31%
Mar-89 10.23% 10.50% 0.27%
Apr-89 10.18% 10.49% 0.31%
May-89 9.99% 10.29% 0.30%
Jun-89 9.64% 9.80% 0.16%
Jul-89 9.50% 9.64% 0.14%
Aug-89 9.52% 9.64% 0.12%
Sep-89 9.58% 9.70% 0.12%
Oct-89 9.54% 9.64% 0.10%
Nov-89 9.51% 9.64% 0.13%
Dec-89 9.44% 9.60% 0.16%
Jan-90 9.56% 9.74% 0.18%
Feb-90 9.76% 9.96% 0.20%
Mar-90 9.85% 10.06% 0.21%
Apr-90 9.92% 10.13% 0.21%
May-90 10.00% 10.16% 0.16%
Jun-90 9.80% 9.96% 0.16%
Jul-90 9.75% 9.92% 0.17%
Aug-90 9.92% 10.12% 0.20%
Sep-90 10.12% 10.32% 0.20%
Oct-90 10.05% 10.28% 0.23%
Nov-90 9.90% 10.12% 0.22%
Dec-90 9.73% 9.96% 0.23%
Jan-91 9.71% 9.96% 0.25%
Feb-91 9.47% 9.68% 0.21%
Mar-91 9.55% 9.74% 0.19%
Apr-91 9.46% 9.64% 0.18%
May-91 9.44% 9.64% 0.20%
Jun-91 9.59% 9.79% 0.20%
Jul-91 9.55% 9.69% 0.14%
Aug-91 9.29% 9.47% 0.16%
Sep-91 9.16% 9.34% 0.18%
Oct-91 9.12% 9.32% 0.20%
Nov-91 9.05% 9.28% 0.23%
Deo-91 8.88% 9.07% 0.19%
Jan-92 8.84% 8.98% 0.14%
Feb-92 8.93% 9.09% 0.16%
Mar-92 8.97% 9.16% 0.19%
Apr-92 8.93% 9.11% 0.18%
May-92 8.87% 9.01% 0.14%
Jun-92 8.78% 8.90% 0.12%
Jul-92 8.57% 8.69% 0.12%
Aug-92 8.44% 8.58% 0.14%
Sep-92 8.40% 8.54% 0.14%
Oct-92 8.54% 8.76% 0.22%
Nov-92 8.63% 8.86% 0.23%
Dec-92 8.43% 8.69% 0.26%



Missouri Gas Enerav
" Moody's Bond Yields
" January 1989-August 2009

. Moodys Spread between
Moody'sA Baa Rated Aand Baa Rated

. Rated Public Utility Public Utility
DATE Utility Bonds Bonds Bonds

" Jan-93 8.27% 8.57% 0.30%
Feb-93 8.04% 8.31% 0.27%
Mar-93 7.90% 8.10% 0.20%

" Apr-93 7.81% 8.11% 0.30%
May-93 7.86% 8.18% 0.32%

" Jun-93 7.75% 8.05% 0.30%
Jul-93 7.54% 7.93% 0.39%

. Aug-93 7.25% 7.59% 0.34%
- Sep-93 7.04% 7.35% 0.31%.

Oct-93 7.03% 7.27% 0.24%

"
Nov-93 7.30% 7.69% 0.39%
Dec-93 7.34% 7.73% 0.39%
Jan-94 7.33% 7.66% 0.33%
Feb-94 7.47% 7.76% 0.29%
Mar-94 7.47% 7.76% 0.29%
Apr-94 7.85% 8.11% 0.26%
May-94 8.33% 8.61% 0.28%
Jun-94 8.31% 8.64% 0.33%
Jul-94 8.47% 8.80% 0.33%

"
Aug-94 8.41% 8.74% 0.33%
Sep-94 8.64% 8.98% 0.34%

" Oct-94 8.86% 9.24% 0.38%
Nov-94 8.98% 9.35% 0.37%
Dec-94 8.76% 9.16% 0.40%
Jan-95 8.73% 9.15% 0.42%

. Feb-95 8.52% 8.93% 0.41%

"
Mar-95 8.37% 8.78% 0.41%
Apr-95 8.27% 8.67% 0.40%
May-95 7.91% 8.30% 0.39%
Jun-95 7.60% 8.01% 0.41%

. Jul-95 7.70% 8.11% 0.41%
Aug-95 7.83% 8.24% 0.41%

' Sep-95 7.62% 7.98% 0.36%
Oct-95 7.46% 7.82% 0.36%"
Nov-95 7.43% 7.81% 0.38%
Dec-95 7.23% 7.63% 0.40%
Jan-96 7.22% 7.64% 0.42%

. Feb-96 7.37% 7.78% 0.41%
Mar-96 7.73% 8.15% 0.42%
Apr-96 7.89% &32% 0.43%
May-96 7.98% 8.45% 0.47%

. Jun-96 8.06% 8.51% 0.45%
Jul-96 8.02% 8.44% 0.42%
Aug-96 7.84% 8.25% 0.41%

" Schedule FJH-23
" Page 3 of 7

"

"

"

"



Missouri Gas Energy
Moody's Bond Yields

January 1989-August 2009

Moodys

	

Spread between

Schedule FJH-23
Page 4 of 7

DATE
Sep-96

Moody's A
Rated Public
Utility Bonds
8.01%

Baa Rated
Utility
Bonds
8.41%

Aand Baa Rated
Public Utility

Bonds
0.40%

Oct-96 7.77% 8.15% 0.38%
Nov-96 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-98 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-99 7.09% 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-99 7.74% 8.03% 0.29%
Jul-99 7.71% 7.97% 0.26%
Aug-99 7.91% 8.16% 0.25%
Sep-99 7.93% 6.19% 0.26%
Oct-99 8.06% 8.32% 0.26%
Nov-99 7.94% 8.12% 0.18%
Dec-99 8.14% 8.28% 0.14%
Jan-00 8.35% 8.40% 0.05%
Feb-00 8.25% 8.33% 0.08%
Mar-00 8.28% 8.40% 0.12%
Apr-00 8.29% 8.40% 0.11%



Missouri GasEnerov
Moody's Bond Yields

January 1989-Au_qust 2009

Schedule FJH-23
Page 5 of 7

DATE
May-00

Moody'sA
Rated Public
Utility Bonds

8.70°/4

Moodys
Baa Rated

Utility
Bonds
8.86%

Spread between
Aand Baa Rated

Public Utility
Bonds
0.16%

Jun-00 8.36% 8.47% 0.11%
Jut-00 8.25% 8.33% 0.08%
Aug-00 8.13% 8.25% 0.12%
Sep-00 8.23% 8.32°/4 0.09%
Oct-00 8.14% 8.29% 0.15%
Nov-00 8.11% 8.25% 0.14%
Dec-00 7.84% 8.01% 0.17%
Jan-01 7.80% 7.99% 0.19%
Feb-01 7.74% 7.94% 0.20%
Mar-01 7.68% 7.85% 0.17%
Apr-01 7.94% 8.06% 0.12%
May-01 7.99% 8.11% 0.12%
Jun-01 7.85% 8.02% 0.17%
Jul-01 7.78% 8.05% 0.27%
Aug-01 7.5976 7.95% 0.360/0
Sep-01 7.75% 8.12% 0.37%
Oct-01 7.63% 8.02% 0.39%
NOV-01 7.57% 7.96% 0.39%
Dec-01 7.83% 8.27% 0.44%
Jan-02 7.66% 8.13% 0.47%
Feb-02 7.54% 8.18% 0.64%
Mar-02 7.76% 8.32% 0.56%
Apr-02 7.57% 8.26% 0.69%
May-02 7.52% 8.33% 0.81%
Jun-02 7.42% 8.26% 0.84%
Jul-02 7.31% 8.07% 0.76%
Aug-02 7.17% 7.74% 0.57%
Sep-02 7.08% 7.62% 0.54%
Oct-02 7.23% 8.00% 0.77°/4
NOV-02 7.14% 7.76% 0.62%
Dec-02 7.07% 7.61% 0.54%
Jan-03 7.06% 7.47% 0.41%
Feb-03 6.93% 7.17% 0.24%
Mar-03 6.79% 7.05% 0.26°/a
Apr-03 6.64% 6.94% 0.30%
May-03 6.36% 6.47% 0.11%
Jun-03 6.21% 6.30% 0.09%
Jul-03 6.57% 6.67% 0.10%
Aug-03 6.78% 7.08% 0.30%
Sep-03 6.56% 6.87% 0.31%
Oct-03 6.43% 6.79% 0.36%



Missouri Gas Energy
Moody's Bond Yields

January 1989-Auoust2009

Schedule FJH-23
Page 6 of7

DATE
Nov-03

Moody's A
Rated Public
Utility Bonds

6.37%

Moodys
Baa Rated

Utility
Bonds
6.69%

Spread between
Aand Baa Rated

Public Utility
Bonds
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% 6.67% 0.40%
Aug-04 6.14% 6.45% 0.31%
Sep-04 5.98% 6.27% 0.29%
Oct-04 5.94% 6,17% 0.23%
Nov-04 5.97% 6,16% 0.19%
Dec-04 5.92% 6.10% 0.18%
Jan-05 5.78% 5.95% 0.17%
Feb-05 5.61% 5.76% 0.15%
Mar-05 5.83% 6.01% 0.18%
Apr-05 5.64% 5.95% 0.31%
May-05 5.53% 5.88% 0.35%
Jun-05 5.40% 5.70% 0.30%
Jul-05 5.51% 5.80% 0.29%
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 5.60% 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% 0.2801
Apr-06 6.29% 6.54% 0.25%
May-06 6.42% 6.59% 0.17%
Jun-06 6.40% 6.61% 0.21%
Jul-06 6.37% 6.61% 0.24%
Aug-06 6.20% 6.43% 0.23%
Sep-06 5.000/0 6.26% 0.26%
Oct-O6 5.98% 6.24% 0.26%
Nov-06 5.80% 6.04% 0.24%
Dec-06 5.81% 6.05% 0.24%
Jan-07 5.96% 6.16% 0.20%
Feb-07 5.90% 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%



Missouri Gas Energy
Moody's Bond Yields

January 1989-August 2009

Moodys

	

Spread between

Source of Information :
Mergent Bond Record, Various Dates

Schedule FJH-23
Page 7of 7

DATE
Jul-07

Moody'sA
Rated Public
Utility Bonds

6.25%

Baa Rated
utility
Bonds
6.49%

A and Baa Rated
Public Utility

Bonds
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 5.97% 6.27% 0.30%
Dec-07 6.16% 6.51% 0.35%
Jan-08 6.02% 6.35% 0.33%
Feb-0B 6.21% 6.60% 0.39%
Mar-08 6.21% 6.68°/6 0.47%
Apr-08 6.29% 6.81% 0.52%
May-08 6.27% 6.79% 0.52%
Jun-08 6.38% 6.93% 0.55%
Jul-0B 6.40% 6.97% 0.57%
Aug-08 6.37% 6.96% 0.61%
Sep-08 6.49% 7.15% 0.66%
Oct-08 7.56% 6.58% 1.02%
Nov-08 7.20% 8.98% 1.78%
Dec-08 6.54% 8.13% 1.59%
Jan-09 6.39% 7.90% 1.51%
Feb-09 6.30% 7.74% 1.44%
Mar-09 6.42% 8.00% 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-09 5.97% 6.87% 0.90%
Aug-09 5.71% 6.36% 0.65%
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Notes:
(1) From Schedule (DJL-10).

Missouri Gas Enerev
Regression Analysis of Observed Risk Premiums

1980-2008

T-Statistic 6.16694392

Schedule FIH-25
Page 2 of4

BCP Witness Lawton Observations (1) Regression Predictions
Indicated

Avg Bond Authorized Risk
Yield Returns Premium Observation Predicted Y Residuals

1980 13.15% 14.23% 1.08% 1 0.016012414 -0.005212414
1981 13.31% 15 .36% 2.05% 2 0.017148227 -0.021148227
1982 14.03% 15.32% 1.29% 3 0.018284039 -0.013784039
1983 15.33% 15.78% 0.45% 4 0.019419852 0.001080148
1984 15.62% 15.22% -0.40% 5 0.020555665 -0.D07655665
1985 12,29% 15 .20% 2.91% 6 0.021691478 0,007408522
1986 9.46% 13.93% 4.47%° 7 0.022827291 0.021872709
1987 9.98% 12.99% 3.01% 8 0.023963103 0.006135897
1988 10.45% 12.79% 2.34% 9 0.025098916 -0.001698916
1989 9.66% 12.97% 3.31% 10 0.026234729 0.006865271
1990 9.76% 12.70% 2.94% 11 0.027370542 0.002029458
1991 9.21% 12,55% 3.34% 12 0.028506355 0.004893645
1992 8.57% 12.09% 3.52% 13 0.029642167 0.005557833
1993 7.56% 11.41% 3.85% 14 0.03077798 0.00772202
1994 8.30% 11.34% 3.04% 15 0.031913793 -0.001513793
1995 7.91% 11,55% 3.64% 16 0.033049606 0.003350394
1995 7.74% 11,39% 3.65% 17 0.034185419 0.002314581
1997 7.63% 11.40% 3.77% 18 0.035321232 0.002378768
1998 7.00% 11.66% 4.66% 19 0.036457044 0.010142956
1999 7.55% 10.77% 3.22% 20 0.037592857 -0.005392857
2000 8.14% 11.43% 3.29% 21 0.03872867 -0.00582867
2001 7.72% 11.09% 3.37% 22 0.039864483 -0.006164483
2002 7.53% 11.16% 3.63% 23 0.041000296 -0.004700296
2003 6.61% 10.97% 4.36% 24 0.042136108 0.001463892
2004 6.20% 10.75% 4.55% 25 0.043271921 0.002228079
2005 5.67% 10.54% 4.87% 26 0.044407734 0.004292266
2006 6.08% 10.36% 4.28% 27 0.045543547 -0.002743547
2007 6.11% 10.36% 4.25% 28 0.04667936 -0.00417936
2008 6.65% 10.46% 3.81% 29 0.047815172 -0.009715172
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Notes :
(1) From Schedule (DJL-10) .

Missouri Gas Enemy
Regression Analysts of Observed Risk Premiums

1980-2008

T-Statistic

	

-12.7385

Schedule FJH-25
Page 4 of4

BCP Witness Lawton Observations (1)
Indicated

Avg Bond Authorized Risk
Yield Returns Premium Observation Predicted Y Residuals

2005 5.67% 10.54% 4.87% 1 0.046282568 0.002417432
2006 6.08% 10.36% 4.28% 2 0.044587512 -0.001787512
2007 6.11% 10.36% 4.25% 3 0.044463483 -0.001963483
2004 6.20% 10.75% 4.55% 4 0.044091398 0.001408602
2003 6.61% 10.97% 4.36% 5 0.042396341 0.001203659
2008 6.65% 10.46% 3.81% 6 0.04223097 -0.00413097
1998 7.00% 11.66% 4.66% 7 0.040783971 0.005816029
2002 7.53% 1L16% 3.63% 8 0.0385928 -0.0022928
1999 7.55% 10.77% 3.22% 9 0.038510114 -0.006310114
1993 7.56% 11.4131 3.85% 10 0.038468772 3.12284E-05
1997 7.63% 11.40% 3.77% 11 0.038179372 -0.000479372
2001 7.72% 11.09%° 3.37% 12 0.037807286 -0.004107286
1996 7.74% 11.39% 3.65% 13 0.0377246 -0.0012246
1995 7.91% 11.55% 3.64%° 14 0.037021772 -0.000621772
2000 8.14% 11.43% 3.29% 15 0.036070887 -0.003170887
1994 8.30°% 11.34% 3.04% 16 0.035409401 -0.005009401
1992 8.57% 12.09% 3.52% 17 0.034293145 0.000906855
1991 9.21% 12.55% 3.34% 18 0.031647203 0.001752797
1986 9.46% 13.93% 4.47% 19 0.030613632 0.014086368
1989 9.66% 12.97% 3.31% 20 0.029786775 0.003313225
1990 9.76% 12.70% 2.94% 21 0.029373347 2.66531E-05
1987 9.98% 12.99% 3.01% 22 0.028463804 0.001636196
1988 10.45% 12.79% 2.34% 23 0.026520691 -0.003120691
1985 12.29% 15.20% 2.91% 24 0.018913609 0.010186391
1980 13.15% 14.23% 1.08% 25 0.015358124 -0.004558124
1983 13.31% 15.36% 2.05% 26 0.014696639 0.005803361
1984 14.03% 15.32% 1.29% 27 0.011719955 O.DO1180045
1982 15.33% 15.78% 0.45% 28 0.006345385 -0.001845385
1981 15.62% 15.22% -0.40% 29 0.005146443 -0.009146443



Missouri Gas Energy
Lawton Corrected Risk Premium Method

Notes:
(1) Average forecast based upon six quarterly estimates of Baa rated corporate

bonds per the consensus ofnearly 50 economists reported in Blue Chip
Financial Forecasts dated September 1, 2009 (see Page 40 of Schedule FJH-
21). The estimates are detailed below.

(2) From Schedule (DJL-4).

(3) From Schedule FJH-25, Sheet2.

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

Schedule FJH-26

Reflecting a Forecasted E ui Risk Premium

Projected Bee Corporate Bond (1) 7.05

Spread Between Baa Corporates and Baa Public Utilly Bonds (2) -0.19

Projected Baa Public Utility Bond 6 .86

Expected Risk Premium Over Public Utility Bonds (3) 4 .78

Indicated Common Equity Cost Rate Based on Risk 11 .64

Projected Baa Public Utility Bond 6.86

Expected Equity Risk Premium due to Inverse
Relationship between Treasury Bond Yields and Equity
Risk Premia (4) 4,14

Indicated Common Equity Cost Rate Based on Risk 11 .00

Average ofthe Two Methods 11 .32

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 7.05



Schedule FJH-27
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Utilities Recent Transactions

Schedule FJH-27
Page 2 of 3
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Missouri Gas Energy
Indicators that Mr. Murray's ProxyCompanies are Viewed

as Gas Distribution Companies by Investors

Source of Information :
2008 SEC Filings of Company 10K

of Net
Operating 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 __Operations

AGL Resources, Inc AGL Yes Yes 67.99% 78.98%
Atmos Energy Corporation ATO Yes Yes 61.13% 79.44%
NewJersey Resources Corporation NJR Yes Yes 43.75% 64.27%
Northwest Natural Gas Company NWN Yes Yes 89.53% 96.28%
Piedmont Natural Gas Co., Inc. PNY Yes Yes 100.13% 96.70%
South Jersey Industries, Inc. SJI 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%



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

"

"

"

"

"



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

Missouri Gas Enerav
Indicated Common Equity Cost Rate Through Use

of theCapltal /asset PricingModel

ComparvySpecifc

	

CAPM Result
Value Line

	

Risk Premium

	

Including
Adjusted

	

Based onMarket

	

Risk-Free
(2)

3_

Schedule FJH-29
Page 2 of 2

Beta Premium of8.87% (1)

Traditional Capital Asset Pricing Model (3)

Rateof 4 .67%

Staff Witness Munays Proxy Group of
Seven Uglily Companies
AGL Resources, Inc 0 .75 6.65 11 .32
Atmos Energy Corporation 0 .65 5.77 10.44
NewJersey Resources Corporation 0 .65 5 .77 10 .44
Northwest Natural Gas Company 0 .60 5.32 9.99
Piedmont Natural Gas Co., Inc. 0 .65 5.77 10.44
South Jersey Industries, inc. 0 .65 5.77 10.44
WGL Holdings, Inc. 0 .65 5.77 10 .44

" Average 0 .66 5.83 % 10.50

Median 0 .65 5.77 % 10.44%

Empirical Capital Asset Pricing Model 14)

Staff Witness Murray's Proxy Group of
Seven Utility Companies
AGL Resources, Inc 0 .75 7.21 11 .68
Atmos Energy Corporation 0 .65 6.54 11 .21
New Jersey Resources Corporation 0.65 6.54 11 .21
Northwest Natural Gas Company 0 .60 6.21 10 .88
Piedmont Natural GasCo.,Inc . 0 .65 6.54 11 .21
South Jersey Industries, Inc . 0 .65 6 .64 1121
WGL Holdings, Inc. 0.05 8 .54 11 .21

Average 0 .66 6.59 % 11 .26%

Median 0.65 6 .54 % 11 .21 %



i

Missouri Gas Energy
"

	

Implied ROEs Based on Murray Reasonableness Check
Shown on Page 42 of Staff Direct Testimony

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 quarterly ROR awarded to
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 .

Schedule FJH-30

Weighted
Embedded Cost of

Staff Proposed Capital Structure (1) Ratio Cost Capital
Common Stock Equity 51 .06 % 9.75 %(2) 4.98
Long-Term Debt 40.47 5.92 2.40
Short-Term Debt 8.47 0 .89 0.08

100.00 % 7.46

Reasonableness Check based on Lowest ROR (3)

Common Stock Equity 51 .06 % 10.83 °!0 5.53
Long-Term Debt 40.47 5.92 2.40
Short-Term Debt 8.47 0 .89 0.08

100.00 % 8.01

Reasonableness Check based on Highest ROR (4)

Common Stock Equity 51 .06 % 12.34 % 6.30 %
Long-Term Debt 40.47 5 .92 2.40
Short-Term Debt 8.47 0.89 0.08

100.00 % 8.78

Reasonableness Check based on Average ROR (5)

Common Stock Equity 51 .06 010 11 .44 % 5.84 °f0
Long-Term Debt 40 .47 5.92 2.40
Short-Term Debt 8.47 0.89 0.08

100.00 % 8.32 %


