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DIRECT TESTIMONY OF
 

DANIEL J. LAWTON ., 

CASE NO. GR-2009-0355 

SECTION I: INTRODUCTIONIBACKGROUND/SUMMARY 

2 , . 

3 or. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

4 A. My name is Daniel J. Lawton. My business address is 701 Brazos, Suite 500, 

5 Austin, Texas 7870 I. 

6 Q2. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND 

7 WORK EXPERIENCE. 

8 A. I have been working in the utility consulting business as an economist since 1983. 

9 . Consulting engagements have included electric utility load and revenue 

10 forecasting, cost of capital analyses, revenue requirements/cost of service reviews, 
-: 

I 1 and rate design analyses in litigated rate proceedings before federal, state and 

12 local regulatory authorities. I have worked with municipal utilities developing 

13 electric rate cost of service studies.for reviewing and setting rates. In addition, I 

14 have a law practice based in Austin, Texas. My main areas of legal practice 

15 include administrative law representing municipalities in electric and gas rate 

16 proceedings and other litigation and contract matters. I have included a brief 

17 description of my relevant educational background and professional work 

18 experience in Schedule (D.JL-I). , 
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Q3. HAVE YOU PREVIOUSLY FILED TESTIMONY IN RATE 

2 PROCEEDINGS? 

3 A. Yes. A list of cases where I have previously filed testimony is included in 

4 Schedule (D.lL-I). 

5 Q4. ON WHOSE BEHALF ARE YOU FILING TESTIMONY IN THIS 

6 PROCEEDING? 

7 A. I have been retained to review Missouri Gas Energy's ("Company" or "MGE") 

8 cost of capital request on behalf of the Missouri Office of the Public Counsel 

9 ("OPC"). In addition, I will be reviewing the Company's rate design as it relates 

I0 to risk and impacts on capital costs. 

11 Q5. WHAT IS THE PURPOSE OF' YOUR TESTIMONY IN THIS 

12 PROCEEDING? 

13 A. The purpose of my testimony in this proceeding is to address the Company's 

14 requested overall cost of capital. I will address the Company's requested rate of 

15 return, capital structure, and cost rates for equity and debt, which is presented in 

16 the pre-filed direct testimony of its cost of capital witnesses, Mr. Hanley. Also, I 

17 address the issue of rate design impacts on equity costs set forth in the testimony 

18 ofMr. Russell A. Feingold. 

19 I do not make any recommendations with regard to the appropriateness of the 

20 Company's straight fixed-variable ("SFV") request in this case. Other witnesses 

21 will be addressing this matter and as I understand their position on this matter the 

22 OPC will oppose the Company's SFV proposal. My testimony quantifies the 

23 necessary adjustment that should be made to revenue requirements in the event 
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this Commission approves the Company's SFV proposal. 

2 Q6. WHAT MATERIALS DID YOU REVIEW AND RELY ON FOR THIS 

3 TESTIMONY? 

4 A. I have reviewed the Company's testimony in this proceeding, previous Missouri 

5 Public Service Commission ("Commission") orders, Company responses to 

6 interrogatories, Value Line Investment Survey ("Value Line"), financial reports of 

7 Southern Union Company (the Parent, "SUC"), and various other financial 

8 information and other materials available in the public domain. When relying on 

9 other sources, I have referenced such sources in my testimony and on attached 

10 schedules and/or included copies or summaries in my attached schedules or 

1I workpapers. 

12 Q7. PLEASE SUMMARIZE YOUR FINDINGS AND CONCLUSIONS IN THIS 

13 CASE. 
I 

14 A. My analyses of the Company's requested 8.43% overall cost of capital and 

15 11.250% return on equity indicate that the Company's request is overstated given 

16 current costs of capita!. 

17 Table 1 below shows the Company's requested capital structure, cost rates and 

18 overall return for MOE in this case. 

19 
, .» 
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I 
2 

TABLE I'
 

Missouri Gas Energy
 

CAPITAL STRUCTURE AND COST RATES
 

DESCRIPTION RATIO COST WEIGHTED COST 

Lo~g -Tenn Debt 41.06% 6.08% . 2.496% 

Short-Term Debt 10.94% 4.92% 0.538% 

Total Debt 52.00% -

Common Equity 48.00% 11.25% 5.400% 

Total 100.00% 8.434% 

3 Now, it is important to note that the Company is proposing a hypothetical capital 

4 structure with capital ratios and cost rates for debt are in no way related to 

5 MGE's, or the parent Southern Union Company's, actual capitalization levels or 

6 costs. I will address this issue in more detail in Section VI! Capital Structure as 

7 well as my rebuttal testimony that will be filed on or about September 25,2009. 

8 Recognizing that this Commission has declined to adopt a hypothetical estimate 

9 of capitalization and cost rates for MGE, Mr. Hanley, on behalf of the Company, 

10 does present an alternative proposal' based on the actual capitalization levels of 

11 the parent, Southern Union Company, which is as follows: 

12 

I Direct Testimony of Frank Hanley at 2:12-22. 
'Id. At 3:1-20. 
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TABLE 23 

CAPITAL STRUCTURE AND COST RATES 

DESCRIPTION 

Long-TermDebt 

Short-Term Debt 

Preferred Equity 

Common Equity 

Total 

BASEDON MGE PARENTCAPITALIZATION
 

As of December 31, 2008
 

RATIO COST 

56.16% 6.258% 

3.26% 5.920% 

1.92% 7.758% 

38.66% ]5.250% 

100.00% 

WEIGHTED COST 

3.514% 

0.193% 

0.149% 

5.896% 

9.752% 

2 

3 

4 

5 

6 

While the components of the "actual" capital structure cost rates for debt are 

similar to the hypothetical levels - Mr. Hanley proposes an astounding 15.25% 

equity return rate when the actual capital structure is employed. Again, these 

iss~es an; addressed in the capital structure section of my testimony and/or will be 

addressed in rebuttal testimony. 

7 

8 

9 
;'1. 

I have calculated a more appropriate cost of common equity of 10.0% for this 

case which would result in an overall cost of capital 7.722% for MGE employing 

the actual capital structure, to be earned on invested capital rate base investment. 

10 

11 

Based on my analyses (which are fully explained in the following pages), I make 

the following conclusions and recommendations: 

12 

13 

(i) The Company's proposed 8.434% and the alternative 9.752% return on 

investment is overstated and should not be adopted as representative of the 

'Id 

Page 5 of 53 



·' Direct Testimony 
Daniel J. Lawton 
Case No. GR-2009-0355 

Company's cost of capital requirements; 

2 (ii) The Company's proposed 11.250% and alternative 15.25% return for 

3 equity shareholders is an overstatement of the required return on equity to hold 

4 and attract equity capital and fails to reflect the enhanced financial metrics and 

5 risk shifting that results from the risk reduction associated with rate decoupling 

6 embodied in the Company's' rate design; 

7 (iii) The Company's required return on equity is in the range of 9.5% to 

8 10.5%, and a midpoint estimate of I0% is reasonable; 

9 (iv) The Company's overall cost of capital to be earned on rate base 

10 investment employing the actual capital structure and a 10% equity return is 

11 7.722% for setting just and reasonable rates for customers in this proceeding; and 

12 (v) To compensate customers for the risk shifting associated with decoupling, 

13 I have recommended a total cost of service reduction of $1,842,034' in addition 

14 to my return recommendations summarized above. 

15 Q8. PLEASE SUMMARIZE THE COMPANY'S RATE INCREASE REQUEST 

16 IN THIS CASE. 

17 A. The Company's rate increase request is summarized in the following table: 

18 

, See Schedule (DJL-3) 
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. 

Customer Class 

Residential Service 

Small General Service 

Large General Service 

Large Volume Service 

Total 

TABLE 3
 
SUMMARY OF MGE MARGIN
 

RATE INCREASE REOUEST
 

Current Proposed 
Margins Increase 

$129,152,183 $27,654,329 

$25,964,517 $2,835,444 
. $13,180,684 $883,396 

$13,403,240 $1,041,920 

$181,700,624 $32,415,106 

, .
 

Percent Change 

21.40% 

10.90% 

6.70% 

7.77% 

17.84% 

2 Thus, the margin increase (all costs less gas commodity costs) is $32,415,106 or 

3 about 17.8% per year. 

4 

5 SECTION ll: REVENUE DECOUPLING 

6 

7 Q9. WHAT ISSUE WILL YOU BE ADDRESSING IN THIS SECTION OF 

8 YOUR TESTIMONY? 

9 A. 1 address the general concept of revenue decoupling, the Company's proposed 

10 revenue decoupling in this case, the impact of revenue decoupling on risk and 

11 return in general and MGE specifically and lastly, 1 comment on the Company's 

12 failure to adequately identify and quantify the impact of revenue decoupling on 

13 the Company in this case. 

14 
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2 QlO. WHAT IS REVENUE DECOUPLING? 

3 A. Revenue decoupling is a revenue collection mechanism that severs or el iminates 

4 the linkage between sales volumes and base revenues. A typical tariff for a gas 

5 distribution company customer consists of three general components: 

6 I) A customer charge (minimum bill); 

7 2) A charge for each unit of gas purchased (volumetric charge); 

8 and 

9 3) A commodity or gas cost charge for the gas commodity. 

10 The commodity or gas cost is charged based on the quantity of gas consumed. 

II Customers pay the actual cost of the gas commodity. and these charges are 

12 typically trued-up on a periodic basis. These fuel or gas cost charges are not part 

13 of the revenue decoupling proposal - as these fuel costs are fully recovered by the 

14 Company. 

15 The non-fuel or base rate revenue is generally collected through a customer 

16 charge and a volumetric charge. For example, the total residential gas service 

17 margins requested in this case are $156,806,512.' Of this $156,806,512 mi Ilion 

18 total margin level, it is all collected through the proposed $29.83 minimum bill or 

19 customer charge. 

20 The customer charge of $29.83 per month is an example of revenue decoupling. 

21 The revenue stream is not dependent on gas sales volumes, but rather this $29.83 

22 .' monthly charge is paid whether gas is purchased by the customer. ln other words, 

s See Table 2 above. current margin of#129.152, 183 plus proposed increase of$27,654,329. 
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whether the customer uses 0 therms of gas or a hundred therms of gas, a minimum 

2 of$29.83 is charged to that customer. The billing of the $29.83 customer charge 

3 is unrelated to gas consumption - so long as an individual remains a gas 
" 

4 customer, he will be billed at least $29.83 per month. . 

5 The revenue decoupling through the SFV rate design adopted in the Company's 

6 last rate proceeding is again proposed in this case and as such, the proposed 

7 residential increase of $27,654,329' would be collected in total under MGE's 

8 proposal. 

9 Qll. HAS THE COMPANY PROPOSED AN EXPANSION OF RATE 

10 DECOUPLING THROUGH A SFV RATE DESIGN IN TIDS CASE? 

11 A. Yes. The Company has proposed restructuring the SGS class to develop a more 

12 homogenous grouping of SGS customers and collect essentially all SGS margin 

13 requirements through a SFV charge (monthly) of $41.20. Thus, all margins for 

14 the residential and SGS class will be guaranteed recovery through the proposed 

15 rate design. 

16 Q12. WHAT LEVEL OF MGE MARGINS. IS ASSURED RECOVERY 

17 THROUGH THE PROPOSED SFV RATE DESIGN? 

18 A. I have calculated the margin recovery that will be recovered through SFV charges 

19 and monthly fixed charges for all classes in my Schedule (DJL-2). Based on the 

20 Company's data and rate design proposals of the $214,115,714 annual proposed 

21 total margin requirement, about $196,699,673 will be collected through "fixed" or 

22 "minimum" monthly charges. Thus, 91.87% of the Company's claimed annual 

, Schedule RAF-4 
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1 revenue requirement is virtually assured recovery through fixed charges that are 

2 unrelated to volumes of gas sold. 

3 Q13. WILL THE FIXED MARGINS BE SUBJECT TO VARIATIONS IN 

4 VOLUMES ASSOCIATED WITH WEATHER, DECLINING USAGE, 

5 ECONOMiC CHANGE OR CONSERVATION? 

6 A. No. Under the Company's proposal - MGE is assured recovery of 91.87% of its 

7 requested revenue requirement. The only possible impact is if customers leave 

8 the system and MGE experiences negative growth. Other than the unlikely 

9 negative growth scenario - customers will guarantee revenues. no matter the 

10 weather, economic climate, conservation/usage declines or any other factor. 

11 Moreover, to the extent there is customer growth - those new customers will be 

12 required to guarantee these same margins. Customers are essentially insuring the 

13 Company's revenue stream through the proposed rate design. 

14 QI4. ARE YOU RECOMMENDING THAT THE COMMISSION ADOPT THE 

15 COMPANY'S DECOUPLING PROPOSALS? 

16 A. As I stated earlier, I make no recommendations on this matter. The only purpose 

17 of this testimony is to quantify the impact of the Company's rate proposals on . . ~; , 
18 revenues and risk to the Company. Other witnesses will address rate design. But, 

19 to the extent the decoupling rate design proposals are adopted by this 

20 Commission, it is important to recognize that substantial risks have been shifted 

21 from shareholders to customers. This risk shifting and its impact should be 

22 recognized in the rate setting process. 

23 
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2 Q15. WHAT IMPACT WILL THE IMPLEMENTATION OF THE SFV RATE 

3 f DESIGN HAVE ON THE COMPANY'S COST OF EQUITY CAPITAL? 

, . 
4 A. In my opinion, the risk reduction impact of this rate design is about 50 basis 

5 points. In MGE's last case, the Company itself proposed a 35 basis point 

6 reduction in equity costs. 

7 Now with the expansion of the decoupling and associated margin assurances, a 

8 larger equity reduction is justified. As noted earlier, of the $214, 115,714 

9 proposed margin revenue requirement, the SFY rate design and minimum 

10 monthly charges for other classes assures recovery of91.87% of the margins. 

II Other cases where a revenue tracker is employed to capture essentially the 

12 entirety of the non-fuel revenue requirement - regulators have employed a 50 

13 basis point adjustment (reduction) to equity return.' There is ~o longer a risk of 

14 revenue recovery, that risk is shifted entirely to customers. As 1 noted earlier, 

15 regulatory authorities have employed a 50 basis point reduction to equity return 

16 for similar decoupling proposals. 

, 
17 Q16. WHAT IS THE IMPACT OF A 50 BASIS POINT REDUCTION TO 

18 EQUITY RETURN ON THE COMPANY'S ANNUAL EARNINGS? 

19 A. Employing the Company's rate base and return request, the following table 

1 In the Matter of the Application of Delmarva Power and Light Company for Authority to Revise its 
Rates and Charges for Electrie Service and For Certain Rate Design Charges, Before the Public 
Service Commission of Maryland, Case No. 9093 Commission Final Order at 41-43. July 19, 
2007. 
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I demonstrates the impact of a 50 basis point reduction on the Company's equity 

2 earnings. 

TABLE 4
 
QUANTIFICATION OF DECOUPLING IMPACT
 

ON ROE AND REVENUE REOUIREMENTS
 

Line 
No. MGE 

I Rate Base $604,954,779 

2 Rate of Return 8.434% 

3 Required Return $51,021,886 

4 Return & Taxes Gross-up 1.62308 

5 Return & Taxes RoR 11.798% 

6 Return & Taxes $71,372,565 

7 RoR less 50 Bps. 8.194% 

8 RoR wi Gross-up 11.409% 

Return & Taxes wi 50 Bps. Reduction $69,019,852- 9
 
10 Revenue Recuirement Reduction <$2,352,713>
 

Sources:
 
Lines:
 
1-5 Company ScheduleA
 

,6 .Line 5 x Line I 
7 DirectTestimony F, Hanky at 2:14·12 adjusted equity for 50 basis points 

8 Line7 grossed-up forTaxes 1.62308 factor 

9 Line8 x Line I 
10 Line9 Less Line6 

3 Thus, the impact of a 50 basis point reduction to equity return is about a 

4 . $2,352,713 reduction. in annual revenue requirements. In return, customers are 

5 assuring all margin revenue subject to the SFV rate design will be recovered by 

6 the Company. The revenues involved exceed well over $196 million per annum. 

7 Thus, the risk of recovery of these revenues has now been shifted 100% to 

8 customers. A 50 basis point equity return adjustment is reasonable in that such 

9 adjustment represents less than 1.1% percent of the $196 million revenue stream 
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• 
1 being guaranteed by customers. -This is a low cost insurance premium to I2 guarantee against any risk of revenue interruption. '~ 

f
• 

3 Q17. IS THERE A SPECIFIC WAY ONE CAN MEASURE THE IMPACT OF
 

4 THE REDUCED RISKASSOCIATED WITH DECOUPLING?
 
t 

5 A. Yes. I have included in my Schedule (DJL-3) an alternative estimate of revenue 

•
i6 savings associated with decoupling. Rating agencies such as Standard & Poor's 

7 assign numeric risk profiles to companies ranging from 1-10, with 1 being the • 
8 least risky and 10 being most risky. Gas distribution companies typically range 

I 
9 between 1 and 4 on the S&P business risk measure scale. 

, 

10 What is important to note is that a Company such as MGE, if it were a standalone I 
t 

\ 1 firm, can have a better risk score with decoupling. In such a situation, the I 
12 Company could maintain the same bond rating with a higher debt/leverage ratio. 

13 Typically, a movement of one unit' on the'S&P risk profile indicates a 2%-3% 

14 debt ratio differential for the same bond rating. 
I 
f

15 Schedule (DJL-3) calculates the impact on return assuming a shift of 2.5% to ,
•,

16 more debt/less equity in the capital structure. The result of this analysis indicates 

17 an annual risk reduction impact of $1 ,842,034. This is consistent with a 50 basis 

18 point reduction to equity. 
t . 

19 Q18. WHAT IS YOUR RECOMMENDATION TO THE COMMISSION IN 

20 TERMS OF A.DECOUPLlNG·RISKADJUSTMENT? 

21 A. I recommend that the Commission reduce cost of service by $1,842,034 for 

22 decoupling. In my opinion, this adjustment is conservative, ties to risk changes 
", . ~.' 

23 expected from decoupling, is consistent with risk measures and considerations of .~, 
H 

~ 

I 
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rating agencies, and is consistent with a 50 basis point reduction discussed earlier. 

2 QI9. HAVE REGULATORY AUTHORITIES CONCLUDED MARGIN 

3 GUARANTEES REQUIRE LARGER THAN 50 BASIS POINT RISK 

4 ADJUSTMENTS? 

5 A. Yes. Recently, the Connecticut Department of Public Utility Control concluded: 

6 The Company's decoupling proposal thrusts customers into the role of 

7 insurer without proffering compensation....the Department concluded that . . 
8 the requisite reduction in ROE needed as compensation would prove too 

9 draconian and actually impede the Company's ability to attract capital.. ..It 

10 will require a 100 basis point reduction in ROE ...to provide customers 

1I with weather-only compensation... ' 

12 Q20. WHAT FACTORS WILL BE CONSIDERED REGARDING CREDIT 

13 QUALITY IF THE EXPANDED SFV RATE DESIGN IS APPROVIED? 

14 A. The key factor that will be considered as it relates to credit quality is. that 
!. . v, 

15 authorized margins w~1l be, recovered by the Company. Further, margins 

16 associated with increased customers above and beyond the test year level will also 

17 be collected if the proposed rate design is approved. 

18 Thus, risk associated with variations in weather has been shifted from 

19 shareholders to customers. Risks associated with declining usage per customer 
; 

20 have been shifted from shareholders to customers. Risks associated with 

21 customer growth have been shifted from shareholders to customers. These 

II Docket No. 08-12-06. Application of Connecticut Natural Gas Corporation for a Rate Increase, 
Department of Public Utility Control. Decision June 30, 2009 at 76. 
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business risks will be shifted from shareholders to customers. 

2 

3 

4 

Q21. WILL THE IMPLEMENTATION OF THE PROPOSED RATE DESIGN 

GUARANTEE THAT THE AUTHORIZED EQUITY RETURN WILL BE 

EARNED? 

5 

6 

7 

8 

9 

10 

A. No. The implementation of the proposed rate design assures that the authorized 

margin revenues, which includes the Company's authorized return on investment, 

will be collected. Th,e Company must be efficient and prudent in controlling its 

costs. While the rate design assures revenues - it is not cost plus ratemaking. 

The Company's annual earnings will vary up and down with cost changes and 

Company management cost control measures and efforts. 
I l 

II 

12 

13 

SECTION III: REGULATORY ISSUES AND COST OF CAPITAL 

,. 

14 

15 

Q22. PLEASE EXPLAN THE COST OF CAPITAL 

RELATES TO THE REGULATORY PROCESS. 

CONCEPT AS IT 

16 

17 

18 

19 

20 

A. The overall rate of return to be earned on rate base investment is an essential 

element in the regulatory and rate setting process. The overall return earned on 

rate base investment is typically a major portion of overall revenue requirements. 

For example, in this case the Company's requested overall return for the 

Company is 8.434%.' The Company's requested rate base investment level is 

l 
i 

'Company Schedule A 

Page 15 of 53 

,
 
,
 
t 

1



Direct Testimony 
Daniel 1. Lawton 
Case No. GR-2009-0355 

1 $604,954,779.'~ The Company's requested return on investment.is $51,021,&&6." 

2 The $51,021,&&6 retuJ1! on rate base investment represents about 24% of base rate 

3 revenue requirements (all costs excluding gas cost). This means that 24 cents of 

4 every dollar paid by customers in base rates goes to satisfy return requirements of 

5 investors. These caicuiations are after tax. When income tax is considered the 

6 return 'requirement as a percentage of revenue requirements is higher as federal 

7 income tax obligations are to satisfy equity return requirements. For example, if 

& the federal income tax is combined with the $51.021,&&6 return requirement, then 

9 the return and associated tax obligation represents 33.3% of base rates::"

10 A small change in return requirements can have a large impact on revenue 

11 . requirements. . .~-

, . .,~ 

, 

12 Q23. PLEASE EXPLAIN HOW THE VARIOUS COMPONENTS OF COST OF 

13 CAPITAL ARE DETERMINED. L • 
• _, I 

14 A. The overall rate of return in the regulatory process is best explained in two parts. 

15 The first part is the return to senior securities, such as debt and preferred stock, 

16 which is contractually set aLissuance. The reasonableness of the cost of these 

17 . contractual obligations between the utility and its investors is examined by 

1s regulatory agencies as part of the utility's overall cost of service. 

19 The second part of a Company's overall return requirement is the appropriate cost 

20 rate to assign the equity portion of capital 'costs. The return to equity should be 

21 established at a level that will permit the firm an opportunity to earn a fair rate of 

22 return. By fair rate of return, I mean a return to equity holders. which is sufficient 

[Old. " 

11 Id. 
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to hold and attract capital, sufficient to maintain financial integrity, and a return to 

2 equity comparable to other investments of similar risks. 

3 Two U.S. Supreme Court decisions are often cited as the legal standards for rate 

4 of return determination. The first is Bluefield Water Works and Improvement 

5 Company v. Public Service Commission o(West Virginia, 262. U.S. 679 (1923). 

6 The Bluefield case established the following general standards for a rate of return: 

7 The return should be sufficient for maintaining financial integrity and capital 

8 attraction and a public utility is entitled to a return equal to that of investments of 

9 comparable risks. 

10 The second U.S. Supreme Court decision is the Federal Power Commission v. 

11 Hope Natural Gas Company, 320 U.S. 591 (1942). In the Hope decision, the 

12 Court affirmed its earlier Bluefield standards and found that methods for 

13 determining return are not the test of reasonableness rather the result and impact 

14 of the end result are controlling. 

15 The cost of capital is defined as the annual percentage that a utility must receive 

16 to maintain its financial integrity, to pay a return to security owners and to insure 

17 the continued attraction of capital at a reasonable cost and in an amount adequate 

18 to meet future needs. Mathematically, the cost of capital is the coinposite of the 

19 cost of several classes of capital used by the utility - debt, preferred stock, and 

20 common stock, weighted on the b~sis of an appropriate capital structure. 

21 The ratemaking process requires the regulator to determine the utility's cost of 

22 capital for debt, preferred stock and equity costs. These calculations of cost rates, 

23 when combined with the proportions of each type of capital in the capital 

24 structure, result in a percentage figure that is then multiplied by the value of assets 

Page 17 of 53 



Direct Testimony 
Daniel J. Lawton 
Case No. GR-2009-0355 

I (investment) used and useful in the production of the utility service to ultimately 

2 arrive at a ra!e charged to customers. Rates should not be excessive (exceed 

3 actual costs) or burdensome to the customer and at the same time should be just 

4 and reasonable to the utility. 

5 In summary, the objective of overall rate ofretum determination in the regulatory 

6 process is to compute the return such that the embedded (contractually required) 

7 cost of senior securities is recovered. In addition, a regulated utility should be 

8 provided an opportunity to generate additional earnings that are sufficient to 

9 compensate equity investors at a level that will hold existing investors, attract new 

10 investors, and maintain the financial integrity of the utility. 

1I Q24. PLEASE EXPLAIN THE COST OF EQUITY CONCEPT. 

12 A. The cost of equity, or return on equity capital, is the return expected by investors 

13 over some prospective time period. The cost of equity one seeks to estimate in 

14 this proceeding is the return investors expect prospectively when the rates from 

15 this case will be in effect. 

16 The cost of common equity is not set by. contract, and there are no hard and fast 

17 mathematical formulae with which to measure investor expectations with regard 

18 to equity requirements and perceptions of risk. As a result, any valid cost of 

19 equity recommendation must reflect investors' expectations of the risks facing a 

20 utility. 

21 Q25. WHAT PRINCIPAL METHODOLOGY DO YOU EMPLOY IN YOUR 

22 COST OF EQUITY CAPITAL ANALYSES? 

23 A. I employ the Discounted Cash Flow ("DCF") methodology for estimating the cost 
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3 

4 

5 

6 

7 

of equity, keeping in mind the general premise that any utility's cost of equity 

capital is the risk free return plus the premium required by investors for accepting 

the risk of investing in an equity instrument of the utility. It is my opinion that the 

best analytical technique for measuring a utility's cost of common equity is the 

nCF methodology. Other return on equity modeling techniques such as the 

Capital Asset Pricing Model ("CAP~") a~d risk premium are often used to check 

the reasonableness of the DCF results. 

8 Q26. PLEASE DESCRmE THE RISKS YOU REFER TO ABOVE. 

9 

10 

11 

12 

13 

14 

A. As I stated earlier in this testimony, equity investors require compensation above 

and beyond the risk free return because of the increased risk factors investors face 

in the equity markets. Thus, investors require the risk free return plus some risk 

premium above the risk free return. The basic risks faced by investors that make 

up the equity risk premium include business risks, financial risks, regulatory risks, 

and liquidity risks. 

15 Q27. PLEASE DESCRIBE THE COMPANY. 

16 

17 

18 

19 

20 

21 

22 

23 

24 

A. MGE is an operating division within Southern Union Company. Southern Union 

Company, together with subsidiary operations, operates in three general segments 

of the gas industry, transportation and storage, gathering and processing, and 

distribution of gas. The gas distribution segment operates two" local gas 

distribution operations - one in Massachusetts and MGE in Missouri. For the 

year ended, in December 31, 2008, Southern Union, Company had operating 

revenues in excess of $3.0 billion, operating income of over $300 million and 

total assets of$7.8 billion. Thus, MGE is a small part ofSUC's total operations. 

, 
MGE as a division of SUC has no separate corporate existence from SUC. MGE 

, 
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I operates like most local distribution company operations ("LDC") in that it 

2 purchases gas for sale to its customers. Like any LDC the MOE gas purchase cost 
~ ,,~ . 

3 including transport costs are passed through to the customer through a purchase 
• _,. ..' '.... '.J • 

4 gas adjustment tariff. The Company does not earn a profit on commodity costs, 

5 but is allowed full recovery of these costs. 

6 The costs subject of this proceeding are MOE's costs of distribution associated 

7 with operations and investment in delivering gas to customer meters for 

8 consumption. 

9 

10 SECTION IV: CURRENT CAPITAL MARKET CONDITIONS 

I I 

12 Q28. ARE CURRENT ECONOMIC CONDITIONS CONTINUING TO 

13 DECLINE IN 2009? 

14 A. The impacts of the global recession continue through 2009. The U.S. and global 

15 financial markets continue to struggle with liquidity issues following the collapse 

16 of the subprime mortgage markets. The Federal Reserve and central banks 

17 around the world have been ramping up lending in an all out effort to keep the 

18 financial markets functioning. 

. 
19 The Federal Reserve Chairman, Ben Bernanke, predicts that the global financial 

20 markets crisis will restrain U. S. economic growth well into 2009. Thus, while 

21 inflation issues have recently receded, economic conditions have worsened 

22 prospects of economic growth. 
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3 

4 

5 

6 

The Federal Reserve has taken numerous steps to address financial market 

liquidity issues including the recent cut in the federal funds rate to a target range 

of 0% to 0.25% as of December 16, 2008. These rates were recently reaffirmed 

by the Federal Reserve. I have included in my Schedule (DJL-4) monthly bond 

yields for various securities showing changes by month since January 2006 

through July 2009. 

7 

8 

Q29. DO YOU HAVE ANY GENERAL OBSERVATIONS CONCERNING THE 

RECENT TRENDS IN ECONOMIC CONDITIONS AND THE IMPACT 

9 ON CAPITAL COSTS? 

10 

11 

12 

13 

A. Yes. As a general matter the U.S. economy has enjoyed growth, prosperity and 

stability since the early 1990's. Over this time period there has been a general 

level of economic expansions accompanied by historical low levels of inflation 

and interest rates. 

14 

15 

16 

17 

18 

Now, the economy has slowed significantly at least initially as a result of the 

"sub-prime" mortgage problems and more recently as a result of the liquidity, . 
crisis' in the financial markets. Moreover, the economic slow down is having 

global impacts as can be seen in declining energy prices (natural gas, oil) as well 

as general commodity prices. 

19 

20 

21 

22 

23 

24 

The financial sector crisis intensified through the last quarter or 2008, following 

the collapse and/or bailout of such institutions as Bear Stearns, Lehman Brothers, 

Merrill Lynch, Freddie Mac, Fannie Mae, AIG and Citigroup, Inc. The U.S. 

Government and governments around the world have been and continue to 

employ unprecedented monetary actions to minimize the impacts of the financial 

crisis on economic growth. While the impacts of these government rescue efforts 
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I , , and other monetary policy actions have not yet resolved all the tight credit market 
'. . , '- ~ , 

2 pr~blems- that does not mean .there has been no impact or continued .impact. 
~" . . . .. .' . 

3 The o~~ sure thing is that an econoriJic slo'wdown h'as occurred an'd is expected to
 

4 continue. For this reason economic growth will be lower than 'past forecast
 

5 estimates. have. suggested. T)1is is true ac~oss all economic .sectors including the
 

6 utility industry. Thus, while utility stock prices may be lowerand dividend yields
 
, '.. ~..
 

7 higher j- the other side of the coin shows lower economic growth expectations by
 
. ~, .-'. . ,:. .,.. , 

8 investors. 

9 030. . PLEASE DISCUSS THE FINANCIAL MARKETS, THE ECONOMY AND 
• ,A • ~ 

10 -THE GENERAL RESPONSE OF THE U.S. GOVERNMENT. 

I I A. There is no question that the mortgage market collapse, sub prime mortgage crisis, 

12 • credit/liquidity' crisis, economic recession and the subsequent. bailout and 

13 restructuring of financial institutions has not only had tremendous impacts on the 

14 U.S. national economy, but global economic implications as well.. After initial 

15 problems developed in the mortgage market, these problems associated with the 
• • • • • .f' .' _ "' • 

16 subprime developed into a crisis which led to the collapse and need for bailout of 

17 certain fi'{{ancial institutions. The turmoil in thb U.S. markets peaked in the third
'.' , . - . - !~ 

18 quarter of 2008. During the summer of 2008 commodity prices increase sharply 
.. ,. 

19 with a barrel of oil increasing to over $150 and naturalgas exceeding $12' mmbtu. 

.".'. , ~'. 1,.1' ·~ .... ,1 " .~ ... ~_., I'; 
20 The U.S. economy" entered the current recession in late 2007 and unemployment 

. . - • , , ,. • . .': .:;. ~ - <' ;' '. ,.. 

21 figures have been increasing". As of July 2009, the unemployment-rate is at about 
.! J 

22 9.5% and 10% or more unemployment rate is forecast by many analysts. 

23 Commodity prices have declined, but have rebounded from first quarter 2009 

24 lows. The stock market for 2009 hit a low in March, but has since rebounded 
L • • .. ' :. •• 
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from March 2009 levels. The change in course regarding commodity prices and 

2 the market downturn from early 2009 levels is some evidence that the downward 

3 economic slide is over. While unemployment figures lag other economic 

4 indicators. 

5 In response to the economic crisis, the Federal Reserve has taken extraordinary 

6 . and substantial measures to stabilize financial markets and address the significant 

7 resulting liquidity crisis. Among the numerous Federal Reserve measures is the 

8 opening of lending facilities to numerous banking and investment firms to free up 

9 tight credit markets. The development of the Troubled Asset Relief Program. . 

10 (''TARP") is designed to provide over .$700 billion in government funds into the 

11 banking system through capital infusions. In addition, the federal government has 

12 added billions of additional dollars to bailout and stabilize such prominent 

13 financial institutions as AIG, Citigroup and Bank of America. The federal 

14 government has expended substantial sums to bailout other industries such as the 

15 auto industry with cash for General Motors and Chrysler. 

16 As part of the overall budget process, we have seen the federal government 

17 provide almost $800 billion of economic stimulus - including tax cuts and 

18 additional government spending aimed at creating jobs and addressing the overall 

19 economic slowdown. 

20 Q31. HOW HAVE THE FINANCIAL MARKETS RESPONDED TO THE 

21 ACTIONS OF THE FEDERAL RESERVE AND OTHER STIMULUS 

22 ACTIONS? 
" 

23 A. The long-term credit market response has been significant over the first two 

24 quarters of 2009. The credit/liquidity crisis is associated with concerns and 
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1 reluctance by credit providers to provide needed capital due to concerns over the 

2 weak economy. As shown in Schedule (DJL-4), interest rates on BBB rated 

3 bonds increased substantially, about 7.0% in June 2008 to over 9.0% in 

4 November 2008. Since the November 2008 peak in the midst of the liquidity 

5 crisis, BBB rated bonds have steadily declined. Now, for July 2009, BBB rated 

6 bonds have averaged about 7.10%12 or are at levels seen just prior to the liquidity 

7 crisis. Current BBB bond yields in late July are at 6.6% as of July 31, 2009, and 

8 have continued at or around this 6.6% level into August. 

9 Further, yields on Treasury Bonds, for 30 year, 20 year and 10 year are at levels 

10 in July 2009 that the market experienced in May and June 2008 - just prior to the 

11 economic2redit squeeze. Also, like BBB bonds, the AAA corporate bond yields 

12 are back to the pre-credit/liquidity crisis levels. These historical bond yields are 

13 shown in Schedule (DJL-4). 

14 In summary, the market evidence appears to demonstrate that the massive 

15 government response have had the desired effect on credit markets. Actions by' 

16 the Federal Reserve and the current administration show a continued commitment 

17 to restoring the economic health quickly. But, while the worst ofthe credit crisis 

18 -may be over, the U.S. economy-has continued to contract, albeit at a slower rate 

19 of decline. Economic recovery is expected to gain momentum slowly with some 

20 economic segments growing more slowly than others. 

21 Thus, while the economy is slowly changing course in terms of economic growth, 

22 the upheaval in financial markets is an event of the past as we see interest rates 

23 and capital costs back to pre-financial crisis levels. 

12 www. federalreserve.gov/releaseh 15date/weekly 
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2 Q32. WHAT CONCLUSIONS DO YOU DRAW FROM CURRENT ECONOMIC 

3 CONDITIONS IN PROVIDING GUIDANCE IN SETTING EQUITY 

4 CAPITAL COSTS IN THIS PROCEEDING? 

5 A. As a generalmatter capital costs remain low in comparison to historical levels. 

6 While the bottom tier of corporate bond rates (BBB) increased since September 
':, • < : .. 

7 2008 - such increases do not appear to be a trend, but rather the direct impact of 
. . .~. 

8 an atypical event in the capital markets. The economic slowdown or recession 

9 will cause general investor expectations of growth to decline. The bottom line is 

10 that the general economic data does not support increasing capital costs. Further, 

II it is not sound ratemaking to establish revenue requirements and rates on atypical 

12 or abnormal events - especially when such events (continuation of the financial 

13 liquidity crisis) are not likely to continue tobe repeated. 

14 

15 SECTION V: COST OF EOUITY CAPTIAL DCF ANALYSIS 

16 

17 Q33. 'YOU STATED ABOVE THAT YOU RELIEl) ON A DCF ANALYSIS. 

18 'PLEASE DESCRIBE HOW YOU CONDUCTED YOUR DCF ANALYSIS. 

19 A.. For my cost of capital analyses I have employed a twelve company comparable 

20 group as a proxy for MGE. MGE as a division of Southern Union Company has 

21 no publically traded stock or other published financiaL measures for which a study 

22 can be performed. The goal is to establish an equity return for MGE, a natural gas 

23 entity operating as a local distribution company ("LOC"). Therefore, I have 
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developed a twelve company group of natural gas utility companies that are 

2 followed by Value Line. 

3 The group I employ includes all the companies employed in Company witness 

4 Hanley's analysis as well as a few additional gas companies followed by Value 

5 Line for this industry sector. 

6 Q34. DID YOU ESTIMATE A COST OF EQUITY FOR MGE'S PARENT 

7 COMPANY, SOUTHERN UNION COMPANY? 

8 A. No. The goal is to estimate equity and costs for an LDC operation and Southern 

9 Union's operations encompass much more than gas distribution. For these 

10 .. reasons I have not estimated a cost of equity for Southern Union. 

11 Q35. WHY HAVE YOU EXAMINED COMPARABLE GAS COMPANIES? 

12 A. There are several reasons why it is appropriate to examine a group of companies 

13 rather than rely solely on one company. 

" 
14 1) A comparable risk group analysis is consistent with the 

15 requirements of a fair and reasonable return addressed in the Hope 

16 and Bluefield cases. The return on investment should be 

17 commensurate with returns earned by firms with comparable risk. 

18 Thus, there is a need to examine firms of comparable risk to 

19 identify the fair and reasonable comparable returns being earned. In 

20 addition, the equity 'returns of comparable firms are viewed as 

21 opportunity costs of forgone investments in the market which, like 

22 other investment opportunities, will directly impact the cost of 

23 equity ofthe Company. 
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2) The reliability of the cost of equity estimate is enhanced when the 

2 ca1cu lation is based on equity capital estimates from a variety of 

3 risk equivalent companies. A group, of comparable companies can 

4 be employed as a check on a single company analysis. Further, the 

5 comparable group analysis, whether employed as a check or the 

6 primary analysis, mitigates any distortions resulting from 

7 measurement errors in dividend yield and expected growth 

8 measures and estimates. For example, the average growth rate 

9 estimate based on forecasts of several comparable firms is less 

10 likely to deviate from investor expectations of growth
• 

than an 

11 estimate for a single firm. Moreover, the general assumptions 

12 underlying the DCF model are more likely to be met for a group of 

13 companies than for a single finn. 

]4 3) An analysis of a comparable group also avoids circularity problems. 

15 In the analysis of investor-owned utilities, the stock price (that is, 

16 the cost of capital) is a direct function of an investor's growth rate 

17 expectations, which is also a function of an investor's perception of 

18 the regulatory environment. The bottom line is that the cost of 

19 equity depends in part on the anticipated regulatory environment 

20 and actions. Thus, both the components of the DCF model 

21 dividend yield and growth expectations - are influenced by the 

22 regu latory process. 

4) Extending the sample. size of comparable companies beyond a 

single regulatory influence will mitigate the regulatory circulatory 

problem. Specific conditions concerning a subject utility often 

requires that a comparable company analysis be employed. As is 
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the case here, one of the most common conditions is the lack of 

market data necessary to perform a DCF analysis. In times of utility 

consolidation and merger, many utilities are owned and controlled 

by a single parent holding company, which is the case with MGE. 

Q36. HAVE YOU PROVIDED A LISTING OF THE COMPANIES IN THE 

2 COMPARABLE GROUP? 

3 A. Yes. Contained in my Schedule (DJL-5) is a list of the twelve companies in the 

4 comparable group, along with additional data of Company equity ratio projected 

5 for 2009, 2010 and 2012-2014. 

6 Q37. PLEASE EXPLAIN THE DCF METHODOLOGY YOU HAVE 

7 EMPLOYED IN YOUR ANALYSIS. 

8 A. The foundation of the DCF model is in the theory of security valuation. The price 

9 that an investor is willing to pay for a share of common stock today is determined 

10 by what income stream the investor expects to receive from the investment. The 

11 return the investor expects to receive' over the investment time horizon is 

12 composed of: (i) dividend payments, and (ii) the appreciated sale value of the 

13 investment A proper analysis adds dividends to the gain on the final sale value, 

14 and discounts these expected future earnings to a present value. 

15 To determine or estimate investor requirements using the DCF model, one 

16 computes a cost of capital requirement. or discount rate from the current market 

17 data and the expected dividend stream. The DCF model stated as a formula is as 

18 follows: 

19 

20 , . 
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I ..
2 K=D/P+G 

.; ,. '!' f..!" "1t", . . !-f • ·f vr ,~ 

3 where: 
~ . .J. 

4 
.\

K = required return on equity;
 
-, • :1
 

5 D = dividend rate,
 

6 P = stock price, 
•. .• ~f 1 < ~ • 

7 DIP = dividend yield. and 

8 G = growth in dividends. 

'" • • . ',_' -I: 

9 Q38.· PLEASE EXPLAIN HOW YOU CALCULATED THE DIVIDEND YIELD 
h 

10 FOR THE COMPARABLE COMPANIES. 
-. . . 

11 A. The dividend yield is the ratio of the annual expected dividend to the stock price. 
..a ~ !, "1 " .. "'" 

12 'When calculating the dividend yield, one must be cautious and not rely on spot 
,. . c' .' I ..t

13 stock prices. One niustbe equally cautious'not to rely on long periods of time as 

14 the data becomes unrepresentative of market conditions. The objective is to use a 

15 period of time such that the resulting dividend yield is representative of the 

16 prospective period when rates wi II be in effect. , • 

17 While there is no fixed period for selecting the denominator of the dividend yield 

18 (i.e., stock price), the key guideline is that the yield not be distorted due to 

19 fluctuations in stock market prices. On the other hand, dividends, -the numerator 

20 ofthe yield calculation, are relatively stable, as opposed to the stock prices, which 

21 .are subject to daily and cyclical market fluctuations. The selection of a 
.' 

22 representativetime period will dampenthe effect of stock market changes. 

23 The priceanddividend data used for each of the companies in the comparable 

24 . group is contained in my Schedule (DJL-6). .' 
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I As I discussed in Section III of this testimony there has been substantial volatility 

2 in the market due to impacts associated with the current financial market crisis. 

3 For these reasons I have reviewed an average 52-week high and low price for a 

4 recent twelve month period ending in July 2009. In addition, I have examined 

5 shorter time periods to evaluate the dividend yield. For this case, I am employing 

6 a dividend yield based on a recent six week period through July 31,2009 of stock 

7 data. 

8 To calculate dividends, I annualized the current dividend and increased the 

9 resulting annual dividend by one half the growth rate. The resulting dividend 

10 yield is shown on my Schedule (DJL-6) for the comparable group. 

11 Q39. HOW DOES YOUR DIVIDEND YIELD CALCULATION COMPARE TO 

12 MR. HANLEY'S ESTIMATES OF DIVIDEND YIELD? 

13 A. As shown on my Schedule (DJL-6), the comparable group average dividend yield 

14 is about 4.66%. Mr. Hanley's analysis shown in his Exhibit (FJH-II), shows a 

15 dividend yield range for the comparable group of 3.72% to 4.06%, which is below 

16 my 4.66% estimate for the comparable group. 

17 Q40. PLEASE EXPLAIN HOW YOU HAVE CALCULATED THE EXPECTED 

18 GROWTH RATE IN YOUR DCF ANALYSIS FOR THE COMPANIES IN 

19 THE COMPARABLE GROUP. 

20 A. Like dividend yields, there exists no single or simple method to calculate growth 

21 rates. The calculation of investor growth expectations is the most difficult part of 

22 the DCF analysis. To estimate investor expectations of growth, I have examined 

23 forecasted growth rates, and other financial data for each of the companies in the 

24 comparable group. 
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1 Implementation of the DCF model requires the exercise of considerable judgment 

2 with regard to estimating investor expectations of growth and it is a difficult task, 

3 but such difficulties are not insurmountable. Many factors affect capital markets 

4 in.general and indi~idual stocks specifically. Investors are aware and informed of 

5 current economic conditions and expectations. Such economic variables entail 

6 the current state of the economy, the trade deficit, federal budget uncertainty, 

7 fiscal policy, inflation and Federal Reserve Board policies on interest rates. 

8 Investors generally have good. information on the economic and financial 

9 variables outlined above. All of this information is available quickly, especially 

10 in recent decades with easy access to the worldwide web. This information 

11 influences return expectations and;as a result, the maximum price an investor will 

12 pay for various securities. 

13 Like the information available on the general economy, investors also have access 

14 to .a wealth of information about particular types of securities, industries and 

15 speci fie company investments. This information is also factored into investor 

16 expectations and therefore the stock price individuals are willing to pay. 

17 Common earnings growth rate forecasts and historical growth rate data may be 

18 found in the Value Line Investment survey ("Value Line") publication. These 

19 Value Line earnings estimates are five year projections in annual earnings. 

20 Again, Value Line is widely available to the public, and is a good source of 

21 earnings projections. Other earnings estimates are forecasted by Zacks as well as 

22 First Call projections, widely available on the internet at Zacks.com and Yahoo 

23 Finance respectively. Those earnings projections along with other stock specific 

24 financial data provide a range of estimates of earnings and are readily available at 

25 no cost. 
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4 

5 

Another growth estimate is referred to as the sustainable growth or retention ratio 

growth estimate. To project future growth in earnings under the sustainable 

growth method, one multiplies the fraction of a firm's earnings expected to be 

retained (not paid out as dividends) by the expected return on book equity. As a 

fomiula: 

6 

7 

8 

9 

(growth = b x r) 

Where: 

b =l-(dividends per share/earnings per share) 

r =earnings per share / net book value share 

10 

II 

All the data necessary to calculate the elements of the sustainable growth method 

are available on a forecasted basis in Value Line. 

12 Q41. PLEASE EXPLAIN YOUR GROWTH RA TE ANALYSIS. 

]3 

14 

15 

16 

17 

18 

19 

20 

21 

A. 1 have included in my Schedule (DJL-7) the growth rates I have reviewed in my 

analysis. Along with historical growth rates, the first set of growth rates is the 

Value Line forecasted growth rates in earnings per share ("EPS") for each 

company in the comparable group. The second set of growth rates examined is 

the Zacks forecasted growth rates in earnings. The third growth estimate 

considered is the first Call growth rates which are readily available to investors at 

Yahoo Finance. In addition, I have examined the growth rates based on the 

forecasted retention ratio growth estimate discussed above. These calculations 

are included in my Schedule (DJL-7). 

22 

23 

24 

The growth rates described above provide a range of estimates for each of the 

comparable companies. The resulting range of average and median forecasted 

growth rates for the Company and the group is from 4.3% to 6.3%when looking 
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at average and median internal growth forecasts and earnings per share ("EPS") 

2 forecast estimates for the comparable group. Relying on the combined forecasted 

3 earnings per share estimates and internal growth rate estimates, the growth rate 

4 average range can be narrowed to 4.9% to 5.4% as shown in Schedule (OJL-7). 

5 Q42. HOW DO THESE GROWTH RATES COMPARE TO GROWTH 

6 ESTIMATES EMPLOYED BY MR. HANLEY? 

7 A. Reviewing Mr. Hanley's Exhibit (FJH-11), it appears Mr. Hanley has relied upon 

8 a growth rate range of 5.4% - 5.9% for the MGE comparable group. This 

9 • estimate is limited to Value Line, Reuters and estimates that are both outdated and 

10 overstated. The end result is Mr. Hanley's estimates should not be relied on in 

II this case. 

12 Q43. PLEASE SUMMARIZE YOUR CONSTANT GROWTH DCF ANALYSIS. 

13 A. I have summarized these results in my Schedule (OJL-8). For the comparable 

14 group the range of results is 9.8% to 10.0%. 

• 
15 Q44. HAVE YOU CALCULATED ADDITIONAL DCF ANALYSES FOR THE 

16 COMPARABLE GROUP COMPANIES? 

. . 
17 A. Yes. I have calculated in Schedule (OJL-9) ~ two stage non-constant growth OCF 

18 analysis for the comparable group companies. 

19 Q45. PLEASE DESCRIBE YOUR TWO-STAGE NON-CONSTANT GROWTH 

20 DCF. 

21 A. This analysis calculates equity cost using a non-constant growth Two Stage DCF 

22 Model. The constant growth OCF model is often adjusted .to reflect multiple 
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growth assumptions because the constant growth rate assumption is often not 

2 consistent with investor expectations. As an example, it is often the case where 

3 short-term growth estimates are not consistent with long-term sustainable growth 

4 projections. In those instances, where more than one growth rate estimate is 

5 appropriate, a multi-stage non-constant growth model can be employed to derive a 

6 cost of capital estimate. In other words, the constant growth model is adjusted to 

7 incorporate multiple growth rate periods, assuring a constant growth (long-term) 

8 rate is estimated for a longer period. 

9 For the first growth stage (years 1-4) of the model, the Value Line growth In 

10 dividends is employed and an annual dividend is calculated. The second stage 

11 (years 5 and beyond)" an earnings growth estimate based on the comparable 

12 group average of 5.2% is employed. This long-run earnings estimate is based on 

13 the average for Value Line, Zacks, and First Call earnings forecasts along with the 

14 internal growth estimate. 

15 In the two-stage model the dividend cash flows are discounted equal to the price" 

16 paid for the stock. The calculated discount rate or internal rate of return is the cost ., . 

17 of equity capital estimate. 

18 Q46. WHAT ARE THE RESULTS OF THE TWO-STAGE NON-CONSTANT 

19 GROWTH DCF ANALYSIS? 
, e.' 

20 A. The results of the two-stage n~n-constant growth DCF analysis are shown, i~ 

21 Schedule (DJL-9), The comparable group average indicates a cost of equity of 

22 9.5%. 

13 The model is ended at year 150. 
14 Price is based on the 6 week average of closing prices ending July 31,2009. 
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Q47. PLEASE SUMMARIZE YOUR DCF ESTIMATES. 

2 A. The table below is a summary of the DCF results: 
• L.' 

3 
TABLE 5 

COST OF EQUITY CAPITAL SUMMARY 

..DESCRIPTION ." COMPARABLEGROUP 

Constant Growth DCF 9.82% - 10.04%
 

Non-Constant Growth Two Stage DCF , '9.51%-9.53%
 

4 

5 This range of estimates for the Comparable Group range from 9.51%-10.04%, 

6 with a DCFmidpoint of9.8%. 

7 

8 SECTION VI: RISK PREMIUMICAPM COST OF EQUITY ESTIMATE 

9 
• :< 

10 Q48. PLEASE DESCRIBE THE RISK PREMIUM ANALYSIS. 

11 A. Debt instruments such' as bonds (long-term debt) are less risky than common 

12 equity when both classes of capital are issued by the same entity. Bondholders 

13 have a prior contractual claim to the earnings of the corporation and returns on 

14 bonds are less variable and more predictable than stocks. The bottom line is that 

15 debt is less risky than equity. There are numerous return studies of capital market 

16 investments, all of which show lower returns with lower risks and higher returns 
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..., 

I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

with higher risk investme~ts. These financial truisms provide a sound theoretical 

basis and foundation for the risk premium method for estimating equity costs. 

The risk premium approach is useful in that the analysis is based on current 

market interest rates, that is, the current observable cost of debt capital. But, the 

risk premium approach is not without its problems and drawbacks. In practice, , 
there is considerable debate as to the time period to analyze in the determination 

of the bond/equity return risk spread. Historical debt/equity risk spreads 

measured over-many decades may not be relevant to current capital market 

requirements. Others argue that a long-term analysis is necessary, since the goal 

is to measure investors' long-term expectations. 

11 

12 

13 

14 

15 

16 

Another version of the risk premium method is the capital asset pricing model 

("CAPM"). Generally, the CAPM begins with a theoretically risk-free interest 

rate such as a three-month Treasury bill rate. The risk premium, or equity spread 

above and beyond the risk free rate is adjusted by the stock beta." The risk free 

return measure is combined with the equity risk premium adjusted for the measure 

of beta to arrive.at a CAPM result. 

17 

18 

19 

20 

21 

22 

Like the risk premium discussed above, the CAPM is subject to measurement 

uncertainties. First, the general problem of how to measure the equity risk 

premium and the time period for which the premium is analyzed is subjectto 

considerable debate. This problem and associated criticisms is generic to all 

variants ofthe risk premium model. Second, measures of beta are often unstable 

from period to period and may not reflect the equity risk spread measure. 

" 

IS Bela is a measure of the volatility of the specific stock movement relative to that of a market 
measure such as the S&P 500. A beta below 1.0 means that a specific stock is less volatile than 

"the market measure, while a beta above 1.0 indicates a specific stock is more volatile than the 
market measure. 
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I For all of the above reasons, risk premium methods should be viewed with 

2 considerable caution, 
- . 

3 Q49. HOW ARE YOUR RISK PREMIUM STUDIES ORGANIZED? 

4 A. I evaluate and present two risk premium analyses: 'The first analysis is based on 

5 the most widely followed risk premium' data provided in' studies' published 

6 annually, by Morningstar." This data source was also relied on in Mr.Hanleys 

7 , analyses. The most current published data by'Morningstar indicates the following 

8 risk premium-of shareholder returns above long-term corporate' bonds based on 

9 arithmetic and geometric mean calculations:' 0 
0 

, , 

\0 

•
 

TABLE 6 '1;") 

2009 Risk Premium Calculation , 
- "~, 

Geometric Average Arithmetic Average 

Slacks 

~. 

Bonds 

Risk Premium 

Average 

9.6% "'." ,j 1.7% 

5.9% 

3.7% 

4.6% 

6.2% 
.-liJ' • . ~ . 

. 5.5% 

I 1 

12 

13 

14 

• ." ~ '. • "J 

Employing the 3.7% risk premium and a current BBB bond rate estimate of about 

6.80% results in an equity return estimate of 10.50%., The arithmetic mean results , .' . 

in a \2.3% equity ,estimate... , .• , " •. 

, .' 
" .~ .~. , 

16 Stocks, Bonds, Bills and Inflation, Morningstar. SBBl2009 Yearbook. 
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2 Q50. HOW DID YOU DEVELOP A BBB BOND YIELD FOR YOUR 

3 ANALYSIS? 

4 A. I started with the BBB corporate bond yields for July 2009 as reported by the 

5 Federal Reserve." These BBB yields for July 2009, like all interest rates for long

6 tennsecurities, continue the steady decline from the peak November 2008 levels. 

7 The average yield for July 2009 is in the range of 7.0%. Second, I compared the 

8 BBB corporate yields to BBB public utility bond yields for the period January 

9 2006 - May 2009 and calculated a 19 basis point differential in the yields for this 

10 period." It should be noted that the yield spread is closer to 30 basis points since 

] 1 October 2008, but that yield differential is declining and to be conservative / have 

12 employed the 19 basis point longer term view yield differential. 

13 Combining the 7.0% current BBB corporate yield with the 19 basis point BBB 

/4 public utility bond differential, I estimated a current BBB rate of 6.80%. Thus, 

15 for my risk premium analyses, 1 have employed a 6.80% BBB bond rate for this 

16 case. 

17 Q51. PLEASE DESCRIBE YOUR SECOND RISK PREMIUM ANALYSIS 
',~ 

18 A. The second risk premium analysis is based on the differences between the average 

19 authorized equity returns and the average corporate bond yields for each year to 

20 estimate the indicated risk premium. Once the equity risk premium was estimated 

21 I added the current estimated BBB bond yield to arrive at an equity estimate based 

22 on a risk premi urn measure. 

17 See www.federalreserve.gov 
"Schedule (DJL-5) I 
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Employing this second approach the risk premium is 3.19% (See Schedule (DJL. . . . " ....""~ 

2 10). Combining the estimated BBB bond yield 0(6.80% with the3.J9% risk 
t .' ~ ,. . . -~'" ". .", 

3 premiu~ res.ults,in a~eq~ity return estimate 0(9.99%,,,., 

4 Q52. YOUR RISK PREMIUM RESULTS ARE BASED ON A GEOMETRIC 
~,., 

5 MEAN AND NOT ARITHMETIC MEAN CALCULATIONS - PLEASE
 

6 EXPLAIN THE DIFFERENCE.
 
'.:' , .i . ". 

7 A. An 'arithmetic mean is what most people think ab~ut regarding the "average" ofa
 

8 set of numbers. For example, the average of the numbers 2 and 8 is 5 or
 . . 
9 ((8+2)/2). The geometric mean is similar to the arithmetic mean, but instead of 

. " .' -. ... ~ 

10 adding the set of numbers and dividing by count 0[, numbers in the set, the 

I I numbers in the set are multiplied and the resulting product is taken to the Nth 

12 root. So, employing the set of numbers above of 2 and 8; the geometric mean is 
. I 13 calculated as follows: ' . ",', .' 

" ..... 

14 

15 The geometric mean is always less.than or equal to the arithmetic mean. The two 
~'. • • ! 

16 averages will be equal only in the Fase of all numbers in the set are equal. For 
. . ,'

17 , example, (5.5,5) the arithmetic mean (15/3=5) and the geometric mean ((5x5x5)113 

18 = 5) are equal. 

_ v •~"\ 

19 Q53. WHEN ARE GEOMETRIC MEANS EMPLOYED TO EVALUATE A SET 
-' .' 

20 OF NUMBERS?' 

21 A. Geometric means are commonly used when evaluating financial data and 

22 investment returns. A long-term analysis of returns, such as those reported by . , . . 

23 Morningstar, is a perfect example of the importance and relevance of the 
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geometric mean calculation. These investment returns from 1926-2008 reflecting 

2 annual percent changes over 82 years are analogous to a fluctuating interest or 

3 return rate. Thus, the geometric average (not the arithmetic average) calculates 

4 the average rate of return over the entire investment period to achieve the end . , 

5 result. 

6 The following example makes clear why the geometric average and not the 

7 arithmetic average is a more accurate representation of financial returns. 

8 Year 1: investor buys a stock for $100; 

9 Year 2: stock investment doubles to $200 or a 100% increase; 

10 Year 3: stock declines by 50% to $100. 

11 Clearly, the investor in year 3 is back to $100, his starting amount in year I, but 

12 calculating the arithmetic average return is 100% increase plus a 50% decrease or 

13 a 25% average (( I00%-50%)/2) = 25%. Alternatively, the geometric mean is 

14 ((2x.5)1/2- 1) ~ 0." 

15 The average return over the 2 year life of the investment is zero. The investor 

16 started with $100.00 and ended up with $100.00. This is the return "0" that the 

17 geometric average provides. It is the geometric average that better measures 

18 change in wealth over more than one period - which is the type of analysis when 

19 measuring a risk premium. For the above reasons. a geometric average is the 

20 most appropriate measure for estimating historical risk premiums. 

19 For the geometric mean the percentage increase are converted to multipliers. Thus, 2 represents the 
$100.00 starting amount plus the lOq% or $100 increase in year 2, and .50 represents a 50% 
decrease. 
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CAPITAL ASSET PRICING MODEL ANALYSIS 

2 Q54. PLEASE DESCRIBE THE CAPITAL ASSET PRICING MODEL., 

3 A. The Capital Asset Pricing Model ("CAPM") is a version of the risk premium 

4 approach described above. The CAPM measures the relationship between a 

5 specific security's investment risk and its return. The general mathematical form 

6 of the CAPM can be described as follows: 

7 K=RF+B(RM-RF) 

8 Where: K = cost ofequity 

9 Rfvrisk free return 

10 Rm-return on market 

] 1 B=Beta 

12 Rm-Rf= market risk premium 

13 

14 Q55. HOW HAVE YOU CALCULATED YOUR CAPM ESTIMATES? 

] 5 A. I have applied the CAPM to each company in the comparable risk group as is 

16 .shown in my Schedule (DJL-Il). For the risk free rate, 1 have employed a three 

17 . month average yield (May 2009 - July 2009) for 30 year U.S. Treasury bonds 

18 which is shown in my Schedule (DJL-4). Over the 3 month period 30 year 

19 Treasury bonds had an average yield of 4.4%. 

20 The' market risk premium component (Rrn-Rf) represents the investor expected 

21 risk premium over the risk free return. For this calculation 1 have relied on the 
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2 

3 

4 

5 

6 

7 

2009 Morningstar yearbook which provides long-term (1926-2008) market and 

government bond returns. The market return over this time horizon is 9.6%20 
, .' 

while the long-term government bond return is 5.7%" resulting in a risk premium 

of 3.9%. based on the geometric average return calculation. 1 also; ran the 

calculation employing arithmetic average returns which show a market return 

(1926 - 2007) of 11.7%" and a long-term government bond return of 6.1%" 

resulting in a risk premium of 5.6%. ,. 

8 

9 

Q56. PLEASE DESCRIBE THE BETA YOU EMPLOYED IN YOUR CAPM 

ANALYSIS. 

10 

11 

12 

13 

14 

A. Beta is a measure of specific stock volatility relative to a market index. Betas less 

than 1.0 move less that the market .while Betas greater than 1.0 have more 

movement or volatility relative to a market index. For this case I employed the 

Value Line Betas for each company in the comparable group. These Value Line 

Betas are shown in my Schedule (DJL-5). 

, , 

15 Q57. WHAT ARETHE RESULTS OF YOUR CAPM ROE ESTIMATES? 

16 

J7 

18 

19 

A. My analysis for CAPM is contained in my Schedule (DJL-I J). The CAPM result 

is in the 6.92%-7.07% range using the geometric average and 8.03% to 8.24% 

employing the arithmetic average risk premium. I believe the CAPM results are 

low and not reasonable estimates of equity costs. 

20 

20 Morningstar at 31 
21 Id. 
21Jd 
13 Jd. 

'Page 43 of 53 



DirectTestimony 
Daniel J. Lawton 
Case No. GR-2009-0355 

2 QS8. DID YOU ESTIMATE AN ALTERNATIVE CAPM CALCULATION OF 

3 EQUITY RETURN? 
. , 

4 A. Yes, I calculated an alternative estimate employing an empirical version of the 

5 CAPM or ECAPM. It is argued that' the CAPM estimate of equity cost will 

6 underestimate the return required for low-beta securities and overstate the 

7 required return for high-beta securities. 

• 
8 To address the flaws of the CAPM, the alternative ECAPM estimates the cost of 

9 equity employing the following equation: 

10 ROE=Rr+ a + (~ a (Rm·R r) 

11 Where (a) is the measure of the constant of a risk return line. Typically, an (a) 

12 value of 1% to 2% is employed in the ECAPM analysis resulting in a more 

J3 conservative estimate of equity return. Employing a 1% (a) value results in the 

14 following ECAPM: 

15 . ROE=Rr+.25 (Rm-Rr) + .75 ~(Rm-Rr) 

16 I have made these calculations in my Schedule (DJL-l1). 

17 QS9. WHAT ARE THE RESULTS OF YOUR ECAPM ANALYSES? 

18 A. The ECAPM estimates employing the geometric average and arithmetic average 

19 risk premium estimates are 7.26% to 7.37% and 8.52% to 8.67% respectively. 

20 Given current BBB bond rates are in the 6.6% range, only the higher end of these 

21 estimates of 8.7% should be considered as reasonable estimates of current equity 

22 costs. 
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I Q60. PLEASE SUMMARIZE YOUR DCF, RISK PREMIUM AND CAPM 

2 '. ANALYSES? I .. 

3 A. The following table summarized the cost of equity results for each analysis: 

. ' 

4 TABLE 7 , ~1 . 

5 COST OF EOmTY CAPITAL SUMMARY 

Model 

COMPARABLE GROUP 

Range 

Constant Growth DCF 9.82%-10.04% 

Two-Stage DCF 9.51% - 9.53% 

Risk Premium 9.9% - 10.5% 

CAPM 8.52%- 8.7% 

6 

7 

8 

9 

10 

The relevant range of results for the comparable group is 9.5% to 10.5%. The 

midpoint estimate for the comparable group is 10.0%. In my opinion, a return on 

equity estimate of 10% is a reasonable estimate of MGE's equity costs. 

• 

. 
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2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

SECTION VII: CAPITAL STRUCTURE 

Q61.	 WHAT CAPITAL STRUCTURE, COST RATES AND OVERALL COST 

OF CAPITAL IS THE COMPANY PROPOSING IN TIllS CASE? 

A.	 The Company is proposing a hypothetical capital based on Mr. Hanley's 

comparable group analysis. The Company's proposed capital structure and cost 

rates is as follows: 

TABLE 8 -
MGE PROPOSED CAPITAL STRUCTURE 

- -

DESCRIPTION 

Long-Term Debt 

Short-Term Debt 

Total Debt 

Common Equity 

Total 

RATIO 

41.06% 

. 10.94% 

52.00% 

48.00% .' 

100.00% 

AND COST RATES PRIMARY PROPOSAL- , 

COST 

6.080% 

4:920% 

11.25% 

.,.. 

, 
WEIGHTED COST 

2.496% 

0.538% 

5:400% 

. 8.434% 

As an alternative, Mr. Hanley does present the actual Southern Company capital 
• "p.	 

structure and cost rates as follows: 
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-
DESCRIPTION 

Long-Term Debt 

Short-Term Debt 

Preferred Equity 

Common Equity 

Total 

'. 

TABLE 9 . 
ALTERNAT1VE CAPITAL STRUCTURE
 

AND COST RATES- SOUTHERN UNION
 

COMPANY AT DECEMBER 31. 2008
 

RATIO COST WEIGHTED COST 

56.16% 6.258% 3.514% 
I,3.26% 5.920% 0.193% 

1.92% 7.758% 0.149% 

38.66% 15.250% 5.896% 

100.00% 9.752% 

2 

3 

4 

One obvious adjustment included in the alternative capital structure is Mr. 

Hanley's conclusion that the equity return be set at 15.250% under the alternative 

capital structure. 

5 Q62. WHAT IS THE SIGNIFICANCE OF CAPlTAL STRUCTURE? 

6 

7 

8 

9 

10 

A. The overall cost of capital is the sum of the weighted average cost rates of various 

sources of capital. The quantity or portion of each type of capital, combined with 

the cost rate of capital determines the overall rate of return that the Company 

should be allowed to earn in this proceeding. The most significant relationship in 

any capital structure is the debt to equity ratio. 

1 

1\ 

12 

Q63. DOES THERE EXIST SOME SET RELATlONSHIP OR IDEAL MIX OF 

DEBT AND EQUITY CAPlTAL? 

13 A. There exists no set debt/equity relationship for all firms or all industries in terms 
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of leveraging.. However, the ideal <capital structure is one that minimizes the 

2 overall cost of capital to the firm, while still maintaining financial integrity so as 

3 to maintain the ability to attract capital at reasonable costs to meet future needs. 

4 Because the cost of debt is generally lower than the cost of equity, and also 

5 because the cost of debt represents a tax deductible expense, any increase in the 

6 quantity of debt capital tends to decrease the overall cost of capital relative to 

7 equity financing. One must keepin mind that increases inthe quantity of debt 

8 financing can cause the financial risk of the Company to increase. In other words, 

9 there is a cost for the savings associated with increased debt leveraging. That cost 

10 is increased financial risk to the firm. 

I 1 In summary, it is not possible to determine with precision/the exact proportion of 

12 debt and equity that minimizes the overall cost of capital wiihout imposing undue 

13 financial risk upon the Company. There does exist some range of capital structure 

14 that generally meets the goal of minimizing the overall cost of capital while 

15 maintaining the firm's financial integrity. 

16 Q64. WHAT CRITERIA SHOULD REGULATORS EMPLOY IN 

J7 DETERMINING THE APPROPRIATE CAPITAL STRUCTURE TO BE 

18 USED FOR RATEMAKING? 

19 A. In my' opinion, rate regulation should focus on two criteria to determine the 

20 appropriate capital structure. Those factors as outlined below should be economy 

21 and safety. 

22 The advantage of debt in the capital structure is that debt costs less than equity. 

23 Moreover, interest charges are deductible for income tax purposes and act to 

24 reduce taxes. Thus, the more debt in the capital structure the lower the cost of 

-,.~ ,.". .,{' ,. 
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capital will be. The question of economy is addressed by examining whether 

2 increases in the debt ratio act to increase the cost rates of both debt and equity so 

as to over balance the benefits of the larger proportion of debt.3 

4 .,.. In addition, there is always the overriding question of safety. In other words, 

S financial risk is increased if the proportion of debt is increased by such a 

,6 magnitude that interest obligations cannot be covered during periods of depressed 
• 1'-' ,

;7 earnings. . ; 

f 
8 Q65. HOW DOES THE COMPANY'S PROPOSED PRIMARY CAPITAL 

9 STRUCTURE WHICH INCLUDES A 48.00% EQUITY RATIO 

10 COMPARE WITH THE CAPITAL STRUCTURE RATIOS OF THE 

II COMPARABLE RISK COMPANIES? 

12 A. The Company's proposed capital structure compares quite favorably to the equity 

13 ratios in the natural gas utility industry." As can be seen from Schedule (DJL-S) 

14 the industry equity ratio averages 48% percent for 2009 and 2010, and 46% for 

IS 2012 - 2014. Thus, the Company has similar financial risk in terms of leverage 

16 as the industry . 

17 In terms ofthe alternative or actual capital structure, the'equity ratio of about 39% 

18 is below the gas industry average. While this reflects higher financialrisks for 

19 MGE, business risk has been reduced - especially in light of the benefits (risk 

20 reductions) associated with decoupling. 

21 

"See Value Line Investment Survey. a1446. June jZ, 2009, also see Schedule (DJL-5). 
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-,.',~ "' .'" "I" ',,, C I
i' 

2 Q66. HAS THIS COMMISSION ., , ADDRESSED ',THE ISSUE OF 

3 HYPOTHETICAL CAPITAL STRUCTURE FOR MGE IN PAST CASES? 

""Ii;." r . ., "~ ·F 

4 A. Yes. In the final decision from MGE's last rate case this Commission stated the 
'. ~" ~o~"· " ~ •• :; i· . ~ 

following regarding the use of the hypothetical capital structure for MGE: 
. " ',~ ,Y. .,,~ , '.> 

-, ."6 This issue was discussed by the Commission in MGE's'lastrate case. As
 

7 discussed in that case, the capital structure -of Southern Union is the result
 

8 of its management decisions. Hence, Southern Union, and ultimately

>, •, 

9 MGE, must operate with the result of its decisions." , 

10 Thus, in at least the past two cases this Commission has concluded that the actual, 
,. .' . :v' . . 

11 not hypothetical, capital structure should be employed for establishing MGE's 

12 cost of capital and setting rates. 

13 Q67. GIVEN THIS COMMISSION'S PAST ORDERS ARE THERE 

14 ADDITIONAL REASONS 'FOR EMPLOYING THE ACTUAL 

15 ,SOUTHERN UNION CAPITAL STRUCTURE IN THIS PROCEEDING? 

16 A. . Yes. Employing the proposed hypotheticalcapitalstructurewill allow MGE to 

17 recover revenues in excess of costs. As stated by this Commission in MGE's last 

18 rate case, the capital structure is the result of Southern..Union management 

19 decisions. Those decisions -include employing a substantially higher percentage 
, ." "" ... ~ . ","... " 

20 of lower cost debt. To employ the hypothetical capital structure would allow 
,-: ...., "" ~ 

21 MGE to earn an equity return on 'some capital that was financed by debt. 

'" ~ , ' " '. • '~, .4 . i·. 7 .. . 

25 Public Service Commission ofthe State of Missouri, Report and Order, Case No. GR-2006-0422, at 
90f38, March 22, 2007. ' '.',:< • , 

, 
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To illustrate this issue I have included the two capital structures in my Schedule t 
2 , .(DJL"12). Given the Company's rate base investment of $609 million - the l 

~ 3 Company would have- a return requirement of $71k million under the 
I,, 

4 hypothetical capital structure versus a return requirement of $66.6 million under I• ", It . . . 

5 the actual capital. The $4.8 million ($71.4 - $66.6) higher earnings level in the 1 
. '.. . ,. . , • 

6 hypothetical capital structure is essentially added earnings for hypothetical or 
t 
,I7 " phantom equity. Thus, employment of the hypothetical capital structure would I 

8 lead to excessive earnings on the part of MGE. I 
9 Q68. wHAT CAPITAL' STRUCTURE AND COST RATES no YOU 

10 RECOMMEND IN THIS CASE? 

.... • ~ • ,," ~i • , ,
11 A. I recommend the actual Southern Union capital structure to be employed and . 
12 those cost ratesare as follows: 

. 

13 

~ 

, , - .. 

" . 

DESCRIPTION 

Long-Term Debt 

Short-Term Debt 

Preferred Equity 

Common Equity 

Total 

~f> 

• TABLE II' 
-_.ACTUAL CAPITAL STRUCTURE 

, , . , t- . 

-
RATIO COST WEIGHTED COST 

56.16% 6.258% . 3.514% 

,-,~ 3.26% 5.920% 0.193% 

1.92% 7.758% 0.149%f; 

38.66% 10.000% 3.866% 

100.00% . ,7.722%" . 
' 't-', .." 

1
 
t 

,I• 

·1 
1 
i 
I 

1
 
1
 
,
 
\ 

I 
~, 

i 
I 

14 As can be seen from the above, under the actual capital structure, MGE would 
,"' .' ~ ~ i 

15 earn a return on investment of 7.722% employing the actual capitalstructure and ! 
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my recommended 10.0% equity return. 

2 Q69. PLEASE SUMMARIZE YOUR OVERALL COST OF CAPITAL 

3 RECOMMENDATION IN THIS CASE. 

4 A. The Company's requested 11.250% return on equity is overstated. .A more 

5 reasoned cost of equity analysis results in a required return on shareholder equity 

6 of 10.0%. The c?mbination of the recommended equity return adjustment and use 

7 of the actual capital structure results in an overall cost of capital of 7.722% in this 

8 case. 

9 

10 SECTIONYIII: FINANCIAL INTEGRITY AND REGULATORY 

II ENHANCEMENTS 

12 

13 Q70. WILL YOUR RECOMMENDED RETURN PROVIDE THE COMPANY 

14 SUFFICIENT INTEREST COVERAGE TO MAINTAIN ITS FINANCIAL 

15 INTEGRITY? 

16 A. Yes. Based on the capital structure above, my 'recommended overall cost of 

17 capital (which is based on a 10.0% ROE) provides sufficient financial metrics for 

18 the Company. 

19 Q71. WHAT FINANCIAL RATIOS OR FINANCIAL METRICS SHOULD THE 

20 COMMISSION CONSIDER WHEN EVALUATING COST OF EQUITY? 

2] A. In my opinion, the Commission should consider the financial metrics that bond 

22 rating agencies consider in evaluating credit risk to a Company. Three key 
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2 

financial metrics involve cash flow coverage of interest, cash flow as a percentage 

of debt, and d;bt leve~age ratio. , 

3 

4 

Q72. HOW ARE THESE 

CALCULATED? 

FINANCIAL RATIOS CONSIDERED AND 

5 

6 

7 

8 

9 

A. Ratings agencies such as Standard & Poor's develop rating guidelines that make 

. explicit general ratings outcomes that are typical or expected given various 

financial and business risk combinations. While a rating matrix or guideline is 

just that, a guideline, not a rule written in stone that guarantees a particular rating 

for a particular achieved financial metric level. 

10 

II 

12 

13 

Funds from a company's operations, in other wordscash flow, are very critical to 

any rating/risk consideration. Interest and principal obligations of a company 

cannot be paid out of earnings if earnings are not cash. Thus, analyses of cash 

flow reveal debt servicing ability. 

14 

15 

16 

17 

Debt and capital structure considerations are indicative of leverage and flexibility 
r 

to address financial changes. The liquidity crisis .that hit all markets and 

industries starting last year is an example of the importance of financial 

flexibility. Stable and continuous cash flows provide financial flexibility. , . 

18 

19 

20 

21 

Each of these financial ratios are calculated in my Schedule (DJL-13) employing 

my recommendations in this proceeding. The results of my analyses indicate 

stro,ng financial metrics. Moreover, the decoupling proposal" if. approved, 

enhances cash flow and financial metrics. 

• I 

22 

23 

The resulting financial metrics at a 10% equity return are consistent with a solid 
'. . 
BBB bond rating. Further, the impact of decoupling in protecting against 
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earnings and revenue erosion should result in stronger financials on a going 

2 

3 

4 

Q73. 

A. 

forward basis. .-

DOES THIS CONCLUDE YOUR TESTIl\:IONY? . , 

Yes. 
r 

'. 
l. .,... 

_[' r 
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DANIEL J. LAWTON
 
LAWTON CONSULTING , . )


B.A. ECONOMICS, MERRIMACK COLLEGE 
M.A. ECONOMICS, TUFTS UNIVERSITY 

Prior to beginning his own consulting practice Diversified Utility Consultants, 
lnc., in 1986 where he practiced as a firm principal through December 31, 2005, Mr. 
Lawton had been in the utility consulting business with a national engineering and 
consulting finm. In addition, Mr. Lawton has been employed as a senior analyst and 
statistical analyst with the Department of Public Service in Minnesota. Prior to Mr. 
Lawton's involvement in utility regulation and consulting he taught economics, 
econometrics, statistics and computer science at Doane College. 

Mr. Lawton has conducted numerous financial and cost of capital studies on 
electric, gas and telephone utilities for various interveners before local, state and federal 
regulatory bodies. In addition, Mr. Lawton has provided studies, analyses, and expert 
testimony on statistics, econometrics, account, forecasting, and cost of service issues. 
Other projects in which Mr. Lawton has been involved include rate design and analyses, 
prudence analyses, fuel cost reviews and regulatory policy issues for electric, gas and 
telephone utilities. Mr. Lawton has developed software systems, databases and 
management systems for cost of service analyses. 

In addition, Mr. Lawton has developed and reviewed numerous forecasts of 
energy and demand used for utility generation expansion studies as well as municipal 
financing. Mr. Lawton has represented numerous municipalities as a negotiator in utility 
related matters. Such negotiations ranges from the settlement of electric rate cases to the 
negotiation of provisions in purchase power contracts. 

A list of cases in which Mr. Lawton has provided testimony is attached. 
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UTILITY RATE PROCEEDINGS IN WHICH
 
TESTIMONY HAS BEEN PRESENTED BY DANIEL J. LAWTON
 

P-04-81 Cost of Capital 

JURISDICTION/COMPANY DOCKET NO. I TESTIMONY TOPIC 

Alabama Power Com an ER83-369-000 Cost of Ca ital 

Arizona Public Service Com an ER84-450-000 Cost of Ca ital 

Florida Power & Li ht EL83-24-000 Cost Allocation, Rate Desi n 

Florida Power & Light ER84-379-000 Cost of Capital, Rate Design, Cost of 
Service 

Southern California Edison ER82-427-000 Forecastin 

Louisiana Power & Li ht U-15684 

Louisiana Power & Li ht 

Louisiana Power 8. Li ht 

U-16518 

U-16945 

Interim Rate Relief 

Nuclear Prudence, Cost of Service 

Continental Telephone P407/GR-81-700 Cost of Capital 

Interstate Power Co. E001/GR-81-345 Financial 

Montana Dakota Utilities G009/GR-81-448 Financial, Cost of Ca ital 



,
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f 
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I 

,I 
P419/GRB1767 Financial
 

,
 ,I P420/GR-B1- , Rate Design, Cost of,Capital. •. 
230. _ ;,," ,	 i.I ... I J 

G002/GRB0556 Statistical Forecastina, Cost of Capital i 
P421/GRB0911, Rate Design, Forecasting I 

.~ s , I 

Cost Recove	 070052-EI 

• 

f 

{
 
1
 

E{~NlMI$$IO	 

! 

'j 
i 

1'200300088 Cost of Capital 

{
, 

. ~" \.;, 

2006002B5 Cost of Capital 
I 
i, '	 .- ~ 

• ~ • !>iio200800144 Cost of Capital I 

"~" 

New ULM Telephone Company 

Norman County Telephone, 
. , ' 

Northern States Power 
Northwestern Bell 

Arkansas Oklahoma Gas 
Cor oration 

Public Service Company of 
Oklahoma 

Public Service Company of' 
Oklahoma 

•
i 

)
 
I 
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Nevada Bell 99-9017 Cost of Capital 

Nevada Power Company 99-4005 Cost of Capital 

Sierra Pacific Power Company 99-4002 Cost of Capital 

Nevada Power Company 08-12002 Cost of Capital 

PacifiCorp 04-035-42 Cost of Capital 

Rock Mountain Power 08-035-38 Cost of Ca ital 
'. '/ ..:. 

Piedmont Municipal Power 

Central Power & Li 

Central Power & Light Company 

82-352-E 

6375 

9561 

Forecasting 

Cost of Ca ital, Financial Inte ri 

Cost of Capital, Revenue Requirements 

Central Power & Li 

Central Power & Li 

7560 

8646 

Deferred Accountin 

Rate Desi n, Excess Ca acit 

Central Power & Light Company 

Central Power & Light Company 

Central Power & Light Company 

12820 

14965 

21528 

STP Adj. Cost of Capital, Post Test-year 
adiustrnents, Rate Case Ex enses 

Salary & Wage Exp. Self-Ins, Reserve, 
Plant Held for Future use, Post Test Year 
Adjustments, Demand Side Management, 
Rate Case Exp, 

Securitization of Regulatory Assets 
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EI Paso Electric Company 9945 Cost of Capital, Revenue Requirements, 
Decommissioning Funding 

EI Paso Electric Company 12700 Cost of Capital, Rate Moderation Plan, 
CWIP, Rate Case Expenses 

Entergy Gulf States Incorporated 
'16705. 

-
Cost of Service, Rate Base, Revenues, 

.Cost of Capital, Quality of Service 

.Entergy Gulf States Incorporated 21111 Cost Allocation 

Unbundling 

Capital Structure 

Unbundling 

Price to Beat 

Cost of Service 

Cost of Capital, Financial Integrity 

Entergy Gulf States Incorporated 21984 

Entergy Gulf States Incorporated 22344 

Entergy Gulf States Incorporated 22356 

Entergy Gulf States Incorporated 24336 

Gulf States Utilities Company 5560 

Gulf States Utilities Company 6525 

Gulf States Utilities Company 6755/7195 Cost of Service, Cost of Capital, Excess 
Capacitv 

Deferred Accounting, Cost of Capital, Cost 
of Service 

Affiliate Transaction 

Section 63, Affiliate Transaction 

Gulf States Utilities Company 8702 

Gulf States Utilities Company 10894 

Gulf States Utilities Company 11793 

Gulf States Utilities Company 

.. 

12852 

. 

Deferred acctng., self-Ins. reserve, contra' 
AFUDC adj., River Bend Plant specifically 
assignable to Louisiana, River Bend 
Decomm., Cost of Capital, Financial 
Integrity, Cost of Service, Rate Case 
Expenses 

'. 

Rate Case Expenses 
. 

GTE Southwest, Inc. 15332 

Houston Lighting & Power 6765 Forecasting 

Stranded costs 
" , 

Houston Liahtina & Power 18465 
. 

I,
 

, 
I 
I 

I, 
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Lower Colorado River Authority -8400 Debt Service Coverage, Rate Design 

Southwestern Electric Power 
Company 

Southwestern Electric Power 
Company 

Southwestern Electric Power 
Company 

Southwestern Bell Telephone 
Company 

Southwestern Bell Telephone 
Company 

Southwestern Public Service 
Company 

Southwestern Public Service 
Company .' 

Southwestern Public Service 
Company 

Southwestern Public Service 
Company-

Southwestern Public Service 
comoanv - .. 

Texas-New Mexico Power 
Company 
Texas-New Mexico Power 
Company • 

Texas-New Mexico Power 
Cornoanv 

Texas-New Mexico Power 
Company 

Texas Utilities Electric Company 

5301 Cost of Service 

Rate Design, Financial Forecasting 

Price to Beat Fuel Factor 

Yellow Pages , 

Rate Group Re-Classification 

Interruptible Rates 

Cost of Capital . , 

4628 

24449 
, 

8585 

-
-18509 

13456 

11520 

14174 
~ 

Fuel Reconciliation " 

TUCa Acquisition 

Fuel Reconciliation 

Cost of Capital, Revenue Requirements, 
Prudence 

Prudence 

14499 

19512 
-

9491 
-
10200 

17751 Rate Case Expenses 

Acquisition risks/merger benefits 

Cost of Service, Cost of Capital 

21112 

9300 

Texas Utilities Electric Company 11735 Revenue Requirements 

Securitization of Regulatory Assets TXU Electric Company 21527 

West Texas Utilities Company 7510 Cost of Capital, Cost of Service 



I West Texas Utilities Company _______113369 

Lone Star Gas Company 8664 

5793 

8205 

9002-9135 

Cost of Ca ital 

Cost of Ca ital 

Cost of Ca ital, Revenues, Allocation 

-.", . 

ital, Revenue Re uirement 

Cost of Ca ital, Cost of Service 

Cost of Ca ital, Cost of Service 

Cost of Ca 

Westar Transmission Com an 

, 
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I_R_at_e_D_e_s_i"'gn _ 

."!. , 

Rate Design, Cost of Capital, Accumulated 
De r. & DFIT, Rate Case Ex . 

Lone Star Gas Company 8935 Implementation of Billing Cycle Adjustment 
Transmission 

Southern Union Gas Com an 6968
 Rate Relief
 

Southern Union Gas Company 8878 Test Year Revenues, Joint and Common 
Costs 

Texas Gas Service Com an 9465 Cost of Ca ita(Cost of Service, Allocation 

TXU Lone Star Pipeline 8976 Cost of Capital, Capital Structure. 
I 
rTXU-Gas Distribution 9145-9151 Cost of Capital, Transport Fee, Cost 
IAllocation, Adjustment Clause 

TXU-Gas Distribution 9400 Cost of Service, Allocation, Rate Base, 
Cost of Ca ital, Rate Desi n 

I 

I 
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Forecasting 

Franchise fees 

Fairness Hearing 

Mandamus 

!~'" ;,~2"'"" L,,,,.;,:J;\i,5i0f7<tE:; 

-Pls~~9T4gS!,~.R" 
RAVIS~OUNTY.:TE _ 

GV 304,700 

City of Wharton, et al VS. Houston 96-016613 
Lighting & Power 
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MISSOURI GAS .ENERGY " 
·ooO<ETNO.GR-ZDO!Hl355 

VAWEUNE INVESTMENT SURVFt 
DATA INPUTs 

,.:. 

, 
VALUE UNEHlSTOIl'ICAL GROWTH VAfOR£CASTB) GROWTH"""" ....... .... on. EPSlOl'1l ....... ......... ...,.. ...... 8VPSS"111 ... ..... ...... ..."'" ...... ...... ...... DPSU-14
 

.............-00<- .., sse.... 0.75 ,""" .- 7.""" 8.5OIl ....,. '0_ '" HO" ...... L"'" Sua $1.64 $1.68 $1.12 'L" '1.88
 

AntOSomttif a:JRJ' ATO 514.16 ,., 2'- ..... ..... ,""" ,,"" ,.- .""" ,.- 4:00'l' Sl.26 51.28 "... '1.32 ,U' 'L"
$1.40 51.49·u; $n.os 0'" '-"'" ....... ,.- ...... ,.- z.- ,.- $L45 'UJ ,>.5' $UO
""""...... .,"" L'" ,..,.

l'IiW 1EJlSET LIlDOUllCI5 CORP ... $35.'4 0 ... ,."'" 8.5OIl ,.- '>.5Ol< .... ,.- SO'" SLDI SUI 51.40''''''' ."'" 'us 
liAS 0:15 L"'" ""'" .."'" ...... .- 'us s... S1.ll6$31.83 :!.~ 0."'" . $r.ss 'us 51.86
.. S.11.10 0.&5 

,-,.- ."'" ,.- ....... MOlO $0.92 SO.92 S09> 50.'32
""""""~-"'".... ..." ..." 
NOII1WiSTNATURAL GASm. ..... ....sc 0.<0 '-"'" ,- ,.- 5."'" s.s ,."'" $1.39 $1.44 Sl.S2 Si.66 $>...,"'" .- ."'" ,..,. "" "... 
PImMONT lUT1nW.lild co.. $:15.10 0." OS,,. 5"'" ..... ,."'" ,.- SO.95 SO" SI.03 S1.01 SUI $1.23 

5t3l1I'HJPlSFf Il'IDUSftIIS !Nt. "'"... 5J.U5 .... .... .-
11.Cll:'" .- so9> 51.01 $1.11 51.28 SI50,..... """ ,.""" s._ ,."'" .""" S1.20 

"""""'"... 5W1l SlJ.9' 0.75 ,.- .."'" """".."'" .""" ,.""" 5_ ,.-,""" ,.- .50.82 $0.85 50.90 $1.000.... .- $0.95 sus 

UGI $24.93 0.70 'LS01' 2l.~ 10'- SO.68 so.n $Oso sore,""" .."'" ".- s,""" t .- 50." SO" ...""- .... 531.01 0." .""" '-"'" .,"', '.""" ,.- .."'" .""" ..- ,m 51.45WQ.1tOI.Dl...-s. .,.c. $", SUI 'l.SO '1.60 
AVERAGl S28.93 0.69 ..... .~'" u'" '..... ..... 1.63" OS.. ""'" 51.11 $1.l1 S1.l6 ,uo suss S1..4'."""'" .- ........ ....... 510.68 0... ,."'" ,""" ,""" 3.00", s..'N- .."'" • .251< •. M S1.11 Sus SUI SUI! St.31 $1.45
 

a 
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~.'..'---"-~.- .m._---_ -_..__ ._--- _._._---_._-- ----.,..,---=.......-==..- -- ""'t~~...~/f;,;I1!.;....~-=.;,,... H;i~~~~';Si!;;t~:~:,,·,,~~~,~~>
 



1: "... -..:;.. .P,,·.••	 _ -_.__.Om" _" Mt"~~·_ ._--~--

.. 

rxtilSlT_ 

SCHECULf ten-1 
PAGE2Of4 

MISSOURI GAS ENERGY
 
DOC1<ET NO.GR·2OI&G3Ss
 

VALUE UNEINVESTMENT SURVEY
 
OATAINPUTS
 

...'" ...." .....,..."'""' """" .... ..w.... .... ..nc ...., "'""' .....- .,,,"" ..."""	 EJl51l-l<I IM'5 zra IM'5 m:JlII IM'S Dl'J IM'5 2D10 ""'..... .." .... ... ........
"""""" ...- ""... "'... 
'~10 "'""""	 - - ss_ 51A6l s>n $2,71 S2-8O 52.'15 SlCl.71 $21.74 $21.48 $23.10 sa.. $U3S ...... ...... 4'1.~ Sl;lDl''m"""""""'""" ATM05EMMir CORP ... $2.., $1.9A $H" 52.OS 52.15 52.50 SlIU!i Sll.01 stZ.60 $24.10 52... S26.9O .t3,1DI' 4'1.20% SO_ 49.5CIi 51.00%,. ea.iU7 5Hl $1.&4 S1.00 $2.60 Sl.oo $18.15 SI9.751 $22.11 sas.eo $250.10 $28.05 SO.... S4.~ 55.50% 55,00'l' H.CQ% S!l.~ """"'......	 ,,.-,,IUVlI J[RSI'f III3DUIltt5 COIIP .., Sl.87 $1.55 SUO sa.so ,>7. 51.90 S15jjQ $15.50 $17.16 SI6.80 52,.so 55._ .,.- 6L.5l1.It ,,-"'" se, oce.."..."..-""- GAs '>'B7 '>'99 $.1.63 $2.55 saas 52." 519.43 52'''' 5U.55 S22:4O S26.45 61.~ 69._ ........ 69.""" 7000ll ,."""

NO $01.14 St.14 $1.14 51.05 $1.10 S18.32 $18.52 $017.24 $17.35 S173S S1&35 ....- 47,60'1' ...",. Al.IDI' '1._.........""	 ,W "". .>..,.
 
HOIITWE!T NATUIW. GASttL OWN $1,76 $2.57	 53.A$ $22.01 S2HI SBn $24.9lJ $l6.10 $)0.50 53.1D'lIl 53,10% 55.1'"' nIDI' 5'UXN. 53.0Cl'I652"	 $2." '>.8'
PlmMClNT NATUIW. 6u to.. - S1,27 ,c.. $1-49 Sl.55 S1.6S $02.00 $11.83 $011.99 SI2.1I $11.70 sraas $15.05 51.1O'Wi	 sa.... 52.lXJ'I, 

SOUTH J£RH'( INOUSftllD Il'IC.	 "'" "..... ,>.8'" 61_ 
sn 52.46- S2.09 $U7 51.so S1.os S3.10 51>'11 Sl&.250 $17.13 $1&85 $20..15 $1115 55.30% 57llJ'!1l. 62.1D1' 

so-SWll 'C99 Sl.95	 $1.39 S1.70 $2.15 $21.58 SU'3a SU,49 $25.25 ..... .C9l7ll 44.7C'(, A9.1D1' 4~>s.JllI: """" 
'c99 $U5 S>.8O "US ,,- "-"'" 

"'"""""<lAS	 'coo '26.OS '28.., "'
lIGl $1.61 $01.19 $2... $10...43 $12.40 51l.20 514.80 52coo 35.'~ H.lO'lIl. 41.60% ....,. '''''"' ...-	 ,CSO ,u.o, ...... ...-s>._WGlIaOl:NGS.lNt. 'u. SUD "... 'us $2.75 S18.86 '19.8l SlO.99 5ntO $2650 !i2.0CJ"I, 53."'" .."'"
 .......... '""' '1.06 52." 52'" S2.!6 SI1.69 $1943 $021.68 51.4ft ".- U!!'"' 5-4.92'l6 56."'" '!"

IYlIUlGE S2.0-!.	 52.70 $LS.i5S $20.K $014.63 S4.1~ 

""". ........ SI.99 52.02 S2.36 '1.SO "... SU5 "... Sl'1.61 521.24 S2U3 52'.» '26." 51.05" ''''''' S3.9~" 52.75" ..- 53.sow,
 

SCIl.WZ~ UltI ....~ lID 

.	 .... _ ...... ..._"".....,...._".J;L._...."-r
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MISSOURI GAS ENERGY
 

DOClCt1' NO.G.R·21llJ!1.43SS
 
VAlUE UNE lNVES'rMENT SU1IIIFI
 

DATA INPUTS'
 

1IWlQ_ -.e___ SMUD__... A'-'G"I,Q A\IIIiOHllO AVG IIILD AVG .. La AYSI'd LD AVG"LO AVG KILO IlVEJUlGI 
A_.....- .... ....... .... .... .... 'IC"" ........ A_ 

,
 

"""'.... ... ........ .... """ """ ...... .... mu-mlA """ ~ ........ 1M'50841 8VP'I"'14
llX&JIll4"'" """ "'''"""" "'" n:ro """ 75.90 ".00 ".00 as.co $37.25 "'"$39.9$ """ $l6.li $n.4!i N/A $47.50 $0.43 'en 523.15Aa 76.<0 $31.5S. UB.48 '1L31...."""""""" 
A11IIIC$ DfPGY COAl' ATO 81.74 eaaa "'A1 ".00 93.00 UD.OO m.ll> S2B70 $24.50 $27.50 saa.zs N/A $3S.00 $29.B $0.31 $1.32 $21.59 $2!i.B 

....,.". """" l6 "36 n.ss "... 12:SO "00 ".00 $U.lO '»"" .... BS ses." $~N/A $52..50 .. $45.65 $0,39 51." $20,25 $2S.58 

IUW ltRSl1' IlDOU'ltaS CQlItP ... 41.... 41.61 'coo ".so ...00 45.00 $31.55 ssass $l2.B5 $n." $36.20 Nf" 540,00 $38.10 ~(U.l $1.14 SlSBS '21.3S 
GAS ..... 45.13 ".00 '>.00 45.00 ....30 '.5.1'5 $42.15 ...sn sai.so N/ .. $47.50 $3'9_70 SO,47 ,zo.s' $24:08'l1l6""""" NO 2716S "'" 214.26 zrs.sc . 279'.00 $2L-45 $~.57 $9.70 N]A $1750 ses, $18.03 S17_75274.18 $12.15 $U.JO SO.H """""".... ".00 "160 

NOIllW(SI' flA1UI\AI.6AS co. ...... 21.2" 26-41 26 .so >oso If•.50 28.00 ...... $43.67 $41.10 N/A $62.50 ssz.ro S040 ,ua $12-75 $27.11,"-" ..."" 
I"rtDIIONT HAntRAl6lli1 Co. PH? 14.61 7l.26 73... 73 so ,,"" SU'" szaso $26.4-3 $26~ ""A $30.68 $0.21 51" $IL93 513.61'''00 '».00 
!iOU11IJEII5ET IIllDl.lSIlUD INC. .., 29.ll 29""... 19.7]. ".so n.co ".00 $29.9S. $3Id.$ 5l2.9O $UOl $36.40 NIl" "'.so $l9.4$ $0.30 $119 $l6-,U $20.58 
........"... 41.77 ".s, 44.19 4$.50 ".00 SO.OO $32.10 sae.ro $21.20 $31.0l $21.75 NIl" sas.eo 52US $0.:.24 "'.. $22.&8 $26.63
 ...""'" ... 100'" '0II.Sll 109'" ".,., $35.00""" IM-45 107.40 111.00 $14.60 S26.:.20 $24.87 $24.25 HfA S29.63 SOro $12.01 $17.68
wm. HOUlll'I'GS,rift. eaes ...., so.oo ".00 $30.lD $32.85 ""57 seacs N/A 540.00 sse,0' SO.P """ $19Jl9 $n.BS.... ".AS seeo $29:7S SI.-&6 ........ AVOWi' 72.34 "-10 7151 74.17 74.6l n.91 $31.62 saa.sc $U.SS $]2.22 $29.32 540A. sea S1.31 '18.60 $22.32'3<'"...... ....... 46-'" 47.68 47.5) 47.7) .... so.oo 530.93 $31-Ol S30.6S S3131 sso.se ,,",00 $l7.06 SO.3.1 $20D7 '23.62
'US 
1OUlI:C:Il¥_lIIUINIltJI'I(fM1'1UII'I'I'~"...._vnurtA.lllll.l,_ 

",'0: 

v:-. 
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MiSsoURIGAS ENERGY RATE CASE
 
CASE NO.GR-2009-0355
 

ANALYSIS OFS11lAIGHT FIXED VARIABLE AND MINIMUM BIU CHARGES
 
ON OVERAU REQUESTED REVENUE REQUIREMENT
 ., 

UN' fIXD) VOLUME TOTAl TOTAl IllCllIfOL TOTAl .....NT PROl'OSEO 
NO, IlfSClIPTlON BIUS RAlI REVENUES REVENUE ........ GASCDST REVENUES AI1IUS1MfHT REVENUES REVENUES INOIEASE 

1 RESIDENTIAL 5.256.656 $2'.83 $1S6.!Ol6,04ll $464 $156,806.512 $273,424,766 $430,231,278 $1.529.099 $431.760.317 $404.106.048 $27.654,32' 
25MAUGEN£RAL5ERVICE 

3 SG5 694,369 $41.20 $28,608.003 $0 $28.608.003 $60,236,387 $88.844,390 $88.844,390 $85,833,457 $3,010,'33 

4 SCHOOL AGREGATION 3,971 $41.20 $163,852 $5,325 $169,177 $0 $169,177 $169,177 $295.357 -$126,180 

5 I.ARGE, GENERAL SffMa 412 $41.20 $16,974 $0 $16,.74 $••••6. $116,943 $116,"'3 $162.672 -$45.72' 

6 SCHOOlAGREGATlON 36 $41.20 $1.483 $50 $1,533 $0 $1,533 $1.533 $5,537 -$4,004 

7 OTHIR GAS UGKT5 $4.273 $0 $4.173 $4.273 $3,853 $420 

8 SUBTOTAl SGS $28,790,313 $5,375 $2B,799,961 $60,336,356 $89,136,317 $253,1'6 $89,389.513 $86,554.06' $2,835,444

9 LARGE GENERAL5ERVICf 
10 5G5 36,480 $140.00 $5,107,200 $5,879,739 $10,986,939 546.587,533 $57,574,472 $57,574,472 $56,461.458 $1,.113,014 

II SOWOl AGRfGAnoN 4,239 $140.00 55'3,460 $700.824 $1,294,284 $1,2....284 $1.2"',284 $1,199,721 $"',563 

12 lARGE GtNSlAl SERVICE 2.7... $140.00 $391.160 $1,242,847 $1.634,007 $9,847,573 $11,481,580 $11,481,580 $11,7&5,744 -$304,164 

13 5OtOOl AGRfGAnoN 345 $140.00 $48,300 $100.550 $148.850 $148,850 $14B,llSO $168,617 ~$19,767 

14 SUBTOlAlLGS 43,858 $6.140,120 $7.'23.'60 $14,064,080 $56,435,106 $70,499.186 $128,336 $70,627,522 569,744,069 $883,453 

15 lARGEVOLUME TRANSPORT 
16 lTVI 5,831 $830.13 $4,84G,_ $9,369.502 $14.209.990 $0 $14,209,990 $14,209.990 $13,181.602 $1,028.388 

17 lTVl 132 $'29.57 $122.703 $112.467 $235,1'70 $2,191,676 $2.426,846 $2.426.846 $2,423,375 $3,471 

18 LTV SUBTOTAl 5.963 $4,963,191 59,481.969 $14,"5,160 $2,191.676 $16,636,836 $140,862 $16,Tn,698 $15,735,777 $1,.041.921 ,. 
20 $196,699,673 $17,411,768 $214,115,714 $392,387,904 $606,503,618 $2,051,493 $608,555.111 $576.139,963 $32,415,148 

21 OECOUPLING IMPACT 91.87% 8.13% 

EXHIBIT _ '--. 

SCHEDULE (WL-2) 
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MISSOURI GAS ENERGY RATE CASE
 

CASE NO. GR-2009-03SS
 I 
ANALYSIS OFSTRAIGHT FIXED VARIABLE AND MINIMUM BILL CHARGES
 

ON OVERALL COST OF CAPITAL AND REQUESTED REVENUE REQUIREMENT
 

COMPANY REQUESTED CAPITAL STRUCTURE AND COST RATES I 
t 

WEIGHTED 
WEIGHTED COSTW! 

UNE NO. DESCRIPTION RATIO COST RATE COST FIT 

1 LONG TERM DEBT 41.06% 6.08% 2.50% 2.50% 
2 5HORT TERM DEBT 10.94% 4.92% 0.54% 0.54% 

3 COMMON EQUITY 48.00% 11.25% . 5.40% B.76% 

4 TOTAL 100.000' 8.43% 11.80% 
5 

6 RATE BASE $604,954,779 
7 RETURN REQUIREMENT W!TAXE5 $71,380,599 
8 

9 
I, 
I 

10 CAPITAL STRUCTURE ADJUSTED FOR REDUCED RISK 
11 

WEIGHTED 
WEIGHTED COSTW! 

LINE NO. DESCRIPTION RATIO COST RATE COST FIT 

1 LONG TERMDEBT 43.56" 6.0B% 2.65% 2.65% 
2 5HORT TERM DEBT 10.94% 4.92% . 0.54% 0.54% 

3 COMMON EQUITY 45.50% 11.25% 5.12% . 8.31% 

4 TOTAL 1oo.DOll> 8.31% 11.49% 

5 

6 RATE BASE . $604,954,779 
7 RETURN REQUIREMENTW!TAXES $69,538,564 
8 

9 CHANGE • -$1,842,034 

I, 
i, I 

'(" ..... .'}' .:.. 

E)(HI8IT_ 

SCHEDULE (DJl-3) 
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MGEGASCASE 1 

CASE NO. GR·2009·0355 : 
COMPARABLE GROUP BETA AND EQUITY RATIOS 

, 

LINE NO. COMPANY 
1 AGL RESOURCES INt. 

,. 
SYMBOL 

AGL 
BETA 

0.75 

EQUITY 

RAnD 
2006 
49.80% 

EaUITY 
RATIO 
2001 
"49.80% 

EaUITY 
RAno 

200s 
.49.70% 

EaUITY 
RAno 

2009 
52.00% 

EaUITY 
RAno 

2010 
55.00% 

EaUITY 
RATIO 

2012·2014 
57.00% 

1 
I 
I 

2 ATMOS ENERGYCORP 
3 LACLEDE GROUP 
4 NEW JERSEY RESOURCES CORP 
5 NICOR, INC. 

. 
ATO 
LG 

NJR 

GAS 

0.65 
0.60 
0.65 
0.75 

43.00% 
50.40%· 
65.20% 
63.70% 

48.00% 
54.60% 
62.10% 

69.00% 

49.20% 
55.SO% 
61.50% 

68.40% 

50.00% 
55.00% 
61.50% 

69.00% 

49.50% 
55.00% 

' 63.00% 
70.00% 

51.00% 
53.00% 
68.00% 
14.00% I 

6 NISOURCE INC. NI 0.85 49.30% 47.60% 44.30% 42.00% 42.00'l!> 42.00% 
1 NORTHWEST NATURAL GAS CO; NWN 0.60 53.10%, 53.10% 55.10% 53.00% 53;00% 53.00% 
8 PIEDMONT NATURAL Ga. Co. PNV 0.65 51.70% 51.60% 52.80% 52.50% . 52.00% 53.00% 
9 SOUTH JERSEY INDUS1RIESINt. SlI 0.65 55.30% 57.30% 60.80% 62.00% 61.00% 62.00% 

10 SO\1THWEST GAS SWll 0.75 39.40% 41.90% 44.70% 49.00'l!> 49.50'l!> 51.00% 
11 UGI CORP UGI 0.70 35.90% 39.30'l!> 41.60% 43.00% 46.00% 54.00% 
12 WGLHOLOINGS, INC. WGL 0.65 60.40% 60.30% 62.40% 62.00% . 63.00% 64.50% 
13 AVERAGE AVERAGE 0.69 51.48% 52.98% 53.83% 54.25% ' .'54.92% 56.88% 
14 MEOIAN ' MEDIAN 0.65 51.05% 52.65% 53.95% 52.75% 54.00% ·53.50% 

- , ~ 

NATURAL GAS UTlUTY COMPOSITE 48.70% 49.50% 49.40% 48.00% ;48.00% 46.00% 
SOORas: VAwi UHf JUNE 11. 2009 

I 
I 
I , 
i
1
f1 

I EXHI8IT_ 

i 
SCHEDULE (DlL-5) 

PAGE 1 OF1 



1 ,.a__·_"".·..,,_·~_··.,·_~·,·"'....·."" ...__"l···_'·_···, ........_........-__...._ ....._ .."""....,.,"" ....~ • ,_. ,_.."'......_ ..-,... ._
 ..._............~_ ....."'.,_.~~-~._.~ .... '--"'~"-

',> ~". 

UNE
 

NO
 

• MGE GAS CASE 
CASE NO. GR-2009-03SS 
COMPARABLE GROUp· 

PRICES, DIVIDENDS AND YIELDS 

QUARTERLY ANNUAU2ED 

COMPANY SYMBOL DIVIDEND DIVIDEND 

1 AGL RESOURCES INC. AGL $0.43 $1:72 
2 ATMOS ENERGY CORP ATO $0.33 $1:32' 

3 LACLEDE GROUP LG $0.39 $1:54 

4 NEWJERSEY RESOURCES CORP NJR $0.31 $1.24 

5 NICOR. INC. GAS $0.47 $1:86 

6 NISOURCE INC. NI $0.23 $0.92 

7 NORTHWEST NATURAl GAS CO. NWN $0.40 $1:58 

8 PIEDMONT NATURAL Gas Co. PNY $0.27 $1.08 . 

9 SOUTH JERSEY INDUSTRIES INC. SJI $0.30 $1.19 

10 SOUTHWEST GAS SWX $0.24 $0.95 

11 UGI CORP UGJ $0.20 $0.80. 

12 WGl HOLDINGS, INC. WGL $0.37 $1.48 

13 AVERAGE $0.33 $1.31 

14 MEDIAN 
Column B page 2lhls SChed. Col. 0 

Column Dis Col. B/Col. C 

Column E From SChedule IDJL") 

Column F 15 yield or Col. D increased by 50% of growth In Col E 

PRla 

$32.31 
$25.78 

$33.03 
$37.77 

$34.99 
$12.21 

$43.95 
$24.02 

$35.63 
$22.75 

$25.82 

$32.14 

$30.03 

$32.22 

YIELD 

5.32% 
5.12% . , 
4.66% 

3.28% 
5.32% 
7.54% 

3.59% 
4.50% 
3.35% 

4.18% 

3:10% 
4.61% 

4.55% 
4.55% 

:., 

ADJUmD 

GROWTH YIELD 

4.69% 5.45% 
4.93% 5.25% 

4.93% 4.78% 

7.16% 3.40% 

3.72% 5.41% 

1.87% 7.61% 

4.76% 3.68% 

4.83% 4.60% 

8.12%  3.48% 

5.21% 4.29% 

9.18% 3.24% 

5.20% 4.72% 

5.38% 4.66% 

4.93% 4.66% 

.
 
EXHIBIT_ 

SCHEDULE (DJl-6) 
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MGfGASCASf
 
CASt: NO.GR·2IJ09.0355
 

HISTORICAL ANDFORfCAS'iEo GROWTM RATES
 

4 B C D H I ) L M 0 
HISTORICAl GROWTH-RATES FORECASrtOGROWTH RATES .

VAlUfUl'lE 
AVIRAGf RfTtRnON """CASTED 

lIM: ... .... ... .... VAWfUNE lAW THDMSOO ... GRDWIll GlIDWllI "'" . "'" ,....SYMllDL ...... 1..... ,..... s.... s.... ... OP5 .... ... ........
NO CllMPAH!' 'P5 
1 I1IGl A£SOURttS INC. A61 7!XJJI. 4.""" 7.""" 8.5"" 8._ IO.IXM 3'- ,."'" 1.50% 5._ 4.25" <.15" 5.03" 4.69l! 
2 ATMOSEI'ftJIGYCORP Am '.SOl< 2.5"" 5.""" 1."'" 7."'" 4.""" 4.""" 5.""" 5.""" 4."", 5._ 4.93% 

s,"'" 
3 LAD.lDE 6ROUP 16 3.SOl< 3.- s.sos 3_ """I.""" 1."'" 5'- ,."'" 5."'" 5.5'" 4.'''''-""" '-"'" '-"" 
4 NlW JtR:5£Y AlSOURcrs COfIP Nt' 7."'" 4.00% 7.- 5.""" Il.sow. 5- 5."'" ,.- 7.00% 5."'" 7Bl" 7.16%8."'" "5"" 
5 MCOR" IN[. GAS 1.5"" l.Olll< I.""" ~s"" 4._ 0."'" 4."'" 4.20% 4.13" 3.01" 4.4Z~ 3.U~'-""" 
6 N1SOUlttllMC. 1.1XM 3.2Sl< 1._ 1.87"0' s,"'" 0."'" ,."'" 2.35" 
7 NORnNItST IlATUlUIL 6U co. NWN 5.""" 2.""" 3."'" '""'" 5.""" 5'- 5.""" ...... 5.11% 5.66" 3.85" 4.75" 

8 PltDMOM' HATUIW.Ga eo. PNY 4.5"" '-""" 5'- 5."'" 4.5OlO s,""" 3.50'J!i 4.""" ...... ..,'" ,.- 4_..- ,.""" '-"'" 
s,""" s, 

9 sourH JIERS(V IHDUST1UE5 INC. .., 11.50% 3."'" ,.""" 5.- 11.1XM 5_ 7._ ..""" 9."'" 9."'" 8.1'" .."'" 8.'''' 
10 50tITlIWEST OAS SWll 7._ 4."'" "-- 1._ 5._ 5.""" ..- 5.00% 5."", 4.75" 5.21%~s"" 9.""" 5"'" 3."'" 
11 UGICORP UGI 16.1»)(, 4.""" 12.~ 14.5m' s,DOlO '3.SOlO 7.5"" 5."'" 10."'" 7.00% s,SOlO 7.""" 11.36')(, 9."'" 
12 mil HOI.DTNG.S..INC. WGl ,.""" I."'" 4.""" ..- 1."'" 4.•5O'K 4._ z."", 4."'" 5.0'" 5.34" S.2O'K'-""" s,"'" 
I3AYEllAGE 4\/f1lAG£ ..,... z.1l2l< "1'" 7_86~ ,."'" 7.63" 4."" 4.96" 5_ 5."" 5.1"'; 5.5'" 5._4."'" 
14 MEUlAN MEJ>IAN 5._ 3.""" 5.""" '.00% 5.75" 4."'" 4.25" 4.~" 63"" 5._ 5..... 5.11" 4.9'"..-SOURcrs: 

muIIIIlIlH ItM.UI UICt: RIIJIlJ, lID 

alIl.lJIQ I-lI:lAaI3- N40 YMIOO RN-=a: 

COllllOll ....uAo6I CD&S G,J .um I 

COlUMlil• PAGB 1-4 1'MI:S soaDUU 

mu-- N AltDIAGIOf COI.l.II'IIlIItIAil 

EXHIBrT_ 
SCHEDULI (OlL~7) 
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MGE GAS CASE "'. 
CASE NO. GR·2_S5 
CoMPARABLfGROUP 

RETENTION "b"" GROWTH 

mvm<l. 

"'" 
NO row"", $YMllOl IVPS 

mM TA 
jMrNO. COMMON ....... EQIJf1Y IVPS 

l!!'lI..!>Ara 
NO. COiiiiOW 

s..... EQIJf1Y 

zm&.1OC80ATA 

CKalNGim AO" AOJUsm> 
EQ1IlTY ,ACTtllI ., ... lOO6-2llOt DATA 

.... .... 
GROWfN 

y."p" 

1 "Gl Rl.SOURCn INC. AGl S 20.71 77.70 S 1.1509.17 S 21.48 76..90 S l..&>1.81 1.12% LOO6S 12,84" 41.1(;1% 5."" .".  4.91% 

2 ATMOJDmIiY CDS" 

:3 LAtuDl! GIlOOP 

4 rnwmaoEYAlSOURCUCORP 

ATO ... 
HI' 

s 10,16 

S 18.85 

S 15.00 

81.74 

21.36 
41A4 

s 
S 
S 

1,647,-:88 
4Ol.64 

62LOO 

S 
S 
S 

2HiO 
22,U 
17.28 

90.81 s 2.0~1.31 

2U9 S 486.4Z 
42.06 S 726.80 

.'-"'" 
9.91% ...... 

1.0S48 

1.0411 

1.0191 

9.10'% 
12.63% 

13.19" 

35.34" 
40.57% 
47.46S 

343% 

5.12% 

6.26" 

r.-1.1,,, 
o:~ 

4.91% 

6.30% 
7.05" 

5 NICOR,.1Nt. 
6 NI5OUR[( IJIC 

GAS ., S 
5 

19.43 
18.32 

44,90 
213.65 

S 
S 

872.41 

5.013.27 

S 
S 

2l.SS 
17.24 

45.13 
214.26 

S 972.SS 
S 4;nB.24 

5_ 
·2"'" 

1.0272 

0.9854 
14.11'" 

~6'" 

34._ 

23.31" 
~84" 

1.54% 

0.29% 
0.01-.. 

5-.14% 

1..55" 
7 I'IC'RTIfW8TNATURAL GM CO. 

8 Pft!JMONT MAIUfW. 6nCo. 
9 50UTN JEJtSEY lNDU5:TRJ!5IN(. 

10 SOUlHWiST GAS 

11 UGlCOR9 

U W6l HOlDINGS, lHe. 
U AYlRAGE 

14 MDJIAH 

OWN 

"" SI'· 
SWll 
UGI 

W6t. 
AVf.RAGE....... 

~ 22.01 

S 11.83 
S 15.11 

S 21.58 
$ 10.43 

S ..... 
S 17,69 

27.24 S 

74.61 S 

2113 S 
41.77 S 

105.45 5 

488':1 5 
72.34 S 

S99.5S 
881-64 ..,... 
901.40 

1,099,84 

gn.D7 

I.2SL3IJ 

S 23.71 

S iz.n 
S 17.33 
$. 23.019 

S 13.20 

5 1O.9'J 
S 19.,a3 

26.50 S 628.32 

73.26 S 887.18 

29.73 $ 515.22 

4U9 S 1JJ38.02 
107.40 $ 1,417.68 

49.92 5 1,047.82 

13.51 S 1,346.03 

23,.,. 
0.26'" 
n", 
7.31'Kt 

1).53% 

6.60% 
3.72% 

1,0117 

1.0013 
1.0376 

1.0353 
1.4)634 
La320 

lL39'K 

'1..5"" 
14.61" 
e..... 

15.93% 
n,.... 
ll84" 
1l.1l" 

43.18% 

28.45" 
55.1nti 

49.'U" 
59,78'!l 

3S.8O'll. 

~-40_ 

4,92%,.
8.05" 
4.06% 

'lS2"
4._ 
5."'"
."'" 

-126-" 
-1.1.0% 
0._ 
1.4'''' 
0._ 
fJS8\1l, 
Q.-36l1. 

0.64~ 

a.ess 
2.20% 
8.7tm

,U" 
10.$1% 

4.S'm 

S.3'm 

S.OI" 

r

. UNi 

NO COMf'AHf 

1 AGlMSOURaS INC. 

2 ATMOS El'fERG'rCORP'1ACUOl_ 
4 NEW JERSEY RDOURCfl ctIflP 

5 IIIICOR, INC. 
, NISOURCt IN<. 

7 NOtmMESTNAl\Pw.GA5Co. 
8 PIEDMONT MTURAlGa ce, 

9 50UTHUKT EIIm\J:SmO l.NC
10 SOUTHWDlGAS 

11 UGfcOltP 
II Mil HOIDIJIfC'a" iNc. 

'. 13..lWMGI 

14 M£DWII 

SYMBOl. 

AG1 

'TO ... 
HI' 
GAs 

'". JfW'rI 

"" sa 
SWll 

UGI 
WG1 
..lVlRAGf 

MtOUUl 

IVPS 

S 23.10 

S 24.10 
$1 23.60 

S ' 13.80 
S 22.010 

5 17.35 
S 24'.90 

S 12.10 
S "BS 
5 15.25 

5 14.80 

S 21.05 

S 20.66 

--. 
jMMtNQ. COiiiiOW...... OQlJITY 

78.00 $ J.8(l'.BO 
92.00 S 2,217.20 

22.50 5 531.00 

ea.so S 799.00 
45.00 S lOOO.oo 

215.50 S 4,779.93 

26.50 5 559.85 

T"'" S 933.45 
30.50 s 574.93 

45-.50 $ 1,148.88 

1ll8.SO$ L60S.BO 
scso S 1,.102",SO 

7U7 5 ~""19 

2lW:Z'4 DATA.. _M6N 
""" 51'A"" OQlJITY 

sass 81.00 S 2.001.15 

S 26.90 11.0.00 S 2,959,00 

s 2l.OS 26.00 s 729:30 

S 27.SO 45.00 S 1,.23-750 
s 26,45 45.00 s 1.190..25 
s lS,35 279.00 S 5.,119.65 

5 30.50 28.00 S 8;4;00 

5 15.05 73.00 $ 1.09a.6S 
S 22.15 33.00 $ 750.75 

S zaoo 50.00 S 1.1CO.00 

..$ 2L~ 11.LOO S 2,430.90 

5.i2l'i50 SO.OO s 1,.32S-,OO 
'5 24.63 77.92 s 47~&.06 

~4bATA: 
CHAN6t~ ADJUSTlD 

EQIJf1Y . ,ACTtllI ., 
5."'" 1.0263 13.25" 

15.5a 1.0720 9.51" 
17.19'% 1.0792 U.15" 
24_4~ 1.1ll89 13.62% ...... 1.0415 12.U" 
3.49% 1.0172 6._ 

13.76% '.06A4 IUS"" 

M"" U1<01 13.16% 

14.2~ 1.('''' 14.24" 

10."'" 1.0494 1._ 
23..04" lUl33 15.95" 

9.53" 1.0459 11.42%

."'.,.,. Ll8~ 

LU"" 

"""""'. 
W2-2lIt4 DAl~ GROW1M 

... .... .... a~~.~ 

40.65" 5.3W .,, S.Ol" 
39._ 3.7nt I_ s_ .. 5.!4" 1.18" &.52'J\ 

51.5"' T._ "'''''' 7JU" 

33..83" ~I'" o.ms 4.42'f,

20..54% 1.37% 0.01% ."" 5.1l~ -U6'l'io 3B5% 

""'''' ....,. .1.10% as"" 
51.77% 7.37% 0._ ~O'" 

47.52% 
,_ . 4.7S" 

65.0'" 10.3"' "' 11.36" 
41.66% 4._ "' 5,.:W% 
42,71% 5.23% 0.36%. s.59% 
4HZ?' 4.9:1" (J,54';It,. i.I1" ~;~);' 

LS 
is 
11 

..;< 
:;~":.r 
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MGE GAS CASE
.' DOCKET NO.GR 20Q9.0355 . ,,~ 

COMPAiw!LE GRoup' . r 
AETENTloil "bO" GAO'iNnf . 

AVEIWi( A...... A...... AYIJ\AG>. .., .....'00 b_ b_ ...... bZD09: biolO b~U.tA , lllD1 ",a ....... ,"'.. flO11·Jj
""""- ."'" , . 

""'.. ,- ,""" ""'.. 
1 AGL FllSOlJ'RC8 INC.- AGl 45._ )9.11'l11i 38.01" 4Ll"" 38.5nc. ,. 40.34" 41.03" 40'.65% .un" 12.51" 12.61'% 1L15" U;11'1. 12:61"- 14.m" 12:9i~" 
2 ATMOS ENERGY CORP ATO 37.00%- 35..... 35.)4" 35.61" 31.6nc. 44.00'lIi- 39.09% ~M11li 8.85" 8.51')!, . 9.29% 8.81%".0'" 1Ul'" ,.1'" 1Ul'" 
3 l.Aamt6ROUP u; 40.93% 37.23" .. 43.S6'1l>- '9..tJD'1'' 39.~. .. 43j~ . U~ U5'" 11.6'" U.D6" 12.11" m3~ lO.1IM- 11.26% \ 4D."'" .U'" 
• NEWJtR5(T R£SOURCES CORP NJR ....... 34.84" ....... 41AGK SO,4O'l' . 52..M . 5U'''' 5U'" UA'" 10.00'li 15,63'1' .2.7,", 13."'" Wl'" .. lO.5S'llli U.29%· u '
 
S NICOR,noc. GAS ~5.l9% 37.79% 29.28" 14.09% 29.B1" 34.74% ..:os" 33.&3" 14."" 1'53" 12._ 13."'" 11.83" 12..... IUS" 11.1Z'1' 

HI' 19:30% ,9."'" U.34" 21.31" 12._ 20.- 2O.~" 6.16" ,:,'" &,12'K. 6.0'5'1'(, • 6.55" '.on; ,.....zs~'"'''''''''''''''no<. =" 
7 fICOaTMWI3T ffATURAL GAS co. NWK 40:85-% .7..... 4O.B~ 41:1lM 44.56" . 'L15" 42.7'8'Jllo W:6n.· U.26')!, 10.84" 11.26" 11.'5" ' 10.92" 11.3~" U.23'J',, 
8 ~DMOIfTNAMw.~co.. PNY ·,25.20% zs.,.,. 30.87" ,_' 28.45" 30.9"' .. ~ 3l.13" 38.- ....". W:14"fi . 1."'" 12.30% .11.5'" _ 12.2D'Ko",~ 12A5" u'1W. 12.&5" 
9 SOlITllIfRSlY tNDUSTRlB lMe. so 52.,,", 51.67% SUo:'!' 55.U" , 52.- 51.70'1' SUI')!, 5U1" 16.zn. 'u.B6'Ko 13.1lll' 14.08"- '. 13.26% 1115" U,S" 13.3S"~ 

10 50IffilWUT GAS 5Wll sa.... 35.25'5. '9.91" 44.12% 41.3'" 51l16" 41.52" ...... ~.eK . 5.92% 1.85'J' ~73" 7.13" S.,.,.. 7.'?Z"'· 

11 U61CORP 51.16'H>- 59.7B"""'" 61.81" ...,... ....". 63.~ 65.00'Jf,. 15M." 14.44" 15._ J4.98'% 16.22% 1'.~'" 12._UGl . 14.4:6"ss"'" 
U MilIlOlJ)lN(i5. IJIC. W<il 30.41" 34.15" 42.23'1" 35_ 42.00'li 'Ul!% 'L82" 41.6(1"- 1D~'" ..,.,. .."" 10.B3'J' ...... 11.04" 10.- 10.92'<. 
13AYfM6I AYlRAG£ 41.84" 40:18'(, 4i-52" 4UlI"Io 41.71% l1.B1" lUg')!, 1].'9'% 11.31% 11.05" 'Ll",", 11.10"...." .U'" '1.1'" 

,,~,..14 ........ MEDIAN 11.A~
4D."" ..- ,'''''' 
SOURCU YAWE lIM AJNE 1l,. zoog 

! 

EXHIBrr~' 
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PAGE30F4 

~._ .....
-- - _._-,_.- _. .. - ~ ....,.. ..... ----..~ - - '~' .• ...,. = ... -410 ._. ~. ~ __ 'r:" ... _._. ... _. ~ 

--_.- ~,_._--_,_.,.~, ~.__ * ....._ .........,__,_, ",& _"""~_,..,~~·i""''''''''""___
 

l 



MGE GAS CASE 
, CASE NO GR·2009·0355 

COPARABLE GROUP 
RETENTioN "b·r" GROWTH '5'1' CALCULATION 

2006 TO 
2008 2006 TO 

LINE SHARE 2008 AVG• 
NO COMPANY SYMBOL . GROWTH M/BRAnO 

1 AGLRESOURCES INC. ,AGL -0.52% 1.7011 
2 ATMOS ENERGY CORP ATO 5.40% 1.2731 
3 LACLEDE GROUP LG 1.46% 1.8030 
4 NEW JERSEY RESOURCES CORP NJR 0.75% 2.0584 
5 NICOR, INC. GAS 0.26% i.1475 
6 NISOURCE INC. NI 0.11% 1.0854 
7 NORTHWEST NATURAL ,GAS CO. NWN -1.37% 1.9197 
8 PIEDMONT NATURAL Gas Co. PNY ·0.91% 2.2071 
9 SOUTH JERSEY INDUSTRIES INC. SJI 0.68% 2.0353 

10 SOUTHWEST GAS • SWX 2.86% 1.3681 

11 UGI CORP UGI 0.92% 2.b105 
12 WGL HOLDINGS, INC. WGL 1.05% 1.5566 
13 AVERAGE AVERAGE 0.89% 1.76887 
14 MEDIAN MEDIAN 0.71% 1.86135 

I - .
 
I
I'
 

I
 

, 

I, 
, I 

, .,' 

i 

i 
! 
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MGE GAS CASE 
OOENO. GR-2009-D3SS, 

CONSTANT GROWTH DCF s' . 

, 
. 

UNE 

NO COMPANY SYMBOL PRICE DIV1D.· YIELD GROWTH ADJ. DMD. ADJ. YIElD ROE 

1 AGL RESOURCES INC. AGL $32.31 $1.72 5.32% 4.69% $1.76 ~ 5.45% 10.14% 
2 ATMOSElilERGY CORP ATO $25.78 $1.32 5.12% .4.93% $1.35 5.25% 10.18% 

r 

3 LACLEDE GROUP LG $33.03 $1.54 4.66% '4.93% $1.58 " 4.?8'16 9.70% 
4 NEWJERSEY RESOURCES CORP NJR $37.77 $1.24 3.28% .7.16% $1.28 3.40% 10.56%. 

5 NICOR. INC. GAS $34.99 $1.86 5.32% 3.72% $1.89 5.41% 9.13% 
6 NISOURCE INC. NI $12.21 $0.92 7.54% 1.87% $0.93 7.61% 9.47% 
7 NOR111WEST NATURAL GASCO. NWN $43.95 $1.58 3.59% 4.76% $1.62 3.68% 8.44% 
8 PIEDMONT NATURAl Ga. Co. PNY • $24.02 $1.08 . 4.50% 4.83% $1.11 4.60% 9.43% 
9 SOlml JERSEY INDUSTRIES INC. Sli $35.63 $1.19 3.3596 8.12% $1.24 3.48% 11.6096 

10 SOlmlWEST GAS SWX $22.75 $0.95 4.18% 5.21% $0.98 . 4.29% 9.50% 
11 UGICORP UGI $25.82 $0.80 3.10% 9.18% $0.84 3.24% 12.42% 
12 WGL HOLDINGS, INC. WGL $32.14 $1.48 4.61% 5.20% $1.52 4.72% 9.93% 

13 AVERAGE AVERAGE $30.03 $1.31 4.55% 5.38% $1.34 4.66% 10.04% 

14 MEDIAN MEDIAN $32.22 $1.28 4.55% 4.93% $1.32 4.66% 9.82% '. 

'. 

EXHIBIT", . 
SCHEDULE (DJl.:Sr . 
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MGE GAS CASE 
cAs~ NO.GR·2CJ09.03SS 
COMPARABLE GROUP 

TWO·STAGE DCF 
~ 

NXT. ANNUAL YR. 5-1S0 INTERNAL . 

UNE YfAR.S 2012-2014 CHANGE RECENT YtAIl1 vtAR2 vtAR3 YtAIl4 vtARS DIVID RATtOF 

NO COMPANY SYMBOL DMD. DMD. TOlD1) PRICE DIVID DIVID DIVID DIVID DIVID GROWIM RETURN 

1 AGLRfSOURCESINt. AGL • $1.76 $1.88 $0.04 -$32.31 $1.76 $1.80 $1.84 $1.88 $1.93 5.20% • 10.14% 

2 ATh'lOS ENERGY CORP ATO' $1.35 $1.40 $0.02 -$25.78 $1.35 $1.37 $1.38 $1.40 $1.45 5.20%' S.85% 

3 lACLfDE GROUP LG $1.58 $1.70 $0.04 -$33.03 $1.58 $1.62 51.66 $1.70 $1.75 '5.20% 9.56% 

4 NEWJEllSE't RESOURCES CORP NlR $1.28 $1.40 $0.04 -$37.77 $1.28 $1.32 $1.36 51.40 $1.45 5.20% 8.32% 

5 NICOR, IPlt. GAS $1.89 $1.86 -$0.01 -$34.99 $1.89 $1.88 $1.87 $1.86 $1.91 5.20% 9.74% 

6 PlISOURCE IPlt. Pli $0.93 $0.92 $0.00 -$12.21 $0.93 $0.93 50.92 $0.92 $0.97 5.20% 11.82% 

7 NORTIIWEST PlATURAL GAS CO. IMN $1.62 $2.00 $0.13 -$43.95 $1.62 $1.75· $1.87 $2.00 $2.05 5.20% 8.99%. 

8 P1EDMOmPlATURAL GasCo- PPlY $1.11 $1.23 $0.04 -$24.02 $1.11 $U5 $1.19 $1.23 $1.28 5.20% 957% 

9 SOUTH JERSFt INDUSTRIES IPlt. SJI $1.24 $1.50 $0.09 -$35.63 $1.24 $1.33 $1.41 $1.50 $1.55 5'.20% 8_73% 

10 SOUTllWtST GAS SWX $0.98 $1.15 $0.06 -$22.75 $0.98 $1.03 $1.09 $1.15 $1.20 5.20% 9.50% 

11 UGlcoRP UGI $0.84 $0.98 $0.05 ·$25.82 $0.84 $0.88 $0.93 $0.98 $1.03 5.20% 8.43% 

12 WGl HOLDINGS. INC. WGL $1.52 $1.60 $0.03 -$32.14 $1.52 $1.55 $1.57 $1.60 $1.65 5.20% 9.43% 

13 r.VERAGE AVERAGE $1.34 $1.47 -$30.03 $1.34 $1.47 9.51% . 

14 MEDIAN MEDIAN 9.53% 

" 
.. 

" . 

EXHI8IT~ 
SCHEDULE (DIL-9) '. 
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MGEGASCASE 

-CAS~ NO.GR·2009-03SS 

RISK PREMIUM ANALYSIS 
i!~si_:~ ."~~~Eo:qt4',~TjLt:fY:[~0'~H6~,zED~ROE~lfi~~si~O~PVI'~nDS;,~\d~ ", 

A B C I 

MOODY'S AVERAGE AU1ll0RllED INDICATED I 
PUBUC UTlUTY ELECTRIC RISK 

UNENO, YEAR BONDVlELD RETURNS PREMIUM 
1 1980 13.1S% 14,23% 1.08% if 
2 1981 lS,62% lS,22% -0.40% I 
3 1982 lS,33% lS,78% O.4S% 
4 1983 13.31% lS,36% 2,OS% 
S 1984 14,03% lS,32% 1,29% 
6 1985 12,29% lS,20% 2.91% 
7 1986 9.46% 13,93% 4,47% 
8 1987 9,98% 12.99% 3,01% 
9 1988 10,4S% 12,79% 2.34% 

10 1989 9,66% 12,97% 3,31% 
11 1990 9,76% 12.70% 2,94% 
12 1991 9.21% 12,SS% 3,34% 
13 1992 8,57% 12.09% 3,52% 
14 1993- 7,S6% 11.41% 3.8S% 
15 1994 8.30% 11.34% 3,04% 
16 1995 7,91% 11.55% 3.64% 
17 1996 7.74% 11.39%- 3.65% 
18 1997 7,63% 11,40% 3.77% 
19 1998 _ 7.00% 11,66% 4,66% 
20 1999 7.55% 10,77% 3,22% 
21 2000 8.14% 11,43% 3.29% 
22 2001 7.72% 11.09% 3.37% 
23 2002 7,53% 11.16% 3.63% 
24 2003 6.61% 10,97% 4,36% 
25 2004 6.20% 10.75% 4.55% I i 
26 2005 5,67% 10.54% 4.87%
 
27 2006 6.08% 10,36% 4.28% · I
 
28 2007 6,11% 10,36% 4.25% · I
 
29 2008 6.65% 10,46% 3.81%
 
30 AVERAGE 9,lS% 12.34%
 3.19% 

BASIC RISK PREMIUM 3.19% I
INDICATED BBBBOND RATE 6,80%
 
RISK PREMIUM ROE I
9.99% I. . r SOURCD 

---',':Ii'ICOWMftl A:MERCHANTS BOND RECORD 

COLUMN 8: REGULATORY R£SEAACH ASSOOAru 

EXHIBIT_ t 
SCHEDULE (DJL-10j • t,
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MGECASE 
CASE NO.GR-Z009-0355 
COMPARABLf GROUP 

CAPM AND ECAPM CALCULATIONS 

GEOMmUCMfAN 
]OlEAR "TEAR 

U.!. U.s. 

_NO. COMPANY SYMBOl onA 
.IS>: , T'''A'URT 

Pfla.'!IUM TIWl CAl'MRO£ ""'NO. COMP"'" SYMBOl ""0 
'IS>: TREA5URT 

P1IfM1UM ~ElD 

<CAPM 
om 

1 AGlRESOURCES INC.. 
2 Il1MDSENERGY CORP" 

AGL 
oTO 

0,75 

0.65 
3."'"
3.m

, 4..39')( 
4,3~ 

7,31"
6,92% 

\ AGl RlSOVRCES INC. 

.2 IlTMOSENER'GYC'OAP 

AGL 
OTO 

0,75 

0.65 
3."'" 
3._ 

4.3~ 

4.3~ 

756% 
7.26% 

3 lAamE-GRCJUp LG D..., 3."'" 4.39% 6.73% 3 LAC1£DE GROUP 
0 

LG 0.60 3._ 4.39" 7,1276" 
4 mwJERSE'f R£5(JURC£$ COfIP 

, 
NJR ' 0.65 3.90"1' . 4.3'" 6.92% 4 RwilalSEv RisouRrn CORP. . NJR ~.L " 0.65 3.901< 4.39% 7.26~ 

5~1NC. GAS 0~75 3.90" 4.39'1& . 7.31% 5 NlCOA.INC: GAS 0.75 3._ 4.39% 7.56!, . 
6 NlSOlIRCE l:Nc. NI 0.85 3.90% 4.39% 7._ 6 NISOUActINC. NI 0.85 3."'" 43'" 7.85\1(0 
7 NORTlfWBTNATURAL GAS CO. NWN 0.60 3.9Ol< 4.39'Ji6 6.73% 7 NORTHWEST NATURAl GA5 CO. NWN 0.60 3."" 4.39% 7.i2% 
8 PIEDMONT NATUIW. Gas Co. "'T 0.65 3.9Ol< 4._ 6.92% 8 ~ NATURAL Gas Co. PNY 0.65 3.901< 4.39'Jli 7.26% 
9 SOU'1'M IERSEY IN'DUmtlES I'HC, SIT 0.65 3._ 4.399(, 6.92.% 9 5OU1"H JIllStY IIIDlJSTlUES rNC. 511 0.65 3!'0" 4.39% 7."" 

10 SOlll'MWBTGAS SWX 0.75 1.90'>1 4.39% 7.31" 10 :5OlmNtESTGAS SWX 0.75 3.901< 4.399' 7.56" 
II UGICORP UGI 0.70 3' 4.39% 7.12% 11 UGICORp· UGI 0.70 3."" 4.39% 7.41W, 

12 WGl HOlDIN~ INC. WGL 0,65 3._ 4.39% 6.92% 12 WGl H'Dl.DIHGS.INC. WGL 0.65 3.9mi6- .: 4.39% 7.269( 

131lVERAG£ AVERAGE 0.69 7,07% 13 AYBAGE A\IEllAG£ 0.69 737% 

14 MEDiAN MEDIAN 0.65 6.92" 14 MmIRN MEDIAN 0.65 7.2~" 

CDMPARABLf GROUP 
CAPM AND ECAPM CAlCULA'nONS 

,...... ARmiMrne MEAN ,...... 
U.s.- u.s. 

..51< RISk TIlEASURT ECRPM 
UKENO. COMPANY SYMBOL ono PREMTuM Y\ELD. CAPM ROE lINE NO. COMPANY SYM.... 8fTO PREMOIM '/I[LJ) RO£ 

1 A&UESClURCES INC. AGL 0.75 S.6O'll 4.39111 a.59% 1 AGLRESOURCESIlVC. AGl 0.75 5._ 4._ .8.94% 

2 ATMOS DlBUil CORP ATO 0.65 S.6O'll 4.39% 8.03% 2 ATMOS £NERfiYCORP ATO 0.65 5."'" 4.3~ 8.521', . 

3 I.AQEDf GROUP LG 0.60 5.60% 4.39" 7.75% 3 L.AnmEGROUP LG 0,60 5._ 439% B.31,\".\' 
4 NEW mtSEYAESOURCESCORP 

5 NICOR.INC. 
6 MSDURQ-(N(. 

7 NOR1'HWE5TNAnrRA/.. GAS co. 
8 PmJMONT NATUIW. Gn Co. 
9 sOUTHJERSfrtHDOSl1UES INc. 

io SOU1'HMs'r GAS 

"R 
GAS 
M 
NWN 

Pm 
<II' 

SWX 

0.65 
0.75 

0.85 
0.60 
0.65 
0.65 
0.75 

S,6O'll 
5._ 
5,,",, 

5._5._ 
5._ 
5.6"" 

439'6 
4.39% 
4.39% 

"4.3~ 

4..39% 

439% 
4.39'J'· 

8.03" 
. &.59% 

9.15% 

7.75% 

8.03% 

B.03" 
. 8-S9'M. 

4' NEWIDlSE'flI:E5OI:Qt((S CORP 

5 MCOR.INC. 
6 NISOURa If«. 
7 NORTHWEST NATURAL GASco. 

8 PIEDMONT NAruRAl.. Gas eo. 
9 SOUTH lEUEYllIIOU'$TRIB INC. 

10 5OVTKWES'1' GAS 

NJR 

GAS 
HI 
NWN 
Pm 
511
SW. 

0.65 
0.75 

0.85 
0.60 
0.65 
0.65 

0.75 

5,_ 
5._ 
5."'"
5._ 
S6O'll 

5.'"" 
5._ 

4._..,... 
4-"'" 
4.m
4._ 
4.39% 

4.39% 

B.52'Jti 

8.94% 
9.36% . 
8:31~·f'.

8.5"', 
"8.51" 
B.~~ 

11 UGI COltP UGI 0.70 5._ 4.3~ ~ a.31" 11 !JGiCQRP UGI 0.70 5."" 439'6·· 8.73% 

12 wGt. HOI.DfIiA.iS, INC.. WGl 0.65 5,,",, 4.39% 9.03'" 12 WGl HOLDtN6S,.1NC. WGL 0.65 5."" 4.3~ 8.52% 
13AVERAG£ A\ltRAGE 0.69 8.24% BAVOlAGE AVERAGE 0.69 1i67% -

14 MEDIAN MEDIAN 0.65 8.03% 14 MEDiAN MEmAN 0.65 8.5-l" 

EXHlSrt~ 
SCHEDULE (DJl-ll) 
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."", : ... M,GE GAS CASE 
.: . CASE NO,GR-2009-03SS .. 1': ,~. 

REVENUE IMPACT.OF HYPOTHETICAL VERSUS 1+'-' 

ACTUAL CAPITAL STRUCTURE . :.c' - . 

,r 

, , 
'';'\ 

.HYOTHEnCAL CAPITAL STRUCTURE
 
WEIGHTED
 

WEIGHTED COST/W RATtBASE
 

DESCRIPTION RAllO COST COST FIT INVESTMENT RETURN DOLlARS
 
.C'.LONG TERM DEBT 41.06% 6.08% 2.50% 2.50% $604,954,779 $15,102,381
 

SHORTTERM DEBT 10.94% 4.92% 0.54% 0.54% $604,954,779 $3,256,157
 
~ ..

COMMON EaUITY 48.00% 11.25% 5.40% 8.76% $604,954,779 $53,022,060
 

TOTAL 100.00% 8.43% 11.80% $604,954,779 $71,380,599 $0
 

ACTUAL CAPITAL STRUCTURE 
WEIGHTED 

WEIGHTED COST/W RATt BASE 

DESCRIPTION RAllO COST COST FIT INVESTMENT - .RETURN DOLlARS .j. 

LONG TERM DEBT 56.16% 6.26% 3.51% 3.51% $604,954,779 $21,261,092 

SHORTTERM DEBT 3.26% 5.92% 0.19% 0.19% $604,954,779 $1,167,514 

PREFERRED EaUITY 1.92% 7.76% 0.15% 0.24% $604,954,779 $1,462,561 

COMMON EaUITY 38.66% 11.25% 4.35% 7.06% $604,954,779 $42,704,851 

TOTAL 100.00% 8.21% 11.01% $604,954,779 $66,596,018 -$4,784,581 

EXHIBIT,

SCHEDULE (DlL-121 .- '''.. . 
PAGE 1 OF:1;" 
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MGE GAS CASE 
CASE NO. GR-2009-03SS 

FINANCIAL METRICS AT RECOMMENDED 10% ROE 

LINE 
NO. RECOMMENDED CAPITAL STRUCTURE AND COST RATES 

WEIGHTE WEIGHTED ROR 

1 DESCRIPTION RATIO COST DCOST W/FIT 
2 TOTAL DEBT 56.16% 6.26% 3.51% 3.51% 

SHORT TERM DEBT 3.26% 5.92% 0.19% 0.19% 

3 PREFERRED EQUITY 1.92% 7.76% 0.15% 0.15% 

4 COMMON EQUITY 38.66% 10.00% 3.87% 5;95% 

5 TOTAL 100.00% 7.72% 9.80% 

6 
7 DESCRIPTION AMOUNT 

8 RATE BASE $604,954,779 

9 RETURN ON RATE BASE $46,717,260 

10 TAX $12,593,261 

11 RETURN ON RATE BASE & TAXES $59,310,521 

12 DEPRECIATION & AMORTIZATION $30,377,019 

13 CASH FLOW PRE-TAX $89,687,540 

14 CAS FLOW AffiR-TAX $77,094,279 

15 
16 
17 TOTALINTERST $22,428,606 

18 TOTAL DEBT PERCENT 56.16% . 

19 TOTAL DEBT DOLLARS $339,742,603.89 
S&P 

GUIDELINE PRE-TAXMGE 

FINANCIAL FINANCIAL METRICS 

20 METRICS AT10% ROE 

21 CASH FLOW/DEBT(%) 25-45 26.40% 

22 DEBT% 35·50 56.16% 

23 DEBT/FFO EBITA (Xl 2.0-4.0· 3.79 

•t 

I
i 

j 
I 

AFnRTAXMGE
 
FINANCIAL
 

METRiCS AT10%
 
ROE
 

22.69%
 
56.16%
 

4.41 

EXHIBIT_ 

SCHEDULE (OJL-13) 
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