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272. With reference to page 1, lines 6-24, please provide copies of the three previous 
testimonies in which Mi-. Blake provided a return on equity recommendations. Please 
provide direct, rebuttal, and surrebuttal testimony, as well as all associated exhibits and 
schedules. 

RESPONSE: 

The requested documents are attached. 
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DIRECT TESTIMONY OF 

ON BEHALF OF 
MARTIN J. BLAKE 

SOUTHERN INDIANA GAS & ELECTRIC COMPANY 

Please state your name and business address. 

My name is Martin J. Blake. My business address is 671 1 Fallen Leaf, Louisville, 

Kentucky 40241. 

By whom and in what capaclty are you employed? 

f am a Member and Principal of The Prime Group, LLC. The Prime Group 

provides consulting services in the areas of marketing, market research, rate and 

regulatory support, training, and strategic planning for energy industry clients. 

The Prime Group is focused on helping clients to prepare for the transition to a 

more competitive utility industry environment. 

Please outline your testlmony. 

I describe my background and qualifications (pages 2-8) and the background to 

the Southern Indiana Gas and Electric Company (“SIGECO”) transmission rate 

filing (pages 8-10). I support the claimed fair common equity return and fair 

overall return embodied in the rate filing (pages 10-22); the changes in 

SIGECO’s open-access transmission tariff (“OATT”) (pages 22-27); and the cost 

of service underlying SIGECO’s filing (pages 27-30). 
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Professional Qualification8 & Experience 

Please describe your educational background. 

I received my Ph.D. in Agricultural Economics in 1976 from the University of 

Missouri, Columbia. My doctoral work centered on the areas of marketing and 

econometrics. I also hold a Master of Arts in Economics from the University of 

Missouri, Columbia, which I received in 1972. In addition, I received a Bachelor 

of Arts degree in Economics from Illinois Benedictine College in 1970. 

In what areas does your practice concentrate? 

As a member of The Prime Group, 1 have prepared and filed Order No. 888 and 

Order No. 889 compliance filings at the Federal Energy Regulatory Commission 

("Commission") for a number of electric utilities as well as Order No. 888 and 

Order No. 889 waiver requests for other utilities. I have prepared market power 

analyses in support of market-based rate filings at the Commission for utilities 

and their marketing affiliates, as well as assisting other utilities with their market- 

based rate filings. 1 have also assisted several utilities in addressing both 

Commission and state affiliate transactions concerns and have provided training 

regarding standards of conduct. I have assisted utilities with developing strategic 

marketing plans and implementing these plans. I have provided utility clients 

with assistance regarding regulatory policy, strategy and liaison; state and 

federal regulatory filing development, testimony and support; cost of service 

development and support; the development of innovative rates to achieve 

strategic objectives; the unbundling of rates and the development of menus of 

rate alternatives for use with customers; performance-based rate and incentive 

rate development; and energy marketing and brokering capability development. 1 

have made presentations to train account executives in sales and customer 
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negotiation, as well as presentations in ratemaking and utility finance seminars 

and workshops regarding basic utility marketing. I have provided marketing, 

market research and marketing support services for utility clients and have 

assisted them in assessing their marketing capabilities and processes. 

Please briefly summarize your areas of professional experience prior to Q. 

joining the prime group. 

I have professional experience as an economist and professor of economics, as 

a utility regulator, and as a utility manager and executive. 

Please describe your professional experience as an economist. 

From January 1977 to December 1986,l was employed first as an Assistant 

A. 

Q. 

A. 

Professor, then as an Associate Professor, and finally as a Professor of 

Agricultural Economics at New Mexico State University in tas Cruces, New 

Mexico (“NMSU”), I was the head of the undergraduate program and taught 

economics, agricultural economics and econometrics. While at NMSU, I also 

worked as a consultant for various clients, providing price forecasting, load 

forecasting, and marketing services. Since 1992, I have taught mathematical 

economics and econometrics as an Adjunct Professor in the Economics 

Department at the University of Louisville. Prior to my joining the faculty at 

NMSU, I served in the U. S. Army as an instructor of economics, statistics, and 

accounting at the U. S. Army Institute of Administration at Fort Benjamin 

Harrison, Indianapolis, Indiana. 

i also have a variety of experience with the application of economics to 

utility public policy issues. In addition to my experience as a utility regulator and 

executive, which I describe below, I have, for example, taught ratemaking since 

1993 for electric utilities at the NARUC Annual Regulatory Studies Program at 
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Michigan State University. From May 1983 to August 1983, while on a sabbatical 

leave from NMSU, I served as a Policy Analyst for the Assistant Secretary for 

Land and Water at the U. S. Department of Interior. 

Please describe your professional experience as a utility regulator. 

From January 1987 to November 1990, I served as a Commissioner and as the 

Chairman of the New Mexico Public Service Commission. As a Commissioner, 

my duties included making policy and adjudicatory decisions regarding rates, 

terms of senrice, financing, certificates of pubtic convenience and necessity, and 

complaints for electric, gas, water, and sewer utilities. As Chairman, I supervised 

a staff of thirty-two professionals and sixteen support staff. During my tenure on 

the New Mexico Commission, I also served as Chairman of the Western 

Conference of Public Service Commissioners Electric Committee and as 

Chairman of the Committee on Regional Electric Power Cooperation, a group 

composed of state public service commissioners and representatives from the 

state energy offices of the thirteen western states. 

Q. 

A. 

As a Commissioner, I interpreted legislation, reviewed prior Commission 

cases to determine the precedents that they provided, drafted rules and 

regulations, wrote Orders, conducted hearings, ruled on motions, and served as 

an arbitrator in alternative dispute resolution proceedings. Although I do not 

have a law degree, I performed adjudicatory and regulatory functions for the four 

years that I served on the Commission. 

Please describe your professional experience 8s a utility manager. 

From December 1990 to June 1996, I was employed by Louisville Gas and 

Electric Company (“LG&E). Initially, I served as LG&E‘s Director of Regulatory 

Planning. In this position, i was responsible for coordinating all of LG&E’s state 

Q. 

A. 
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Q. 

and federal regulatory efforts, and advised and presented testimony to 

regulators. In performing my duties in the federal regulatory area, I performed 

the market power analysis in LG&E’s original market-based rate filing at the 

Commission, which was one of the first applications of the “hub and spoke” 

methodology that the Commission now uses in assessing generation market 

dominance in market-based rate filings; supervised the preparation of the 

market-based rate filings; and served as LG&E’s principal witness. I also helped 

develop the electronic bulletin board that the Cornmission required as a condition 

for approving the market-based tariff. Additionally, I helped to develop LG&E’s 

comparable transmission tariff filing, which provided third parties with access to 

LG&E’s transmission system at the same price, terms and conditions as LG&E. 

This was the first tariff providing comparable transmission service that was filed 

and approved by the Commission and was filed before Order No. 888 was issued 

by the Commission. In this comparable transmission tariff filing, I served as 

LG&E’s principal witness and negotiated the settlement in this case with the 

Commission staff. When LG&E Power Marketing filed for the ability to charge 

market-based rates, I helped to develop the codes of conduct that were 

submitted to the Commission as a part of the filing. 

My areas of responsibility were expanded in April 1994 to include 

marketing and strategic planning. As the Director, Marketing, Planning and 

Regulatory Affairs, I was responsible for coordinating LG&E’s retail gas and 

electric marketing, strategic planning, and state and federal regulatory efforts. I 

continued to be employed in that capacity at LG&E until June 1996, when I joined 

the Prime Group as one of its Principals. 

Please describe the industry groups in which you have participated. 



Direct Testimony of Martin J. Blake 
Page 6 

Docket No. ERO1- -000 
Exhibit SIG-1 

2 

3 

- 

4 - 

5 

6 

7 

8 

I 

- 

10 

11 
I 

12 

13 

- 14 

15 

-- 16 

17 

18 
- 

_” 19 

20 

- 21 

22 

23 
I 

..- 24 

25 

A. I have served on several regional transmission coordination groups such as the 

Interregional Transmission Coordination Forum, and the General Agreement on 

Parallel Paths, as well as the following committees of the Edison Electric Institute 

(“€€I”) - Economics and Public Policy Executive Advisory Committee, Strategic 

Planning Executive Advisory Committee, Transmission Task Force, and Power 

Supply Policy Technical Task Force. Recently, I have worked with a group of 

utilities developing the Midwest ISO. 

Have you taught any courses or seminars in the area of utility 

restructuring? 

Yes. In addition to teaching ratemaking for electric utilities at the NARUC Annual 

Regulatory Studies Program since 1993, I have also taught a course regarding 

the institutions and organizations of the new electric utility industry. Each year, I 

also teach and conduct numerous workshops and programs, and deliver invited 

presentations to utility managers and regulators on a variety of subjects including 

industry restructuring. 

In which cases have you previously testified? 

I testified before the Kentucky Public Service Commission in the rehearing in 

Case No. 90-158, an LG&€ rate case; in Case No. 92-494, a biennial fuel 

adjustment clause review; in Case No. 93-1 50, an application for approval of a 

DSM cost recovery mechanism and a set of initial programs: in Case No. 94-332, 

an application for an environmental cost recovery mechanism; in case No. 92- 

494-5, regarding the confidentiality of coal bid data; and in case No. 95-455, a 

biannual review of the environmental cost recovery mechanism. I participated in 

the conference to review LG&E’s first integrated resource plan in Case No. 91- 

423 and testified in a number of fuel adjustment clause proceedings. I also 

Q. 

A. 

Q. 

A. 
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testified on behalf of Blazer Energy Corp. in Case No. 98-489 which was an 

application for an adjustment in that company’s natural gas rates. I prepared and 

filed testimony before this Commission in Docket NO. ER92-533-000, in which 

LG&E provided open transmission access and also received authority to charge 

market-based rates for its generation, and Docket No. ER94-1380-000, the first 

comparability tariff which was approved by the Commission. I prepared a market t 

power analysis that was filed in support of OGE Energy Resources, Inc.’s 

request for the authority to charge market based rates in Docket No. ER97-4345- 

000. I prepared a market power analysis that was filed in support of Oklahoma 

Gas and Electric Co.’s request for the authority to charge market based rates in 

Docket No. ER98-511-OOO. I prepared and filed an affidavit in support of 

Commonwealth Edison Company’s request for authority to charge cost based 

rates to its affiliates in Docket No. ER99-51-000. 

I prepared and filed rebuttal testimony in Cause No. PUD 9600001 16, 

Oklahoma Gas and Electric Company’s last rate case before the Oklahoma 

Corporation Commission. In that case, I rebutted intervenor and staff proposals 

to disallow certain marketing, advertising, economic development and research 

and development expenses. I have prepared and filed direct and rebuttal 

testimony for Southern California Edison Company in Case Number 90-1 2-01 8 

(phase 5). In this testimony, I reviewed the reasonableness of contracting by 

Southern California Edison with Integrated Energy Group (IEG) to provide 

marketing services to Southern California Edison and the reasonableness of the 

resulting marketing services performed by IEG. I prepared and filed direct and 

rebuttal testimony for Oklahoma Gas and Electric in Arkansas Public Service 

Commission Docket No. 96-3604 regarding recovery of stranded cost by Entergy 
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Arkansas, Inc. in this testimony, I recommended recovery of 100% of stranded 

costs at such time as costs are actually stranded. I also testified before the New 

Mexico Public Utility Commission in Docket No. 2797, a general rate case for 

Plains Electric Generation and Transmission Cooperative, Inc. 

I testified in Illinois Commerce Commission (UICC) Dockets 98-001 3 and 

98-0035, which were concerned with ensuring non-discrimination with regard to 

affiliate transactions for electric utilities. In that case, I sponsored ComEd's 

proposed affiliate transactions rules and suggested some basic principles that the 

Illinois Commerce Commission should follow in developing rules and regulations 

for ensuring non-discrimination and non-cross subsidization in transactions with 

affiliated and unaffiliated alternative retail electric suppliers (ARES). I testified in 

ICC Docket 98-0036, which was a rulemaking to develop rules and regulations for 

assessing and assuring the reliability of the transmission and distribution systems 

as a part of electric utility restructuring in Illinois. I also testified in Docket Nos. 

98-0147 and 98-0148 which were concerned with developing standards of 

conduct and rules for functional separation. In this case, I sponsored CornEd's 

proposed standards of conduct and functional separation rules. I have prepared 

and filed cost of money testimony on behalf of SIGECO Natural Gas Company in 

its rate case filed with the Kentucky PSC in Docket No. 99-176. 

Background to the Fifing 

What is the purpose of your testimony in this proceeding? 
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SIGECO engaged The Prime Group to conduct an analysis of and to provide a 

recommendation regarding the appropriate cost of common equity for application 

to SIGECO's net cost rate base. My testimony contains the results of this 

analysis and identifies the fair rate of return on equity that SlGECO should be 

given the opportunity to earn during the period when the new rates will be in 

effect, I also explain the revisions that SIGECO is proposing to its Open Access 

Transmission Tariff ("OATT") and to the Schedules and Attachments to the 

OATT. I sponsor the cost of service to support the changes in the OATT rates. 

Please describe SIGECO and the services that it provides. 

SIGECO is a public utility that provides electric generation, transmission and 

distribution services and the distribution and sale of natural gas to over 120,000 

retail electric customers and 104,000 natural gas customers in a ten-county area 

of southwest Indiana. SIGECO uses the network transmission service provisions 

in its OATT to provide bundled wholesale electric power service to five municipal 

etectric systems in southwest Indiana. The transmission service that SIGECO 

currently provides to others is principally point-to-point service for "through" and 

"out" transactions under its O A T .  SIGECO is a wholly owned subsidiary of 

Vectren. 

Vectren is a public utility holding company with two operating public 

utilities, Indiana Gas and SIGECO. Vectren is also involved in non-regulated 

activities through its non-regulated subsidiaries: Vectren Energy Services, Inc. 

Vectren Financial Group, Inc., Vectren Generation Services, Inc., Vectren 
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Resources, LLC, Vectren Utility Services, Inc., Vectren Ventures, Inc., Vectren 

Communications, Inc. and Vectren Capital Corporation. These non-regulated 

activities provide energy, telecommunications, and finance services throughout 

the Midwest. 

Rate of Return 

What methodology did you use to determine the appropriate return on 

equity for SIGECO? 

I used the same one step, constant growth DCF model that the Commission 

used to determine the rate of return on equity for Southern California Edison 

Company in Opinion No. 445 issued on July 26,2000 in Docket Nos. ER97- 

2355-000, et a/. In that Opinion, the Commission stated that it has consistently 

used this methodology for calculating ROES for electric utilities. 

The DCF methodology determines the ROE by summing 
the dividend yield (with an adjustment for the quarterly 
payment of dividends) and expected growth rate. The 
resulting formula is D/P(l+.Sg) + g = k, where "D/P" is the 
dividend yield, "g" is the sustainable growth rate of 
dividends per share, and "k" is the resulting ROE. The 
sustainable growth rate is calculated by the following 
formula: g = br + sv, where "b" is the expected retention 
ratio, "I-" is the expected earned rate of return on common 
equity, "s" is the percent of common equity expected to be 
issued annually as new common stock, and "v" is the equity 
accretion rate. 92 FERC TI 61,070. 

I applied these formulas to data for Vectren Corp., SfGECO's parent 

company, taken from Value Line dated January 5,2001. The Commission 

utilized data for Edison international, SoCal Edison's parent company, taken from 
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Value Line to calculate the ROE for SoCal Edison in the case cited above. Thus, 

both the methodology and the data source that I used are the same as those 

utPized by the Commission in prior cases. 

Please summarize your findings. 

The range for the appropriate ROE that I calculated is between 12.82% and 

10.34%. The midpoint of this range is 11 58%. I am recommending a return on 

equity of 11.6% which is the midpoint of the range of ROE for SIGECO in this 

proceeding rounded to the nearest tenth of a percentage point. 

What is Exhibit SIG-21 

Exhibit SIG-2 shows the calculations leading to the derivation of the 'I 1.58% 

common equity return. 

Please explain Exhibits S I 6 3  and 2316-4. 

These exhibits contain common stock data that were used in the development of 

Exhibit SIG-2. 

How did you calculate the sustainable growth rate. 

I calculated the expected payout ratio by dividing the expected dividends per 

share by the expected earnings per share. I subtracted the expected payout 

ratio from 1 to obtain the expected retention ratio, the "b" in the br f sv model. I 

multiplied the expected retention ratio by the expected return on common equity, 

the "r" in the br + sv model, to obtain the sustainable growth rate, "g". Because 

Vectren is not issuing any new common stock, the second term in the formula for 

calculating sustainable growth, "sv" in the br + sv model, is zero. 
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These calculations were made using Value Line data for 2001 and 2003- 

05. Data from 2000 were not used because there were significant one-time 

expenses during the year associated with the merger that formed Vectren. This 

made the financials for 2000 atypical, and in my opinion, not representative data 

for use in the DCF analysis. The 2001 and 2003-05 data represent the best 

estimate of the necessary inputs to the DCF model on a going forward basis 

when the rates will be in effect and are a good estimate of the expected values 

called for in the sustainable growth formula. 

What is the sustainable growth rate that you calculated? 

As shown on Exhibit SIG-2, I calculated a sustainable growth rate of 6.7%. This 

was obtained by dividing the estimated 2001 dividends per share of $1.03 by the 

estimated earnings per share of $1.70 to obtain an expected payout ratio of 

0.6059. The estimated 2003-05 dividends per share of $1 .I5 were divided by the 

estimated earnings per share of $2.45 to obtain an expected payout ratio of 

0.4694. The expected payout ratios for 2001 and 2003-05 were averaged to 

obtain an expected payout ratio of 0.5376. This expected payout ratio was 

subtracted from 1 to obtain an expected retention ratio of 0.4624, the "b" in the 

sustainable growth formula. The expected return on equity of 13.5% for 2001 

was averaged with the expected return on equity of 15.5% for 2003-05 to obtain 

an average expected return on equity of 14.5%, the "r" in the sustainable growth 

formula. Multiplying 0.145 by 0.4624 resulted in a sustainable growth estimate of 

6.7%. 
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How did you calculate the dividend yield? 

I calculated the dividend yield for the 52 week high stock price and the 52 week 

low stock price using the formula DIP(1+.5g) + g = k to obtain a range for ROE 

for use in this proceeding. The 52 week high and low of $26.50 and $15.75, 

respectively, are shown in Exhibit SIG-3. The dividend used in the calculation 

was $0.995, which is the sum of the last four actual dividends paid by Vectren 

(Exhibit SIG-4). The growth rate used in calculating the dividend yield was the 

6.7% sustainable growth rate that was discussed previously. 

Using the 52 week low stock price of $15.75 resulted in a dividend yield of 

6.1 1 %. The growth rate of 6.7% was added to this dividend yield to obtain an 

estimate of the high end of the range for ROE of 12.82%. Using the 52 week high 

stock price of $26.50 resulted in a dividend yield of 3.63%. The growth rate of 

6.7% was added to this dividend yield to obtain an estimate of the low end of the 

range for ROE of 10.34%. 

Based on these calculations, what is your recommended ROE for SlGECO 

in this proceeding? 

I am recommending an allowed ROE of I 1.6% for SlGECO in this proceeding. 

The midpoint of the ROE range calculated above is 11.58%, which I rounded to 

1 1.6%. In this case, the midpoint of the range provides a better indication of the 

appropriate ROE than would a point estimate calculated using a stock price from 

a single day. Additionally, an allowed ROE of 1 1.6% for SlGECO would be 

consistent with the 11.6% ROE allowed SoCal Edison in Opinion No. 445. 
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Did you check the reasonableness of these calculatlons by comparing 

them to  ROE calculatlons for a comparable group of utilities? 

Yes. I selected a panel of five companies that i regarded as similar to SIGECO. 

The five companies included in my panel are: (I) Energy East Corp., (2) Utilicorp 

United, (3) CMS Energy Corp., (4) NISOURCE Inc., and (5) OGE Energy Corp. 

These five companies are all mid-cap companies with regard to their market 

capitalization according to Value Line, all are located on the eastern 

interconnected grid, all have significant revenues from both natural gas and 

electric operations and all are holding companies similar to Vectren, the parent 

company of SIGECO. I could not use calculated beta values to compare risk, as 

Value Line did not have a beta value calculated for Vectren. 

Please explain Exhibit SIG-5. 

Exhibit SIG-5 contains the calculations of ranges of ROES for the five comparison 

companies along with the dividend and stock price data used to make these 

calculations. The forecasted earnings per share, dividends per share and return 

on common equity used to make the calculations were obtained from the most 

recent Value Line. 

What Value Line data did you use for Exhibits SIG-I and SJG-51 

The Value Line data were from the January 5, 2001 Value Line for all companies, 

Including Vectren but excluding Energy East for which the March 9,2001 Value 

- Line was used. 

What data are provided by Exhibit SIG-67 
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the generation construction needed in the region in which SIGECO is located. 

This financial strength cannot be acquired on an overnight basis. It can be 

achieved only through consistent earnings experience that meets investor 

expectations over a sustained period of time. Exhibit No. SIG-7 contains the 

inventory of merchant plants that have been announced and are being planned 

or constructed in the East Central Area Reliability Coordination Agreement 

(“ECAR”). This inventory shows that 39,298 MW of new merchant generation 

plants have been announced for the ECAR region, with 11,320 MW in Indiana. 

The Tenaska, Enviropower, Mt. Vernon and Sugar Creek projects are likely to 

have a significant impact on SIGECO. This new generation construction may 

entail the construction of new transmission which may also be needed to 

accommodate the higher volume of transmission transactions that will 

accompany the evolution of competitive retail markets in Michigan and Ohio. 

As shown by Exhibit SJG-8, SIGECO is at the cross roads for both north- 

south and east-west transmission transactions. Moreover, SIGECO already 

experiences significant parallel flows and heavy line loading when there are large 

north-south transmission flows, such as ComEd to TVA or AEP to WA. When 

these parallel flows are considered in the Midwest IS0 and Alfiance RTO 

planning processes, there is a strong likelihood that SIGECO will need to 

upgrade existing lines or build additional lines to help mitigate these constraints. 

Much of this new transmission will be for the new merchant plants, to address 

problems resulting from parallel flows, and for the purpose of accommodating 
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regional power flows (and not necessarily for SIGECO's own direct benefit). The 

problems that utiiities have had in siting and permitting transmission additions 

across the country is well documented. It is essential that these problems not be 

exacerbated by the financial weakness of transmission constructing utilities such 

as SIGECO and that the ROEs allowed those utilities enable them to embark on 

the time consuming and difficult task of getting new transmission sited, permitted 

and built. The Commission should allow SIGECO an ROE that is at least at the 

midpoint of the range of calculated ROEs in order to give SIGECO the financial 

capacity to construct new transmission as and when it is needed. 

Does membership in the Midwest IS0 result in an Increase in risk for 

SIGECO? 

In my opinion it does because SIGECO has entered upon a period of significant 

operating uncertainty. SIGECO is a member of the Midwest IS0  that is 

scheduled to become operational on December 15,2001. The Midwest IS0 and 

Alliance RTO have recently filed a settlement agreement at the Commission that 

preserves the separate organizations and features of these two organizations 

white creating the potential for them to operate as a seamless market. The lnter- 

RTO Cooperation Agreement (UIRCA") is a part of this settlement agreement and 

provides for the parties to develop procedures and protocols in several areas, 

including: coordinated transmission planning; security coordination: congestion 

management; independent market monitoring; accommodation of one-stop 

shopping; compatible real-time balancing markets; a common generation 
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interconnection agreement; compatible business practices; and dispute 

resolution procedures for resolving real-time operational disputes. However, 

many of these procedures and protocols have not yet been developed. Thus, 

their impact on SIGECO and the conditions of operation and burdens they will 

impose on SIGECO is uncertain. 

Additionally, the Settlement Agreement provides for the development and 

application of single (non-pancaked) rates, based on the Alliance Companies’ 

rate methodology and principles, that would apply to transmission service within 

the Alliance-Midwest IS0 Super Region (“Super Region”) during a transition 

period. Part of this rate methodology requires that MISO and Alliance members 

pay a surcharge, called a zonal transmission adjustment (ZTA), on all loads, 

including bundled retail native load, to recover revenues that are lost due to the 

elimination of transmission charges for purchased power by the formation of the 

single super-region zone. Section 5.5 of the settlement states that: 

State Commissions shall take reasonable 
action consistent with state law, including 
state-approved settlements, after giving due 
consideration to the positions of all persons, to 
consider petitions filed at the state level for 
cost recovery of the ZTAs that result from the 
Alliance-Midwest IS0 Super Region rate 
methodology. 

There is no certainty that SIGECO will be allowed to recover these ZTA 

charges in state regulatory proceedings. Based on data submitted during 

sefflement negotiations, SIGECO’s ZTA would be about $950,000 annually, 
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which is a very substantial percentage of SIGECOs annual transmission revenue 

requirement of $1 2,478,094 as calculated in SIGECOs filing in this proceeding. 

The potential non-recovery of this ZTA represents an increase in risk as a result 

of MISO membership. 

Still further, the post-transition pricing for transmission service throughout 

the Alliance-Midwest IS0 Super Region has yet to be developed. SIGECO 

incurs the risk that, once these new rates are developed, they could 

disadvantage SIGECO strategically in wholesale power markets relative to its 

competitors. In Section 2.2.1 of the settlement agreement, the Midwest IS0 and 

Alliance RTO committed to negotiate with the PJM transmission owners to 

develop a joint rate methodology for transactions involving all three RTOs and 

associated revenue distribution. There is no assurance that SIGECO will benefit 

from this as yet undeveloped methodology or that it would recover all of its 

current transmission revenues under this new pricing and revenue distribution 

methodology. SIGECO joined the MISO because it believes that it is necessary 

for large, market-wide organizations to coordinate grid activity. However, 

because of the uncertainty regarding many of the protocols and procedures of 

the MISO and because of the uncertainty regarding the financial impact on 

SIGECO of many of these unresolved issues regarding MISO membership, it is 

clear that MISO membership has resulted in increased risk for SIGECO. 

Is there any additional risk associated with MISO membership? Q. 
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Q. 

A. 

Yes. The Midwest transmission owning utilities who are MISO members hope 

that Commission approval of the settlement agreement and the successful 

negotiation and development of the IRCA protocols, procedures and rates will 

enable the Midwest IS0 to attain financial viability. However, the settlement 

agreement also provides for the departure from the Midwest IS0 of three large 

Illinois and Missouri members representing about 46% of the Midwest IS0 load. 

Even if additional utilities to the west join the Midwest ISO, the loss of these 

large, centrally located utilities could make it difficult if not impossible for the 

Midwest IS0  to survive. The demise of the Midwest IS0 could threaten SIGECO 

with significant financial liabilities. 

Are there risks associated with organizations like the MISO that are created 

as part of the utility restructurlng effort? 

Yes. Absent the settlement agreement, it is likely that the MISO would have had 

to wind up its activities. In California, the California Power Exchange has filed for 

bankruptcy. Although it is not a restructuring entity, Pacific Gas and Electric 

Company, which was heavily involved in restructuring activity, has filed for 

bankruptcy. Southern California Edison Company is also in a condition of 

financial distress. These events have spill-over effects on the entire community 

of regulated electric utilities and are likely to result in an increase in investor 

perception of risk. In short, although a restructured industry holds the promise of 

very substantial ratepayer benefits, the transition to a restructured industry is not 

without substantial pitfalls. 
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Please summarize your recommendation regarding the ROE that should be 

established for SIGECO in this proceeding. 

Consistent with the U.S. Supreme Court decisions in Hope and Bluefield cases 

cited above, this increased risk from MISO membership that I noted above would 

warrant the use of the midpoint of the range of ROES that I calculated as the 

minimum that SIGECO should be allowed to earn in this proceeding. In the 

SoCal Edison case cited above, the Cornmission established a ROE at the 

midpoint of the upper half of the zone of reasonableness, which if applied in this 

case, would result in a higher ROE than I am recommending. Because of the 

risk factors for SIGECO noted above and as an incentive to construct new 

transmission facilities when they are needed, I recommend that the Commission 

establish a ROE of 1 I .6% for SIGECO in this proceeding. 

Please describe SIGECO’s capital structure. 

SIGECO‘S capital structure is 51 36% common stock, 2.98% preferred stock and 

45.47% debt as shown in the table below. 

Weighted 
Dollar Value Percentage Annual Rate Average Cost 

Common Stock $334,048,753 51 -56% 11.60% 5.98% 
Preferred Stock $1 9,281,200 2.98% 5.59% 0.17% 
tong Term Debt $294.61 5,000 45.47% 5.63% 2.56% 

$647,944,953 8.71 % 

The data to calculate SIGECOs capital structure were taken from the FERC 

Form 1 filed by SIGECO in 2000. The calculation of the capital structure is 
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shown in more detail on page 5 of Exhibit SIG-9. Using the interest on long term 

debt of 5.63% and the dividends on preferred stock of 5.59%, my recommended 

ROE of 11.6% results in an overall return of 8.71%. 

Tariff Provisions 

What principal OATT revisions does SIGECO propose? 

Aside from changes in OATT rates, SIGECO is proposing to: (1) restate and 

amend OATT Schedule 4 to make Schedule 4 more consistent with recent 

Commission decisions regarding Energy Imbalance Service; (2) establish a new 

OATT Attachment J that provides procedures for interconnecting new generating 

facilities to SIGECO’s system; (3) establish a Schedule 9 for Power Factor 

Correction Service; and (4) establish a new Dynamic Scheduling Tariff in 

Schedule I O .  SIGECO has also made other changes to conform its tariff 

provisions to Order 888-A. 

Please explain how Schedules 7 and 8 and Attachment H of the OATT were 

amended. 

Schedule 7 is amended to include a charge of 200% of the applicable Schedule 7 

demand charge if the transmission customer exceeds its reserved transmission 

capacity. There is currently no remedy specified in Schedule 7 if a customer 

exceeds its reserved transmission capacity. With the large volume of 

transmission service transactions currently taking place to accommodate a 

vigorous wholesale power market, it is essential that customers have a strong 

incentive to operate within their transmission reservations. 

\ 
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Why was OATT Schedule 4 amended? 

OATT Schedule 4 was amended to make it consistent with Commission 

precedents regarding Energy Imbalance Service. The Commission's approach 

to Energy Imbalance Service has changed since the original Schedule 4 was 

included in the pro forma tariffs in Order No. 888. The revised Schedule 4 will 

allow SIGECO to recover the costs associated with Energy Imbalance Service. 

More importantly, the proposed revisions are designed to deter customers from 

using imbalance service as a source of energy in times when the market price 

fluctuates dramatically. In recent decisions, the Commission has permitted 

cashing out imbalances within the 1.5% band on an hourly basis to avoid 

customers using return in kind provisions to game the system. The revisions to 

Schedule 4 in SIGECO's filing are consistent with Schedule 4W for wholesale 

energy imbalance service which was contained in a settlement that the 

Commission recently approved for Illinois Power Company in a letter order 

issued on October 12,2000 in Docket No. ER99-4415. 

Please explain the new tariff provisions for power factor correction service, 

Section 24.3 of SIGECO's existing OATT states that, "Unless otherwise agreed, 

the Transmission Customer is required to maintain a power factor within the 

same range as the Transmission Provider pursuant to Good Utility Practices." 

There is no remedy specified if the customer does not maintain a power factor 

within the same range as SIGECO. SIGECO believes that it is better to handle 

deficiencies in customers' power factors with a charge that reflects the cost of the 
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facilities needed to provide such Power Factor Correction Service. If such a 

charge is not available, it would appear that the only other remedy would be to 

deny transmission service to a customer that had a lower power factor than 

SIGECO’s. Denial of transmission service is an extreme remedy for a problem 

that is more suitably addressed through an additional charge. The tariff for 

Power Factor Correction Service is also consistent with past Commission 

precedent. The Commission approved a similar tariff for Power Factor 

Correction Service in an Order issued on February 9,2000 in FirSfEnergy 

Operating Companies Docket Nos. ER97-412-000, ER97-413-000, ER98-1932- 

000 and ER97-412-001. The data and calculations to support the charge for 

Power Factor Correction Service are contained in Exhibit SIG-15. 

Schedule 2 charges customers for reactive power and Schedule 9 provides 

the Power Factor Correction Service. Is the customer paying twice for the 

same sewice? 

No. The customer is not paying twice for the same service. The reactive power 

in Schedule 2 is the reactive power necessary to support transmission 

transactions and to maintain the system power factor within the tolerances for 

which SIGECO designed and operates the system. This service is provided 

using SIGECO’s generation capacity, and this service is priced based upon the 

cost of the generation capacity used to produce this reactive power. A certain 

amount of reactive power is necessary to operate the transmission system 

consistent with the tolerances used by SIGECO and the charge for this reactive 
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power is included in Schedule 2. The tolerance used in constructing the rate for 

Schedule 2 is a system power factor of at least .90. SIGECO has not 

experienced problems regarding power factor for "through" and "out" 

transactions, which are the bulk of transmission transactions served under 

SIGECO's OAlT at the current time. 

By contrast, if Indiana restructures its electric utility industry and provides 

retail choice to customers, transmission will be used to deliver electric power to 

customers located within SIGECO's service territory. Some of these customers 

may have a much lower power factor than the tolerances used by SIGECO for its 

transmission system. The price for reactive power inciuded in Schedule 9 is 

based on the cost of capacitors necessary to correct low power factors and 

protects against customers with power factors that are well outside of system 

tolerances from shifting the financial burden of correcting low power factors to 

other customers. 

If the customer has a power factor within system tolerances, the customer 

will be paying for the reactive power necessary to support these transactions 

under Schedule 2 and Schedule 9 will not apply. However, if the customer has a 

low power factor and is operating outside of system tolerances, the reactive 

power in Schedule 2 will not be sufficient to meet the customers needs and the 

additional reactive power provided under Schedule 9 will also be necessary. 

Because Schedule 9 only applies to reactive power outside of the 0.90 system 

tolerance used by SIGECO and Schedule 2 applies only to the reactive power 
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necessary to operate within the 0.90 system tolerance, there is no duplication in 

the service received by the customer or in the charge. As a further indication that 

there is no duplication, Schedule 2 is priced based on using generation capacity 

to provide the necessary reactive power to the transmission system and 

Schedule 9 is priced based on using caDacitors to provide Var support in the 

proximity of the load. 

Please explain the new tariff provision for interconnecting new generating 

facilities to SIGECO’s system. 

Attachment J establishes a new tariff that specifies the procedures for 

interconnecting new generating facilities to SIGECO’s system. These 

procedures are similar to procedures for interconnecting new generating facilities 

that the Commission has approved in Commonwealth Edison in Docket Number 

ER00-1820 and Enfergy Docket Number EROO-1743. 

Please describe the new Dynamic Scheduling Tariff provision established 

in Schedule 10. 

The Dynamic Scheduling Tariff is included to provide a means for customers to 

match loads and resources on a real time basis. The tariff specifies that the 

customer will pay the actual cost of the metering, telemetry, hardware additions, 

software modifications and any on-going expenses necessary to perform 

dynamic scheduling. If a customer already has a SCADA system, the additional 

cost to the customer may be much smaller than in the case when all of the 

equipment necessary to perform dynamic scheduling must be installed, Because 

Q. 

A, 

Q. 

A. 



Direct Testimony of Martin J. Blake 
Page 27 

Docket No. EROI- -000 
Exhibit SIG-1 

I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

Q. 

A. 

Q. 

A. 

of these significant differences in cost, it is not possible to specify a single charge 

for providing dynamic scheduling service. However, SIGECO commits to 

providing such service with the customer paying the actual cost of the equipment 

and on-going expenses necessary to perform this service? 

What other OATT changes has SIGECO? 

SIGECO has also made revisions, which inadvertently had not previously been 

made, to conform its OATT to Order 888-A. 

Cost of Service and Rate Development 

Please explain the OATT rate revisions. 

The rates for the ancillary services in Schedules I, 2, 3, 5 and 6 were revised to 

more closely reflect the cost of providing these services based on Exhibit SIG-9, 

which is my transmission cost of service study. The following table identifies the 

affected services, the pertinent rate schedule number, and the particular exhibit 

for deriving the rate: 

Service Schedule Exhibit No. 

Scheduling, System Control and 

Reactive Supply and Voltage 
Control for Generation Service 

Regulation and Frequency 

Operating Reserve - Spinning 

Operating Reserve - Supplement 

Dispatch Service 1 SIG-10 

2 SIG-11 

Response Service 3 SIG-j2 

Reserve Service 5 SIG-13 

Reserve Service 6 SIG-14 
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A. 

In addition, the Schedule 7 rates for Firm Point-to-Point Transmission 

Service have been revised to better reflect the cost of providing service as shown 

in Exhibit SIG-9. The Schedule 8 rates for Non-Firm Point-to-Point Transmission 

Service were revised to better reflect the cost of providing that service as also 

shown in Exhibit SIG-9. The annual transmission revenue requirement contained 

in Attachment H, which is used in pricing Network Integration Transmission 

Service, was revised to better reflect the cost of providing service. Cost support 

for and development of the new annual transmission revenue requirement is 

included in Exhibit SIG-9 to the filing. 

Please describe the development of the transmission revenue requirement 

contained in Exhibit SIG-9. 

SIGECOs filing is based upon a 1999 test year and uses a standard embedded, 

non-levelized cost-of-service methodology to develop the OATT transmission 

revenue requirement. We have requested a waiver to permit the use of the 7999 

data since data for the year 2000 was not available when we were preparing the 

rate filing. 

What is the primary source of data used to develop both the transmission 

revenue requirement and the cost analysis underlying the ancillary service 

rates? 

The balance sheet and cost items underpinning the calculation of SIGECO’s 

OATT transmission revenue requirement and the costs used to calculate 

ancillary services are primarily derived from the 1999 FERC Form No. 1 as filed 
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by SIGECO. Each exhibit identifies the specific page references from Form 1 for 

total company and/or transmission amounts. Once the revenue requirement is 

developed, it is divided by demonstrated capability. 

Please describe the development of demonstrated capability. 

Demonstrated capability is the average of SIGECO’s 12 coincident peaks 

adjusted by the transmission system loss factor of 1.6%. This figure is in turn 

used as the divisor to calculate rates. This calculation is shown on Exhibit 

SIG-16. 

Are there other adjustments made to FERC form 1 data that should be 

described? 

Yes. The following describes other adjustments made to the calculation of 

transmission revenue requirement: 

Total and Net Transmission Plant in Service, as well as, Transmission 

Expenses, have been reduced by SIGECO’s investment in step-up 

transformers. This has been done in accordance with recent FERC policy. 

Net Transmission Plant includes transmission related Materials and 

Supplies. 

Cash working capital for transmission is developed using the FERC 

method of one-eighth of transmission 0 8 M expenses. 

Page 4 of Exhibit SIG-9 develops allocation factors for Plant, Depreciation, 

Construction Work in Progress, Accumulated Deferred Income Taxes, and 

other expenses. 
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0 Non-firm transmission revenue has been credited against the transmission 

revenue requirement. 

0 The calculation of the weighted average cost of capital is discussed 

elsewhere in my Testimony and is developed in Page 5 of Exhibit SIG-9. 

Q. 

A. 

What kind of transmission servlces has SIGECO provided? 

SIGECO has principally provided relatively short-term point-to-point services. 

For that reason, it is not possible to calculate the revenue impact of the filing. 

SIGECO provides network service to itself for purposes of providing bundled 

wholesale requirements service to certain customers. However, SIGECO does 

not provide such service to any affiliated or non-affiliated entities. 

Were Exhibits SIG-2 through SIG-15 prepared by you or under your 

supervision? 

Q. 

A. Theywere. 

Q. 

A. Yes. 

Does this conclude your testimony? 



UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 
-- 

DOCKET No. EROI ---OOO 
SOUTHERN INDIANA GAS & I 

ELECTRIC COMPANY I 

AFFIDAVIT OF MARTIN J. BLAKE 

State of Kentucky ) 
County of Jefferson ) - 

I, Martin J. Blake, being duly sworn, depose and say that the statements 
contained in the Direct Testimony of Martin J. Blake on behalf of Southern Indiana Gas 
8 Electric Company in these proceedings are true and correct to the best of my 
knowledge, information and belief, and 1 hereby adopt said testimony as my own under 
oath. 

- 

l i  

Martin J: Blake U 

SUBSCRIBED AND SWORN to before me 
this 25th day of April,2001 



EXHIBIT SIC-2 

DCF CALCULATION FOR 
SOUTHERN INDIANA GAS & ELECTRIC COMPANY 



3 a 
9. 
2 
-0 

cncn 
Nh) 

.- 

I 



EXHIWT SIG-3 

SZ-WEEK PRICE RANGE FOR SHARES OF VECTREN CORPORATION 



Yahoo! Finance - W C  
-- Exhibit SIG-3 

Finance Home - Yahoo! - Help F!NMC€N --. 

-- Track all your financial accounts with a single password! 
Yahoo! -Finance 

r- Get Quotes 11Chart -%mbol lookup 
- 

- Welcome - Net Worth (Yahoo! ID reauirea - Customize - Sian In 
Free: Pay bills - View your bank, brokerage, credit card accounts - Track stocks! [ RegisterlSian In ] 

__ 
Quotes 

- "., Do your taxes online now with H&R Block in 
the Yahoo! Tax Center. 

mm 0 .  

Click to trade or open M account. - Iinporrant Disclaimer 

Views: Basic - DavWatch - Performance - Fundamentals - Real-time ECN - Detailed - 
[Create New View] 

-- http:/lfinance. yahoo.com/q?s=vvc&d=b 4/14/2001 

http:/lfinance


EXHIBIT SIG-4 

DIVIDEND SUMMARY OF VECTREN CORPORATION 



Page 2 of 2 Vectren Corporation Dividend History Exhibit SIG-4 
Page 1 of 2 

Investor Relations 

Dividend History 

Cash dividends on common stock are considered quarterly by the 
board of directors and historically have been paid on March 1, June 1, 
September 1 and December 1 of each year. 

Dividend Summary for tick 
Vectren Corporatior 

Dmclarad Ex-Date Record Payable 

24-Jan-2001 11-Feb-2001 15-Feb-2001 1-Mar-2001 

er W C  -- 

I Common Dividend Summary for ticker IEl 
Indiana Energy, Inc. 

Plyable Doclarod Ex-Oate R P c d  

26Jan-2000 11-Feb-2000 15-Fob-2000 

2903-1999 4NW-1999 , 12-NOV-1999 

29-JuI-1999 11-Aug-1889 I 13-AUQ-1999 

Amount T y p  

$0.2425 Regular Cash 

$0.2425 Regular Cash 

$0.2425 Regular Cash 

1-Mar-2000 

ldec-1999 

1 -sepl999 

14-May-lW9 1-Jun-1999 $0.2325 Regular Cash 

15-Feb-1999 1-Mar-1999 $0.2325 Regular Cash 

13-Nov-1998 1-Dee1988 $0.2325 Regular Cash 

1&%p1998 203-1998 4-for-3 

14-Aug-1998 1-Sep-1998 $0.3100 RegularCash 

15-May-1998 1-Jun-1998 $0.2850 Regular Cash 

13-Feb-1998 1-Mar-1998 $0.2850 Regular Cash 

1440~-1997 1-Dec-1997 $0.2950 Regular Cash 

15-Aug-1997 I-Sepl9S7 $0.2950 Regular Cash 

” 

stock split 

29-Apr-1999 12-May-1999 

27-Jan-1999 10-Feb.1999 

30-0~1-1998 10-NOV-I998 

31-Jut-1998 

31 -Jul-l998 12-Aug-1988 

24-Apf-1998 13.May-1998 

25Jan-1998 11-Feb-1988 

31-013-1997 12-NOV-1997 

25-JuI-1997 13-Aug-1997 

1 -Jut+j 997 15-May-1997 

14-Feb-I907 1-Mar-1 997 

15-NW-lW 

1S-Aug-1998 1-Sep-1998 

I 5-May-1 996 1-Jun-1996 

15-Feb-1996 I -Mar-1 996 

1 270C i995  I 13-Nov-19% 15-NOv.1995 1 -We1995 

41 1 4/200 1 
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2EJuI-1995 11-Aug-1995 * 9-Jan-1995 4Feb-I995 

28-Apr-I995 %May-1 595 

3OJul-1993 
slock split 

G] 12$&1993 I 18-May-1993 1 1Jun-1993 I $0.3700 I Regular Caoh I 
13-Jan-1993 8-Feb-1993 

30-0d-1992 IO-Nov-1992 

3 1 -JuC1992 12-Aug-1992 

2-r-1992 12-May-1 882 

13.Jen-1992 10-Feb-1992 

254cl-1991 12-Nov-1991 

26-JuCl991 13-AUg.1991 

http://www.corporate-ir.net/ireye/ir_site.zhtml?ticker=vvc&script=.l700 

Page 2 of 2 

41 1 4/200 1 
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CALCULATION OF RETURN ON EQUITY OF 
ENERGY EAST CORP., UTlLfCORP UNITED, 

CMS ENERGY CORP., NISOURCE INC. 
AND OGE ENERGY CORP. 
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OF RATES OF DELTA NATURAL 
GAS COMPANY, INC. 

CASE NO. 99-176 



AFFIDAVIT 

The affiant, Martin J. Blake, being duly sworn, deposes and states that the prepared 
testimony attached hereto and made a part hereof, constitutes the prepared Direct Testimony of 
this affiant in Case No. 99- 176, in the matter of: Adjustment of Gas Service Rates of Delta 
Natural Gas Company, Inc. and that if asked the questions propounded therein, this affiant 
would make the answers set forth in the attached prepared Direct Testimony. 

Affiant further states that he will be present and available for cross-examination and for 
such additional direct examination as may be appropriate at any hearing in Case No. 99-176 
scheduled by the Commission, at which time affiant will hrther r e a f f w  the attached testimony 
as his Direct Testimony in such case. 

A U  
Martinj.Blake 

STATE OF KENTUCKY ) 

COUNTY OF JEFFERSON ) 
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Subscribed and sworn to before me by flaftfiJ 6iaiz -, this the 
25% dayof -, 1999. 

Elizabelh Andriot 
My Commission Expires: Notary Public, State at Large, KY 

My Commission Expires July 14,2002 

Notary Public, State at Large, Kentucky 
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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF 

Q: 

A: 

Q: 

A: 

Q: 

A: 

GENERAL ADJUSTMENT OF GAS ) 
SERVICE RATES OF DELTA 1 
NATURAL GAS COMPANY, INC. 1 

CASE NO. 99-176 

DIRECT TESTIMONY OF DR. MARTIN J. BLAKE 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Martin J. Blake. My business address is 671 1 Fallen Leaf, Louisville, 

Kentucky 4024 1. 

BY WHOM AND TN WHAT CAPACITY ARE YOU EMPLOYED? 

I am a Member and Principal of The Prime Group, LLC. The Prime Group provides 

consulting services in the areas of marketing, market research, rate and regulatory 

support, training, and strategic planning for energy industry clients. The Prime Group is 

focused on helping clients to prepare for the transition to a more competitive utility 

industry environment. 

Professional Oualifications & Exnerience 

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND. 

I received my Ph.D. in AgricuItural Economics in 1976 from the [Jniversity of Missouri, 

Columbia. My doctoral work centered on the areas of marketing and econometrics. I 

also hold a Master of A r t s  in Economics fkom the University of Missouri, Columbia, 
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which I received in 1972. In addition, I received a Bachelor of Arts degree in Economics 

from Illinois Benedictine College in 1970. 

IN WHAT AREAS DOES YOUR PRACTICE CONCENTRATE? 

As a member of The Prime Group, I have prepared and filed Order No. 888 and Order 

No. 889 compliance filings at the Federal Energy Regulatory Commission (“FERC”) for a 

number of electric utilities as well as Order No. 888 and Order No. 889 waiver requests 

for other utilities. X have prepared market power analyses in support of market-based rate 

filings at FERC for utilities and their marketing affiliates, as well as assisting other utilities 

with their market-based rate filings. I have also assisted several utilities in addressing both 

FERC and state afiliate transactions concerns and have provided training regarding 

standards of conduct. I have assisted utilities with developing strategic marketing plans 

and implementing these plans. I have provided utility clients with assistance regarding 

Q: 

A: 

regulatory policy, strategy and liaison; state and federal regulatory filing development, 

testimony and support; cost of service development and support; the development of 

innovative rates to achieve strategic objectives; the unbundling of rates and the 

development of menus of rate alternatives for use with customers; performance-based rate 

and incentive rate development; and energy marketing and brokering capability 

development. I have made presentations to train account executives in sales and customer 

negotiation, as well as presentations in ratemaking and utility finance seminars and 

workshops regarding basic utility marketing. I have provided marketing, market research 

and marketing support services for utility clients and have assisted them in assessing their 

marketing capabilities and processes. 
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Q: PLEASE BRIEFLY SUMMARIZE YOUR AREAS OF PROFESSIONAL 

EXPERIENCE PRIOR TO JOINING THE PRIME GROUP. 

I have professional experience as an economist and professor of economics, as a utility 

regulator, and as a utility manager and executive. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS AN ECONOMIST. 

From January 1977 to December 1986, I was employed first as an Assistant Professor, 

then as an Associate Professor, and finally as a Professor of Agricultural Economics at 

New Mexico State University in Las Cruces, New Mexico ("NMSU"). I was the head of 

the undergraduate program and taught economics, agricultural economics and 

econometrics. W l e  at NMSU, I also warked as a consultant for various clients, 

providing price forecasting, load forecasting, and marketing services. Since 1992, I have 

taught mathematical economics and econometrics as an Adjunct Professor in the 

Economics Department at the University of Louisville. Prior to my joining the faculty at 

NMSU, I served in the U. S. Army as an instructor of economics, statistics, and 

accounting at the T J. S. Army Institute of Administration at Fort Benjamin Harrison, 

Indianapolis, Indiana. 

I also have a variety of experience with the application of economics to utility public 

policy issues. In addition to my experience as a utility regulator and executive, which I 

describe below, I have taught ratemaking for utilities at the NARUC Annual Regulatory 

Studies Program at Michigan State University since 1993. From May 1983 to August 

1983 , while on a sabbatical leave from NMSU, I served as a Policy Analyst for the 

Assistant Secretary for Land and Water at the U. S. Department of Interior. 

A: 

Q: 

A: 
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Q: PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS A tJTIL,ITY 

REGULATOR. 

From January 1987 to November 1990, I served as a Commissioner and as the Chairman 

of the New Mexico Public Service Commission. As a Commissioner, my duties included 

making policy and adjudicatory decisions regarding rates, terms of service, financing, 

certificates of public convenience and necessity, and complaints for electric, gas, water, 

and sewer utilities. As Chairman, I supervised a staff of thirty-two professionals and 

sixteen support staff. During my tenure on the New Mexico Commission, I also served as 

Chairman of the Western Conference of Public Service Commissioners Electric 

Committee and as Chairman of the Committee on Regional Electric Power Cooperation, a 

group composed of state public service commissioners and representatives from the state 

energy offices of the thirteen western states. 

As a Commissioner, I interpreted legislation, reviewed prior Commission cases to 

determine the precedents that they provided, drafted rules and regulations, wrote Orders, 

conducted hearings, ruled on motions, and served as an arbitrator in alternative dispute 

resolution proceedings. Although I do not have a law degree, I performed adjudicatory 

and regulatory functions for the four years that I served on the Commission. 

PLEASE DESCRJRE YOUR PROFESSIONAL EXPERTENCE AS A UTILITY 

MANAGER. 

From December, 1990 to June 1996, I was employed by Louisville Gas and Electric 

Company ("LG&E"). Initially, I served as LG&E's Director of Regulatory Planning. In 

this position, I way responsible for coordinating all of LG&E's state and federal regulatory 

A: 

Q: 

A: 
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efforts, and prepared and presented testimony to regulators. In performing my duties in 

the federal regulatory area, I performed the market power analysis in LG&E’s original 

market-based rate filing at the FERC, which was one of the first applications of the “hub 

and spoke” methodology that the FERC now uses in assessing generation market 

dominance in market-based rate filings; supervised the preparation of the market-based 

rate filings; and served as LG&E’s principal witness in this case. I also heIped develop the 

electronic bulletin board that the FERC required as a condition for approving the market- 

based tariff, Additionally, I helped to develop L,G&E’s comparable transmission tariff 

filing, which provided third parties with access to LG&E’s transmission system at the 

same price, terms and conditions as LG&E. This was the first tariff providing comparable 

transmission service that was filed and approved by the FERC and was filed before Order 

No. 888 was issued by FERC. In this comparable transmission tariff filing, I served as 

LG&E’s principal witness and negotiated the settlement in this case with FERC staff. 

When L,G&E Power Marketing filed for the ability to charge market-based rates, I helped 

to develop the codes of conduct that were submitted to the FERC as a part of the filing. 

My areas of responsibility were expanded in April 1994 to include marketing and strategic 

planning. As the Director, Marketing, Planning and Regulatory Affairs, I was responsible 

for coordinating I,G&E’s retail gas and electric marketing, strategic planning, and state 

and federal regulatory efforts. I continued to be employed in that capacity at LG&E until 

June 1996, when I joined the Prime Group as one of its Principals. 

PLEASE DESCRIBE THE INDUSTRY GROUPS IN WHICH YOU HAVE 

PARTICIPATED. 

Q: 
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Interregional Transmission Coordination Forum, and the General Agreement on Parallel 

Paths, as well as the following committees of the Edison Electric Institute ("EEI") -- 

Economics and Public Policy Executive Advisory Committee, Strategic Planning 

Executive Advisory Committee, Transmission Task Force, and Power Supply Policy 

Technical Task Force. Recently, I have worked with a group of utilities deveIoping the 

Midwest ISO. 

HAVE YOU TAUGHT ANY COURSES OR SEMINARS M THE AREA OF UTILITY 

RESTRIJCTTJRING? 

Yes. In addition to teaching ratemaking for electric utilities at the NARUC Annual 

Regulatory Studies Program since 1993, I have also taught a course regarding the 

institutions and organizations of the new electric utility industry. Each year, I also teach 

and conduct numerous workshops and programs, and deliver invited presentations to 

utility managers and regulators an a variety of subjects including industry restructuring. 

IN WHICH CASES HAVE YOU PREVIOUSLY TESTIFIED? 

Q: 

A: 

Q. 

A. I testified before the Kentucky Public Service Commission in the rehearing in Case No. 90- 

158, an LG&E rate case; in Case No. 92-494, a biennial fuel adjustment clause review; in 

Case No. 93-1 50, an application for approval of a DSM cost recovery mechanism and a set 

of initial programs; in Case No. 94-332, an application for an environmental cost recovery 

mechanism; in case No. 92-494-By regarding the confidentiality of coal bid data; and in 

case No. 95-455, a biannual review of the environmental cost recovery mechanism. I 

participated in the conference to review LG&E's first integrated resource plan in Case No. 
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9 1-423 and testified b a number of he1 adjustment clause proceedings. I also testified on 

behalf of Blazer Energy Corp. in Case No. 98-489 which was an application for an 

adjustment in rates. 

I prepared and filed testimony before the FERC in cases ER92-533, in which LG&E 

provided open transmission access and also received authority to charge market-based rates 

for its generation, and ER 94- I 3 80, the first comparability tariff which was approved by the 

FERC. I prepared and filed rebuttal testimony in Cause No. PUD 9600001 16, Oklahoma 

Gas and Electric Company’s last rate case before the Oklahoma Corporation Commission. 

In that case, I rebutted intervenor and staff proposals to disallow certain marketing, 

advertising, economic development and research and development expenses. I have 

prepared and filed direct and rebuttal testimony for Southern California Edison Company in 

Case Number 90-1 2-01 8 (phase 5). In this testimony, I reviewed the reasonableness of 

contracting by Southern California Edison with Integrated Energy Group (IEG) to provide 

marketing services to Southern California Edison and the reasonableness of the resulting 

marketing services performed by IEG. I prepared and filed direct and rebuttal testimony for 

Oklahoma Gas and Electric in Arkansas Public Service Commission Docket No. 96-360-U 

regarding recovery of stranded cost by Entergy Arkansas, Inc. In this testimony, I 

recommended recovery of 100% of stranded costs at such time as costs are actually 

stranded. I also testified before the New Mexico Public Utility Commission in Docket No. 

2797, a general rate case for Plains Electric Generation and Transmission Cooperative, 

Inc. 

I testified in Illinois Commerce Commission (“IC@,) Dockets 98-0013 and 98-0035, which 
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were concerned with ensuring nondiscrimination with regard to affiliate transactions for 

electric utilities. In this case, I sponsored CornEd's proposed affiliate transactions rules and 

suggested some basic principles that the Illinois Commerce Commission should follow in 

developing rules and regulations for ensuring non-discrimination and non-cross 

subsidization in transactions with affiliated and unaffiliated alternative retail electric 

suppliers (ARES). I testified in ICC Docket 98-0036, which was a rulemaking to develop 

rules and regulations for assessing and assuring the reliability of the transmissian and 

distribution systems as a part of electric utility restructuring in Illinois. I also testified in 

Dockets 98-0147 and 98-0148 which were concerned with developing standards of 

conduct and rules for functional separation. In this case, I sponsored ComEd's proposed 

standards of conduct and hct ional  separation rules. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

Delta Natural Gas Company, Inc. ("Delta") engaged The Prime Group to conduct an 

analysis of and to provide a recommendation regarding the appropriate cost of common 

equity for application to Delta's original cost rate base. My testimony contains the results 

of this analysis and identifies the fair rate of return on equity that Delta should be given 

the opportunity to earn during the period when the new rates Will be in effect. My analysis 

utilizes commonly accepted financial valuation techniques and incorporates the factors 

that affect Delta's overall investment risk. 

IS THERE A PUBLIC BENEFIT TO PROVIDING NATURAL GAS SERVICE TO 

RURAL AREAS? 

Yes. If natural gas service is available in an area, customers have a choice whether to use 

Q. 

A. 

Q. 

A. 
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natural gas or electricity for particular applications, Customers’ ability to switch between 

natural gas and electricity helps to keep downward pressure on the prices of both 

products. Furthermore, the availability of natural gas service can help in attracting 

industrial loads to an area and thus assist in economic development efforts. However, if 

natural gas service is to be provided to rural areas, the companies providing such service 

must have the opportunity to earn adequate returns or they will no longer be able and 

willing to provide such service. 

HOW SHOULD THE RATE OF RETURN BE DETERMINED UNDER PUBLIC 

UTILITY REGULATION? 

The purpose of public utility regulation with respect to rate of return is to permit a utility 

to earn its cost of capital while avoiding monopoly profits. Long-run earnings above the 

cost of capital would imply monopoly profits, while long-run earnings below the cost of 

capital would impair a utility’s ability to attract capital on reasonable terms. A rate of 

return based on a utility’s cost of capital is consistent with the guidelines established by 

the U.S. Supreme Court in Bluefield Water Works & Improvement Co. v. Public Service 

Commission of Vest Virginia, 262 U.S. 679 (1923) and Federal Power Commission v. 

Hope Natural Gas Company, 320 U.S. 591 (1944). These cases require that a utility be 

allowed to earn a rate of return that: 1) is comparable to alternative investment 

opportunities of corresponding risk, 2) will permit capital attraction on reasonable terms, 

and 3) will maintain a utility’s financial integrity. 

IS AN OPPORTUNITY TO EARN A FAIR RATE OF RETURN THE SAME AS A 

GUARANTEE TO EARN A FAIR RATE OF RETTJRN? 

Q. 

A. 

Q. 
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No. Having an opportunity to earn a fair rate of return allows for more uncertainty than 

does having a guarantee to earn a fair rate of return. A guarantee of earning a fair return 

would imply no variability in the rate of return, with the utility earning the specified rate 

of return every year. An oppartunity to earn a fair rate of return implies that a utiIity has a 

reasonable assurance that it will be allowed to earn a rate of return that is sufficient to 

attract capital, that will maintain its financial integrity and that is comparable to the return 

earned by alternative investments of comparable risk. While factors such as temperature 

variability and changes in the number of customers may result in an actual rate of return 

that is higher or lower than the allowed rate of return in any given year, a utility that 

consistently earns less than the allowed rate of return or which has averaged significantly 

less than the allowed rate of return for a long period of time cannot be said to have a 

reasonable assurance of earning the allowed rate of return. Thus, an assurance of earning a 

fair and reasonable rate of return could be viewed statistically as the arithmetic average of 

a series of returns over a period of time equaling the allowed rate of return. The problem 

with this approach is that, if there is significant variability in the returns, several years of 

earning below the allowed rate of return could cause severe financial harm to a utility 

while waiting for the years of above average returns to materialize. Thus, it may make 

sense for regulators to not only deal with the mean value of the distribution of returns, as 

they do when they set the allowed rate of return in a rate case, but to also deal with the 

variability of the returns through some alternative regulatory mechanism. 

WOULD YOU REGARD DELTA'S CURRENT RATES AS PROVIDING AN 

OPPORTUNITY TO EARN AN ADEQUATE RETURN FOR PRGVIDNG NATURAL 
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GAS SERVICE TO RIJRAL AREAS? 

A. No, I do not. In December, 1997 the Commission issued an Order in Case No. 97-066 

which set new rates for Delta which became effective in January, 1998. In this case, the 

Commission allowed a return on common equity of 1 1.6%. However, Exhibit MJB-2 

shows that Delta actually earned a return of 8.22% during the first year that these new 

rates were in effect. Additionally, Delta had a payout ratio of nearly 110% during 1998. In 

fact, Delta has had a payout ratio of greater than 100% in 6 of the last 10 years with an 

average payout of 105%. Such a payout ratio cannot be maintained in the long nm. 

Admittedly, in the current regulatory framework, when the Commission sets rates, it 

provides a company with the opportunity to earn a rate of return, it does not guarantee that 

a given rate of return will be earned. However, Delta’s return on equity has averaged 

10.1% over the last 10 years, and this, combined with the payout history and the return on 

equity that Delta earned in 1998 during the first year that the new rates were in effect, 

does not indicate to me that Delta has a sufficient opportunity to earn the allowed rate of 

return. 

WHAT FACTORS DO YOU BELIEVE HAVE CAUSED DELTA TO UNDER EARN 

COh4’PARED TO ITS ALLOWED RATE OF RETURN ON EQUITY? 

I believe that there are three factors: 1) Delta’s equity is low as a percentage of total 

capitalization, 2) Delta’s predominantly rural service territory, and 3) weather variability. 

PLEASE DESCRBE DELTA’S EQUITY AS A PERCENTAGE OF TOTAL 

CAPITALIZATION COMPARED TO O T E R  NATURAL GAS DISTRIBUTION 

COMPANIES. 

Q. 

A. 

Q. 
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A. Exhibit MJB-1 shows the common equity ratios for a panel of 29 natural gas distribution 

utilities. The data was taken from a report titled Natural Gas Industrv S m a r v  Monthly 

Financial & Common Stock Information published by Edward Jones. The first column of 

data contains the reported capitalization of the company which consists of long term debt 

and common equity. The short term debt reported in the second column is not included in 

the capitalization reported in the first column. The third column shows common equity as 

a percentage of long term debt and equity. The mean percentage of equity calculated on 

this basis is 5 1 % with a median of 50%. The capitalization for Delta that is utilized in this 

proceeding includes short term capital as well as long term capital and common equity. To 

provide the percentage of equity for the panel based on a capitalization including short 

term debt, the short term debt in column two was added to the capitalization reported in 

column one to get total capitalization. Equity as a percentage of total capitalization was 

calculated by dividing the company’s common equity by the capitalization which included 

short term debt. This calculation resulted in the data reparted as the new equity percentage 

in the last column of Schedule 1. The ratio of common equity to total capitalization of 

30.6% for Delta is consistent with the original capital structure fiom the test year that is 

utilized in this proceeding. The mean percentage of common equity relative to total 

capitalization of the panel is 43.2% with a median of 43.9%. It should be noted that 

Delta’s percentage of common equity relative to total capitalization is the second lowest 

in the panel which makes Delta more heavily leveraged than other natural gas distribution 

utilities. 

DOES A LOW PERCENTAGE OF EQUITY RELATIVE TO TOTAL, Q. 
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CAPITALIZATION DELTA A RISKIER INVESTMENT? 

Yes. The more debt that a firm has as a part of its total capitalization, the greater are the 

fixed interest payments that the firm will have to make to bond holders out of any given 

revenue stream that it generates. A company is required to make payments to the bond 

holders in specified amounts at specified times, while it is under no such obligation to its 

common equity holders. Thus, the more equity the firm has, the greater is its ability to 

weather revenue fluctuations. However, this flexibility comes at a cost, as equity is more 

expensive than debt because of the greater risk that shareholders bear. As a company’s 

business environment becomes riskier and its business risk becomes greater, the company 

shauld increase its equity and lower its debt ratio. By reducing its debt ratio, its fixed 

obligations to bond holders would be reduced and the company would be better able to 

manage the financial fluctuations that result from a riskier business environment. 

Furthermore, a utility’s equity ratio must be high enough to allow additional debt capital 

to be issued without an adverse effect on its credit rating. This would be consistent with 

the criteria established in the Bluefield and Hope cases that the rate of return be sufficient 

to permit capital attraction on reasonable terms. If the capital structure does not permit 

some margin for additional debt financing at all times, a utility is subject to the potential 

adverse impact of unanticipated tight credit conditions, thus making it a riskier 

investment. Because I believe that Delta’s existing capital structure would make it 

difficult to secure additional debt financing on reasonable terms, it is my opinion that the 

Commission need‘s to allow a higher rate of return that will permit Delta to improve its 

equity ratio. 

A. 
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Q. HOW WOULD DELTA’S LOW EQUITY RATIO AFFECT THE RETURN ON 

EQUITY THAT IT EARNS? 

Because Delta is about 70% debt financed, its fixed obligations to bondholders are high, 

thus exacerbating the impact on the return on equity resulting from any revenue 

reductions that Delta might experience. 

HOW WOULD DELTA’S PR€?DOMINANTLY RURAL SERVICE TERRITORY 

AFFECT THE RETURN ON EQUITY THAT IT EARNS? 

Delta serves an area that is predominantly ruraI with low population density. This low 

population density results in higher fixed cost per customer for serving rural areas 

compared to the fixed cost per customer incurred in an urban area. This higher fixed cost 

per customer results fforn both a higher cost of installing the pipe needed to serve a 

customer and the higher cost of maintaining the lines. Additionally, Delta has been adding 

customers at a rapid rate, as demonstrated in Exhibit-MJB3. These customer additions 

result in significant additional fixed cost being added before any additional revenue is 

generated. Thus, the high fixed cost per customer combined with customer growth is 

putting financial pressure on Delta through these fixed cost additions. Furthermore, these 

rural customers tend to have a lower annual usage and a larger proportion of temperature 

sensitive load than urban customers. This relatively high fixed cost to serve small highly 

temperature sensitive loads translates to a higher fixed cost burden for Delta and a more 

variable revenue stream. The higher fixed costs resulting fiom operations compounds the 

problem of high fixed obligations to bond holders resulting from a low equity ratio, and 

exacerbates the impact on the return on equity resdting fiom any revenue reductions that 

A. 

Q. 

A. 
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Delta might experience. Thus, the low population density in rural areas that results in a 

higher fixed cost burden for Delta with more variability in the return stream due to the 

large amount of temperature sensitive load for these m a l  customers makes Delta a riskier 

investment. This added risk would justify a higher rate of return to compensate for the 

additional risk. Because I have not quantified the separate impact on rate of return 

resulting gom the m a l  character of Delta’s service territory, I would suggest accounting 

for the impacts of this risk factor by using an allowed rate of return in the high end of the 

reasonable range of returns based on my analysis. 

HOW WOULD WEATHER VARIABILITY AFFECT THE RETURN ON EQUITY 

THAT DELTA EARNS? 

Because a large portion of Delta’s load is space conditioning and is very temperature 

sensitive, a warmer than normal heating season results in significantly reduced revenue 

and earnings while a cooler than normal heating season results in increased revenue and 

earnings. This impact can be seen on page 1 of Exhibit MJB-2. The earnings available for 

common equity fluctuate widely fiom a 1 11% increase in 1992 to a 35% decrease in 

1997. It should be noted that the earnings available for common equity in 1998 of 

$2,45 1,272 is still below the 1996 level of earnings available for common equity even 

though it represents a 42% increase over 1997. The 1998 level is also below the earnings 

available for common equity in 1993 and 1994. Thus, temperature variability has a major 

effect on the return on equity that Delta actually earns. 

ARE THXRE ANY REMEDIES THAT CAN BE APPLIED TO CORRECT FOR THE 

THREE FACTORS AFFECTING DELTA’S EARNINGS THAT YOU HAVE 
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DESCRIBED ABOVE? 

Yes. There are potential remedies for two of the three factors that I have described above. 

With regard to Delta’s Iow percentage of equity, there are two potential remedies. The 

first is to use an imputed capital structure and the second is to incorporate a leverage 

premium into the rate of return if an imputed capital structure is not used. With regard to 

the impact of weather variability on earnings and on return on equity, a temperature 

normalization adjustment can be utilized. However, a temperature normalization 

adjustment will not correct for the rural nature of Delta’s service territory and the higher 

fixed costs that result. These characteristics of Delta’s operation, which increase its risk, 

should be reflected by a rate of return in the high end of the acceptable range in 

calculating Delta’s cost of equity. 

PLEASE EXPLAIN HOW AN IMPUTED CAPITAL S T R U C T W  COULD RE 

UTILIZED TO ADKJST FOR THE EFFECT OF DELTA’S LOW EQUITY RATIO. 

Currently, Delta has a capital structure consisting of 30% common equity. As discussed 

above, this is significantly lower than the industry average. If an imputed capital structure 

is utilized in determining Delta’s revenue requirement, I would recommend an imputed 

capital structure consisting of 43.5% common equity and 56.5% debt. I arrived at my 

recommendation of utilizing 43S% common equity by taking the midpoint between the 

mean of 43.2% and the median of 43.9% in Exhibit MJB-1. Based on my experience, an 

equity ratio of 43.5% would be reasonable, but would lie in the low end of the reasonable 

range. As additional verification of the reasonableness of this imputed capital structure, in 

their article evaluating utility capital structures, Brigham, Gapenski, and Abenvald noted 

A. 

Q. 

A. 
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that: 

The data did not permit analysis outside the 42.5 to 54 percent debt 
ratio range, so we cannot state exactly what would happen to 
interest rates if debt were below 42.5 or above 54 percent. (Eugene 
F. Brigham, Louis C. Gapenski and Dana A. Aberwald, "Capital 
Structure, Cost of Capital, and Revenue Requirements", Public 
Utilities FortniKhtk, January 8, 1987, p. 18) 

The 56.5% debt that I am recommending as a part of the imputed capital structure would 

lie above the top end of the range in which adequate data was available for the statistical 

work described in the Brigham, Gapenski and Abenvald article. 

PLEASE EXPLAIN HOW A LEVERAGE PREMIUM COULD BE UTILIZED TO 

ADJUST FOR THE EFFECT OF DELTA'S LOW EQUITY RATIO. 

If an imputed capital structure is not utilized, a premium could be added to the return on 

equity to adjust for DeIta's high level of debt. The magnitude of such an adjustment can 

be derived from the Brigham, Gapenski and Aberwald article which states that: 

The basis change is smaller toward the high end of the equity ratio 
range, so an increase in equity from 49 to 50 per cent would only 
lower the cost of equity by about seven basis points, but an increase 
in the ratio from 40 to 41 per cent would lower the cost of equity by 
about 15 basis points. (Brigham, Gapenski and Abenvald, p. 23) 

The imputed capital structure that I recommend would increase the percentage of equity 

from 30% to 43.5% which would make the 15 basis point per one percent change in 

equity a reasonable, and possibly a conservative, estimate of the leverage premium that 

should be used. The leverage premium that would provide the same result as a 13.5% 

increase in the imputed capital structure would be 202.5 basis points. Thus, if an imputed 

capital structure is not used, a leverage premium of about 2% should be added to the 
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allowed rate of return to adjust for Delta’s low percentage of equity. 

PLEASE EXPLAIN HOW A TEMFERATIJRE NORMALIZATION ADJUSTMENT 

COULD BE UTILIZED TO ADJUST FOR THE EFFECT OF TEMPERA”RE 

VARIABILITY. 

Although a temperature normalization has been employed historically in determining the 

revenue requirement and in calculating rates, a temperature normalization has not been 

applied to the rates prospectively to adjust for the vagaries of weather. Without a 

temperature normalization incorporated into the rates as they are applied prospectively, 

Delta is subject to the earnings and return on equity variations shown in Exhibit MJB-2. 

Temperature normalizing to calculate the rates but not to apply them in essence amounts 

to a bet that normal temperature will occur with Delta experiencing significant financial 

distress if warmer than normal weather occurs. Delta’s low equity ratio and high fixed 

operating costs have the effect of magnifylng the impact of this temperature variability. I 

recommend the use of a temperature normalization adjustment in Delta’s rates to adjust 

for the significant impact that weather has on its earnings and return on equity. 

HOW WOULD YOU ASSESS THE BUSINESS ENVIRONMENT WITHIN WHICH 

DELTA OPERATES? 

Beginning with Order No. 436 and continuing through Order Nos. 500 and 636, the 

Federal Energy Regulatory Commission (FERC) established competition in the 

transportation of natural gas and allowed large customers and local distribution companies 

to purchase natural gas directly from producers. Currently, some state regulatory 

commissions are unbundling natural gas service at the retail level and are beginning to 

Q. 

A. 

Q. 

A. 
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allow retail competition in natural gas. Competition at the retail level increases the 

business risk for natural gas distribution companies. Additionally, Delta pravides natural 

gas service in a service territory that substantially overlaps the electric service territory of 

Kentucky Utilities Company, which has some of the lowest electric rates in the nation. 

This direct competition with a low cost electric utility also increases Delta's business risk. 

Finally, Delta is a small company with a capitalization that would fall in the micro-cap 

stock range as defined in the Stocks,~Bonds. Bills and Inflation 1999 Yearbook published 

by Ibbotson Associates. A micro-cap stock includes companies with market 

capitalizations at or below $252,109,000 (Ibbotson, p. 137). 

IS A HIGHER RISK PREMIUM AND THUS A HIGHER ALLOWED RATE OF 

RETURN APPROPRIATE FOR SMALL COMPANIES? 

Yes. There are several sources that indicate that a size premium is appropriate for smaller 

companies. Fama and French reported that: 

If assets are priced rationally, our results suggest that stock risks are 
multidimensional. One dimension of risk is proxied by size, ME. 
Another dimension of risk is proxied by BENE, the ratio of the 
book value of common equity to its market value. (Eugene F. Fmia 
and Kenneth R. French, "The Cross-Section of Expected Stock 
Returns", The Journal of Finance, Vol. 47, June, 1992, p. 428.) 

Fama and French went on to report that: 

The size effect (smaller stocks have higher average returns) is thus 
robust in the 1963-1990 returns on NYSE, AMEX, and NASDAQ 
stocks. In contrast to the consistent explanatory power of size, the 
FM [Fama-MacBeth] regressions show that market p does not help 
explain average stock returns for 19634 990. (Fama and French, p. 
43 8) 

Regarding this size effect, Ibbotson stated that: 
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The betas for small companies tend to be larger than those for 
larger companies; however, they do not account for all of the risks 
faced by investors in small campanies. This premium can be added 
directly to the results obtained using the CAPM ... . (Stocks. Bonds, 
Bills and Inflation 1999 Yearbook, Ibbotson Associates, p. 161 

Ibbotson goes on to quantify the expected micro-capitalization equity size premium as 
I 

i 8 2.6% as shown in Exhibit MJB-6. Not only does Delta fall within the micro-capitalization 

group as defined by Ibbotson, but as can be seen from Exhibit MJR-1, Delta has one of 9 

the smallest total capitalizations of the investor owned natural gas distribution companies 10 

in the panel. Thus, small companies such as Delta are riskier than companies with larger 11 

capitalizations and a higher rate of return on equity would be appropriate for such I 12 

13 companies. 

PLEASE DESCRIBE THE DISCOUNTED CASH FLOW (DCF) METHOD FOR 14 Q. 

ESTIMATING THE APPROPRIATE RETURN ON EQUITY. 

The DCF method for estimating an appropriate return on equity is based on the following 16 A. 

equation, which defines the lang run expected return (the appropriate return on equity) as 17 

the discount rate that equates the stock price with the stream of expected future dividends: 18 

19 Equation 1 : 

20 where, 

21 P = the price of the stock, 

Di = the dividend in year i, and 22 

k = the discount rate or expected long run return. 23 

If dividends grow at a constant rate, g, the dividend in each period can be expressed as a 24 
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function of the dividend in the immediately preceding period multiplied by the growth 

rate, so that: 

0 2  = D,g, 

n3 = q g 2 ,  

0" = Dign-* 
... 

By substituting and solving as the sum of an infinite geometric series, the constant growth 

form of the DCF equation can be expressed as: 

D, k=--+g 
P 

Equation 2: 

Although the assumption of constant growth may be reasonable for utilities that come 

close to approximating the assumption of constant growth, it is not appropriate for a 

utility that is experiencing changes in the rate of growth. When there are changes in the 

growth rate, a multistage form of the DCF model is more appropriate. The two-stage DCF 

model allows dividends to grow at the growth rate currently reported by analysts in the 

fast stage and to grow dividends at the same nomina1 rate as the industry or the national 

economy as a whole in the second stage. This assumes that over time the rate of growth 

for a company will tend toward the growth rate for the industry as a whole. Currently, 

Delta is tracked by only two analysts, one fiom Hilliard Lyons and one from Edward 

Jones. The two-stage DCF model utilizes the analysts growth rates as well as a composite 

growth rate for the natural gas distribution industry obtained from Ibbotson's Cost of 

Car>ital, which is calculated using estimates from analysts from over 200 firms. 

Thus, the two-stage DCF model applies a broader base of information to the task of 
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calculating Delta’s cost of capital. The two-stage DCF model assumes that dividends grow 

at the analyst’s projected growth rate during the first stage and grow at the expected 

growth rate for the industry as a whole in the second stage. After the estimated dividend 

stream for a sufficiently long period is generated using the growth rates employed in the 

two-stage DCF model, the dividend estimates and the current stock price are substituted 

into equation 1 above which is solved iteratively for k, the estimated return on equity. 

DO YOU BELIEVE THAT THE CONSTANT GROWTH FORM OF THE DCF 

MODEL SHOULD BE USED IN DETERMR\TTNG DELTA’S ALLOWED RETURN 

ON EQUITY? 

No. Looking at Exhibit MJB-2, the percentage change in dividends per share has been 

Q. 

A. 

variable and has not been growing at a constant rate. Furthermore, the underlying 

financial variables exhibit tremendous variability. The percentage change in the earnings 

available for common stock range from a high of 11 1% to a low of -35%. The percentage 

change in the earnings per share range fiom a high of 108% to a low of -47%. Such 

variation in dividends per share and in the underlying financial data are not consistent 

with an assumption of constant growth that is the key assumption in the constant growth 

form of the DCF model. 

WHAT WOULD THE CONSTANT GROWTH FORM OF THE DCF MODEL YIELD Q. 

AS AN EXPECTED RETURN ON EQUITY FOR DELTA? 

The results of the constant growth DCF model are shown an page 1 of Exhibit MJB-4. A. 

The expected growth rate of 3% for Delta was obtained from a Hilliard Lyons Analyst 

report dated March 11, 1998 and the expected growth rate of 2% for Delta was obtained 
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from an Edward Jones Analyst report dated March 3, 1999. Delta’s stock price quote for 

May 28, 1999, annual dividend, 52 week high and 52 week low were obtained from the 

NASDAQ/MEX web site. The expected natural gas distribution industry growth rate 

was obtained from Cost of Capital Ouarterlv, Ibbotson Associates, March, 1999. The 

analysts’ forecasts upon which the calculated natural gas distribution industry composite 

growth rate is based are obtained from Standard and Poor‘s Analyst’s Consensus Estimate 

(ACE) database. The ACE database contains growth estimates and recommendations 

from over 200 contributing firms. The industry composite growth rate is a weighted 

average of the ACE growth rates using the latest equity market capitalization as the 

weighting factors. The estimate for Delta’s return on equity using the analysts’ expected 

growth rates in the constant growth DCF model ranges fi-om 8.0% to 9.9% as shown on 

pages 1 and 2 of Exhibit MJB-4. The constant growth DCF model yields an estimated 

return on equity of 9.7 1% for the current stock price of $17.00 using the Hilliard Lyons 

expected growth rate, and an estimated return on equity of 8.71% for the current stock 

price of $17.00 using the Edward Jones expected growth rate. The estimate for Delta’s 

return on equity using Ibbotson’s composite natural gas distribution industry expected 

growth rate in the constant growth DCF model ranges fram 1 1.7% to 12.63% as shown on 

page 1 of Exhibit MJB-4. The constant growth DCF model yields an estimated return on 

equity of 12.41% for the current stock price of $17.00 using Ibbotson’s composite natural 

gas distribution industry expected growth rate. 

Q. WHAT WOW--D T € E  TWO-STAGE FORM OF THE DCF MODEL YIELD AS AN 

EXPECTED RETURN ON EQUITY FOR DELTA? 

23 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

13 

14 

15 

16 

17 

18 

19 

20 

21 

A. The results of the two-stage form of the DCF model are shown on page 3 of Exhibit MSB- 

4. The two-stage DCF model utilized in this analysis assumes that dividends grow for the 

first five years at the expected rate projected by the analysts who track Delta and grow at 

the expected growth rate for the industry as a whole after five years. This in effect blends 

the information provided by the two sources and produces a lower estimate of the rate of 

return than using the composite natural gas distribution industry growth rate alone. The 

estimate for Delta’s return on equity using the two-stage form of the DCF model ranges 

from 10.2% to 12.05% as shown on page 3 of Exhibit MJB-4. The two-stage form of the 

DCF model yields an estimated return on equity ranging from 10.75% to 1 1.85% for the 

current stock price of $17.00. 

Because of the rural nature of Delta’s service territory and the additional risk that this 

generates, as described above, I believe that a return on equity near the top end of the 

10.2% to 12.05% range resulting from the multistage DCF should be used in calculating 

Delta’s revenue requirement. I suggest utilizing a 11.9% return on equity with an added 

2% leverage adjustment which results in a 13.9% return on equity for calculating Delta’s 

revenue requirement. 

WHAT RATE OF RETURN ON EQUITY WOULD THE RISK PREMUJM INDICATE 

WAS APPROPRIATE? 

Stocks. Bonds, Bills and Inflation 1999 Yearbook reports that the long-horizon expected 

equity risk premium for large company stock total returns minus long-term government 

bond income returns is 8.0% for the period 1926 to 1998 (see Exhibit MJB-6). This 

estimate of the risk premium from Ibbotson is calculated using a past average of ex-post 

Q. 

A. 
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risk premiums over a sufficiently long period of time to include several ups and downs in 

dividend yields and provides a good estimate of the future risk premium. This long- 

horizon expected equity risk premium was calculated using stock market data for the 

companies in the Standard and Poor’s 500 Index and for U. S. Treasury Bonds having a 

20-year maturity. The 20-year U.S. Treasury bond yield for May, 1999 as reported by 

FRED@ [Federal Reserve Economic Data] available on the Federal Reserve Bank of St. 

Louis web site is 6.08% (Exhibit MJB-7). Adding the long-horizon risk premium of 8% to 

the 20-year U.S. Treasury bond yield of 6.08% produces a return on equity of 14.08%. 

Ibbotson also reports a short horizon expected equity risk premium calculated using large 

company stock total returns and subtracting 1J.S. Treasury bill total returns. This short 

horizon expected equity risk premium is 9.4% for the period 1926 to 1998 (see exhibit 

MJB-6). This can be added to the May, 1999 U.S. Treasury bill rate of 4.51% (see Exhibit 

MJB-8) to obtain an estimated return on equity of 13.91%. This is consistent with the long 

horizon estimate for return on equity of 14.08% derived above. These estimated returns 

on equity for the market as  a whole demonstrate that the estimated returns on equity for 

Delta using the composite industry growth rate and the two-stage DCF model are well 

within the reasonable range. 

HOW WOULD YOU ADJUST THE ESTIMATED RETURNS ON EQUITY FOR THE Q. 

MARKET AS A WIOLE TO APPLY TO A GAS m s m w r O N  UTILITY SUCH 

AS DELTA? 

The CAPM approach could be utilized to adjust the risk premia for the market as a whole 

to produce an estimate of the return on equity for a natural gas distribution utility. The 

A. 
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basic CAF'M formula is: 

K =  Rf t B(R, - R,) 

Number 

1 

3 

4 

8 

6 

1 

1 

where: 

K = the prospective market cost of equity for a specific investment, 

Rf = the risk free rate of return (usually U.S. Treasury bonds for estimating ROE), 

fl= the company specific beta coefficient, and 

R,,, = the overall stock market return (usually the S&P 500 Index for estimating ROE). 

The Value Line Investment Survey and the Extended Value Line Investment Survev 

("Value Line") provide p estimates for a panel of gas distribution utilities. The March 26, 

1999 Value Line reported estimated p's for the panel of natural gas distribution 

companies ranging fiom 0.4 to 0.8 with the following distribution: 

0.75 

0.80 1 I 
Value Line does not track Delta and thus an estimated Q for Delta was not available. 
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Based on the distribution of estimated p’s reported above, I chose to use a p of 0.55 in 

calculating Delta’s estimated return on equity using CAPM. With a long-horizon risk 

premium above 20-year U.S. Treasury bonds of 8.0% and a beta coefficient of 0.55, the 

CAPM model produces an estimated return on equity of 10.48% calculated as: 

K = 6.08 + 0.55 x 8.0 = 10.48 

However, because Delta is a micro-cap stock an additional size premium of 2.6% must be 

added to this estimate (see Exhibit MJB-6) which results in an estimated return on equity 

for Delta of 13.08%. Using the lowest beta coefficient reported in the panel of 0.40 results 

in an estimated return on equity of 1 1.88% once the size premium is added. Using the 

highest beta coefficient reported in the panel of 0.80 results in an estimated return on 

equity of 15.08% once the size premium is added. 

WHAT IU3’UFW ON EQUITY DO YOU RECOMMEND BE TJTILIZED IN 

CALCULATING THE REVENUE REQUIREMENT IN THIS PROCEEDING? 

I recommend using a 13.9% return on equity, which is derived by adding a 2% leverage 

adjustment to the I 1.9% rate of return resulting from the two-stage DCF model as 

discussed in my testimony above. This is well within the reasonable range as indicated by 

my analysis. Alternatively, if an imputed capital structure is utilized, an allowed return on 

equity of 11.9% with an imputed capital structure consisting of 43.5% equity and 56.5% 

debt could be used in calculating Delta’s revenue requirement. However, subtracting the 

2% leverage adjustment would only be justified if an imputed capital structure is utilized. 

DOES TI-IE RETURN ON EQUITY THAT YOU RECOMMEND PRODIJCE A 

REASONABLE RESULT? 

Q. 

A. 

Q. 

27 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

13 

14 

15 

16 

17 

18 

19 

20 

21 

A. Yes. Exhibit MJB-5 shows the interest coverage for the 29 natural gas distribution 

companies in the panel reported by Edward Jones, which is calculated by dividing net 

income by the interest on long term debt for the 12 months ending December 3 1 , 1998, 

coinciding with the test year utilized in this proceeding. Delta has an interest coverage of 

1.7Sx, which is second lowest in the panel of natural gas distribution utilities. The mean 

interest coverage for the panel is 2 . 8 5 ~  with a median interest coverage of 2.65~. If the 

revenue requirement for Delta is determined based on a 13.9% return on equity and based 

on an unadjusted capital structure, the resulting interest coverage would be 2.00~. If the 

revenue requirement for Delta is determined based on the 11 3% return on equity and 

based on an imputed capital structure consisting of 43.5% equity and 56.5% debt, the 

resulting interest coverage would be 2.01~. As can be seen fIom Exhibit MSB-5, the 

resulting interest coverage from using a 13.9% rate of return would still be the fourth 

lowest in the panel. Based on the resulting level of interest coverage, I believe that the 

13.9% rate of return on equity that I am recommending be applied to the unadjusted 

capital structure is reasonable. An 11.9% return on equity applied to an imputed capital 

structure also produces a similar reasonable result. It would take even a higher rate of 

return on equity to produce a level of interest coverage that is more representative of the 

other companies in the panel of natural gas distribution companies. In fact, with regard to 

almost every key financial measure, Delta is one of the lowest in the panel of natural gas 

distribution companies. As shown in Exhibit MJR-1 and MSB-5, Delta has one of the 

highest payout ratios while having one of the lowest percentages of equity, one of the 

lowest interest coverages, one of the lowest earned returns on equity, and one of the 
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lowest market to book value ratios of the natural gas distribution companies in the panel. 

The revenue requirement that would result from utilizing the 13.9% return on equity that I 

recommend would be a start to turning these poor financial results around. As discussed 

above, the use of an 1 1.9% rate of return with an imputed capital structure would produce 

the same type of financial improvement. However, even when these rates are placed into 

effect, it will take several years before there is significant improvement in these key 

financial measures. 

DOES TITIS CONCLI.DE YOUR TESTIMONY? 

Yes it does. 
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Exhibit MJB-3 
Number of Customers 

Delta Natural Gas Company 

Residential Commercial Industrial Total Percent 
Customers Customers Customers Customers Change 

I991 26,394 4,152 68 30,614 
1992 27,051 4,190 68 31,309 2.27% 
1993 27,852 4,279 75 32,206 2.86% 
1994 28,615 4,387 76 33.078 2.71% 
1995 29,544 4,467 72 34,083 3.04% 
1996 30,363 4,641 73 35,077 2.92% 
1997 31,733 4,856 73 36,662 4.52% 
1998 32,11 I 4,894 69 37,074 1.12% 



Exhibit M J B-4 
Results From The Constant Growth Form Of the DCF Model 

Delta Natural Gas Company 

1998 Annual Dividend 

Stock Price On May 28,1998 

52 Week High 

52 Week Low 

Expected Delta Growth Rate 

Expected Delta Growth Rate 

Expected Industry Growth Rate 

$1.14 

$1 7.00 

$1 9.00 

$16.44 

3.0% Hiiliard Lyons Analyst Report 

2.0% Edward Jones Analyst Report 

5.7% Cost of C-, lbbotson ,Associates 

Using the formula: ROE = D/P + g 

. .  . 
ected N a W  Gas V Gm- 

Based on the ciirrent stock price: ROE = 1.14/17.00+ .057 = 12.41% 

Based on 52 week low: ROE = 1.14/16.44 + .057 = 12.63% 

11.70% Based on 52 week high: ROE = 1.14/19.00 + .057 = 
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Exhi bit M J 9-4 
Results From The Constant Growth Form Of the DCF Model 

Delta Natural Gas Company 

and I y m m A m l . ~  

Based on the current stock price: ROE = 1.14/17.00 + .03 = 9.71 % 

Based on 52 week low: ROE = 1.14/16.44 + .03 = 9.93% 

Based on 52 week high: ROE = 1.14/19.00+ .03 = 9.00% 

d Jones&*- 

Based on the current stock price: ROE = 1.14/17.00 + .02 = 8.71 % 

Based on 52 week low: ROE = 1.14/16.44+ .Q3 = 8.93% 

Based on 52 week high: ROE = '1.14119.00 + .03 = 8.00% 

The stock price, 52 week high, 52 week low, and annual dividend were obtained from the NASDAWAMEX 
internet web site on May 28, 1999. 

The expected growth rates for Delta Natural Gas were obtained from a Hilliard Lyons Analyst report dated 
March 1 1,1998 and an Edward Jones Analyst Report dated March 3,1999. 

The expected natural gas distribution industry growth rate was obtained from Cost of C-, 
lbbotson Associates, March, 1999. The analysts' forecasts upon which the industry composite growth 
rate is based are obtained from Standard and Poor's Analyst's Consensus Estimate (ACE) database. 
The ACE database contains growth estimates and recommendations from over 200 contributing firms. 
The industry composite growth rate is a weighted average of the ACE growth rates based on the latest 
equity market capitalization. 

Page 2 



3 

Exhibit MJB-4 
Results From the TwoStage Form of the DCF Model 

1998 Annual Dividend $1 .I4 

Stock Price On May 28,1998 $1 7.00 

52 Week High $1 9.00 

52 Week Low $16.44 

Expected Growth Rate 3.0% 

Expected Delta Growth Rate 2.0% 

Expected Industry Growth Rate 5.7% 

Hilliard Lyons Analyst Report 

Edward Jones Analyst Report 

Cost of C-QuarterlY, lbbotson Associates 

Delta grows at analyst's projected growth rate for the first five years and at the industry average thereafter. 

mils of solv~n-fuvo-sme DCF ~- velv for the rate of return u s i n g . W w  

Rate of return that equates the estimated dividend stream to the current stock price: 

Rate of return that equates the estimated dividend stream to the 52 week high: 

Rate of return that equates the estimated dividend stream to the 52 week low: 

11.85% 

11.18% 

12.05% 

Of solvlngthe two-sfiilse D C F B & &  

Rate of return that equates the estimated dividend stream to the current stock price: 10.75% 

10.20% 

70.95% 

Rate of return that equates the estimated dividend stream to the 52 week high: 

Rate of return that equates the estimated dividend stream to the 52 week low: 
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Exhibit M J 5-5 
Natural Gas Disttri bution Companies Sorted By Interest Coverage 

12 Months Ending December 31,1998 

North Carolina Natural Gas 
New Jersey Resources, Inc. 
Indiana Energy, Inc. 
Peoples Energy Corp. 
Piedmont Natural Gas Company 
EnergySouth, lnc. 
Washington Gas light Co. 
Atmos Energy Corp. 
Colonial Gas Company 
Public Service of North Carolina 
AGL ReSOlJrCeS Inc. 
Connecticut Energy Corp. 
Fall River Gas Company 
Laclede Gas Company 
Cascade Natural Gas Corp. 
Energy West 
Roanoke Gas Company 
CTG Resources Inc. 
EnergyNorth, Inc. 
South Jersey industries Inc. 
Northwest Natural Gas Company 
Pennsylvania Enterprises, Inc. 
NU1 Corp. 
Providence Energy Corp. 
Yankee Energy System, Inc. 
Corning Natural Gas Corp. 
Berkshire Energy Resources 
Delta Natural Gas Company 
South Union Company 

Earned Market 
Interest Payout Return to Book 

Coverage Ratio on Equity Value 
6.33 64 13.2 251 
4.61 
4.35 
4.02 
3.93 
3.66 
3.32 
3.32 
3.08 
2.92 
2.88 
2.84 
2.78 
2.74 
2.65 
2.54 
2.49 
2.46 
2.42 
2.36 
2.22 
2.1 3 
2.09 
2.01 
2.00 
1.85 
1.83 
1.75 
I .27 

Mean 2.86 
Median 2.65 

71 
78 

103 
72 
46 
100 
66 

I01 
91 
87 
73 

112 
99 
105 
75 
96 
72 

104 
113 
120 
160 
105 
126 
152 
101 
118 
121 

None 

98 
101 

14.2 
11.7 
9.0 

12.1 
15.2 
8 .O 

13.1 
9.5 
9.6 

10.8 
10.5 
10.5 
9 -2 
8.8 

11.7 
7.9 

10.0 

8.2 
6 .O 
5.7 
5.2 
5.7 
5.7 

11.1 
6.7 
7.9 
1.9 

9.22 
9.20 

a .4 

21 9 
207 
177 
199 
160 
161 
201 
242 
260 
1 59 
214 
205 
137 
151 
174 
133 
164 
1 70 
1 S3 
136 
20 1 
121 
133 
172 
190 
158 
144 
224 

180 
172 

Source: l4ahr.d Gas -.-, 
Edward Jones Co., April 30, 1999 
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Exhibit M JB-5 
Natural Gas Distribution Companies Sorted By Payout Ratio 

12 Months Ending December 31,1998 

Pennsylvania Enterprises, Inc. 
Yankee Energy System, Inc. 
Providence Energy Corp. 
Delta Natural Gas Company 
Northwest Natural Gas Company 
Berkshire Energy Resources 
South Jersey Industries Inc. 
Fall River Gas Company 
Cascade Natural Gas Corp. 
NU1 Corp. 
EnergyNorth, Inc. 
Peoples Energy Corp. 
Colonial Gas Company 
Corning Natural Gas Corp. 
Washington Gas Light Co. 
Laclede Gas Company 
Roanoke Gas Company 
Public Service of North Carolina 
AGL ReSOiJrCeS Inc. 
Indiana Energy, Inc. 
Energy West 
Connecticut Energy Corp. 
Piedmont Natural Gas Company 
CTG Resources Inc. 
New Jersey Resources, Inc. 
Atmos Energy Corp. 
North Carolina Natural Gas 
EnergySouth, Inc. 
South Union Company 

Earned Market 
Interest Payout Return to Book 

Coverage Ratio on Equity Value 
2.13 160 5.7 201 
2.00 152 5.7 172 
2.01 126 5.7 133 
1.75 121 7.9 144 
2.22 120 6.0 136 
1.83 1 i a  6.7 158 
2.36 113 8.2 153 
2.78 112 10.5 205 
2.65 105 8.8 151 
2.09 105 5.2 121 
2.42 104 8.4 170 
4.02 103 9.0 177 
3.08 101 9.5 242 
1.85 101 11.1 190 
3.32 100 8.0 161 
2.74 99 9.2 137 
2.49 96 7.9 133 
2.92 91 9.6 260 
2.88 a7 10.8 159 
4.35 78 11.7 207 
2.54 75 11.7 1 74 
2.84 73 10.5 214 
3.93 72 12.1 199 
2 -46 72 10.0 1 64 
4.61 71 14.2 219 
3.32 66 13.1 20 1 
6.33 64 13.2 251 
3.66 46 15.2 160 
1.27 None 1.9 224 

Mean 2.91 98 9.49 178 
Median 2.70 101 9.35 171 

Source: Natural Gas Industry S- ti C-~nformatlon, 
Edward Jones Co., April 30, 1999 
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Exhi bit M JB-5 
Natural Gas Distribution Companies Sorted By Return on Equity 

12 Months Ending December 31,1998 

Earned Market 
interest Payout Return to Book 

EnergySouth, Inc. 
New Jersey Resources, Inc. 
North Carolina Natural Gas 
Atmos Energy Corp. 
Piedmont Natural Gas Company 
Indiana Energy, Inc. 
Energy West 
Coming Natural Gas Corp. 
AGL Resources Inc. 
Connecticut Energy Corp. 
Fall River Gas Company 
CTG Resources inc. 
Public Service of North Carolina 
Colonial Gas Company 
Laclede Gas Company 
Peoples Energy Corp. 
Cascade Natural Gas Corp. 
EnergyNorth, Inc. 
South Jersey Industries Inc. 
Washington Gas Light Co. 
Roanoke Gas Company 
Delta Natural Gas Company 
Berkshire Energy Resources 
Northwest Natural Gas Company 
Pennsylvania Enterprises, lnc. 
Providence Energy Corp. 
Yankee Energy System, Inc. 
NU1 Corp. 
South Union Company 

Coverage 
3.66 
4.61 
6.33 
3.32 
3.93 
4.35 
2.54 
1.85 
2.88 
2.84 
2.78 
2.46 
2.92 
3.00 
2.74 
4.02 
2.65 
2.42 
2.36 
3.32 
2.49 
1.75 
1.83 
2.22 
2.13 
2.01 
2.00 
2.09 
1.27 

Ratio on Equity Value 
46 15.2 160 
71 14.2 219 
64 13.2 251 
66 13.1 201 
72 12.1 199 
78 11.7 207 
75 11.7 174 
101 11.1 190 
87 10.8 159 
73 10.5 21 4 
112 10.5 205 
72 10.0 164 
91 9.6 260 
101 9.5 242 
99 9.2 137 
103 9.0 177 
105 8.8 151 
104 8.4 170 
113 8.2 153 
1 QO 8.0 161 
96 7.9 133 
121 7.9 144 
118 6.7 158 
120 6.0 136 
I 60 5.7 201 
126 5.7 133 
I 52 5.7 172 
105 5.2 121 

None I .9 224 

Mean 2.86 98 9.22 180 
Median 2.65 101 9.20 1 72 

Source: Mkml Gas indu&y-ial& CO-, 
Edward Jones Co.. April 30, 1999 
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Exhibit MJB-5 
Natural Gas Distribution Companies Sorted By Market to Book Value 

Most Recent Fiscal Year 

Earned Market 
Interest Payout Return to Book 

Public Service of North Carolina 
North Carolina Natural Gas 
Colonial Gas Company 
South Union Company 
New Jersey Resources, Inc. 
Connecticut Energy Cop. 
Indiana Energy, Inc. 
Fall River Gas Company 
Atmos Energy Cop. 
Pennsylvania Enterprises, Inc. 
Piedmont Natural Gas Company 
Corning Natural Gas Corp. 
Peoples Energy Corp. 
Energy West 
Yankee Energy System, Inc. 
EnergyNorth, Inc. 
CTG Resources Inc. 
Washington Gas Light Co. 
EnergySouth, Inc. 
AGL Resources Inc. 
Berkshire Energy Resources 
South Jersey Industries Inc. 
Cascade Natural Gas Corp. 
Delta Natural Gas Company 
Lactede Gas Company 
Northwest Natural Gas Company 
Roanoke Gas Company 
Providence Energy Corp. 
NU1 Corp. 

Coverage Ratio on Equity Value 
2.92 91 9.6 260 
6.33 
3.08 
1.27 
4.61 
2.84 
4.35 
2.78 
3.32 
2.13 
3.93 

4.02 
2.54 
2.00 
2.42 
2.46 
3.32 
3.66 

1 .as 

2.88 
1 .a3 
2.36 
2.65 
I .75 
2.74 
2.22 
2.49 
2.01 
2.09 

64 
101 

None 
71 
73 
78 

112 
66 

160 
72 

101 
103 
75 

152 
104 
72 

100 
46 

118 
113 
105 
121 
99 

120 
96 

126 
105 

a7 

13.2 
9.5 
1.9 

14.2 
10.5 
11.7 
10.5 
13.1 
5.7 

12.1 
11.1 
9.0 

11.7 
5.7 
8.4 

10.0 
8.0 

15.2 
10.8 
6.7 
8.2 
8.8 
7.9 
9.2 
6.0 
7.9 
5.7 
5.2 

251 
242 
224 
219 
214 
207 
205 
201 
201 
199 
1 90 
1 77 
1 74 
172 
170 
164 
161 
160 
159 
158 
153 
151 
144 
137 
136 
133 
133 
121 

Mean 2.86 98 9.22 180 
Median 2.65 101 9.20 172 

Source: W a l  Gas h&.sl~Su~MonthlvFinancial& C-, 
Edward Jones Co., April 30, 1999 
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chapter 8 Exhibit MJB - 6 
Table 8-1 Key Variables in Estimating 

the Cost of Capital 

- --I- --- - 
Value 

5:4% 

-- - 
Yields (Riskless Rates)' 

Long-tern (ZO-year) U.S. Treasury Coupon Bond Yield 
intermediate-term (S-ymr) US. Treasury Coupon Note Yield 
Short-tenn (30day)  U.S. Treasury Bill Yield 

Risk Premia.' 
Long-horizon expected equity risk premium: Iargc company stock total 
returns minus long-term government bond income returns 

4.7 
4.5 

8.0 

Inrermediare-bwizon-expected equity risk premium: large company stock 
total returns minus intcrmediaccjerm government bond income returns 

I .  ! - %  

 return^ minus U.S. Treasury bill t o i a l k k n s t  

8 4  

9.4 Shok-horizon expecied equityriskp&mip&: la&e company stock total 

Ewpected defuuh premium: long-term corporate bond total returns minus 
long-term government bond total rerums 
Expecied long-term horizon premium: long-term government bond income 
returns minus U.S. Treasury bill total refurnst 
Expected intermediate-teml horizon premium: intermediate-term 
government bond income returns minus US. Treasury bill total returns+ 

size Premie*'* 
Expected midsapitalimtion equity size premium: capitalization between 
$918 and $4,200 million 
Expected low-cupitnlbtion equity size premium: capitalization beween 
$252 and $9 18 million 
Expected rnicroiapitalitotion equity size premium: capitalization below 
S.2.52 million 

0.4 

1.4 

1.0 

0.5 

1 .l 

2.6 
_ _  ~ ~ ~ 

* *  Expcned risk premia for equities are b w d  on t he  diffmnces of hiaoriol arithmcric mean returns from 1926-1998. Expcned 

***See Chapter 7 for complete methodofogy. 

+ For US. Treasury bills, the income return and ronl return are the same. 

Note: An example of bow thtsc variables can be used is found wirb equation (35). 

A5 of December 31,1998. Maturities are approximate. 

risk premia for fixed income arebased on the diftcrcnccsaf.hisrodca1 authmetlcmcvl rcnumfrom 197G1998. , .  

I _-_ 
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Exhibit MJB - 7 

20-Year Treasury Constant Maturity Rate 
Averages of Business Days 
Percent 
Source: H.15 Release -- Federal Reserve Board of Governors 

DATE GS20 

1998.05 6.01 
1998.06 5.80 
1998.07 5.78 
1998.08 5.66 
1998.09 5.38 
1998.10 5.30 
1998.11 5.48 
1998.12 5.36 
1999.01 5.45 
1999.02 5.66 
1999.03 5.87 
1999.04 5.82 
1999.05 6.08 
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Exhibit MJB - 8 

3-Month Treasury B i l l  Rate, Auction Average 
Averages of Business Days, Discount Basis 
Percent  
Source: H.15 Release --- Federal Reserve Board of Governors 

d 
DATE 

1998.05 
1998.06 
1998.07 
1998.08 
1998.09 
1998.10 
1998.11 
1998.12 
1999.01 
1999.02 
1999.03 
1999.04 
1999. OS 

TB3MA 

5.03 
4.99 
4.96 
4.94 
4.74 
4.08 
4.44 
4.42 
4.34 
4 -45 
4.48 
4.28 
4.51 

\ 
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COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

AN ADJUSTMENT OF THE ) 

GAS COMPANY, INC. ) 
RATES OF DELTA NATURAL ) CASE NO. 2004-00067 

DIRECT TESTIMONY OF 

MARTIN J. BLAKE 
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AFFIDAVIT 

I 

The affiant, Martin J. Blake, being duly sworn, deposes and states that the 
prepared testimony attached hereto and made a part hereof, constitutes the prepared 
direct testimony of this affiant in Case No. 2004-00067, in the Matter of: An 
Adjustment of Rates of Delta Natural Gas Company, Inc. and that if asked the questions 
propounded therein, this affiant would make the answers,set forth in the attached 
prepared direct testimony. 

Affiant further states that he will be present and available for cross-examination 
and for such additional direct examination as may be appropriate at  the hearing in 
Case No. 2004-00067 scheduled by the Commission, at which time affiant will further 
reaffirm the attached prepared testimony as his direct testimony in such case. 

STATE OF KENTUCKY 1 "  
1 

COUNTY OF JEFFERSON ' 1 

ubscribed and sworn to before me by Martin J. Blake, this th 
I I t  

. My Commission Expires: 
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Q: 
A: 

Q: 
A: 

Q: 
A: 

Q: 
A: 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Martin J. Blake. My business address is 6435 W. Highway 146, Suite 2, 

Crestwood, Kentucky 400 14. 

BY WHOM AND IN WHAT CAPACITY ARE YOU EMPLOYED? 

I am a Member and Principal of The Prime Group, LLC. The Prime Group provides 

consulting services in the areas of marketing, market research, rate and regulatory 

support, training, and strategic planning for energy industry clients. 
'\ 

Professional Qualifications & Experience 

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND. 

I received my Ph.D. in Agrjcultural Economics in 1976 h-om the University of Missouri, 

Columbia. My doctoral work centered on the areas of marketing and econometrics. I 

also hold a Master of A r t s  in Economics from the University of Missouri, Columbia, 

which I received in 1972. In addition, I received a Bachelor of Arts degree in Economics 

from Illinois Benedictine CoIlege in 1970. 

IN WHAT AIREAS DOES YOUR PRACTICE CONCENTRATE? 

As a member of The Prime Group, I have prepared and filed Order No. 888 and Order 

No. 889 compliance filings at the Federal Energy Regulatory Commission ("FERC") for 

a number of electric utilities as well as Order No. 888 and Order No. 889 waiver requests 

for other utilities. I have prepared market power analyses iri support of market-based rate 

filings at FERC for utilities and their marketing affiliates, as well as assisting other 

utilities with their market-based rate filings. I have also assisted several utilities in 

addressing both FERC and state aGliate transactions concerns and have provided 

training regarding standards of conduct. I have assisted utilities with developing strategic 

marketing plans and implementing these plans. I have provided utility clients with 

assistance regarding regulatory policy, strategy znd liaison; state'and federal regulatory 

filing development, testimony and support; cost of service development and support; the 
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Q: 

A: 

Q: 
A: 

development of innovative rates to achieve strategic objectives; the unbundling of rates 

and the development of menus of rate alternatives for use with customers; performance- 

based rate and incentive rate development; and energy marketing and brokering 

capability development. I have made presentations to train account executives in sales 

and customer negotiation, as well as presentations in ratemaking and utility finance 

seminars and workshaps regarding basic utility marketing. I have provided marketing, 

market research and marketing support services for utility clients 2.pd \ have assisted them 

in assessing their marketing capabilities and processes. 

PLEASE BRIEFLY SUMMARIZE YOUR AREiAS OF PROFESSIONAL 

EXPERENCE PRIOR TO JOINING THE PRIME GROUP. 

I have professional experience as an economist and professor of economics, as a utility 

regulator, and as a utility manager and executive. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXFERIENCE AS AN ECONOMIST. 

From January 1977 to December 1986, I was employed first as an Assistant Professor, 

then as an Associate Professor, and finally as a Professor of Agriculturai Economicsat 

New Mexico State University in Las Cruces,'New Mexico ("NMSU'~): I was the head of 

the undergraduate program and taught economics, agricultural economics and 

econometrics. While at NMSU, I also worked as a consultant for various clients, 

providing price forecasting, load forecasting, and marketing services. Since 1992, I have 

taught mathematical economics and econometrics as an Adjunct Professor in the 

Economics Department at the University of Louisville. Pior  to my joining the faculty at 

NMSU, I served in the U. S. Army as an instructor of economics, statistics, and 

accounting at the U. S. Army Institute of Administration at Fort Benjamin Harrison, 

Indianapolis, Indiana. 

I also have a variety of experience with the application of economics to utility public 

policy issues. In addition to my experience as a utility regulator and executive, which I 

describe below, I have taught ratemaking for utilities at the NARUC Annual"Regu1atory 
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Studies Program at Michigan State University since 1993. From May 1983 to August 

1983, while on a sabbatical leave from NMSU, I served as a Policy Analyst for the 

Assistant Secretary for Land and Water at the U. S. Department of Interior. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERENCE AS A UTILITY 

EGUIJATOR. 

From January 1987 to November 1990,I served as a Commissioner and as the Chairman 

of the New Mexico Public Service Commission. As a Commissioner, my duties included 

making policy and adjudicatory decisions regarding rates, terms of service, financing, 

certificates of public convenience and necessity, and complaints for electric, gas, water, 

and sewer utilities. As Chairman, I supervised a staff of thirty-two professionals and 

sixteen support staff. During my tenure on the New Mexico Commission, I also served 

Q: 

A: 

as Chairman of the Western Conference of Public Service Commissioners Electric 

Committee and as Chairman of the Committee on Regional Electric Power Cooperation, 

a group composed of state public service commissioners and representatives from the . 

state energy offices of the thirteen western states. 

As a Commissioner, I interpreted legislation, reviewed prior Cornmission cases to 

. determine the precedents that they provided, draAed rules and regulations, wrote Orders, . .  

conducted hearings, ruled on motions, and served as an arbitrator in alternative dispute 

resolution proceedings. I performed adjudicatory and regulatory fictions for the four 

years that I served on the Commission. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS A UTILITY 

MANAGER. 

From December, 1990 to June 1996, I was employed by Louisville Gas and Electric 

Company (“LG&E”). Initially, I served as LG&E’s Director of Regulatory Planning. In 

this position, I was responsible for coordinating all of LG&E’s state and federal 

regulatory efforts, and prepared and presented testimony to regulators. In performing my 

duties in the federal regulatory area, I performed the market power analysis in LG&E’s 

Q: 

A: 

3 



, 

2 

3 

4 

5 

i 6  
i 
I 7 

8 

9 

10 

11 

i 3  1 
15 

16 

17 

18 

19 

I 20 Q: 

I 22 A: 

1 23 

24 

.25 

original market-based rate filing at the FERC, which was one of the first applications of 

the “hub and spoke” methodology that the FERC now uses in assessing generation 

market dominance in market-based rate filings; supervised the preparation of the market- 

based rate filings; and served as LG&E’s principal witness in this case. I also helped 

develop the electronic bulletin board that the FERC required as a conditicn for approving 

the market-based tariff. Additionally, I helped to develop LG&E’s comparable 

transmission tariff filing, which provided third parties with access to LG&E’s 

transmission system at the same price, terms and conditions as LG&E. This was the first 

tariff providing comparable transmission service that was filed and approved by the 

EERC and was filed before Order No. 888 was issued by FERC. In this comparable 

transmission tariff filing, I served as LG&E’s principal witness and negotiated the 

settlement in this case with FERC staff. When LGRtE Power Marketing filed for the 

ability to charge market-based rates, I helped to develop the codes of conduct that were 

submitted to the FERC as a part of the filing. 

My areas of responsibility.were expanded in April 1994 to include marketing and 

strategic planning. As the Director, Marketing, Planning and Regulatory Affairs, I was 

responsible for coordinating LG&E’s retail gas and electric marketing, strategic planning, 

and state and federal regulatory efforts. I continued to be employed in that capacity at 

LG&E until June 1996, when I joined the Prime Group as one of its Principals. 

PLEASE DESCRIBE THE INDUSTRY GROUPS IN WHICH YOU HAVE 

PARTIC PATED . 

I have served on several regional transmission coordination groups such as the 

Interregional Transmission Coordination Fonun, and the General Agreement on Parallel 

Paths, as well as the following committees of the Edison Electric Institute (“EEP) -- 
Economics and Public Policy Executive Advisory Committee, Strategic Planning 

Executive Advisory Committee, Transmission Task Force, and Power Supply Policy ’ 

Technical Task-Force. Currently, I am a member of the Midwest IS0 Transmission 
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Owners Committee and the Transmission Owhers Tariff Working Group representing 

Southern Illinois Power Cooperative and Hoosier Energy. I serve as the Vice-chairman 

of the Transmission Owners Tariff Working Group. 

HAVE YOU TAUGHT ANY COURSES OR SEMINARS IN THE AREA OF UTILITY 

RESTRUCTUFUNG? 

Yes. In addition to4eaching ratemaking for electric utilities at the NARUC Annual 

Regulatory Studies Program since 1993, I have also taught a course regarding the 

institutions and organizations of the new electric utility industry. Each year, I also teach 

and conduct numerous workshops and programs, and deliver invited presentations to 

utility managers and regulators on a variety of subjects including ratemaking, marketing, 

utility finance, and industry restructuring. 

IN WHICH CASES WAVE YOU PREVIOUSLY TESTIFIED? 

A list of the cases in which I have previously testified is included in Exhibit MJB-1. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

Delta Natural Gas Comp.any, Inc. (‘delta’’) engaged The Prime Group to conduct an 

analysis of and to provide a recommendation regarding the appropriate cost of common 

equity for application to Delta’s original cost rate base. My testimony contains the results 

of this analysis and identifies the fair rate of return on equity that Delta should be given 

the opportunity to earn during the period when the-new rates will be in effect. My analysis 

utilizes commonly accepted financial valuation techniques and incorporates the factors 

that affect DeIta’s overall investment risk. 

PLEASE DESCRIBE DELTA’S BUSINESS OPERATIONS. 

Delta purchases, produces and stores gas for distribution b retail customers, and also 

provides transportation service to industrial customers and interconnected pipelines 

through facilities located in 23 counties in central and southeastern Kentucky. The 

company had about 39,600 retail customers at the erid of 2003. Its service territory is more 

rural than most publicly traded, investor owned natural gas distribution companies and 
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consists mainly of light industry, farming and coal mining operations. More than 99% of 

Delta's customers are residential and commercial. Exhibit MJB-2 shows Delta's total 

capitalization compared to other publicly traded, investor owned natural gas distribution 

utilities. The data in Exhibit MJB-2 was taken from a report titled Natural Gas Industry 

Summarv Monthly Financial & Common Stock Information issued by Edward Jones Co. 

in 2003. This report classifies companies that provide natural gas into three categories: 1) 

diversified companies, 2) combination gas and electric companies arig 3) natural gas 

distribution companies. Delta is classified as a natural gas distribution company. Among 

the publicly traded, investor owned natural gas distribution utilities included in this report 

Delta was the third lowest with respect to total capitalization. It is important to note that 

the two natural gas distribution companies that have a smaller total capitalization than 

Delta both have expected negative growth rates for earnings according to the most recent 

Value Line. In the most recent Value Line, the five year expected earnings growth for 

EnergyWest is -2% and the expected earnings growth rate for RGC Resources is -1.5%. 

Exhibit MJB-3 shows Delta's percentage equity compared to other publicly traded, 

investor owned natural gas distribution utilities. The data in Exhibit MJB-3 was taken 

from the same Edward Jones report, Delta had the second lowest percentage of equity ~ 

among the fifteen publicly traded, investor owned natural gas distribution utilities 

included in this report. The only natural gas distribution utility with a lower percentage . 

equity was also ranked the highest in total capitalization. The two natural gas distribution 

utilities in Exhibit MJI3-2 With a lower total capitalization than Delta also had percentages 

of equity of 50% or higher. Thus, Delta can be characterized as a smalI publicly traded, 

investor owned natural gas distribution utility with an essentially rural service territory 

and with a relatively highly leveraged capital structure relative to most natural gas 

distribution utilities. 

Q. IS THERE A PUBLIC BENEFIT TO PROVIDING NATURAL GAS SERVICE TO 

RURAL AREAS? 
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Yes. I f  natural gas service is available in an area, customers have a choice whether to use 

natural gas Or electricity for particular applications. Customers’ ability to switch between 

natural gas and electricity helps to keep downward pressure on the prices of both products. 

Furthermore, the availability of natural gas service can help in attracting industrial loads to 

an area and thus assist in economic development efforts. However, if natural gas service is 

to be provided to rural areas, the companies providing such service must have the 

opportunity to earn adequate returns or they will no longer be able or willing to provide 

such service. 

HOW SHOULD THE RATE OF RETURN BE DETERMINED UNDER PUBLIC 

UTILITY REGULATION? 

The purpose of public utility regulation with respect to rate of return is to permit a utility 

to earn its cost of capital while avoiding monopoly profits. Long-run earnings above the 

cost of capital would imply monopoly profits, While long-run earnings below the cost of 

capital would impair a utility’s ability to attract capital on reasonable terms. A rate of 

return based on a utility’s cost of capital is consistent with the guidelines established by 

the US. Supreme Court in Bluefield Water Works & Improvement Co. v. Public Service 

Commission of Wat Virginia, 262 US. 679 (1923) and Federal Power Commission v. 

Hope Natural Gas Company, 320 U.S. 591 (1944). These cases require that a utility be 

allowed to earn a rate of return that: 1) is comparable to alternative investment 

opportunities of corresponding risk, 2) will permit capital attraction on reasonable terms, 

and 3) will maintain a utility’s financial integrity. 

IS AN OPPORTUNITY TO EARN A FAIR RATE OF RETURN THE SAME AS A 

GUARANTEE TO EARN A FAIR RATE OF RETURN? 

No. Having an opportunity to earn a fair rate of return allows for more uncertainty than 

does having a guarantee to earn.a fair rate of return. A guarantee of earning a fair return 

would imply no variability in the rate of return, with the utility earning the specified rate 

of return every year. An opportuility to earn a fair rate of return implies that a utility has a 
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Q. 

A. 

Q* 

1A. 

shareholder equity with the return on equity in any single year never equaling or 

exceeding 1 1.6%. This is especially distressing in the years immediately following these 

two rate cases that were the first years that the new rates went into effect. In 1998, the first 

I 

year that new rates were in effect pursuant to Case No. 97-066, Delta actually earned a 

return on shareholder equity of 8.2% which is 340 basis points below the Commission 

allowed ROE of 11.6%. In 2000, the first year that new rates were in effect pursuant to 

Case No. 99-046, Delta actually earned a return on shareholder equity of 1 1.1 % which is 

50 basis points below the Commission allowed ROE of 1 I .6%. If there was ever a time ‘ 

when it could b.e expected that a utility would earn its allowed rate of return, it would be 

\ 

the first year that new rates went into effect. When Delta has not earned a return on 

shareholder equity as high as the allowed rate of return in any of the last nine”years, even 

though it has been in twice during that period of time for rate cases, it cannot be said to 

have a reasonable assurance of earning the allowed rate of return. Furthermore; in 2003; 

Delta earned a return on equity of 8.6% which is significantly below its allowed return on 

equity. 

WHAT FACTORS DO YOU RELIEVE HAVE CAUSED DELTA TO UNDER EARN 

COMPARED TO ITS ALLOWED RATE OF RETURN ON EQUITY? 

I believe that there are two principal factors: 1) Delta’s equity is low as a percentage of 

total capitalization and 2) Delta’s predominantly rural service territory. 

PLEASE DESCFUBE DELTA’S EQUITY AS A PERCENTAGE OF TOTAL 

CAPITALIZATION COMPARED TO OTHER NATURAL GAS DISTRIBUTION 

COMPANIES. 

As described above, Exhibits MJB-2 and MJB-3 provide data for natural gas distribution 

companies ranked by total capitalization and percentage equity, respectively taken from 

Natural Gas Industrv Summary Monthlv Financial & Common Stock Information 

published by Edward Jones. The mean percentage of equity is calculated as 45.67% for 

the panel of fifteen natural gas distribution utilities with a median of 49%. Delta’s reported 

“ 
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percentage of equity of 34% is 11.67% below the mean and 15% below the median for 

this panel. It should be noted that Delta’s percentage of common equity relative to total 

capitalization is the second lowest in the panel which makes Delta more heavily leveraged 

than most other natural gas distribution utilities. Additionally, as noted above, the two 

natural gas distribution utilities in the panel with total capitalization lower than Delta both 

had a percentage of equity above these mean and median values. These two natural gas 

distribution utilities with smaller total capitalization than Delta had percqntages of equity 

that were 22% higher and 16% higher than Delta. 

DOES A LOW PERCENTAGE OF EQUITY RELATIVE TO TOTAL 

CAPITALIZATION MAKE DELTA A RISKIER INVESTMENT? 

Yes. The more debt that a firm has as a part of its total capitalization, the greater are the 

fixed interest payments that the firm will have to make to bond holders out of any given 

revenue stream that it generates. A company is required to make payments to the bond 

holders in specified amounts at specified times, while i t k  &der no such obligation to its 

common equity holders. Thus, the more equity the firm has, the greater is its ability to 

weather revenue fluctuations. However, this flexibility comes at a cost, as equity is more 

Q. 

A. 

. 

I 

expensive than debt because of the greater risk that shareholders bear. As a company’s . 

business environment becomes riskier and its business risk becomes greater, the company 

should increase its equity and lower its debt ratio. By reducing its debt ratio, its fixed 

obligations to bond holders would be reduced and the company would be better able to 

manage the financial fluctuations that result from a riskier business environment. 

Furthermore, a utility’s equity ratio must be high enough to allow additional debt capital 

.to be issued without an adverse effect on its credit rating. This would be consistent with 

the criteria established in the Bluefield. and Hope cases that the rate of return be sufficient 

to permit capital attraction on reasonable terms. If the capital structure does not permit 

some margin for additional debt financing at all times, a utility is subject to the potential 

adverse impact of unanticipated tight credit conditions, thus making it a riskier 

10 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

15 

16 

17 

18 

" 19 

20 

21 

22 

23 

24 

25 

Q. 

A. 
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A. 

investment. Delta has increased the percent of equity in its overall capitalization since its 

last rate case, but it is still well below the average percentage equity for natural gas 

distribution companies. Getting Delta's percentage of equity closer to the average for 

natural gas distribution companies will be a long process and will only occur if the 

Commission allows a high enough rate of to accommodate this long term improvement in 

Delta's equity ratio. 

WOW WOULD DELTA'S LOW EQUITY RATIO AFFECT THE RETURN ON 

EQUITY THAT IT EARNS? 

Because Delta is about 63% debt financed based on the capital structure in this 

proceeding, its fixed obIigations to bondholders are high, thus exacerbating the impact on 

the return on equity resulting from any revenue reductions that Delta might experience. 

This is likely an important factor that contributes to the fact that Delta has not earned its 

allowed rate of return in any of the past nine years. 

COULD YOU GIVE AN EXAMPLE OF HOW LEVERAGE MIGHT AFFECT THE 

ACTUAL, RETURN ON EQUITY EARNED BY DELTA? 

Yes. Exhibit W - 5  provides several examples of how a change in the percentage of . 

equity in Delta's overall capitalization would affect the actual return on equity earned by 

Delta. All three examples in Exhibit MJB-5 have the same total capitalization, but have 

different equity ratios. The first example in Exhibit MJB-5, uses the same percentage of 

equity and debt as Delta's capital structure in this proceeding and assumes a return on 

equity of 12.5% and an interest rate of 7% on the debt. The dollar value of the return 

elements for equity and debt are calculated by multiplying the dollar value of the equity 

and debt capitalization by their respective rates of return and interest. In Example 1, the 

dollar value of the return element for equity would be $5,358,131 and the dollar value of 

the return element for debt would be $5,077,232. Next assume that Delta experiences a 

decrease in earnings of $2,000,000. Delta would still have to pay $5,077,232 to debt 

holders and now would have only $3,358,131 to provide toshareholders. Dividing 
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$3,358,131 by the $42,865,046 of equity capitalization would result in an actual return on 

equity of 7.83%. 

Example 2 uses a capital structure that reflects the industry average as calculated in 

Exhibit MJB-2 and uses the same rates of return and interest as in Exanple 1. Thus, the 

only factor that is changing is the equity and debt ratios. Again a decrease in emings of 

$2,000,000 is assumed. Delta wouId still have to pay $4,388,661 to debt holders md now 

would have only $4,587,723 to provide to shareholders. Dividing $4,587,723 by the 

$52,701,780 of equity capitalization would result in an actual return on equity of 8.71%. 

In both Examples 1 and 2, the $2,000,000 decrease in earnings is a resulLof operations and 

is not influenced by the capital structure used to finance the company. However, this same 

$2,000,000 decrease in earnings has a very different impact on the actual return on'equity 

depending on the debt leverage of the company. 

A comparison of Examples 1 and 2 also illustrates another important point. In Example 2, 

the return element included in the revenue requirement would be $10,976,383, while in 

Example 1 the return element included in the revenue requirement would be $10,435,363, 

which is $541,020 lower. Thus, with a lower percentage equity ratio than the industry as a 

whole, Delta's customers pay lower rates while Delta experiences a significant adverse 

effect on its abiIity to earn its allowed rate of return if it experiences any earnings 

shortfalls. This is simply not an equitable result. . ^  

Example 3 simply repeats the above example for a capital structure consisting solely of 

equity. In Example 3, the $2,000,000 decrease in earnings would result in an actual return 

on equity of 10.77%. 

These three examples iIlustrate that Delta's equity ratio, which is significantly below the 

industry average, has a significant adverse effect on its ability to earn its allowed rate of 

return. Any given earnings shortfall for Delta will result in a much lower actual return on 

equity than for the average natural gas distribution company. These examples help in 

understanding why Delta has not eamed its allowed rate of return in any of the past 9 
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years. This significant adverse impact on Delta's ability to earn its allowed rate of return 

must be considered by the Commission in setting an appropriate rate of return for Delta. 

HOW WOULD DELTA'S PREDOMINANTLY RURAL SERVICE TERRITORY 

AFFECT THE RETURN ON EQUITY THAT IT EARNS? 

Delta serves an area that is predominantly rural with low population density. This low 

population density results in higher fixed cost per customer for serving rural areas 

compared to the fixed cost per customer incurred in an urban area. This higher fixed cost 

per customer results fiom both a higher cost of installing the pipe needed to serve a 

customer and the higher cost of maintaining the lines. Furthermore, these rural customers 

tend to have a lower annual usage and a larger proportion of temperature sensitive load 

than urban customers. This relatively high fixed cost to serve small highly temperature 

sensitive loads translates to a higher fixed cost burden for Delta and a more variable 

revenue stream. The higher fixed costs resulting from operations compounds the problem 

of high fixed obligations to bond holders resulting fiom a low equity ratio, and 

exacerbates the impact on the return on equity resulting fiom any revenue reductions that 

Delta might experience, as demonstrated above. Thus, the low population density in rural 

areas that results in a higher fixed cost burden for Delta with more variability in the return 

stream due to the large amount of temperature sensitive load for these rural customers 

makes Delta a riskier investment. This additional risk would justify a higher allowed rate 

of return for Delta. Because I have not quantified the separate impact on return on equity 

resulting from the rural character of Delta's service territory, I would suggest accounting 

for the impacts of this risk factor by using an allowed rate of return in the high end of the 

reasonable range of returns based on my analysis. 

I 

. 

. 

ARE THERE ANY REMEDIES THAT CAN BE APPLIED TO CORRECT FOR THE 

TWO FACTORS AFFECTING DELTA'S E A R " G S  THAT YOU HAVE. 

DESCRIBED ABOVE? " .  

Yes. There is a potential remedy for one of the two factors that I have described above. 
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A. 

With regard to Delta’s low percentage of equity, the Commission should incorporate a 

leverage premium into the rate of return to account for the significant adverse impact that 

Delta’s lower equity ratio imposes on its ability to earn its allowed rate of return. As noted 

above, the impact of the rural character of Delta’s service area is difficult to quantify and 

should be accounted for by using an allowed rate of return in the high end of the 

reasonable range of returns. 

PLEASE EXPLAIN HOW A LEVERAGE PREMlUM COULD BE L[TILIZED TO 

ADJTdST FOR THE EFFECT OF DELTA’S LOW EQUITY RATIO. 

A leverage premium could be added to the return on equity to adjust for Delta’s high level 

of debt. There are two methods that could be used to estimate an appropriate leverage 

premium. The first method uses a leverage premium derived from a Public Utilities 

Fortnightly article which states that: 

The basis change is smaller toward the high end of the equity ratio 
range, so an increase in equity from 49 to 50 per cent would only 
lower the cost of equity by about seven basis points, but an increase 
in the ratio from 40 to 41 per cent would lower the cost of equity by 
about 15 basis points. (Eugene F. Brigham, Louis C. Gapenski and 
Dana A. Aberwald, “Capital Structure, Cost of Capital, and Revenue 
Requirements”, Public Utilities Fortni!zhtly, January 8, 1987, p: 23) 

1 

Based on the results of this research, the leverage premium that would adjust for an equity 

ratio that is 8% below the industry average would be 120 basis points (calculated as 8 x 15 

basis points). Thus, based on this approach to estimating the leverage premium, a leverage 

premium of about 1.2% should be added to the allowed rate of return to adjust for Delta’s 

low percentage of equity. 

Another method of estimating the appropriate leverage premium is to use the difference in 

the allowed rate of return on equity and the actual earned return on equity in the first year 

that the new rates have gone into effect historically. In 1998, the first year that new rates 

were in effect pursuant to Case No. 97-066, Delta actually earned a return on shareholder 
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equity of 8.2% which is 340 basis points below the Commission allowed ROE of 1 1.6%. 

h 2000, the first year that new rates were in effect pursuant to Case No. 99- 176, Delta 

actually earned a return on shareholder equity of 1 1 .l% which is 50 basis points below the 

Commission allowed ROE of 1 1.6%. Thus, a conservative estimate of the leverage 

premium that the Commission should add to Delta's allowed rate of return would be 50 

basis points. Another way of looking at it is that if the Commission had allowed Delta a 

12.1% ROE in the last rate case, Delta would have actually earned about an 1 1.6% return 

on equity, which is what the Commission found to be just and reasonable. An alternative 

to using a leverage premium that I am not recommending in this proceeding is for the 

Commission to use an imputed capital structure with 45% equity and 55% debt. The 

Commission has been reluctant to make such adjustments to the capital structure in the 

past and the problem of actually earning the allowed rate of return illustrated in Exhibit 

MJB-5 can be taken care of through a return on equity adjustment instead. 

HOW WOULD YOlJ ASSESS THE BIJSINESS ENVIRONMENT WITHIN WHICI-I 

DELTA OPERATES? 

Delta provides natural gas service in a service-tenitory that substantially overlaps the 

electric service territory of Kentucky IJtiIities Company, which has some of the lowest 

electric rates in the nation. This direct competition with a low cost electric utility increases 

Delta's business risk. Additionally, Delta is a small company with a capitalization that 

would fall in the micro-cap stock range as defined in the Risk Premia Over Time Report: 

2004 published by 'Ibbotson Associates. A micro-cap stock includes companies with 

market capitalizations at or below $330,608,000 (Ibbotson, p. 6).  Small companies 

generally regarded as riskier than larger companies and have correspondingly higher rates 

of return. Fama and French reported that: 

If assets are priced rationally, our results suggest that stock risks are 
multidimensional. One dimension of risk is proxied by size, ME. 
Another dimension of risk is proxied by BE/ME, the ratio of the 
book value of common equity to its market value. (Eugene F. Fama 
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and Kenneth R. French, “The Cross-Section of Expected Stock 
Returns”, The Journal of Finance, Vol. 47, June, 1992, p. 428.) 

Fama and French went on to report that: 
/ 

The size effect (smaller stocks have higher average returns) is thus 
robust in the 1963-1990 returns on NYSE, AMEX, and NASDAQ 
stocks. In contrast to the consistent explanatory power of size, the 
FM [Farna-MacBeth] regressions show that market p does not help 
explain average stock returns for 1963-1 990. (Fama andFrench, p, 
43 8) 

. 

Thus, small companies such as Delta are riskier than companies with larger capitalizations 

and a higher rate of return on equity would be appropriate for such companies. 

Additionally, natural gas commodity prices have become much more volatile since the . a 

decision issued by the Commission in Delta’s last rate case. As the September, 2003 report 

issued by the National Petroleum Council noted, “There has .been a hndamental shift in . 

the natural gas supply/demand balance that has resulted in higher prices and volatility in 

recent years. This situation is expected to continue, but can be moderated.” (Balancing 

Natural Gas Policv: Fuelinn the Demands of a Growinp Economy, Volume 1, National 

Petroleum Council, September 2003, p. 6 )  

DOES THE INCREASED VOLATILITY IN NATURAL GAS PRICES AFFECT THE 

RE” 08 EQUITY THAT DELTA SHOULD BE ALLOWED TO EARN? 

Yes, Exhibit MJB-6 is a graph that shows the Henry Hub Index for the last ten years. This 

graph illustrates that, since the Order issued by the Commission in Delta’s last rate case in 

December 1999, natural gas commodity prices have both increased and become much 

more volatile. As the National Petroleum Council report noted, this volatility of natural 

gas commodity prices is likely to continue. Delta has a Gas Cost Recovery (GCR) 

mechanism that is calculated quarterly. Any under or over recoveries during a quarter are 

recovered over the next twelve months. Delta is not allowed to earn a return on any money 
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that it has devoted to finding such under-recoveries. The increased price volatility since 

its last rate case has resulted in significant under-recoveries and deferred gas costs that 

Delta has had to finance with no interest. In June 2001,2002 and 2003, Delta had deferred 

gas costs of about $4 million, and in December 2003, Delta had deferred gas costs of 

about $7.3 million. Delta has had to finance these under-recoveries with a mix of internal 

financing and short term borrowing. As noted above, the interest that Delta incurs in 

financing any underhecoveries is an expense that is not recovered by Delta through the 

GCR. This has helped to generate earnings shortfalls that are exacerbated by Delta's low 

equity ratio as demonstrated above. A higher return on equity would provide a larger pool 

of internal resources to finance such under-recoveries and would help to mitigate Delta's 

reliance on short t e h  borrowing. This natural gas commodity price volatility is a risk 

factor that was not as prevalent in Delta's last rate case. The Commission should allow a 

return on equity near the top end of the range to help provide Delta with the internal 

capital necessary to fund such under-recoveries and mitigate the necessity of using short 

term debt for these purposes. 

Q. PLEASE DESCRIBE THE DISCOUNTED CASH FLOW ~ C F )  METHOD FOR 

ESTIMATING THE APPROPRIATE RETURN ON EQUITY. 

The DCF method for estimating an appropriate return on equity is based on the following 

equation, which defines the long run expected return (the appropriate return on equity) as 

the discount rate that equates the stock price with the stream of expected future dividends: 

A. 

where, 

P = the recent price of the stock, 

17 



Di = the dividend in year i, and 

k = the investors' discount rate or expected rate of return. 
2 
3 

5 
1 4  

If the growth is a constant rate, g, this equation can be expressed as the sum of an infinite 

6 geometric series: 

7 

Dl k = - + g  P \ 

\ 

9 

10 . EQUITY FOR DELTA? 

11  

Q. WHAT WOULD THE DCF MODEL YIELD AS AN EXPECTED RETURN ON 

A. The results of the DCF analysis for Delta are shown in Exhibit MJB-7. The expected 

12 growth rate of 6.5% for Delta's earnings was obtained from Value Line. The high and low" 

13 stock price for the year and the most recent annual dividend were also obtained from . 

Value Line. The high and low annual stock prices during 2003 were used in calculating a 

range of estimated returns in the DCF analysis. Use of the high stock price in the DCF I 

analysis resulted in an estimated ROE of 11.40% and use of the low stock price in the 

DCF analysis resulted in an estimated ROE of 12.12%. Thus, the estimated range on ROE 

; 
I 16 
I 
I 

17 

I8 for Delta based on this DCF analysis is between 1 1.4% and 12.12%. 

19 Q. W T  WOULD THE CAPITAL ASSET PRICING MODEL YELD AS AN 

20 
21 . .  A. 

EXPECTED RETURN ON EQUITY FOR DELTA? 
The CAPM approach could be utilized to estimate the return on equity for Delta. The 

22 basic CAPM formula is: 

K =  Rf fP(Rm-Rf)  I 
: 23 
i 

24 where: 

25 K = the prospective market cost of equity for a specific investment, 

p = the company specific beta coefficient, 

18 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

J 

16 
17 
18 
19 
20 
21 

22 

23 

24 

25 

26 

27 

28 

29 

Rf = the risk free rate of return (usually U.S. Treasury bonds), 

R, = the overall stock market return, and 

R, - Rf = the equity risk premium. 

The Value Line investment Survey - Small and Mid-CaD Edition (“Value Line”) provided 

an estimate for p of 0.45 for Delta. Ibbotson’s Risk Premia Over Time Report: 2004 

calculated a long-horizon expected equity risk premium of 7.2% which was calculated as 

the difference between large company stock total returns minus long-term govemhent 

bond returns for the period 1926 through 2003. With an interest rate on 20-Year U.S. 

Treasury bonds of 5.1 % on December 3 1,2003 and a beta coefficient of 0.45, the Capital 

Asset Pricing Model produces an initial estimated return on equity of 8.34% as shown in 

Exhibit MJB-8. 

However, as noted in the Stocks, Bonds, Bills and Inflation 2003 Yearbook: 

Based on historical return data on the NYSE/AMEX/NASDAQ decile portfolios, 
the smaller deciles have had returns that are not fully explainable by the CAPM. 
This return in excess of CAPM, grows larger as one moves from the largest 
companies in decile 1 to the smalIest in decile 1O.The excess return is especially 
pronounced for micro-cap stocks (dedes 9-1 0). This size related phenomenon 
has prompted a revision to the CAPM, which includes the addition of a size 
premium. (Stocks, Bonds, Bills and. Inflation 2003 Yearbook, Ibbotson 
Associates, 2003, p. 135.) 

The size premium that must be added to CAPM calculations to obtain the appropriate 

ROE estimates for micro-cap companies, such as Delta, is reported in Ibbotson’s 

Premia Over Time ReDort: 2004 as 4.01%. This size premium was calculated from data 

for the period 1926 through 2003. When this 4.01% micro-cap size premium is added to 

the initial ROE estimate, the final estimate for ROE using the Capital Asset Pricing Model 

is 12.35% as shown in Exhibit MJB-8 and is calculated as: 

ROE Estimate Including Micro-Cap Size Premium = 5.1 f (0.45 x 7.2) f 4.01 = 12.35 . 

Inclusion of this size premium is appropriate because not only does Deita fali within the 

micro-capitalization group as defined by Ibbotson, but as can be seen from Exhibit MJB-2, 
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Q* 

A. 

Q. 

A. 

Delta has one of the smallest total capitalizations of the investor owned natural gas 

distribution companies in the panel. 

WHAT RATE OF RETURN ON EQUITY WOULD THE RISK PREMIUM INDICATE 

WAS APPROPRIATE? 

The long-horizon expected equity risk premium reported in Risk Premia Over Time 

Report: 2004 by Ibbotson Associates is 7.2% calculated by subtracting long-term 

government bond returns fiom large company stock total returns for the period 1926 to 

2003. This estimate of the risk premium is calculated using a past average of ex-post risk 

premiums over a sufficiently long period of time to indude several ups and downs in 

dividend fields and provides a good estimate of the fitture risk premium. This long- 

horizon expected equity risk premium was calculated using stock market data for the 

companies in the Standard and Poor’s 500 Index and for W. S. Treasury Bonds having a 

20-year maturity. The 20-year US .  Treasury bond yield for December, 2003 as reported 

by FRED@ [Federal Reserve Economic Data] available on the Federal Reserve Bank of 

St. Louis web site is 5.1 1%. Adding the long-horizon risk premium of 7.2% to the 20-year 

US. Treasury bond yield of 5.1 1% produces a return on equity of 12.31%. These 

estimated returns on equity for the market as a whole demonstrate that the estimated 

returns on equity for Delta using the DCF and capital asset pricing model results discussed 

earlier are reasonable. 

WHAT IS A REASONABLE RANGE FOR THE RETURN ON EQUITY IN THIS 

PROCEEDING? 

Based on the above analysis, a reasonable range for return on equity in this proceeding 

would be between 11.9% and 12.85% as summarized in the table below. 
Method Initial ROE Estimate Leverage ROE Range 

HiJ& I__ Low Adiustment H[igh 
DCF 1 2.1 2% 11.4% 0.50% 12.65% 11.9% 

CAPM 12.35% 12.25% 0.50% 12.85% 12.85% 

Risk Prem. 12.31% 12.31% 0.50% . 12.81% 12.81% 
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Q. 

A. 

As demonstrated earlier in Exhibit MJB-5, it is essential to add a leverage premium if 

Delta is to going to have a reasonable opportunity to earn its allowed rate of return. It is 

important for the Commission to note that Delta has not earned its ajlowed rate of return 

in any of the past 9 years. Just like shooting at a target a long way off, it is necessary for 

the Cornmission to aim a bit high in order to hit what it is really aiming at, and this is what 

the leverage premium accomplishes. 

WHAT RETURN ON EQUITY DO YOU RECOMMEND RE UTILIZED IN 

CALCULATING THE REVENUE REQUIREMENT IN THIS PROCEEDING? 

I recommend using a 12.5% return on equity in this proceeding. This is well within the 

reasonable range as indicated by my analysis. As noted earlier, because of the rural 

character of Delta's service territory and because of the increased volatility in natural gas 

commodity prices, the Commission should allow a return on equity in the high end of the 

reasonable range. Both of these factors increase the risk for Delta and are difficult to 

quantify with respect to the impact on ROE. One method of dealing with these difficult to 

quantify factors is for the Commission to allow a return on equity near the top end of the 

reasonable range. In determining the appropriate return on equity for Delta, the 

Commission needs to consider that Delta is different thah the other investor owned 

utilities that the Commission regulates. Delta is the smallest investor owned natural gas 

utility that the Cornmission regulates with one of the lowest equity ratios in the industry. 

The size premium for small companies is well documented and has been calculated based 

on a data set that covers a number of economic cycles that include both wars and a 

depression. Delta's low equity makes it extremely difficult to earn ai~y rate of return 

allowed by the Commission as illustrated in Exhibit MJB-5. After analyzing all of the 

relevant factors, I believe that 12.5% is a reasonable return on equity for Delta in this 

proceeding. 

DOES THE RETURN ON EQUITY THAT YOU RECOMMEND PRODUCES A 

REASONABLE RESULT? 
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Yes. Exhibit MJB-10 shows the interest coverage for the 15 natural gas distribution 

companies in the panel reported by Edward Jones, which is calculated by dividing net 

income by the interest on long term debt, Delta has an interest coverage of 2.36x, which is 

fourth lowest in the panel of natural gas distribution utilities covered in the report. The 

mean interest coverage far the panel is 3 . 4 4 ~  with a median interest coverage of 3.41~.  If 

the revenue requirement for Delta is determined based on a 12.5% return on equity and 

based on the capital structure in this proceeding, the resulting interest ?overage would be 

2.77~. As can be seen from Exhibit MJB-10, the resulting interest coverage from using a 

12.5% rate of return would still be the fifth lowest in the panel and well below the mean 

and median interest coverages for the fifteen natural gas distribution companies included 

in the Edward Jones report. Based on the resulting level of interest coverage compared to ~ 

natural gas distribution industry averages, I believe that the 12.5% rate of return on equity 

that I am recommending be applied to the existing capital structure is reasonable. It would 

take even a higher rate of return on equity to produce a level of interest coverage and an 

equity ratio that is more representative of the other companies in the panel of natural gas 

distribution companies. The revenue requirement that would result &om utilizing the 

12.5% return on equity that I recommend would be a start to increasing Delta's equity ratio 

and interest coverage to more closely reflect industry averages. However, even when this 

recommended ROE is placed into effect, it will take several years before there is 

significant improvement in these key financial measures. 

CAN YOU PROVIDE ADDITIONAL EVIDENCE THAT THE RETURN ON EQUITY 

THAT YOU RECOMMEND PRODUCES A REASONABLE RESULT? 

Yes, Exhibit MJB-11 calculates estimated returns on equity for the other fourteen 

companies in the Edward Jones panel of natural gas distribution companies using a 

discounted cash flow analysis and the capital asset pricing model. All of the data for 

calculating estimated returns on equity using the DCF model come from the most recent 

. 

edition of Value Line. If Energy West and RGC are eliminated because of their anticipated 
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negative growth rates, the estimated range for return on equity would be from a low of 

7.57% to a high of 13.27%. As noted earlier in my testimony, because of its higher risk 

and lower equity ratio, Delta's return on equity should be near the top end of the range of 

reasonable returns. The 12.5% return on equity that I recommend for Delta is well within 

the range of estimated ROES based on the discounted cash flow analysis of the other 

fourteen natural gas distribution utilities in the Edward Jones panel. 

The CAPM results in Exhibit MJB-11 are calcuIated using a risk free rate of return of 

5.1 % which was the yield on 20-Year Treasury Bonds on the last day of the test year. It 

also uses a long-horizon equity premium of 7.2% and a size premium that is appropriate 

for the utility's total capitalization from Risk Premia Over Time Report: 2004 by lbbotson 

Associates. The estimated range of returns on equity using CAPM for the other fourteen 

natural gas distribution companies in the Edward Jones panel is 10.69% to 14.15%. Agah, 

the 12.5% return on equity that I recommend for Delta is well within this range. Based on 

this comparison to other natural gas distribution utilities with regard to their estimated 

returns on equity and with regard to their interest coverage, as discussed above, I believe 

that a 12.5% return on equity that I recommend for Delta is reasonable. 

DOES THIS CONCLWIE YOUR TESTIMONY? 

Yes it does. 
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Exhibit M a - 1  

Prior Testimony of Dr. Martin J. Blake 

I 

Federal Energy Reguiatory Commission 

ER92-533 LG&E‘s open transmission access and authority to charge market-based 
rates for its generation. 

ER94-1380 The first comparability tariff approved by the FERC. 

ER97-4345 A market power analysis that was filed in support of OGE 
Energy Resources, Inc.’s request for the authority to charge market based 
rates. 

ER98-5 1 1 A market power analysis that was filed in support of 
Oklahoma Gas and Electric Co.’s request for the authority to charge 
market based rates. 

. 

ER99-51 An affidavit in support of Commonwealth Edison 
Co.’s request for authority to charge cost based rates to its affiliates. 

Testimony in support of Southern Indiana Gas and Electric Company’s 
request for a revision in transmissionand ancillary service rates including 
cost of capital testimony 

EROl-1938 
I .  

ER02-708 
” 

Testimony in support of Central Illinois Power Company’s request for a 
revision in transmission and ancillary service rates including cost of 
capital testimony 

NJ03 -2 Testimony in support of Southern Illinois Power Company’s request for a 
revision in ancillary service rates 

Arkansas Public Service Commission 

96-360-U Direct and rebuttal testimony for 
Oklahoma Gas and Electric regarding recovery of stranded costs by 
Entergy Arkansas, Inc. 
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California Public IJtility Commission 

90-12-01 8 
(phase 5) 

Direct and rebuttal testimony for Southern California 
Edison Company concerning the reasonableness of contracting by 
Southern California Edison with Integrated Energy Group (“IEG”) to 
provide marketing services to Southern California Edjson and the 
reasonableness of the resulting marketing services performed by E G ,  

Illinois Commerce Commission 

98-0013 and 
98-0035 

98-0036 

98-0147 and 
98-0 148 

Testimony regarding non-discrimination with 
regard to affiliate transactions for electric utilities. I sponsored ComEd’s 
proposed affiliate transactions rules and suggested some basic principles 
that the Illinois Commerce Commission should follow in developing rules 
and regulations for ensuring non-discrimination and non-cross 
subsidization in transactions with affiliated and unaffiliated alternative 
retail electric suppliers (“ARES’). 

\ 

Testimony in a rulemaking to develop rules and regulations for assessing 
and assuring the reliability of the transmission and distribution systems as 
a part of electric utility restructuring in Illinois. 

Testimony concerning standards of conduct and 
rules for hnctional separation. I sponsored ComEd’s proposed standards 
of conduct and hnctional separation rules. 

Kentucky Public Service Commission 

90-158 

92-494 

93-150 

94-332 

92-494-€3 

95-455 

9 1-423 

Other 

An LG&E rate case. 

An LG&E biennial fuel adjustment clause review. 

An application for approval of a DSM cost recovery mechanism 
and a set of initial programs. 

An application for an environmental cost recovery mechanism. 

Testimony regarding the confidentiality of coal bid data. 

A biannual review of the environmental cost recovery mechanism. 

Participation in the conference with Commission staff and intervenors to 
review LG&E’s first integrated resource plan. 

Several fuel. adjustment clause proceedings on behalf of LG&E. 
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98-489 Testimony on behalf of Blazer Energy Corp. in an application for an 
adjustment in their natural gas rates. 

99-046 Direct and rebuttal testimony regarding Return on equity in support of 
Delta Natural Gas Company’s request for an adjustment in rates 

Nevada Public Utility Commission 

01-1 0001 Direct testimony on behalf of Shareholders Association to support Nevada 
Power Company’s request for return on equity 

- \  New Mexico Public Utility Commission 

2797 Direct and rebuttal testimony in a general rate case for Plains Electric 
Generation and Transmission Cooperative, Inc. 

Oklahoma Corporation Cornmission 

PUD 9600001 16 Testimony in an Oklahoma Gas and Electric Company rate case, 
including rebuttal of intervenor and staff proposals to disallow 
certain marketing, advertising, economic development and 
research and development expenses. 

Indiana Utility ReguIatory Commission 

41 884 . Direct and rebuttal testimony to support a request by eleven gas local . 
distribution companies for switching fiom a quarterly gas cost adjustment 
mechanism to a monthly gas cost adjustment mechanism 

42027 Direct testimony in support of a transfer of functional control of 
transmission assets from electric utilities in Indiana to the Midwest System 
Operator, Inc. 

! 
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Exhibit MJB - 4 
Historical Comparison of Allowed and Actual ROE 

Delta Natural Gas Company 

Return on 
Share holder Allowed 

Equity ROE Difference 
8.50% Black box settlement in last rate case 
11.30% Black box settlement in last rate case 
5.80% Black box settlement in last rate case 

1995 
I996 
1997 
1998 8.20% \, 11.60% -3.40% New Rates Effective Jan. I998 
1999 7.20% 11.60% 4.40% 
2000 1 I . I O %  1 1.60% -0.50% New Rates Effective Jan. 2000 
2001 11 . I O %  11.60% -0.50% 
2002 10.60% 11.60% -1 .OO% 
2003 8.60% 11.60% -3.00% 

I Mean 9.16% i 
Data Source: 

1 ”) The Value Line Investment Survev - Small and Mid-Cap Edition, Dec. 19.2003 * 

I 

I 
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Exhibit MJB - 5 
Examples of the Impact of Leverage on Actual Return on Equity 

Example 1 
Cost Return Element 

Capitalization Ratios Rates in Dollars 
Equity $42,865,046 0.371 5 12.50% $ 5,358,131 
Debt $72,531,889 0.6285 7.00% $ 5,077,232 I_- 

$1 15,396,935 I $ 10,435,363 

Assume $2,000,000 shortfall in earnings 

Actual Return on Equity - - $3,358,131 I $42,865;346 
7.83% - - 

Example 2 
Cost Return Element 

Capitalization Ratios Rates in Dollars 
Equity $52,701,780 0.4567 12.50% $ 6,587,723 

$1 15,396,935 1, $ 10,976,383 
Debt $62,695,155 0.5433 7.00% $ 4,388,661 

Assume $2,000,000 shortfall in earnings 

Actual Return on Equity - - $4,587,723 I$52,701,780 
8.71 % - - 

Example 3 
Cost Return Element 

Capitalization Ratios Rates in Dollars 
Equity $1 15,396,935 1.0000 12.50% $ 14,424,617 
Debt $0 0.0000 7.00% !§ - 

$1 15,396,935 1 $ 14,424,617 

Assume $2,000,000 shortfall in earnings 

$12,424,617 I $1 15,396,935 - Actual Return on Equity - 
10.77% - - 



Exhibit MJB - 6 
Henry Hub Index Prices 

10 
? 

I I I I I 1 I t I 

1994 1995 1996 1997 1998 1999 2000 2001 2002 
YEAR 

Source: Pbtra tnsije FERC Manlhly price. 

Source: Balancing Natural Gas’Policv: Fueling the Demands of a GrowinP Economy, 
Volume 1, National Petroleum Council, September 2003 



Exhibit MJB - 7 
Results of DCF Model 

Delta Natural Gas Company 

Variable 
Name 

2003 Annual Dividend 1.18 D 

High Price During 2003 

Low Price During 2003 

24.1 P 

21 P 

5 Year Forecasted Earnings Growth 0.065 g 

Using the DCF formula: ROE = DIP + g 

Based on the 2003 Hiqh Stock Price 

ROE = (1 .I8 / 24.10) + .065 = 1 1 .40% 

Based on the 2003 Low Stock Price 

ROE=(1.18/21.00)+ .065= 12.12% 

Data Source: 

The Value Line Investment Suwey - Small and Mid-Cap Edition. Dec. 19,2003 

! 



Exhibit MJB - 8 
Results of the CAPM Analysis 
Delta Natural Gas Company 

20 - Year U. S. Treasury Bond Yield 

Variable Data 
Name Source 

5.10% Rf I 

Long - Horizon Expected Equity Risk Premium 7.20% Rm -Rf 2 

\ 
for Large Companies 

Calculated Beta Coefficient 
for Delta Natural Gas 

Micro-Cap Size Premium 

0.45 B 3 

4.01 Yo 

Using the CAPM Formula: ROE = Rf + B (Rm - Rf) 

CAPM Calculation 

initial ROE Estimate = 0.052 + 0.45 (0.072) = 8.3400% 

ROE Estimate Including Micro-Cap Size Premium = 12.3500% 

Data Sources: 

1. December 31, 2003 Yield for 20-Year Treasury Constant Maturity Rate, 
Federal Reserve Bank of St. Louis Economic Research 

2. Risk Premium Over Time Report : 2004, lbbotson Associate's, 2004 

3. The Value Line Investment Survey - Small and Mid-Cap Edition, Dec. 19, 2003 



Exhibit MJB - 9 
Results of the Risk Premium Analysis 

Delta Natural Gas Company 

Data 
Source 

20 - Year U. S. Treasury Bond Yield 5.11% i 

Long - Horizon Expected Equity Risk Premium 7.20% 2 
for Large Companies 

Risk Premium Calculation 

ROE = 0.051 1 + 0.072 = 12.31 % 

Data Sources: 

1.20-Year Treasury Constant Maturity, December 2003, 
Federal Reserve Economic Data (FRED), Federal Reserve Bank of St. Louis 

! 2. Risk Premium Over Time Report : 2004, lbbotson Associates, 2004, p. 6 
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Q: PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS A UTILITY 

REGULATOR. 

From January 1987 to November 1990, I served as a Commissioner and as the Chairman 

of the New Mexico Public Service Commission. As a Commissioner, my duties included 

making policy and adjudicatory decisions regarding rates, terms of service, financing, 

certificates of public convenience and necessity, and complaints for electric, gas, water, 

and sewer utilities. As Chairman, I supervised a staff of thirty-two professionals and 

sixteen support staff. During my tenure on the New Mexico Commission, I also served as 

Chairman of the Western Conference of Public Service Commissioners Electric 

Committee and as Chairman of the Committee on Regional Electric Power Cooperation, a 

group composed of state public service commissioners and representatives from the state 

energy offices of the thirteen western states. 

As a Commissioner, I interpreted legislation, reviewed prior Commission cases to 

determine the precedents that they provided, drafted rules and regulations, wrote Orders, 

conducted hearings, ruled on motions, and served as an arbitrator in alternative dispute 

resolution proceedings. Although I do not have a law degree, I performed adjudicatory 

and regulatory functions for the four years that I served on the Commission. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS A UTILITY 

W A G E R .  

From December, 1990 to June 1996, I was employed by Louisville Gas and Electric 

Company (“LG&E”). Initially, I served as LG&E’s Director of Regulatory Planning. In 

this position, I wav responsible for coordinating all of LG&E’s state and federal regulatory 

A: 

Q: 

A: 
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efforts, and prepared and presented testimony to regulators. In performing my duties in 

the federal regulatory area, I performed the market power analysis in LG&E’s original 

market-based rate filing at the FERC, which was one of the first applications of the “hub 

and spoke” methodology that the FERC now uses in assessing generation market 

dominance in market-based rate filings; supervised the preparation of the market-based 

rate filings; and served as LG&E’s principal witness in this case. I also helped develop the 

electronic bulletin board that the FERC required as a condition for approving the market- 

based tariff. Additionally, I helped to develop L,G&E’s comparable transmission tariff 

filing, which provided third parties with access to LG&E’s transmission system at the 

same price, terms and conditions as LG&E. This was the first tariff providing comparable 

transmission service that was filed and approved by the FERC and was filed before Order 

No. 888 was issued by FERC. In this comparable transmission tariff filing, I served as 

LG&E’s principal witness and negotiated the settlement in this case with FERC staff. 

When L,G&E Power Marketing filed for the ability to charge market-based rates, I helped 

to develop the codes of conduct that were submitted to the FERC as a part of the filing. 

My areas of responsibility were expanded in April 1994 to include marketing and strategic 

planning. As the Director, Marketing, Planning and Regulatory Affairs, I was responsible 

for coordinating I,G&E’s retail gas and electric marketing, strategic planning, and state 

and federal regulatory efforts. I continued to be employed in that capacity at LG&E until 

June 1996, when I joined the Prime Group as one of its Principals. 

PLEASE DESCRIBE TEE INDUSTRY GROUPS IN WHICH YOU HAVE 

PART1 CIPATED . 

Q: 
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A: I have served on several regional transmission coordination groups such as the 

Interregional Transmission Coordination F o m ,  and the General Agreement on Parallel 

Paths, as well as the following committees of the Edison Electric Institute ("EEI") -- 

Economics and Public Policy Executive Advisory Committee, Strategic Planning 

Executive Advisory Committee, Transmission Task Force, and Power Supply Policy 

Technical Task Force. Recently, I have worked with a group of utilities developing the 

Midwest ISO. 

HAVE YOU TAIJGHT ANY COURSES OR SEMINARS IN THE AREA OF UTILITY 

RESTRUCT(JRINCr? 

Yes. In addition to teaching ratemaking for electric utilities at the NARUC Annual 

Regulatory Studies Program since 1993, I have also taught a course regarding the 

institutions and organizations of the new electric utility industry. Each year, I also teach 

and conduct numerous workshops and programs, and deliver invited presentations to 

utility managers and regulators on a variety of subjects including industry restructuring. 

IN WHICH CASES HAVE YOIJ PREVIOUSLY TESTIFIED? 

Q: 

A: 

Q. 

A. I testified before the Kentucky Public Service Commission in the rehearing in Case No. 90- 

158, an LG&E rate case; in Case No. 92-494, a biennial fuel adjustment clause review; in 

Case No. 93-1 50, an application for approval of a DSM cost recovery mechanism and a set 

of initial programs; in Case No. 94-332, an application for an environmental cost recovery 

mechanism; in case No. 92-494-B, regarding the confidentiality of coal bid data; and in 

case No. 95-455, a biannual review of the environmental cost recovery mechanism. I 

participated in the conference to review LG&E's first integrated resource plan in Case No, 
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9 1-423 and testified in a number of fuel adjustment clause proceedings. I also testified on 

behalf of Blazer Energy Corp. in Case No. 98-489 which was an application for an 

adjustment in rates. 

I prepared and filed testimony before the FERC in cases ER92-533, in which LG&E 

provided open transmission access and also received authority to charge market-based rates 

for its generation, and ER 94-1 380, the first comparability tariff which was approved by the 

FERC. I prepared and filed rebuttal testimony in Cause No. PUD 9600001 16, Oklahoma 

Gas and Electric Company’s last rate case before the Oklahoma Corporation Commission. 

In that case, I rebutted intervenor and staff proposals to disallow certain marketing, 

advertising, economic development and research and development expenses. I have 

prepared and filed direct and rebuttal testimony for Southern California Edison Company in 

Case Number 90-1 2-01 8 (phase 5) .  In this testimony, I reviewed the reasonableness of 

contracting by Southern California Edison with Integrated Energy Group (IEG) to provide 

marketing services to Southern California Edison arid the reasonableness of the resulting 

marketing services performed by IEG. I prepared and filed direct and rebuttal testimony for 

Oklahoma Gas and Electric in Arkansas Public Service Commission Docket No. 96-360-U 

regarding recovery of stranded cost by Entergy Arkansas, Inc. In this testimony, I 

recommended recovery of 100% of stranded costs at such time as costs are actually 

stranded. I also testified before the New Mexico Public Utility Commission in Docket No. 

2797, a general rate case for Plains Electric Generation and Transmission Cooperative, 

Inc. 

I testified in Illinois Commerce Commission (“ICC,,) Dockets 98-0013 and 98-0035, which 
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were concerned with ensuring non-discrimination with regard to affiliate transactions for 

electric utilities. In this case, I sponsored CornEd’s proposed affiliate transactions rules and 

suggested some basic principles that the Illinois Commerce Commission should follow in 

developing rules and regulations for ensuring non-discrimination and non-cross 

subsidization in transactions with affiliated and unaffiliated alternative retail electric 

suppliers (ARES). I testified in ICC Docket 98-0036, which was a rulemaking to develop 

rules and regulations far assessing and assuring the reliability of the transmission and 

distribution systems as a part of electric utility restructuring in Illinois. I also testified in 

Dockets 98-0147 and 98-0148 which were concerned with developing standards of 

conduct and rules for fimctional separation. In this case, I sponsored ComEd’s proposed 

standards of conduct and bctional separation rules. 

WHAT IS THE PIJRPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

Delta Natural Gas Company, Inc. (“Deltal’) engaged The Prime Group to conduct an 

analysis of and to provide a recommendation regarding the appropriate cost of common 

equity for application to Delta’s original cost rate base. My testimony contains the results 

of this analysis and identifies the fair rate of return on equity that Delta should be given 

the apportunity to earn during the period when the new rates will be in effect. My analysis 

utilizes commonly accepted financial valuation techniques and incorporates the factors 

that affect Delta’s overall investment risk. 

IS THERE A PUBLIC BENEFIT TO PROVIDING NATURAL GAS SERVICE TO 

RURAL AREAS? 

Yes. If natural gas service is available in an area, customers have a choice whether to use 

Q. 

A. 

Q. 

A. 
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natural gas or electricity for particular applications. Customers’ ability to switch between 

natural gas and electricity helps to keep downward pressure on the prices of bath 

products. Furthermore, the availability of natural gas service can help in attracting 

industrial loads to an area and thus assist in economic development efforts. However, if 

natural gas service is to be provided to rural areas, the companies providing such service 

must have the opportunity to earn adequate returns or they will no longer be able and 

willing to provide such service. 

HOW SHOULD THE RATE OF RETllRN BE DETERMINED UNDER PUBLIC 

UTILITY REGUL,ATIQN? 

The purpose of public utility regulation with respect to rate of return is to permit a utility 

to earn its cast of capital while avoiding monopoly profits. Long-run earnings above the 

cost of capital would imply monopoly profits, while long-run earnings below the cost of 

capital would impair a utility’s ability to attract capital on reasonable terms. A rate of 

return based on a utility’s cost of capital is consistent with the guidelines established by 

the U.S. Supreme Court in Bluefield Water Worh & Improvement Co. v. Public Service 

Commission of West Virginia, 262 U.S. 679 (1923) and Federal Power Commission v. 

Hope Natural Gas Company, 320 U.S. 591 (1944). These cases require that a utility be 

allowed to earn a rate of return that: 1) is comparable to alternative investment 

opportunities of corresponding risk, 2) will permit capital attraction on reasonable terms, 

and 3) will maintain a utility’s financial integrity. 

IS AN OPPORTUNITY TO EARN A FAIR RATE OF RETURN THE SAME AS A 

GUARANTEE TO EARN A FAIR RATE OF RE’lTJElN? 

Q. 

A. 

Q. 
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No. Having an opportunity to earn a fair rate of return allows for more uncertainty than 

does having a guarantee to earn a fair rate of return. A guarantee of earning a fair return 

would imply no variability in the rate of return, with the utility earning the specified rate 

of return every year. An opportunity to earn a fair rate of retum implies that a utility has a 

reasonable assurance that it will be allowed to earn a rate of return that is sufficient to 

attract capital, that will maintain its financial integrity and that is comparable to the return 

earned by alternative investments of comparable risk. While factors such as temperature 

variability and changes in the number of customers may result in an actual rate of return 

that is higher or lower than the allowed rate of return in any given year, a utility that 

consistently earns less than the allowed rate of return or which has averaged significantly 

less than the allowed rate of return for a long period of time cannot be said to have a 

reasonable assurance of earning the allowed rate of return. Thus, an assurance of earning a 

fair and reasonable rate of return could be viewed statistically as the arithmetic average of 

a series of returns over a period of time equaling the allowed rate of return. The problem 

with this approach is that, if there is significant variability in the returns, several years of 

earning below the allowed rate of return could cause severe financial harm to a utility 

while waiting for the years of above average returns to materialize. Thus, it may make 

sense for regulators to not only deal with the mean value of the distribution of returns, as 

they do when they set the allowed rate of return in a rate case, but to also deal with the 

variability of the returns through some alternative regulatory mechanism. 

WOULD YOU REGARD DELTA’S CURRENT RATES AS PROVIDING AN 

OPPORTUNITY TO EARN AN ADEQUATE RETURN FOR PRGVIDING NATURAL 

10 
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Q. 

A. 

Q. 

GAS SERVICE TO RURAL AREAS? 

No, I do not. In December, 1997 the Commission issued an Order in Case No. 97-066 

which set new rates for Delta which became effective in January, 1998. In this case, the 

Commission allowed a return on common equity of 1 1.6%. However, Exhibit MJB-2 

shows that Delta actually earned a return of 8.22% during the first year that these new 

rates were in effect. Additionally, Delta had a payout ratio of nearly 110% during 1998. In 

fact, Delta has had a payout ratio of greater than 100% in 6 of the last 10 years with an 

average payout of 105%. Such a payout ratio cannot be maintained in the long run. 

Admittedly, in the current regulatory framework, when the Commission sets rates, it 

provides a company with the opportunity to earn a rate of return, it does not guarantee that 

a given rate of return will be earned. However, Delta’s return on equity has averaged 

10.1% over the last 10 years, and this, combined with the payout history and the return on 

equity that Delta earned in 1998 during the first year that the new rates were in effect, 

does not indicate to me that Delta has a sufficient opportunity to earn the allowed rate of 

return. 

WHAT FACTORS DO YOU BELIEVE HAVE CAUSED DELTA TO UNDER EARN 

COMPARED TO ITS ALLOWED RATE OF RETURN ON EQUITY? 

I believe that there are three factors: 1) Delta’s equity is low as a percentage of total 

capitalization, 2) Delta’s predominantly rural service temtory, and 3) weather variability. 

PLEASE DESCRIBE DELTA’S EQUITY AS A PERCENTAGE OF TOTAL 

CAPITALIZATION COMPARED TO OTHER NATURAL GAS DISTRIBUTION 

COMPANIES. 

11 
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Exhibit MJB-1 shows the common equity ratios for a panel of 29 natural gas distribution 

utilities. The data was taken fram a report titled Natural Gas Industry Surnmarv Monthly 

Financial & Common Stock Information published by Edward Jones. The first column of 

data contains the reported capitalization of the company which consists of long term debt 

and common equity. The short term debt reported in the second column is not included in 

the capitalization reported in the first column. The third column shows common equity as 

a percentage of long term debt and equity. The mean percentage of equity calculated on 

this basis is 5 1 % with a median of 50%. The capitalization for Delta that is utilized in this 

proceeding includes short term capital as well as long term capital and common equity. To 

provide the percentage of equity for the panel based on a capitalization including short 

term debt, the short term debt in column two was added to the capitalization reported in 

column one to get total capitalization. Equity as a percentage of total capitalization was 

calculated by dividing the company’s common equity by the capitalization which included 

short term debt. This calculation resulted in the data reported as the new equity percentage 

in the last column of Schedule 1. The ratio of common equity to total capitalization of 

30.6% for Delta is consistent with the original capital structure from the test year that is 

utilized in this proceeding. The mean percentage of common equity relative to total 

capitalizatian of the panel is 43.2% with a median of 43.9%. It should be noted that 

Delta’s percentage of common equity relative to total capitalization is the second lowest 

in the panel which makes Delta more heavily leveraged than other natural gas distribution 

utilities. 

DOES A LOW PERCENTAGE OF EQUITY RELATIVE TO TOTAT., 
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CAPITALIZATION MAKf;, DELTA A RTSICIER INVESTMENT? 

Yes. The more debt that a firm has as a part of its total capitalization, the greater are the 

fixed interest payments that the firm will have to make to bond holders out of any given 

revenue stream that it generates. A company is required to make payments to the bond 

holders in specified amounts at specified times, while it is under no such obligation to its 

common equity holders. Thus, the more equity the firm has, the greater is its ability to 

weather revenue fluctuations. However, this flexibility comes at a cost, as equity is more 

expensive than debt because of the greater risk that shareholders bear. As a company’s 

business environment becomes riskier and its business risk becomes greater, the company 

should increase its equity and lower its debt ratio. By reducing its debt ratio, its fixed 

obligations to bond holders would be reduced and the company would be better able to 

manage the financial fluctuations that result fiom a riskier business environment. 

Furthermore, a utility’s equity ratio must be high enough to allow additional debt capital 

to be issued without an adverse effect on its credit rating. This would be consistent with 

the criteria established in the Bluefield and Hope cases that the rate of return be sufficient 

to permit capital attraction on reasonable terms. If the capital structure does not permit 

some margin for additional debt financing at all times, a utility is subject to the potential 

adverse impact of unanticipated tight credit conditions, thus making it a riskier 

investment. Because I believe that Delta’s existing capital structure would make it 

difficult to secure additional debt financing on reasonable terms, it is my opinion that the 

Commission needs to allow a higher rate of return that will permit Delta to improve its 

equity ratio. 

A. 
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HOW WOULD DELTA’S LOW EQUITY RATIO AFFECT THE RETURN ON 

EQUITY THAT IT EARNS? 

Because Delta is about 70% debt financed, its fixed obligations to bondholders are high, 

thus exacerbating the impact on the retum on equity resulting fiom any revenue 

reductions that Delta might experience. 

HOW WOULD DELTA’S PREDOMINANTLY RURAL SERVICE TERRITORY 

AFFECT THE RETURN ON EQUITY THAT IT EARNS? 

Delta serves an area that is predominantly rural With low population density. This low 

population density results in higher fixed cost per customer for serving rural areas 

compared to the fixed cost per customer incurred in an urban area. This higher fixed cost 

per customer results Erom both a higher cost of installing the pipe needed to serve a 

customer and the higher cast of maintaining the lines. Additionally, Delta has been adding 

customers at a rapid rate, as demonstrated in Exhibit-MJB3. These customer additions 

result in significant additionaI fixed cast being added before any additional revenue is 

generated. Thus, the high fixed cost per customer combined with customer growth is 

putting financial pressure on Delta through these fixed cost additions. Furthermore, these 

rural customers tend to have a lower annual usage and a larger proportion of temperature 

sensitive load than urban customers. This relatively high fixed cost to serve small highly 

temperature sensitive loads translates to a higher fixed cost burden for Delta and a more 

variable revenue stream. The higher fixed costs resulting from operations compounds the 

problem of high fixed obligations to bond holders resulting from a low equity ratio, and 

exacerbates the impact on the return on equity resulting from any revenue reductions that 
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Delta might experience. Thus, the low population density in rural areas that results in a 

higher fixed cost burden for Delta with more variability in the return stream due to the 

large amount of temperature sensitive load for these rural customers makes Delta a riskier 

investment. This added risk would justify a higher rate of return to compensate for the 

additional risk. Because I have not quantified the separate impact on rate of return 

resulting from the rural character of Delta's service temtory, I would suggest accounting 

for the impacts of this risk factor by using an allowed rate of return in the high end of the 

reasonable range of returns based on my analysis. 

HOW WOITLT) WEATHER VARIABILITY AFFECT THE RETURN ON EQUITY 

THAT DELTA EARNS? 

Because a large portion of Delta's load is space conditioning and is very temperature 

sensitive, a warmer than normal heating season results in significantly reduced revenue 

and earnings while a cooler than normal heating season results in increased revenue and 

earnings. This impact can be seen on page 1 of Exhibit MJB-2. The earnings available for 

common equity fluctuate widely fiom a 1 11% increase in 1992 to a 35% decrease in 

1997. It should be noted that the earnings available for common equity in 1998 of 

$2,4S 1,272 is still below the 1996 level of earnings available for common equity even 

though it represents a 42% increase over 1997. The 199% level is also below the earnings 

available for common equity in 1993 and 1994. Thus, temperature variability has a major 

effect on the return on equity that Delta actually earns. 

ARE THERE ANY REMEDIES THAT CAN BE APPLIED TO CORRECT FOR THE 

THREE FACTORS AFFECTING DELTA'S EARNINGS THAT YOU HAVE 

Q. 

A. 

Q. 



2 

3 

4 ) 
1 5  I 

6 

1 7 

8 

i 9 

10 

I 11 

13 

14 

15 

16 

17 

18 

19 

20 

21 

DESCRlRED ABOVE? 

Yes. There are potential remedies for two of the three factors that I have described above. 

With regard to Delta’s low percentage of equity, there are two potential remedies. The 

first is to use an imputed capital structure and the second is to incorporate a leverage 

premium into the rate of return if an imputed capital structure is not used. With regard to 

the impact of weather variability on earnings and on return on equity, a temperature 

normalization adjustment can be utilized. However, a temperature normalization 

adjustment will not correct for the rural nature of Delta’s service territory and the higher 

fixed costs that result. These characteristics of Delta’s operation, which increase its risk, 

should be reflected by a rate of return in the high end of the acceptable range in 

calculating Delta’s cost of equity. 

PLEASE EXPLAIN HOW AN IMPUTED CAPITAL STRUCTURE COULD BE 

UTILIZED TO ADJUST FOR THE EFFECT OF DELTA’S LOW EQUITY RATIO. 

Currently, Delta has a capital structure consisting of 30% common equity. As discussed 

above, this is signi Gcantly lower than the industry average. If an imputed capital structure 

is utilized in determining Delta’s revenue requirement, I would recommend an imputed 

capital structure consisting of 43.5% common equity and 56.5% debt. I arrived at my 

recommendation of utilizing 43.5% common equity by taking the midpoint between the 

mean of 43.2% and the median of 43.9% in Exhibit MJl3-1. Based on my experience, an 

equity ratio of 43.5% would be reasonable, but would lie in the low end of the reasonable 

range. As additional verification of the reasonableness of this imputed capital structure, in 

their article evaluating utility capital structures, Brigham, Gapenski, and Abenvald noted 

A. 

Q. 

A. 
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that: 

The data did not pennit analysis outside the 42.5 to 54 percent debt 
ratio range, so we cannot state exactly what would happen to 
interest rates if debt were below 42.5 or above 54 percent. (Eugene 
F. Brigham, Louis C. Gapenski and Dana A. Aberwald, "Capital 
Structure, Cost of Capital, and Revenue Requirements", Public 
Utilities Fortnightly, January 8, 1987, p. 18) 

The 56.5% debt that I am recommending as a part of the imputed capital structure would 

lie above the top end of the range in which adequate data was available for the statistical 

work described in the Brigham, Gapenski and Abenvald article. 

PLEASE EXPLAIN HOW A LEVERAGE PREMTCTM. COULD BE UTILIZED TO 

ADJTJST FOR THE EFFECT OF DELTA'S LOW EQUITY RATIO. 

If an imputed capital structure is not utilized, a premium could be added to the return on 

equity to adjust for Delta's high level of debt. The magnitude of such an adjustment can 

be derived from the Brigham, Gapenski and Abenvald article which states that: 

Q. 

A. 

The basis change is smaller toward the high end of the equity ratio 
range, so an increase in equity from 49 to 50 per cent would only 
lower the cost of equity by about seven basis points, but an increase 
in the ratio &om 40 to 41 per cent would lower the cost of equity by 
about 15 basis points. (Brigham, Gapenski and Abenvald, p. 23) 

The imputed capital structure that I recommend would increase the percentage of equity 

from 30% to 43.5% which would make the 15 basis point per one percent change in 

equity a reasonable, and possibly a conservative, estimate of the leverage premium that 

should be used. The leverage premium that would provide the same result as a 13 5% 

increase in the imputed capital structure would be 202.5 basis points. Thus, if an imputed 

capital structure is not used, a leverage premium of about 2% should be added to the 
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allowed rate of return to adjust for Delta's low percentage of equity. 

PLEASE EXPLAIN HOW A TEMPERATURE NORMALIZATION ADJUSTMENT 

COULD BE UTILdZED TO ADJUST FOR THE EFFECT OF TEmERATURE 

VARIABILITY. 

Although a temperature normalization has been employed historically in determining the 

revenue requirement and in calculating rates, a temperature normalization has not been 

applied to the rates prospectively to adjust for the vagaries of weather. Without a 

temperature normalization incorporated into the rates as they are applied prospectively, 

Delta is subject to the earnings and return on equity variations shown in Exhibit MJB-2. 

Temperature normalizing to calculate the rates but not to apply them in essence amounts 

to a bet that normal temperature will occur with Delta experiencing significant financial 

distress if warmer than normal weather occurs. Delta's low equity ratio and high fixed 

operating costs have the effect of magnifjmg the impact of this temperature variability. I 

recommend the use of a temperature normalization adjustment in Delta's rates to adjust 

for the significant impact that weather has on its earnings and return on equity. 

HOW WOTJLD YOU ASSESS THE BUSINESS E " M E N T  WITHIN WHICH 

DELTA OPERATES? 

Beginning with Order No. 436 and continuing through Order Nos. 500 and 636, the 

Federal Energy Regulatory Commission (FERC) established competition in the 

transportation of natural gas and allowed large customers and local distribution companies 

to purchase natural gas directly from producers. Currently, some state regulatory 

commissions are unbundling natural gas service at the retail level and are beginning to 

Q. 

A. 

Q. 

A. 
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allow retail competition in natural gas. Competition at the retail level increases the 

business risk for natural gas distribution companies. Additionally, Delta provides natural 

gas service in a service territory that substantially overlaps the electric service territory of 

Kentucky Utilities Company, which has some of the lowest electric rates in the nation. 

This direct competition with a low cost electric utility also increases Delta's business risk. 

Finally, Delta is a small company with a capitalization that would fall in the micro-cap 

stock range as defined in the Stocks, Bonds, Bilk and Inflation 1999 Yearbook published 

by Ibbotson Associates. A micro-cap stock includes companies with market 

capitalizations at or below $252,109,000 (Ibbotson, p. 137). 

IS A HIGHER NSlK PREMIUM AND THUS A HIGHER ALL,OWED RATE OF 

RETURN APPROPRIATE FOR SMAL,L, COMPANIES? 

Yes. There are several sources that indicate that a size premium is appropriate for smaller 

companies, Fama and French reported that: 

If assets are priced rationally, our results suggest that stock risks are 
multidimensional. One dimension of risk is proxied by size, ME. 
Another dimension of risk is proxied by BEME, the ratio of the 
book value of common equity to its market value. (Eugene I;. Fama 
and Kenneth R. French, "The Cross-Section of Expected Stock 
Returns", The Journal of Finance, Vol. 47, June, 1992, p. 428.) 

Fama and French went on to report that: 

The size effect (smaller stocks have higher average returns) is thus 
robust in the 1963-1990 returns on NYSE, AMEX, and NASDAQ 
stocks. In contrast to the consistent explanatory power of size, the 
FM [Fama-MacBethJ regressions show that market p does not heIp 
explain average stock returns for 1963- 1990. (Fama and French, p. 
43 8) 

Regarding this size effect, Ibbotson stated that: 
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The betas for small companies tend to be larger than those for 
larger companies; however, they do not account for all of the risks 
faced by investors in small companies. This premium can be added 
directly to the results obtained using the CAPM ... . (Stocks, Bonds, 
- Bills and Inflation 1999 Yearbook, Ibbotson Associates, p. 161 
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Ibbotson goes on to quantify the expected micro-capitalization equity size premium as 

2.6% as shown in Exhibit MJB-6. Not only does Delta fall within the micro-capitalization 
! 

t 

9 group as defined by Ibbotson, but as can be seen from Exhibit MJB-1, Delta has one of 

10 the smallest total capitalizations of the investor owned natural gas distribution companies 

11 in the panel. Thus, small companies such as Delta are riskier than companies with larger 

I 12 capitalizations and a higher rate of return on equity would be appropriate for such 

13 companies. 

14 Q. PLEASE DESCRIBE THE DISCOUNTED CASH FLOW (DCF) METHOD FOR 

ESTIMATING THE APPROPRIATE RETURN ON EQTJITY. 

16 A. The DCF method for estimating an appropriate return on equity is based on the following 

17 equation, which defines the long run expected return (the appropriate return on equity) as 

18 the discount rate that equates the stock price with the stream of expected future dividends: 

19 Equation 1 : 

20 where, 

21 

22 

P = the price of the stock, 

Di = the dividend in year i, and 

23 k = the discount rate or expected long run return. 

24 If dividends grow at a constant rate, g, the dividend in each period can be expressed as a 
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function of the dividend in the immediately preceding period multiplied by the growth 

rate, so that: 

... 

By substituting and solving as the sum of an infinite geometric series, the constant growth 

form of the DCF equation can be expressed as: 

Equation 2: 

Although the assumption of constant growth may be reasonable for utilities that come 

close to approximating the assumption of constant growth, it is not appropriate for a 

utility that is experiencing changes in the rate of growth. When there are changes in the 

growth rate, a multistage form of the DCF model is more appropriate. The two-stage DCF 

model allows dividends to grow at the growth rate currently reported by analysts in the 

first stage and to grow dividends at the same nominal rate as the industry or the national 

economy as a whole in the second stage. This assumes that over time the rate of growth 

for a company will tend toward the growth rate for the industry as a whole. Currently, 

Delta is tracked by only two analysts, one from Hilliard Lyons and one from Edward 

Jones. The two-stage DCF model utilizes the analysts growth rates as well as a composite 

growth rate for the natural gas distribution industry obtained &om Ibbotson's Cost of 

Capital Ouarterlv, which is calculated using estimates fiom analysts from over 200 firms. 

Thus, the two-stage DCF model applies a broader base of information to the task of 
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calculating Delta's cost of capital. The two-stage DCF model assumes that dividends grow 

at the analyst's projected growth rate during the first stage and grow at the expected 

growth rate for the industry as a whole in the second stage. After the estimated dividend 

stream for a sufficiently long period is generated using the growth rates employed in the 

two-stage DCF model, the dividend estimates and the current stock price are substituted 

into equation 1 above which is solved iteratively for k, the estimated return on equity. 

DO YOU BELIEVE THAT THE CONSTANT GROWTH FORM OF THE DCF 

MODEL SHOULD BE USED IN DETERh4"G DELTA'S ALLOWED RETURN 

ON EQUITY? 

No. Looking at Exhibit MJB-2, the percentage change in dividends per share has been 

Q. 

A. 

variable and has not been growing at a constant rate. Furthermore, the underlying 

financial variables exhibit tremendous variability. The percentage change in the earnings 

available for common stock range from a high of I 1 1 % to a low o f  -35%. The percentage 

change in the earnings per share range from a high of 108% to a low of -47%. Such 

variation in dividends per share and in the underlying financial data are not consistent 

with an assumption of constant growth that is the key assumption in the constant growth 

form of the DCF model. 

WHAT WOULD THE! CONSTANT GROWTH FORM OF THE DCF MODEL YIELD Q. 

AS AN EXPECTED RETURN ON EQUITY FOR DELTA? 

A. The results of the constant growth DCF model are shown on page 1 of Exhibit MJB-4. 

The expected growth rate of 3% for Delta was obtained fkom a Hilliard Lyons Analyst 

report dated March 1 I ,  1998 and the expected growth rate of 2% for Delta was obtained 
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from an Edward Jones Analyst report dated March 3, 1999. Delta’s stock price quote for 

May 28, 1999, annual dividend, 52 week high and 52 week low were obtained fiom the 

NASDAQ/AMEX web site. The expected natural gas distribution industry growth rate 

was obtained from Cost of Capital Ouarterlv, Ibbotson Associates, March, 1999. The 

analysts’ forecasts upon which the calculated natural gas distribution industry composite 

growth rate is based are obtained fiom Standard and Poor‘s Analyst’s Consensus Estimate 

(ACE) database, The ACE database contains growth estimates and recommendations 

from over 200 contributing firms. The industry composite growth rate is a weighted 

average of the ACE growth rates using the latest equity market capitalization as the 

weighting factors. The estimate far Delta’s return on equity using the analysts’ expected 

growth rates in the constant growth DCF model ranges fiom 8.0% to 9.9% as shown on 

pages 1 and 2 of Exhibit MJR-4. The constant growth DCF model yields an estimated 

return on equity of 9.71% for the current stock price of $17.00 using the Hilliard Lyons 

expected growth rate, and an estimated return on equity of 8.71% for the current stock 

price of $17.00 using the Edward Jones expected growth rate. The estimate for Delta’s 

return on equity using Ibbotson’s composite natural gas distribution industry expected 

growth rate in the constant growth DCF model ranges from 1 1.7% to 12.63% as shown on 

page 1 of Exhibit MJI3-4. The constant growth DCF model yields an estimated return on 

equity of 12.41% for the current stock price of $17.00 using Ibbotson’s composite natural 

gas distribution industry expected growth rate. 

Q. WHAT WOULD THE TWO-STAGE FORM OF THE DCF MODEL YELD AS AN 

EXPECTED RETURN ON EQUITY FOR DELTA? 
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A. The results of the two-stage form of the DCF model are shown on page 3 of Exhibit MJB- 

4. The two-stage DCF model utilized in this analysis assumes that dividends grow for the 

first five years at the expected rate projected by the analysts who track Delta and grow at 

the expected growth rate for the industry as a whole after five years. This in effect blends 

the information provided by the two sources and produces a lower estimate of the rate of 

return than using the composite natural gas distribution industry growth rate alone. The 

estimate for Delta’s return on equity using the two-stage form of the DCF model ranges 

from 10.2% to 12.05% as shown on page 3 of Exhibit MJB-4. The two-stage form of the 

DCF model yields an estimated return on equity ranging fiom 10.75% to 1 1.85% for the 

current stock price of $17.00. 

Because of the rural nature of Delta’s service temtory and the additional risk that this 

generates, as described above, I believe that a return on equity near the top end of the 

10.2% to 12.05% range resulting from the multistage DCF should be used in calculating 

DeIta’s revenue requirement. I suggest utilizing a 11.9% return on equity with an added 

2% leverage adjustment which results in a 13.9% return on equity for calculating Delta’s 

revenue requirement. 

WHAT RATE OF RETURN ON EQUITY WOULD THE RISK PREMIUM INDICATE 

WAS APPROPRIATE? 

Stocks. Bonds. Bills and Inflation 1999 Yearbook reports that the long-horizon expected 

equity risk premium for large company stock total returns minus long-term government 

bond income returns is 8.0% for the period 1926 to 1998 (see Exhibit MJB-6). This 

estimate of the risk premium fiom Ibbotson is calculated using a past average of ex-post 

Q, 

A. 
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risk premiums over a sufficiently long period of time to include several ups and downs in 

dividend yields and provides a good estimate of the future risk premium. 7’his long- 

horizon expected equity risk premium was calculated using stock market data for the 

companies in the Standard and Poor’s 500 Index and for U. S. Treasury Bonds having a 

20-year maturity. The 20-year US. Treasury bond yield for May, 1999 as reported by 

F E D @  [Federal Reserve Economic Data] available on the Federal Reserve Bank of St. 

Louis web site is 6.08% (Exhibit MJB-7). Adding the long-horizon risk premium of 8% to 

the 20-year U.S. Treasury bond yield of 6.08% praduces a return on equity of 14.08%. 

Ibbotson also reports a short horizon expected equity risk premium calculated using large 

company stock total returns and subtracting U.S. Treasury bill total returns. This short 

horizon expected equity risk premium is 9.4% for the period 1926 to 1998 (see exhibit 

MJB-6). This can he added to the May, 1999 U.S. Treasury bill rate of 4.51% (see Exhibit 

MJB-8) to obtain an estimated return an equity of 13.91%. This is consistent with the long 

horizon estimate for return on equity of 14.08% derived above. These estimated returns 

on equity for the market as a whole demonstrate that the estimated returns on equity for 

Delta using the composite industry growth rate and the two-stage DCF model are well 

within the reasonable range. 

HOW WOULD YOTJ ADJUST THE ESTIMATED RETURNS ON EQUITY FOR THE 

MARKET AS A WHOLE TO APPLY TO A GAS DISTRIBUTION UTII,ITY SUCH 

AS DELTA? 

The CAPM approach could be utilized to adjust the risk premia for the market as a whole 

to produce an estimate of the return on equity for a natural gas distribution utility. The 

Q. 

A. 
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p Estimate 

0.40 

basic CAPM formula is: 

K =  Rf -t* B(R, - R,) 

Number 

1 

where: 

K = the prospective market cost of equity for a specific investment, 

Rf= the risk free rate of return (usually lJ.S. Treasury bonds for estimating ROE), 

= the company specific beta coefficient, and 

R,,, = the overall stock market return (usually the S&P 500 Index for estimating ROE). 

The Value Line Investment Survev and the Extended Value Line Investment Survey 

("Value Line") provide p estimates for a panel of gas distribution utilities. The March 26, 

1999 Value Line reported estimated p's for the panel of natural gas distribution 

companies ranging from 0.4 to 0.8 with the following distribution: 

0.45 

0.50 

0.55 

0.60 

0.65 

3 

4 

8 

6 

1 

- 

VaIue Line does not track Delta and thus an estimated p for Delta was not available. 
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Based on the distribution of estimated p’s reported above, I chose to use a p of 0.55 in 

calculating Delta’s estimated return on equity using CAPM. With a long-horizon risk 

premium above 20-year U.S. Treasury bonds of 8.0% and a beta coefficient of 0.55, the 

CAPM model produces an estimated return on equity of 10.48% calculated as: 

K = 6.08 3. 0.55 x 8.0 = 10.48 

However, because Delta is a micro-cap stock an additional size premium of 2.6% must be 

added to this estimate (see Exhibit MJB-6) which results in an estimated return on equity 

for Delta of 13.08%. Using the lowest beta coefficient reported in the panel of 0.40 results 

in an estimated return on equity of 1 1.88% once the size premium is added. Using the 

highest beta coefficient reported in the panel of 0.80 results in an estimated return on 

equity of 15.08% once the size premium is added. 

WHAT RETURN ON EQUITY DO YOU RECOMMEND BE UTILIZED TN 

CALCULATING THE REVENUE REQUIREMENT TN THIS PROCEEDING? 

I recommend using a 13.9% return on equity, which is derived by adding a 2% Ieverage 

adjustment to the I 1.9% rate of return resulting from the two-stage DCF model as 

discussed in my testimony above. This is well within the reasonable range as indicated by 

my analysis. Alternatively, if an imputed capital structure is utilized, an allowed return on 

equity of 11.9% with an imputed capital structure consisting of 43.5% equity and 56.5% 

debt could be used in calculating Delta’s revenue requirement. However, subtracting the 

2% leverage adjustment would only be justified if an imputed capital structure is utilized. 

DOES THE RETURN ON EQUITY THAT YOU RECOkME3ND PRODUCE A 

RIEASONABLE RESULT? 

Q. 

A. 

Q. 
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A. Yes. Exhibit MJB-5 shows the interest coverage for the 29 natural gas distribution 

companies in the panel reported by Edward Jones, which is calculated by dividing net 

income by the interest on long term debt for the 12 months ending December 3 1, 1998, 

coinciding with the test year utilized in this proceeding. Delta has an interest coverage of 

1.75x, which is second lowest in the panel of natural gas distribution utilities. The mean 

interest coverage for the panel is 2 .85~  with a median interest coverage of 2.65~. If the 

revenue requirement for Delta is determined based on a 13.9% return on equity and based 

on an unadjusted capital structure, the resulting interest coverage would be 2.00~. I f  the 

revenue requirement for Delta is determined based on the 1 1.9% return on equity and 

based on an imputed capital structure consisting of 43.5% equity and 56.5% debt, the 

resulting interest coverage would be 2.01~.  As can be seen from Exhibit MJB-5, the 

resulting interest coverage fi-om using a 13.9% rate of return would still be the fourth 

lowest in the panel. Based on the resulting level of interest coverage, I believe that the 

13.9% rate af return on equity that I am recommending be applied to the unadjusted 

capital structure is reasonable. An 1 1.9% return on equity applied to an imputed capital 

structure also produces a similar reasonable result. It would take even a higher rate of 

return on equity to produce a level of interest coverage that is more representative of the 

other companies in the panel of natural gas distribution companies. In fact, with regard to 

almost every key financial measure, Delta is one of the lowest in the panel of natural gas 

distribution companies. As shown in Exhibit MJB-1 and MJB-5, Delta has one of the 

highest payout ratios while having one of the lowest percentages of equity, one of the 

lowest interest coverages, one of the lowest earned returns on equity, and one of the 
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lowest market to book value ratios of the natural gas distribution companies in the panel. 

The revenue requirement that would result from utilizing the 13.9% return on equity that I 

recommend would be a start to turning these poor financial results around. As discussed 

above, the use of an 1 1.9% rate of return with an imputed capital structure would produce 

the same type of financial improvement. However, even when these rates are placed into 

effect, it will take several years before there is significant improvement in these key 

financial measures. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes it does. 
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Exhibit MJB-3 
Number of Customers 

Delta Natural Gas Company 

Residential Commercial Industrial Total Percent 
Customers Customers Customers Customers Change 

1991 26,394 4,152 68 30,614 
1992 27.051 4,190 68 31,309 2.27% 
1993 27,852 4,279 75 32,206 2.86% 
1994 28.61 5 4,387 76 33,078 2.71% 
1995 29,544 4,467 72 34,083 3.04% 
1996 30,363 4,641 73 35,077 2.92% 
1997 31,733 4,856 73 36,662 4.52% 
1998 32.1 1 1  4,894 69 37,074 1.12% 
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Exhibit MJB-4 
Results From The Constant Growth Form Of the DCF Model 

Delta Natural Gas Company 

1998 Annual Dividend 

Stock Price On May 28,1998 

52 Week High 

52 Week Low 

Expected Delta Growth Rate 

Expected Delta Growth Rate 

Expected Industry Growth Rate 

$1.14 

$1 7.00 

$19.00 

$1 6.44 

3.0% Hilliard Lyons Analyst Report 

2.0% Edward Jones Analyst Report 

5.7% €ost of Ca&?ital-. lbbotson ,Associates 

Using the formula: ROE = D/P + g 

ected z m  . .  . 

Based on the current stock price: ROE = 1.14/17.00 + .057 = 12.41% 

12.63% Based on 52 week low: ROE = 1.14/16.44 + .057 = 

Based on 52 week high: ROE = 1.14/19.00 + .057 = 11.70% 
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Exhibit M J B-4 
Results From The Constant Growth Form Of the DCF Model 

Delta Natural Gas Company 

and I ,-- 

Based on the current stock price: ROE = 1.14/17.00 + .03 = 9.71% 

Based on 52 week low: 

Based on 52 week high: 

Based on the current stock price: 

Based on 52 week low: 

Based on 52 week high: 

ROE = 1.14/16.44+ .03 = 9.93% 

ROE = 1.14/19.00 + .03 = 9.00% 

ROE = 1.14/17.00 + .02 = 8.71 % 

ROE = 1.14R6.44 + .03 = 8.93% 

ROE = 1.14/19.00+ .03 = 8.00% 

The stock price, 52 week high, 52 week low, and annual dividend were obtained from the NASDAGVAMEX 
internet web site on May 28, 1999. 

The expected growth rates for Delta Natural Gas were obtained from a Hilliard Lyons Analyst report dated 
March 11, 1998 and an Edward Jones Analyst Report dated March 3,1999. 

The expected natural gas distribution industry growth rate was obtained from &t of C- 49 
lbbotson Associates, March, 1999. The analysts' forecasts upon which the industry composite growth 
rate is based are obtained from Standard and Poor's Analyst's Consensus Estimate (ACE) database. 
The ACE database contains growth estimates and recommendations from over 200 contributing firms. 
The industry composite growth rate is a weighted average of the ACE growth rates based on the latest 
equity market capitalization. 
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Exhibit MJB-Q 
Results From the TwoStage Form of the DCF Model 

1998 Annual Dividend $1.14 

Stock Price On May 28,1998 $17.00 

52 Week High $19.00 

52 Week Low $16.44 

Expected Growth Rate 3.0% 

2 .O% Expected Delta Growth Rate 

Expected Industry Growth Rate 5.7% 

Hilliard Lyons Analyst Report 

Edward Jones Analyst Report 

t of C a m ,  lbbotson Associates 

Ass- 
Delta grows at analyst's projected growth rate for the first five years and at the industry average thereafter 

ts of s o l v ~  t w o - a D C F m o d e l v e l v  for the rate of retu LLlllsuUrttLul - -mua.QJ= 
Rate of return that equates the estimated dividend stream to the current stock price: 

Rate of return that equates the estimated dividend stream to the 52 week high: 

Rate of return that equates the estimated dividend stream to the 52 week low: 

1 1.85% 

11.18% 

12.05% 

of solvrna.ih~~~&~~~&w DCF cn~--md Jones 

Rate of return that equates the estimated dividend stream to the current stock price: 

Rate of return that equates the estimated dividend stream to the 52 week high: 

10.75% 

10.20% 

10.95% Rate of return that equates the estimated dividend stream to the 52 week low: 
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Ex hi bit M J 8-5 
Natural Gas Distribution Companies Sorted By Interest Coverage 

12 Months Ending December 31,1998 

North Carolina Natural Gas 
New Jersey Resources, Inc. 
Indiana Energy, Inc. 
Peoples Energy C o p  
Piedmont Natural Gas Company 
EnergySouth, Inc. 
Washington Gas Light Co. 
Atmos Energy Corp. 
Colonial Gas Company 
Public Service of North Carolina 
AGL Resources Inc. 
Connecticut Energy Corp. 
Fall River Gas Company 
Laclede Gas Company 
Cascade Natural Gas Corp. 
Energy West 
Roanoke Gas Company 
CTG Resources Inc. 
EnergyNorth, Inc. 
South Jersey Industries Inc. 
Northwest Natural Gas Company 
Pennsylvania Enterprises, Inc. 
NU1 Corp. 
Providence Energy Corp. 
Yankee Energy System, Inc. 
Corning Natural Gas Corp. 
Berkshire Energy Resources 
Delta Natural Gas Company 
South Union Company 

Earned Market 
Interest Payout Return to Book 

Coverage Ratio on Equity Value 
6.33 64 13.2 251 
4.61 
4.35 
4.02 
3.93 
3.66 
3.32 
3.32 
3.08 
2.92 
2.88 
2.84 
2.78 
2.74 
2.65 
2.54 
2.49 
2.46 
2.42 
2.36 
2.22 
2.1 3 
2.09 
2.01 
2.00 
1.85 
1.83 
1.75 
1.27 

Mean 2.86 
Median 2 “65 

71 
78 

103 
72 
46 

100 
66 

I01 
91 
87 
73 

112 
99 

105 
75 
96 
72 

104 
113 
120 
160 
105 
126 
152 
101 
118 
121 

None 

98 
101 

14.2 219 
11.7 207 
9.0 177 

12.1 199 
15.2 160 
8.0 161 

13.1 20 1 
9.5 242 
9.6 260 

10.8 159 
10.5 214 
10.5 205 
9.2 137 
8.8 151 

11.7 1 74 
7.9 133 

10.0 164 
8.4 170 
8.2 153 
6.0 136 
5.7 20 1 
5.2 121 
5.7 133 
5.7 172 

11.1 190 
6.7 158 
7.9 144 
1.9 224 

9.22 1 80 
9.20 172 

Source: --, 
Edward Jones Co., April 30, 1999 
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Exhibit MJ B-5 
Natural Gas Distribution Companies Sorted By Payout Ratio 

12 Months Ending December 31,1998 

Pennsylvania Enterprises, Inc. 
Yankee Energy System, Inc. 
Providence Energy Corp. 
Delta Natural Gas Company 
Northwest Natural Gas Company 
Berkshire Energy Resources 
South Jersey Industries Inc. 
Fall River Gas Company 
Cascade Natural Gas Corp. 
NU1 Corp. 
EnergyNorth, Inc. 
Peoples Energy Corp. 
Colonial Gas Company 
Corning Natural Gas Corp. 
Washington Gas Light Co. 
Laclede Gas Company 
Roanoke Gas Company 
Public Service of North Carolina 
AGL Resources Inc. 
Indiana Energy, Inc. 
Energy West 
Connecticut Energy Corp. 
Piedmont Natural Gas Company 
CTG Resources Inc. 
New Jersey Resources, Inc. 
Atmos Energy Corp. 
North Carolina Natural Gas 
EnergySouth, Inc. 
South Unian Company 

Earned Market 
Interest Payout Return to Book 

Value 
2.13 160 5.7 201 
2.00 152 5.7 172 
2.01 126 5.7 133 
1.75 121 7.9 144 
2.22 120 6.0 136 
1.83 118 6.7 158 
2.36 113 8.2 153 
2.78 112 10.5 205 
2.65 105 8.8 151 
2.09 105 5.2 121 
2.42 104 8.4 170 
4.02 103 9.0 177 
3.08 101 9.5 242 
1.85 101 11.1 190 
3.32 100 8.0 161 
2.74 99 9.2 137 
2.49 96 7.9 133 
2.92 91 9.6 260 
2.88 87 10.8 159 
4.35 78 11.7 207 
2.54 75 11.7 174 
2.84 73 10.5 214 
3.93 72 12.1 199 
2.46 72 10.0 1 64 
4.61 71 14.2 21 9 
3.32 66 13.1 201 
6.33 64 13.2 251 
3.66 46 15.2 160 
1.27 None 1.9 224 

Coverage Ratio on Equity 

Mean 2.91 98 9.49 178 
Median 2.70 101 9.35 171 

Source: -Gas Industry !On StockIn fomla t lon ,  
Edward Jones Co., April 30, 1999 
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Exhibit MJB-5 
Natural Gas Distribution Companies Sorted By Return on Equity 

12 Months Ending December 31,1998 

Earned Market 
Interest Payout Return to Book 

Coverage Ratio on Equity Value 
3.66 46 15.2 1 60 EnergySouth, Inc. 

New Jersey Resources, Inc. 
North Carolina Natural Gas 
Atmos Energy Cop. 
Piedmont Natural Gas Company 
Indiana Energy, Inc. 
Energy West 
Coming Natural Gas Corp. 
AGL Resources Inc. 
Connecticut Energy Corp. 
Fall River Gas Company 
CTG Resources Inc. 
Public Service of North Carolina 
Colonial Gas Company 
Laclede Gas Company 
Peoples Energy Corp. 
Cascade Natural Gas Corp. 
EnergyNorth, Inc. 
South Jersey Industries Inc. 
Washington Gas Light Co. 
Roanoke Gas Company 
Delta Natural Gas Company 
Berkshire Energy Resources 
Northwest Natural Gas Company 
Pennsylvania Enterprises, lnc. 
Providence Energy Corp. 
Yankee Energy System, Inc. 
NU1 Corp. 
South Union Company 

4.61 
6.33 
3.32 
3.93 
4.35 
2.54 
1.85 
2.88 
2.84 

2.46 
2.92 
3.08 
2.74 
4.02 
2.65 
2.42 
2.36 
3.32 
2.49 
1.75 

2.22 
2.13 
2.01 
2.00 
2.09 
1.27 

2.78 

i .a3 

Mean 2.86 
Median 2.65 

71 
64 
66 
72 
78 
75 

101 
87 
73 

112 
72 
91 

101 
99 

103 
105 
104 
113 

96 
121 
118 
120 
160 
126 
152 
105 

None 

98 
101 

1 oa 

14.2 
13.2 
13.1 
12.1 
11.7 
11.7 
11.1 
10.8 
10.5 
10.5 
10.0 
9.6 
9.5 
9.2 
9.0 
8.8 
8.4 
8.2 
8.0 
7.9 
7.9 
6.7 
6.0 
5.7 
5.7 
5.7 
5.2 
1.9 

9.22 
9.20 

Source: C-, 
Edward Jones Co., April 30, 1999 

21 9 
251 
20 1 
199 
207 
1 74 
190 
1 59 
214 
205 
164 
260 
242 
137 
177 
151 
1 70 
153 . "  

161 
133 
144 
158 
136 
20 1 
133 
1 72 
121 
224 

180 
1 72 
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Exhibit M J B-5 
Natural Gas Distribution Companies Sorted By Market to Book Value 

Most Recent Fiscal Year 

Public Service of North Carolina 
North Carolina Natural Gas 
Colonial Gas Company 
South Union Company 
New Jersey Resources, Inc. 
Connecticut Energy Corp. 
Indiana Energy, Inc. 
Fall River Gas Company 
Atmos Energy Corp. 
Pennsylvania Enterprises, Inc. 
Piedmont NatiJral Gas Company 
Corning Natural Gas Corp. 
Peoples Energy Corp. 
Energy West 
Yankee Energy System, Inc. 
EnergyNorth, Inc. 
CTG Resources Inc. 
Washington Gas Light Co. 
EnergySouth, Inc. 
AGL Resources Inc. 
Berkshire Energy Resources 
South Jersey Industries lnc. 
Cascade Natural Gas Corp. 
Delta Natural Gas Company 
Laclede Gas Company 
Northwest Natural Gas Company 
Roanoke Gas Company 
Providence Energy Corp. 
NU1 Corp. 

Earned Market 
Interest Payout Return to Book 

Coverage Ratio on Equity Value 
2.92 91 9.6 260 
6.33 64 
3.08 101 
1.27 None 
4.6 1 71 
2.84 73 

2.78 112 
3.32 66 
2.13 160 
3.93 72 
1.85 101 
4.02 103 
2.54 75 
2.00 152 
2.42 104 
2.46 72 
3.32 100 
3.66 46 
2.88 87 
1.83 118 
2.36 113 
2.65 105 
I .75 121 
2.74 99 
2.22 120 
2.49 96 
2.01 126 
2.09 105 

4.35 78 

Mean 2.86 98 
Median 2.65 101 

13.2 251 
9.5 242 
1.9 224 

14.2 219 
10.5 214 
11.7 207 
10.5 205 
13.1 20 1 
5.7 20 1 

12.1 I99 
11.1 190 
9.0 177 

11.7 174 
5.7 172 
8.4 170 

10.0 164 
8 .O 161 

15.2 160 
10.8 159 
6.7 158 
8.2 153 
8.8 151 
7.9 144 
9.2 137 
6.0 136 
7.9 133 
5.7 133 
5.2 121 

9.22 180 
9.20 172 

Source: [GaslndustFvSwmmarvv F), 
Edward Jones Co., April 30, 1999 
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Cbaptrr 8 Exhibit MJB - 6 
Table 8-1 Key variables in Estimating 

he Cost of Capital 

v o l u s  --- -- 
Yields (Riskless Roksj' 

Long-term (2O-year) U.S. Treanrry Coupon Bond Yield 
Intermediate-term (Sycur) U.S. Treasury Coupon Note Yield 
Short-term (30day ) US. Treasury Bill Yield 

5:4% 
4.7 
4.5 

Risk Premia** 

Long-horizon upected eq~ity risk premium: large company stock total 
return minus long-term government bond income returns 

B O  

Intmdiate-horizwt vxperted equity risk premium: large company stock 
total returns minus intermediate-,term goFcmment bond income returns 
Shoh-horizon expected equity fisk premirfm: la& company stock total 
returns minus U.S. Trusury bill t o i ah tu rns t  

8 4  

9.4 
9 .  R' , 

Expected default premium: long-term corporate bond tom1 returns minus 
long-term government bond total returns 
Ey)ec#ed long-term horizon premium: long-term governmenr bond income 
returns minus U.S. Treasury bill total rcrurnst 
Expected intermediate-temr boriton premium: intermediate-term 
government bond income returns minus US. Treasury bill total returnsf 

Size Pmmiu"' 
Expected mid-cupikzlizution equity size premium: capitalization between 
$91 8 and $4,200 million 
.Expected low-capitalizntion equity size premium: capitalization between 
$252 and $9 18 million 

0.4 

1.4 

1 .o 

0.5 

1 .l 

Expected micro-cupitalitotion equity size premium: capitalization below 
$252 million 

2.6 
--- - 

** Expencd risk premra for equines are based on the differences of historical arirhmeric mean returns from 1926-1998. Expcaed 

**'See Chapter 7 for complete methodology 

+ For 11.5. Treasury bills, the income return and total r e m  are the same. 

Note: An example of bow thcsc variables can be used is  found with equaoon (3.5) 

As of December 31,1996. Maturities arc approximate. 

risk prcmia for fixed income arcbased on the diffctencaaf birrodcrl auithmeocmun returmfrorn 1970-1998. . .  ., 

1 
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Exhibit MJB -7 

20-Year Treasury Constant Maturity Rate 
Averages of Business Days 
Percent 
Source: H.15 Release -- Federal Reserve Board o f  Governors 

DATE GS20 

1998.05 6.01 
1998.06 5.80 
1998.07 5.78 
1998.08 5.66 
1998.09 5.38 
1998.10 5.30 
1998.11 5.48 
1998.12 5.36 
1999.01 5.45 
1999.02 5.66 
1999.03 5.87 
1999.04 5.82 
1999.05 6.08 

6/6/1999 
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3-Month Treasury B i l l  Rate, Auction Average 
Averages of Business  Days, Discount Basis  
Percent 
Source: H . 1 5  Release -- Federal Reserve Board of Governors 

d 
DATE 

1998.05 
1998.06 
1998.07 
1998.08 
1998.09 
1998.10 
1998 .11  
1998.12 
1999.01 
1 999.02 
1999.03 
1999.04 
1999.05 

TB3MA 

5 . 0 3  
4 . 9 9  
4 . 9 6  
4 .94  
4 .74  
4.08 
4 . 4 4  
4 . 4 2  
4 . 3 4  
4 . 4 5  

4 . 2 8  
4 . 5 1  

4 . 4 8  

http://www stb. fib.org/fied/data/irates/update/rtZ 5 6/6/1999 
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AFFIDAVIT 

The affiant, Martin J. Blake, being duly sworn, deposes and states that the 
prepared testimony attached hereto and made a part hereof, constitutes the prepared 
direct testimony of this affiant in Case No. 2004-00067, in the Matter of: An 
Adjustment of Rates of Delta Natural Gas Company, Inc. and that if asked the questions 
propounded therein, this affiant would make the answers.set forth in the attached 
prepared direct testimony. 

Affiant further states that he will be present and available for cross-examination 
and for such additional direct examination as may be appropriate at the hearing in 
Case No. 2004-00067 scheduled by the Commission, at which time affiant will further 
reaffirm the attached prepared testimony as his direct testimony in such case. 
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Q: 
A: 

Q: 
A: 

Q: 
A: 

Q: 
A: 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Martin J. Blake. My business address is 6435 W. Highway 146, Suite 2, 

Creshvood, Kentucky 400 14. 

BY WHOM AND IN WHAT CAPACITY ARE YOU EMPLOYED? 

I am a Member and Principal of The Prime Group, LLC. The Prime Group provides 

consulting services in the areas of marketing, market research, rate and regulatory 

support, training, and strategic planning for energy industry clients. 
'\ . 

Professional Qualifications & Experience 

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND. 

I received my Ph.D. in Agricultural Economics in 1976 fram the University of Missouri, 

Columbia. My doctoral work centered on the areas of marketing and econometrics. I 

also hold a Master of Arts in Economics fiorn the University of Missouri, Columbia, 

. .  which I received in 1972. In addition, I received a Bachelor of Arts degree in Economics 

fiom Illinois Benedictine College in 1970. 

IN WHAT AREAS DOES YOUR PRACTICE CONCENTRATE? 

As a member of The Prime Group, I have prepared and filed Order No. 888 and Order 

No. 889 compliance filings at the Federal Energy Regulatory Commission ("FERC") for 

a number of electric utilities as well as Order No. 888 and Order No. 889 waiver requests 

for other utilities. I have prepared market power analyses in support of market-based rate 

filings at FERC €or utilities and their marketing affiliates, as well as assisting other 

utilities with their market-based rate filings. I have also assisted several utilities in 

addressing both FERC and state affiliate transactions concerns and have provided 

training regarding standards of conduct. I have assisted utilities with developing strategic . 

marketing plans and implementing these pIans. I have provided utility clients with 

assistance regarding regulatory policy, strategy 2nd liaison; state and federal regulatory 

filing development, testimony and support; cost of service development and support; the 
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development of innovative rates to achieve strategic objectives; the unbundling of rates 

and the development of menus of rate alternatives for use with customers; performance- 

based rate and incentive rate development; and energy marketing and brokering 

capability development. I have made presentations to train account executives in sales 

and customer negotiation, as well as presentations in ratemaking and utility finance 

seminars and workshops regarding basic utility marketing. I have provided marketing, 

market research and marketing support services for utility clients 2nd have assisted them 

in assessing their marketing capabilities and processes. 

PLEASE BRIEFLY SUMMARIZE YOUR AREAS OF PROFESSIONAL 

EXPERIENCE PRIOR TO JOINING THE PRIME GROUP, 

I have professional experience as an economist and professor of economics, as a utility . 

regulator, and as a utility manager and executive. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS AN ECONOMIST. 

From January 1977 to December 1986, I was employed first as an Assistant Professor, 

then as an Associate Professor, and finally as a Professor of Agriculturai Economics at 

New Mexico State University in Las Cruces,'New Mexico ("NMSU')): I was the head of 

the undergraduate program and taught economics, agricultural economics and 

econometrics. While at NMSU, I also worked as a consultant for various clients, 

providing price forecasting, load forecasting, and marketing services. Since 1992, I have 

taught mathematical economics and econometrics as an Adjunct Professor in the 

Economics Department at the University of Louisville. Prior to my joining the faculty at 

NMSU, I served in the U. S. Army as an instructor of economics, statistics, and 

accounting at the U. S. Army Institute of Administration at Fort Benjamin Harrison, 

Indianapolis, Indiana. 

I also have a variety of experience with the application of economics to utility public 

policy issues. In addition to my experience as a utility regulator and executive, which I 

describe below, I have taught ratemaking for utilities at the NARUC Annual Regulatory 
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Q: 

A: 

Q: 

A: 

Studies Program at Michigan State University since 1993. From May 1983 to August 

1983, while on a sabbatical leave from NMSU, I served as a Policy Analyst for the 

Assistant Secretary for Land and Water at the U. S. Department of Interior. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS A UTILITY 

REGULATOR. 

From January 1987 to November 1990,I served as a Commissioner and as the Chairman 

of the New Mexico Public Service Commission. As a Commissioner, my duties included 

making policy and adjudicatory decisions regarding rates, terms of service, financing, 

certificates of public convenience and necessity? and complaints for electric, gas, water, 

and sewer utilities. As Chairman, I supervised a staff of thirty-two professionals and 

sixteen support staff. During my tenure on the New Mexico Commission, I also served 

as Chairman of the Western Conference of Public Service Commissioners Electric 

Committee and as Chairman of the Committee on Regional Electric Power Cooperation, 

a group composed of state public service commissioners and representatives from the . 

state energy offices of the thirteen western states. 

As a Commissioner, I interpreted legislation, reviewed prior Commission cases to 

determine the precedents that they provided, drafted rules and regulations, wrote Orders, ~. 

conducted hearings, ruled on motions, and served as an arbitrator in alternative dispute 

resolution proceedings. I performed adjudicatory and regulatory bc t ions  for the four 

years that I served on the Commission. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AS A UTILITY 

MANAGER. 

From December, 1990 to June 1996, I was employed by Louisville Gas and Electric 

Company ("LG&Ett). Initially, I served as LG&E's Director of Regulatory Planning. In 

this position, I was responsible for coordinating all of LG&E's state and federal 

regulatory efforts, and prepared and presented testimony to regulators. In performing my 

duties in the federal regulatory area, I performed the market power analysis in LG&E's 

3 



I 

original market-based rate fiiing at the FERC, which was one of the first applications of 

the “hub and spoke” methodology that the FERC now uses in assessing generation 

market dominance in market-based rate filings; supervised the preparation of the market- 

based rate filings; and served as LG8tE’s principal witness in this case. I also helped 

develop the electronic bulletin board that the FERC required as a conditicn for approving 

the market-based tariff. Additionally, I helped to develop LG&E’s comparable 
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3 
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6 
I 
I 7 

‘ 8  
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10 

transmission tariff filing, which provided third parties with access to LG&E’s 

transmission system at the same price, terms and conditions as LG&E. This was the first 

tariff providing comparable transmission service that was filed and approved by the 

FERC and was filed before Order No. 888 was issued by FERC. In this comparable I 

11 

13 

15 

16 
17 

transmission tariff-filing, I served as LG&E’s principal witness and negotiated the 

settlement in this case with FERC staff. .When LG&E Power Marketing filed for the 

ability to charge market-based rates, I helped to develop the codes of conduct that were 

submitted to the FERC as a part of the filing. 

My areas of responsibi1ity.were expanded in April 1994 to include marketing and 

strategic planning. As the Director, Marketing, Planning and Regulatory Affairs, I was 

responsible for coordinating LG&E’s retail gas and electric marketing, strategic planning, 

18 

19 

% and state and federal regulatory efforts. I continued to be employed in that capacity at 

LG&E until June 1996, when I joined the Prime Group as one of its Principals. 

’ 20 Q: PLEASE DESCRIBE THE INDIJSTRY GROUPS IN WHTCH YOU HAVE 

21 PARTICIPATED. 

22 

23 

24 

“25  

A: I have served on several regional transmission coordination groups such as the 

Interregional Transmission Coordination Forum, and the General Agreement on Parallel 

Paths, as well as the following committees of the Edison Electric Institute (“EEI”) -- 
Economics and Public Policy Executive Advisory Committee, Strategic Planning 

Executive Advisory Committee, Transmission Task Force, and Power Supply Policy 

Technical Task-Force. Currently, I am a member of the Midwest IS0 Transmission 
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Owners Committee and the Transmission Owners Tariff Working Group representing 

Southern Illinois Power Cooperative and Hoosier Energy. I serve as the Vice-Chaiman 

of the Transmission Owners Tariff Working Group. 

HAVE YOU TAUGHT ANY COURSES OR SEMINARS IN THE AREA OF UTILITY 

RESTRUCTIJIUNG? 

Yes, Tn addition toeteaching ratemaking for electric utilities at the NARUC Annual 

Regulatory Studies Program since 1993, I have also taught a course regarding the 

institutions and organizations of the new electric utility industry. Each year, I also teach 

and conduct numerous workshops and programs, and deliver invited presentations to 

utility managers and regulators on a variety of subjects including ratemaking, marketing, 

utility finance, and industry restructuring. 

IN WHICH CASES WAVE YOU PREVIOUSLY TESTIFIED? 

A list of the cases in which I have previously testified is included in Exhibit MJB-1. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY N THIS PROCEEDING? 

Delta Natural Gas Comp“any, Inc. (Welt”’) engaged The Prime Group to conduct an 

analysis of and to provide a recommendation regarding the appropriate cost of common 

equity for application to Delta’s original cost rate base. My testimony contains the results 

of this analysis and identifies the fair rate of return on equity that Delta should be given 

the opportunity to earn during the period when the-new rates will be in effect. My analysis 

utilizes commonly accepted financial valuation techniques and incorporates the factors 

that affect Delta’s overall investment risk. 

PLEASE DESCRIBE DELTA’S BUSINESS OPERATIONS. 

Delta purchases, produces and stores gas for distribution to retail customers, and also 

provides transportation service to industrial customers and interconnected pipelines 

through facilities located in 23 counties in central and southeastern Kentucky. The 

company had about 39,600 retail customers at the erld of 2003. Its service territory is more 

rural than most publicly traded, investor owned natural gas distribution companies and 
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consists mainly of light industry, farming and coal mining operations. More than 99% of 

Delta's customers are residential and commercial. Exhibit MJB-2 shows Delta's total 

capitalization conipared to other publicly traded, investor owned natural gas distribution 

utilities. The data in Exhibit MJB-2 was taken from a report titled Natural Gas Industry 

Summary Monthlv Financial & Common Stock Information issued by Edward Jones Ca. 

in 2003. This report classifies companies that provide natural gas into three categories: I )  

diversified companies, 2) combination gas and electric companies ar;! 3) natural gas 

distribution companies. Delta is classified as a natura! gas distribution company. Among 

the publicly traded, investor owned natural gas distribution utilities included in this report 

Delta was the third lowest with respect to total capitalization. It is important to note that 

the two natural gas distribution companies that have a smaller total capitalization than 

Delta both have expected negative growth rates for earnings according to the most recent e 

Value Line. In the most recent Value Line, the five year expected earnings growth for 

EnergyWest is -2% and the expected earnings growth rate for RCJC Resources is -1.5%. 

Exhibit MJB-3 shows Delta's percentage equity compared to other publicly traded, 

investor owned natural gas distribution utilities. The data in Exhibit MJB-3 was taken 

from the same Edward Jones report. Delta had the second lowest percentage of equity . 

among the fifteen publicly traded, investor owned natural gas distribution utilities 

included in this report. The only natural gas distribution utility with a lower percentage . 

equity was also ranked the highest in total capitalization. The two natural gas distribution 

utilities in Exhibit MJB-2 With a lower total capitalization than Delta also had percentages 

, of equity of 50% or higher. Thus, Delta can be characterized as a smalI publicly traded, 

investor owned natural gas distribution utility with an essentially rural service territory 

and with a relatively highly leveraged capital structure relative to most natural gas 

distribution utilities. 

IS T€ERE A PUBLIC BENEFIT TO PROVIDING NATURAL GAS SERVICE TO 

RURAL AREAS? 

Q. 
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A. 

Q. 

A. 

Q. 

A. 

Yes. If natural gas service is available in an area, customers have a choice whether to use 

natural gas or electricity far particular applications. Customers’ ability to switch between 

natural gas and electricity helps to keep downward pressure on the prices of both products. 

Furthermore, the availability of natural gas service can help in attracting industrial loads to 

an area and thus assist in economic development efforts. However, if natural gas service is 

to be provided to rural areas, the companies providing such service must have the 

opportunity to earn adequate returns or they will no longer be able or willing to provide 

such service. 

HOW SHOULD THE RATE OF RETURN BE DETERMINED UNDER PUBLIC 

UTILITY REGULATION? 

The purpose of public utility regulation with respect to rate of return is to permit a utility 

to earn its cost of capital while avoiding monopoly profits. Long-run earnings above the 

cost of capital wouId imply monopoty profits, While long-run earnings below the cost of 

capital would impair a utility’s ability to attract capital on reasonable terms. A rate of 

retum based on a utility’s cost of capital is consistent with the guidelines established by 

the US. Supreme Court in Bluefield Water Works & Improvement Co. v. Public Service 

Commission of Wmt Virginia, 262 U.S. 679 (1923) and Federal Power Commission v. 

Hope Natural Gus Company, 320 U.S. 591 (1944). These cases require that a utility be 

allowed to earn a rate of return that: 1) is comparable to alternative investment 

opportunities of corresponding risk, 2) will ‘permit capital attraction on reasonable terms, 

and 3) will maintain a utility’s financial integrity. 

IS AN OPPORTUNITY TO EARN A FAIR RATE OF RETURN THE SAME AS A 

GUARANTEE TO EARN A FAR RA’E OF RETURN? 

No. Having an opportunity to earn a fair rate of return allows for more uncertainty than 

does having a guarantee to eam.a fair rate of return. A guarantee of earning a fair return 

would imply no variability in the rate of return, with the utility earning the specified rate 

of return every year. An opportui&y to earn a fair rate of return implies that a utility has a 
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Q. 

A. 

reasonable assurance that it will be allowed to e m  a rate of return that is sufficient to 

attract capital, that will maintain its financial integrity and that is comparable to the return 

earned by alternative investments of comparable risk. While there are numerous factors 

that may result in an actual rate of return that is higher or lower than the allowed rate of 

return in any given year, a utility that consistently earns less than the allowed rate of return 

or which has averaged significantly less than the allowed rate of return for a long period of 

time cannot be said to have a reasonable assurance of earning the allowed rate of return. 

Thus, an assurance of earning a fair and reasonable rate of return could be viewed 

statistically as the arithmetic average of a series of returns over a period of time equaling 

the allowed rate of return. The problem with this approach is that, if there is significant 

variability in the returns, several years of earning below the allowed rate of return could 

cause severe financial harm to a utility while waiting for the years of above average * 

returns to materialize. Thus, it may make sense for regulators to not only deal with the. 

mean value of the distribution of returns, as they do when they set the allowed rate of 

retum in a rate case; but to also deal with the variability of the returns through some 

alternative regulatory mechanism. 

WOULD YOU REGARD DELTA'S CURRENT RATES AS PROVIDING AN 

OPPORTUNITY TO EARN AN ADEQUATE MTURN FOR PROVIDING NATURAL 

GAS SERVICE TO RURAL AREAS? 

No, I do not. In December, 1997, the Commission issued an Order in Case No. 97-066 

which set new rates for Delta which became effective in January, 1.998. In this case, the 

Commission allowed a return on common equity of 1 1.6%. In December, 1999, the 

Commission issued an Order in Case No. 99-046 which set new rates for Delta which 

became effective in January, 2000. In this case, the Commission also allowed a return on 

common equity of 11.6%. However, Exhibit MJB-4 shows that since 1995, Delta has 

never earned an actual return on shareholders equity that was as high as the 11.6% ROE 

allowed by the Commission. For the last nine years, Delta has averaged~a 9.1 6% return on 
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shareholder equity with the return on equity in any single year never equaling or 

exceeding 11.6%. This is especially distressing in the years immediately following these 

two rate cases that were the first years that the new rates went into effect. In 1998, the first 

I 

year that new rates were in effect pursuant to Case No. 97-066, Delta actually earned a 

return on shareholder equity of 8.2% which is 340 basis points below the Commission 

allowed ROE of 1 1.6%. In 2000, the first year that new rates were in effect pursuant to 

Case No. 99-046, Ddta actually earned a return on shareholder equity of 1 1.1 % which is 

50 basis points below the Commission allowed ROE of 1 1.6%. If there was ever a time " 

when it could b.e expected that a utility would earn its allowed rate.of return, it would be 

the first year that new rates went into effect: When Delta has not earned a return on 

shareholder equity as high as the allowed rate of return in any of the last nine'years, even 

\ 

though it has been in twice during that period of time for rate cases, it cannot be said to 

have a reasonable assurance of earning the allowed rate of return. Furthermore, in 2003, 

Delta earned a return on equity of 8.6% which is significantly below its allowed return on 

equity. 

WHAT FACTORS DO YOU BELIEVE HAVE CAUSED DELTA TO UNDER EARN 

COMPARED TO ITS ALLOWED RATE OF RETURN ON EQUITY? 

I believe that there are two principal factors: 1) Delta's equity is low as a percentage of 

total capitalization and 2)  Delta's predominantly rural service territory. 

PLEASE DESCRIBE DELTA'S EQUITY AS A PERCENTAGE OF TOTAL 

CAPITALIZATION COMPARED TO OTHER NATURAL GAS DISTRIBUTION 

COMPANIES. 

As described above, Exhibits MJB-2 and MJB-3 provide data for natural gas distribution 

companies ranked by total capitalization and percentage equity, respectively taken from 

Natural Gas Industry Summarv Monthlv Financial & Common Stock Information 

published by Edward Jones. The mean percentage of Ruity is calculated as 45.67% for 

the panel of fifteen natural gas distribution utilities with a median of 49%. Delta's reported 
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percentage of equity of 34% is 11.67% below the mean and 15% below the median for 

this panel. It should be noted that Delta’s percentage of common equity relative to total 

capitaIization is the second lowest in the panel which makes Delta more heavily leveraged 

than most other natural gas distribution utilities. Additionally, as noted above, the two 

natural gas distribution utilities in the panel with total capitalization lower than Delta both 

had a percentage of equity above these mean and median values. These two natural gas 

distribution utilities with smaller total capitalization than Delta had perccntages of equity 

that were 22% higher and 16% higher than Delta. 

DOES A LOW PERCENTAGE OF EQUrTY RELATIVE TO TOTAL 

CAPITALIZATION MAKE DELTA A RISKIER INVESTMENT? 

Yes. The more debt that a firm has as a part of its totaI capitalization, the greater are the 

fixed interest payments that the firm will have to make to bond holders out of any given 

revenue stream that it generates. A company is required to make payments to the bond 

holders in specified amounts at specified times, while it.is under no such obligation to its 

common equity holders. Thus, the more equity the firm has, the greater is its ability to 

weather revenue fluctuations. However, this flexibility comes at a cost, as equity is more 

expensive than debt because of the greater risk that shareholders bear. As a company’s 

. 

. 

business environment becomes riskier and its business risk becomes greater, the company 

should increase its equity and lower its debt ratio. By reducing its debt ratio, its fixed 

obligations to bond holders would be reduced and the company would be better able to 

manage the financial fluctuations that result from a riskier business environment. 

Furthermore, a utility’s equity ratio must be high enough to allow additional debt capital 

to be issued without an adverse effect on its credit rating. This would be consistent with 

the criteria established in the BluefieIda and Hope cases that the rate of return be sufficient 

to permit capital attraction on reasonable terms. If the capital structure does not permit 

some margin for additional debt financing at all times, a utility is subject to the potential 

adverse impact of unanticipated tight credit conditions, thus making it a riskier 
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investment. Delta has increased the percent of equity in its overall capitalization since its 

last rate case, but it is still well below the average percentage equity for natural gas 

distribution companies. Getting Delta's percentage of equity closer to the average for 

natural gas distribution companies will be a long process and will only occur if the 

Commission allows a high enough rate of to accommodate this long term improvement in 

Delta's equity ratio. 

HOW WOULD DELTA'S LOW EQUITY RAT10 AFFECT THE RETURN ON 

EQUITY THAT IT EARNS? 

Because Delta is about 63% debt financed based on the capital structure in this 

proceeding, its fixed obligations to bondholders are high, thus exacerbating the impact on 

the return on equity resulting from any revenue reductions that Delta might experience. 

This is likely an important factor that contributes to the fact that Delta has not earned its 

allowed rate of return in any of the past nine years. 

COULD YOU GIVE AN EXAMPLE OF HOW LEVERAGE MIGHT MFECT THE 

ACTUAL RETURN ON EQUITY EARNED BY DELTA? 

Yes. Exhibit MJB-5 provides several examples of how a change in the percentage of . 

equity in Delta's overall capitalization would affect the actual return on equity earned by 

Delta. All three examples in Exhibit MJB-5 have the same total capitalization, but have 

different equity ratios. The first example in Exhibit MJB-5, uses the same percentage of 

equity and debt as Delta's capital structure in this proceeding and assumes a return on 

equity of 12.5% and an interest rate of 7% on the debt. The dollar value of the return 

elements for equity and debt are calculated by multiplying the dollar value of the equity 

and debt capitalization by their respective rates of return and interest. In Example 1,  the 

dollar value of the return element for equity would be $5,358,131 and the dollar value of 

the return element for debt would be $5,077,232. Next assume that Delta experiences a 

decrease in earnings of $2,000,000. Delta would still have to pay $5,077,232 to debt 

holders and now would have only $3,358,131 to provide to-shareholders. Dividing 

1 1  



$3,358,13 I by the $42,865,046 of equity capitalization would result in an actual return on 

2 equity of 7.83%. 
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Example 2 uses a capital structure that reflects the industry average as calculated in 

Exhibit MJB-2 and uses the same rates of return and interest as in Example 1. Thus, the 

only factor that is changing is the equity and debt ratios. Again a decrease in emings of 

$2,000,000 is assumed. Delta would still have to pay $4,388,661 to debt holders and now 

would have only $4,587,723 to provide to shareholders. Dividing $4,587,723 by the 

$52,701,780 of equity capitalization would result in an actual return on equity of 8.71%. 

In both Examples 1 and 2, the $2,000,000 decrease in earnings is a resu1t"of operations and 

is not influenced by the capital structure used to finance the company. However, this same 

$2,000,000 decrease in earnings has a very different impact on the actual return on'equity 

depending on the debt leverage of the company. 

A comparison of.Examples 1 and 2 also illustrates another important point. In Example 2, 

the return element included in the revenue requirement would be $10,976,383, while in 

Example 1 the return element included in the revenue requirement would be $10,435,363, ' 

16 

17 

18 

19 . shortfalls. This is simply not an equitable result. 

20 

which is $541,020 lower. Thus, with a lower percentage equity ratio than the industry as a 

whole, Delta's customers pay lower rates while Delta experiences a significant adverse 

effect on its abiIity to earn its allowed rate of return if it experiences any earnings 

Example 3 simply repeats the above example for a capital structure consisting solely of 

21 

22 on equity of 10.77%. 

23 

24 

25 

equity. In Example 3, the $2,000,000 decrease in earnings would result in an actual return 

These three examples illustrate that Delta's equity ratio, which is significantly below the 

industry average, has a significant adverse effect on its ability to earn its allowed rate of 

return. Any given earnings shortfall for Delta will result in a much lower actual return on 

equity than for the average natural gas distribution company. These examples help in 

understanding why Delta has not earned its allowed rate of return in any of the past 9 
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years. This significant adverse impact on Delta's ability to earn its allowed rate of return 

must be considered by the Commission in setting an appropriate rate of return for Delta. 

HOW WOULD DELTA'S PREDOMINANTLY RURAL SERVICE TERRITORY 

AFFECT THE RETURN ON EQUITY THAT IT EARNS? 

Delta serves an area that is predominantly rural with low population density. This low 

papulation density results in higher fixed cost per customer for serving rural areas 

compared to the fixed cost per customer incurred in an urban area. This higher fixed cost 

per customer results from both a higher cost of installing the pipe needed to serve a 

customer and the higher cost of maintaining the lines. Furthermore, these rural customers 

tend to have a lower annual usage and a larger proportion of temperature sensitive load 

than urban customers. This relatively high fixed cost to sewe small highly temperature 

sensitive loads translates to a higher fixed cost burden for Delta and a more variable 

revenue stream. The higher fixed costs resulting from operations compounds the problem 

of high fixed obligations to bond holders resulting From a low equity ratio, and . 

exacerbates the impact on the return on equity resulting from any revenue reductions that 

Delta might experience, as demonstrated above. Thus, the low population density in rural 

areas that results in a higher fixed cost burden for Delta with more variability in the return 

stream due to the large amount of temperature sensitive load for these rural customers 

makes Delta a riskier investment. This additional risk would justify a higher aflowed rate 

of return for Delta. Because I have not quantified the separate impact on return on equity 

resulting from the rural character of Delta's service territory, I would suggest accounting 

for the impacts of this risk factor by using an allowed rate of return in the high end of the 

reasonable range of returns based on my analysis. 

ARE THERE ANY REMEDIES THAT CAN BE APPLED TO CORRECT FOR THE 

TWO FACTORS AFFECTING DELTA'S EARNINGS THAT YOU HAVE 

DESCRDBED ABOVE? . . "  

Yes. There is a potential remedy for one of the two factors that I have described above. 

'. 

* 



With regard to Delta’s low percentage of equity, the Commission should incorporate a 

leverage premium into the rate of return to account for the significant adverse impact that 2 

3 

4 

5 

6 reasonable range of returns. 

7 

8 

Delta’s lower equity ratio imposes on its ability to earn its allowed rate of return. As noted 

above, the impact of the rural character of Delta’s service area is difficult to quantify and 

should be accounted for by using an allowed rate of return in the high end of the 

Q. PLEASE EXPLAIN HOW A LEVERAGE PREMIUM COULD BE QTILIZED TO 

ADJUST FOR THE EFFECT OF DELTA’S LOW EQUITY RATIO. 

9 

10 

11 

12 

A. A leverage premium could be added to the return on equity to adjust for Delta’s high level 

of debt. There are two methods that could be used to’ estimate an appropriate leverage 

premium. The first method uses a leverage premium derived from a Public Utilities 

Fortninhtiy article which states that: 

13 
The basis change is smaller toward the high end of the equity ratio 
range, so an increase in equity from 49 to 50 per cent would only 
lower the cost of equity by about seven basis points, but an increase 
in the ratio from 40 to 41 per cent would lower the cost of equity by 
about 15 basis points. (Eugene F. Brigham, Louis C. Gapenski and 
Dana A. Aberwald, “Capital Structure, Cost of Capital, and Revenue 
Requirements”, Public Utilities Fortnigh&, January 8, 1987, p: 23) 

16 
17 . 
18 
19 
20 
21 

22 

23 

24 

25 

Based on the results of this research, the leverage premium that would adjust for an equity 

ratio that is 8% below the industry average would be 120 basis points (calculated as 8 x 15 

basis points). Thus, based on this approach to estimating the leverage premium, a leverage 

premium of about 1.2% should be added to the allowed rate of return to adjust for Delta’s 

26 low percentage of equity, 

27 

28 

29 

Another method of estimating the appropriate leverage premium is to use the difference in 

the allowed rate of retum on equity and the actual earned return on equity in the first year 

that the new rates have gone into effect historically. In 1998, the first year that new rates 

were in effect pursuant to Case No. 97-066, Delta actually earned a return on shareholder . -  

A 
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21 

22 
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23 

24 
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27 

Q- 

A. 

equity of 8.2% which is 340 basis points below the Commission allowed ROE of 1 1.6%. 

In 2000, the first year that new rates were in effect pursuant to Case No. 99-176, Delta 

actually earned a return on shareholder equity of 11.1% which is 50 basis points below the 

Commission allowzd ROE of 11 -6%. Thus, a conservative estimate of the leverage 

premium that the Commission should add to Delta’s allowed rate of return wouId be 50 

basis points. Another way of looking at it is that if the Commission had allowed Delta a 

12.1% ROE in the last rate case, Delta would have actually eamed about an 1 1.6% return 

on equity, which is what the Commission found to be just and reasonable. An alternative 

to using a leverage premium that I am not recommending in this proceeding is for the 

Commission to use an imputed capital structure with 45% equity and 55% debt. The 

Commission has been reluctant to make such adjustments to the capital structure in the 

past and the problem of actually earning the allowed rate of return illustrated in Exhibit 

MJB-5 can be taken care of through a return on equity adjustment instead. 

HOW WOULD YO1 J ASSESS THE €31 JSINESS ENVIRONMENT WITHIN WTTICII 

DELTA OPERATES? 

Delta provides natural gas service in a service.territory that substantially overlaps the 

electric service territory of Kentucky IJtilities Company, which has some of the lowest 

electric rates in the nation. This direct competition with a low cost electric utility increases 

Delta’s business risk. Additionally, Delta is a small company with a capitalization that 

would fall in the micro-cap stock range as defined in the Risk Premia Over Time Report: 

2004 published by Ibbotson Associates. A micro-cap stock includes companies with 

market capitalizations at or below $330,608,000 (Ibbotson, p. 6).  Small companies 

generally regarded as riskier than larger companies and have correspondingly higher rates 

of return. Fama and French reported that: 

If assets are priced rationally, our results suggest that stock risks are 
multidimensional. One dimension of risk is proxied by size, ME. 
Another dimension of risk is proxied by BEME, the ratio of the 
book value of common equity to its market value. (Eugene F. Fama 

15 



and Kenneth R. French, “The Cross-section of Expected Stock 
Returns”, The Journal of Finance, Vol. 47, June, 1992, p. 428.) 

3 

Fama and French went on to report that: 
1 

The size effect (smaller stocks have higher average returns) is thus 
robust in the 1963-1 990 returns on NYSE, AMEX, and NASDAQ 
stocks. In contrast to the consistent explanatory power of size, the 
FM [Fama-MacBeth] regressions show that market p does not help 
explain average stock returns for 1963-1 990, (Fama and,French, p. 
43 8) 

. 

Thus, small companies such as Delta are riskier than companies with larger capitalizations 

4 
5 
6 
7 
8 
9 

10 
11 

i 12 

and a higher rate of return on equity would be appropriate for such companies. 13 

Additionally, natural gas commodity prices have become much more volatile since the 14 

decision issued by the Commission in Delta’s Iast rate case. As the September, 2003 report 15 

issued by the National Petroleum Council noted, “There has been a hndamental shift in ’ . 16 

the natural gas supply/demand balance that has resulted in higher prices and volatility in 

recent years. This situation is expected.to continue, but can be moderated.” (Balancing 

39 Natural Gas Policy: Fueling the Deman#s of a Growinp Econamy, Volume 1, National 

Petroleum Council, September 2003, p. 6 )  20 

21 Q. DOES THE INCREASED VOLATILITY IN NATURAL GAS PRICES AFFECT THE 

RE” ON EQUITY THAT DELTA SHOULD BE ALLOWED TO EARN? 22 

Yes. Exhibit MJB-6 is a graph that shows the Henry Hub Index for the last ten years. This 

graph illustrates that, since the Order issued by the Commission in Delta’s last rate case in 

23 A. 

24 

December 1999, natural gas commodity prices have both increased and become much 25 

more volatile. As the National Petroleum Council report noted, this volatility of natura1 : 26 

gas commodity prices is likely to continue. Delta has a Gas Cost Recovery (GCR) * 27 

28 i mechanism that is calculated quarterly. Any under or over recoveries during a quarter are 

recovered over the next twelve months. Delta is not allowed to earn a return on any money 
i 

16 
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10 

I 11 

13 

14 

I5 

I 
16 Q. 
17 

A. i : 18 

1 19 

! 20 

that it has devoted to hnding such under-recoveries. The increased price volatility since 

its last rate case has resulted in significant under-recoveries and deferred gas costs that 

Delta has had to finance with no interest. In June 2001,2002 and 2003, Delta had deferred 

gas costs of about $4 million, and in December 2003, Delta had deferred gas costs of 

about $7.3 million. Delta has had to finance these under-recoveries with a mix of internal 

financing and short term borrowing. As noted above, the interest that Delta incurs in 

financing any underh.ecoveries is an expense that is not recovered by Delta through the 

GCR. This has helped to generate earnings shortfalls that are exacerbated by Delta's low 

equity ratio as demonstrated above. A higher return on equity would provide a larger pool 

of internal resources to finance such under-recoveries and would help to mitigate Delta's 

reliance on short t e h  borrowing. This natural gas copmodity price volatility is a risk 

factor that was not as prevalent in Delta's last rate case. The Commission should allow a 

return on equity near the top end of the range to help provide Delta with the internal 

capital necessary to fund such under-recoveries and mitigate the necessity of using short 

term debt for these purposes. 

PLEASE DESCRIBE THE DISCOUNTED CASH FLOW @CF) METHOD FOR 

ESTIMATING THE APPROPRIATE RIETURN ON EQUITY. 

The DCF method for estimating an appropriate return on equity is based on the following 

equation, which defines the long run expected return (the appropriate return on equity) as 

the discount rate that equates the stock price with the stream of expected future dividends: 

23 where, 

P = the recent price of the stock, 

. .  

17 



Di = the dividend in year i, and 

k = the investors' discount rate or expected rate of return. 
2 
3 

5 
I 1 4  

If the growth is a constant rate, g, this equation can be expressed as the sum of an infinite 

6 geometric series: 

7 

k = - t g  D, 
P 

9 Q. WHAT WOULD THE DCF MODEL YIELD AS AN EXPECTED RETURN ON 

10 * . EQUITY FOR DELTA? 

11 A. The results of the DCF analysis for Delta are shown in Exhibit MJB-7. The expected 

12 growth rate of 6.5% for Delta's earnings was obtained from Value Ling. The high and low 

, 13 stock price for the year and the most recent annual dividend were also obtained from 

Value Lme. The high and low annual stock prices during 2003 were used in caIculating a 

range of estimated returns in the DCF analysis. Use of the high stock price in the DCF . 

analysis resulted in an estimated ROE of 11.40% and use of the low stock price in the 

DCF analysis resulted in an estimated ROE of 12.12%. Thus, the estimated range on ROE 

for Delta based on this DCF analysis is between 1 1.4% and 12.12%. 

. 

15 
I 
l 16 

17 

I8 

i 

19 Q. WHAT WOULD THE CAPITAL ASSET PRICING MODEL YIELD AS AN 

20 
21 

EXPECTED RETURN ON EQUITY FOR DELTA? 
The CAPM approach couId be utilized to estimate the return on equity for Delta. The A. 

22 basic CAPM formula is: 

1 23 K =  Rf +p(R,-Rf) 

1 24 where: 
I 

K = the prospective market cost of equity for a Specific investment, 

p = the company specific beta coefficient, 
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Rf = the risk free rate of return (usually U.S. Treasury bonds), 

R, = the overall stock market return, and 

Rm - Rf = the equity risk premium. 

The Value Line hvestment Survey - Small and Mid-Cap Edition (“Value Line”) provided 

an estimate for p of 0.45 for Delta. Ibbotson’s Risk Premia Over Time Report: 2004 

calculated a long-horizon expected equity risk premium of 7.2% which was calculated as 

the difference between large company stock total returns minus long-term govemhent 

bond returns for the period 1926 through 2003. With an interest rate on 20-Year U.S. 

Treasury bonds of 5.1% on December 31,2003 and a beta coefficient of 0.45, the Capital 

Asset Pricing Model produces an initial estimated return on equity of 8.34%’ as shown in 

Exhibit MJB-8. 

However, as noted in the Stocks, Bonds, Bills and Inflation 2003 Yearbook: 

Based on historical return data on the NYSE/AMEX/NASDAQ decile portfolios, 
the smaller deciles have had returns that are not fully explainable by the CAPM. 
This return in excess of CUM, grows larger as one moves from the largest 
companies in decile 1 to the smallest in decile 10.The excess return is especially 
pronounced for micro-cap stocks (dedes 9- 10). This size related phenomenon 
has prompted a revision to the CMM, which includes the addition of a size 
premium. (Stocks, Bonds.EJills and. Inflation 2003 Yearbook, Ibbotson 
Associates, 2003, p. 135.) 

The size premium that must be added to CAPM calculations to obtain the appropriate 

ROE estimates for micro-cap companies, such as Delta, is reported in Ibbotson’s Risk 
Premia Over Time ReDort: 2004 as 4.01%. This size premium was calculated from data 

for the period 1926 through 2003. When this 4.01% micro-cap size premium is added to 

the initial ROE estimate, the final estimate for ROE using the Capital Asset Pricing Model 

is 12.35% as shown in Exhibit MJB-8 and is calculated as: 

ROE Estimate Including Micro-Cap Size Premium = 5.1 + (0.45 x 7.2) f 4.01 = 12.35 . 

Inclusion of this size premium is appropriate because not only does Delta fall within the 

micro-capitalization group as defined by Ibbotson, but as can be seen from Exhibit MJE3-2, 
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Q. 

A. 

Q. 

A. 

Delta has one of the smallest total capitalizations of the investor owned natural gas 

distribution companies in the panel. 

WHAT RATE OF RETURN ON EQUITY WOULD THE RISK PREMIUM INDICATE 

WAS APPROPRIATE? 

The long-horizon expected equity risk premium reported in Risk Premia Over Time 

Report: 2004 by Ibbotson Associates is 7.2% calculated by subtracting long-term 

government bond returns from large company stock total returns for the period 1926 to 

2003. This estimate of the risk premium is calculated using a past average of ex-post risk 

premiums over a sufficiently long period of time to include several ups and downs in 

dividend yields and provides a good estimate of the fbture risk premium. This long- 

horizon expected equity risk premium was calculated using stock market data for the 

companies in the Standard and Poor’s 500 Index and for W. S. Treasury Bonds having a 

20-year maturity. The 20-year U S .  Treasury bond yield for December, 2003 as reported 

by FRED@ [Federal Reserve Economic Data] available on the Federal Reserve Bank of 

St. Louis web site is 5.1 1%. Adding the long-horizon risk premium of 7.2% to the 20-year 

U.S. Treasury bond yield of 5.1 1% produces a return on equity of 12.31%. These 

estimated returns on equity for the market as a whole demonstrate that the estimated 

returns on equity for Delta using the DCF and capital asset pricing model results discussed . 

earlier are reasonable. 

WHAT IS A REASONABLE RANGE FOR THE RETURN ON EQUITY IN THIS 

PROCEEDING? 

Based on the above analysis, a reasonable range for return on equity in this proceeding 

would be between 11.9% and 12.85% as summarized in the table below, 
Method . Initial ROE Estimate Leverage ROE Range 

sinh I_ Low Adiustrnent & 
DCF 1 2.1 2% 11.4% 0.50% . 12.65% 11.9% 

CAPM 12.3 5 Yo 12.25% 0.50% 12.85% 12.85% 

Risk Pretn. 12.31% 12.31% 0.50% 12.81% 12.81% 
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As demonstrated earlier in Exhibit MJB-5, it is essential to add a leverage premium if 

Delta is to going to have a reasonable opportunity to earn its allowed rate of return. It is 

important for the Commission to note that Delta has not earned its ajlowed rate of return 

in any of the past 9 years. Just like shooting at a target a long way off, it is necessary for 

the Cornmission to aim a bit high in order to hit what it is really aiming at, and this is what 

the leverage premium accomplishes. 

WHAT RETURN ON EQUITY DO YOU RECOMMEND BE UTILIZED IN 

CALCULATING THE REVENUE R E Q m M E N T  IN THIS PROCEEDING? 

I recommend using a 12.5% return on equity in this proceeding. This is well within the 

reasonable range as indicated by my analysis. A s  noted earlier, because of the rural 

character of Delta's service temtory and because of the increased volatility in natural gas 

commodity prices, the Commission should allow a return on equity in the high end of the 

reasonable range. Both of these factors increase the risk for Delta and are difficult to. 

quantify with respect to the impact on ROE. One method of dealing with these difficult to 

quantify factors is for the Commission to allow a return on equity near the top end of the 

reasonable range. In determining the appropriate return on equity for Delta, the 

Q. 

A. 

I 

Commission needs to consider that Delta is different thah the other investor awned 

utilities that the Commission regulates. Llelta is the smallest investor owned natural gas 

utility that the Commission regulates with one of the lowest equity ratios in the industry. 

The size premium for small companies is well documented and has been calculated based 

on a data set that covers a number of economic cycles that include both wars and a 

depression. Delta's low equity makes it extremely difficult to earn any rate of return 

allowed by the Commission as illustrated in Exhibit MJF3-5. After analyzing all of the 

relevant factors, I believe that 12.5% is a reasonable return on equity for Delta in this 

proceeding. 

DOES THE RE" ON EQUITY THAT YOU FECOMMEND PRODUCES A 

REASONABLE RESULT? 

Q. 

21 
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A. Yes. Exhibit MJB-10 shows the interest coverage for the 15 natural gas distribution 

companies in the panel reported by Edward Jones, which is calculated by dividing net 

income by the interest on long term debt. Delta has an interest coverage of 2.36x, which is 

fourth lowest in the panel of natural gas distribution utilities covered in the report. The 

mean interest coverage for the panel is 3 . 4 4 ~  with a median interest coverage of 3 .41~.  If 

the revenue requirement for Delta is determined based on a 12.5% rebrn on equity and 

based on the capital structure in this proceeding, the resulting interest ?overage would be 

2.77~. As can be seen from Exhibit MJB-10, the resulting interest coverage from using a 

12.5% rate of return would still be the fiAh lowest in the panel and well below the mean 

and median interest coverages for the fifteen natural gas distribution companies included 

in the Edward Jones report. Based on the resulting level of interest coverage compared to 

natural gas distribution industry averages, I believe that the 12.5% rate of return on equity 

that I am recommending be applied to the existing capital structure is reasonable. It would 

I 

take even a higher rate of return on equity to produce a level of interest coverage and an 

equity ratio that is more representative of the other companies in the panel of natural gas 

distribution companies. The revenue requirement that would result from utilizing the 

12.5% return on equity that I recommend would be a start to increasing Delta's equity ratio 

and interest coverage to more closely reflect industry averages. However, even when this 

recommended ROE is placed into effect, it will take several years before there is 

significant improvement in these key financial measures. 

CAN YOU PROVIDE ADDITIONAL, EVIDENCE THAT THE RETURN ON EQUITY 

THAT YOU RECOMMEND PRODUCES A REASONABLE RESULT? 

Yes, Exhibit MJB-11 calculates estimated returns on equity for the other fourteen 

companies in the Edward Jones panel of natural gas distribution companies using a 

discounted cash flow analysis and the capital asset pricing model. All of the data for 

calculating estimated returns on equity using the DCF model come from the most recent 

Q. 

A. 

edition of Value Line. If Energy West and RGC are eliminated because of their anticipated 
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negative growth rates, the estimated range for return on equity would be from a low of 

7.57% to a high of 13.27%. As noted earlier in my testimony, because of its higher risk 

and lower equity ratio, Delta's return on equity should be near the top end of the range of 

reasonable returns. The 12.5% return on equity that I recommend for Delta is well within 

the range of estimated ROES based on the discounted cash flow analysis of the other 

fourteen natural gas distribution utilities in the Edward Jones panel. 

The CAPM results in Exhibit MJB-11 are calculated using a risk fiee rate of return of 

5.1 % which was the yield on 20-Year Treasury Bonds on the last day of the test year. It 

also uses a long-horizon equity premium of 7.2% and a size premium that is appropriate 

for the utility's total capitalization from Risk Premia Over Time Report: 2004 by Ibbotsan 

Associates. The estimated range of returns on equity using CAPM for the other fourteen 

natural gas distribution companies in the Edward Jonespanel is 10.69% to 14.15%. Agah, 

the 12.5% return on equity that I recommend for Delta is well within this range, Based on 

this comparison to other natural gas distribution utilities with regard to their estimated 

returns on equity and with regard to their interest coverage, as discussed above, I believe 

that a 12.5% return on equity that I recommend for Delta is reasonable. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes it does. 
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Exhibit MJB-1 

I 

Prior Testimony of Dr. Martin J. Blake 

Federal Energy Regulatory Commission 

ER92-533 

ER94-1380 

ER.97-4345 

ER98-5 1 1 

ER.99-51 

. EROl - 1938 
i ”  

ER02-708 

NJO3-2 

LG&E‘s open transmission access and authority to charge market-based 
rates for its generation. 

The first comparability tariff approved by the FERC. 

A market power analysis that was filed in support of OGE 
Energy Resources, Inc.’s request for the authority to charge market based 
rates. 

A market power analysis that was filed in support of 
Oklahoma Gas and Electric Co.’s request for the authority to charge 
market based rates. 

. 

An affidavit in support of Commonwealth Edison 
Co.’s request for authority to charge cost based rates to its affiliates, 

Testimony in support of Southern Indiana Gas and Electric Company’s 
request for a revision in transmissionand ancillary service rates including 
cost of capital testimony 

Testimony in support of Central IlIinois Power Company’s request for a 
revision in transmission and ancillary service rates including cost of 
capital testimony 

Testimony in support of Southern Illinois Power Company’s request for a 
revision in ancillary service rates 

Arkansas PubIic Service Cornmission 

96-360-U Direct and rebuttal testimony for 
Oklahoma Gas and Electric regarding recovery of stranded costs by 
Entergy Arkansas, Inc. 

1 

Page 1 



I 

I 

I 

California Public Utility Commission 

90-12-01 8 
(phase 5) 

Direct and rebuttal testimony for Southern California 
Edison Company concerning the reasonableness of contracting by 
Southern California Edison with Integrated Energy Group (“LEG”) to 
provide marketing services to Southern California Edison and the 
reasonableness of the resulting marketing services performed by BG. 

Illinois Commerce Commission 

98-0013 and 
98-0035 

98-0036 

98-0147 and 
98-0 148 

Testimony regarding non-discrimination with 
regard to affiliate transactions for electric utilities. I sponsored ComEd’s 
proposed affiliate transactions rules and suggested some basic principles 
that the Illinois Commerce Commission should follow in developing rules 
and regulations for ensuring non-discrimination and non-cross 
subsidization in transactions with affiliated and unaffiliated alternative . 
retail electric suppliers (“ARES”). 

\ 

Testimony in a rulemaking to develop rules and regulations for assessing 
and assuring the reliability of the transmission and distribution systems as 
a part of electric utility restructuring in Illinois. 

I .  Testimony concerning standards of conduct and 

of conduct and functional separation rules. 
rules for hnctional separation. I sponsored CornEd’s proposed standards- . .  

Kentucky Public Service Cornmission 

90- 158 

92-494 

93-150 

94-332 

92-494-B 

95-455 

9 1-423 

Other 

An LG&E rate case. 

An LG&E biennial he1 adjustment clause review. 

An application for approval of a DSM cost recovery mechanism 
and a set of initial programs. 

An application for an environmental cost recovery mechanism. 

Testimony regarding the confidentiality of coal bid data. 

A biannual review of the environmental cost recovery mechanism. 

Participation in the conference with Commission staff and intervenors to 
review LG&E’s first integrated resource plan. 

Several fuel adjustment clause proceedings on behalf of LG&E. 

i 
Page 2 



I 

98-489 Testimony on behalf of Blazer Energy Corp. in an application for an 
adjustment in their natural gas rates. 

99-046 Direct and rebuttal testimony regarding Return on equity in support of 
Delta Natural Gas Company’s request for an adjustment in rates 

Nevada Public Utility Commission 

01-1 0001 Direct testimony on behalf of Shareholders Association to support Nevada 
Power Company’s request for return on equity 

- \  New Mexico Public Utility Cornmission 

2797 Direct and rebuttal testimony in a general rate case for Plains Electric 
Generation and Transmission Cooperative, Inc. 

Oklahoma Corporation Commission 

PUD 9600001 16 Testimony in an Oklahoma Gas and Electric Company rate case, 
including rebuttal of intervenor and staff proposals to disallow 
certain marketing, advertising, economic development and 
research and development expenses. 

Indiana Utility Regulatory Commission 

41 884 . Direct and rebuttal testimony to support a request by eleven gas local I 

distribution companies for switching from a quarterly gas cost adjustment 
mechanism to a monthly gas cost adjustment mechanism 

! 

42027 Direct testimony in support of a transfer of functional control of 
transmission assets fiom electric utilities in Indiana to the Midwest System 
Operator, Inc. 
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Exhibit MJB - 4 
Historical Comparison of Aflowed and Actual ROE 

Delta Natural Gas Company 

Return on 
Share holder Allowed 

Equity ROE Difference 
8.50% Black box settlement in last rate case 1995 

I996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 

Mean 

Data Source: 

11.30% Black box settlement in last rate case 
5.80% Black box settlement in last rate case 
8.20% \, 11.60% -3.40% New Rates Effective Jan. 1998 
7.20% 1 1.60% -4.40% 

11.10% 1 I .60D/o -0.50% New Rates Effective Jan. 2000 
11.10% 1 I .60% -0.50% 
10.60% 11.60% -1 .OO% 
8.60% 11.60% -3.00% 

9.16% 

The Value-Line Investment Survev - Small and Mid-Cap Edition, Dec. 19.2003 



Exhibit MJB - 5 
Examples of the Impact of Leverage on Actual Return on Equity 

I 

Example 1 
Cost Return Element 

Capitalization Ratios Rates in Dollars 
Equity $42,865,046 0.3715 12.50% $ 5,358,131 
Debt $72,531,889 0.6285 7.00% $ 5,077,232 

$1 15,396,935 1 $ 10,435,363 

Assume $2,000,000 shortfall in earnings 

Actual Return on Equity - - $3,358,131 /$42,865,346 
7.83% - - 

Example 2 
Cost Return Element 

Capitalization Ratios Rates in Dollars 
Equity $52,701,780 0.4567 12.50% $ 6,587,723 
Debt $62,695,155 0.5433 7.00% $ 4,388,661 

$1 15,396,935 1. $ 10,976,383 

Assume $2,000,000 shortfall in earnings 

Actual Return on Equity 

Example 3 

$4,587,723 1 $52,701,780 
8.71% 

Cost Return Element 
Capitalizat,m R a h s  Rates in Dollars 

Equity $1 15,396,935 1.0000 12.50% $ 14,424,617 
Debt $0 0.0000 7.00% $ - 

$1 15,396,935 I $ 14,424,617 

Assume $2,000,000 shortfall in earnings 

$12,424,617 / $ I  15,396,935 - Actual Return on Equity - 
10.77% - - 
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Exhibit MJB - 6 
Henry Hub Index Prices 

? 
I 

I I L I I I I I 1 -  

19% 1995 1996 1997 1998 1999 2000 2001 2002 
YEAR 

Source: PLatra tnside FUiC Monlhly Price. 

I 

Source: Balancing Natural Gas"Po1icy: Fuelinn the Demands of a Growing Economy, 
Volume 1, National Petroleum Council, September 2003 



Exhibit MJB - 7 
Results of DCF Model 

Delta Naturai Gas Company 

Variable 
Name 

2003 Annual Dividend 1.18 D 

High Price During 2003 24.1 P 

Low Price During 2003 21 P 

5 Year Forecasted Earnings Growth 0.065 g 

Using the DCF formula: ROE = DIP + g 

Based on the 2003 High Stock Price 

ROE = (1.18 /24.10) + .065 = 11,40% 

I 
Based on the 2003 Low Stock Price 

ROE=(1.18/21.00)+ .065= 12.12% 

Data Source: 

The Value Line Investment Sunrev - Small and Mid-Cap Edition, Dec. 19,2003 . 



, 

20 - Year U. S. Treasi rs 

Exhibit MJB - 8 
Results of the CAPM Analysis 
Delta Natural Gas Company 

Bond Yield 

Variable 
Name 

5.1 0% Rf 

Long - Horizon Expected Equity Risk Premium 7.20% Rm -Rf 

\ 
for Large Companies 

Calculated Beta Coefficient 
for Delta Natural Gas 

0.45 B 

Micro-Cap Size Premium 4.01 % 

Using the CAPM Formula: ROE = Rf + B (Rm - Rf) 

8.3400% 

12.3500% 

I 

CAPM Calculation 

Initial ROE Estimate = 0.051 + 0.45 (0.072) = 

ROE Estimate Including Micro-Cap Size Premium = 

Data Sources: 

1. December 31, 2003 Yield for 20-Year Treasury Constant Maturity Rate, 
Federal Reserve Bank of St. Louis Economic Research 

2. Risk Premium Over Time Report : 2004, lbbotson Associate's, 2004 

Data 
Source 

I 

2 

3 

3. The Value Line Investment Survev - Small and Mid-Cap Edition, Dec, 19, 2003 I 



Exhibit MJB - 9 
Results of the Risk Premium Analysis 

Delta Natural Gas Company 

Data 
Source 

20 - Year U. S. Treasury Bond Yield 5.1 1% 1 

Long - Horizon Expected Equity Risk Premium 7.20% 2 
for Large Companies 

Risk Premium Calculation 

ROE = 0.051 1 + 0.072 = 12.31 % 

Data Sources: 

1.20-Year Treasury Constant Maturity, December 2003, 
Federal Reserve Economic Data (FRED), Federal Reserve Bank of St. Louis 

! 

! 2. Risk Premium Over Time Report : 2004, lbbotson Associates, 2004, p. 6 

I 
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DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFOMATION 
DATED 6/07/07 

273. With reference to page 6, lines 1-9, please provide copies of all studies performed by Mr. 
Blake that compare Delta to industry norms in terms of size, payout ratio, interest 
coverage, equity ratio. Please provide the data used in the studies in hard copy and 
electronic formats (Microsoft Excel), with all data and equations left intact. 

RESPONSE: 

I used all of the companies classified as “Distribution” natural gas companies in the Natural Gas 
Industry Summary Quarterly Financial & Common Stock Information, December 3 1, 2006, 
published by Edward Jones Co. as the panel for analysis in my study. I did not attempt to make 
subjective decisions to eliminate natural gas utilities from this panel based on size, payout ratio, 
interest coverage, or equity ratio. Thus, in performing my analysis, studies regarding size, payout 
ratio, interest coverage, or equity ratio for natural gas companies were not needed and are not 
available. I wanted to use a panel that was developed by an independent third party so that I 
could not be accused of modifying the panel to achieve desired objectives. 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

274. With reference to page 9, lines 14-17, please provide copies of all studies performed by 
Mr. Blake or others that support the statement regarding the assurance of earning a fair 
and reasonable rate of return. 

RESPONSE: 

My statement that a utility should be allowed to earn a rate of return that: 1) is comparable to 
alternative investment opportunities of corresponding risk, 2) will perniit capital attraction on 
reasonable tenns, and 3) will maintain a utility’s financial integrity is based on my interpretation 
of the US.  Supreme Court’s rulings regarding return on shareholder equity in the BluefiEld 
Water Works & Iitiproveitieizt Co. v. Public Service Coimiissioii of West Virgiizia and the 
Federal Power Coiiimissioiz v. Hope Natural Gas Coiiipaii y cases. 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

275. With reference to page 11, lines 4-16, please provide copies of all empirical studies 
performed by Mr. Blake or others that demonstrate (1) the four issues raised by Mr. Blake 
are the actual reasons that Delta has been unable to earn its allowed rate of return, and (2) 
Delta’s inability to control costs was not the reason that the Company was unable to earn 
its allowed rate of return. 

RESPONSE: 

I did not do an empirical study to show that these four are the only causes of Delta’s under- 
earning. In my testimony I stated that believed that these four factors were a part of the reason 
why Delta was under-earning. This statement was based on my experience as a regulator, a utility 
executive and as a consultant working with a wide range of investor owned utilities. A failure to 
adequately control expenses could result in a utility being unable to earn its allowed rate of 
return. However, I do not believe that this is the case for Delta. It is important to note that, in 
prior rate cases, the Commission has never indicated that Delta’s failure to control expenses is a 
problem. Furthennore, Delta has under-earned in all of the years immediately following a rate 
case for the last ten years. The year immediately following a rate case is when the utility should 
have the highest probability of earning its allowed rate of return. That this has riot happened in 
ten years indicates a more fundamental problem to me, and I have described why I believe that 
Delta has been under-earning in my testimony. 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAIL,’S INITIAL REQIJEST FOR INFORMATION 
DATED 6/07/07 

276. With reference to page 1 1, lines 17-27, please provide copies of all materials used by Mr. 
Blake and published by Edward Jones. 

RESPONSE: 

The requested data is attached. 

Responsible Witness: 

Martin J. Blake 
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DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

277. With reference to page 11 , lines 17-27, please provide copies of all empirical studies 
performed by Mr. Blake which demonstrate whether Delta uses more or less short-term 
debt than the other gas companies covered by Edward Jones. 

RESPONSE: 

The data provided in response to item 276 from Natural Gas Industry Suinmary Quarterly 
Financial & Conmion Stock Information, December 31, 2006, published by Edward Jones Co. 
shows that the median short term debt for the panel was $102.5 million, and the mean short tenn 
debt for the panel was $147.661 million. Delta’s short term debt as reported by Edward Jones 
was $15.772 million. Delta was the fifth lowest in the panel with regard to its short term debt. 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

278. With reference to page 13, lines 8-14, please provide copies of all ernpirical studies 
performed by Mr. Blake which demonstrate that, for gas distribution companies, having a 
low equity ratio results in a lower earned return and an inability to eani its allowed return. 

RESPONSE: 

The analysis that I developed to help demonstrate that a lower level of equity could adversely 
affect a utility’s ability to earn its allowed rate of return is contained on pages 14 to 16 of my 
testimony with the calculations supporting this narrative contained in Exhibit MJB-5. Not only is 
this low level of equity a factor that could easily result in Delta not earning its allowed rate of 
return, but it would impact any other utility with a low level of equity in a similar manner. 

Responsible Witness: 

Martin J. Blake 





279. 

DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

With reference to page 15, lines 9-27, please provide copies of all empirical studies 
performed by Mr. Blake or others which demonstrate that gas companies which serve 
predominantly rural customers (1) earn lower returns and (2) are riskier, than other gas 
companies. 

RESPONSE: 

This statement was not based on a study and there is no study that I am aware of that shows this, 
This statement was based on my observations from working with other natural gas companies 
that have a more urban customer base compared to Delta. Additionally, this is not a key 
assumption in supporting my reconmendation regarding the return on equity that Delta should he 
allowed to earn in this proceeding. I was sharing an observation with the Commission to help 
them understand why Delta may not be like other natural gas companies that the Commission 
regulates. 

Responsible Witness: 

Martin J. Blake 





280. 

DEL,TA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

With reference to page 16, lines 3-8, please provide copies of all empirical studies 
performed by Mr. Blake that Delta’s business risk is influenced by its service territory. 

RESPONSE: 

I have not performed any studies regarding the link between Delta’s service territory and its 
business risk. The statements that I made in my testimony were based on my observations from 
working with other natural gas companies that have a more urban customer base compared to 
Delta. Additionally, the risk that may result from Delta’s more rural service territory is not a key 
assumption in supporting my recommendation regarding the return on equity that Delta should be 
allowed to earn in this proceeding. I was sharing an observation with the Commission to help 
them understand why Delta may not be like other natural gas companies that the Commission 
regulates. 





DEL,TA NATIJRAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, W,QUEST FOR INFORMATION 
DATED 6/07/07 

281. With reference to pages 21-22, please (1) list all regulatory cases (by name, docket 
number, and filing date) in which Mr. Blake has provided rate of return testimony and 
proposed his market value - book value capitalization adjustment , ( 2) indicate all cases 
(by name, docket number, and date) in which a regulatory cornniissioii has adopted Mr. 
Blake’s market value - book value capitalization adjustment in arriving at an overall rate 
of retutii, and (3) provide copies of the ‘Rate of Return’ section of the Commission’s 
decisions for all cases in which a regulatory commission has adopted the adjustment. 

RESPONSE: 

This is the first case that I have made this argument. Although I had been concerned about the 
paradox that resulted from standard DCF calculations and their application to book value for 
some time, I only resolved this paradox to my satisfaction recently. The paradox is that when 
using a standard DCF calculation, a higher stock price results in a lower return on equity 
estimate. The DCF calculations that are typically made and the way that they are applied to book 
value implies that an investor would pay more for an investment that yielded a lower return than 
he would for one that yielded a higher return, and that just does not make sense. 

Responsible Witness: 

Martin J. Blake 





DEL,TA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL,’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

282. With reference to pages 21-22, please (1) list all regulatory cases (by name, docket 
number, and filing date) in which Mr. Blake supported a market value - book value 
capitalization adjustment to a DCF equity cost rate while a Cornmissioner of the New 
Mexico Public Service Commission, ( 2) provide copies of the ‘Rate of Return’ section 
of the Commission’s decisions for all cases in Mr. Blake supported a market value -book 
value capitalization adjustment to a DCF equity cost rate while a Commissioner of the 
New Mexico Public Service Commission. 

RESPONSE: 

As a Commissioner, I did not “support” arguments. I adopted arguments made by parties who 
pleaded cases before my Commission that I thought were fair and reasonable. This may sound 
like quibbling but it is an important distinction to me. In my time as a Commissioner, I had 
never seen the argument presented to me that I am presenting in this proceeding. Until I started 
estimating returns on equity using the standard DCF approach, the paradox that I note in my 
testimony never occurred to me. However, once you start making these calculations, the paradox 
is evident. The paradox is that when using a standard DCF calculation, a higher stock price 
results in a lower return on equity estimate. The DCF calculations that are typically made and 
the way that they are applied to book value implies that an investor would pay more for an 
investment that yielded a lower retum than he would for one that yielded a higher return, and that 
just does not make sense. I believe that I have resolved this paradox to my satisfaction in my 
testimony. 

Responsible Witness: 

Martin J. Blake 





DEL,TA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

283. With reference to pages 21-22, please (1) list all regulatory cases (by name, docket 
number, and filing date) which Mr. Blake is aware of in which a regulatory commission 
has adopted a market value - book value capitalization adjustment computed in the same 
manner as Mr. Blake’s in arriving at an overall rate of return, and (2) provide copies of 
the ‘Rate of Return’ section of the Commission’s decisions for all such cases in which a 
regulatory commission has adopted the adjustment. 

RESPONSE: 

I did not research if other regulatory commissions had either been presented or had adopted the 
arguments that I am making in my testimony regarding the proper application of the estimated 
return on equity calculated using the standard DCF approach. I am not aware if any other 
regulatory commission has adopted this type of analysis. I included this explanation of how I 
believe the returns on equity calculated using standard DCF should be applied because it resolved 
a paradox that had concerned me in other cases; namely how could a higher stock price properly 
result in a lower return on equity estimate. The calculations that are typically made and the way 
that they are applied to book value implies that an investor would pay more for an investment 
that yielded a lower return than he would for one that yielded a higher return, and that just does 
not make sense. 

Responsible Witness: 

Martin J. Blake 





DEL,TA NATUFUL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

284. With reference to page 25, lines 8-30, please provide copies of all relevant sections of all 
materials published by Ibbotson Associates which are used by Mr. Blake. 

RESPONSE: 

A copy of the page containing the data that I used in my analysis Erorn the Risk Premium Over 
Time Report : 2006 that is published by Ibbotson Associates is contained in Exhibit MJB-6 in my 
Direct Testimony. 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERALJ’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

285. With reference to page 29, please pravide copies of all data and source documents used in 
the construction of Exhibits MJB-14 and MJR-15. Please provide the data used in the 
Exhibits in hard copy and electronic formats (Microsoft Excel), with all data and 
equations left intact. 

RESPONSE: 

All of the data used to construct Exhibits MJB-14 and MJB-15 were obtained from The Value 
Line Investment Survey - Sep. 15, 2006 and from Risk Premium Over Time Report : ,2006, 
Ibbotson Associates, 2006. Copies of the Value Line data are contained in Exhibit MJB-16 in 
my Direct Testimony and a copy of the page containing the data Erom the Risk Premium Over 
Time Report : 2006 is contained in Exhibit MJR-6 in my Direct Testimony. 

Responsible Witness: 

Martin J. Blake 
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101 1.W 113 108 117 1 X  
.98 1.02 1.m 1.04 1.04 1.04 

273 295 274 249 231 211 

44.32 47.57 48.69 49.12 50.86 55.K 
1 4 2  153 15.5 179 15.1 12f 

8.97 9.42 9.70 9.90 10.19 10.12 

105 98 94 106 99 W 
68% 64% 59% 5 4 %  59% 62% 

CAPITAL STRUCTURE as of 6/MIO6 
Total Dab1 2087 0 mal DUB In 5 Yn I30 0 mill 
LT Debt $1632 0 mUI LT Interest $100 0 mU 

(rota1 interest mvamgs 4 4x) 
Leuer,  Uncsplbllud Annuaf renlsis $27 0 mln 

Pension Asrob-l2M)6 5371 0 mill 
OMlp. $464 0 mill. 

PM Stock Ncne 
Common St& 77.878.889 & 

BUSINE93; AOL RWWCBS. I~C. ~r P puw WIQ wing cOmpa- 
ny. Ilr diatributia\ rubsidisriss am Allanla Gas Lb& ChenSnoopr 
Gas, and Vm#a Nalural Gas. The ublilier haw mor8 lhan 2.2 mi. 
bn lxlslomers h Gewgia (primrdy AUsnls), V.ginb. and h 
wuLhsm Tennessee Ais0 engaged in nonmgukled natural gas 
marketirq and o h .  allied uriicoc. Alm whobodsa and alnlr 

AGL R e s o u r c e s  utility bus iness  per- 
f o r m e d  well despite w a r m e r - t h a n  
normal t e m p e r a t u r e s  and conserva-  
tion by cus tomers .  Earnings before In- 
terest and taxes increased $7 million 
versus the year-ago perlod, driven by a $6 
milllon decrease In operating expenses. 
Thls can be attributed to last  year's work- 
force and facilities restructuring programs. 
Also, operation and malntenance expenses 
per customer throughout AGL's distrlbu- 
tlon segment decreased 9% over the flrst 
slx months of 2006. However, these results 
were offset b a lackluster performance at  
SouthScar, wglch markets natural  gas and 
d a t e d  services to retail customers on an 
unregulated basis, where results were also 

128 
96 
80 
64 
48 
40 
32 
24 

16 

I I I I 

po(MM. Nmegubted subrklieriss: Gwph Nahlrel Gas Secvicer 
market8 ~ R l r a l  gas at re$% Acq virgida NaW Gar. IMW). Sdd 
UWpm. 3/01, MT/6r. om, less than 1.07, d mmmr; Goldman 
S a d .  5.5% JPMwgen, 5.9% (306 Prow)" Pma. 4 CEO: Jdn W. 
Somemalder II. Inc.: GA. Addr.: 10 Peachtrw Plxa NE,  Allanla. 
aA WW. Tal.: 404-584-4(300. lnwmst w.8glssawccfi .m. 

tanwga Gas nled for a $5.8 million rate 
increase with the Tennessee Regulatory 
Authorlty to cover rlslng costs of financln 
Its operatfons and lower consumption of 
natural  gas. The proposal Includes a plan 
to better align its interest with customers, 
by adjusting rates annually based on ac- 
tual consumption versus an  assumed level. 
We think Chattanooga will receive some, if 
not all, of the rate  increase, which should 
provlde a boost to earnings. 
AGL's expans ion  of its Je f f e r son  Is- 
l a n d  s to rage  faci l i ty  h a s  h i t  a road 
block. In early Au st. the Louisiana De 
partment of Naturaykesources terminated 
the corn any's mineral lease due to the 
tlmlna orleasehold Davments and a lack of 

impacted by lower customer usage and rnlniG actlvity on ihe site for six months. 
higher bad debt ex ense. Even so. the company remalns cornmlttcd 
Virg ln ta  Natura[  tias W G )  has ac- to  resolving these Issues and 
cepted a modifled per formance-based  project completed, which wllfje%!eE: 
rate plan .  As part  of the deal, VNG will working gas ca acity. along with revenues. 
freeze its base r a t s  for five years; con- This neuhahy ranked s tock  has 
struct a pipeline to connect Its northern worthwhile total return potential. 
and southern systems. which is expected thanks partly to dividend growth pros- 
to cost about 548 million to $60 million: pects. The good-quality shares are safe 
and will be allowed to flle for a permanent and steadv. but not overlv enticincl. 
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Year 
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tial, commercial, and industrial customers in the areas of 
Nicholasville, Corbin, and Bma,  Kentucky. As of the above 
date, the company served approximately 8,000 customen in 

46 2 Nicholasville, approximately 6,000 in Corbm. and approxi- 
196 189 280 mately 4,000 in Berea. Has 156 employees. Chairman: 

Harrison D. Pcel. Inc.: KY. Address: 3617 Lexington Road. 

1: 

LONG-TE!W DEBT AND EQUKY 
Ucdo1jo/06 

Winchester, KY 40391. Tel.: (859) 744-617c Interne; 
h ttp://www.deltagas.com. 

TOTAL SHAREHOLDER RETURN 
PfdDh'dPIwNaa DMdmd4 plw .ppntinbbn as d iiDIJMO[W 

http://ttp://www.deltagas.com
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BUSINESS: Energy Wes& Inc. distributes natural gas lo 
its customers in the Gnat Falls, Montane and Cody, 
Wyoming areas. Ita regulated utility operations include the 
distriiution of natural gas through an underground system 
in West Yellowstone, Montana, which is supplied by liquc- 
fied natural gas. The company conducts certain nonregu- 
latcd, nonutility operations through its three wholly owned 
subsidiaries, Energy West Propane, Inc.; Energy West Re- 
sources, Inc.; and Energy West Development, Inc. Energy 
West Propane is engaged in the distribution of bulk propane 
in Wyoming, South Dakota, Nebraska, Colorado, Arizona, 
and Montana. Energy West Resources is involved in gas 
storage, a small amount of oil and gas development, and the 
marketing and transportation of gas in Montana. Energy 
West Development owns two real estate properties in Great 
Falls, Montana. Has 11 1 employees. Chairman: G. Mont- 
gomery Mitchell. Inc.: MT. Address: I First Avenue South, 
Great Fdla, MT 59401. Tcl.; (406) 791-7SOO. Internet: 
http:Nwww.energywest,com. 

A.  0. 
September 15. ZOO6 

TOTAL SHAREHOLDER RETURN 
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Shares of Peoples E n e r g y  have in- the comblned company. The board of dlrcc- 
creased b a lmost  12% since our 1 s t  tors will comprise nine members selected 
r e p o r t ,  folrowlng the July announcement by WPS Resources and seven members 
of a definitive merger agreement with 
WPS Resources. The deal was unanlrnous- 6t%$%e. g e o p l e s  r epor t ed  subpar 
ly approved by the boards of dfrectors of results for the th ree -mon th  oeriod 

Peo les Energy. 

both corn anies Each common share of ended J u n e  30th. Revenues declined by 
Peo les Energy would be converted Into 12%. compared to the prlor year. Warmer 
.82!?shares of WPS Resources stock. Using weather resulted In lower dellverles for 
the recent closing price of WPS Resources. the Cas  distrlbution segment. Hlgher 
this would result In an ap roxirnate value maintenance costs and depreciation ex- 
of E41.32 per share for !eoples Energy pense also hindered the bottom Ilne. The 
stock. The acquisition, which wlll most sha re  loss was 50.32 for the second 
Hkel occur In the first calendar quarter of  quarter. In addition, the company has 
ZOO{ Is condltlonal upon shareholder and lowered I t s  share-net gufdance for fiscal 
re ulatory apgrovals. Upon cornpletlon. year 2006. We now expect share earnin s 
PtL shareho ers  would own about 42 4% of 51.25 for this perlod. a decllne of roug8- 
of the new company. # 45% from the prior year. 
The comblned c o m p a n y  will have ith a dfvfdend y ie ld  of 5.3%, this 
about $9.2 bill ion in assets. I t  will oper- stock m a y  appea l  to income-or ien ted  
ate  natural  as  and electric utlllties In accounts. The current quotatfon of PGL, 
Wisconsin. Ifilnols. Michlgan and Mln- already reflects the price WPS Resources 
nesota. The new com any will likely pay a will likely pay ror the com any. Moreover, 
quarterly dividend ot)approxirnotcly $0.66 should b e  deal fall thmugi ,  Peoples Ener- 
per share. the same payout Peoples Ener- shares could decllne significantly. On 
gy shareholders currentl receive (factor- KL's own, appreclatlon potentlal to late 
in in the exchange ratior WPS Resources decade Is subpar. 
CgO Larry Weyers will take the helm of Michael E Napoli September 15. 2006 

rsWalb otrated hn I(Uc8S Wined 10 De nW& M ts paMed WnI mnzmis d W 
0 U S S S X S " w . M ~  bsWy!u ntmkw cw nmoDnsrod haMl u&%m 

k w & U a h h  0- k $olnbl9r "I pharr darM pmaar Is*bl uilain. 
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Common S M C  75,277,520 sh8. 

remnus nir emqbyees. O M  6 dLsdDn avn lesa lhan 1X d mm sladr 
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BETA .40 (1.W = Mslkoi) 

RkrcmwuI Plnbt8ncr 60 

36.6 38.2 SHR EQUITY (WILL) 26.5 28.2 30.0 30.7 32.1 33.9 - 
REIURN ON TOTAL CAP?. 7.4% 7.1% 7.7% 5.8% 5.3% 5.7% 4.3% 5.2% - 
RETURN ON SHR. EPUilY- 10.3% 10.2% 9.6% 7.6% 7.8% 10.4% 5.6% 8.9% I 

.6% .9% 3.8% NMF 8.9% RETAINED TO COM EO 3.7% 3.3% 2.5% - 
ALL WOS TO NET PROF 84% 68% 73% 92% m% 64% 113% -. - 
Nota: No muly8l *s lbu tu  Wl&a -- 

Amm Depmdabon 

Tolal hseb 
WW07 

2004 
14.5 
8.0 
25 

23.2 
43 8 
- 

105 3 
34.7 
70 6 

.6 
115.0 
- 

2005 
1 4  
u.7 

242 
3.7 
39 0 
- 

109 5 
3 5 4  
74 1 

.5 
1136 
- 

M0106 
4.0 
7.1 

18 6 
5.1 

35.7 
- 

.. 

. I  

77.0 
.5 

113.2 
- 

BUSINESS: RGC Resources Inc. mgages in the regulated 
sale and distribution of natural gas to approximately 59,000 
residential, commercial, and industrial customers in 
Roanoke, Virginia, and Bluefield, Virginia, and West Vir- 
ginia, na well LU thc surrounding iums lhrough its Roanoke 
Gas Company and Bluefield Gas Company subsidiaries. 
Roanoke Gas and Bluefield Gas hold the only franchises 
and/or certificates of public convenience and necessity to 
distribute naturnl gas in its Virginia and West Virginia 
service areas. RGC also provides infomation system ser- 
vices to softwan: providers in the utility industry through a 
subsidiary, RGC Venhxa, Inc. of V i i a ,  which operates 
as Application Resources. Has 137 employees. Chairman, 
C.E.O. Br President: John B. Williamson In. he.: VA. 
Address: 519 Kirnball Avenue, N.E., Roanoke, VA 24016. 
Tel.: (540) 777-4427. Internet 
h t t p : l / w . r g c r e s o u r  ces.com. 

A 0  
Seprember 15. 2006 - 

TOTAL SHAREHOLDER RETURN 

3Mos. BMo8. 1 Yr. 6 YR. 3 Yn. 

DMdMmplu. .ppRdskn 08 da /J lm 

- -_ 
3.46% 7.91% 0.31% 29.53% 73.78% 

http:l/w.rgcresour
http://ces.com
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F ~ c h o . ~  122% 125% NMF SEMCO Energy has been hurt by Commission was filed In late May for a n  
ANNUALRATES h s t  Part wdio3 .w weather and customer conserva t ion  E18.9 million Increase In base rates. Hear- 
dchaoppbh) 1 0 Y ~  5Ym. bTht trends. Unseasonably warmer tempera- ings are scheduled to begin in December, Revenues -3.0% -7.5% E,CpshFld -3.54c .,0.5K 2.6x tures in Mlchlgan have contributed to o but the decision process is typlcalfy cline 
@mings .14.5% -26.5% 24.5% decline in  gas  consumption. To make mat- consuming, taking between nine-12 
Dh&~nds -29.0% NkfF ters worse. higher natural gas prices seem months. An early settlement should not be 
BookVa'ue -2"5yI *504c to have prompted a reater number of cus- ruled out, but this would likely be a t  the 
cd. Q U W Y R E E " S f l a d L )  

wdar Lhr.31 Jun.30 SO .30 lhc.31 Year ste up their conservation efforts. These Our 2007 sales and earnings estimates 
2003 207.6 1005 ;4.2 163.1 5454 ' unkreseen setbacks probably decreased are tentat ive,  a t  best. Assumlng normal 
2004 207.8 81.8 50.0 164.7 508.3 net income by $3.1 million in ' the first half weather conditions through next year. 
2005 226.6 95.6 62.3 23.6 615.1 of 2006. We assume that  weather condi-, profits should rebound. The timing of t he  

271S 97.0 65.O f86.5 615 tlons will return to normal through the aforementioned rate decision is difficult to 
, 2w7 2'5 'O0 60.0 'L5 550 balanre of the year, but the cornpony is predict, but there Is upslde potential 
Cp). ~ S P E f i S M f E "  Full still faced with several challenges on the should a rate hike be awarded. 

FUII tomers In both Mi%igan and Alaska to cost of a reduced rate  hike. 
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~ 12 3 

80 
Lo 
50 
40 
3u 
25 
20 
I5 

23.w I 23.12 I 24.41 1 26.48 I 27.76 1 28.88 I 2920 1 tO.66~commCnshrDutrt'g I 31.W 
130 I 13.6 I 135 I 13.3 I 14.1 I 16.6 I a w m h r r  lAvlfAnn'lPERlk I 14.0 
.& .70 .74 .76 3 4  .88 5 - a  .w - I&UwPlERl(b 

5.2% 4.7% 4.6% 4.3% 3.n 3.0% AVQ Ann1 WdYWd 1% 
515.9 a37373 5051 6968 8191 521.0 Ow 1010 ffawnwr(knan 1185 
24.7 26.8 29.4 34.8 43.0 48.6 550 66.0 N d  Prollt(knUl) I R O  

4.8% 3.2% 56% 5.0% 5.2% 5.3% $6% 5.6% WltPmRYugh LOX 
43.1% 422% 414% 40.6% 40.9% 41.5% loEx 40.6% I n e ~ T u R a b  40.% 

54.1% 57.0% 53.6% 50.8% 487x 448% UOW 40% L W # - T I I I I I ~ R ~ ~ ~  #.W 
37.6% 35% 46.1% (9.0% 51.0% 55.1% 57.a 5l.a C&mmEqullyktb W!4 

5622 607.0 M.8 748.3 789.9 8773 $40 1010 N~Plrnl($miil) 1x4 
7.4% 09% 7.6% 1.3% 7 . 9 ~  ~ 3 %  AH r ~ x  l l r b ~ n p n ~ o t r ~ ~ l p ' ~  9.m~ 

14.8% 128% 12.5% 11.6% 12.5% 12.4% l3.W ItW RlhmonComEqultf 13.0% 
48% 25% 47% 5oK 50% 62% 6.5% 6.5% rWJnrdbCwnEq 4.5% 
67% 76% 624 57% 5% 50% W% 5G% ARDK&CNnIProf 5% 

8. Inc. b a holding mmw.  Its South h e y  Enemy. South J o r w  R~pouros GWD. Marina E G  

443.5 5162 5125 EM4 67511 710.3 Tu 780 Trb.alclplbl(knlR) 191 

121% 12.1% 12.4% 11.5% 12.4% 12.4% 11mC fSO% IWumonShr. EquW 13.a 

0.. dis!sQutes Rstura~ 0.r to gy, M d  Sakh G y  Energy ~ k s .  Has 63.3 mpioyetta vs m t M m  mnh, which Onldir. mbl. 15% of mm sham; Dhxlmlonsl Fwd Advisws, 
wfeo A L n k  City. Gaa r t w ~ ~ ~  7.Q% eard.ys, 53% (yo6 proxy) Chmn. 6 CEO: €.&mi Gra. 
d, 23% m(loneretbn aid &G ham. Incap.: W. Addnu: 1 sou(h Jersey Ran. Rto. 64. Fdaom. 

ustries' earnings Casino & Spa. Results should be further 
. Hwlilffl op~rSnMa ~ & K W  NJ OW7. Td.: E4W81-woO. hbmet W . ~ M t d e r ~ .  

L l  Debt $358.1 fll. 
;lobi inbral mvsraga: 4 Ex) 

LT htend $20 0 mill. 

industry average 
For 2006. we look 

about 8%. to $1.85, 
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10.17 I 9.63 I 10.66 I 1l.W 1 1151 I 11.95 I 1279 I 13.48 I 13.88 I 14.72 I 15.31 I 16.24 1 15.78 1 1 6 i  
39231 39.891 40.621 4l.SOI 42191 42.831 43.70 1 43.70 1 4384 I 46.47 1 45.47 I 48.54 I 48.56 1 48.63 
11.7 I 12.8 I 1361 6.6 I 14.0 I 12.7 1 11 5 I $27 I 1 7 2  I 1 7 3  I 14.8 I 147  I 23.1 I 11.1 I 871 "821 811 921 921 a51 nl 731 891 .HI 951 7 5 1  1.81 63 

1130.6 I 1217.1 I 1319.5 I 1402.7 I 1W.3 I 1519.1 1 1646.8 It874.9 
10.1% 9.3% 8.0% 7.1% 1.9% 13% 5.3% 9 1% 
139% 133% 10.8% 9.7% 11.4% 11.0% 7.0% 13.7% 
14.4% I 13.7% I 11.1% I 9 . m  I 11.7% I 112% I 7.2% 114.0% 
5.6% 5.1% 2% 18% 37% 3.8% NMF 6.24 
62% 63% 78% 8% 6% 67% 112% 50% 
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Waeh. Gas E n v y  Svu. SSWI 4 ddivsn nahm pu and pm- 2wBD. 18k ZOZ4248010.Ir&m& wuW.Wphcldirp m. 
WGL Holdings posted solld results In project is full recovered throu h a rate in- 
the seasonally weak f iscal  third crease. wh ic t  Is orobable. d G L  should 
y a r t e r  (ended-June 30th). I t  reported a 
s are  net loss of 50..01, which excluded the 
results from the recently sold American 
Combustton Industries subsidiary, 
nificantly ahead of last year's figure. %e 
results were driven by lower operation and 
maintenance expense, utility customer 
growth, and improved performance a t  the 
retall energy-marketing business. In fact, 
income from this segment nearly doubled 
from the year-ago period, to 56.1 rnflllon, 
thanks to higher gross margins fmm the 
sale of natural y and electricity. Thls 
should help pus nonutility earnings to 
about $0.21 a sha re  this year, wlth addi- 
tional improvements likely in 2007. 
WGL expects to f i le  a pa i r  of rate in- 

realf ie a JO.lG-a-s6are boost to earnln 
The corn any i s  s l a t ed  to spend &ut 
5855 mllfion on capital i m p r o v e m e n t  
projects out to 2010. WGL expects to be- 
gin constructton on its LNG storage facil- 
ity In late 2008 pending regulatory a 
proval. t w o  years later than previous! 
antIdpated due to zonfn and other legal 
challenges, and  schedulef to be completed 
by the 2011-2012 winter. However, until 
approval Is granted WGL will explore 
other opportunities to meet Its peak day 
requirements to serve Its customers. 
These shares are best suited f o r  con- 
serva t ive  investors. The dlvidend yield 
stands a t  4.5%, above the industry aver- 
aw. whilc the stock's Safelv rank is I 

~ L U W D  zoo, 1 .95 Yl 1 1 D  ,Ul d.ls d,z5 (1.L1 1 ;:;; I creases.-One will soon be with the Vir- (Righest). Long term, we lock for Wash- 
gfnia State Corporation Commission. and lngton Gas to add about 25,000-30.000 

Cd- ' 3 J A R T E W ~ E N D S p ~ ' ~  Fun another wlth the Maryland Public Service new utllity customers annually, thanks to 
Mar.31- s .% k . 3 f  yew Comrnhion next sorian. The oriman, the new home conrtrurtlon PrnPcted In Its ..~...._......-..I___-.__._ 

1 
end 8epl3Mh. 

nrarning b. '01 ( 1 U  '02. (341); dim 
tinuea oparalionr: aoi, (j$$ 

1 :!; ;;8 Marylarid rg; inae&ie Is io service arms over the naxt 26 years. The 
128 recover costs associated wlth the Prince stock, which is not well ranked for per- 

32 ,325 ,325 .325 1.30 George's County rehabllitatton program. formance Is de endable for income. But Its 
.325 "333 "333 132 The project Is scheduled to be completed in rice ran e o& Inches u over time. 

2008 a t  a $144 mlllion price tag. If thb %van I. hanw &pternber 15. ZOOt 

:;;E $8 1 ;,21! need for the 

! Z d i I u l e d  aham.  EaJudsr )yy). F a  Notociaty psld miy F8buary, &!: 
2005 ,333 338 ,338 

0 lndulea Mumd d hbnglbler. 
1W 
70 

6150.0mA6ar 0 . z  
s repa( !~.Jo & Nw. 

y, August end Novembsr. Dividend rsln- (E) In miltons. &sbd kx rW rplil 
Earn+ RrdlshbU1.v w) vestment plan e W .  . . .  . . a - LL..& I,_. ~III...~. *.. .. . .. . - 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL,’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

286. With reference to page 30, lines 15-26, and Exhibit MJB-17, please list the screens 
applied to the VaIue Line database to arrive at the ten companies. 

RESPONSE: 

The screens that were used were companies in the m e  Line Investment Survey - Small and 
Mid-Cap Edition with total assets of $200 million or less and a calculated beta coefficient 
between 0.50 and 0.60. I believe that these criteria meet the standard that the return to the equity 
owner should be commensurate with returns on investments in other enterprises having 
corresponding risks which was articulated by the U.S. Supreme Court in Federal Power 
Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944). 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

287. With reference to page 31, lines 1-6, and Exhibit MJB-18, please provide copies of all 
data and source documents used in the construction of Exhibits MJB-18. Please provide 
the data used in the Exhibit in hard copy and electronic formats (Microsoft Excel), with 
all data and equations left intact. 

RESPONSE: 

All of the source data for Exhibit MJB-18 was provided in Exhibit MJB-17. There was no data 
source other than the data contained in Exhibit MJB-17 that was used in constructing Exhibit 
MJB-18. 

Responsible Witness: 

Martin J. Blake 
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mdar 2Q 39 4Q year TotalDebtSM.6 mill. Due In 5 Yn .  NA gory A. Sex&. inc.: DE. Address: 201 Edgewater Drive, 
2003 - .̂  - .. - LT Debt 120 6 mill. Suite 285, Wakefield, MA 01880. Tel.: (781) 224-0880. 

2W5 - - - - - Leases, Uncapitallrod Annual renlals NA 
2 0 0 0 -  - -  December 22, 2006 

lncludlng Cap. Lams NA 
2004 - -, - - - (16% ~f mp'l) Internet: httpd/w.amdpi.com. L. l! __ 

' Pnnslon Uablllly None In 'E vs None k, '04 
TOTAL SHAREHOLDER RETURN INSTITUTIONAL DECISIONS 

1P'ffi 2006 3Q08 P f d S b C k N ~  Pfd DKd Pald None Div*)andr prw sppredalion as oi 1MrlQ&%5 

:'I Common SI& 12.312.075 sham 3 Mo1. 6Mo8. 1 Yr. 3 Yn. 5 Yn.  
to BY 31 27 
lo ssu 35 35 
Hld's(000) 9875 9124 8440 7.65% 27.85% -5.09% 146.34% 266.62% 

(64% of Capl) 

Exhibit MJB-17 
Page 1 of 10 

BETA 50 (100=Msfkel) 

135 148 148 
18 21 21 
4 9  4 8  5 2  

216 223 239 
- - -  

enlers iulo lorig-lem- service agreements with these afflli- 
760 877 " "  ated dental groups. It provides services necessary for the 

933 1032 1042 operations. American Dental's services to the affiliated 
Tobi Asqnls 1% 2 1707 171 7 dentil groiips include providing nssistance with organiza- 

::: 4ji administration of the nonclinical aspects of the dental 
- - _ .  

12/31/07 tional planning and development; recruiting, retention, and 
training programs; quality assurance initiatives; facilities 7.5 development and management; employec benefits adminis- 

15.9 13.3 14.3 tration; procurement; information systems; marketing and 
23.9 203 2 2 8  payor relations; and financial planning, reporting, and 

.5 .1 
- - -  

112/31/051 20 23 17 21 I 81 I I bn8lvsis. As of October 30. American Dental Partners was 
11?/3l/ffi1 2; 25 .19 .?? I I 
12/31/07 "28 LONG-TERM DEBT AND E Q U W  

clt- QUARTERLY DMDENDS PAID F ~ I I  Of 

affiliated with 21 dental groups, which had 201 dental 
facilities with approximately 1,876 opentories in 18 states. 
Has 2197 ~ ~ D ~ O V C C S .  Chaimian. C.E.O. & Pmsidenl: Gre- 
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(' O0 = I---- BETA .55 

WUt Slablllly 

Wca GroMh Penlstence 75 

Earnings P ted l~b l l l t y  

D VALUE LINE PUBLISHING, INC 
SALES PER SH 
"CASH FLOW PER SH 
EARNINGS PER SH 

25.82 
- 

DNDS DECL'D PER SH - 
CAP'L SPENMNG PER SH I .45 
BOOK VALUE PER SH I 12.43 
COMMON SHS O U T S ~ G  (MILL) 1 7.37 
AVG ANN'L PIE mno I 5.8 
RELATIVE PIE RAno I "30 - AVO ANN'L DWD YIELD - 

DEPRECIATION (SMILL) 4.8 

SALES ($MILL) 190.3 
OPERATING MARGIN 10.4% 

INCOME TAX RATE 13.5% 
NET PROFIT MARGIN 
WORKING CAP'L (WILL) 112.4 
LONG-TERM DEBT ($MILL) 

RETURN ON TOTAL CAP'L 8 1% 
RETURN ON SHR EQUITY 9.7% 
RETAINED TO COM E a  9 7% 
ALL DIV'DS TO NET PROF 
Nota: No analyat aWnata8 svdlabfa. 

ANNUAL RATES 
ofchange [per sham) 5 Yn. 1 Yr. 
9ales 25% .15x 
"Cash W 240% 195% 
Earnings 340% 445% 
Dividends - 37 5% 
Book Value 5.0% -9 5% 

QUARTERLY SALES (Imlll.) Full 
%!"-la za 3a 4a (year 

04/30105 59 66 38 72 2.35 
04130106 28 76 79 156 339 
W0107 2 38 I 
04130/08 

Cd. QUARTERLY DMDENDS PAID Full 
sndar $9 za 39 4a Year 

2003 - - 25 -. 25 
20M - - 40 - "40 
2005 - - .55 - s5 
2ow 3.50 - .a5 

INSliNTlONAL DECISIONS 
m05 law zawi 

to 8w 7 10 24 
to s i  3 7 4 
Hld's(000) 679 725 849 

HE WBUSHER IS NOT R SWNSIBL FOR ANY ERRORS 

-____ 
'2m Vaba Lkr, ""p k All y""" Fm 

d l  my be np& rndP md a DmMW h wy psre 

1.0% 3.5% 4.4% 8.5% 8.9% 11.6% 15.2% Rcsntptices. 
97.2 93.3 81.1 79.2 88 5 93.3 100.6 PiE ntlar. 
31.3 34.8 13.2 14.3 10.8 10.0 4.3 
92.0 89.8 93.5 93.8 105.5 117.4 119.0 - 
2.1% 3 2% 4.1% 6.1% 10.4% 12.5% 18.440 - 
1.3% 2.8% 4.0% 6.7% 11.1% 13.3% 18.9% - 
13% 2.8% 4.0% 6.7% 9.5% 11.1% NMF - - - 14% 17% 119% - 

ASSETS ($mill.) 2004 2005 7131106 
C a s h h e l s  37.1 46 9 95.2 
Recsbables 57.7 51.7 53.3 
lnventw 529 475 42.1 

.o .o 7.8 _ _ _ -  O h r  
cunmt Assets 1483 146.1 1984 

pro eny, plan1 [Equip. 81 msI 
Aawn Depreciation 
Net Property 
Oher 

31 6 
20.0 
11 6 
3.4 

19d 3 
- 

34.6 
23 7 
10 9 
32.0 

189 0 
.__ 

" "  _. 
20.0 
21.3 
239 7 
- 

LIABlLmES (Smlll.) 
A& Payable 50.1 39.4 7.3 
Debt Due 2.1 17  1.7 

22 4.5 17.4 Other 
Cunenl Uab 55.0 45 6 26.4 

- - -  

LONG-TERM DEBT AND EQUITY 
as of7Dll06 

Told Debt $4 4 mill. 
11 Dobt $2.7 mill. 
Includlns Cap. Leases NA 
Leasor, Uncapltaflzed Annual rentals NA 

Pendon Uablllty $3 2 mi h '05 vs. $5 8 mK in '04 

Pfd Stock None 

Duo In 5 Yn. NA 

(2% of Cap'l) 

Pfd Dhfd Paid N m  

Common Stock 6.845.112 shacsr 
(98% of Cap'l) 

. ' 5 '1NDUSTRY:;BivemlfledCo~; 

BUSINESS: AMREP Corporation engages in the real 
estate, fulfillment services, and newsstand distribution busi- 
nesses. It conducts real estate business primarily in Rio 
Rancho, New Mexico.The company owns approximately 
18,550 acres in Rio Rancho, as well as two lracis of land in 
Colorado, consisting of one residential properly of approxi- 
mately 160 acres planned for approximately 350 homes; and 
one property of approximately 10 acres zoned for commer- 
cial use. Its Fulfillment services include magazine subscrip 
tion, lettershop and graphics arts services, customer tele- 
phone support, list services, and product fulfillment 
services. The company distributes magazines for approxi- 
mately 250 publishers in its newsstand distribution busi- 
nesses. Among the titles are special interest magazines, 
including automotive, puzzle, men's sophisticates, comics, 
romance, and sports. Has 1295 employees. Chairman: 
Edward B. Cloues 11. Ine.: OK. Address: 212 Camegie 
Ccntcr, Suite 302, Princclon, NJ 08540. Tel.: (609) 716- 
8200. Internet: http://w,anuepcorp.com. 

A. 0. 
October 20, 2006 

TOTAL SHAREHOLDER RETURN 

3Mai.  6 M a m .  i Y r .  3 YN. 5 Yr.. 

m n &  piu, I P ~ r i a t i W  ar ol WMWB 
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BETA 60 (lW=Marknl) 

Rnancld Slnnglh 

Prlce srablllty 

Price Growih P m L l s n w  35 

SALES PER SH 
"CASH FLOW" PER SH 

. .. - 
ANNUAL RATES 

ol change (poersham) 5 Yn. I Yr. 
sales -3.5% -145% 
"Cash RoiV 125% -360% 
Earnings -28 5% 
Din'dands - - 
Bwk Value 10% 4959; 

12131/06 315 385 388 
12/31/07 I 
12131103 12 
12/31104 23 27 27 A9 126 
12/31/05 .22 23 22 23 90 
12/31/06 23 24 25 2 5  

sndar 1 19 29 39 
2 W 3 I -  - - - 

INSTlTLFllONAL DECISIONS 
49'05 19'06 29'06 

to B y  22 20 17 
IO 5011 14 15 10 
HldslWOI 67.22 5497 5589 

Prn em, Plan1 1 Equip, at arsl 
Aawn Deprecialion 
Ne1 Pmperty 
OUler 
Told Assotc 

LlABlLmES (Irnlll.) 
/\cds Payable 
Deb1 Due 
OLher 
Current Llab 

induslrinl wd commercrcidl spplica(ions. Through its Aeru- 
31 4 364 - - space and Defense Group, the company offers its capabili- 
181 210 _. 
l3 154 21 ties in magnetics, precision optics, precision machining, and - -  165 72.6 3 subsystems integration to space and defense original equip- 
8 5 ~  1562 1654 ment manufacturers (OEMs) Through its Commercial 

Products Group, Axsys makes and sells components, sub- 
systems, and systems to high-performance OEMs and end 

6 5  1 4  .O users serving the electronics capital equipment, data stor- 
- _ _  166 239 235 age, and digital imaging markets. It operates primarily in the 
24 5 31 9 31 8 United States and Europe. Hns 749 employees. Chairman & 

C.E.O.: Steohen W. Bershad. Inc.: DE. Address: 175 Capital 
Boulevard,'Suite 103, Rocky Hill, CT 06067. Tel.: (860) 
257-0200. Internet: http://www.axsys.com. LONG-TERM DEBT AND EQUrrY 

8S Of 9130/06 

Total Debt NDne 
LT hpbt None 
lncludlng Cap. Loaaos None 
Lsiasi,  Unrapltallzad Annual rentals NA 
Penalon Uablllly I6 mlll. in '05 v9 S 6 mil In '04 

Wd Stock None 
Common Slack 10,638,572 shares 

Due In 5 Yn. None 

Pld Dlv'd P8ld None 

(1WX of CSP'l) 

A. 0. 
December I .  2006 

TOTALSHAREHOLDERRETURN 
Dividends plur ~pprsc'ntiCn 0s ol7MlflWB 

3 Mos. 6Mos. 4 Yr. 3 YR. 5 YR. 

0.31% 3.03% -8.59% 76.58% 17524% 

http://www.axsys.com
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2W5 
2WB 

_ _  
Exhibit MJB-17 

-I_ - - - - - - 

Page 4 of 10 

BETA 50 (100=M 

'rice Stability 

Prla Growth Ponlatona €4 

ANNUAL RATES 
of change {per sham) 5 Yn. 1 Yr 
Sales 40% 4 5 %  
"Cash Flow" 275% 140% 

Dmdendr - - 
Book Value 130% 160% 

Earnings - 20 5% 

2/31/04 621 705 781 2757 
2131/05 735 762 791 716 3044 
2/31/06 682 673 61 6 
2/31/07 

2/31/03 
2131104 23 24 25 31 103 
2/31/05 23 36 34 31 124 
2/31/06 .16 02 M) .I4 

e& I QUARTERLY DMDENOS PAID 

2/31/071 .13 .I4 

INSTITUTIONAL DECISIONS 
49'05 19'06 29'06 
13 12 9 
4 11 I 1  

Hlbs(000) 3860 3745 3497 

lo Buy 
LO sen 

.--- 
2M6 Y a k  Ute """p hc. Al rp re& f w  
HE WBLISHER IS NOT R SF'ONSISL FOR ANY ERRORS 
1 may be r a p o d d  l t w  sued u nmnkled h my* 

ASSETS ($mill.) 
Cash Assets 
Recaivables 
lnvenlory (FIFO) 
ather 
Currenl Assets 

~ r n  eny. flani 
Equlp. at cnd 

h m  Depreciation 
Net Pmpdrty 
Other 
Total Assets 

ZOM 
.9 

94.1 
"0 
5.7 

100.7 
- 

50.2 
36 1 
22 1 
82.3 

205 I 
- 

2005 
1 0  

93 1 
0 

1.5 
05 6 
- 

32 3 
20 0 
12 3 
19.9 
187 8 
- 

.. .. 
12 2 
17.7 
175 8 

___ 

LlABlUTlES ($mill.) 
hCd3 pavable 20.6 25.7 21.1 
Debt Due 18.4 102 7.9 

38.1 44.9 36.8 Other 
Current Liab 77.1 80.8 6 5 4  

- - -  

LONG-TERM DEBT AND EPUlTY 
as of EJ30106 

Total Debt 523.4 mill 
LT Debt $15.5 mill. 
including C q .  Leasst NA 

LO~WB, Uncapildlred Annual rentals N4 

Penalon U.blllly $!i 3 mill h '05 y6. $11 3 mll in '04 

Pfd Stock None 

Due In 5 YR. NA 

(17% of Csp'l) 

Pfd Dlv'd Paid Npne 

.~ ~ 

vicca, and Mctrigraphics. Thc Systcms an'd Scwiccs scg- 
ment provides technical and IT solutions that include 
operation and maintenance of business intelligence systems, 
defense program acquisition management services, training 
and performance support systems and services. and IT 
infrastructure services. The Mehigraphics segment develops 
and builds components for original equipment manufactur- 
ers. In September, Dynamics Research wos awarded a new 
task order, worth at $1 million, to provide development~~l 
research supporting the General Item Unique Identification 
program for the Air Force's Air Logistics Center at Hill Air 
Force Base, Utah. In October, Dynamics Research entered 
into a $50 million revolving credit facility. Has 1822 
employees. C h m n . ,  C.E.O., Pres. & C . O . Q . :  Jnmes P. 
Regan. Inc.: MA. Address: 60 Frontage Road, Andover, MA 
01 8 10. Tel.: (978) 475-9090. Internet: http://w.drc.com. 

E.B. 

No vembrr I?, ZOO6 

TOTALSHAREHOLDERRETURN 
Dividemlt p/Ur W W S f k V I  BE d fMfl?m 

Common Stock 9.251.912 share9 3 Yon. 6 YOS. 1 Yr. 3 Y n .  5 Yn .  



ITEM I/ 2 8 /  YAtiL 3 Ut  L U  

SALES ($MILL) 

DEPRECIATION ($MILL) 
NET P R O M  (WILL) 

WORKING CAP'L (WILL) 
LONG-TERM DEBT (WILL) 

OPEJWING MARGIN 

INCOME TAX RATE 
NET PROFIT MARGIN 

SHR EQUITY ($MILL) 
RETURN ON TOTAL CAP'L 
RETURN ON SHR. EClUllY 
RETAINED TO COM EP 
ALL DlV'OS TO NET PROF 

__ _ _  . 
Exhibit MJB-I 7 

8 5 5  933  101 6 1045 126 1 1397 151 5 1552 - Beid npum 
102% 133% 14.9% 303% 27.7% 273% 27.9% 28.7% - .R C D I U M I U S  

4 5  4 4  4 4  4 7  3 4  3 4  4.1 3 4  - swnfngr 
4.1 5 4  1 4  6 1  7.9 102  120 14 2 - vrflmahr 

258% 41 5% 41 6% 424% 459% 426% 41 0% 373% - #nd,udnpLe - ruentprhsu.  4 8 %  5 8 %  7 3 %  59% 6 3 %  7 3 %  7 9 %  91% 
3 2 6  266 2 4 0  31 8 4 4 7  576  7 9 0  9 3 8  - P/E nuol 
16 1 4 1  2 1 2 2 - 1 - 
5 8 3  602 6 5 3  7 0 5  8 3 8  9 5 2  117.0 1332 I 

5 9 %  8 9 %  114% 87% 9 5 %  107% 103% 108% - 
7 0 %  9 0 %  114% 8 7 %  95% 107% 103% 107% - 
7 0 %  9 0 %  11.4% 6 7 %  9 5 %  107% 103% 107% - 
- - - - - - - - 

Page 5 of 10 

nrcal 

1331104 
12/31/05 
12/31/06 
12/31/07 

Y D ~ I  

QUARTERLY SALES (Smlll.) 

388 396 380 35 1 
392 399 372 389 
420 417 433 

i a  za 39 m 

ANNUAL RATES 

ondar 

2003 
2ow 

20w 

O/ GhEllge @I 
Sales 
"Cash Row" 
Earnlngs 

Book Value 
Dividends 

1Q 2P 39 4P 
- - - - 

2 0 & - - - -  
- - - - 
- - - 

'share) 5 Yo. 
7 0% 
6 5% 

12 5% 

10 5% 
- 

.ll 

12/31/07 

1 Yr. 
1.5% 
8 0% 

15 0% 

12.5% 
- 
- 
Full 
roar __ 
I51 
55 2 

- 
Full 
Year 

"64 
71 
81 

__ 

- 
Full 
Year - - 
- - 
- 

4W05 l a 0 6  ZWOB 
~  BUY 34 29 32 

Lrr sa 18 34 29 
HIGrlOW) 11752 11624 11459 

ASSETS (tmln) zoo4 1005 9129105 

Inventory 0 0  7 

Cash Awls 600 688 54.0 
Racalvables 386 462 514 

49 5 1  5 1  MhEf 
cum3nt Aw;eLs 1035 1202 1112 

_ _ - -  

Pmpeny, Plant 
-5 Equip. 8t Cos1 66.2 68 1 .. 

A m m  Depreciation 360 383 - -  
NEI Property 302 298 298 

10.4 14.2 L 7  @her 
Tolal Ass& 1441 1842 1587 

- -  

L4ABiUI1ES (Smlll.) 
Acds PaVablE 3.1 3 0  58  
DaM Due 0 "0 .o 
Mhw 

I__ 21.4 234 22.1 
Current Uah 245 264 210 

L0NG;IERM DEBT AND EQUITY 
as of 8128108 

Tolal Debt NME 
LT Dobt None 
Including Cap. Loasor None 
Loaios, UwpltiBzed Annual rsnlals NA 

DW In 5 Yo. None 

Penrlon Uabillty Nons in '05 a. Nane in 'M 

Pfd Slock Npne Pld DNd Pnld None 

Common Stock 14,920,571 shsrea 
(1WK of Car'l) 

BUSINESS: Exponent, Inc. operates as an engineering 
and scientific consulting company that provides solutions to 
problems facing indusky and business. Its services include 
analysis of product development or product recall, regula- 
tory cornpliancc, discovcry of potential problcms rchtcd to 
products, people or property, and impending litigation, as 
well as the development of technical new products. n e  
company also offers the services through a practice-focused 
format in the areas of Biomechanics, Civil Engineering, 
DatalRisk Analysis, EcoSciences, Electrical Engineering, 
Environmental Science, Food & Chemicals, Health and 
Epidemiology, Human Factors, Human Health Risk Assess- 
ment, Industrial Structures, Mechanical Engineering & 
Materials Science, Technology Development, Thermal Sci- 
ences, and Vehicle Analysis. Exponent serves clients in 
automotive, aviation, chemical, construction, energy, gov- 
ernment, health, insurance, manufacturing, technology, and 
othcr scctors. Has 785 cmployccs. Chairman: Lcslic G. 
Denend. Inc.: DE. Address: 149 Commonwealth Drive, 
Menlo Park, CA 94025. Tel.: (650) 326-9400. Internet: 

December 8, 2006 

http://www.exponent.com. A.Z 

TOTAL SHAREHOLDER RETURN 
Dividends @us apprsdalwr os of fWl~oo6 

3Moi. 6Mas. 1 Vr. 3 Yra. 5 vra 
14.85% 11.21% 25.61% 71.32% 262.36% 
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Technical 3 A n w  

BETA 60 (la0 = Msr*el) 

P r l u  Growlh Penlrlincd 60 

SALESPERSH 2535 2704 2833 3792 4312 4744 51 84 5523 5734 
"CASH F L O W  PER SH 230 256 266 322 357 419 427 528 439 
EARNINGS PER SH 73 86 108 1.47 159 1.95 205 282 178 NAMA 
DNDS DECL'D PER SH 2 6  28 .31 32 35 36 .42 44 .44 
CAP'L SPEHDINQ PER SH 187 2 15 235 493 589 435 597 4.77 376 
BOOK VALUE PER SH 831 937 918 11 26 1247 1409 15.79 1823 1984 
COMMON SHS OUTST'G (MILL) 601 590 590 501 491 4.95 503 506 507 
AVG ANN'L PIE wno 187 11 9 9 0  8 3  102 9 6  126 9 0  13 3 NANA 
RELATIVE PIE wIno 97 68 59 43 56 .55 87 48 .71 
AVG ANNL DWO YIELD 19% 27% 32% 26% 22% 1.9% 16% 1.7% 1.9% 
SALES [$MU) 1522 1596 1672 1900 211 8 234.9 2609 2792 291.0 Boldf fgufw 
OPERATING MARGIN 126% 128% 128% 120% 314% 32.5% 31 5% 309% 318% ancunssnrua 
DEPRECIATION (WILL) 9 3  9 9  9 6  8 6  9 6  11 0 11.0 121 13 1 *arnlnga 

INCOME TAX RATE 333% 363% 355% 345% 348% 335% 333% 249% 32 1% and,ualngfhe 
NET PROFIT MARGIH 30% 32% 36% 40% 38% 42% 40% 5 2 %  31% rwmlprfcw. 

NET PROFlT (WILL) 4 5  5 2  6 1  7 6  8 0  9 8  105 1 4 6  9 2  UtlmplU 

WORKING CAP'L ($MILL) d85 d96 3 1 dlO9 d14 9 d14O d208 d212 d185 PIE RUlM 

LONG-TERM DEBT ($MILL) 355 264 308 282 402 380 384 32 7 34 1 
SHR. EQUITY [$MILL) 499 553 542 565 61.2 698 795 922 1007 
RETURN ON TOTAL CAPL 71% 78% 86% 105% 91% 104% 100% 128% 79% 
RETURN ON SHR EQUITY 91% 93% 112% 134% 130% 14.0% 132% 158% 91% 
RETAINED TO COH EO. 58% 83% 80% 105% 10.2% 115% 106% 134% 69% 
ALL DWDS TO NET PROF 36% 32% 29% 22% 22% 18% 20% 15% 24% 
Holm No nn8ivv.l s8tlmatsa wallable 

ANNUAL RATES 
olehangs (per shamJ 5 Yrc. 1 Yr. 
saios 120% 40% 
"Cash Flow" 105% 170% 
Earnings 145% 370% 
Dividends 75% - 
Book Value 125% 90% 

62 8 

05131/03 58 ; 44 .6 1 

Year I 1Q ; 
51 

endu 49 

INSTITUTIONAL DECISIONS 

- 
Full 
rear 

'60 9 
'79 2 
'91 C 

Full 

1.95 
2 05 
2 82 
1.78 

- 

__. 

ram - 

- 
Full 
Y S U  

38 
44 
44 
.44 

- 

- 

49'05 1906 ZP'06 
to Buy 8 11 14 
to aeii B 10 7 
Hld's(W0) 1867 1911 2116 

ASSETS (tmlll.) ZOO5 2M)6 WlUOI 
cash Assels 3 8  .3 
Receivables 12 15 1.4 
lnvenlow (FIFO) 4 6  48 51 , .  . 
Olher - 3.7 -5.0 5.0 
Current Assets 98 12.1 118 

Pro eny. plan1 
BEquip, atcosl 257 7 270.3 I. 

AccurnDeprecialion 1095 1159 -. 
Nal Property 1482 1544 1543 

Tdal Asselr 1656 1753 1766 
Other - 7.8 & 8.3 

LIARILFTES [Smlll.) 
A d s  Payable 12% 103 11.8 
Debt Due 81 9.3 92 

Cunenl Liab 310 306  30.8 
Olher - 10.1 - 11.0 .- 10.0 

LONG-TERM DEBT AND EQUITY 
.I of 9114/06 

TOM Debt $41.3 ml8. Our In 5 Yrs. NA 
LT Debt $32 1 mi@. 
lmludlnp Cap. Leusr NA 

L~~IBs. Uncapltslkad Pnnual nnMs NA 
(24% of Cap'l) 

Panilon LlrblUly None n 'OB vs NOM in '05 

Wd SI& Nom 

Common Stock 5,078,531 shares 

phl Dlv'd Piid None 

(76% d Capl) 

BUSTNESS: Frisch's Restaurants, Inc. engages in the 
operation and licensing of full service family-style restau- 
rants under the name "Frisch's Big Boy"; and operation of 
grill buffet style restaurants under the name "Golden 
Corral". As of Scptcmbcr 19, it opcmtcd 90 Big Boy 
restaumts and 34 Golden Corral restaurants, as well as 28 
Big Boy restaurnnts that were licensed to other operators. 
These restaurants are located in Ohio, Indiana, Kentucky, 
and Pennsylvania. Big Boy restaurants feature various 
items, such as the hamburger sandwich, onion rings, and hot 
fudge cake. Menu selections also include sandwiches, pasta, 
roast beef, chicken and seafood dinners, desserts, nonalco- 
holic beverages, and other items. The Golden Corral con- 
cept offers various buffet items, including fried and rotis- 
serie chicken, meat loaf, pot roast, fish, and a carving station 
that rotates hot roast beef, ham, and turkey. Has about 9000 
employees. C.E.O. & President: Daniel W. Geeding. Inc.: 
OH. Address: 2800 Gilbert Avenue, Cincinnnti, OH 1.5206. 
Tel.: (513) 961-2660. Internet: http://w&iscbs corn. 

L. I! 
December 8, 2006 

TOTAL SHAREHOLDER RETURN 

3Mos. @Mor. 1 Yr. 3 Y n .  5 Y n .  

DMdondspruraWellonwd10/31/2006 

~- 
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SALES PER SH 
"CASH FLOW" PER SH 
EARNINGS PER SH 
DWDS DECL'D PER SH 
CAP'L SPENDING PER SH 
BOOK VALUE PER SH 
COMMON SHS OUTST'G [MILL) 
AVG A"'L P/E RAVO 
RELATNE PIE RATIO 
AVO ANNL DWD YIELD 
SALES ($HILL) 
OPERATING HARGlN 
DEPRECIATION (WILL) 
NET PROFIT ($MILL) 

WORKING CAP'L (WILL) 
LONG-TERM DEBT ISMILL) 

INCOME TAX RATE 
NET PROFIT MARGIN 

Exhibit MJB-17 
Page 7 of 10 

4.71 4 9 3  6.15 5.74 7.90 
.77 "60 .60 .42 .42 
53 52 .45 .I9 .12 - - - - 
"04 .15 .17 2 6  "20 

1.42 1.18 1.40 1.34 1.38 
17.66 18.28 15.58 14.70 14.74 
21 9 15 8 ? 6 4  291 39 1 

1.14 3 0  1.07 1.49 2.14 - - - - 
83.2 90.2 95.9 84.4 116.4 
23.8% 17.9% 13.8% 9.2% 6.1% 
3.3 1.9 1.9 3.2 4.3 

10.3 9.1 7.5 3.0 1.8 
39.3% 389% 36.8% 37.0% 39.0% 
12.4% 10.1% . 7.6% 3.5% 1.6% 
18 8 17.4 1 8 8  14.3 12.8 

1.4 1.2 1.1 1 .o 1.1 

PERFORMANCE 4 &&& 
Technical 4 A%%& 

SAFETY 3 A v s w  

BETA 60 (1 W =  Merkel) 

-~ 
Financial Sfrsnglh B+ 

Price StaMllty 35 

Pdce Growth Persistence 20 

Emlngr  Pmdictablllty 35 

66 
51 - 
"29 

1.95 
14.98 
11 7 

.67 

.89 1 3 2  - 
64 .96 i .osk8 ~ . Z S ~ / N A  - - - 
20 .41 - 

3.71 5.49 - 
17.22 18.93 - 
l A  8 187 i 9 f  i6 UNA 

-78 .99 - - 
125.8 

11.7% 
2.3 

ANNUAL RATES 

- - 
145.7 190.7 - t w d  nvm 

14.5% 17.5% - am CVnJMWI 

4.9 6.6 -- oarnlngs 

orchangs [per sham) SYrs. 1 Yr. 
sales 115% 190% 
"Cash Flow" EO% 485% 
Eammos 70% 500% 

IR. E9UlM ($MILL) 
PJRN ON TOTAL CAP'L 
ZTURN ON SHR EPUITY 
3AINED TO COM E 9  
.L DN'DS TO NET PROF 

D.ddOl;dS - - 
B w k  Value 230% 480% 

25.1 21.5 21.8 19.7 20.4 
39.4% 40.7% 33 5% 14.7% 9.0% 
41.0% 42.3% 34.4% 15.0% 9.0s 
41.0% 42.3% 34.4% 15.0% 9001 - - - - I 

12/31/06 
12/31/07 

Fiscal 
Year 

12/31/03 
12/31/04 
12/31/05 
12/31/06 
12/31/07 

cat- 
ondar 

2 ~ 3 -  
2m 
2005 
2008 

- 

ASSETS [$rnlll.) 
Cash AsMls 
RewNablfIs 
lnvanlofy (FIFO) 
Dlhor 
Cwrent Assets 

Pmpeny,,Ranl 
& Equip. at cost 

Accum Depreciation 
Nsl Property 
Olhar 
Total Assets 

LIABILITIES ($mliL) 
A& Payable 
Debt Due 
War 
Cwranl Liab 

507 567 

EARNINGS PER SHARE Full 
19 29 39 49 Year 

.OB .12 17 .16 51 
10 "15 21 18 64 
15 26 30 25 96 
15 28 .33 .29 

.?J 
OUARTERLY DMDENDB PAID Full 
19 29 39 49 Year 

- - - -  
- - - - - - ". - .. - 
- - - 

20M 
21.4 
29.7 
12 6 
7.0 

70"7 
__ 

28 7 
13 1 
15.6 
632 

149.5 
- 

9 2  
4.2 

26.8 
40 2 
- 

2005 
47 6 
334 
18 0 
12 4 

111 4 
- 

357 
17 6 
I 8  1 
62.1 

191 6 
- 

9 2  
5 3  

29 6 
441 
- 

WJOJOE 
35.1 
385 
17 9 
10.5 

102 0 
- 

_. .. 
20.9 
65.2 

188 I 
- 

96 
6.8 

32.0 
48.4 
- 

LONG*TERM DEBT AND EPUlTY 
as of 6n0106 

Tolsl Debt 919.2 mill. 
LT Deb1 $12.4 mlll 
Including Cap. Laasor NA 

Lenses. Uncaplfalhed Annual rent& NA 
Pinslon Llnblllty None In '05 vs None in 'M 

Wd SlDck Nm 

Common Stock 18.18A.EF4 iha(r6 

Due In 5 Yn. NA 

(1 1% of Cap'l) 

Wd Dlv'd Pdd Nm 

(E9X of Capl) 

and i ~ y ~ t x h r n ~ y - t  6 rtirdy b * s a w s  
hw g d q  am&brgarqpir 

ne& is m a d  fmn m bplieved 10 be 

7.; ~ 10.4 ~ 18.4 ~ ; I 
38.0% 39.0% 33.0% 
6.1% 7.1% 9.7% 

21.5 30.5 67.3 
20.8 14.5 

29.2 64.0 104.0 
26.1% 12.4% 16.0% 
26.1% 16.3% 17.7% - 
26.1% 16.3% 17.7% - 

BUSINESS: LoJack Cop. develops and markets the 
LoJack Stolen Vehicle Recovery System (LoJack System), a 
patented system, which comprises a registration system, a 
sector activation system, and vehicle tracking units. It also 
ofkrs LoJack Early Wanling recovery system, which pro- 
vides early notification to vehicle owners in the event of 
unauthorized user operating the vehicle. In addition, the 
company offers Boomerang Tracking System, which con- 
sists of R cellular band radio frequency trnnsponder with 
antenna, microprocessor, and power supply; Boomerang2 
Unit, a product that builds upon the Boomerang Ilnit by 
integrating two-way communications and diagnostics lo 
provide automatic IheR notification; Water Resistant Boo- 
merang Unit for installation on construction equipment and 
marine crafts; and Portable Boomerang Unit for installation 
in special applications. Has 890 employees. Chairman & 
C.E.Q.: Joseph E Abely. Inc.: MA. Address: 200 Lowder 
Brook Drivc, Suite 1000, Westwood, MA 02090. Tel.: (781) 
251-4700. Internet: http://www.lojack.com. 

A.  0. 
Ociober 6. 2006 

TOTAL SHAREHOLDER RETURN 

3 Moa. 6Mos. 1 Yr. 3 Y n .  5 Y n .  

Dividsnds pros amdnfhm 8s of W1ffW6 
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SALESPERSH 
1 74 1 82 1 3 1  247 75 223 "CASH FLOW' PER SH 

EARNINGS PER SH 60 65 06 105 d 79 54 do6  202 NA 
owos OECL o PER sn - .13 13 - - I - - - 
CAP'L SPENDING PER SH 1.14 2 5 3  2 5 3  166 1 4 5  94 1 5 7  233 - 
BOOK VALUE PER SH 8 6 9  923 9 16 1020 8 7 2  994 9 9 1  1257 - 
COMMON SHS WTST'G (MILL) 7 10 7 20 7 2 0  720 7 2 0  7 2 0  7 2 3  7 2 5  

NA/NA 

1 6 7  2 3 5  NMF 21 3 - 43 0 - 16 3 NA NA/NA 
R E I A T M  PIE RATIO 97 134 NMF 1 0 9  - 2 45 - 97 - AVG ANKL PIE wno- 

SALES ($MILL) 1437 1470 1415 1616 1555 1687 1509 1829 - Bold ffguros 

INCOME TAX RATE 178% 326% 31 3% - 403% - 37 5% 

WORKING CAP'L ($MILL) 1 8 9  1 3 0  1 9 3  255 2 5 5  236 11 2 8 9  - PIE n U o .  

RRVRN ON TOTAL CAP'L 6 8 %  61% 1 6 %  82% NMF 5 4% - 
RETURN ON SHR EQUITY ~ 6 9% 7 0% 7% 10.3% NMF 54% NMF 16 0% - 
RETAINED TO COM E 9  6 9 %  57% NMF 103% NMF 54% NMF 16 0% I 

ALL OIY'OS TO NET PROF - 19% NMF - - - - - - 
N D ~ O  NO analvet s s ~ m s l n  av8llabla. 

- 8% 6% - - - - - - 
125% 127% 9 5 %  90% 3 6 %  126% 5 7 %  166% 

AVG ANN'L D N D  YIEU, 

OPERATING MARGIN 
DEPRECIATION ($MILL) 6 2  
NET PROFIT ($MILL) 4 3  4 7  5 7 6  d5 7 3 9  d 5  146 

NET PROFIT MARGIN 

LONGERM DEBT ($MILL) 2 3 6  256 41 0 396 4 3 3  230 1 4 0  103 - 
SHR. EQUITY (WILL) 6 2 5  6 6 4  6 5 9  734 6 2 7  71 5 71 6 91 2 - 

- amconsensus 

- osNm8fes 
- and, uslnp the 

3 0% 32% 3% 47% NMF 23% NMF 6 0% - rocsntprkss. 

8 5  9 0  102 11 1 122 1 0 0  143 - u r n l n p  

1% 14 6% 

_ _  - - 
Exhibit MJB-17 

Page 8 of 10 

Earnings 140% - 
DMdendS - - 
Bwk Value 35% 270% 

Rscal QUARTERLY SALES ( fmll l )  Full 
Year 1Q 2 9  3 9  4Q Yea1 

'12/31/al 406 300 346 457 15Oa 
12/31/05 378 51 1 4 4 1  499  1629 
12/31/06 590 336 
12/31/07 

I 

nrul EARNINGS PER SHARE Full 
Year 19 29 3 9  49 Yaar 

12/31/03 609 d56 f 12 07 .54 
12/31/04 21 d 3 3  d30 36 do6 
12/31/05 17 90 28 67 2M 
12/31/06 188 d36 

. ... ~~ . 
Inventory (LIFO) l5 173 2l.3 

Current Assels 

Pro rty, Planl 
k u i p ,  alms1 240.5 2363 .- 

Nal Pmperiy Depreclalion 'i:;: '$; lli,i 
19.6 39.7 50.0 mer 

Tat4 Assets 1609 iw,o 2097 

LIABILITIES ($mill.) 

'ti "48 14.: 
A& Payable 
DeM Due 
other 20.2 21.3 29.0 
current Uab 36.2 405 442 

mer - 4::i .- 4E - 2 

- - -  

LONG-TERM DEBT AND EQUITY 
as of W30106 

Total Debt $19.3 mill Duo In 5 Yrs. NA 

ANNUAL RATES 

--,. - 
engages in the growing, packing, processing, and markcting 

company primarily consist of Maui Gold and Hawaiian 
Gold, which nre sold ns whole fruits; Chnmpnkn, which is 
used for canning; and organic pineapple. It also sells 
pineapple juice, and pineapple juice blended with orange 
juice, and canned pineapple products. The company sells its 
products to grocery chains, food processors. wholesale 
grocers, and wholesalers in the IJnitcd States and intema- 
tionally. The company is also involved in the operation of 
Kapalua Resort, which includes three championship golf 
courses, a tennis facility, a vacation rental program, retail 
outlets, and regulated water and sewage lransrnission op- 
erations. In addition, Maui Land &Pineapple engages in the 
real estate entitlement, development, consbuction, and sales 
and leasing activities. Has 1275 employees. Chairman, 
C.E.O. & President: David C.  Cole . Inc.: HI. Address: 120 
Kane Street, P. 0. Box 187, Kahului, Maui, HI 96733. Tel.: 

of processed pineapple. The pineapples grown by the 

of change (per sham) 5 YR. 1 Yr. 
Sales 30% 20.5% 
"Cash nrm" 90% 1995% 

LT Debt $18.9 mill. 
Includlnu Cap. Lease6 NA 

Leases, Uncapltallred Annual rentals N4 
(15% of Cap'l) 

(808) 877-335 I ,  Intemef: http://www.mauiland.com. 
L,. ]I -~ 

October 27, 2006 

12/31/07 

2003 
2 m -  - - 
2 w 5 -  - -  - 
2005 - .. - 

INSmUTIONAL DECISIONS 
40'0s 10'06 zw06 

to Buy 22 14 21 
to son 7 19 14 
Hld's(WO\ 1168 1308 1452 

ASSETS (ImlR) ZOM 
cesh Assels 
Rsosivables 

- 
TOTAL SHAREHOLDER RETURN 

Pfd Stock None 

Ponrlon UablUly $29 8 mil. m '05 vs $33 t rrul In 'M 

Pld DWd Pild Nanr I- Dividends Nus eppntdaikdI BS d PnMODg 

\"". YP - ', I -21.51% -21.40% - -1.20% 14.73% 48.35% 
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Exhibit MJB-17 
Page 9 of 10 

BIJSINESS: Patriot Transportation Holding, Inc. and its 
absidiaries engage in the transportation and real estate 
wsinesses in the Southeastern and mid-Atlantic states. The 
:ompany’s Transportation segment conducts its business 
lhrough two wholly owncd subsidiarics, Florida Rock & 
Tank Lines, Inc. and SunBelt Transport, Inc. Florida Rock 
& Tank Lines hauls petroleum-related liquids and other 
liquids, and dry bulk commodities by tnnk trucks. SunBelt 
Transport hauls building and construction materials on 
flatbed trailers. This segment primarily serves customers in 
the petroleum, and building and construction industries. The 
company’s Real Estate segment acquires, constructs, leases, 
operates, and manages land and buildings. This segment 
also owns real estate, which is leased under mining royalty 
agreements or held for investment. Has 925 employees. 
Chairman: Edward L. Baker. Inc.: FL. Address: 1801 Art 
Museum Drive, Jacksonville, FL 32207. Tel.: (904) 396- 
5733. Internet: http:Nwww.palriolh.ans.com. 

I ANNUAL RATES I ASSETS 1SmlW.l 20M 2005 MOJO6 

~ i ~ ~ ~ l  QUARTERLY SALES ($mill.) FUN 
Year 3Q Year 

0913OIM 27.9 28.6 297 29.6 115.8 
0~30105 314 32.1 33.1 344 131 o 
n m m  354 35.6 378 

2 3 0  7 
9 1  117 109 

.6 8 8 
202 4 1  4.5 _ _ _ -  

Sdles 
“Cash F I N  
Earniws 

PI nY- Plan1 
YEqulp, at cost 224.2 246.7 

AcamDeprsclaSon 75.2 81.8 - -  
Net PmWW 149.0 164.9 1860 
Other 6.3 9.2 
Total Assels 1854 1937 7125 

____ 
30.1 19 6 16.9 

LIABILITIES (Smlll 1 
0%0107 

Flscel EARNINGS PER SHARE Full payable 3 1  

12 3 
23 1 

Year I Q  ZQ 39 49 Year D ~ M D ~ ~  77 
- 0S/SW03 30 20 44 34 128 ‘Iher 

OS/30/00 44 44 64 53 205 CNfBntLlab 
OW30105 56 52 70 72 250 
09130lG6 62 56 59 

-- - as of M O l O B  09130107 LONG-TERM DEBT AND EQUR 

cat. QUARTERLY DIVIDENDS PAID Full 
endsr 19 ZQ 39 49 Year ~0tdDebt$597rniil 

’ LT Debt $57 2 mill - - - - - 

5.7 5.3 
2 4 2.5 

162 190 
8.11(.2 

Y 

Due in 5 Yn.  EIA 

TOTAL SHAREHOLDER RETURN 
DivMnds plus apprsdellon as of MMWB 

6 6 I Common Stodc 3.011.789 shW3 
I O  son 5 B (67% of Cap11 



i , d w  i v i o i  NO wnm 
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11lWt) INVld  UN 
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DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

288. With reference to page 31, lines 7-27, and Exhibit MJB-19, please provide copies of all 
data and source documents used in the construction of Exhibits MJB-19. Please provide 
the data used in the Exhibit in hard copy and electronic formats (Microsoft Excel), with 
all data and equations left intact. 

RESPONSE: 

The data used to construct Exhibit MJB- I9 was obtained from Natural Gas Industrv S u m a r y  
Quarterly Financial & Common Stock Information , Edward Jones Co., December 3 1,2006. A 
copy of this data is attached. 

Responsible Witness: 

Martin J. Blake 
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DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

289. With reference to page 31, lines 16-18, please provide all data and show all calculations 
of the Delta’s interest coverage of 2.66X. Please provide the data and calculations used 
in hard copy and electronic formats (Microsoft Excel), with all data and equations left 
intact. 

RESPONSE: 

The fomiula that I used to calculate interest coverage was: 

Times Interest Earned Ratio = (net income + interest) / interest 

The calculation of the 2.66 TIER is shown in the attached spreadsheet. I was not sure how 
Edward Jones made the interest coverage calculations in its report, so I performed three interest 
coverage calculations. All three calculations used a net income of $6,126,598, which was 
calculated by applying a 12.1 % return on equity to the equity component of Delta’s capitalization 
structure. The first calculation, whch used interest on long term debt without debt expense 
amortization, resulted in the interest coverage of 2.66 that I used in my testimony. If debt 
expense amortization is included in long term interest expense, an interest coverage of 2.50 is the 
result. If short term debt expense is also used in calculating the interest coverage, an interest 
coverage of 2.23 is the result. Since I was not sure which interest concept Edward Jones used in 
its report, I used the highest value of interest coverage to be conservative. Regardless of which 
interest concept is used in calculating the interest coverage, Delta has one of the lowest interest 
coverages in the panel of fifteen natural gas distribution utilities even with a 12.1 % return on 
equity. 

Responsible Witness : 

Martin J. Blake 
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DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, IREQUEST FOR INFORMATION 
DATED 6/07/07 

290. With reference to page 32, lines 7-25, please provide: (1) a list of all utilities used in Mr. 
Blake in his gas group which have a CRS mechanism similar to that proposed by the 
Company; (2) for those companies identified in your response to subpart (l), please 
provide copies of the relevant sections of rate orders granting these gas companies a CRS 
mechanism; (3) please provide a list of all gas companies known to Mr. Blake in the U.S. 
that have a CRS mechanism; and (4) for those companies identified in your response to 
subpart (3), please provide copies of the relevant sections of rate orders granting these gas 
companies a CRS mechanism. 

RESPONSE: 

I did riot check to see if the natural gas distribution companies included in my panel had a CRS 
mechanism or similar rate stabilization mechanism that was currently in effect. I do not have in 
my possession the material that you are requesting. 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

291. With reference to page 35, lines 14-21, please provide copies of all studies known to Mr. 
Blake which suggest that a CRS mechanism as proposed by the Company does not affect 
the riskiness of a gas company. 

RESPONSE: 

I am not aware of any studies regarding the impact of a CRS mechanism on the risk profile of a 
natural gas company. However, in my testimony on pages 35 and 36, I made reference to a 
Mobile Gas case where the Alabama Public Service Commission, which has over 20 years of 
experience with rate stabilization mechanisms, does not have appeared to have reduced the 
allowed return on equity to account for a change in risk. 

Responsible Witness: 

Martin J. Blake 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL N Q U E S T  FOR INFORMATION 
DATED 6/07/07 

292. With reference to page 36-40, please provide: (1) a list of all utilities used by in Mr. 
Blake in his gas group which have a CEP mechanism similar to that proposed by the 
Company; (2) for those companies identified in your response to subpart ( I ) ,  please 
provide copies of the relevant sections of rate orders granting these gas companies a CEP 
mechanisni; (3) please provide a list of all gas companies known to Mr. Blake in the U.S. 
that have a CEP mechanism; and (4) for those companies identified in your response to 
subpart (3), please provide copies of the relevant sections of rate orders granting these gas 
companies a CEP mechanism. 

F3iSPONSE: 

I did not check to see if the natural gas distribution companies included in my panel had a CEP or 
similar demand side management program that was currently in effect. I do not have in my 
possession the material that you are requesting. 

Responsible Witness: 

Martin J. Blake 





DEL,TA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL,% INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

293. With reference to pages 36-40, please provide copies of (1) all studies kriown to Mr. 
Blake which suggest that a CEP mechanism as proposed by the Company does not affect 
the riskiness of a gas company. 

RESPONSE: 

I am not aware of any studies regarding the impact of a CEP mechanism on the risk profile of a 
natural gas company. 

Responsible Witness: 

Martin J. Blake 





DELTA NATIJRAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL m Q U E S T  FOR INFORMATION 
DATED 6/07/07 

294. Please provide electronic (Microsoft Excel) copies of the Exhibits MJB-2, -4, -5, -7, -8, - 
9 -12, -13, -14, -15, -18, -19. 

RESPONSE: 

Electronic copies of the exhibits are enclosed. 

Responsible Witness: 

Martin J. Blake 
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Exhibit MJB - 2 
Edward Jones Natural Gas Industry Summary Data 

Ranked by Total Capitalization 

Total 
12 Months Capitalization Precent 

Ending (in $1,000) Equity 
Atmos Energy Corp. 9/30/2006 $ 3,828,460 43% 
AGL Resources, Inc. 
Peoples Energy Corp. 
Piedmont Natural Gas Company 
WGL Holdings,lnc. 
Northwest Natural Gas Company 
New Jersey Resources, Inc. 
Laclede Group 
South Jersey Industries, Inc. 
SEMCO Energy, Inc. 
Cascade Natural Gas Corp. 
EnergySouth, Inc. 
Delta Natural Gas Company 
RGC Resources, Inc. 
Energy West 

9/30/2006 $ 3,252,000 
9/30/2006 $ 1,736,156 
7/31/2006 $ 1,727,021 
9/30/2006 $ 1,471,760 
9/30/2006 $ 1,084,443 
9/30/2006 $ 953,994 
9/30/2006 $ 798,865 
9/30/2006 $ 791,191 
9/30/2006 $ 693,530 
9/30/2006 $ 287,250 
9/30/2006 $ 188,245 
9130l2006 $ 109,995 
9/30/2006 $ 70,495 
9/30/2006 $ 36,276 

49% 
48% 
52% 
63% 
55% 
65% 
50% 
55% 
30% 
43% 
59% 
47% 
57% 
52% 

Average $ 1,135,312 51% 
Median $ 798,865 52% 

Source: Natural Gas lndustrv Summarv Quarterlv Financial & Common Stock Information, 
Edward Jones Co., December 31,2006 
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Exhibit MJB - 4 
Historical Comparison of Allowed and Actual ROE 

Delta Natural Gas Company 

Return on 
Share holder Allowed 

Equity ROE Difference 
8.50% Black box settlement in last rate case 

I 1  30% Black box settlement in last rate case 
5.80% Black box settlement in last rate case 

1995 
1996 
1997 
1998 8.20% 11.60% -3.40% New Rates Effective Jan. 1998 

2000 1 I . I O %  1 I .60% -0.50% New Rates Effective Jan. 2000 
200 1 1 1 . I 0% 1 I .60% -0.50% 
2002 10.60% 11.60% -1 .OO% 
2003 8.60% I I .60% -3.00% 

I999 7.20% 11.60% -4.40% 

* 2004 7.90% 10.50% -2.60% New Rates Effective Oct. 2004 
2005 9.80% 10.50% -0.70 Yo 
2006 9.50% I O.5OYo -1 .OO% 

Mean 9.1 3% 

Data Source: 

The Value Line Investment Survey - Small and Mid-Cap Edition, Dec. 19, 2003 
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Exhibit MJB - 5 
Examples of the Impact of Leverage on Actual Return on Equity 

Example 1 
Cost Return Element in 

Capitalization Ratios Rates Dollars 
Equity $52,115,554 0.4036 12.50% $ 6,5 I 4,444 . -  
Debt $77,016,346 0.5964 7.00% $ 5,391,144 

$129,131,900 1 $ 11,905,588 

Assume $2,000,000 shortfall in earnings 

Actual Return on Equity - - $4,514,444 I $52,115,554 
8.66% - - 

Example 2 
Cost Return Element in 

Capitalization Ratios Rates Dollars 
Equity $65,857,269 0.51 12.50% $ 8,232,159 
Debt $63,274,631 0.49 7.00% $ 4,429,224 

$129,131,900 1 $ 12,661,383 

Assume $2,000,000 shortfall in earnings 

Actual Return on Equity - - $6,232,159 I $65,857,269 
9.46% - - 

Example 3 
Cost Return Element in 

Capitalization Ratios Rates Dollars 
Equity $129,131,900 1.0000 12.50% $ 16,141,488 
Debt $0 0.0000 7.00% $ - 

$129,131,900 1 $ 16,141,488 

Assume $2,000,000 shortfall in earnings 

Actual Return on Equity - - $14,141,488 /$129,131,900 
10.95% - - 
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Exhibit MJB-7 
U.S. Natural Gas Prices 

U.S. Natural Gas City Gate Price 
Wellhead Price (Dollars per 

Date (Dollars per MCF) MCF) 
NOV-2004 $6.21 $7.50 
Dec-2004 $6.01 $7.49 
Jan-2005 $5.80 $7.05 
Feb-2005 $5.74 $7.09 
Mar-2005 $5.95 $7.24 
Apr-2005 $6.58 $7.79 
May-2005 $6.24 $7.51 
An-2005 $6.09 $7.30 
Jul-2005 $6.71 $7.68 

AUQ-2005 $6.48 $8.20 
Sep-2005 $8.96 $10.26 
Oct-2005 $10.35 $12.16 
NOV,-2005 $9.91 $1 1.57 
Dec-2005 $9.08 $1 0.77 
Jan-2006 $8.66 $10.66 
Feb-2006 $7.28 $9.27 
Mar-2006 $6.52 $8.74 
Apr-2006 $6.59 $8.1 1 
May-2006 $6.19 $7.86 
XlLJn-2006 $5.80 $7.22 
Jul-2006 $5.82 $7.13 

Aug-2006 $6.51 $7.97 
Sep-2006 $5.51 $7.59 
Oct-2006 $5.03 $6.38 
NOV-2006 $6.43 $8.39 

Source: US. Depatment of Energy, Energy Information Administration 
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Exhibit MJB-18 
Unregulated Companies of Similar Size and Risk 

Five Year Total 2005 Return 
2005 Total Shareholder Returns on 

Assets (dividends plus shareholder 
Company Name Beta (Millions) appreciation) Equity 

American Dental 0.50 $ 170.7 266.62% 10.1% 
AMREP Corp. 0.55 $ 189.0 1139.61% 18.9% 
Axsys Tech 0.60 $ 156.2 175.24% 6.3% 
Dynamics Research 0.50 $ 187.8 -40.12% 15.4% 
Exponent Inc. 0.55 $ 164.2 262.36% 10.7% 
Frisch's Restaurants 0.60 $ 165.6 102.94% 15.8% 
Lojack Corp. 0.60 $ 191.6 265.67% 17.7% 
Maui LD & Pineapple 0.55 $ 186.0 48.35% 16.0% 
Patriat Transport 0.60 $ 193.7 343.69% 7.1 % 
York Water Co. 0.50 $ 172.3 171.22% 11.6% 

Average 273.56% 12.96% 
Median 218.80% 13.50% 

Delta Natural Gas 0.55 $ 144.8 60.02% 9.8% 

Source: The Value Line Investment Survev - Small and Mid-Cap Edition, various issues 2006 
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DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL RlEQUEST FOR INFORMATION 
DATED 6/07/07 

295. With reference to page 9, lines 1-1 1, and Schedule 8, please provide an electronic copy 
(Microsoft Excel) of Schedule 8, with all data and calculations left intact. 

RESPONSE: 

See electronic file index. 

Sponsoring Witness: 

John B. Brown 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

296. With reference to page 9, lines 1-1 1, and Schedule 8, please provide an electronic copy 
(Microsoft Excel) of all data and calculations used to calculate the Company’s long-term 
debt cost rate of 6.814%. Please show all debt issues, their amounts, issuance and 
retirement dates, their coupon interest rates, and all adjustments made to coupon rates to 
arrive at effective annual cost rates. 

RESPONSE: 

See electronic file index. 

Sponsoring Witness: 

John B. Brown 





DELTA NATIJRAL GAS COMPANY, LNC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

297. With reference to page 9, lines 1-1 1, and Schedule 8, please provide an electronic copy 
(Microsoft Excel) of all data and calculations used to calculate the Company’s short-term 
debt cost rate of 6.487%. Please provide details of all short-term lending agreements as 
well as how short-term borrowing rates are determined. 

RESPONSE: 

See electronic file index. 

Sponsoring Witness: 

John B. Brown 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

298. Please provide an electronic copy (Microsoft Excel) of Delta’s Response to PSC Data 
Request No. 3, Schedules 1 and 2. 

RESPONSE: 

See electronic file index. 

Sponsoring Witness: 

John B. Brown 





DELTA NATURAL CAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

299. Please provide the AGA study by Joutz and Trost cited on page 6 of Mr. Jennings’ 
testimony. 

RESPONSE: 

See response to PSC Second Request, Item 8. 

Responsible Witness: 

Glenn R. Jermings 





DELTA NATIJRAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

300. Please provide the data in Exhibit JB-2 on a weather-normalized basis. 

RESPONSE: 

The Company has not computed weather normalized volumes for this period. Billed degree days 
for the periods were as follows: 

2006 4,466 
2005 4,389 
2004 4,357 
200.3 4,601 
2002 4,583 

Sponsoring Witness: 

John B. Brown 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQTJEST FOR INFORMATION 
DATED 6/07/07 

301. Please provide any studies in the Company’s possession that compare the cost of gas for 
space heating, water heating and cooking with the cost of alternative fbels for these same 
purposes. 

RESPONSE: 

We have had no studies performed for us. We do compare rates sometimes to electric, but with 
high, volatile natural gas prices, we have not done this for awhile. We consider our competitive 
pluses to be our great service; our trained, well-equipped work force; the clean, efficient product 
we sell; the environmental advantages gas offers; and the heat (comfort) it provides compared to 
electric. 

Sponsoring Witness: 

Glenn R. Jennings 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

302. Please identify the beginning and end of year number of customers, new hook-ups and 
drop-offs each year for the last five years, separated by class of customer. Distinguish 
between retail and transportation customers. 

RESPONSE: 

See attached. 

Responsible Witness: 

John B. Brown 



Delta Natural Gas Company, Inc. 
Case No. 2007-00089 
AG 1st Request # 302 

~..,-,.~....",.._- -._ 
Hook-ups * 
I 

* Our system does not separate these out 
The number of transportation and retail customers fluctuates due to 
movement of customers between the two utility types. 





DEL,TA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERALJ’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

303. Please explain how revenue fiom off-system transportation benefits Delta’s other 
custoniers, as stated in the bottom lines on page 7 of Mr. Jennings’ testimony. 

RIESPONSE: 

The revenues froin transportation provide a portion of Delta’s revenue requirement, and that 
reduces the requirement needed from other customers. Without any such transportation revenue, 
rates to other customers would be much higher. 

Responsible Witness: 

Glenn R. Jennings 





DELJTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

304. Please identify the annual growth in transportation service during the past five years. 
Separate that growth between new customers or throughput and transportation service 
that has transitioned from retail service. 

RESPONSE: 

Fiscal Years Ended June 30 
2006 2005 2004 2003 2002 

On-System Transportation (Million Cu. Ft.) 5322 5273 5166 5299 4865 
% Annual Growth .9% 2.1% -2.5% 8.9% 2% 
% 5 Year Growth 9.4% 

- - - - - _ _ _  

The annual growth in On-System Transportation service is a result of increased volumes for 
existing on-system transportation customers and not a result of new customers or customers that 
have transitioned from retail service. 

Fiscal Years Ended June 30 
2006 2005 2004 2003 2002 

Off-System Transportation (Million Cu. Ft.) 8789 7194 7190 5396 4215 
% Annual Growth 22.2% . I% 33.2% 28% 50.9% 
% 5 Year Growth 108.5% 

- - - - - ~  

The annual growth in Off-System Transportation service is a result of increased production from 
existing producers as well as production from new producers. 

Sponsoring Witness: 

Glenn R. Jennings 





DEL,TA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

305. Please provide all information in the possession of the Company concerning the 
implementation of a CRS mechanism similar to Delta’s by the South Carolina legislature. 

RESPONSE: 

There is some information on this topic in response to AG First Request, Item 8. We talked with 
one utility in South Carolina and learned that their CRS mechanism was implemented through 
their state legislature. 

Sponsoring Witness: 

Glenn R. Jennings 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERALA’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

306. Please provide all information in the possession of the Company concerning the programs 
alluded to by Mr. Jennings on pages 14 and 15 of his testimony in the states of Alabama, 
Indiana, North Carolina, Oregon, New Mexico Utah, L,ouisiana, New Jersey, Missouri, 
California, Ohio, Maryland, Virginia, Minnesota and Idaho. 

RESPONSE: 

See Delta’s response to AG First Request, Item 8. 

Sponsoring Witness: 

Glenn R. Jennings 





DELTA NATUIZAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENEIIAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

307. Please provide all workpapers, studies, analyses or other documentation underlying 
Exhibit JJ3- 1. 

RESPONSE: 

See attached schedule. 

Responsible Witness: 

John B. Brown 



DELTA NATURAL GAS COMPANY 

Special Charge Cost Study 
Test Year Ended December 31. 2007 

RATE CASE 2007-00089 

Reference 
Exhibit JBI Description Amounts 

Labor hours are an average estimated by operations 
personnel 

(1) 

(2) OPERATIONS INFORMATION 

Operations net annual salary as of 12/31/06 less taxes & 
benefits 

Operations number of hours worked 

Avg ratelhr (formula = a / b ) 

(3) Depreciation for office equipment not included. 

The $3.00 cost associated with supplies/postage is not 
based on hourly rate, but a set charge for 
reconnect/disconnection, collection and bad check charge. 
This cost remains the same as requested in the previous 
rate case. This estimate includes any office supplies, such 
as paper, pens/pencils, printer supplies and postage. 

(4) CLERICAL INFORMATION 

Clerical net annual salary as of 12/31/06 less taxes & 
benefits 

Clerical number of hours worked 

Avg rate/hr (formula = c / d ) 

( 5 )  Depreciation for tools not included. 

$ 3,739,086.00 (a) 

148,724.00 (b) 

$ 25.14 - 

$ 559,024.00 (c) 

29,398.00 - (d) 

$ 19.02 

Exhibit JBI 
Item 307 

AG 

( 6) AVERAGE COST OF TRANSPORTATION PER HOUR WORKED 

Transportation costs 12 months ended 12/31 106 $ 886,112.00 (e) 

203,070 (t? Total number of halirs worked 

Avg transportation rate/hr (formula = e / f ) $ 4.36 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

308. Please reconcile Mr. Jennings’ statement on page 11 of his testimony that throughput has 
increased by 85% since 1999 with the evidence on Exhibit JB-2 that billed usage has 
declined since 2002. 

RESPONSE: 

Glenn Jennings’ statement regarding throughput included transportation and JR-2 only related to 
retail sales. See item # 308, attached, which breaks down throughput between retail sales and 
transportation service for 2006 and 1999 on both the calendar and fiscal year basis. 

Sponsoring Witness: 

John B. Brown 
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DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

309. Please provide the report cited at the top of page 4 of Mr. Wesolosky’s testimony. This 
report is described as a “Minority Report.” If there is a Majority Report, please provide it 
also. 

RESPONSE: 

Please refer to KYPSC DR2-21. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQ7JEST FOR INFORMATION 
DATED 6/07/07 

31 0. Please explain fully the sentence at the top of page 11 of Mr. Wesolosky’s testimony 
which states that the basis for space heating savings will be log-only customers. Include 
in this explanation any evidence in the Company’s possession that conventional space 
heating has an efficiency of 70% to 80% and replacement heating can obtain an efficiency 
level of 99%. 

RESPONSE: 

Delta has not found any industry information related to the consumption patterns of customers 
with natural gas space heaters, nor do we track which customers have natural gas space heaters to 
perform our own study. The closest match from an appliance perspective is a gas log. Therefore 
we have used our conservation estimates developed for gas logs and applied those to space 
heaters. 

Vent-free gas logs and vent-free natural gas space heaters are constructed to be 99% efficient 
since there is no heat loss as a result of venting the appliance. The number of gas logs and space 
heaters available are numerous, however attached is one example of each and their respective 
efficiency rating (Exhibit 1 and 2, respectively). 

In the Wesolosky testimony it is stated that standard space heating has an efficiency of 70-80%. 
Since the CEP is available for customers replacing their existing space heater or purchasing a 
space heater for the first time, both scenarios should be contemplated. Therefore, the statement 
considered both the efficiency ratings of what is currently available on the market as well as the 
efficiency on older equipment. Exhibit 3 illustrates the efficiency of a space heating appliance 
currently available (82%). Exhibit 4 illustrates the efficiency rating on gas space heaters 
available from ten years ago. The efficiencies on these appliances range from 56%-84% with a 
majority of the appliances in the 65%-75% range. 

Responsible Witness: 

Matthew D. Wesolosky 



STANDARD Iiound Oak - VL18/21/2,4/30 Gas Logs I Gas Logs - Vcnt-Frcc Gas Logs by.. Pagc 1 of 1 
AG D R 1 - 3 1 0  

Exhibit 1 

Home Search Buyer‘s Giridc Support Promotions About Us Contact Us 

Vent-Free Gas Logs 

Woodlands Vent-Free Gas Logs 

STANDARD Round Oak VL18/21/24/30 

Pr in t  This Page 

The teal  beauty  is within. 

Majestic’s Woodlands Collection Vent-Free gas logs glve 
you the appearance of natural wood - right down to a 
remarkably realistic Flame - without any of the 
inconveniences. No need to cut wood or clean ashes. A 
simple turn of the knob or press of a button produces an 
instant fire that burns as long as you want safely and 
efficiently 

Vent Free Log Sets: 

F vent-free qas log and at the same time, give you 99% 

_.----.-.-.-- 
o othei gas log can deliver heat and warmth, like that OF 

efficiency. Vermont Castings‘” vent-free l o i s  require no 
chimney, offer beauty and a realistic flame like that of a 
real wood fire Three styles are available: UVLX, Supreme 

‘VLC and Standard VL 

Ptoduct Features 
Get  The Facts 

Models VL18, VL21, VL24, VL30 Open-front log sets 

Model: VL24M See-through set 
Erochure Woodlard Vent 
Free Gas Logs 

Reflactory style Oak logs in one rich color 
Manual (English) 
Wairanty Ltd 2 / 20 Yr . 

Manual controlled gas valves only with ODS pilot 
system 

Adjustable flame height 

Gas Logs 

G iJS 

CFI.1 Coi I?or;ition Home Sitc Tcrms 8, Privacy Policy 

6/17/2007 



Vanguard Vent Free Blue Flame Convection Heaters Page 1 of 3 
AG DR1-310 

** Exhibit 2 

Master Distributors Master Parts Ha 

Vanguard Blue Flame Vent-Free Gas Space 

Blue Flame Convection Heaters work muc 
a central heating system. They warm thl 

first, then pgople and objects. Altogethe 
heat is more “gentte” as the warming prl 
occurs. Adding to i t s  beauty, the blue f(. 

glows through tempered, tinted glass for 1 

intimate comfort. 

Vanguard Vent Free Blue Fiamc 

Clic k_.He_reJ_sr_ Price Listing 

* VN600B - Natural Gas - Ivory Color (as shown) 
* VPhOOB Propane (LP) - Ivory Color (as shown) 

Manual Gas Control Operation 
* Wall mount installation onlv! 

ave on heating costs. The 99% heating efficient design! 

* Provide Easy, economical installation, with no vent or c 
required, and a built in pressure regulator, installation 
*Professional installation recommended 

e Safe and clean burning, Vanguard Vent Free Gas Space t 
design certified by the American Gas Association and rnc 
a l l  government safety performance standards. 

* A dual purpose safety pilot system protects against oxyg 
and any interruption i n  the fuel supply. If either occurs, 
off to the burner, turning the heater off. 
Provides heat during power outages. No electricity requ 
them ideal as back up emergency heat. 
Clean, quite odorless operation 

* Easy to use top mounted controls 
push button ignition. No matches required. 

L utside venting, so all the heat stays in theroom.  J 

h t tp : // W ~ Y W .  11 b nic . c o ndva tig u aid b f/6 b t u . ht m I 611 212007 



L,ennox 2.508 Seretina Page 1 o f 2  
AG DR1-310 

.IL Exhibit 3 

STOVE SEARCH 

Product: Pellet Stove 

Manufacturer: Whitfield 

HOME 

Pellet Stoves 
Wood Stoves 
Gas Stoves 
Multifuel Corn Stoves 
Pellet Fuel Mills 
Fireplace Heaters 
Chimney Caps 
Stove Top Fans 
Parts 

SPA PRODlJCTS 

Phoenix Spas 
Price List 

CUSTOMER S E RVlC f 
Contact Us! 
Shop and Compare 
Download Stove Manuals 
Info Resource Center 
Customer Comments 
Warranties & Procedures 
Freight 

"T E C H I\! IC I AM EXC HA N I; E 

Locate a Technician 

Join the Exchange 

FREE STANDING - LENNOX 2508 SEREFINA 
GAS STOVE 

Capturing the essence of a traditional wood fire, 
Lennox Elite Series Freestanding Gas Stoves combine 
sleek design with efficient, convenient gas operation. 
They bring warmth, charm and romance to your home 
Best of all, they come from Lennox - the most trusted 
name in home comfort. 

All Elite Series Freestanding Gas Stoves borrow from 
the past, but  they also offer all the benefits o f  
innovative, contemporary design. Available in enamel 
or painted surfaceds, its tranditonal lines combine the 
atributes of an open fireplace with those o f  a 
freestanding stove. 

'The effect is soothing and hypnotic. Dancing yellow 
flames, soft glowing embers and rough hewn logs 
straight f rom the wood pile. The natural or propane gas 
fires found in our freestanding stoves provide real 
allure and comfort without the bother and mess of 
burning wood. Plus you can enjoy a beautiful fire 
whenever you are in the mood. 

Stand a rd Features 

o Small Unit - u p  to 28,500 BTlJ/hr 
o Large Unit - up to 38,5OOBTU/hr 
e Deluxe Split-Oak Log Set 
e Standard Ceramic. Ember Panel 
o Variable Flame 0perat:ion 
o Standard LP Conversion Kit. 
o Lennox 20-Year Limited Warranty 

0 p t i o n a I Feat 1; res 

Warming shelves with removable cast: inlays 
e Decorative ceramic tiles (for warming shelves) 
e Blower k i t  
e Choke of three wireless remotes 
e Firescreens - flat and bubble 

DOWNLOAD OWNERS MANUAL (PDF) 

Your Wholesa 
$1,700.t 

1-1 t t 17: //www . s to vesandsuas .coin/aas s to veshiews tove , p lip? id=S4 



1,ennox LSOK Seretina Page 2 of 2 

BTU Output (LP) 

fff iciency Rating 

126,500 - 34,500 BTU/hr. -,..-~,--"-*-..-.,- _...,_.. ~ *_-.- -1-1 

p - - U L I  

1209 Anderson Place SE, Albany, OR 97322 - 1-888-340h727, e-mail. s a l e ~ @ s ! ~ v e ~ n d - s p - ~  

6/12/2007 
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Exhibit 4 

d 

INCLUDES: 

- HEAUUNG EQU!PMENT 

3 Gas Central Furnaces 

0 Oil Central Furnaces 

@ G a s  Boilers 

0 Oil Boilers 

0 Gas Room Mealeis 

@ Gas Floor Furnaces 

0 Gas Wall Furnaces 

Gas A p p i i an ce Man ~iCa cii~ rer s As s oci at i o n 

-. 



PAGE "io0 SECTION t R E S i D E N T I A L  IDISECT HE.ATING OCTORER 1997 

Heating 
Model Foot Input Capacity, AFUE. 
Number Notes Type Btu/hr Btu/hr % 

Heating 
Modei Foot Input Capacity, AFUE. 
(umber Notes Type Btu/hr Btulhr % 

___a 

CFNI MAJESTIC IMC. (CONT'D1 
FS42 2 
FSDV42 2 
HE042 2 

18,000 

28,000 
28,000 

14,000 

12,600 
14,000 
14,700 
14,700 
141100 
17,500 
17,500 
17,500 
17,500 
18,900 
18,900 
2l,000 
21,000 
21,000 
21,000 
21,000 
ZI,OOO 
2r,000 
21,000 
21,000 
21,000 
21,000 
21,000 
22,050 
2 2 ,  do0 
23,800 
25,200 
25,200 
25, 900 

40,000 
40,000 
60,000 

20,000 

18,000 
20,000 
21,000 
21,000 
2 1,000 
25,000 
25,000 
25,000 
25,000 
27,000 
27,000 
30,000 
30,000 
30,000 
30,000 
30,000 
30,000 
30,000 
30,000 
30,000 
30 I 000 
30,000 
30,000 
31,500 
32,000 

36,000 
36,000 
37,000 

31,000 

ATLANTA STOVE 
WF 
'W F 
WF 

RH 

WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
W F 
WF 
WF 
WF 
WF 
WF 

64.0 
65.0 
66 0 

58 0 

64.0 
66.0 
54,0 
65.0 
65.0 
65.0 
66.0 
66.0 
66.0 
66.0 
66.0 
64.0 
64.0 
64,0 
64.0 
65.0 
65,0 
66.0 
66.0 
66.0 
66.0 
6 7 . 0  
67.0 
65.0 
67.0 
67.0 
64.0 
65.0 
65.0 

Trade Name: Atlanta 

NATURAL GAS 

AOGIO 2 
AOCZO 2 
ADG30 2 

dASC.50 I 
ASC65T 1 

PROPANE GAS 

PROPANE G A S  
-4 

1 x 2 5  

ov 32 
OVR33 
FSOVJO 
DV34-2  
01136 
OV40 
OVR36 
OVT34-3 
OVT36 
HEOV30- 2 
HEDV32 
FS22 
FS30-2 
FS32 
HE30-2 
FSOV2Z 
FSDV32 
OVR39 
O V T 3 9  
HE832 
HE32 
DVRSL 
OVRSR 
O V T 4 3  
OVRS3 
DVTS2 
FSdZ 
FSOV42 
HE842 

W f  
WF 
WF 
WF 
WF 

WF 
WF 
WF 
WF 
WF 

FF 
FF 
FF 

WF 
WF 
WF 

R H  
RH 
RH 
RH 
R t i  
RH 
R H 

10,000 

27 000 
50,000 
60,000 

ia,ooo 

10,000 
ia,ooo 
27,000 
SO , 000 
60,000 

30 ,000 
45,000 
65,000 

25,000 
32,000 
50,000 

20, ooo 
40,000 
40,000 
50,000 
50,000 
65,000 
65,000 

6,500 
12,600 
18,900 
3 7 ,  so0 
45,000 

6,500 
12,600 
18,900 
37,500 
45,000 

Z I  ,000 
31,500 
4 5 ,  500 

17,500 
22,400 
35,000 

13,000 
28,000 
28,000 
35,000 
35,000 
45,500 
45,500 

14,000 

14,000 
15,050 
16,450 
17,500 
17,500 
11 , 500 
18,200 
18,900 
18,900 
21,000 
21,000 
21 ,000 
21,000 
2 I ,OOO 
21,000 
21,000 
21,300 
ZI ,000 
21,000 
21,000 
21,000 
2 1  ,oor 
2 3 ,  IO4 
23,800 
23,800 
2 8 ,  so0 

59.0 
62 0 
63 0 
14.0 
74 0 

59 0 
62 0 
63 0 
14 0 
14 0 

56 0 
57.0 
57 0 

63.0 
64.0 
65  0 

58 0 
64 0 
64  .O 
6 5  0 
65 0 
6 5  0 
6 5  0 

58 0 

66 0 
64 0 
65 0 
66 0 
66 0 
66 0 
65 0 
66 0 
66 0 
64 0 
6 4  0 
6 4  0 
6 4  0 

65 0 
65  0 
66 0 
66 0 
66 0 
66 0 
67 0 
67 0 
6 5  0 
67 0 
67 0 
65 0 

64 a 

2 

2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 

AOG 10 
ADG2O 
AOG3O 

#ASCfO 
AX651 

NATURAL OR PROPANE GAS 

F1430/AF30 
F1445/AF45 
F1465/AF65 

AGF25 
AGF 3 5 
AGF55 

ATLANTA STOVE 
Trade  Name: Thermolaire 

NATURAL OR PROPANE GAS 

sv220 
SVR340 
SV260 
SVR350 
sv250 
S V R J S S  
S V 2 6  5 

CFM MAJESTIC: INC. 
T r a d e  Name:  N o r t h e r n - F l a m e  by  Majestic 

NATURAL GAS 

CFM MAJESTIC INC 
Trade N a m e :  Ins la -F lame by Majeslic 

2 RIi 

VI F 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
vi F 
\Y F 
WF 
WF 
WF 
WF 
WF 
WF 
WF 

R H  

WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
V I  F 
w f 

20,000 

20, ooa 
21,500 
23,500 
25,000 

25,000 
26,000 
27,000 
27,000 
30,000 
30,000 
30,000 
30,000 
30,000 
10,000 
~ 0 , 0 0 0  
30,000 
30,000 

25,000 

20 I000 

20,000 
21,000 
21,000 
2I,O00 
25,000 
25,000 
25,000 
27,000 
27,000 
10,000 
10, 000 

i8,aoo 

14,000 

14,000 
15,050 
16.450 
17,500 
11,500 
1?,500 
18,200 
18,900 
18,900 
21,000 
21,000 
21,000 
21,000 
21,000 
21,000 
21,000 
21,000 
21,000 

s a  0 

5 5 . 0  
64.0 
63.0 
66.0 
66 .0  
6 6 . 0  
6 5 . 0  
66.0 
6 6 . 0  
64.0 
64.0 
6 4 . 0  
64 0 
64 0 
65 0 
55.0 
66.0 
66 0 

A125  

0R.133 
0352 
0334 - 2  
OR336 

05336 
0336 
01 30-2 
01 32 
A130-2 
A 2 2 2  
A230  2 
A 2 3 2  
0230 
0222 
0232 
A0132 
A 1 3 2  

PROPANE GAS 

A 1 2 5  

0332 
OR333 
0230 
0334 
0336 
OR336 
DT37d-3 
01336 
0130-1 
D l  32 
Al30-2  
A 2 2 2  

1 x 3 3 4 - 3  

2 
2 
2 
2 
2 
2 
2 
2 
2 
1 
2 
2 
2 
2 
2 
2 
2 
2 

NATURAL GAS 

HE25 2 

2 
2 
2 
2 
t 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
I 
2 
2 
2 
2 
1 
2 
2 
2 
2 

RH 

WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 

20,000 

20,000 
2r,s00 
23,500 

25,000 
25,000 
26,000 
27,000 
21,000 
30 , 000 
30,000 
30,000 
30,000 
30,000 
30,000 
30,000 
30,000 
30 ,000 
30,000 
30 , 000 
30,000 
30,000 
33 , 000 
34,000 
34,000 
15,000 

25,ooa 

OVR33 
ov32 
D V 3 4 - 2  
OVR36 
O V T 3 4  - 3 
DVT36 
O V 3 6  
HEDV30- 2 
HEOV32 
FSDV30 
F S 2 2  
FS 30 .. 2 
FSJZ 
HE30-2 
FSDV22 
FSOV32 
D V R 3 9  

HE832 
HE32 
OVRSL 
OVRSR 
O V T 4 3  
O V R S 3  
O V T S Z  
DV40 

o v m  
ld,000 

12,600 
14,000 
14,100 
1 4 ,  '100 
14,700 
17,500 
11,500 
17,500 
18,900 

21,000 
2 I ,000 

I a ,  900 

5 8  0 

64 0 
66 0 
6 4  0 
6 5  0 
6 5  5 
56 0 
66 0 
66 0 
6 6  0 
66 0 
6 C  0 
64 0 

2 

2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 
2 

I 
2 Gravity Type - Wilhout Blower 

Ratin0 revised by program since last directory 
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Heating 
Mode( Foot input Capacity, AFUE, 
Number N o t e s  Type Btu/hr B t d h r  % 

i'wl MAJESTIC INC. (CONT'DI 
A230.2 2 
A232 2 
0222 2 
0232 2 
AB132 z 
A132 2 

DESA lMTERNATiQNAL INC 
Trade Name, Comfort Glow 

NATURAL GAS 

CGRSOBNP. 
CGRSONA 
CGRGSBNA 
CGRBSNA 

PROPANE GAS 

CGR508P4 I 
CCR50PA 2 
CGR 6 SBPA I 
CGRBSPA 2 

-- 

DESA IMTERMATIONAL IMC. 
Trade Name: Vanguard 

NATURAL GAS 

ONV25NB I 
ONVJONR I 

PROPANE GAS 
~ _ I _  

'ZSPB I 
opa 1 

WF 
WF 
WF 
NF 
SfF 
%F 

RH 
RH 
RH 
RH 

RH 
RH 
RH 
RH 

WF 
WF 

WF 
WF 

EMPIRE COMFORT SYSTEMS. INC 
Trade Name Empire 

NATURAL OR PROPANE G A S  

3 5 8 8 - z  

7088 - 2 
5088-2 

RH-15.5 
RH-35.5 
RH-50-4 
RH- 50- 5 
AH-65.4 
RH-65-5 

OY-210-7% 
ov- 2 1 5 -  I S G  
OY" 20E-1 
OY-25 -2SG 
GWT - 2 5 -  1 (SG , R B  ) 
O Y  - 3  5 - 2MH 
OV - 3 5  1 ZSG 
G W T - 3 5 - I ( S G , R B )  
ovc-1s-I(fP, I P )  
FAW-40-IISP,IP) 
O Y - 4 0 E - 3  

XGWT-50-I(SG,RBl 
FAW- 5 5 I P 
FAW - 5 5s PP 
O V - 5 5 I P  
OY-55SPP 
OV-  5 5 E -  J 

2 
2 
2 

2 
2 
I 
z 
2 
2 
2 
2 
I 
I 
I 
2 
I 
I 
1 
I 
I 

FF 
FF 
FF 

AH 
RH 
RH 
RH 
RH 
RH 

WF 
WF 
WF 
WF 
W F  
BF 
WF 
WF 
WF 
W F 
WF 
WF 
WF 
%F 
WF 
WF 
W F 

30,000 
30 I 000 
30,000 
30,000 
30,000 
no, 000 

50,000 
so, 000 
65,000 
65,000 

50,000 
50,000 
65,000 
65,000 

z5,oao 
PO,  000 

25,000 
40,000 

32 500 

65,000 

25,000 
35,000 
50,000 
50,000 
65,000 
65,000 

10,000 
15,000 
20,000 
25,000 
z5,ooo 
35,000 
35,000 
35,000 
35,000 

40,000 
50,000 
55,000 
55,000 
55,000 
55,000 
55,000 

ds,oao 

no, o m  

21,000 
21,000 
2 I ,000 
2 1,000 
21,000 
2 1,000 

36,000 
36,000 
45,500 
45,500 

36,000 
36,000 
45,500 
45, SO0 

19,250 
30 I 800 

19,250 
30,000 

2 2 , 7 5 0  
31,500 
45,500 

17,500 
24,500 
35,000 
35,000 
45 ,500  
45,500 

t ,000 
10,500 
16,300 
17,500 
18,500 
24,500 
24,500 
25,900 
27,700 
31,000 
32,600 
37,000 
42,000 
42,000 
43,000 
43,900 
4 4 , 8 2 5  

64.0 
64  0 
6 5  0 
65 0 
66.0 
66.0 

66 5 
66.5 
65.0 
65,O 

66 5 
66.5 
65.0 
65.0 

7 5 . 6  
15.6 

7 5  6 
7 5 . 6  

5 6  0 
57.0 
57.0 

63 0 
64.0 
6 s  0 
65.0 
6 5  0 
65.0 

62.0 
62.0 
a0 0 
67 0 
70 0 

68 .0  
70.0 
75.0 
7 4  0 

70.0 
1 4 . 0  

7 6  0 
76,O 

68 0 

a0 o 

7 4  a 

a0 o 

'0 

Heat ing  
Model Foot Input Capacity, AFUE, 
Number Notes Type Btu/hr Btu/hr % 

HlJNTER ENERGY AND TECHNOLOGIES INC. 
Trade Name Hunter 

NATURAL GAS 

HWF I 5  
HWFIO 

-- PROPANE GAS 

HWFlS 
HWF30 

2 WF 
2 WF 

2 WF 
2 WF 

NATURAL OR PROPANE GAS 

F125H-3(NI P) I AH 
HOSZ000-3(NlPl RH 
PWlWF20 - (2 ,3  I (N, P) RH 
PWlWF3 5- ( 2,3 I (N, P RH 
PW/WF50-(2,3)(N,P) RH 

H85000 
HB IO000 
HWF IOMH 
HWF 1 OMM 
H O V i 5 0 0 -  3 (N ,  P 1 
HOV30- 3 (N , P) 
HOV30-4 (N, P )  
HFI30-3 
HFS40-31N, P) 

2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
1 , 3  WF 
2 WF 
2 WF 

15,000 
25,000 

15,000 
25,000 

20,000 
20 , 000 
20,000 
35,000 
50, oao 

5,800 
9,400 

10,000 
10,000 
23,000 
25,000 
25,000 
30,000 
35,000 

Add i t iona l  F o a t w g  

3 .  E l e c t r o n i c  i g n i t i o n .  

HUNTER ENERGY AND TECHNOLOGIES INC 
Trade Name:  At lanta S tove  

NATURAL GAS 

ADCH I 5  2 WF 15,000 
AOGHZ 5 2 WF 25,000 

PROPANE G A S  

ADCH I5 2 WF 15,000 
ADCHZ5 2 WF 25,000 

NATURAL OR PROPANE GAS 

AOCB6 2 WF 5,600 
ADCB ! 0 2 WF 9,400 

_____- 

HWF I OMH 2 WF ia,ooo 

HliNTER ENERGY AN0 TECHNOLOGIES INC. 
Trade Name M a r t i n  

NATURAL GAS 

DGH 1 5 2 WF 
OGH25 L WF 

PROPANE GAS 

DGH15 2 WF 
OGH2 5 2 WF 

__I-̂ _____ NATURAL OR PROFANE GAS 

OG66 2 WF 
OGB 10 2 WF 
HWF I OMH 2 WF 

II_- 

15,000 
25,000 

15,000 
25,000 

5,800 
9,400 

10,000 

STANDARD FOOTNOTES: 
1 Fan Type. With Blower 
tt Rating voruntarily revised since last direclory 

2 Gravity Type - Wilhaut BI&r 
% Rating revised by program since last directory 

12,000 
19,000 

1 2 , 2 2 5  
20,000 

13,200 
13,200 
13,500 
25,000 
35,600 

4,226 
7,520 
7,550 
7,550 

17,500 
I8,SGO 
19,300 
21,300 
26,600 

12,000 
19,000 

1 2 , 2 2 5  
20,000 

4,640 
7,520 
7,550 

12,000 
19,000 

l 2 , 2 2 S  
20, oan 

4,640 
7,520 
1 I 550 

69.0 
14 ,  J 

69.0 
1 4 . 6  

58.7 
59. I 
57.8  

66.4 

7 2 . 8  
7 7 . 3  
6 9 . 0  
69.0 
67.2 
64.2 
73,O 
6 4 . 9  
70.7 

65.8 

69.0 
14 4 

69.0 
74.4 

7 2 . 8  
17 .3  
69.0 

69.0 
1 4 . 4  

69.0 
7 4 . 4  

72.a 
7 7 . 3  
69.0 
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Heating 
Model Foot input Capacity, 
Number Notes Type Btulhr Btu/hr 
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74  5 
7615 
7 4 . 5  
7 6 ,  I 
76.1 
76 .  I 
65. I 
6 5 ,  I 
6 5 . 1  
65.1 
7 4 * 3  
74.3 

76 ,O 
7 7 . 6  
7 7 4 6  

7 4 . 3  
7 4 , 3  
74.3 
7 4 . 1  
7 4 . 1  

7 5 . O  

f 7 . 0  
57 .o 
5 8 . 0  
58.0 
58 * o  
58.0 
58  0 
58.0 

59 0 
6 5 . 5  
66.0 
65 0 
66.0 
6 5  .O 
6 5  0 

6 4  0 

Foot input 
Notes Type Dtu/hr 

NATURAL OR PROPANE GAS 

MHOV 1 5 6  z WF 15,000 10, 500 
MHOV 306 2 WF 30,000 21,000 

MARTIN INDUSTRIES, INC 
Trade Name Martin 

NATURAL GAS 

V6935 RH 35,000 24,500 

OGlO 2 WF 10,000 6,500 
DG20 2 WF 18,000 12,600 
O G l O  

PROPANE GAS 

V 6 9 3 5  RH 35,000 24,500 

OG IO 2 WF 10,000 6,500 
OGZO 2 WF 18,000 12,600 
OG30 2 WF 27,000 18,900 

NATURAL OR PROPANE GAS - 
F1430/AF10 2 FF 30,000 21,000 
F 1465/AF45 2 FF 45,000 31,500 
F I 4 6 5 / A F 6 5  z FF 65,000 15,500 

VZ720 R H  20,000 13,000 
~ 6 8 3 5  RH 35,000 24,500 

R H  50,000 35,000 V6850 
V 6 9 S O  RH 50,000 55,000 
~ 6 6 7 0  RN 70,000 69,000 
V6470 R H  70,000 49,000 

GYIF25 2 WF 25,000 17,500 
GWF3S I WF 12,000 22,400 
CWF55 2 WF 50,000 15,000 

2 ;YF z7,ooo 18,900 

)UISVILLE TIN AND srom co 
ade Name Cozy 

tIURA: iE 

)I 30 
I N  30A 
IN 59 
3N50A 
ON65 
OIS65A 
ON75 
OWSA 

C Z O I A  
CR351A 
C351A 
CRSOIA 
C50 1 A 
‘CR70 I A  
IC70 I A 

:nv- I51 
:OV- I 5 5  
:OV - 25 1 
:OV-255 
YZSlE 
H255E 

HZSS-0 
cov-’131 
C O V - 3 3 5  
935 1-0 
k’351E 
w355 0 
W355E 
CF3F 
CF3: 

C F 3 5 l C  
OVCF 403 
OVCF4 O I A  
OVC F 40 36 
DVCF 407 
O V C F 4 0 7 A  
OVCF407B 
w501-0 
W501E 
W505-D 
IY50SE 
CFSO 3 -8 
CF503C 
CF557 -5 
DVCF557B 
CF557C 
OVCF 5 5 7  
OVCF 653 
O V C F 6 5 3 A  
OVCF6 538 
CF65J-9 
CF6 5 ?C 

1125 t -0 

CF15, u 

ts 
FF 
FF 
FF 
FF 
FF 
FF 
FF 
FF 

2 RH 
2 RH 
2 RH 
2 RH 
2 RH 
2 RH 
2 R H  

2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
1 WF 
1 WF 
1 WF 
I WF 
1 WF 
I WF 
I WF 
1 WF 
1 WF 
I WF 
2 WF 
2 WF 
2 WF 
2 WF 
1 WF 
I WF 
I WF 
I WF 
1 WF 
I WF 
I WF 
1 WF 
1 WF 
1 WF 
1 WF 

PROFANE G A S  

90P30 
90P30A 
90P 50 
90P50A 
90P65 
90P65A 
30P75 
90P75A 

I _ ~  

VC202A 
YCR352A 
V C 7 C ’ 4  

V l  
V C  
VCR 1u2A 
VC 102A 

COY-IS2 

FF 
FF 
FF 
FF 
FF 
FF 
FF 
FF 

30,000 
30,000 
50,000 
50,000 
62,000 
62,000 
75,000 
75,000 

20,000 
35,000 
35,000 
50,000 
50,000 
70,000 
70,000 

15,000 
15,000 
25,000 
25,000 
25,000 
25,000 
25,000 
25,000 
33,000 
33,000 
35,000 
35,000 
35,000 
35,000 
35,000 
15,000 
35,000 
35,000 
40, ooo 
40,000 
40,000 
40,000 
40,000 
40,000 
50,000 
50,000 
50,000 
50,000 
so, 000 
50,000 
55,000 
55,000 
55,000 

62 ,  SO0 
62,500 
6 2 ,  500 
65,000 
65,000 

Ss,aoo 

30,000 
30,000 
50,000 
50,000 
62,000 
62 , 000 
75,000 
75,000 

2 RH 20,000 
2 RH 35,000 
2 RH 35,000 
2 RH 50,000 
2 RH 50,000 
2 RH 70,000 
2 R H  70,000 

2 WF 15,000 

Heating 
Capacity, 
Btu/hr 

Z I , r J O O  
21,:oo 
35,QOO 
35,000 
43,400 
43,600 
52,500 
52,500 

14,000 
24,500 
24,500 
35,000 
35,000 
49,000 
49,000 

IO, so0 
10,500 
17,SOO 
ll,SOO 
11,500 
17,500 
17,500 
I I, 500 
23,100 
23, 100 
24,500 
2 4 ,  son 
24,500 
2 4 ,  500 
2a I 000 
28,000 
28,000 
28 ,  ooo 
3 2 ,  ooa 
32,000 
32,000 
32,000 
32,000 
32,000 
35,000 
35,000 

35,000 
no, 000 
40,000 
44,000 
44,000 
44,000 
44,000 
50,000 
50,000 
so, 000 
52,000 
52,000 

33,000 

21,000 
21,000 
35,000 
35,000 
63,400 
43,400 
5 2 ,  SO0 
52, SO0 

14,000 
24,  500 
2 4  I so0 
35,000 
35,000 
49,000 
49,000 

l a ,  $00 

-1 S8.0 58 .o 

58.0 1 
58 .o 
58 .O 
58,O 

59.0 
6 5 . 5  
66 .6  
65.0 
66.0 
65.0 
65 .O 

64 .O 
64.0 
63 ,O 
63 .O 
63 .O 
63.0 
6 3 . 3  
6 3 . 3  
64 .O 
64.0 
64, I 
64. I 
64 .1  
6 4 .  I 
74.0 
7 4 . 8  
7 5 . 4  I 
75.4 

LOUISVILLE TIN AND SYQVE CO. {CONT’D) 
C O V . 1 5 6  2 WF 15,000 
cuv-252 2 WF 25,000 
COV-256 2 WF 25,000 
Wl52E 2 WF 25,000 
W258E 2 WF 25,000 
Vi252 -0 2 WF 25,000 

2 WF 25,000 W256-0 
COV~l32 2 WF 33,000 
COV-336 2 WF 33,000 
W352-0 2 WF 35,000 

W356-0 2 WF 35,000 
W356E 1 ‘UF 3S,OOO 
CF354C 1 WF 35,000 
CF354-8 I WF 35,000 
CF358-8 I WF 35,000 
CF358C 1 WF 35,000 
OVCF 404 I WF 40,000 
OVCF404A 1 WF 40,000 
DVCF4045 I WF 40,000 
OVCF 408 1 WF 40,000 

DVCFlOBE I WF 40,000 
W502-D 2 WF $0,000 
W502E 2 WF 50,000 
W506-0 2 WF 50,000 
W506E 2 WF 50,000 
CF504-e I WF 50,000 
CFSO4C 1 WF 50,000 
CFS58-8 I WF 55,000 
OVCF 5 5 85 I WF 55,000 
CF558C I WF 55,000 
DVCF 556 I WF 55,000 
OVCF5SBA I WF 55,000 
OVCF 654  I WF 62,500 
OVCF654A I WF 62,500 
DVCF65 45 1 WF 62,500 
CF654 1 WF 65,000 

, CF65dC I WF 65,000 

W352E 2 WF 351000 

DVCF408A I WF 40,000 

111 

IO, 500 
17,500 
I 1 ,  SO0 
11,500 

17,500 
17,500 
23,100 
23,100 
2 4 , 5 0 0  
24,500 
24,500 
24,500 
18,000 
28,000 
28,000 
28,000 
32,000 
32,000 
32,000 
32,000 
32,000 
32,000 
35,000 
35,000 
35,000 
35,000 
40,000 
40,000 
44,000 
44,000 
14,000 
41,000 
44,000 
50,000 
so, aoo 
50,000 
52,000 
52,000 

17, sao 

A W E .  
O h  

64.0  
63.0 
63.0 
63.0 
6 3  0 
6 3 . 3  
63.3 
64.0 
6 4  0 
64.  I 
6 4 . 1  
6 4 .  I 
6 4 . 1  
74.0 
7 4 . 8  
7 5 , 4  
7 5 . 4  
1 4 , s  
1 4 . 5  
7 4 . 5  
76. I 
76 .  I 
76 .  I 
65. I 
65. I 
65.  i 
6 5 . 1  
74.3 
74.3 
76.0 
16.0 
17.6 
7 7 . 6  
77.6 
1 4 . 3  
1 4 . 3  
7 4 . 3  
7 4 .  I 
7 4  1 

64.0 
65. I 

64.0 

59.0 
62.0 
63.0 

6 4  a 

s9.0 
62 0 
63 .0  

56.0  
57.0 
57.0 

s a  o 
64.0 
65.0 
65.0 
65 0 
65 0 

63  0 
6 4  0 
65 0 

iy 

I 
1 

! 

I 

I 

I 
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Heating 
Model Foot Input Capacity, AFUE, 
Number Notes Type B t d h r  B W h r  % 

Heating 
Model Foot Input Capacity, A W E .  
Mum ber Notes Type Btu/hr Btu/hr % 

I 
iN INDIJSTRIES, INC. I PERFECTION-SCHWAMK INC (CONT'D) 

Trade Name: 

NATURAL GAS 

VZORN 
V3OKN6 
VRdOGBN6 
VR4OGNG 
VRSONBN 6 
VR5ONN6 
V50LBN6 
VSOLN6 
VR65NBN6 
VR65NN6 
VS5LBN6 
V65LN6 

ILSCSOTN 
1 S C 6 5 T  

PROPANE GAS 

VZORP 
V30KP6 
VR40GBPS 
VR40GP6 
VR50NBP6 
VRSONP6 
V5OLBP6 
VSOLP6 
VR65NBP6 
VR 6 SN P6 
V65LBP6 

--- 

-~ 

Warm .Morning WASVIZOSEN-A 
WASV 1 ZOTN .A 
PW825RTN-C 
PW8 2 5RTN - C S  
PSf82SSEN - C  
PW825SEN-CS 
PW825SEN -0 
PW825TN-C 
PW82STN-CS 
PW8 2 5 TN - D 
ASV730RTN.T 
WRSV730RTN-A 
WASV730SEN-A 
PW835RTN-C 
PW835RTN-CS 
PW835SEN-C 

PW835SEN-0 
PW835TN-C 
PW835TN-CS 
PW835lN-0 
CV740HN-C 
CV740N-C 
POWBSORTN-C 
POWBSORTN-CS 
POWBSOSEN-C 
PDWB5OSEN-CS 
POW8 50SEN- D 
POWESOTN-C 
POW85OTN-CS 
POW850TN-0 
CV7SOHN-C 
CV750N-C 

PROPANE GAS 

VC22OT L-P 
VC220TL-R 
VC235SEL 
VC235TL-P 
VC2351L-R 
VRC235SEL 
VRC235TL-P 
VRC235TL-R 
VCZ 5OCSEL 
VC25OCTL-P 
VCZSOCTL-R 
VC2SOSEL 
V C Z S O T C - P  
VC250TL-R 
VRCZSOCSEL 
VRCZSOCTL-R 
WVRCZSOCTL-P 
VC27OCSEL 
VCZlOCTL-P 
VCZIOCTL-R 
VC270SEL 

Y C270T L - R  
V R C Z l O C S E L  
VRC27OCTL-R 
WVRC27OCTL-P  

ASV7lZRTL T 
ASY712SEL-T 
M H S V 7 1 2 R T - T  
MHSV7 1 ZSE-T 
W A S V l l Z R T C  
W A S V l  I ZSEL 
ASVlZORTL-1 
A S V l  2OSEL- ' I  
M H S V I Z O R T - T  
MHSV 1 ZOSE - 7 
WASV120SEL-A 
WASVIZOTL-A 
P W 8 2 5 R T L - C S  
PWB25SEL-C 
PWBZSSEL-CS 
PW625SEL-0 
PW82STL-CS 
PWBZSTL 0 
ASVl30RTL-I 
A S V I J O S E C - T  

P W B ~ ~ S E N - C S  

--- 

vczior L - P  

2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 VI F 
2 WF 
2 WF 
2 WF 
2 WF 
I WF 
1 ')IF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 "F 
I WF 
I WF 

20,000 
20 < 000 
25,000 
25,000 
25,000 
25,000 
25,000 
25,000 
25,000 
25,000 
30., 000 
30,000 
30,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
40,000 
40,000 
50 ,000 
50 000 
50,000 
50,000 
50,000 
50,000 
50, 000 
50,000 
50,000 
50 # 000 

14,000 
14,000 
17,500 
17,500 
17,500 
17,500 
17,500 
17,500 
17,500 
17,500 
21,000 
21,000 
21,000 
2 4 ,  500 
24,500 
24,500 
24 ,  500 
24,500 
24,500 
24,500 
24,500 
3 1 , 1 6 0  
31,160 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
39,300 
39,300 

63.0 
63.0 
63.0 
63 0 
63  0 
63 0 
63.0 
63,0 
63.0 
63 0 
64.0 
64.0 
64.0 
64.0 
64.0 
64.0 
64.0 
64.0 
6 4 . 0  
64.0 
64.0 
73 .3  
73.3 
65.0 
65,0 
65.0 
65.0 
65.0 
6 5 . 0  
65.0 
6 5 . 0  
7 4 . 3  
14 3 

2 RH 
2 RH 
1 RH 
2 RH 
1 RH 
2 RH 
1 RH 
2 RH 
2 RH 
2 RH 
1 RH 
2 RH 

1 WF 
1 WF 

20,000 
30,000 
40,000 
40,000 
50,000 
50,000 
so, 000 
io, 000 
65,000 
65,000 
65,000 
65,000 

50, 000 
so, 000 

58 ,o  
6 6  .O 
64 .O 
64 .O 
65.0 
65,O 
65.0 
65.0 
65.0 
65.0 
65.0 
6S.O 

74.0 
14.0 

13,000 

28,000 

35,000 
35,000 
35,000 
35,000 
45,500 
45,500 
45,500 
45,500 

37,500 
49,000 

ZI ,OOO 

28, ooo 

2 RH 
2 RH 
I RH 
2 RH 
1 R H  
2 RH 
I RH 
2 RH 
1 RH 
2 RH 
1 RH 

20,000 
30,000 
60,000 
40,000 
50,000 
50, 000 
50,000 
50,000 
65,000 
65,000 
65,000 
65,000 

50,000 
60,000 

13,000 

28,000 
28,000 
35,000 
35,000 
35,000 
35,000 
45,500 
45,500 
45,500 
45,500 

37,500 
45,000 

21,000 
58.0 
64.0 
64.0 
64.0 
65.0 
65.0 
6f.O 
65.0 
65.0 
65.0 
65.0 
65.0 

74.0 
74.0 

V65LP6 2 RH 

1 WF 
1 WF RH 

R W  
RH 
RH 
RH 
RH 
RH 
R H  
R t i  
RH 
RH 
R H  
RH 
RH 
RH 
RH 
R H  
R H  
RH 
R W  
RH 
R H  
RH 
RH 
RH 
R t l  

2 WF 
I WF 
2 'UF 
2 w F 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
1 WF 
2 WF 
1 WF 
2 WF 
2 WF 
2 WF 
2 'H F 
2 WF 
2 WF 

19,000 
19,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
50,000 
SO, 000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
70,000 
10,000 
70,000 
10,000 
70,000 
70,000 
70,000 
70,000 
70,000 

12,000 
12,000 
12,000 
12,000 
12,000 
12,000 
20,000 
20,000 
20 000 
20 # 000 
20,000 
20,000 
25,000 
251000 
25,000 
25,000 
25,000 
25,000 
30,000 
30,000 

12,600 
13,300 
24,500 
24,500 
24,500 
24,500 
24,500 
24,500 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
35,000 
351000 

49,000 
49.000 
49,000 
49,000 
49,000 
49,000 
49,000 
49,000 

E ,  400 
E ,  400 
E ,  400 
8,400 
8,400 
8,400 

14,000 
14,000 
14,000 
14,000 
14,000 
14,000 
17,500 
17,500 
11,500 
17,500 
11 I so0 
17,500 
21,000 
21,000 

49,000 

58.0 

64.0 
64.0 
64,0 
64.0 
64.0 
6 4 . 0  
65.0 
65 0 
6 5 . 0  
65.0 
6 5 . 0  
65.0 
65.0 
65.0 
65.0 
65.0 
6 5 . 0  
6 5 . 0  
65.0 
6 5  0 
65.0 
65.0 
6 5  0 
6 5  0 

60.0 
60 0 
60.0 
60,0 
60.0 
60.0 
6 3 . 0  
63.0 
6 3 . 0  
63.0 
6 3 . 0  
63.0 
63 .0  
63.0 
63.0 
63.0 
63.0 
63 0 
64.0 
64 0 

58.0 

PERF-ECTION-SCHWANK. INC 
Trade Name Perfect ion 

NATURAL G A S  

VC220TN-R 
VC220TN-P 
VC235SEN 
VC235TN-P 
VRC235SEN 
VRC2 3 5TN - P 
VRC235TN-R 
VC250CSEN 
VC250CTN-P 
VCZSOCTN-R 
VC250SEN 
VCZSOTN-P 
VC250TN - R  
VRCZSOCSEN 
VRC2SOCTN-R 
WVRCZSOCTN-P 
VC270CSEN 
VC27OCTN-P 
VC27OCTN-R 
VC27OSEN 
vc 270 1 N - P 
VC27OTN-R 
VRC27OCSEN 
VRC270CTN-R 
WVRCZ7OCTN-P 

RH 
R t i  
R H  
RH 
RH 
RH 
RH 
RH 
RH 
RH 
R t i  
RH 
RH 
RH 
Rti  
RH 
RH 
RH 
RH 
RH 
R H  
RH 
RH 
Rti 
Rti 

19,000 
19,000 
35,000 
35,000 
35,000 
.15,000 
35,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
50,000 
70,000 
70,000 
70,000 
10,000 
10,000 
70,000 
70,000 
io, ooa 
70,000 

12,600 
13,300 
24 , 500 
26,500 
24,500 
24,  SO0 
24,500 
35,000 
33 ,000 
35,000 
35,000 
35,000 
3f,000 
35,000 
35,000 
35,000 
49,000 
49,000 
49,000 
49,000 
49,000 
49,000 
49,000 
49,000 
49,000 

a ,  400 
E ,  400 
E ,  400 
8,400 

14,000 
i6,aau 

58.0 
58.0 
64.0 
64.0 
6 4 , O  
64.0 
64.0 
65.0 
65.0 
65.0 
65.0 
6 5 . 0  
6S.O 
65.0 
63.0 
6 5  $ 0  
6 S . O  
65.0 
65,O 
65.0 
65,O 
65.0 
6S.O 
6 S . O  
65.0 

60.0 
60.0 
60.0 
60.0 
63.0 
6J.0 

ASV71ZRTN-T 
A S V 7 I Z S E N - T  
W A S V 7 I Z R T N  
W A S V l  I Z S E N  
A S Y I Z O R T N - T  
A S V  170SEN-T 

2 WF 
2 WF 
2 WF 
2 WF 
2 WF 
2 WF 

IZ,OOO 
12,000 
12,000 
l2,OOO 
20,000 
20,ouo 

STANDARD FOOTNOTES: 

1 Fan Type. With BlovRr 
# Raling Voluntarily revis& s i n c e  last directory 

2. Gravity Type. Without Blower 
Raling revised by prognm since last diiec 
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Heating 
lode1 Foot Input Capacity. AFUE. 
dumber Notes Type B t d h r  Biu/hr  % 

y_- _M_---- 

PERFECTION - SCtiWANK. INC (CONT'D) 
MHSY7 IORT I T 
MHS1/730SE 1 
'NASVl?ORTC-A 
wASV~JOSEL-~ 
PWB I S Q T  L - C  
PWB 3 s; r - cs 
PW81SSEi_-C 
PW8 j 5SEt. -CS 
PW83 5 SE L _. D 
PW8 .J 5 ;L - C  
PYl8 3 5 TL-CS 
PW8 3 5 t C -0 
CY74OHL C 
CV74OL-c 

PGWB SOSEL -C 
PDWBSOSEL-CS 
PDWBSOSEL-0 

POWE SOT 1 -CS 

CY750HL-C 
cv 7 SOL- c 
CY7501PL-c 

pnwa SOR rL-cs 

POWE SGTL -c 

pow8 ~ O ~ C - O  

2 
1 
2 
2 
z 
2 
2 
2 
2 
2 
2 
2 
I 
1 
2 
2 
2 
2 
2 
2 
1 
I 
1 
I 

WF 
WF 
"F 
7(F 
WF 
WF 
WF 
W F 
WF 
WF 
\Y F 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
WF 
Si F 
WF 
WF 
WF 

RIMNAI AMERICA COAPORAilOld 
T r a d e  Name: EnergySaver  

NATURAL GAS 

RHFE J31FA I I I N  1 WF 
BRHFE-4llFA-IIING I WF 
RHFE-SSGFA I WF 
RHFE 556FA FTRA IIIN 1 WF 

aRkFE- SSGF'IRA 1 WF 
RHFE - $ 5  IFAN I WF 
R H F E - I 0 0 1 F A / ' / A N  I WF 

PROPAEiE GAS 

RHFE 63IFA I I i P  I WF 
IRHFE-431FA-ItILp I WF 
RtiFE-SSEFA 1 WF 
RliFE S56FA F'IRA I l l  P 1 WF 

t R t i F E  ~ 556F;RA I " F 
RHFi-55IFAP 1 '4' F 
RHFE- 1001 F A l V A P  I \Y F 

SEARS ROEUUCK & COMPANY 
Trade Name, Kenmore 

NATURAL GAS 

693 35910 2 
693 359150 
6 9 3  ?59420 
5 9 3  357960 
5 9 7  359450  . . . . . . 

6 9 3  359390 
6 9 3  359410 

6 9 1  157510 
6 9 3  357520 
6 9 3 J 5 7 6 30 
693  357530  
693 357650 
6 9 1  358200 
6 9 1  357670 
693 358220 

PROPANE GAS 

693 35912 2 
6 9 3  329370 
6 9 3  159430 
6 9 1  357970 

RH 
R H  
RN 
RH 
R H  
RH 
RH 

WF 
WF 
W F 
'II F 
WF 
\V F 
WF 

1 WF 

RH 
RH 
AH 
R H  

30,000 
30,000 
30,000 
30,000 
35,000 
35,000 
55,000 
35,000 
IS,000 
35,000 
IS, 000 
35,000 
40,000 
40,000 
50,000 
50,000 
50,000 
50,000 
SO, 000 
50,000 

50,000 
50,000 
50,000 

so, oao 

16,700 
16,700 
2 I ,  500 
21,500 
2 I ' 500 
22,000 
38,100 

16,700 
1 6 ,  700 
10,700 
20,100 
10,100 
21,000 
36,500 

19,000 
15,000 
35,000 
50 I 000 
50, 000 
70 I 000 
70,000 

12,000 
LO, 000 
25,000 
30,000 
35,000 
d o  ,000 
50, 000 
50, 000 

19,000 
i f , o a o  
35,000 
50,000 

2 I ' O O O  
21,000 
21,000 
2l,000 
24,500 
24,500 
24 I 500 
24,500 
24,500 
14,500 
24 500 
24,500 
31,160 
31,160 
35,000 
35,000 
39,000 
35,000 
35,000 
35,000 
35,000 
39,300 
39,300 
39,950 

1 3 , 5 5 3  
1 3 , 1 5 3  
17,420 
17,580 
17,580 
18,220 
31,220 

13,900 
13,900 
16,770 
16,990 
16.990 
11,390 
29,680 

\ I ,  300 
2 4  I $00 
24,500 
15,000 
15.000 
19,000 
49,000 

a ,  400 
14,000 
i r , s o o  
21,000 
2 4 ,  so0 
J I ,  I60 
15,000 
39 300 

13,300 
Z d ,  500 
l b ,  500 
35,000 

64 3 
64 0 
64 0 
6 4  0 
64 0 
6 4  0 
6 4  0 
64 0 
6 4  3 
66 0 
64 0 
6 4  0 
73 3 
!3  3 
65 0 
65 0 
65 0 
6 5  0 
6 5  0 
6 5  0 
6 5  0 
t4 3 
74  3 
7 5  4 

80 a 
80 8 
a0 0 
80 6 

0 1  I 
e0 4 

a0 6 

a 4  o 
8 d  0 
80 0 
8 4  2 
0 4  2 
8 1  I 
a0 4 

SB 0 
6 4  0 
54 0 
6 5  0 
6 5  0 
6 5  0 
6 5  0 

60 0 
63 0 
63 0 
6 4  0 
6 1  0 
7 3  3 
6 5  0 
7 4  3 

$8  0 
6 4  0 
64 0 
6 5  0 

Y 
- I*- 

Heating 
r#odel Foot Input Capacity, A W E .  
Number Notes Type Btu/hr Btu/hr Yo 

SEARS ROEBUCK & COMPANY (CORIT'OI 
693 3 5 9 4 6 0  
693. 159400 

693 3 5 7 5 4 0  
693 357110 
693.35?550 
693 1 5 7 7 2 0  
693. I S 7 6 4 0  
6 9 3  3 5 7 5 9 0  
691. 357730 
633 357660 
6 9 3 . 3 5 8 Z t O  

690. 358210 
693. ~ 5 x a o  

2 
2 
2 
2 
2 
z 
2 
2 
I 
2 
I 

WICL.tAMS FURNACE COMPANY 
T r a d e  Name: Williams 

NATURAL GAS -- 
1005722 
4505 I 6 , 7  I22 
600582 2 
6505722 

200(16,11)(1,2)2 
150( I ,  2 )  l 7 , 0 )  1 2  
150(l,21(5,911 I , 2 ) 2  
5001 I, 2 )  ( 7 , 8 l  I 2  
S00( I ,  2 )  ( 5 , 9 1 (  I ,  2 ) i  
6501 I ,  2 )  1 7 , 8 )  12 
650( I, 2 )  f 5 , Y  ) (  1 I 2 1 2  

PROPANE CAS 

300572 1 
4SOS ( 6 ,  I 12 1 
6005621 
6 5 0 5 7 2 1  

200( I6 I 7 ) I 1 , 2  ) 1 
3501l,2)17,8!1 I 

---. 

)SO( I , 2 1 ( 5 , 9 l  I I, 2 )  I 
50011,2)(1,8)11 
50011,21f5,9)1 1 , 2 1 1  
6 5 0 1 l , Z ) I 7 . 8 1 1 l  
650f I ,  2 ) L  5 , 9 )  ( 1 , 2 )  I 

NATURA? OR PROPANE CAS 

1 5  ( E ,  R rH1 E 1 - 1  
SO I€ , R  l H (  E1 ~ 3 
6 S ( E  , R  )HI8 1 - 3  

@&l~onal Foolnoles 

RH 
Rtl  

WF 
WF 
'ffF 
W F 
'ffF 
VIF 
!J/ F 
WF 
'HF 
WF 
WF 

FF 
FF 
FF 
FF 

RH 
RH 
RH 
R H  
R H  
R H  
RH 

FF 
FF 
FF 
FF 

4H 
RH 
AH 
4H 
RH 
RH 
RH 

R H  
R H  
RH 

50,000 

l!,OOO 
12,000 
to IO00 
20,000 
25,000 
30,000 
30 0 000 
35,000 
40 000 
50,000 
50,000 

ro , octo 

30, 000 
45,000 
60,000 
65,000 

20, 000 
35,000 
35,000 
so, 000 
50,000 
65,000 
65,000 

30,000 
15,000 
60,000 
6S,000 

20,000 
35,000 
15,000 
so 000 
50,000 

65 e 000 
65,aoo 

35,000 
50,000 
65,000 

35,000 
l9,OOO 

e ,  aoo 
8,400 
14,000 
14,000 
17,500 
21,000 
21,000 
24 I 500 
3 1 ,  160 
IS, 000 
19,100 

21,000 
31,500 
42,000 
45,500 

16,000 
24,500 
L6, ZSO 
15,000 
3 1 ,  500 
d 5 ,  500 
50 400 

2I,000 
3 I ,  500 
42,000 
JS,S00 

16,000 
24,500 
26,250 
35,000 
37,500 
4 5 500 
50, 400 

24,500 
15,000 
45.500 

6 5  0 
6 5  0 

60 0 
60 0 
6 3  0 
6 3  0 
63 0 
6d.0 
6 3  0 
6a 0 
7 3 . 1  
6 5  0 
76.3 

5 6  0 
5 7  0 
5 6  0 
51 0 

7 3  0 
6 5  I 
68 0 
6 5 .  4 
6 8  I 
56 1 
70. I 

56.0 
5 7 . 0  
5 8  0 
5 7  a 

7 3  0 
6 5  I 
68 0 
6 5  6 
68 I 
66 I 
70 5 

6 5  1 
6 5  d 
6 6  1 

1 S u f f t x  1 0 ,  3 ,  4 ,  S)L001! m a /  be  added r o  indicata 
c a b i n e t  varldtqons a n d  c B f a m i c  logs 

WICCIAMS FlJRMACE COMPANY 
Trade Name Debonair 

NATURAL GAS 

WF IA,OOO 3,800 62 6 2 
L 
2 

WF 22,000 !$,400 66 8 
IYF 10,000 2l,000 65 4 

PROPANE G A S  -I_--.- 
?,,] EIF 14,000 3,900 62 

'KF 11,000 3,800 61 
l 4 h I t i - 5 ,  1403421 
14037( I ,  ZI I 
22037 1 1  2 )  1 2 WF 12,000 15,400 6a * 
IOMH - 5, 30034 2 ' 2 , 3  #IF 10,000 21,000 6 S . b  
3003 7 I , 2  1 I 2 Y I f  30,000 21,000 65.d 



OCTOBER 1397 SECTION 1 R E S t D E M T I A L  D I R E C T  HEATING PAGE 105 
* .- 

Heating 
Model Foot Input Capacity, A W E .  
Number Notes Type Btu/hr Btu/hr % 

Heaiing 
Model Foot Input Capacity. AF\JE, 
Number Notes Type Btu/hr Etidhr 

WlLLiAMS FURNACE COMPANY 
Trade  Name:  M o n t e r e y  

NATURAL GAS 

Z O G V ( - A I , - C ) ( - J T , - S T )  2 WF 
Iff F 

\Y F 

2SGV(  - A I ,  .C I ( - 3 T ,  - ST I ,  I 

2 
ZS097i 1 , 2 1 2  

35097( 1,212 

50097( I ,  2 1 2  

3 5 G V (  -C) ( .  3 7 ,  - 5T ) , 
S O G V ( - A l ,  -C) ( - 3 T ,  -Sf) ,  2 WF 

WILLIAMS FURNACE COMPAPdY [COMT'D) 
I 

i 
I 1 
1 
i 
! 

0 
0 
, o  
.o 

.o 

.o 
, . A  
\ , 1  
5 . 3  
0 . 5  

i6.0 
jl .O 
jE.0 
57.0 

13 .0  
6 5 .  1 
68 .0 
65.4 
6 8 . 1  

I- NATURAL OX PROPANE GAS 

IdOV(-38, -58) 2 WF 
Z Z D V i - 3 8 ,  -581 2 WF 
3 O O V i - 3 8 ,  -58) 2 WF 

A d d l  lional Footnotes 

3 .  Mobi le  Home % i n a c e  

14,000 
22,000 
30,000 

35,000 
35,000 
40,000 
Q0,OOO 
50,000 
f5,000 
55,000 
62, 500 
65,000 

35,000 
35,000 
4 0  000 
40, 000 
50, COO 
55,000 
55,000 
62, 500 
65,000 

35,000 
35,000 
40,000 
40,000 
50, ooc 
55,000 
55,000 
Li5,ooo 
55,000 
62,500 
65,000 

60,000 
60,000 
65,000 
65,000 

60,000 
60 000 
65,000 
65,000 

9,800 
15,400 
Zf,COO 

28,000 
28, ooo 
32,000 
32,000 
40,000 
44,000 
44,000 
50,000 
52,000 

26,  a00 
28,000 
32,000 
32,000 
do, 000 
44,000 
44,000 
50,000 
52,000 

20,000 
26,000 
32,000 
32,000 
no, 000 
44,000 
44, COO 
44,000 
46,000 
5 0 , 0 0 0  
52,000 

48,600 

53,100 
53, 300 

40,600 

49, ZOO 
49, ZOO 
5 2 , 3 2 5  
5 1 , 3 2 5  

6 2 . 4  
64.8 
65 4 

7 4 . 8  
7 5 . 6  
7 5 . 4  
76 5 
14.3 
76.0 
7 6 . 5  
96. I 
? 4 . 1  

74.8 
75.6 
75,d 
76.5 
7 6 . 3  
76.0 
76.5 
76.1 
7 J .  I 

74.8 
75.6 
7 5 . 4  
76.5 
7 4 . 3  
7 s  0 
76.3 
7 6 . 0  
7 6 . S  
76.1 
7 4  I 

77. I 
18.1 
77.0 
78.0 

7 1 ,  I 
7 8 .  I 
77.0 
76.0 

20,000 
25,000 

35,000 

50,000 

I d ,  120 
17,500 

24,500 

15,300 

63 2 
6J 3 

6 4 .  1 

65.1 

_-I_____ PROPANE GAS 

Z O G V ( - A I , - C )  
Z S G V ( - A I , - C )  
25097( I ,  21 

35cvr -C) ( - 3 ,  
( 1 , 2 1 1  

S O G V ( - A I , - C )  
50097( 1,21 

WILLIAMS FURNACE COMPANY 
T r a d e  Name: Forsai re  

NATURAL GAS 
- 3 , - 5 1  2 WF 
-3,-51, 2 ViF 

5),35097 2 WF 

- J , - 5 ) ,  2 WF 

20,000 
25,000 

35,000 

50,000 

14,120 
17,500 

24,500 

35,000 

63.2 
63.3 

6 4  1 

6 5 .  I 

1 WF 
1 WF 
1 WF 
I W F  
1 WF 
1 W F  
1 WF 
1 WF 
I WF 

3508732 
3508332 
4007732 
4007 132 
5008732 
5508332 
5507332 
6257732 
6508732 

PROPANE GAS 

3508731 
J 50 8.1 3 1 
4007731 
400733 I 
5008731 
5508131 
550733 I 
625713 I 
65087 3 1 

- MATURAL OR PROPANE GAS 

---_ 

WlLLlAMS FURNACE COMPANY 
Trade  N a m e :  Monterey  M a g n u m  

NATURAL GAS 

3 5 0 9 5 ( 1 , 2 ) 2 , 3 5 G V H E  2 WF 

5 0 0 9 5 ( 1 , 2 ) 2  2 WF 
( - 3 1 , - 5 T )  

35,000 

so, aoo 

27,300 

38,500 

71.2 

11.2 
WF 
WF 
WF 
WF 
W f  
WF 
W F  
WF 
WF 

PROPANE GAS 

3 5 0 9 5 ( 1 , 2 1 \ , 3 5 G V H E  2 WF 
( - 3 ,  -5 ) 

50095(1,2)1 2 w F 

35,000 

50,000 

2 1 , 3 0 0  

. 1 8 , 9 0 0  

7 1 . 2  

7 1 . 2  

WILLIAMS FURNACE COMPANY 
T r a d e  Name:  Monterey SRO 

NATURAL GAS 

4 3 5 F X - R  
4 3 S F E I  
4000VX-R 
4000V I 
4 5 0 F X - 4  
455FX-R 

1 WF 
I WF 
I WF 
1 WF 
1 WF 
1 WF 

2 WF 
2 , 3  WF 
2 WF 

25,000 
35,000 
50.000 

19,350 
25,930 
38. ooa 

70.7 
60 E 
69 3 

250961 I, 212 
35096 [ 1 , 2 1 2  
50096 ( 1,2 ) 2 

PROPANE GAS 

25096( 1 , 2 1 1  
35096(  I ,  2 1  1 
50096( I ,  2 )  1 

i o n a  I Fool not 6 s  

66.3 
10.5 455FEI I WF 

SSODVX - R 1 WF 
550ov I 1 WF 

C625OVX-R I WF 
6 5 . 1  46SF.Y-R 1 WF 
65.4 
66.3 

WILLIAMS FURNACE COMPANY 
Trade N a m e :  Forsai re  M a g n u m  

2 YI F 
2 , 3  WF 
2 WF 

25,oeo 
35,000 
50,000 

19,350 
25,930 
38,000 

10.7 
6 8 . 0  
6 9  3 

3 Suffix { , O ,  , 3 ,  .4, 5) (0011  may be added t o  i n d i c a ! s  
c a b i n e t  c o l o r  v a r i a t i o n  and c e r a m i c  l o g s  I t '  fiA?URAi GAS 

6008 5 3 2  
6008 I 3 2  
608532 
is081 12 

I WF 
1 WF 
I Wf 
I W F  

WILLIAMS FURNACE COMPANY 
T r a d e  Name:  M a g n u m  PICJS 

NATURAL G A S  

3 5 0 9 9 i  I, 2 )  2 

PROPANE GAS 

35093(I,Zil 2 IYF 35,000 

2 ;YF 35,000 1 WF 
I WF 
I WF 
I WF 

27,041 

21,041 

72.0 

7 2 . 0  

STANDARD FOOVHOTES: 

1 Fan Type ~ W % h  Blower 
I Rating Voluntarily revised since last directow 

2 Gravity Type - Wilhoul BlOWet 

@ Raling revised by program since last directory 
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Heating 
Foot Input Capacity. AFUE 
Notes Type Btu/hr Btu/hr % 

WILLIAMS FURNACE COMPANY 
Trade  Name: Chamber la in  

NATURAL G A S  

PROPANE G A S  

14036 11,21 I 
2 2 0 3 6 ( 1 1 2 ) 1  
30036( I ,211 

-- . .  

2 
2 
2 

WF 
WF 
WF 

10,039 
1 6 , 4 6 2  
2 1 ,  a 4 9  

2 WF 14,000 10,039 
2 WF 22,000 16,462 
2 WF 30,000 2 1 , 8 4 9  

WILLIAMS FURNACE COMPANY 
Trade Name: Chamber la in  Direct Vent Syslem 

NATURAL GAS 
-__II 

2 503532 
4003532 

1 WF 25,000 1 9 , 2 5 0  
1 WF 40,000 30,800 

PROPANE GAS 

2503531 I WF 25,000 19,250 
(00353 I I WF 40,000 30,800 

63.4 
65.8 
66 4 

63.4 
66.8 
66.4  

7S.6 
7 5 . 6  

75.6 
75.6 

STANDARD FOOTNOTES: 
1 Fan Tyw ~ Wilh Blawer *-.. .ti,-,nN 





DEL,TA NATIJRAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

3 1 1. What is the justificatiori for assuming that a hame owner will lower his thennostat setting 
by one degree following an energy audit as implied by Mr. Wesolosky on page 11 of his 
tes tirnoiiy? 

RESPONSE: 

Please refer to KYPSC DR2-25. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

3 12. Please provide any evidence in the Company’s possession that the high efficiency levels 
in the table on page 6 of the CEP write-up are realizable. 

RESPONSE: 

The efficiency levels on page 6 of Exhibit MDW-1 are the standards which must be met for a 
customer to qualify for the rebate. Therefore the efficiency ratings are 100% realizable since the 
customer will not qualify for the rebate unless they have purchased an appliance which meets 
these standards. 

Please refer to AG DR1-310 for a discussion of the efficiency of natural gas logs and space 
heaters. 

Additionally, attached is a listing of natural gas furnaces approved by EnergyStar as having an 
efficiency rating greater than or equal to 90%. 

Sponsoring Witness: 

Matthew D. Wesolosky 
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DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

3 13. Why has the Company applied for the CEP in a rate case and not separately as a Demand 
Side Management (DSM) program under KRS 278.285? Does the Company believe that 
KRS 278.285 does not apply to the programs described by Mr. Wesolosky? If so, why? 

RESPONSE: 

As stated in the Wesolosky testimony on page 6, the CEP is a DSM program under KRS 
278.285. The KRS allows for a DSM program to be approved in conjunction with rate schedules 
initiated pursuant to KRS 278.190. Therefore, we determined our rate case would be the 
appropriate forum to present the CEP. Additionally, the rate case would provide the Office of 
the Attorney General the opportunity to provide feedback on the program, pursuant to subsection 
1 (f) of the KRS. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

314. Please identify any rate case issues, aside from rate of retuni, which would be 
encountered in a conventional rate case but would not be encountered in a CRS review. 

RESPONSE: 

Please refer to KYPSC DE-27,29 and 30. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

3 15. At page 13 of his testimony, Mr. Wesolosky states that the CRS refhds or collections for 
a given year will be allocated pro-rata to each customer class based on the allocation of 
the revenue requirement to each customer class as determined in the most recent rate 
case. How, if at all, will this mechanism adjust for changes in the number of customers 
or the consumption levels of the respective class between rate cases? 

RESPONSE: 

For the purposes of allocating the CRS adjustment, the CRS does not contemplate annual 
changes in the number of customers or consumption levels. Changes to these variables would be 
contemplated in the cost of service study in the next general rate case. The CRS provides for a 
general rate case in five years from the inception of the mechanism. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATILJRAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQIJEST FOR INFORMATION 
DATED 6/07/07 

3 16. Why should high efficiency rebates be offered to builders of new homes? 

mSPONSE: 

The overall mission of the CEP is to maximize participation in the program and thus maximize 
conservation of natural gas and lower our customer’s utility bills. The CEP rebates are applicable 
to either the replacement of existing appliances or the initial purchase of an energy efficient 
appliance. The CEP rebate program is designed to influence our existing customers to purchase 
high efficiency appliances. However, Delta believes that energy conservation can be maximized 
by creating incentive to install high-efficiency appliances in new homes. 

It has been Delta’s experience with home builders that the builder must construct houses at a 
competitive price with a package of upgrades to make their home marketable to the home buyer. 
Whether a home builder is constructing a spec or a custom home, they have a great amount of 
influence on the appliance options for a home. The rebate would offset the incremental cost to 
the builder and provide incentive for the builder to actively market homes with energy efficient 
appliances. 

Sponsoring Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

317. Please provide any information or data in the Company’s possession that supports the 
levels of participation in the respective DSM programs shown in the “Program Budget.” 

RESPONSE: 

Please refer to KYPSC DE-23g. 

Sponsoring Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERALS INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

3 18. Explain in detail how the “lost sales” from the CEP program will be calculated. Include 
in this explanation how the Company wiIl distinguish between sales lost due to the CEP 
program arid sales that would be lost absent the program. Explain also how lost sales 
from energy audits will be calculated. Provide specific examples of the computation of 
lost sales. 

RESPONSE: 

Please refer to KYPSC DR2-2. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

3 19. Please provide an illustration of the calculation of the CEPI. 

RESPONSE: 

Please refer to KYPSC DR2-2. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL, GAS COMPANY, INC, 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, RIEQUEST FOR INFORMATION 
DATED 6/07/07 

320. Please refer to sheet 38 of the proposed tariff. In the middle of the page, the tariff states 
that sales to residential customers will be increased monthly by the CEPRC. The 
subsequent description of the CEPRC refers to “rates” established annually. How, 
mechanically, does Delta propose to recover its CEP costs, by increasing sales, through a 
surcharge, or through some other mechanism? 

RESPONSE: 

The CEP will be a separate rate mechanism which adds a volumetric charge to the customer’s 
bill. The charge will recover the CEP costs. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURGL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

32 1. If, as stated in the middle of sheet 38, Delta proposes to increase the sales to residential 
customers to pay for the CEP, will those restated sales also be used to recovery gas 
commodity costs? If so, how will customers be protected from overcharges for gas costs? 
If not, does this mean that each customer will have two different levels of gas 
consumption billed to him each niontli? 

RESPONSE: 

Gas costs will be billed under our GCR rate mechanism based on actual usage. The CEP will be 
billed as a volumetric charge based on actual usage. See KYPSC DR2-2 for an illustrative 
example of the calculation of the CEP rate. 

Responsible Witness: 

Matthew D. Wesolosky 





DEL,TA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERALJ’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

322. How, exactly, does Delta propose to calculate the “administrative expenses” that will be 
recovered in the CEPCR? Please provide an illustration of this calculation. 

RESPONSE: 

Administrative charges under the CEP are not calculated, but based on actual expenses incurred 
on behalf of the prograin. Please refer to KYPSC DR2-2. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

323. The third paragraph under “CEPLS” on tariff sheet 39 states that the aggregate lost 
revenues “attributable to the program participant” shall be divided by the estimated sales 
for the upcoming 12 month period to determine the “CEPLS surcharge.” This paragraph 
implies that there will be a specific CEPLS surcharge applicable to each customer based 
on his individual conservation. How does this implication square with the fonnula at the 
bottom of sheet 38 which implies an aggregate rate applicable to all residential 
customers? 

RESPONSE: 

The phrase “aggregate lost revenues attributable to the program participant” is intended to refer 
to the estimated reduction in usage described in the preceding paragraph, and thus an aggregate 
rate is applied to all residential customers. The illustrative example of the mechanism’s 
calculation at KYPSC DR2-2, provides the calculation of the CEP rate which is charged to all 
residential customers. 

Responsible Witness: 

Matthew D. Wesolosky 





DEL,TA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

324. The paragraph at the top of sheet 40 states that revenues from the CEPLS will be based 
“on engineering estimates of energy savings, actual program participation and estimated 
sales for the upcoming twelve-month period. . .” This leaves revenue determination very 
indeteiminate. Please identify specifically how CEPLS lost revenues will be measured 
for each of the programs outlined in Mr. Wesolosky’s testimony. 

RESPONSE: 

Please refer to KYPSC DR2-2 for an illustrative example of how the CEPLS is calculated. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

325. Please provide an illustration of the calculation of the CEPI. 

RESPONSE : 

Please refer to KYPSC D E - 2  for an illustrative example of how the CEPI is calculated. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

326. Will the CEP rates be surcharged on the commodity (per mcf.) or the customer charge? 

RESPONSE: 

Subject to Commission approval, the CEP rate would be volumetric. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

327. Refer to sheet 43 of the proposed tariff. What form will the CRS ‘‘adjustment to rates” 
take, per mcf, per customer, or both? 

RESPONSE: 

Subject to Comnission approval, Delta would propose that the adjustment be applied on a net 
revenue basis; Le., as a percentage factor applied to net revenues (revenues less GCR revenues). 

Sponsoring Witness: 

Matthew D. Wesolosky 





DEL,TA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

328. Will other interested parties aside from the Commission staff and the Attorney General be 
permitted to participate in the annual CRS reviews? 

RESPONSE: 

See response to PSC Second Request, Item 12. 

Sponsoring Witness: 

Glenri R. Jermings 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL FtEQUEST FOR INFORMATION 
DATED 6/07/07 

329. Which, if any, of the rate case filing requirements will apply to the annual CRS filings? 

RESPONSE: 

The specific filing requirements have not yet been determined. It is Delta’s desire, through a 
collaborative effort, to create a set of meaningful filing requirements, which would allow the 
Commission and the AG to perform a thorough, and efficient risk-based review of the CRS 
adjustment. 

Responsible Witness: 

Matthew D. Wesolosky 

I 





DE1,TA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

330. Please provide the orders of the Alabama Commission cited on pages 34 and 36 of Dr. 
Blake’s testimony. 

RESPONSE: 

See attached. 

Sponsoring Witness: 

Martin J. Blake 



MOBILE GAS SERVICE CORPORATION, Applicant 
APPLJCATION: For approval of proposed revisions to the Tariff Applicable to Gas Ser- 
vice of Mobile Gas Service Corporation to Extend the Operation of the Rate Stabilization 

and Equalization Factors 

DOCKET 28101 

Alabama Public Service Commission 

200.5 Ala. PUC LEXIS 143 

June 14,2005 

PANEL: [ "11 Jim Sullivan, President; Jan Cook, Associate Commissioner; George C. Wallace, Jr., Associate Com- 
missioner 

OPINION: ORDER 

BY THE COMMISSION: 

Mobile Gas Service Corporation ("Mobile Gas'' or "Company") on May 23, 2005, filed an application requesting 
that the Commission extend Applicant's Rate Stabilization and Equalization ("Rate RSE") with the addition of certain 
new provisions, through September 30,2009. 

By Order dated June 10, 2002 in Docket 28101, the Commission approved the adoption of Rate RSE for Mobile 
Gas effective October 1,2002, tluough September 30,2005. 

Pursuant to that Order and the RSE tariff currently in effect, the Commission's Energy and Advisory Divisions and 
the Attorney General's Office conducted a thorough review of Mobile Gas' operation under the RSE tariff. Conducted 
both at Commission offices and at Mobile Gas' offices, the review revealed that RSE has worked well for the Company 
and its customers 

The Commission Staff has been involved in numerous meetings and discussions with both the Company and the 
Attorney General's Office as part of the review process and has carefully evaluated the proposed tariff language. 

Based on this review, Mobile Gas has [*Z] proposed to revise its Rate RSE tariff to reflect an extension of Rate 
RSE through September 30, 2009, and to include certain new provisions relating to the review of Rate RSE filings by 
the Commission Staff and to matters covered under the limited complaint proceedings under Rate RSE 

The Attorney General of Alabama supports this filing. 

The Commission finds that Rate RSE has been an appropriate and effective ratemaking mechanism for Mobile Gas 
and that the extension of Rate RSE and the addition of the new provisions will streamline and stabilize the regulatory 
process and continue to provide the customers of Mobile Gas with the lowest possible rates consistent with the cost of 
service. 

IT IS THEREFORE ORDERED That the proposed revisions to the Tariff Applicable to Gas Service of Mobile Gas 
Service Corporation to extend the operation of the rate stabilization and equalization factors attached hereto as Appen- 
dix A are hereby approved. 

through September 30, 2009. Absent a Commission Order modifying Mobile Gas' RSE tariff, Rate RSE shall continue 
in effect beyond September 30, 2009. 1'31 

IT IS FURTHER ORDERED That Mobile Gas shall continue operation under Rate RSE effective October 1,2005, 

IT IS FURTHER ORDERED That a thorougil itview of Mobile Gas' operation under its RSE tariff shall be con- 

IT IS FURTHER ORDERED That any order issued by the Commission to terminate RSE for Mobile Gas shall 

ducted by the Coinmission Staff and the parties during the period December 1,2008, through May 3 1, 2009. 

provide that such termination shall take place no sooner than six months from the date of such order. 



IT IS FURTHER ORDERED That in furtherance of the goals of providing stable rates, the Company commits, by 
its acceptance of this rate order, to make 110 general rate increase filings other than those prescribed under Rate RSE and 
other provisions of Petitioner's Tariff to be effective prior to October 1,2009. It is likewise the commitment of the 
Commission, by reason of the Company's acceptance of this order, to make no change in Rate RSE and to make no 
change in the Equity Return Range to be effective prior to October 1,2009, provided that the RCE range would be sub- 
ject to adjustment if the Commission adjusts the returns on equity of all major energy utilities with a similar form of 
regulation under its jurisdiction as a result of a generic rate of return proceeding for such utilities. [*4] 

majeure may occur. In such event, the Company and the Commission shall consult in good faith to determine whether 
such commitments should be modified and, failing agreement thereon, the Commission and the Company may take 
such actions as in good conscience they deem appropriate. 

isting tariffs requiring amendment to reflect the applicability of Rate RSE. 

However, it is expressly recognized that an unforeseen event, whether physical or economic, of the nature of force 

IT IS FURTHER ORDERED That Mobile Gas shall file the RSE tariff, attached hereto as Appendix A, and any ex- 

IT IS FURTHER ORDERED That this Order is effective as of the date hereon. 

DONE in Montgomery, Alabama this 14th day of June, 2005. 

ALABAMA PUBLIC SERVICE COMMISSION 

.Jim Sullivan, President 

Jan Cook, Associate Commissioner 

George C. Wallace, Jr , Associate Commissioner 



MOBILE GAS SERVICE CORPORATION, Petitioner 
PETITION: For approval to increase rates and charges and thereafter for the adoption of 

Rate Stabilization and Equalization tariffs 

DOCKET 28101 

Alabama Public Service Commission 

2002 Ala PUC LEXIS 8.3; 218 P. U R 4th 344 

June 10, 2002 

PANEL: [*1] Jim Sullivan, President; .Jan Cook, Commissioner; George C. Wallace, Jr., Commissioner 

OPINION: ORDER 

BY THE COMMISSION: 

On May 3 1, 2001, Mobile Gas Service Corporation (liereinafter "Mobile Gas" or "Company") filed a petition with 
the Alabama Public Service Commission (the "Commission") seeking approval to increase its rates and charges to Ala- 
bama consumers and to adopt Rate Stabilization and Equalization ("Rate RSE"). 

The Commission, in its Report and Order dated October 3 ,  2001, in this Docket, approved a settlement of the issues 
presented in the rate portion ofthe case as agreed upon by the Attorney General's Office and Mobile Gas. The Commis- 
sion deferred a decision on the adoption of Rate RSE until May 2002 to allow for a sufficient evaluation period and to 
hold a public hearing on the suitability of the Company's proposed RSE tariff. As part of the evaluation of the appropri- 
ateness of Rate RSE for Mobile Gas, the Commission ordered Mobile Gas, beginning October 1, 2001, to make periodic 
reports to the Commission Staff and the Attorney General's Office showing the financial operations of the Company 
under the rules, regulations, and directions currently in effect or used by ["2] other gas utilities regulated under Rate 
RSE. Mobile Gas made such reports and supplied additional information concerning issues raised during the evaluation 
of Rate RSE for Mobile Gas. These submissions provided the basis for discussions among the Commission Staff, the 
Attorney General's Office, and Mobile Gas concerning specific terms and provisions of tlie Company's proposed RSE 
tariff attached hereto as Appendix A. 

in concept not to oppose the Company's regulation under Rate RSE or any similar regulatory treatment. The Attorney 
General also agreed to incorporate the rate of return on common equity developed in this docket (13.60%) into the 
Company's proposed RSE tariff. Rate RSE requires a range of rate of return on average common equity and the parties 
agreed that, for evaluation purposes, tlie range would be from 13.35% to 13.85%, wit11 a mid-point of the 13.60%. 

Beginning in March 2002, the Commission Staff, the Attorney General's Office, and Mobile Gas participated in a 
series of conferences to review Mobile Gas' performance under the rules, regulations, and directions [*3] currently in 
effect or used by other gas utilities regulated under Rate RSE and to discuss specific terms and provisions of a contem- 
plated RSE tariff for Mobile Gas and other issues as brought forward by the parties. 

Gas and beneficial to its customers. The specific RSE tariff agreed upon is attached hereto as Appendix A. 

to promote increased rate stability for its customers in the event of a force majeure type occurrence. The proposed ESR 
is similar to that already approved by this Commission for other utilities under its jurisdiction. 

The parties agreed, after a thorough review and deliberation period, that an ESR would be suitable for Mobile Gas 
and beneficial to its customers. The specific ESR tariff agreed upon is attached hereto as Appendix B. 

A public hearing was held on May 29, 2002, pursuant to Commission notice dated May 13, 2002. At the hearing, 
representatives of the Attorney General's Office and Mobile Gas presented a Settlement Agreement that agreed [ "41 to 
the implementation of RSE and ESR tariffs, attached hereto as Appendix A and B, respectively. Representatives of the 
Energy and Advisory Divisions of the Commission Staff also participated in the hearing. 

As noted in the Commission's Report and Order dated October 3, 2001, in  this docket, the Attorney General agreed 

The parties agreed, after a tlioro~gli review and deliberation period, that Rate RSE would be suitable for Mobile 

During the aforementioned conferences, Mobile Gas proposed the creation of an Enhanced Stability Reserve (ESR) 



As in previous filings before the Commission related to Rate RSE, the Commission finds that the adoption of Rate 
RSE constitutes an improved method of setting natural gas utility rates sufficient to provide the Company with stable 
and adequate returns, to provide the public with the lowest possible rates consistent with the cost of service, to amelio- 
rate the impact of any increases, and to decrease rates promptly if the designated rates of return are exceeded. 

The Commission notes that the Cost Control Measurement (CCM) component of Rate RSE will h i i t  monitor the 
Company's operation and maintenance expense levels from year to year in comparison to an inflation index to ensure 
effective and efficient management of such costs. 

The Commission also finds that an ESR is reasonable, appropriate, and consistent with the principles of rate stabil- 
ity underlying RSE. The establishment and operation of an ESR will dampen the potentially destabilizing effect of any 
future extraordinary operation [ *SI and maintenance expenses or large industrial revenue budget variance by allowing 
those costs to be recognized more gradually for cost of service and ratemaking purposes. 

The Commission notes that the RSE and ESR tariffs constitute a regulatory agreement negotiated between the 
Company and the Attorney General's Office with input from the Commission Staff and, as such, contain numerous 
safeguards and checks and balaiices to ensure that the Company's rates are just and reasonable to both the Company and 
its customers as required by Alabama Cade Section .?7-1-80, 1975. 

After careful review of these documents and the testimony presented at the May 29, 2002, hearing, the Coinmission 
deems it in the public interest to accept the agreement negotiated between the Company and the Attorney General's Of- 
fice and approve the RSE and ESR tariffs attached hereto as Appendix A and B, respectively. 

IT IS THERETORE ORDERED That Mobile Gas shall commence operation under the RSE tariff attached 
hereto as Appendix A which is hereby approved to be effective October 1, 2002, through September 30, 2005. Absent a 
Commission Order modifying Mobile Gas' RSE tariff, Rate RSE shall continue in effect beyond September ("61 30, 
200.5. 

IT IS FURTHER ORDERED That Mobile Gas is to include in its RSE computations the revenues and expenses 

IT IS FURTHER ORDERED That a thorough review of Mobile Gas' operation under its RSE tariff shall be con- 

IT IS FURTHER ORDERED That any order issued by the Commission to terminate RSE for Mobile Gas shall 

IT IS FURTHER ORDERED That in furtherance of the goals of providing stable rates, the Company commits, 

of all its operations including, but not limited to, merchandising, jobbing, and all large industrial consumers. 

ducted by the Commission Staff and the parties during the period January 1, 2005 through April 30, 200.5. 

provide that such termination shall take place no sooner than six months from the date of such order. 

by its acceptance of this rate order, to make no general rate increase filings other than those prescribed under Rate RSE 
and other provisions of Petitioner's Tariff to be effective prior to October 1,  200.5. I t  is likewise the commitment of the 
Commission, by reason of the Company's acceptance of this order, to make no change in Rate RSE and to make no 
change in the Equity Return Range to be effective prior to October 1,200.5, provided that [*7] the RCE range would be 
sub,ject to adjustment if the Commission adjusts the returns on equity of all major energy utilities with a similar form of 
regulation under its jurisdiction as a result of a generic rate of return proceeding for such utilities. However, it is ex- 
pressly recognized that an unforeseen event, whether physical or economic, of the nature of force majeure may occur. In 
such event, the Company and the Commission shall consult in good faith to determine whether such commitments 
should be modified and, failing agreement thereon, the Coinmission and the Company may take such actions as in good 
conscience they deem appropriate. 

IT IS FURTHER ORDERED That Mobile Gas is authorized to establish an ESR with a Maximum ESR Balance 
of $ 1,500,000 of which $ 1,000,000 is to be recorded in total effective October 1 ,  2002, and recovered through rates 
over a tllree-year period beginning October 1,  2002. The ESR will operate in accordance with the tariff attached hereto 
as Appendix B that is hereby approved. 

and B, respectively, and any existing tariffs requiring amendment to [*SI reflect the applicability of Rate RSE. 
IT IS FURTHER ORDERED That Mobile Gas shall file the RSE and ESR tariffs, attached hereto as Appendix A 

IT IS FURTHER ORDERED That this Order is effective as of the date hereon. 

DONE in Montgomery, Alabama this 10th day of June, 2002. 

ALABAMA PUBLIC SERVICE COMMISSION 



Jim Sullivan, President 

Jan Cook, Commissioner 

George C. Wallace, Jr., Commissioner 



ALABAMA GAS CORPORATION, APPLKANT 
APPLICATION: For Renewal and Extension of Rate Stabilization and Equalization (Rate 

RSE) 

DOCKETS 18046 AND 18328 

Alabama Public Service Commission 

2002 Ala. PUC LEXIS 94; 218 P.U.R.4th 3.39 

June 10,2002 

PANEL: ["I] Jim Sullivan, President; Jan Cook, Associate Commissioner; George C. Wallace, Jr., Associate Corn- 
missioner 

OPINION: ORDER 

BY THE COMMISSION: 

Alabama Gas Corporation (Company) on May 3 1,2002, filed an application requesting that the Commission ex- 
tend Applicant's Rate Stabilization and Equalization (Rate RSE) without change, through January I ,  2008, and thereaf- 
ter, unless the Commission, after notice and a hearing, votes to either modify Rate RSE or to discontinue its operation 
after that date. 

By way of background, Rate RSE was first established for the Company and for Alabama Power Company by 
Commission orders dated January 25, 1983, and November 17, 1982, respectively, which orders were examined by the 
Supreme Court of Alabama in the companion cases of Graddick 11. Alabama Public Sewice Commission, 441 So.2d ,386 
(Ala. 198.3) and Alabama Metallurgical Corp. V Alabama Public Service Commission, 441 So.2d .56.5 (Ala. 198.3') In 
those opinions the Court approved the action of the Commission in adopting Rate RSE and affirmed the establishment 
of Rate RSE as a valid exercise of the Commission's regulatory authority: 

We ["Z] have examined Rates RSE I . . and the special niles related thereto and find that they are legal 
and proper in every respect, they represent an appropriate exercise of the [Alabama Public Service 
Commission's] regulatory authority, they are in compliance with this court's mandate, and the are just 
and reasonable ... to consumers represented by the Alabama Public Service Commission. 

Alabama Metalhrgical Coi'y , supra at 576 

In addition, the Supreme Court of Alabama again affirmed the implementation and extension of Rate RSE as a 
valid exercise of the Commission's regulatory authority in Air-co, Iiic v Alabama Public Service Conzniissio~i, 496 
So 2d 21 (Ala 1986) 

When the Commission initially adopted these rates in 1983, it found that "the ratemaking principles reflected in 
Rate RSE ... constitute a significantly improved method of setting natural gas utility rates sufficient to provide the Coni- 
pany with stable and adequate returns, to provide the public with the lowest possible rates consistent with the cost of 
service, to ameliorate the impact of increases required, and to decrease rates promptly if the designate rates of ["3] re- 
turn are exceeded." Alabama Gas Corporation, Dockets 18046, 18328 and 18622, Order p. 3 (Jan 2.5, 1983). Since its 
original adoption in 1983, Rate RSE for the Company has been renewed and extended by Commission Order on four 
other occasions - 1985, 1987, 1990 and most recently 1996 - in each instance following extensive and ongoing review 
by all interested parties. 

effective ratemaking mechanism for the consumers of Alabama and for the Company. Rate RSE has worked well for the 
consumers and the Company during the past nineteen years, and has worked particularly well as modified by the 1990 
RSE Order which added significant additional consumer safeguards that were negotiated to ensure that the Company's 
rates are just and reasonable to both the consumers and the Company as required by Alabania Code Sectioii 37-1-80. In 

The Commission herein reaffirms that after nineteen years of successful operation, Rate RSE is an appropriate and 



addition, RSE's implementation and continuation as a regulatory tool in Alabama has streamlined and stabilized the 
regulatory and ratemaking process, has replaced the Company's requests for large, complicated rate increases with quar- 
terly rate adjustments [*4] that are easier to understand, less significant and easier to monitor, and has enhanced the 
effectiveness and reduced tlie cost of utility regulation in Alabama. 

Moreover, Rate RSE has created a regulatory environment that has facilitated increased cooperation and dialogue 
between the Company and the Commission. As a result, the Commission and its skaff better understand how develop- 
ments in the energy industry will affect service and how the Company plans to respond to these changes to the benefit 
of its customers. 

Finally, Rate RSE has provided a specific and detailed procedure for reviewing various components of the Com- 
pany's RSE filings. This procedure provides additional consumer protection beyond that already provided under the 
Alabama statutory provisions. 

The Attorney General of Alabama supports tllis filing. 

The Commission finds that throughout the duration of Rate RSE's operation, the Company has managed to provide 
its customers with quality service at favorable and stable rates and that much of the Company's success in that regard 
has come as a result of the stability provided by Rate RSE. In fact, Applicant's rates today, when adjusted for inflation, 
are 11% lower than they [*SI were when RSE was implemented in 1983. Clearly, the Company lias utilized this regula- 
tory environment to focus on important industry issues which will enable the Company to continue to perfonn well in 
the future. 

The Commission further finds that Rate RSE, as modified in the 1990 RSE Order, is fair, reasonable, in the public 
interest, and should be continued. After nineteen years of operation, the Commission reaffinns that Rate RSE is the es- 
tablished method of rate regulation for the Company and one that has proven successful in addressing the inherent prob- 
lems of traditional utility regulation while also providing numerous consumer safeguards, thereby enabling tlie Com- 
mission to better carry out its statutory purposes. Based upon: ( I )  the satisfactory and proven operation of the rates 
which have been in place for over nineteen years and which have been tlie subject of ongoing review by the Commis- 
sion and its staff and all interested parties since 1983; (2) the knowledge gained by this Commission and its staff in 
monitoring the Company through the operation of Rate RSE, and (3) the Commission's order of October 7, 1996 in 
these Dockets, the Commission finds that Rate RSE has continued [*6] to work well to the advantage of consumers, the 
Company and this Commission, and should be continued without change under the terms of the 1990 RSE Order 
through January 1, 2008, and thereafter unless the Commission, after reasonable notice to the Company and a public 
hearing, affirmatively votes to modify Rate RSE or discontinue the operation of Rate RSE after such date. 

finds that the request for continuation should be and is herein approved. 
Considering tlie foregoing findings and the entire record in Dockets I8046 and 18328 to date, the Cornmission 

IT IS THEREFORE ORDERED That: 

(1) Rate RSE and the Special Rules Governing Operations of Rate RSE as stated in the 1990 RSE Order are in the 
public interest and shall continue to operate, without change, through January 1,2008. Adjustments under Rate RSE 
shall continue after .January 1, 2008, provided, however, the Commission may, after reasonable notice to the Company 
and a public hearing, affirmatively vote to modify Rate RSE or discontinue the operation of Rate RSE after such date. 

(2) In fiirtherance of the goals of providing stable rates, the Company commits, by its acceptance of this rate order, 
to make no general rate increase ["7] filings other than those prescribed under Rate RSE and the other provisions of 
Applicant's Tariff to be effective prior to January 1,2008. It is likewise the commitment of the Commission, by reason 
of the Company's acceptance of this rate order, to make no change in Rate RSE, nor reductions in the rate schedules to 
which they apply, and to make no changes in the RCE range to be effective prior to January 1, 2008, provided that the 
RCE range would be sub,ject to ad,justment if the Commission adjusts the returns on equity of a11 major energy utilities 
with a similar form of regulation under its jurisdiction as a result of a generic rate of return proceeding for such utilities. 
However, it is expressly recognized that an unforeseen event, whether physical or economic, of the nature of force ma- 
,jeure may occur. In such event, the Company and the Commission shall consult in good faith to determine whether such 
commitments should be modified and, failing agreement thereon, the Commission and the Coinpany may take such ac- 
tions as in good conscience they deem appropriate. 

(3)  The Company shall indicate its acceptance of this Order and its provisions in writing by a filing with the Com- 
mission [*SI within eight (8) working days of the date hereof. 



IT IS FURTHER ORDERED, That all orders, directives and requirements set out herein shall be fully complied 

IT IS FURTHER ORDERED That this Order shall be effective as of the date hereof. 

DONE at Montgomery, Alabama, this the 10th day of June, 2002. 

ALABAMA PUBLIC SERVICE COMMISSION 

Jim Sullivan, President 

Jan Cook, Associate Commissioner 

George C. Wallace, Jr., Associate Commissioner 

with by all affected parties. 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERGL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

33 1. Please provide the record of rate adjustments by gas companies pursuant to the Alabama 
and South Carolina rate stabilization programs discussed by Dr. Blake on pages 34 and 35 
of his testimony. 

RESPONSE: 

Dr. Blake does not have the information requested. 

Sponsoring Witness: 

Martin J. Blake 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQIJEST FOR INFORMATION 
DATED 6/07/07 

332. Please provide any studies that demonstrate the cost-effectiveness of the DSM programs 
outlined in Mr. Wesolosky’s testimony. 

RESPONSE: 

Please refer to KYPSC DR2-22. 

Respansible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

333. What is the rationale for changing the basis for the volumetric charges fi-om ccf to mcf? 

ESPONSE: 

The Company is not proposing to change the basis for the volumetric charges from Ccf to Mcf. 
Our tariff rates are currently stated in Mcfs and the rationale for changing to Ccfs is given in 
Brown Testimony page 5 line 1 1 .  

Sponsoring Witness: 

John B. Brown 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL'S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

334. Please provide all data available to Delta on the appliance mix of its residential and small 
commercial customers. 

RESPONSE: 

Delta does not track statistics an its customers' appliance mix. 

Responsible Witness: 

Matthew D. Wesalosky 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

335. Please provide the cost of service study in electronic format with all algorithms and 
formulas in tact. 

RESPONSE: 

See PSC 46 Delta Cost of Service Study 2006.~1s found on PSC 2 CD 1 as listed on the PSC 
Electronic File Index. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6107107 

336. What is Delta’s recommended schedule of information requests arid replies during the 45- 
day review period envisioned in the Company’s CRS proposal? 

RESPONSE: 

Please refer to KWSC DE-27. 

Responsible Witness: 

Matthew D. Wesolosky 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

337. Describe in detail and provide full documentation of the Company’s design day 
(demand) allocation procedure. 

RESPONSE: 

See attached and page 17 of the Direct Testimony of William Steven Seelye. 

Responsible Witness: 

William Steven Seelye 







DEL,TA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL,’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

338. Please describe in detail the use of Delta’s transmission and distribution facilities by off- 
system transportation customers. 

RESPONSE: 

Delta’s transmission facilities are used to provide service to off-system transportation customers. 
Distribution facilities, however, are not used to provide that service. Specifically, transniission 
facilities are used to transport gas on behalf of off-system transportation customers through the 
system, which, from a cost of service perspective, is not unlike the use of those facilities by 
Delta’s sales customers. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

339. Why are CTJST 01, 02 arid 03 based on the year-end count of custoiners, while CUST 04 
is based on the average number of customers? 

RESPONSE: 

CustO1, CustO2 and Cust03 are used to allocate year-end plant, rate base, etc., and CustO4 is used 
to allocate armual expenses. 

Respoiisible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, FWQUEST FOR INFORMATION 
DATED 6/07/07 

340. What is the difference between CTJST 04 and CUST 05 allocation factors? 

RESPONSE: 

CustO4 reflects a weighting factor; whereas CustOS does not. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

34 1. Please provide all source documents, workpapers, calculations and other documentation 
supporting the “zero intercept” procedure used by the Company to allocate mains costs. 

RESPONSE: 

See attached. 

Responsible Witness: 

William Steven Seelye 



DELTA NATURAL GAS COMPANY, INC. 

At 12131106 
A/C 376 - DISTRIBUTION MAINS 

Under 2" plastic 

2" Plastic 

3" Plastic 

4" Plastic 

ci" plastic 

Under 2" Steel 

2" Steel 

3" Steel 

4" Steel 

6" Steel 

8" Steel 

Footaqe 

508,866 

4,504'31 1 
- 

89,043 

1,353,891 

58,933 

85,824 

379,832 

61,367 

291,928 

277,138 

- 

- 

- 

- 

- 
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853.09 

16.86 

256.42 

11.16 

16.25 

71.94 

1 I .62 

55.29 

52.49 

Attorney General's lnital Data Request 
QtJeStiOn 341 

Page I of 1 

Net Book 
Value 

2,931,080 

20,799,781 

101,306 

10,735,972 

558,228 

188,710 

462,919 

73,752 

2,211,801 

1,281,750 

- 

- 

403.827 94,863 17.97 

7,705,996 1,459.47 39,749,126 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL Rl3QIJEST FOR INFORMATION 
DATED 6/07/07 

342. Please provide the per-foot replacement cost new of each of the pipe sizes shown in page 
2 Seelye Exhibit 8. 

RESPONSE: 

Mr. Seelye does not have the requested information. It was not used in the study. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

343. Please refer to page 25 of Mr. Seelye’s testimony. Is the adjusted rate of return for the 
residential class 5.71% as shown in the table, or 5.17% as stated in line S? 

RESPONSE: 

Both figures should be 5.71%. This refers to the overall rate of return, not for the residential 
class as stated in the question. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

344. Please provide the record of WNA adjustments since the inception of the program. 

RESPONSE: 

See attached. 

Responsible Witness: 

John B. Brown 



Delta Natural Gas Company, Inc. 
Case No. 2007-00089 
AG 1st Request # 344 

WNA .... Î__. Adjustments 1-.-_.__11-_.- 

Since Inception 

1 ___ -“.---_..I __-.I --__.--̂  ”_ 1 FA80.070 VVq 
I .480.060 WNA SMALL NON- 

Page 
1 o f 1  

3 259,144.28 68,227 19 327,371 “47 
-59,385 7 -303,199.67 

Totals -1,376,818.84 -315,267 36 -1,692,086 20 
.--- 4 -243,813.97 

-__.- 





DEL,TA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

345. Confirm that the descriptor in colunm (8) in Seelye Exhibit 1 should be “Column 
(6)/Column (7)” Please provide an explanation for the variance between these two 
colurnns. 

RESPONSE: 

In Seelye Exhibit 2 Column 8 should be labeled column 6/ column 7. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

Special Contracts 
On-system Transportation 

Total 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

2,801,367 
2,574,029 
5.375.396 

346. Does the 5,375,396 mcf shown in the line titled “On-System Transportation Special” 
refer only to Special Contracts, or does it include other on-system transportation 
customers as well? If the latter, please provide a breakdown of this figure. 

RESPONSE: 

The 5,375,396 includes both special contract and on-systern transportation as shown below: 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

347. Does Seelye Exhibit 1 reflect billings for the year-end December 31, 2003, as the title 
states? If so, please provide the corresponding data for the year ending December 3 I ,  
2006. 

RESPONSE: 

Seelye Exhibit 2 reflects billing for the 12 months ended December 3 1 , 2006. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

348. Why does the Company propose to increase the commodity rate for small non-residential 
customers but not for residential customers? 

RESPONSE: 

The small non-residential volumetric charge was increased to the same level as the residential 
volumetric charge. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

349. Please describe fully the rationale underlying the declining block rates for the large non- 
residential rate classes. Provide any workpapers, calculations or other documentation that 
would support the definition of these blocks and the rates applicable to them. 

RESPONSE: 

Delta’s recommendation is consistent with the pririciples of rate stability and gradualism. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

350. In view of the fact that there are no large non-residential customers taking gas in the over 
5,000 mcf blocks, would it make sense to eliminate these rate blocks? 

RESPONSE: 

No. 

Responsible Witness: 

William Steven Seelye 





DEL,TA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

35 1. Provide any workpapers, calculations or other documentation that support the rates to 
interruptible customers? 

RESPONSE: 

See Seelye Exhibit 4, page 5. 

Responsible Witness: 

William Steven Seelye 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GEMERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

352. What is the rationale for changing the billing units for gas lighting and 
classes from Mcf to Ccf? 

RESPONSE: 

The rationale for changing the billing units from Mcf to Ccf is given in Browi 
line 1 1. 

ntermptible 

Testimony page 5 

Sponsoring Witness: 

John R. Brown 





DELTA NATURAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

353. Why is it impossible to derive any increased revenue from the special contracts? 

RESPONSE: 

Because they contain fixed rates. 

Sponsoring Witness: 

Glenn R. Jennings 





DELTA NATURAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL,’S INITIAL REQUEST FOR INFORMATION 
DATED 6/07/07 

354. Please provide a full explanation for the assumed increases in the number of collection 
fees, reconnects and bad check charges shown on page 16 of Seelye Exhibit 4. Include 
any calculations, workpapers or other documentation to support these assumed increases. 

RESPONSE: 

When the proposed charges are multiplied by the billing units, the revenue increases produced 
are shown on the revised Seelye Exhibit 4, page 16, included in the response to PSC-49. 

Responsible Witness: 

William Steven Seelye 





DEL,TA NATURAL GAS COMPANY, INC, 
CASE NO. 2007-00089 

ATTORNEY GENERAL,’S INITIAL, REQIJEST FOR INFORMATION 
DATED 6/07/07 

35.5. Why does page 16 of Seelye Exhibit 4 show no increases in the charges for collections, 
reconnections and bad checks when tariff sheets 14 and 15 show that these charges will 
be increased? If page 16 is in error, please provide a corrected page. 

RESPONSE: 

See response to PSC-49. 

Responsible Witness: 

William Steven Seelye 





DELTA NATIJRAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERALA’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

356. Please provide the factors used in weighting services and meters among the classes. 
Provide full documentation for these weightings, including source materials, workpapers, 
calculatioiis and memoranda. 

RESPONSE: 

The weighting factors were not updated fi-om Delta’s last cost of service study. It was 
determined that the relative relationships in the weighting factors between rate classes would 
likely not have changed since the last rate case. 

Responsible Witness: 

William Steven Seelye 



DEL,TA NATIJRAL GAS COMPANY, INC. 
CASE NO. 2007-00089 

Effective Date 
August 2004 

November 2004 
February 2005 

May 2005 
August 2005 

November 2005 
February 2006 

May 2006 
August 2006 

November 2006 
February 2007 

Mav 2007 

I 

ATTORNEY GENERAL’S INITIAL, REQUEST FOR INFORMATION 
DATED 6/07/07 

Case No. GCRRate 
2004-00264 $ 8.3941 
2004-00377 $ 7.6957 
2004-005 17 $ 7.9143 
200.5-00 132 $10.7687 
2005-00270 $12.2267 
2005-00408 $12.3293 
- 2005-00547 $14.8040 
2006-00124 , $1 1 A762 
2006-003 17 $10.9568 
2006-004 17 $ 9.9756 
2006-00559 $ 8.6137 
2007-00 1 18 $10.4200 

3.57. Please provide a record of the GCR over the last three years. 

RESPONSE: 

The following reflects the approved GCR rates for the last three years: 

Responsible Witness: 

Glenn R. Jennings 







DELTA NATIJRAL, GAS COMPANY, INC. 
CASE NO. 2007-00089 

ATTORNEY GENERAL'S INITIAL REQIJEST FOR INFORMATION 
DATED 6/07/07 

358. Provide any studies or data in the Company's possession that would demonstrate the cost- 
effectiveness o f  the special contracts. 

Response: 

There are no studies. We figure some revenue from them is better than no revenue. They were 
necessary either to prevent physical bypass or to help industry to locate in Delta's service area 
and thus create new jobs. All revenues from these contracts are included in this rate case and 
thus benefit Delta's other customers by reducing the revenue required from other customer 
classes to meet Delta's overail revenue requirement. 

Sponsoring Witness: 

Glenn R. Jennings 
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