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DIRECT TESTIMONY OF JOHN C. DUNN
ON BEHALF OF
MISSOURI GAS ENERGY
Please state your name and business address.
My name is John C. Dunn. My business address is 7400 West 110t Street, Suite
750, Overland Park, Kansas 66210.
What is your occupation?
| am an economist and partner in the firm of John C. Dunn and Company. |
arm an economic consultant specializing in the general area of public utility
economics and corporate finance with special emphasis on the dno|ysis of
capital cost and rate of return, .
Have you prepared a statement of your qualifications and background?
Yes, | have. [ is attached to my prepared testimony as Appendix A,
Summary
Please summarize the results of your rate of return determingafion.
Missouri Gas Energy ("MGE" or “Company”) is a division of Southem Union
Company ("Southern Union”). Southern Union is comprised, essentially, of
several gas distribution companies operating in the midwest and northeast.
It also owns as a subsidiary o natural gas pipeline company. Southern Union
has a gas distribution company capital structure and cost of debt. After

analyzing Southern Union, | elected to use Southermn Union’s capital structure

and cost of debt exclusive of Panhandle Eastern Pipe Liné',' tfogether with a
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specific refurn on equity requirement for MGE to calculate the rate of return
requirement for MGE,

How did you make the capital structure and return on equity determination?
Because Southem Union has more activities than just MGE, | analyzed ¢
group of gas distribution companies to fest my selection of the Southern
Union capital structure for MGE. Based on this analysis, | found the capital
structure which | had selected to be reasonable, The Southern Union capital
structure contains approximately 43.3% common equity. While thisis less than
the industry average and lower than the common equity ratio of the industry
group | analyzed, which has about 47% common equity, it is within the zone
of reasonableness. Furthermore, as | will explain later, the lower eguity ratio
means MGE has more financial risk which means the Company reguires a
higher return on equity than the industry group to compensate for this risk.
This requirement was satisfied by a total risk analysis and an appropriate risk
adjustment to the industry return to property align the MGE return on equity
with the industry return.

[ also used this group of gas distribution companies fo establish an
industry-wide, non-company specific refurn on equity requirement for o
natural gas distribution company. | then specifically adjusted that industry
average return on equity requirement to the specific risk level of MGE as it

compares 1o the risk level of the distribution group. This adjustment was
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bdsed on the specific circumstances of MGE and a comparative statistical
analysis of MGE and the proxy group.

What did you conclude from this process?

This process led me to conclude that the appropriate cost of common equity
for MGE is at least 12.0% atf the present fime. The caiculated cost of long-
term debt is 7.348%. The cost of preferred securities is 7.863%. Combining
the capitfal ratios, the cost of debt, the cost of preferred and the cost of

equity produces an overall rate of return requirernent for MGE calculated as

follows:
Cost of Capifal
Missouri Gas Energy
June 30, 2003
Weighted Cost
Ratio Cost Capital
Long-term debt  46.13% 7.348 3.389
Preferred equity 10,53 7.863 828
Common equity  43.34 12.000 5.200
Total 100.00% 2.417

[ believe that this rate of refurn and the returmn on equity it incorporates
reflects the risks associated with the MGE natural gas utility system at the
present time. it is, however, an absolute minimum return given the current
direction or frend in the cost of capital which is currently up. It is also ¢

minimum considering the unusual ond extraordinary risks faced by MGE, If
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cu.rren’r frends in the cost of capital continue, it may be that a higher refumn
on equity will be required.

Are there any risks faced by MGE?

Yes. MGE, like other companies in the natural gas distribution business, faces
a number of generai or industry-wide business risks. These include risks related
to the relatively high, by historic standards, price of natural gos; the
substitution and potential for subsfifution of alternate fuels; and a general
public concern about utilities following incidents in the electric ufility industry
in the northeast. There is also a popular concern that nafural gds is movir-wg
info an area of short supply. )
However, in addition 1o these risks, MGE faces several specific unusual risks,
both business and financial, which cause it to have great difficuity in earming
its cost of capital in both the short and long run and which combined
constitute a serious regulatory risk which requires an incremental increase in
the industry return on equity.

What are the financial risks which are faced by MGE, but are not faced by
the industry group which you analyzed?

Financial risk is specifically the risk created by the use of leverage in the

capital structure. MGE has o lower equity ratio, af 43.3% common equity,

than the group | used in My analysis which had an average common equity
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rcﬁo of 47.0%. This means that MGE has greater financial risk and
consequently requires higher return on common equity.

In addition to this greater financial risk, are there any specific risks faced by
MGE which necessitate a higher return on equity requirement for MGE than
the naturai gas distribution industry group?

Yes, All of the rates of MGE are regulated by the Missouri Public Service
Commission ("Commission”). As shown in the directtestimony of MGE withess
Michae! R, Noack, MGE’s rates have not enabled it to achieve ifs
Cémmission—ou‘rhorized rate of return, This Is @ risk that appears to be driven
by the regulatory process in Missouri as it hos aoffected MGE that is not
applicable to the other companies in the comparable group because they
do not have Missouri-regulated operations.

in addition to the consistent inability fo achieve ifs authorized rate of retum
with rates set through the reguiatory process, are there any other Missouri-
specific regulatory risks faced by MGE that an investment in the Company
more risky than the average invesimenf in a natural gas distribution
company?

Yes, MGE's depreciation rates are well below the average rates of the
companies included in my comparctive analysis, This means that the

Company will be less likely, in comparison fo the companies included in my
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comparative analysis, over the economic or useful life of the faciiities to have

a reasonable opportunity to redlize a full return of capital. |
Considered together, these elements maoke MGE more risky than ifs peers

in the natural gas distribution business. These specifics have resuited in

greater variability of income for the Company and in the context of financial

analysis and the individual company, such as MGE, variability of income is

synonymon with risk where greater variability equates to greater risk. Infurn,

greater risk leads to the necessity of a higher return,

Did you make a stafistical analysis of the risk of MGE as compared 1o the

natural gas distribution company group which you employed in your

determination of an industry average return on eqguity requirement?

Yes | did.

And what did it show?

It showed that MGE had higher risk than the average of the group.

I notice that you did not include short term debt in the capiial structure in

calculating the cost of capital, Why have you faken that approach?

The cost of capital is the cost of permanent capital invested in and related to

the rate base used to provide service to the Company’s customers, Short-

ferm capital is primarily used to finance the seasonal cash flow ﬁeeds of the

company’s business, including natural gas purchases and other energy costs,

outstanding customer accounts, certain tax payments, maintenance
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requirements and other working capital requirements. Current short-term
borrowings of the Company are scheduled for permanent financing.

Current Capital Market Conditions

By way of background Mr. Dunn, can you compare the conditions of today’s
capital markets to previous conditions?

The Ieconomy is making the first fentative steps into a fuli blown economic
recovery. AT the moment, the assumption that the economy will recoverisa
reasonabie assumption, but it is by no means certain that the economy will
achieve economic recovery and a return fo a “normai” level of growth.
Risks of an economic relapse or a false start are still substantial as is the
current risk of deflation. In fact, affer its most recent meeting, the Chairman
of the Federal Reserve Board indicated that the Board remains concermed
about the possibitity of deflation and weighs the risks of deflation and inflation
as approximately the same at this moment.

This is almost the same s saying the risk of relapse and recovery are
the same. Once the economy, however, begins 10 move and is firmly
established on an upward track, the risks of inflation fraditionally become
much greater and fead to increases in interest rates and capital costs, |
believe that with each passing day the probability of a recovery and some

inflation, increases while the probability of relapse and deflation decreases.
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How are economic circumstances appropriately grouped together and
related o the cost of capital?
On the ocne hand, recession; the risk of deflation and slowing economic
activity match up with declining capital costs and lower overall costs of
capital. This is in part a result of the fact that one of the typical responses 1o
a decline in economic activity is @ reduction in interest rates which in turn
leads to reductions in other types of capital costs.
Has this been evident in the past recession?
It has, The Federal Reserve has reduc;ed its base rates to the lowest level in
over 40 years. In fact, it is reasonable fo say that for practical purposes the
Federal Reserve cannot l_ower re-lending rates further,
What is the opposite economic circumstance?
As the economy recovers, the demand for capital increases and the
necessity that the Federal Reserve facilitate or jump-start economic growth
declines. Consequently, the Federal Reserve permits interest rates and
capital coststoincrease. While rates are increasing and demand increases,
the mechanisms and economic tools which permit the economy o meet
that demand lag the growth in demand. This leads to inflation and further
increases in the cost of capital,

To sum up, on the one hand the period of recession is a period of lower

capital costs. The economy has experienced a period recession and is now
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mbving out of the recessionary period info a growth period. The period of
growth typically is associated with higher capital costs and increased
demands for capital.

We are currently fransitioning from recession to expansion.
Have there been any non-economic events which are impacting the utility
industry in o negative fashion and increasing the cost of capital to the

industry?

Yes. While these macro-economic events have been unfolding, a significant

event occurred in the northeast Unifed States involving a failure of the
electric utility grid in that area, This failure led to concern about the reliability
of the electric utility industry and by exiension concern about ufilifies in
general, including the natural gas distribution indus’rry. This problem comes
on the heels of a generalized concermn obou’f the natural gas industry and the
adequacy of naturdal gas supplies to meet the needs of this country,

thf is the effect of the concern about the supply of natural gas?

To the extent there is a shortfall in the supply of natural gas, it will raise the
price of natural gas and tend to lead to lower levels of customer satisfaction.
To the extent possible, it makes customers more likely fo consider

alternatives.

How will that affect MGE?
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No company wants to see the price of ifs products increase as a result of the
acftions of ifs suppliers. Rising prices are obviously not good for a company’s
customers and rising prices also cause the usage of a company’s product to
decline to the extent that consumption of the product is responsive to the
price of the product, Finally, price increases make the price of natural gas

less competitive in a highly competitive energy market,

Economic Background to Regulation

How does the determination of rate of retumn fit into the regulatory
proceeding?
One of the mostimportant aspects of regulation is the process of rate review
and authorizafion. The Commission authorizes prices which a utility can
charge customers for its services based on the actuadl costs incurred by the
utility in delivering the services. The procedure used by the Commission
involves the development of the uiility's total cost of service or revenue
regquirement through the systematic step-by-step accumulation of its
componeant parts. Then, through the process of rate design, this total cost is
converted info prices for individual services for the various customer classes.
Animportant component of the total cost incurred by MGE to provide
natural gas distribufion service are payments made fo the suppliers of
capital,  These payments include inferest on borowed capital and a

competitive refurn for the ownership or equity investment in the Compon'y'.

10
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Th.ese payments constitute the cost of capital portion of the utiiity total costor
revenue requirement.

Can the process used to develop the cost of service be stated as an
equalion?

Yes. Based on my experience, the specific procedure used by the
Commission in developing the component costs and the overall revenue
reguirement can be symbolized as follows:

Missouri Gas Energy
Cost of Service Equgtion

Revenue Reguirement=E+ D+ T+ RNV -AD + A)

Where:
E = Operating expense requirement
D = Depreciafion on plant in rate base
T Taxes including income tax related to return
R = Return reguirement

(V-AD+A) =  Rate base

Where:

V = Gross plant
AD = Accumulated depreciation

A = Otherrate base items

This equation shows the revenue requirement as the sum of several elements
including the return amount. The return requirement is calculated as the rate
of return times the rate base. Key in this process is original cost of plant and

the actual, precisely guantified rate of return.

11
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Héw important is the rate of return to MGE?

The rate of refurn is the cost of the capital e_mp|oyed in delivering the naturai
gas dis#ribuﬁon service to MGE's customers, It is extremely imporant
because o substantial amount of capital is required to provide utility service,
particularly natural gaos utility service, At the presenttime, the MGE rate base
is approximaitely $543.0 Million and MGE has expended approximately $384
Million of capital on plant additions in the past ten years. Ulility service
capital expenditures require the attraction and retention of investor capital
and that afiraction and retention in turn requires that investors be reasonably
compensated while their capital is employed in the provision of public ufility
service in the MGE Service Areq, If areasonable compensation of capital is
not forthcoming, MGE will be unable to atfract and retain, on reasonable
terms, the capital it needs o contfinue to provide safe and reliable service.

Component Cost of Capital

How is the rafe of refurn calculated?

The process involves a determination of the capital structure or the amount
of each type of capital used in financing the Company’s rate base. Next,
the percentage of each type of capital in the capital structure is calculated.
Then the cost of each type of capital is established. Finally, the capifa! ratios
are multiplied by the cost of each of the capital components fo develop G

weighted average rate of return stafed as a percentage. The average rate

12
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of return percentage multiplied by the rate base is the doliar return amount
which is included in the cost of service,

Can the calculation of the rate of return be stated as an equation?

The general formula used in the calculation of rate of return is as follows:

Missouri Gas Energy
Rate of Return Equation

DKp + PKp + EKE

Return requirement
Debt ratio

Cost of debt

Preference stock ratio
Cost of preference stock
, Equity ratio

Ke = Cost of equity

Where:

U o0

Hou unn

mX U X
o
i

i

This general formula is the weighted rate of return formula. The formula
invoives multiplying the cost of debt by the debt ratio, the cost of preferred
by the preferred ratio, and the cost of equity by the equity ratio. The formula
is a symbolic statement of the typical capital structure rate of return fable.

Who are the suppliers of MGE's capifal?

All of the capital used by MGE, whether delbt or equity, is ultimately supplied
by individuals through their savings. Some of the capital is supplied directly
by individuals through personal savings but most is supplied indirectly by
insfitutions  such as pension funds and mutual funds (investment
infermediaries) which make investments on behaif of individuals. Regardiess

of the direct supplier of capital, however, gvery doliar of invesiment capital A

13
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used to support MGE’s rate base is ultimately supplied by individuals, Many

of those individuals live in Missouri,

Can individuals make a direct investment in MGE?

No. The process of investment in MGE involves investment in Southern Union
because MGE is a division of Southern Union, rather than a publicly traded
separate corporation and, therefore, MGE doegs not issue ifs own debt or
capital s‘robk securifies,

How does MGE obtain the capital needed for its operation?

During the past several years, Southern Union- has invested capital in MGE to
assure that the Company could meet ifs obligations 1o ifs customers and
service areq. Because ifs efforts have resulted in material improvements in
these regards, MGE now believes that it has achieved a level of service
which meets or exceeds customer expectations.

How does the risk profile and the return as it relates 1o that risk profile impact
Southem Union’s assignment capital 1o MGE?

In addition fo its responsibility fo provide sofe and reliable service 1o ifs
customers, Southern Union has a fiduciary responsibility to ifs investors. That
fiduciary responsibility requires that Southern Union appropriately invest the
capital which is enfrusted to if. If Southern Union does not fake info
consideration the level of risk and the probable refurns related 1o invesiment

in MGE and the appropricteness of the relatfionship between the risk and

14
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return of further investment in the Company, Southerm Union is not meeting its
fiduciary duties and responsibifities. Conseguently, MGE must produce a
return which is reasonable in light of the risk associated with the Company in
order for Southern Union to successtully invest capital in it.

Do you believe that MGE requires or is entitled 1o special consideration for ifs
accomplishments in meeting service objectives for its customers in the past
several years?

Yes | do. MGE has “taken care of business.” MGE, as shown in the direct
festimony of MGE withess Carltfon A. Ricketts, has provided high quality
service and met what it believes to be its customaers’ expectations. It has
done so af a significant cost fo ifs investors, including continuing to make
investments when an adeguate return was not being produced by the
Missouri-regulated rates of the company. Furthermore, MGE and Southern
Union have maintained their business activities and their expansions in areas
where they were knowledgeable and capable,

How is the cost of capital determined?

The cost of a component of capital is an opportunity cost, It is the amount of
refurn or income foregone by the investor selecting or choosing one
investrment as compared fo the next best investment alternative,

The idea behind the concept is the redlity of limited resources

“including fimited capital. Whenever a scarce resource, such as capital, is

15
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committed to a specific investment, the same resource cannot be used for
some other activity and cannot generate the profits which would have been
associated with that other activity. To make the commitment, the activity
which ultimately receives (or attracts) the investment must atfract it away
from the alternafives, and must earn at a competitive risk-adjusted level.

Investment Risk

How do the investors make investment decisions?
Investors choose individual investments from the wide variety of investment
alternatives available fo produce a combination of the highest possibie
return with the lowest possible risk. These alternatives range from very low risk
1o very high risk along what is usually calied a “risk spectrum.” Most investors
focus on asegment of the spectrum. The individuat choice of investment risk
level is mostly determined by the investors' risk tolerance. The individual
investor’'s risk category causes investors to select investrments which are
"comfortable” and generally of similar risk levels. For convenience, we will
call all of the investments of similar risk a risk cafegory. Further, a risk
category narrowly defined is generally comprised of a single industry, or at
least closely related investmenis.

Within a risk category, investors rank alterndatives by estimating the risk
of each investment and ifs related return potential. Investors rank these risk-

return pairs with the best combination of risk and return avaiiable af the top

16
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of. the list or the most desirable investment, The bestinvestment in this context
is the combination of the lowest risk and highest return available within the
risk class.

At any fime, there are usually a number of investments which are
similar but there are always slight differences in both risk and return -- either
real or perceived by investors. It is within this group of hear alternatives that
the opportunity cost for a similar investment will be found.

How does the current market environment for common sfock impact investor
thinking? |

Many investors were badly hurt by the bear market of the past two years,
While the market has begun to improve, investors are uncertain if that
improvement is a “false start” or the beginning of a new and improved
market environment. In either case, many investors remain on the side line
and are waiting 1o see if the current market improvement is for real. These
investors must be attracted back to the market. Other investors, many of
whom are now actively investing, are sfili concerned and jittery and ready to
leave the market for individual securities almost on a moment’s notice.
Has the bear market affected the public ufility industry?

The public utility industry has had ifs own set of problems associated with
“deregulation” and diversification. Generally, the divetsification efforts of the

utifity industry can be considered a failure. Very few companies confined

17
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Q.

A,

Q.

time"?

A,

Théir diversification efforfs 10 areas where the management of the
companies had expertise and were successful. This set of circurmnstances has
caused all utilities, whethear or not they were successful or tended 1o business,
fo be "suspect” because of the actions of a few,

What are the implications for MGE?

At aminimum, fo be an atfractive investment alternative and to have access
to the capital needed to meet customer demands, it is necessary for MGE to
have risk-return characteristics ranking among the investment grade choices
within the appropriate risk category. That risk is utility distribution risk plus or
minus the specific risk effects of the MGE operations.

Does the level of risk associated with a particular investment change through

Yes, it does. Changes in risk levels are usudHy precipifated by the overall
increase or decrease in riskiness in the industry or specific changes in the
company or its operations, a change in the company's equity ratio, or some
other specific change such as ill-advised diversification into non-regulated
activities.

Externdal change such as the emergence of inflafion also changes risk
levels buf these changes are either industry-wide or across the entire
econhomy. Inmy opinion, current events in the utility and the energy markets

are risk increasing for gas distribution companies.

18
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th’r events in utility industry and in energy markets are risk increasing for gas
distribution companies?

Anything which causes the public perception of utiiities o erode tends to be
risk increasing. In the recent past, some utiliies have been involved in
unsuccessful diversifications info non-regulated activities, a number of energy
market scandals, and most recently a mechanical failure which caused
wide-spread blackouts acrass the northeast United States. These events have
caused both outrage by invesfors and concern by consumers, and dre
genuinely risk increasing to all utilities.

Insofar as energy markets themselves are concerned, there is & wide-
spread, popular opinion that there is a shortage of energy, particular fossil
fuels such as oil and natural gas, and that increases in the price of gasoline
reflect some combinc:ﬂorj of gouging and shortage and increases in the
price of natural gas reflect some level of shortfage. These perceptions,
whether real orimagined, are risk increasing for energy companies, including
natural gas distribution companies.

Has Southern Union been involved in either questionable energy trading
practices or unsuccessful diversification intfo non-regulated activities?

No. Southern Union has not been involved in or accused of any improprieties
in any way. Furthermore, Southem Union has not been involved in any

unsuccessful diversification efforts info non-regulated activities.

19
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time?

A.

Do investors-change risk categories or their portfolios’ risk level from fime to

Yes they do. Aslindicated, investors tend to focus on a specific area of the
risk specirum. However, from fime to fime, the opportunities, promises and
potential rewards of investing in higher risk areas sometimes become so great
fhat even conservative investors move into high-risk categories. Conversely,
fear of losses causes investors 1o become more risk adverse. | should point
out, however, that this type of movement is generdlly confined to individual
investors as large institutional investors tend to s’réy fully invested using @
specific style and risk profile for long periods of time.

Determination of the Components of Capital and Their Costs

Why are different types of capital used in financing a company?

Different types of capital have different costs. Using the right blend of capital
will aftract the needed capital at the most reasonable overall cost,

Why do different types of capital have different costs?

Because the terms and conditions of the investment for each of the different
types of capital make the risk for each type of capital different, Forexample,
the lowest cost, lowest risk permanent capital is long-term debt. It is the
lowest cost, lowest risk because it has a fixed level of annual income, first
claim on income each year, substantial remedies if the interest is not paid

when due, and first claim on assets in the event of a wind-up of the

20
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eh’rerprise. -The capital commitment is also for g fixed term with full
repayment promised at the end of the term. Finally, almost none of the risk
of the business is carried by the debt capifal but rather concentrated in the
equity investment, Thus, the equity investment directly impacts the risk of the
debt investment.

How does the risk of the operation get concentrated in the equity portion of
fhe capifal?

Business risk such as changes in demand and changes in weather cause net
operating income or eamings for all capital to vary from year to year and
sometimes to drop significantly. Regardless of the actual net operating
income of the business during the year, the debt portion of the capital
sfructure normally receives its in’reresf payment. Consequently, ali of the
impact of the shortfall is absorbed by the equity investor, This means that the
business activities of a company which transiate into changes in earnings do
not impact the debt investment which helps to support the utility assets. This
means all of the risk of a company - short of extreme jecpardy - are borne by
equity investors.

How are the costs of the different types of capital determined?

All capital costs are determined by measuring investor requirements, There
are differences, however, in the methods used 1o measure investor

requirea'fhen’rs. The cost of debt is usually set for the ferm of the issue when the
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borrowing agreement ismade. This makes the cost of debt defermination a
matter of calculation,

The cost of equity is quite different. The cost of equity is not a
contractual cost. It is an expectational cost, Investors have expectations
concerning risk and refurn and develop *capital cost” estimatfes on the basls
of those expectations. These capifal cost estimates are then used as the
basis for iﬁvestmen‘rs. Although these expectations change from fime fo
fime, the cost of capital can be estimated by evatuating the éurren’r actions
of investors and evaluating the costs of the similar atternatives. Thisisdoneto
determine current investor expectations and retum requirerents,

With this background, how did you defermine the cost of capital for MGE?
MGE uses debt and equity capital to permanently finance facilities, The cost
of each typs of capital is different. It is the weighted average cost of all
types of permanent capital used which must be determined. As aresulf, the
first step is fo determine the capital sfructure or mix of capital used to finance
the facilifies. The next step is to determine the cost of each fype of capital.

The final step is to calculate the average cost of the total capital employed.
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Capital Structure

Please describe the capitdl structure which you have used in the calculation
of rate of return for MGE,

| have calculated the rate of return using the pro-forma June 30, 2003
Southern Union capital structure exclusive of Panhandie Eastern Pipe Line.
The structure consists of 46.13% long-term debt, 10.53% preferred equity
securities, and 43.34% common equity.

What pro-forma adjustments did you make 1o the capital structure?

The Company has refinanced ifs 9.925% preferred stock wiﬂ% a new series of
preferred stock at 7.758%. | removed the exisfing 9.925% preferred stock from
the capital structure and replaced it with the new 7.75%issue. 1 also reduced
the amount of the term loan by $130 Million, the amount of the new
preferred issue used 1o reduce thaf ferm ioan.

What was the effect of this transaction or series of pro-forma adjustments on
the equity ratio?

It had only a de-minimus impact on the ratio reducing it by 6 basis
points.

Why did you exclude Panhandle Eastern Pipeline ("Panhandie”) from the
capital structure you used?

Panhandie operafes a line of business separate from the distribution

operations of Southern Union, in the form of G sepbro’re corporation with
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seborotely issued and rated debt securities. Therefore, it would not be
appropriate to inciude Panhandie in developing a cost of capital for MGE.
My recommendation is independent of Panhandie and the acgquisition of
that entity by Southern Union.

In this regard, has there been any impact on the cost of capital for MGE
resulting from the Panhandle acquisition?

Not to my. knowledge. Furthermore, consistent with my approach, my
analysis separated or insulated the MGE activities from Panhandle so there
could be no impoCT on MGE’s cost of capital in any event. My work focused
completely on MGE and does not consider factors associated with the
Panhandle transaction. In other words, the reguested cost of capital for
MGE in this case is based on factors which ignore the Panhandie fransaction.
Did you test the reasonabieness of the capital sfructure you used?

Yes | did. | tested it by examining the capital structures of my proxy
companies as compdaraed to my pro-forma capital structure,

Please explain your analysis.

For my determination of the cost of common equity, | have selected a group

of natural gas distribution companigs followed by the Value Lineg investment

Service, These companies are essentially non-diversified natural gas
distribution companies and an analysis of these companies to determine the

appropriateness of the capital structure of Scuthemn Union or the cost of
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common equity for MGE is usually called either a proxy analysis or a “pure
play” analysis. Proxy analysis is a standard fechnique of financial analysis. In
such an analysis, a group of companies, the activities of which are confined
as nearly as possible 1o a single line of business, is anatyzed to defefmine the
operational and financial characteristics associated with that line of business,
Le. the capital structure, the appropriate capital ratios, and the retum
redlized oﬁd reguired. This type of analysis is very similar to the "comparative
company” analysis used in many regulatory reviews,

Please describe your proxy analysis.

As | indicated, | selected a group of natural gas distribution companies. |
infended fo use that group, first fo establish an appropriate equity ratfio, and
second 1o determine the cost of common equity. The group of utiiiies were
selected natural gas distribution companies selected from the Value Line

Investment Survey.

What is the Value Line Investrent Survey?

The Vaiue Linge Investment Survey is a respected and authoritative source of

financial, operating and security price stafistics for publicly fraded
companies. The Survey, published weekly, covers ninety-five industry groups.
It is widely used by invesfors, security analysts, and financial analysts in
developing factual analyses of publicly fraded companies, Data from the

survey has been adopted by this Commission in many cases.
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Please describe how you selected the companies which you used fo
determine the natural gas distribution utility benchmark return requirement,
| approached my selection process with the intention of using all of the

companies in the Value Line Investment Service which were classified as

"natural gas disfribution companies.” There are eighteen such companiesin

the Value Line Investiment Service. | reviewed each of the companies and

eliminc‘red three, The first company ei_imino‘red was Southern Union because
it is the enfity under consideration in this proceeding. | also eliminated
Energen because its prospects were so outstanding and becduse its acftivifies
are so different in many respects from a fypical gas disTr[buTion company
because of its natural gas production business. Finally, | eliminated SEMCO
because of uncertainty about the company’s finances and abnormal
fluctuation in the dividend vield caused by changes and expectation of
change in the dividend payout.

This process left me with fiffeen companies which is the entire
remainder of the Value Line natural gas distribution group.
Please describe the characteristics of your proxy group of fifteen companies.
The proxy companies constitute @ reasonably homogenous group of natfural
gas distribution companies. The companies reflect the characteristics of
reasonably sized, publicly fraded, well known companies which can be used

as the basis of an analysis to determine the required retum on common
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eduh‘y for a-similar non-traded natural gas distribution company such as
MGE.

What is the average equity rafio of the proxy group?

The average equily ratio of the group from Schedule JCD-2, is 46.6% taken

from Value Line Investment Survey dated September 19, 2003. | also

examined the average equity ratio of the group for the period 1993 through

2002. This data is also taken from the Value Line Investment Survey dated

September 19, 2003, and is reproduced on Schedule JCD-3,

What is Schedule JCD-2'-?

Schedule JCD-2 is an analysis of the revenue, customer account, debt ratio
and equity ratio of each of the combanies in the proxy group. The data for

the companies is taken from the Value Line Investment Survey dated

September 19, 2003.

What is Schédule JCD-3?

Schedule JCD-3 is an analysis of the equity ratio reported by Value Line for
each of the companies in the proxy group for each of the years 1993 through
2002.

What does the ten year study show?

The average equity ratio for the group has been decreasing somewhat
through time. 1n part, because of a significant change 1o the equity ratio of

UGI Corp. in 1994-1995. For the entire pericd the equity ratio has varied
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béhveen 46% and 50% and, at the present time is at the lowest level of the
10-year period.
Is it important that the equity ratic used 1o sef rates for MGE be comparable
to the equity ratio of“rhe proxy group used to determine the return on equity?
Yes, for two reasons, First, the proxy group represents g subsé’r of the gas
distribution business which is somewhat comparable to MGE. To be fruly
comporoble, MGE should have capital ratios similar 1o its industry subset,
Second, there are fwo major kinds of risks ossof;io’red with an equity
investment --financial risk and business risk. Since MGE is comparable but not
identical to the proxy group, it is necessary fo use the proxy group to establish
a benchmark return for the industry subset and then adjust that return to the
risk profile of MGE. Since the capita!l ratios of MGE are lower than the proxy
group, the total adjustment necessary from the benchrmark fo the specifics of
MGE will be larger by virfue of the fact that there is o meaningfu! difference
in financial risk between MGE and the proxy group.
As | understand what you just said, are you implying that a hypothetical
caplfal sfructure equal to the industry average might be the best solution?
Yes, 1o the extent that a subject company’s capital structure differs from the
industry average capital structure or the group of companies used in
defermining the return on equity for an individua! company, an adjustiment is

necessary. The larger the difference, the larger the adjustment, If the capital
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sfructure is made fo equal the industry average capital structure, then no
adjustment is necessary for financial risk.

Would this be the use of a hypothetical capital sfructure equal fo the industry
average?

Yes, it would be.

Would the use of such a capital structure be consistent with the appropriate
theory of regulafory rate defermination?

It would., The basic presumption of the regulatory process is that it will,
through time, produce results similar fo the competitive market ij)?CICG, Ina
competitive market place, all producers assuming the same level of
operational efficiency and capital productivity will produce the same
perceniage of revenue 1o net operating income. In other words, their rafe of
return will be the same. This means that fo the extent the capital structure
varies for a competitive company from the average, a difference will be
realized in return on equity. This exactly complies with the theory of finance
and our current understanding of financiail risk.

What does that mean in the regulatory context?

To the extent that a company which is reguiated has a lower equity ratio
than typical for its type of company, it must earn a higher equity return, To

the extent that it has a higher equity rafio, it should eam a lower refurn on
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equity. In all cases, the company would earn the same rate of return os
other comparable companies in the industry.

Are there modifications 1o this which are necessary for the regulatory modei?
Yes. As a matter of fairness, the regulatory model needs 1o be modified fo
reflect the fact that companies’ financing requirements which follow their
growth requirements occur at different poinfs in fime and hence companies
have different capital costs based primarily on the cost incurred for long-
term debt. That, however, is a matter of calculation and the use of @
different cost of Iong—fem-w debt in determining the rafe of return does not
affect the calculation or adjusiment to the cost of common equity based
upon the difference in financial risk between a subject company and an
industry average equity rafio.

This discussion notwithstanding, | cannot emphasize enough the
importance of an appropriate risk adjustment to reflect the financial risk of
MGE which is higher than the financial risk of the comparative companies or
proxy group., MGE has a lower equity ratio and conseguently deserves a
higher return on equity. If it is decided that such an adjustment is not
appropriate, then the only proper and appropriate methodology which
remains is to adjust the capital ratios so that the equity ratio of MGE for rate-

making purposes equals the industry equity ratio.
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Cost of Long Term Debt

What is the cost of MGE's long term debt?

The MGE cost of long term debt for the test year is 7.348%. The cost of long
term debt i85 based on Southemn Union debt costs for the distribution
operations.

Cost of Common Eguity

What procedure did you use 1o calculate the cost of common equity for
MGE for purposes of this case?

i used the Discounted Cash Fow ('DCF") model to make my inifial
calculations and establish a benchmark, indusiry cost of capital, The DCF
model is a well accepted tool of financial analysis which has been tested
repeatedly over many years of application by this Commission and many
others. After the DCF calculations were completed, | used that data and
judgment in finalizihg my recommendations.

What is the conceptual basis of the DCF model?

The DCF modelis based oh the Ctssump’rlion that investors value and commit
fo investments based upon the future stream of incorme which is expected 1o
be produced by the invesiments. Therefore, if the future stream of income
can be quantified, the investor discount rate can be estimated by the price
which the investor sets on the investment since the price set is the investors'

discounted value of the future stream of income.,
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Please summarize the steps you took in your DCF analysis.
Using the DCF model, | determined the cost of equity for a proxy group of

natural gas distribution companies selected from the Value Ling Investment

Survey. This became an unadjusted natural gas distribution return on equity
requirement. | then compared the level of MGE risk to the risk of the pure
play or proxy group to establish the relative risk vis-a-vis the proxy group.
Based upén this analysis and my assessment of the near term future, |
estimated the risk-adjusted cost of equity for MGE.

The Theory of the DCF Model

Before discussing the schedules which examine the data used in Th_i_s analysis,
would you please describe the DCF approach?

The Commission is very familiar with the DCF model, so | will present only a
brief ouﬂine of the foundations of the model. The primary premise of the DCF
model is that the value of an eqguity security, i.e. a share of common stock,
can be defined as the present value of the expected future stream of
income, hence its association with discounted cash flow.

The model can be understood by considering the procedure for
valuing a stream of payments. Under cerfain circumstances, the value of g
strearn of payments can be determined by dividing the stream of payments
by a required return or discount factor. For example, if the stream of

payments is $10 per year and the required return or disEounT rate is 10
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percent, the value of the stream of payments is $100. This can be stafed

mathematically as:

D $10
V = K or v = 10% = $100
Return
or Value = Discount Rate

This calculation of value gssumed that the dividend or payment rate and the
discount rate were known. The eqguation was then solved for value. If the
value (price) and dividend rate are known, the equation can be solved for

the required return as follows:

D 810

For Vaiue V = K = 10% = $100
D $10

For Return K = V = $100 = 10%

To convert the formula to value stocks, the growth in the stream of payments

must be added to the formula. In the context of a common equity

investrment, growth in overall value as caused by retention of earnings.
incorporating growth info the formula and solving for the cost of

common equlity, the basic discounted cash flow formula is:

Dy
K = Po + @
or Returmn = Dividend (first vear of ownership) + growth in
Price (Today) dividends
Where:

Dy = Dividends per share end of the first year of ownership

Po = Price per share in the present time period

g = The rate of growth of commeon stock dividends per share
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Finally, the formula is adjusted 1o incorporate the effect of flotation
(new issuance) cost and pre-offering pressure into the analysis,  This is
accomplished by increasing the dividend yield compconent of the return by

one minus the flotation expense or:

Where:!
f=Cost of issuance and pre-offering pressure

Impact of indusiry Change on the DCF Analysis

Will dividends play their prior prominent role in the DCF model as the natural
gas distribution ufility industry changes?

No. Dividends are used in the formula to capture and measure a part of the
return recelved by investors. For utilities, ’rhis has historically been a very large
part of the total return. Now and in the future, however, dividends are
becoming less important and as dividends become less important, growthin
dividends and parficularly regular increases in dividends will be replaced by
overail growth in earnings as a significant component of the DCF calculation.
This means that the bast measure of future growth is not the pure growth in
dividends, but rather the growth in the company overall, parficularly
eamings.

Please explain more about the changing role of dividends for ufilities.
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Historically, utilifies paid out a large portion of eamings in the form of
dividends and, to meet capital requirements, issued new capital on a very
frequent basis. However, primarily in response to competifion, investor
demands and increased tax awareness, gas distrioution utilities have stated,
and analysis have begun o assume, that dividénd growth will be lower in
the future so that companies can retain more of their earnings and
consequeh’rly grow more rapidly with fewer new issues of debt and equity.
One such example of analysts assuming the existence of this frend and its
impact is contained in the March 24, 2000 discussion of the nc:‘rurol-gos

distribution industry in the Vaiue Line Investment Service, which states that:

“Cautious management will probably maintain siow dividend growth of 1 to
3% per year to bring the corporate payout ratio below 70%.”

Is there evidence which demonstrates that the paftern of increasing
dividends for the naturat gas distribution industry has changed?

Yes. As we will see as we analyze the growth and dividends, earnings and
book value over different periods of fime, the growth in the dividend has
declined through time and has been replaced by greater growth in
eamnings. | believe the evidence which we will review is conciusive and
leaves liftle doubt as fo the specific approach which has been employed
with respect o growth in nafural gas distribution company dividends.

Does this involve significant changes in the application of the DCF formula?
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Nd. It only involves recognizing that growth in earmings will be the primary
driver of investor return rather than growth in dividends as has historically
been the case.

There has been a recent change in the tax rate on dividends. It has been
said that this is very advantageous to individual investors. Wili this change the
policy of utilities with respect to increases in the dividend?

[t may, but [ expect that any change would not be significant nor would it be
reflected in the very near fu’rure.

Why?

Utilities already pay a substantial portion of their earnings to investors in the
form of dividends. Certainly ufilities have recognized the fact that the
payment of exfraordinarily high dividends is nof financially heaithy.
Consequently, | doubt if any utility management or board of directors would
want fo return to the extremely high payout procedures of the past.
However, it may well be when the dividend payout ratio of utilifies is reduced
fo more normal levels as compared to other companies, that growth in
dividends of a somewhat higher rate will be resumed. Reflecting such a
change in future calculations of the cost of capital using the discounted
cash flow model should not be a problem.

Has there been consolidation and mergers in the natural gas distribution

business?
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Ye-s. There has been a substantial amount of merger activity in the natural
gas distribution industry, At year end 1998, the Value Line natural gas
distribution industry contained thirty-three companies. In September, 2000,
the number was down 1o twenfy-one and foday if is eighteen.

What is the result of these market and industry changes?

Market changes and changes in the natural gas disfribution industry require a
more criﬂcdl opproocAh to analysis. As a result, the use of historic dafa must
be carefully evaluated simply because the future will be different than the
past. This means that while historic data must be used in the calculations, if
cannot be used uncritically. Furthermore, judgment must supplement the
fraditional use of historic data. | will supplement the historic data with an
analysis of earnings forecass.

Please summarize the steps your cost of equity analysis based on the DCF
techniques.

The analysis involves the calculation of each of the components of the
model. This requires first developing a reasonable estimate of investor growth
expectations, the available dividend yield and the cost of flotation and pre-

offering pressure. The elements are then combined as indicated in the

model.

Determination of Growth Rate

Piease describe your determination of the growth rote.
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My determination of the growth rate is designed to parallel an investor's
analysis, To accomplish this, | have based my analysis on dafa and reports
which are avdilable o investors to assist them in maoking investment
decisions. Investors use both historic data and market reports and forecasts
in making their decisions.

Schedule JCD-4 is an analysis of the five and ten year growth in
earnings, dividends and book value for the 15 company proxy group. The
anatysis includes a detail of the growth rate for each of the companies in
each of the three variables for both of the time periods. The data is taken

from the Value Line lnves’rmeh’r Survey dated September 19, 2003.

For the five and ten year periods, the average growth rates for the
comparative group of natural gas distribution ufilities are as follows:
MGE
Proxy Gas Utilities
Growth Rate Analysis

Growth Rate
Ten Year Five Year
Earnings per share 4.37% 7.18%
Dividends per share 2.23 2.46
Book value per share 3.46 3.36

This array of growth rates represents the historic pattern of growth for each of

the variables for all of the companies in the study, The data for the five year
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‘refm is distinctly different from the fen year data. The eamings growth rafe
has increased significantly.

Does this pattern of 5 and 10 year growth rafes reveal the difference in
dividend growth and earmings growth?

This paftern revedls the fact that ecmnings growth is much more rapid than
dividend growth for the 5-year period than for the 10-year period, and that
earnings grow‘rh is increasing through time. Dividends growth is about the
same for the 5 and 10-year periods.

if a simitar analysis was perfor_med using older dataq, it would be

obvious that the dividend per share growth was higher in the past than it is
currently.

How are the growth rafes in earnings, dividends and book value related?
Historically, utility investors were primarily inferested in dividends. n the future,
this will change o emphasis on growth in the value of stock which today is
driven by growth in earnings. Growth in dividends is driven by growth in
eamings, but growth in value is also driven by growth in earnings. In this
context, growth in value is the same as growth in share price and today it is
most directly related fo growth in earnings. Inthe past, this suggested, other
things being equal, that all three variapbles must move in fandem over the
long term. Now dividend growth will be replaced by earnings growth asthe

stock price driver, as is the case for many if not maost non-utility companies.

39



10

11

12

13

14

15

16

17

18

19

20

21

Thfs means that in the future, all variables will not move in tandem tfo the
same extent as in the past. Accordingly, a simple average of growth rates is
no longer appropriate since investors will focus on growth in earnings.

Is it reasonable o remove selected observations from the group even if
doing so would increase the average growth rate?

Yes. That cerfainly is what invesfors do. In selecting a group of companies fo
sefa s‘rondord for personal investment, investors would prune the boftom of
the group (the under-performers) and select an investiment from the best.
There is no requirernent that the investor buy the average and certainly no
requirement that an investor buy an "average" depressed by a few "bad"
Observations or poorly operating companies. In fact, in every case, the
investor works to buy the best from every group., However, this is a pure play
analysis and it is not necessary to prune the group because a risk adjustment
will be made after the pure play sfudies are complete. It is, however,
appropriate to eliminate negatives and zeros when calculating the averages
and | have done so.

Please explain in somewhat maore detail how an investor would approach
this problem of selecting a security?

An investor would likely perform an analysis similar to that contained on
Schedule JCD-4 and the other analyses which will follow. However, the

investor would only use that particular analysis to establish an industry
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sTdndord. From within that industry group, the investor would make an effort
10 select the best possible investment from the group.

Of course, this may not apply 1o instifutional investors which would
likely take a position within a group which would encompass some
investment in virfually every member of the group except for what would
likely be the poorest performers in the group.

Did you db any further growth rate analysis of the group?

Yes, | did. | examined the Value Line forecast growth of earnings, dividends
and book value for each of the companies in the proxy group. The results of
that analysis are confained on Schedule JCD-5, which details the forecast
earnings, dividend and book value growih for each of the companies as

forecast by Value Line in the Value Lline Investment Survey dated

September 19, 2003.
How does this forecast growth compare to the historic growth?
The forecast growth in eamings is about the same as the 5-year historic
growth and earnings. The S-year historic growth and earnings is 7.18% and
the forecast growth is 6.93%.

The dividend growth is somewhat different. The historic 5-yeor
dividend growth is 2.46% and the forecast &-year dividend growth is 1.85%.
Book value growth is also somewhat different, with Value Line expecting an

increase in the book value growth rate. Thisis a logical consequence of the
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higher level of earnings growth coupled with the lower level of dividend
growth,

Did you do any further growth rate analysis with the same group of
companies? |

| examined the growth in earnings, dividends and book value per share for
each of the companies for the period 1993 to 2002, Scheduie JCD-6
confains oh anadlysis of the earmnings per share by each of the companies for
each of the years from 1993 fo 2002, and the caicuiation of an average of
The one-year growth rates for the period 1993 ’}o 2002.

| Schedule JCD-7 is a paralle!l analysis f)f growth in dividends for the
comparative companies. Schedule JCD-8 contains the same type of
analysis of book value per share for the proxy companies.

The calculation used in Schedules JCD-5, JCD-6 and JCD-7 is an
additional method (in addifion to the calculation used in Schedule JCD-3
which is the Value Line method) o eliminate the effect of single year
influences by averaging the results of each growth pair in the period to
determine the period average.

Have you considered any other growth rate data?
Yes | did. | examined analyst’s opinions and reported estimates of future
growth for individual companies accumulated by Thomson Financial

Network. Many investors use such forecasts and they are widely distributed
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oh news programming concerning the stock market, The Thomson report
accumulates growth and earnings forecasts from independent investment
analysts based on the andlysts review of individual companies and individual
industries.

For the individual companies in my proxy analysis, the expected
growth ranges from a low of 2% to a high of 6%. The individual estimates "
have been made by several analysts. The long term growth forecasts for the
individual companies are as follows:

| Thomson Financial

Expected Growth Rate
Next Five Years

Average
Expected
Company Growth
AGL Resources 5.5%
Atmos Energy 6.0
Cascade Natural 4.0
Keyspan 6.0
Laclede Gas 4.0
New Jersey Resources 6.5
NICOR 4.5
Northwest Natural 50
NUI 2.0
Peoples 50
Piedmont 5.0
South Jersey 4.0
Southwest Gas 55
UGl Corp. 6.0
WGL Holdings 4.0
Average 4.9%
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Wﬁof concIQsion did you reach as a result of this analysis of historic growth in
dividends, earmnings and book vaiue per share?

Earnings growth rates are increasing. The historic five year earnings growth
rate for the proxy companies is clearly higher than the historic ten year
earnings growth rate for the same companies. This means that the increase,
if displayed graphically, would be frending upward and 1o the right.

Forécosf earnings growth is comparable to the five year (higher) rate
by the Value Line forecast. The analyst growth forecast at 4.9% is the lowest
rofe. The analysis growth forecast for the indﬁs’rry is 6.4%.

In contrast fo the increasing growth in earnings. the rate of growth in
dividends is slowing. This is 10 be expected In light of the dividend policy‘
which has been enunciated by managements and repeated by analysts
and which states that dividends will be increased more slowly in the future
than in the past. This leads to an increase in retained earnings and an
acceleration in earnings growth. In this case, the facts and data actually
correspond 1o the policy statements and analysts” comments on the industry.
What do you conclude is a reasonable growth expectation for the future?
Based on the fact that the rates of growth are frending up and some
forecasts are for much higher growth in eamings, | believe a reasonable
investor growth expectation for a smatler natural gas distribution company

such as MGE is atf least 6%, parficularly in light of the fact thaf MGE has been
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uhder—performing earmings- wise over the past decade. This is liower than the
industry forecast rate by Value Line, and lower than the |ast five year growth,
You said for a smaller company. 1s MGE a small company as compared to
the proxy group?

Yes. MGE's gas sales revenues for fiscal year end June 30, 2003 were
$495.0 Million. The average proxy group revenue reporfed by Value Line was

$1.45 Billion as shown on Scheduie JCD-2.

Determination of Dividend Yield C@’—_

Please describe your analysis of dividend yield. 7
The first step in my analysis of dividend yield is contained on Schedule JCD)E/
This schedule details the actual dividends paid by each of the 11 proxy

companies for the \)éors 1993 through 2002.

This information shows consistency of payment for the group although
some of the companies in some of the years modified (.e.. reduced)
dividend payments. It also revedls sfeady growth in the dividends of the
proxy group for the period 1995 to 2002,

The next step in the dividend yield analysis is @ review of the historic

dividend vield calculated from Reuters News Service and the forecasted

dividend yield from the Value Line investment Survey. The data for that

analysis is contained on Schedule JCD-10.

Please describe the analysis which is ccSh’rc:ined on Schedule JCD-10.,
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Schedule JCD-10 contains g calculation of the ahividend vield from the Value

Line Investment Survey, at June 20, 2003 and at September 19, 2003,

Schedule JCD-10 also contains the calculafion of dividend yield made from

data from Reuters on September 19, 2003.

The Reuters dividend vields are calculated by dividing the reported

annualized dividend by the reported price. The dividend yield for each
company ds calculated by Value Line based upon the dividend currently
being paid plus a Value Line es’rimlafed incregse in the dividend based upon
the historic patiern of dividend payments and dividend increases for that
company,

What are the resuilts of this dividend yield analysis?

The primary result is the indication that dividend yield is increasing on ¢

regular basis through time. The dividend yield array by date is as follows:

Value Line 6-20-03 4.51%
Value Line ¢-19-03 4.55%
Reufers 9-19-03 4.51%

The dividend yield is fluctuating only slightly at 4.5%.

Have you included any older dividend yield data in your analysis?

I have not. The older dividend yield data has fittle value in determining the
current return on equity requirement, The effort in the DCF analysis is to
determine alonger term or secular growth rate using historic data as a spring

board. Current dividends and current dividend yields are combined with
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that longer term growth rate 1o produce the current and upcoming cost of
equity. Combining older dividend yields would mismaich the process and
produce a cost of Commoﬁ equity for some other point in fime. This is
because the investor knows what they require for refurn and after
determining the growth rate over which they have no control, they
collectively move the sfock price 1o produce a yield which, when combined
with the sféck price, meefs their return requirements,

Affer consideration of this dafta, what did you conclude is the appropriate
dividend vield for the proxy group DCF cost of equity?

| concluded that the appropriate vield to include in my DCF calculation was
4.5%. The currentyield reflects the probability that additional retums are now
expected by investors 1o be in the form of capital gains rather than faxable
cash income. This is at the very botiom of the recent range of yields for the
group. |

Is an adjustment to the reported yield necessary fo reflect the increase in
dividend which will fake place during the next 12 months?

Yes. Such an adjustment is necessary. The adjustment is usually made by

using the following form of the DCF model.
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Do (1 + )
K = — 4+
Po
Where:
Do =  Dividend current period
g = Growthrate
Po =  Price current period

In this calculation, the current dividend was fradifionally multiplied times one
plus all or a part of the historic growth rate and then divided by the current
market price. This calculation assumes future growth in the dividend. Since
the growth in dividend has been de-emphasized and replaced with growth
in value, the fraditional calcutation is not as large os-in the past. Nonetheless,
there will be future growth in dividends and that future growth must be
reflected in the calculation. As a result, | have used 2 percent to make this
calculation in the DCF estimate of refurn on eguity to reflect the increase in
dividend that will take place during the first year of ownership.

Why is it necessary to reflect an increase in dividends during the first year of
ownership?

The return on equity which is being established in a rate proceeding is first &
return for the long term investor, nof the day frader, and secondly, it is a
return which fooks forward for a reasonable period of time. Looking forward,
an investor making a commitment today would assume that the
components of return 1o be eamed by that investment would include not

only the current dividend paid in dollars but also any increase in that
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dividend paid in doliars during the first year of ownership. To ignore
reasonably certain increases in dividend which are expected by investors
evaluating securities is simply 1o err and deliberately understate the returm on
eguity requirement. |

Did you make this calculation?

Yes. The dividend vieid in my caiculation is 4.5%. This rate was adjusted 2
percent. This produced an expected dividend yield of 4.6 % (4.5% x 1.020%).
Please describe the adjustment for pre-offering pressure and expense.,
Hotation costs and price pressures result from the sale of equity. The effect
should be reflected in the cost of common equity. Such an adjustment is

frequently based on a study contained in Public Utilities Forinightly by Borun

and Malley which indicates the average flotation cost of the common stock
issued is 5.5 percent. With this adjustment, the calculated dividend yield
component of the cost of equity should be increased 0 4.9% (4.6% + 94.5%).
Is such an adjustment based on the actual anticipation of the sale of new
common equity?

Itis. | have been advised that Southern Union is committed fo maintaining
investment grade securities. To do so may require equity sales af some time
in the future.

Will MGE benefit directly from such an offering?

Yes it will
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Benchmark Cost of Common Equity

Based upon your analysis of the dividend growth rafe and your calculation of
the dividend yield, what do you conclude is the discounted cash flow cost of
common equity for the comparative group?

The calculated dividend yield is in the range of 4,56%. The adjusted dividend
yield is 4.9%. My analysis of minimum growth indicates a growth rate of at
least 6.0 %.' The growth rate could be as high as 7.0%, approximately the five
year historic average and the Value Line forecast.

Combining the dividend yield with the dividend growth rafe indicates
the discounted cash flow estimate for the bare bones cost of common
equity is 10.9% for the proxy group. A higher level of return af 11.9% is also
indicated. The range is calculated as follows:

Proxy Companies
Return on Equity Requirements

Dividend vield 4.9% 4.9%
Growih 6.0 7.0
Total 10.9% 11.9%

Do market conditions require consideration of any other factors?

Yes. The rates which will be estabiished as a result of this procedure will go
into effect sometime during 2004 and be effective for subsequent periods.
is very imporant that the rates be established anticipating the facts which

will be in effect during the time that the rates will be in effect. Itis reasonabie
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fo anficipate that the cost of equity will be increasing from ifs current iower
levels to higher levels during the period these rates will be in effect. Thisleads
me 1o believe that a higher return than that indicated by the raw DCF
calculation is appropriate because the probability of a worsening of equity
market conditions for utilities (.e. rising interest rates) increases each day.
Based upon this analysis, what do you conclude is the equity cost for the
proxy segment of the natural gas distribution company?

| believe that a realized return on equity in the range of 10.9% to 11.9% is the
minimum level which would be appropriate to _incorporoTe info a cost of
service determination for the natural gas company which is equal in risk to
the average of the group.

How does the cost of eguity which you have established for the proxy group
compare fo the historic returns on equity produced by the proxy group for
the past 10 years?

Schedule JCD-9 is an analysis of the return on equity actually achieved by
the proxy group for the period 1993 through 2002, For most of the years
during that period of analysis, 7 out of 10, the proxy group produced an
average return of over 11%. Fortwo of the years, the proxy group produced
an average retumn of over 12%. The return on equity which | have

determined for the proxy group is foward the lower segment of the pattern of
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returns produced by the group historically. The detail of this data is shown on
Schedule JCD-9.

Recent Rate Decisions

Are rate decisions regarding gas local distribution companies by other
reguiatory jurisdictions relevant to the Commission’s responsibilities in this
proceeding?

Yes. As g stock publicly fraded on the New York Stock Exchange, Southemn
Union competes for capital in a national market. Consequently, the
investment community is generally aware of authorized returns and make
investment decisions, investiment recommendations and financing
transactions on the basis of this information, among other things.

Do you have any information regarding returns authorized recently by state
commissions for gas utilities?

Yes. The following chart shows summary information pertaining to rate
decisions made each year since 1998;

Common Equity as

Year ROR ROE % of Cap. Structure
1998 9.436% 11.51% 42.50%
1999 8.86 10.66 49.06
2000 2.33 11.39 48.5Q
2001 8.51 10.95 43.96
2002 8.80 11.03 48.29
2003* Q.02 11.37 50.53
(*Year to Date)
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Risk Adjustiment for MGE

Should the cost of equity for the proxy group be adjusted in any way for the
specifics of MGE?

Yes. The cost of equity of the proxy group is based on the average risk of that
group. That cost of equity must be adjusted to reflect the risk differences for
MGE as compared fo the proxy group used in making this determination.
How should that adjustment be made?

To make this risk adjustment, | examined the risk characterisfics of MGE's
nafural gas distribution  utility operations as compared to the proxy
companies used in the DCF analysis. | also made calculations of statistical
risk measures. | concluded, as a result, that MGE is significantly maore risky
than the average of the proxy group as the result of several factors including
the smaller size of MGE, the regulatory risks experienced by MGE, and the
significantly greater volatility of its earnings (at least in part as a result of
greater financial risk). In reaching this conclusion, | was also influenced by
the now substantial body of research on small company risk which states that
all other things equal, small companies are more risky than larger companies.

MGE Specific Risk

How does MGE compare in size to the proxy group?
MGE Is significantly smalier than the average of the proxy group. The

average revenue for companies in the proxy group is shown on Schedule
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JCD-2. The companies average 983,131 custormers, and an annual revenue
of §1,448,780,000. MGE’s Fiscal 2003 revenue is $495.0 Million.

What is the nature of the research which indicates that smaller companies
have greater risk than larger companies.

Ibbotson & Associates is @ major provider of market data which is widely
used in corporate financial analysis, both within corporafions and within the
financial ihdusfw.

Beginning in 1995, ibbofson Research, a division of [bbofson &
Associates, funded through grants, research on ﬂf;e capital asset pricing
model and the use of befa. Betais a dominant variable in the capital asset
pricing model and is a measure of relative volatility. It is considered in this
context an overall measure of risk. Those initial sfudies indicated strafification
in the level of beta based on size.

Subsequently, Ibbotson Research funded addifional research into the
impact of size on the cost of capital. Several articles which are maintained
on the lbbotson & Associates web site report on this research. Among those
articles are: Roger G. Ibbotson, Ph.D., Paul D. Kapian, Ph.D., CFF and James

D. Peterson, Ph.D., Estimotes of Small Stock Befas Are Much Too Low,

Published in Journal of Portfolio Management, Summer 1997; Michael Annin,

CFA, FEAMA-French and Small Company Cost of Equity Calculations, March

1907 Business Valuation Review: Michael Annin, CFA and Dominic
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Falaschetti, CFA, s There Siill A Size Premium, published in Winter 1998 CPA
Expert; Michael Annin, CFA and Dominic Falaschetti, CFA, Equity Risk

Premium Still Produces Debate, January-February 1998 Issue of Valuation

Strategies.

in addition to this research, there is a substantial body of research
which appears in the Journal of Portfolic Management and, 1o a lesser
extent, in the Financial Analyst Journal which supports the existence of a
small company market premium, which means that small companies have a
higher earnings level requirement than larger companies. All other things
equal, this means that the smaller companies have more risk and a greater
refurn requirement.
What is the interest of Ibbotson & Associates in supporfing research into the
capital asset pricing model and related issues?
The company provides data used in economic and financial analysis. The
company is academically based and was founded by individuals which
recognized early in the development of the capital asset pricing model that
reliable commercial sources of certain types of economic and financial data
would be required to facilitate research into financial matters including
research into the capital asset pricing model. This led to the founding of

Ibbotson & Associates and their funding of continued academic research.
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WHGT are the specific business risks faced by MGE in providing gas service fo
its service areas in the State of Missouri?
MGE experiences a full range of business or operating risks. First, there is a risk
that sales will be different than the expected level and. thus, earnings will
also be different. This could happen because of changes in business
conditions, fluctuations in the number of uliimate customers, variations in
ultimate c.us’romer usage pafterns, price competition from other types of
energy and changes in weather. These risk factors are embedded in the
business and fend to be reflected in the patterns of income over long
periods of fime. For these factors, past can be reasonably considered
prologue to the fuiure.

Second, MGE makes investments in facilities which have extremely
long book investment and useful lives. This exposes the related capital to a
number of business cycles, changes in public policy, and the effects of long-
ferm inflation. It dlso exposes the capital to the long run risk of technologicai
innovation, changing customer requirements and changing demographics.
From an investor's perspective, many things, both good and bad, can
happen during the 15 10 30 year petiod that represents the useful iife of many
natural gas distribution assets.  The problem here is magnified by the low

depreciation rates authorized for MGE which will be discussed |ater.
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Third, MGE needs large quanfities of material, capital and labor fo
supply its services. This makes it vuinerable to inflation on operating expense,
and to the availability and the price bf labor, capital and material. Since the
prices MGE charges its customers cannot be changed quickly, the impact of
inflafion and general price increases is first reflected as a decrease in
earnings. Like ofher risks, MGE fends to be exposed fo this complex of
negative fdc’rors over long periods of time. In some time frames, Iabor will be
scarce and inflation high. In others, labor abundant and inflation low and
stable. So while these risks change through fime They.’rend to always be
present.

Another critical risk element for MGE is the fact that their substantial
investment in facilities 1o serve customers is immobile. Itis fixed in place and
cannot be moved. On the other hand, a competitor, the propane industry,
has moveable and mobile assets. The competifor aiso has price advantages
from time to fime and the ability to price freely so that it can compete on a
different playing field than the one MGE must operate on. In addifion 1o
propane, there is also a pipeline bypass risk which confinues.

Aren’'t most of these risks common to the natural gas distribution business?
To a varying degree, yes. Each and every company in the natural gas
business experiences these risks 1o a greater or lesser degree. The reldative

impact of these risks will be quantified in the s’ro’riéﬁcc:l analysis which | intfend
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to perform to determine with precision the relative risk of MGE as compared
to the relative level of risk of the proxy group.

Are there any risks which are specific to MGE?

Yes, | have identified regulatory risks which are specific to MGE and which
are not shared by other companies in this proxy group.

What are those risks?

One risk arises because, as shown in the direct testimony of MGE witness
Michael R. Noack, MGE's rates developed as a result of the rate making
process hoveiconsisTenle produced actual eamings that fall short of MGE's
authorized refumn.

Second, MGE’'s depreciation rates are substanfially lower than the
average depreciatfion rates employed by the compardative companies or
proxy group of gas distribution companies. This results in artificially long
regulatory lives for MGE’s property and exposes investors to the distinct
possibility that their capital may not be recovered as a result of the ordinary
process of depreciation collected through a revenue requirement.

Statistical Risk Analysis

How does the MGE risk compare 1o the proxy group risk based on a statistical
analysis of risk?
MGE is significantly riskier than the proxy group.

Please describe the statistical analysis of risk,

58



10

11

12

13

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

Fdr a single investment opportunity, the appropriate measure of risk is the
standard deviation which captures the effect of risk of one investment as
compared to another. A standard deviation calculated on a series of
historic returns measures the variability and dispersion of those refums about
the average return, The greater the sfandard deviation, all other things
equal, the higher the risk or the less predictable or ceriain the expected
refum ossu-ming that the patfern of future refurns will be similar fo the pattern
of past refumns. This higher risk must be offset with an increase in returm.

To compensate for the fact that standard deviation is stafed in the
units being measured, i.e. retum percentage points, | converted the standard
deviation to a coefficient of variation and calculated those statistics for
MGE's rafe of retumn and for the industry average retum on capital. The
results of the calculations are as foliows:

Missouri Gas Energy
Risk Measures

19095 - 1999
Rate of Return
1095 - 1999

Standard Coefficient

Deviation of Variation
Natural gas distribution industry 34 4.56%
MGE 1.09 18.02
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Calculations of standard deviation of return dramatically indicate that
MGE's risk was greater than the level of risk in the pure play industry group. In
addition, MGE produced a lower than average refurn than the group during
the five year period of the analysis.

What is the coefficient of variation?

The coefficient of varigtion convers fhe standard deviation info a
percentage statement. The standard deviation is stated in the units being
measured. The coefficient of variation is the standard deviation divided by
the average of the series. [f reiafes the deviations fo Tﬁe average a
percentage. In the case of MGE, the variation amounts to 10% of the
average, whereas for the natural gos proxy group, the variation amounts 1o
only 4.4% of the average. In other words, there is more than fwice as much
varigtion in the MGE return as in the proxy group return.

What do you conclude as a result of this andlysis?

The proxy group currenf cost of common equity is in the range of 10.9% fo
11.9%. As a practical matter, the return component in the cost of service
should not under any circumstances be lower than this amount and for a
typical company the authorization should be at the upper limit of the range.
Given the greater risk of MGE's operations as compared to the industry
group, a minimum return on equity of 12.0 percent is appropriate, A higher

return above that level would also be appropriate and may be required as
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eéonomic events unfold and if inflation and increases in capital costs are
greater than currently expected. in toidl, | my 12% recommendation
represents only a 10 basis point increase from the current top of the proxy
group range. | believe that is a minimum adjustment and assumes that some
of the regulatory risk will be moderated in this proceeding.

Calculation of Rate of Return

Did you cdlculcﬁe arate of return to use in the cost of service determination?
| did. Based upon the capital structure previously discussed, the cost of debt
and my estimate ;:)f the appropriate return on equity at 12.0%, | calculated
the overall rate of refurn using the MGE division test year capital structure.
The calculations are shown on Schedule JCD-11.

Rate of Return Management Efficiency Adjustment

Are there circumstances in this proceeding which you believe make an
adjustment to rate of return for management efficiency appropriate?

Yes there are. The Commission has previously adjusted the return for MGE
related 1o efficiency.

What is that history?

In MGE’s first two rate cases, Case Nos. GR-96-285 and GR-98-140, the
Commission made specific reference fo customer service performance inifs
return on equity findings. In Case No. GR-96-285, the Commission expressed

grave reservations about service quality and adopted the tow end of the
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Sfdﬁ‘s return on equity range. In Case No. GR-98-140, the Commission
decided not to adopt an upward adjustrment to return on equity for risk af
least in part on account of its stated finding that MGE still provided less than
satisfactory customer service. Because the Commission has used less than
safisfactory customer service as a justification for awarding a lower than
indicated return on equity, then symmetry, fairness and reasonableness
require that the Commission also use high quality customer service as
justification for awarding a higher than indicafed return on equity.
Achieving high quality customer service performance levels ‘while
maintaining reasonable rate levels is a clear indicator of management
efficiency that the Commission has in the past rewarded with upward
adjustment to the indicated retumn on equity. The propriety of such an
adjustment has been recognized by the Courts and other Commissions, 1oo.
See, Empire District Electric, Case No. ER-83-42, 26 Mo.P.S.C. (N.S.) 88, 68-71
(1983). See also Kansas City Power & Light Company, Case No., ER-83-49, ER-
83-72 and EO-82-65, 26 Mo. P.S.C, (N.5.) 104, 147-150 (1983).
What size adjusiment do you believe is appropriate?
| believe it is appropriate to make an adjustment in the amount of .25% as an
addition 1o the rate of return. | aiso beilieve that the Commission should
identify this management efficiency adjusiment as such in its Order.

Does that conclude your direct prefiled testimony at this fime?
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Yes sir, it does.
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APPENDIX A

STATEMENT OF QUALIFICATIONS
OF
JOHN C, DUNN
Please state your name.
John C. Dunn.
What is your educational Ibockground?
| graduated from the University of Missouri - Kansas City, in 1967 with @
Bacheior's Degree in Economics and Minor in Mathematics. In 1970, |
received a Master of Ars Degree in Economics from the University of
Missouri -~ Kansas City.
What is your experience in the area of public utility economics?
I have been an economic consulfant for over 20 years. | have specialized
in the general area of public utility economics and corporafe finance with
a special emphasis in the area of cost of capital and rate of return. Prior
fo the formation of John C. Dunn & Company, | was o pariner in
predecessor firms for approximately 15 years. Prior to becoming a
consultant, 1 was Chief of Economic Research for the Missouri Public
Service Commission. | left the Commission to become Director of
Economic and Financial Services and a principal in the Certified Public

Accounting firm of Troupe, Kehoe, Whifeaker and Kent.
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| received the designation, Certified Rate of Return Analyst, after
successfully compieting ¢ compifehensive examinafion on the body of
knowledge involved in evaluation and determination of rate of return,
capifal structure and related matters.
Have you written any articles in the field of economics?
| have published a statistical volume analyzing the gas distribution (both
infegrated and combinations) and gas fransmission industries, This volume

was published in early 1972, The volume was entitied, A Regulated Gas

Utility Survey. Two other volumes, The Fingncial and Operafing Angalysis of

Privately Owned Electric Utilities in the United States, 1961-1970, and The

Inclusive Directory of Independent Operating Telephones, 1261-1970, were

first published under my direction in 1971,

Shorter works include a presentation to the first annual Regulatory
Information Systems Conference on the use of the computer as a ool of
financial analysis; a presentation tfo the 1972 Regulatory Information
Systems Conference on the use of the computer in éugmen‘ring fraditional
economic anatysis; a presentation to the Missouri Valley Electric
Association considered the capital requirements and the financial profile
for the electric industry for the 1970's; a presentation on "The Independent
Telephone Industry", and "The Future of the REA" and a speech "The

Regulation of ADR Deferrals" 1o a joint session of the Depariment of the
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Tréosury and the Inferndl Revenue Service and a presentation on "The Use
and Conservation of Helium" to a committee of the Kansas State Senate.

[ lectured at Michigan State University NARUC courses from 1973 to
1976 on the use of the computer in regulation and gquantitative methods. |
was g discussant on rafe désign on the Missouri Energy Council program
and | have been a panel moderator and chairperson on the lowa Sfate
University éonference on Public Utility Valuation and the Ratemaking
Process and the chairman of the Capital Section of the 1979 Midwest
Finance Association. | appeared before a select committee c;f the
Indiana Senatfe on valuation methods in the ratemaking process.

| was a session chairman at the 1987 Western Economic Association
international Conference and a panelist at the same conference. While
attending the University of Missouri, | was awarded a fellowship and as @
conseguence participated in numerous research projects and papers of

regiocnal economic importance.

Do you belong to any professiondl organizges or associations?

& hanc becn @ Pl '
Yes.‘ The American Economic ASSocidfior, American Finance
Association, the Econometric Society, the Federation of Financial Analysts,
and regional and local associations such as the Western Finance

Association, the Southern Economic Association, the Kansas City Society

of Financial Analysts and the Kansas City Council on Business Economics.
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| am-a past member of the Governor's Advisory Council on
Comprehensive Health Planning and the State Advisory Board on Medical
Service Cost, both in the state of Missouri. From its incepfion in 1970 unfil
February 1972, | was a member of the National Association of Regulafory
Utility Commissioners Subcommittee of Staff Experts on Economics. From its
inception until February 1972, 1 was Chairman of the National Association
of Regulatory Utility Commissioners Joint Subcommittee on Electronic Data
Processing. P“’L @_‘

| am Qiso ckmember of the lowa State University Board of Directors
Conference on Public Utility Valuation, a member of the Program Planning
Committee of the same organization and a past member of the faculty of
the NARUC Short Course at Michigan State University. | am past chairman
of the Advising Faculty of the Regulatory Information Systems Conference.
Have you previously fesfified before any state or federal reguiafory
agencies?
Yes. | have fesfified on economic matters, including rate of refurn
determinations, value determinations and rate design before courts in
several jurisdictions, utility regulatory agencies, both state and federal,
and other regulatory bodies such as State Property Tax Boards. In
particular, | have testified before the Federal Energy Regulatory
Commission and i’rs'.bredecessor, the Federal Power Commission, the

Inferstate Commerce Commission and ifs successor on crude and product
| 4
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pibe!ine rates, the Federal Energy Regulatory Commission; and the stafe
regulatory commissions of Kansas, Missouri, Mississippi, llinois, lowaq,
Michigan, Oklchoma, Indiana, Texas, Arkansas, Nevadaq, Colorado,
Georgia, South Carolina, Tennessee and Louisiana, among others. | have
testified before Federal District Courts in Nebraska, Kansas and Okiahoma
and courts in the states of Mississippi, Kansas, Nebraska and Missouri.
Doesyoufbockgmmndinfhonoecmmjecononﬂoshchdespecblﬁudbs
in the determination of appropriate capitalization and cost of capital?

It does.
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SCHEDULE JCD -1
SOUTHERN UNION COMPANY
MISSOURI GAS ENERGY
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PROXY GROUP
Line
No. DESCRIPTION Schedule
(@) (6)
1 Comparative Company Profile 2
2 Proxy Group Eguity Raticé‘ (3)
3 Growth Analysis, Five and Ten Year (4)
4 Growth Analysis, Value Line Forecast (5)
5 Earnings Per Share (®)
& Dividends Per Share N

7 Book Value Per Share
8 Retum on Equity
9 Dividend Yield

10 Recommended Rate of Return

8
(9)
(10)

(11)
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Associated Court Reporters

1-888-636-7551
Page 191
) SIGNATURE PAGE
KAMSAS
STATE OF MESSCSTRT )
SS.
JaHdnNSo A )
3 COUNTY OF Coth )
4
5 I, John Dunn, do hereby certify:
6 That I have read the foregoing deposition;
7 That I have made such changes in form and/or
8 substance to the deposition as. might be necessary to

9 render the same true and correct;
10 That having made such changes thereon, I hereby
11 subscribe my name to the deposition.
12 I declare under penalty of perjury that the
foregoing is true and correct.
Executed the [s+# day oﬁ;%::;__ , 2004, at

Qosnond Gon K pn)
17 _’,,ff”’ffﬂ‘—#ﬂ——_ﬁﬁﬁ\ﬁ

JOHN D

[ 74

18

Nofary -Public: ' - ' :
19 55;, oo KK -;}f—m_ﬁ_'gié -
Appoinbmend - A%, | BERNADINE K. FARLEY

i &
M explres: = @ EK .
( p STATE O M‘E;ls My Appt. Exp. £

20 (Otoley 20 2005

21 /

22

. ORIGINAL
KF/John Dunn

124 Re: MGE/Tariffs - GR-2004-0209

25

e . e e
EaEANCI T T T e e P [ e T e e A T B T T ph LT g v T

Rolla Jefferson City Columbia
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Associated Court Reporters
1-888-636-7551

Page 1[92

1 ERRATA SHEET
2 Witness: John Dunn
In Re: MGE - GR-2004-0209

Upon reading the deposition and before subscribing
4 thereto, the deponent indicated the following changes
should be made:

Page ZF Line !/ _ Should read: | PUNEE/d&
6 Reason assigned for change:] uoktiNE +85 # Con@RVY ‘)M"t
7 Page 24 Line 2! Should read: TRuekKwvae J

Reason assigned for change: S Awe [2e&?sP

Page}l' Linez-ﬁ should read:7. 9@32
9 Reason assigned for change: W
10 PageY{ Line b  Should read: Yoo :

Reason assigned for change: *ng_;

Page -S'S Linelz"zlshould read: W
Reason assigned fgr change: W"( M ‘
Pagegg Line ZZ-%%hould read: L7
Reason assigned for change:W Rt 2egissy th

Page@% Line |7 should read: }(&Ué"t?
15 Reason assigned for change:Gmilep¥eddr 5 @M _
16 Page/,% Line |1~ should read: EANETR

Reason assigned for change: W&W’*'{W

page V! Line Z! Should read: ousnel-
18 Reason assigned for change:w Yerl€

19 Page ]|, Line 15 Should read:;fynmmm
Reason assigned for change: gg M ¥ e/

20 "
page/?? LineZ! should read: ) #€ /€ :
21 Reason assigned for change:dezsrc? £rtot.
22 Page Line Should read:
Reason assigned for change:

14

17

Lot 23
24 Reporter: Kellene K. Feddersen, RPR, CSR, CCR
25

Rolla . Jefferson City Columbia
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Regulatory Study
April 5, 2004

MAJOR RATE CASE DECISIONS--JANUARY-MARCH 2604

For the first three months of 2004, the average glectric equity return anthorization by state
commissions was 11% (three determinations), virtually identical to the 10.97% average in
calendar-2003. The average gas equity return authorization for the first quarter of 2004 was 11.1%
{four determinations), up slightly from the 10.99% average in calendar-2003. During the first
quarter of 2004, there was one (10%) telecommunications equity return authorization.

In recent years there have been relatively few equity return determinations. The reasons

I include: industry restructuring/intensifying competition; more efficient utility operations;
technelogical improvements; relatively low inflation and interest rates; accelerated
depreciation/amortization programs; the increased utilization of “black box” settlements; and, the

l : growing use of performance, or price-based, regulation. As the number of equity return
determinations has declined, the average authorized return now has less of a relationship to the
return that the typical electric, gas, or telecommunications company has an opportunity to earn. In

I addition, electric industry restructuring in many states has led to the unbundling of rates, with
commissions authorizing return and revenue requirement parameters for distribution operations
only, which further complicates data comparability. The tables included in this study are extensions

I of those contained in the January 22, 2004 Regulatory Study entitled Major Rate Case Decisions--
January 2002-December 2003--Supplemental Study. Refer to that report for information concerning

I individual rate case decisions that were rendered in 2002 and 2003.

The table on page 2 shows annual average equity returns authorized since 1994, and by
quarter since 1998, in major electric, gas, and telecommunications rate decisions, followed by the
number of determinations during each period. The tables on page 3 present the composite industry
data for items in the chronology of this and earlier reports, summarized arinually since 1994, and
quarterly for the most recent nine quarters. The individual electric, gas, and telecommunications
cases decided in the first three months of 2004 are listed on page 4, with the decision date shown
first, followed by the company name, the abbreviation for the state issuing the decision, the
authorized rate of return (ROR), return on equity (ROE), and percentage of common equity in the
adopted capital structure. Next we show the month and year in which the adopted test year ended,
whether the commission utilized an average or a year-end rate base, and the amount of the
permanent rate change authorized. The dollar amounts represent the permanent rate change ordered
at the time decisions were rendered. A case is generally considered “major™ if the rate change
initially requested was $5 million or greater, or the authorized rate change was at least $3 million.

(as rate requests that are considered in conjunction with major electric requests are recorded and
reported as individual cases, regardless of size.

Copyright © 2004 Regulatory Research Associates, Inc. Reproduction prohibited witheut prier autherization.




Average Equity Returns Authorized January 1994 - March 2004

{Rstum Percent - No. of Obéervaiions)

Tslephaone

Electric Gas
Deriod Lt P e
1094  Full Year 11.34 (31) 11.35 (28) 11.81 (1)
1995  Full Year 11.55 (33) 11.43 (16) 12,08 (8)
1996  Full Year 11.39 (22) 11.19 (20) 11.74 (4)
1997  Full Year 11.40 (11) 11.29 (13) 11.56 (5)
1998  1st Quarter 11.31 (4) — () 11.30 (1)
2nd Quarter 1220 (1) 1137 (3) - {0)
3rd Quarter 11.80 (2) 11.41 (3) ~ (D)
4th Quarter 11.83 (3) 11.69 (4) —~  {0)
1898 Fuil Year 11.66 (10) 11.51 (10) (1)
1999 1st Quarter 10.58 (4) 10.82 (3) 13.00 (1)
2nd Quarter 10.94 (4) 10.82 (3) —  {0)
3rd Quarter 10.63 (8) - (D) — ()
4th Quarter 11.08 (4) 10.33 (3) - {0)
Full Year 10.77 (20) 10.66 (9) 13.00 (1)
2000 st Quarter 11.06 (5) 10.71 (1) 11.50 (1)
2nd Quarter 1111 (2) 11.08. (4) —  {0)
3rd Quarter 1168 (2) 11.33 (5) 11.25 (1)
4th Quarter 12.08 (3) 12.50 (2) —~  (0)
Full Year 11.43 (12) 11.39 (12) - 11.38 (2)
2001 1stQuarter 11.38 (2) 1116 (4) —~  {0)
2nd Quarter 10.88 (2) 10.75 (1) - (0)
3rd Quarer 10.78 (8) -~ {0) —~  {0)
4th Quarter 1150 (8) 10.65 (2) - ()
2001 Full Year 11.08 (18) - 10.95 (7) ~  {0) E
T s DT e _
2002  1st Quarter 10.87 (5) 10.67 (3) - {0)
2nd Quarter | 1141 (8) 1164 (4) — (D)
3rd Quarter 11.06 (4) 1150 (3) - (0)
4th Quarter 11.20 (7) 10.78 (11) - {0
Full Year 11.16 (22) 11.03 (21) — (O)E
2003 1st Quarter 1147 (7) 11.38 (5) - (0)
2nd Quarier 11,16 (4) 11.36 {4) — (0
3rd Quarter 9.95 (5) 1061 (5) ~  {0)
4th Quarter 11.08 (B) 10.84 (41) - (D)
2003 Full Year 10.97 (22) 10.99 (25) - {0 B
A
12004 1st Quarter 11.00 (3)

11.10 (4) - 10.00 (1) E




o RRA
) T ——
ROR RQE . Eg.as %
Period —h_ S Cap. Struc,
1654 Full Year 8:29 {30} 11.34 (31) 45.15 {30)
1895 Fuil Year 8.44 (30) 11.58 {33) 45.50 {30}
[ 1898  Full Year - g9.21 {20} 11.39 (22) 44.34 (20)
' 1997 Full Year 9.16 {12) 11.40 (11} 48.79 (11)
1998  Full Year 9.44 (9) 14.66 (10) 4B.14 (8)
1885 Full Year B.81{18) 10.77 {20) 45.08 {17)

2000  Full Year 9,20 {12) 19.43 {12} 48.85 (12)
2001 Full Yeer 8.93 (15) 11.09 {18} 47.20 (18}

2002 1st Quarter 851 (5) 1087 (8) 46.15 (4)
2nd Quarter 9.05 (5} 11.41 {6} 4435 (6)
3rd Quarter 7.88 (3} 1166 {4} 47.22 (3)
4th Quarer 8.0t (M) 11,20 (7) 47.80 (6)
2002 Full Year 8.72 (20) 11.16 (22) 48.27 (19)

2003 1ist Quarter 9.07 (6) 11.47 (7) 49.54 {5)
2nd Quartsr 207 {4) 11,18 (4) 4946 {4)
3rtt Quarter 822 {5) 998 {5 46.09 (5)
4th Quarter 307 (5) 11.00 (8) 5217 (5)
2003 Full Year 8.86 (20) 1097 (22} 49.41 (18)

(%)

Amt.

S Ml
1,116.8 {40}
455.7 {43)
-5.6 {38)
-552.3 (33)
-429.3 (31)
-1,683.5 (30)
291.4 (34)
14.2 (21)

495.3 (5)
61.0 (8)
-81.0 (5
38.9 (6)

4754 (24)

282 {7
118.2 {5)
8.8 (5
2104 (8)

4444 (22)

2004  1st Quarter 8.94 (3) 11.06 (3) 44,94 (3)

-711.2 (STE

1 S,

1664  Full Year 8.51 (32} 11.35 (28} 48.12 (27) 422.9(42)
1995  Full Year 9.84 (18) 11.43 (16) 49.98 (15) 61.5 (31)
1996 Full Year 8,25 (23) 11,19 {20) 47.89 {19} 193.4 (34)
1987  Full Year 913 (13) 11.29 (13) 47.78 (11} -82.5 (21)
1998  Full Year 9.46 (10} .51 (10) 49.50 {10} $3.9 {20}
1999  Full Year 8.86 (9) 10.66 (B) 49.06 {9) 51.0 {14}
2000 Full Year 9,33 (13) 1139 (12) 48,59 (12) 135.9 (20)
2001 Fuli Year 851 8) 10.85 (7 4388 {5) 14811
2002 1st Quarter 8.55 {3) 10.67 (3) 48,10 (2) BE.7 (5)

2nd Quarier 5.38 (3) 1164 (4) 4967 (3) 9.3 {4)
ard Quarter 366 (4) 11.50 {3) 4543 [3) 102.3 (6
. 4th Quarter 2.76 {10} 10.78 {11} 48.56 (10) 1239 (1)
2002  Full Year 8.80 (20) 503 21 FEIY(1E) 3056 26y
2053 1st Quarter BO7 (4) 11,38 (5) 50.69 (4 35.9 16)
2ne Quarter .00 {3 11.36 (4) 50.32 {3 14.2 (5)
3rd Quarter 8.54 (4) 061 (5) 4574 (4 89.5 (8)

- 4th Quarter 8.64 (11) 10.84 (11) 51,06 {11) 120.5 (13)
2003  Full Year 8.75 (22) 10,99 (25) 359322 260.1 (30)

Lzoox 18t Quarter BS2 (4} 1110 () 4561 (4) 82.3 (7)]

Teiephone Utl|ties—Summary Takle”
1994  Full Year 9.91 (12) 11.81 (1) . 5746 (11) -238.6 (16)
1995  Full Year 9.81 (8) 12.08 (8) 55,02 (7) -264.0 (14)
1888  Fuli Year 285 {2) 174 4 56.00 (2) -348.2 (11)
1997  Full Year .57 (5} 11.88 (5} 5584 (5) -154.4 (T}
1098  Full Year 9.37 {1) 11.30 (1) 52.00 (1) -323.3 (13)
1988 Full Year 11.34 (1 13.00 (1) §6.90 (1) 5701 (19)
2000  Full Year 9.52 (2) 11.38 (2) 56.59 (2) -390.4 (14)
2001 Fult Year 9681 (1) - D) — 0 4300 (B
2002  1st Querer - {0 — (0 —  {0) 1.8 1)
2nd Quartar — (0} - {0} C == {0} 125 (2}
3rd Quaarter - - {0 - D) 138 (1)
4th Quarter - {0 — {0 — () ~ {0
2002 Fulf Year - {0) Ty T =10 77 @)
2003 1st Quarter - {® - {0 — D = {0}
2nd Quaner - {0y - — (O ~ Q) =276 (1)
3rd Quarter - (0) — {0) - {0) -35.0 (1)
4th Quarter == {0} — {0 — () —-— (O}
2003 Full Year - (D) — {0 )} 626 {2
2004 1st Quarter 8.02 (1) 10,00 (1) 4418 (1) 31 (ng

* Numbper of observations sach peried indicaiad in parentheses.




eI RIC UTHLITY DECISIONS

Common Test Yegr
» ' ‘ ROR - ROE Eq.as % & Amt.
Date Company (State) S . % Cap, Str, Rate Base $ Mil,
2003 FULL-YEAR AVERAGES/TOTAL 886  10.97 49.44 444.4
OBSERVATIONS 20 22 19 22
1/13/04 Madison Gas and Electric (W) 8.37 (G) 12.00 55,91 12/04-A 11.7
2/18/04 United Huminating (CT) — - —— -— © 5.2 (B)
2/26/04 Pacific Gas and Electric (CA) e - -799.0 (B)
3/2/04 PacifiCorp (WY) 8.42 10.75 44,95 9/02-YE 22.9
3/24/04 Nevada Power (NV) 9.03 10.25 33.97 5/03-YE 48.0 /"
2004 1ST QUARTER AVERAGES/TOTAL 8.94 11.00 44,94 711.2 ,/
OBSERVATIONS 3 3 3 5 /’
-/
GAS UTILITY DECISIONS ’
2003 FULL-YEAR AVERAGES/TOTAL 8.75 10.99 45.93 260.1
OBSERVATIONS 22 25 22 30
‘/
1/13/04 AmerenUE (MO} — — — 713.0 (B)
1/43/04 Madison Gas and Electric (W) 9.37 (G) 12.00 55.91 12/04-A , 1D
1/13/04 Public Service Co. of New Mexico (NM) 8.16 10.25 47.77 8/02-YE 22.0 (B)
1/21/04 Aquila (NE) - - — - 6.2 (1,B)
2/9/04 Ciy Gas Co. of Florida (FL) 7.36 11.25 3677 * 8/04-A 6.7 (1)
2/18/04 Wisconsin Gas (W) — R - 12/04 26.0
3/16/04 Southwest Gas {CA) 9.17 10.90 42.00 12/03-A 7.4 (1)
2004 18T QUARTER AVERAGES/TOTAL 8.52 11.10 45.61 82.3
| OBSERVATIONS 4 4 4 7
TELEPHONE UTILITY DECISIONS !
2003 FULL-YEAR AVERAGES/TOTAL - 626
OBSERVATIONS 2
1/29/04 CenturyTel of North West Arkansas (AR) 8.02 10.00 44.18 6/02-YE 3.1 (B)
2004 1ST QUARTER AVERAGES/TOTAL . 8.02 10.00 44.18 6/02-YE 3.1
- OBSERVATIONS' 1 1 1 1
FOOTNOTES
A- Average
B-

G-
I-
YE-

*

{1

Order followed stipulation or setifement by the parties. Decision particutars not necssarily

precedent-setting or specifically adopted by the reguiatory body.
Return on capital

Interim rates implemented prior to the issuance of final order, normally under bond and subject to refund.

Year-end

Capital structure includes cost-free items or tax credit balances at the overall rate of retum.
Represents the combined increase authorized the company's southern California and northern California

rate jurisdictions,

Dennis Sperduto
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