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DIRECT TESTIMONY OF KEVIN M. MCGOWAN
DOCKET NO.
Please state your name and position.

My name is Kevin M. McGowan. [ am Vice President of Regulatory
Affairs for Pepco Holdings, Inc. (PHI). I am testifying on behalf of Delmarva
Power & Light Company (Delmarva or the Company).

What are your responsibilities in your role as Vice President of Regulatory
Affairs?

1 am responsible for all regulatory matters for PHI and its three regulated
utility subsidiaries, Atlantic City Electric Company, Delmarva Power & Light
Company, and Potomac Electric Power Company (Pepco). In this capacity, I am
responsible for regulation related to PHI's utility business before the Delaware
Public Service Commission (the Commission), the Maryland Public Service
Commission, the New Jersey Board of Public Utilities, the Public Service
Commission of the District of Columbia, and the Federal Energy Regulatory
Commission.

Please state your educational background and professional experience.

'I hold a Bachelor of Business Administration degree in both Accounting

and Business Data Systems from the University of Texas at San Antonio and a

Masters of Business Administration in Finance from the University Of Chicago

Graduate School Of Business. [ am also a Certified Public Accountant.
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In 1998, I joined Potomac Capital Investments, a subsidiary of Pepco, as
the Vice President and Treasurer. In 2004, I transferred to Pepco’s Power
Delivery group and eventually to PHI, where I have held various financial
positions of increasing responsibility. In March 2009, 1 was promoted to Vice
President and Treasurer of PHI. In November 2012, I became Vice President,
Regulatory Affairs. Prior to joining Pepco, I worked for Duty Free International,
an international retail company, and prior to that I worked for Ernst & Young.
What is the purpose of your Direct Testimony?

The purpose of my Direct Testimony is to provide an overview of the
Company’s application for an increase in gas distribution rates. I will briefly
summarize the testimony of the Company’s witnesses, discuss the Company’s
capital structure and current credit ratings, and explain the importance of
Delmarva remaining a financially sound utility with investment grade credit
ratings. Finally, I will discuss why it is important for our customers that
Delmarva have access to capital on reasonable terms. |

This testimony was prepared by me or under my direct supervision and
control. The source documents for my testimony are Company records and public
documents. [ also rely upon my personal knowledge and experience.

Please describe the Company’s application.

This filing consists of the application for an increase in gas base
distribution rates, together with my Direct Testimony and that of six other
witnesses. As described more fully below, those witnesses and the topics they

address are as follows:
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Mr. Robert M. Collacchi, Jr., Director, Gas Operations and E;lgineering
provides testimony and exhibits in support of the Company’s gas
construction program and other investments, including a discussion of the
need to replace certain facilities for both safety and reliaﬁility purposes.
Mr. Collacchi also supports the tariff change that will enable more
Delmarva customers to access the gas system.

Mr. Robert B. Hevert, Managing Partner, Sussex Economic Advisors,
LLC, provides testimony and exhibits in support of the Company’s
proposed cost of equi;fy.

Mr. Jay C. Ziminsky, Manager, Revenue Requirements, provides
testimony and exhibits in support of the Company’s revenue requirement,
the test year and test period selections, and the proposed ratemaking
adjustments.

Ms. Marlene C. Santacecilia, Regulatory Affairs Lead, provides testimony
and exhibits in support of the proposed rate design and Delmarva’s
proposed tariffs.

Mr. Michael T. Normand, Regulatory Affairs Analyst, provides testimony
and exhibits in support of the Company’s cost of service studies.

Ms. Kathleen A. White, Assistant Controller, proﬁides testimony and
exhibits in support of the Company’s accounting books and records and

PHI’s cost and accounting procedures.

Please summarize the Company’s rate increase request.
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The Company is requesting a $12.174 million increase in gas base
distribution revenue based on a calendar year 2012 test period consisting of six
months of actual results and six months of forecasted results. The test period
results will be updated to actual as soon as they are available. A typical
residential customer using an average of 120 CCT in a winter month would see a
bill increase of $8.67 or 6.1%, from $141.79 to $150.46. Iowever, a typical
residential customer would see a winter month decrease of $15.13 or 9.1%, from
$165.59 to $150.46, when the effect of the Gas Cost Rate decrease effective
November 1, 2012 is included in the comparison. Company Witness Santacecilia
provides additional information related to the billing comparison for the overall
proposed rate changes.

The test period of December 31, 2012, with the adjustments proposed,
represents a reasonable basis for establishing the Company’s revenue
requirements absent the use of a fully forecasted test period. With the
adjustments presented in this filing, this test period provides a matching of
revenues, expenses, and rate base consistent with Commission regulations and
represents a reasonable basis for establishing the Company’s revenue
requirements for the rate effective period. In addition, the Company is requesting
recovery of forecasted reliability plant additions through December 2013. As
approved by the Commission in Docket No. 09-414, the Commission allowed
recovery of reliability plant additions that were updated to actuals during the

course of the proceeding. Company Witness Ziminsky provides additional
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information related to the support of the test period selection and forecasted
reliability plant additions.

The request is also based on a rate of return on equity (ROE) of 10.25%.
At current base rates, Delmarva’s unadjusted ROE is 7.53% on its gas business,
which is far short of the 10.00% level approved by the Commission in Docket No.
10-237 in Order No. 7990 dated June 21, 2011, and even further below the current
10.25% return on equity capital supported by Company Witness Hevert.

When did the Company last file for a gas base rate increase?

The Company last requested an increase in gas base rates on July 2, 2010
in Docket No. 10-237. As stated above, the Commission issued Order No. 7990
on June 21, 2011 that approved a Settlement Agreement reached by the parties
involved in that case. The Settlement Agreement provided for an annual gas base
rate increase of $5.8 million, or approximately 3.09% of total gas revenues, based
on an overall rate of return of 7.56% and a return on equity of 10.00%. The full
proposed gas rates became effective on February 2, 2011 with the final approved
rates effective on July 1, 2011.

Why is it necessary for the Company to file this gas rate increase?

Since the Company’s last gas base rate case filed in 2010, the Company
has continued to undertake initiatives to ensure a high level of gas reliability and
system safety and has invested approximately $38.6 million in its gas distribution
system since the last gas base rate case. As discussed in Company Witness

Collacchi’s testimony, Delmarva is spending significant amounts of capital to
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replace aging gas facilities. These replacements are essential to maintain

reliability and to ensure the continued safety of the gas system.

Given the need for these system improvements, Delmarva’s rates for gas
distribution service must reflect the current costs of providing that service S0 that
the Company can continue to meet its obligation of providing safe and reliable
gas service to its customers. As I discuss below, this increase is also necessary to
maintain the Company’s financial integrity in order for the Company to have
access to capital on reasonable terms to support the ongoing investments in the
gas distribution system.

As previously noted, Delmarva is currently earning well below its
authorized rate of return on its gas business. In fact, Delmarva’s adjusted rate of
return, based on the analysis presented by Company Witness Ziminsky, is 4.87%,
which reflects a ROE of only 4.84%. This 4.84% is far below the 10.00% ROE
that the Commission authorized in the Company’s last gas base rate case.

What overall rate of return is Delmarva requesting?

As shown in Schedule (KMM)-1, the Company is requesting an overall
rate of return of 7.51% on its gas distribution rate base in Delaware.
On what capital structure is the overall rate of return based?

This overall rate of return is the weighted average, based on the
Company’s September 30, 2012 capital structure ratios of 48.78% common equity
and 51.22% long-term debt, its embedded long-term debt cost of 4.91% (see

Schedule (KMM)-1) and its return on common equity of 10.25%, as
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recommended by Company Witness Hevert. This capital structure is consistent
with the Company’s goals and objectives.
Is this capital structure consistent with industry practice and averages?

Yes. The Company’s recommended capital structure is consistent with the
2011 full-year and 2012 year-to-date reported averages of 47.97% and 50.79%,
respectively, of the common equity ratios of electric utilities as published in the
October 4, 2012 edition of Regulatory Research Associates’ “Regulatory Focus:
Major Rate Case Decisions”, as well as with a 2013 — 2017 forecast range from
49.0% to 49.5% for the average equity ratio of the Electric Utility (East) Industry
sector between 2013 and 2017, as published by Value Line on August 24, 2012.
Are there other reasons this capital structure is appropriate for use in this
proceeding?

Yes. As indicated in the Direct Testimony of Company Witness Hevert,
the Company’s recommended capital structure is reasonable given a mean
common equity ratio of 55.23% (range between 47.92% and 65.63%) for the nine
companies comprising his peer group for the purpose of determining the cost of
equity in this proceeding.

What are the Company’s credit ratings by major rating agencies?

Delmarva’s long-term corporate credit ratings (unsecured debt ratings) are
BBB+, Baa2 and A- from S&P, Moody’s and Fitch, respectively. As noted in
S&P’s “Industry Report Card” dated October 22, 2012, 63% of U.S. investor-
owned electric utilities carry ratings from BBB- to BBB+, with an additional 35%

rated A-, or better.
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For Delmarva to continue to ha-ve access to the capital necessary for the
significant investments in its gas distribution infrastructure, the Company must
maintain its financial integrity, as reflected in its earned rate of return on equity,
its credit ratings, and its other key financial metrics. The rate increase that
Delmarva secks in this case is crucial to maintaining the level of financial
integrity necessary for the Company to access needed capital on reasonable terms.
Does the State regulatory environment affect PHI’s credit ratings?

Yes, it is a very important factor. In fact, in S&P’s publications entitled
“Assessing U.S. Regulatory Environments,” dated November 7, 2008 and updated
on March 11, 2010, and “Business and Financial Risks in the Investor-Owned
Utility Industry,” dated November 26, 2008 and updated on October 28, 2010,
S&P indicated that the regulatory climate is perhaps the most important factor it
analyzes when evaluating investor-owned utilities. It noted that regulatory risk
will continue to be evaluated based on the environments in which companies
operate, as well as other factors, including ratemaking practices and procedures,
cash flow support and stability, political insulation, operating performance, credit
metrics, and particularly cash flow metrics. In Delaware, the regulatory
environment is viewed by rating agencies as positive.

Please discuss the Company’s need to maintain its financial health.

Delmarva continues to face rising costs to meet the needs of its customers
and fulfill its public service obligations. As discussed in the testimony of other
Company Witnesses, these rising costs include higher expenses, such as

workforce-related costs, and higher capital expenditures to ensure the continued
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reliability and safe operation of the distribution infrastructure. As a result of these
rising costs, the Company’s revenues are falling far short of the level necessary to
cover its costs, earn a reasonable rate of return, and preserve a strong investment
grade credit rating.

Does the Company plan to plﬁce an interim increase of $2.5 million into
effect as permitted under 26. Del. C. § 306 (c)?

Yes. If the Commission chooses to suspend the proposed rate changes for
the full suspension period, the Company plans to place in effect, on February 3,
2013, subject to refund, an interim annual increase of approximately $2.5 million.
Modified Tariff Leafs reflecting the interim inc;rease are supported by Company
Witness Santacecilia and are included in this Application. With the proposed
interim base rate increase, on February 5, 2013, a typical residential customer
using an average of 120 CCF in a winter month would see a bill increase of $2.11
or 1.5%, from $141.79 to $143.90.

Please summarize your testimony?

Providing safe and reliable gas service is essential for Delmarva’s
customers. In order for Delmarva to qbntinue to provide safe and reliable gas
service, and to continue the positive initiatives and investments in the gas system,
it is critically important that the financial integrity of Delmarva be maintained.
The gas base rate increase the Company is asking the Commission to authorize in
this case is necessary for Delmarva to earn a reasonable return on equity and to
continue to make the important investments in the gas distribution system on

behalf of its customers.
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1  Q18. Does this conclude your Direct Testimony?

2 AlS. Yes, it does.

10



Delmarva Power & Light Company
Overall Rate of Return

September 30, 2012

Delaware

Type of Capital Ratios
Long-Term Debt 51.22%
Common Equity 48.78%
Total 100.00%

DPL Delaware

Cost
Rate

4.91%

10.25%

Schedule (KMM)-1
Page 1 of 4

Weighted
Cost

Rate

2.51%

5.00%

7.51%
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Please state your name and position.

My name is Robert M. Collacchi and 1 am Director of Gas Operations &
Engineering. Tam testifying on behalf of Delmarva Power & Light Company (Delmarva
or the Company).

What are your responsibilities in your role as Director of Gas Operations &
Engineering?

I am responsible fof all aspects of reliability, safety, planning, engineering,
construction, and operations and rﬁaintenance for the regulated gas utility serving
123,335 customers in Delmarva’s New Castle County service territory.

Please state your educational background and professional experience.

I earned a Bachelor of Science degree in Business Management from Wilmington
College in 1988. After graduation from Wilmington College, I began working for
Delmarva in 1988. I completed a Wharton Executive Course in May of 2002. I have
worked for Delmarva and its affiliates for 24 years in various positions including,
Service Department Diépatcher, Gas Supply Analyst, Manager, Gas Trading, Director,
Gas Supply. From 1996 to June of 2010, I served in various roles in Conectiv Energy
including Director, Asset Management; Vice President; Asset Management; and Vice

President, Wholesale Operations. Prior to my current position, I was responsible for

supply of Standard Offer Service for Delmarva’s and Potomac Electric’s electricity
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customers, Basic Generation Service for Atlantic City Electric’s customers and natural
gas supply for Delmarva’s natural gas customers.

What is the purpose of your Direct Testimony?

The purpose of my testimony is to support the Company’s Application for an
increase in Gas Base Rates. 1 will provide a brief overview of the Company’s gas
delivery business; discuss the Company’s investments since the last rate case required to
maintain a safe and reliable system and to meet new load; provide a brief update on the
Company’s Advanced Metering Infrastructure (AMI) project for Gas that constitutes the
deployment of Interface Management Units (IMU); sponsor the design day demand; and
discuss the Company’s proposed main extension tariff changes. I will also support
certain Minimum Filing Requirements..

This testimony was prepared by me or under my direct supervision and control.
The source documents for niy testimony are Company records and public documents. 1
also rely on my personal knowledge and experience.

Why is the Company seeking a rate increase at this time?

The requested increase in revenues is due in significant part to the Company’s
continued investment to ensure a safe and reliable gas transmission and distribution
system. The Company continuously assesses the integrity of its infrastructure and makes
investments to both maintain and enhance the safety and reliabilityrof fhe system. Further
investments in gas system reliability are required to address aging infrastructure in our
territory as well as the promulgation of new regulations enacted in compliance with the
"Pipeline Safety, Regulatory Certainty, and Job Creation Act of 2011". In addition, the

Company must invest in its infrastructure in response to new regulations and
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recommendations by the Federal Department of Transportation (DOT), the Pipeline and
Hazardous Materials Administration (PHMSA), the National Transportation Safety
Board (NTSB), applicable provisions of the Delaware Code and the Delaware Public
Service Commissiqn Pipeline Safety Program.

Signiﬁcaﬁt investments in the gas distribution system are being made to
rehabilitate and replace cast iron piping in Delmarva’s territory. The Cast Iron
Replacement Program, which supports Delmarva’s Distribution Integrity Management
Program (DIMP), created on August 2, 2011, and maintained in response to DOT Code,
Part 192, Subpart P, requires that all gas distribution companies document their periodic
comprehensive review and prioritization of risks normally associated with natural gas
distribution systems. Continued administration of the DIMP is an ongoing expense for
the Company. Inaddition to the DIMP, Delmarva is in the forefront of compliance with
evolving requirements associated with excavation safety, operational activities in high
traffic areas and working in confined space locations to operate its gas system. Each of
these requirements involves continued financial commitments, ultimately benefitting the
Company’s efforts to provide a safe and reliable natural gas system for its customers and
for the public at large.

On average, Delmarva has invested approximately $12 million each year as part
of its pipe rehabilitation and replacement program. Delmarva has retired, replaced or
cathodically protected 94 miles of Unprotected Bare Steel Main (94 miles as of 1985 to
less than a mile as of 2011), 107 miles of Unprotected Coated Steel Main (132 miles as
of 1985 to 25 miles as of 2011) and approximately 200 miles or 18,464 Steel & Copper

Services (51,110 miles as of 1985 to 31,600 miles as of 2011).
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Itis projected that all of Delmarva’s cast iron mains will be either rehabilitated or
replaced within the next twenty years. Through the pipe rehabilitation and replacement
program, Delmarva works closely with other utility companies, municipalities, and
government transportation/highway officials to coordinate its work with road or other
infrastructure excavation activities. Based on leakage analysis and other continuous
surveillance activities, Delmarva promptly responds to lines that are determined to be
obsolete. It is important to recognize that much of the rehabilitation and replacement
work is located within the City of Wilmington where the costs of construction are high
due to the preponderance of paved surfaces. These surfaces increase the cost of both
excavation and surface restoration work. Where possible, the Company mitigates and
shares the relatively high costs of urban construction by working with state and local
governments and the Delaware Department of Transportation (DelDOT) to coordinate
Delmarva’s work with other utilities that requires construction and replacement of paved

surfaces.

Overview of Gas Delivery Business

Q6.

A6.

Please provide a brief overview of the Company’s gas business.

The Delmarva service area is the northern two-thirds of New Castle County,
defined generally as the area north of Boyd’s Corner Road. As of the end of December
2012, Delmarva will serve 123,335 natural gas customers, of which 113,921 are
residential customers. The.Company’ s gas delivery system serving the northern portion
of New Castle County consists of approximately 1,934 miles of gas mains fed by four

interstate pipelines via interconnections at four major and six minor gate stations.



—

10

11

12

13

14

15

16

17

18

19

20

21

22

Witness Collacchi

Company Investments

Q7.

A7,

Q8.

AS.

Please summarize the Company’s capital investments since the last base rate case
(Years 2010 and 2011).

The capital investments in gas facilities since the last base rate case are
summarized in Schedule (RMC)-1. These investments are set forth in two categories:
Reliability and New Load Additions.

Since the last base rate case, project costs totaling $38.6 million as set forth in
Schedule (RMC)-1 were incurred for reliability investments arising from annual load
forecast studies and reliability analyses. Main, service and safety replacements are the
result of continued pipeline surveillance and performance improvement programs.
Liquefied Natural Gas (LNG) plant capital expenditures are primarily the result of
planned equipment replacements and upgrades to improve operational performance and
safety systems. In addition, meter replacement costs associated with planned periodic
testing to maintain measurement reliability and accuracy have been incurred.

During the same period, new load projects totaling $7.7 million were related
directly to installations of mains and services for residential and commercial customers.
Please summarize the Company’s Gas Delivery Capital Expenditure Program for
2012.

The 2012 Gas Delivery Capital Expenditures forecast for nine months actual and
three months budget (9&3) is presented as Schedule (RMC)-2. The 9&3 forecast
represents a mix of $22.0 million in expenditures for reliabitity projects (80 %) and $5.7

million in expenditures for growth (20%).



10

11

12

13

14

15

16

17

18

19

20

21

22

Q9.

A9.

Witness Collacchi

The reliability projects include $8.1 million for implementing safe
management and replacement of cast iron, plastic and steel distribution mains, the
replacement of steel transmission mains and the protection of steel mains. Another
$6.2 million is planned for service line replacements. An additional $0.9 million is
for replacements related to minor highway projects, and $1.8 million is planned for
the purchase and installation of gas meters. The majority of planned gas meter
purchases are related to scheduled replacements. Further, $3.0 million is planned for
the installation of gas IMUs, and $1.1 million is planned for reliability replacements
related to system capacity and pressure regulation. Approximately $ 0.9 million is
planned for gate and regulator station improvements, Supervisory Control and Data
Acquisition (SCADA) communications equipment and LNG Plant replacements and

improvements.

The $5.7 million related to new load growth includes $2.9 million for
residential customer additions, $1.3 million for commercial additions and $1.5

million for approach main and new load regulator projects.

Please explain the nature of Gas Construction Work In Progress (CWIP) addressed
by Company Witness Ziminsky.

Gas Delivery is typically engaged in a variety of projects with job durations
varying from weeks to months. Schedule 2-F-CWIP by Project, provided as part of the
Minimum Filing Requirement (MFR), lists the projects which make up the Construction
Work in Progress (CWIP) balance of $9.6 million for the period ending December 31,

2012. The projects include $8.8 million (91%) for reliability- related projects and $0.8
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million (9%) for new load-related work consistent with these categories as discussed
earlier in my testimony. Inaddition to these amounts, there are allocated CWIP balances
for Common Plant assets ($0.1 million) and PHI Service Company assets ($1.0 million)
included in the total rate base of $10.7 million discussed by Company Witness Ziminsky.

The CWIP included in rate base reflects an assessment of the listed projects
determined to be used and useful and which have been closed to plant, or are expected to
be closed to plant prior to completion of this rate case. As of the time of this filing, $2.8
million of reliability and $1.1 million of new load projects have been closed to plant and
$7.7 are expected to be closed by December 31, 2012. The Company will provide an
update during the course of this proceeding.

Pleése explain the nature of the Company’s Reliability-related Plant Closings for
2013 addressed by Company Witness Ziminsky.

The 2013 planned reliability costs, excluding AMI-related costs, total $18.3
million as discussed in Company Witness Ziminsky in his post test period closing
adjustment. This total includes $7.2 million for replacement, improvement and retirement
of cast iron, plastic and steel distribution mains, the replacement of steel transmission
mains and the protection of steel mains. Another $6.6 million is planned for service line
replacements. An additional $0.4 million is for replacements related to minor highway
projects, and $2.2 million is planned for the purchase and instatlation of gas meters.
Further, $0.8 million is planned for reliability replacements related to system capacity
and pressure regulation. Approximately $1.1 million is planned for gate and regulator

station improvements and LNG Plant replacement and improvements.
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Advanced Metering Infrastructure Project

Q11.

All.

Q12.

Al2.

Please provide the status of the IMU deployment and activation in Delaware

which Company Witness Ziminsky addresses from a ratemaking perspective.
Approximately 32% of gas IMUs have been installed as of October 31, 2012.

Of this number, 3% have been optimized and activated for over the air meter reading.

- The remainder of the Gas IMU deployment and activation is expected to be complete

by the third quarter of 2013. This project has been delayed due to a number of product
and technical issues. The Company and the product vendors and installers continue to
work together to resolve these issues in order to meet the 2013 target date for

completion and activation of the IMUs.

What are the capabilities of the selected IMU technology?
When integrated into Delmarva's existing Advanced Metering operational and
information technology infrastructure and business processes, IMUs will be able to

provide automated meter reading of the gas meters.

Design Day Demand

Q13.

Al3.

Has the Company prepared an estimate of the Delmarva Gas Delivery design day
demand?

Yes. I am sponsoring the Company’s preparation of the estimated design day
demand which I provided to Company Witness Normand for his cost of service study.
This estimate was prepared using a National Association of Regulatory Commissioners

methodology.
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Please explain the results and components of the design day demand estimate
contained in Schedule (RMC) —3..

The calculated design day demand estimate is 191,637 MCF. The details of this
estimate are provided in Schedule (RMC)-3. The Residential Class component is 2,464
MCEF, the Residential Space Heat Class component is 95,392 MCF, and the General
Class is 44,801 MCE. The total firm customers with Contract (MDQ) based rates total
48,981 MCF. The components are: General 5,988 MCF; Medium 13,104 MCF; Large

23,514 MCF; and LVG-QFCP-RC 6,375 MCF.

Proposed Main Extension Tariff Changes

Q15. Why is the Company proposing a main extension tariff change?

AlS.

The Company believes that more residents of the State of Delaware should have
choices in meeting their energy needs and that those choices should be based upon the
current state of energy markets in Delaware. Many residential neighborhoods and
commercial developments in Delmarva’s territory were built during a period when
extending natural gas mains was prohibited by federal regulation due to a perceived
natural gas supply shortage. Clearly, both the natural gas supply situation, and the
associated market prices, have changed rather dramatically over the past several years.
As a result, increasing numbers of Delaware residents and small business owners have
approached the Company seeking to lower their energy costs. Under the current Tariff,
however, extending gas service to customers who have requested service has proven too
expensive for the majority of our customers. The Company believes a revised main
extension tariff will make gas service more affordable for residents and small business

owners seeking to make such change and will reduce their energy costs and the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Q16.

Alé.

Witness Collacchi
environmental impact of their energy use. These are benefits that accrue to all residents
of the State, and not just those seeking service from the Company.

Please explain the Company’s main extension tariff change proposal.

The Company's main extension tariff proposal simplifies the current process
and attempts to address the cost effectiveness concerns that have been raised by our
customers. Due to gas equipment efficiency improvements, such as furnaces and hot
water heaters, since the last tariff revision in 1997, today’s average non-fuel revenue
per customer of $406 is virtually the same as it was in 1997 when it was $405.59. On
the other hand, the materials and construction costs of installing gas mains have
increased since 1997. Because the cost of gas main installation has increased but the
revenue per customer has not, the revenue payback/rate of return method from the
1997 tariff no longer works for our customers. Very few customers qualify for
service extensions under the current method. The result has been that customers who
could benefit significantly from this lower cost cleaner fuel do not have this option.
As aresult, many customers have not been able to experience cost savings offered by
natural gas nor have the environmental benefits from reduced emissions been
realized.

To address this situation, Delmarva is proposing a tariff change for residential
extensions in existing subdivisions that includes providing a 100 foot main extension
per requesting customer similar to that in Chesapeake Utilities” approved tariff. In
other words, customers who wish to have natural gas service extended to their
premises would be provided with the first 100 feet of necessary main without charge.

After the first 100 feet, the contribution from a new customer would be $40.23 per

10



10

11

12

13

14

15

16

17

18

19

20

21

Witness Collacchi
foot of main which is based on the average cost of extension for the past three years.
One reason for the changes for residential extensions in existing subdivisions is to
provide a method for customer contribution that is easier to understand. In addition,
providing the first 100 foot of main extension to the customer without charge is more
on par with the average amount of feet of main per existing customer. This method
would better equalize the amount of plant installed for existing customers versus what
will be installed for new customers.

Delmarva is also proposing a change to clearly permit civic or maintenance
organizations for existing subdivisions to petition the residents and then act on their
behalf as a collective entity regarding the request for the extension. In new
subdivisions, there is a single applicant that is a collective entity regarding the request
for the extension for all the customers to be served by the extension. It seems
reasonable and fair to provide existing subdivisions with the ability to make a single
entity extension request on behalf of all the customers to be served by the extension.

The proposed tariff change for non-residential extensions includes providing
the same 100 foot ;Ilain extension similar to that proposed for existing residential
subdivistons, for many of the same reasons outlined above for residential customers.
Many small commercial customers are often of similar load to that of a residential
home and would enjoy similar savings as residential customers given the opportunity
to convert to gas service. For larger commercial and industrial extensions, the three

year revenue test remains unchanged.

11
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Minimum Filing Requirements
Q17. Please list the Minimum Filing Requirements that you are sponsoring.
Al7. I am sponsoring the following filing requirements:

Schedule B — System Map

Schedule C-1 — 5 Year Strategic Natural Gas Supply Plan

Schedule 2-F, page 2 - CWIP by project
Q18. Does this conclude your Direct Testimony?

AlS. Yes, it does.

12



%LT
TI6'ISLL

6S7ITZ
S60945'T
LYT60S'T
64568
STLPES
S/9'E

9T1'1Z

PEOT MaN

%Eg
$ TOP'S95'sE

758°001
TRE'TT
$95'72T
BEZOVYT
064'L¥T

W A A Uy U U

SHO'TYTT
LYY ey
SOT'E6ET
60TOTH'T
068811
01468252
9z0'18L'8
ZIr'09
6LL05Y
699°ST
TZEQSR'TT
£IR'6T2°2
5 6PE'E9

Auiigeyay

T-{DWY) 3Inpayas

Y A U AN AN

WS A e

L59'8STET
STELIEIY

756001
18ETT
8952ZT
RET'OUY'T
06L°LYT
65ZTIT
§60'0/5°T
£H1'605°T
¥E¥'S68'E
SCIvES
519'¢
SYO'TYZ'T
1ot v6t
SOE'E6E'T
60101+ T
068811
0T§'875C
970'18L8
Ziv'09
6LL°051
699'ST
12895811
ET8'6TT'L
991'v8

|E104 pURID

8SETZ60Z

(r5e'sz)
(662'28)
£0Z'618
888'0LT
716'859
ZY0O'2T6
764'892°C
£0Z2°88¢

99/ '0SE'T
855695
S68'6ZTT
1SH'6T
#O0'8F0'T
TEO'ELL'Y
ErS'6Y
$5Z'68T
699'ST
5951929
PSt'6YS
128112

1102

ABDA

£ST'96E'ST

£0E'92T
18E'TT
¥98°0TE
S£0'LZ9
064" LHT
TLE'TY
£8T'4T6
SOT'£65
TOL'TES'T
TZ6'SHT
SL9°¢
6L7'T68
L¥P b6y
1¥5'678
¥12°082
6EV'66
oty'08Y'T
S00'80S'Y
698'0T
AR

95.'965'S

6S£'0299
{190°2871)

0102

Sen 14Q 2iemyos swiAoldag oIy WY THINEAION
: L SY2i0ZoLi
Aanijag seo - spafold 1:6TD1IY

Jo1e|ngay g AloedediT-dNoy

) JB4 ' Jueld SeD:T-4dSH
185 51018jN33Y:5-INOY
SRAE WBWOIDADG MBN-TNDY

SR [EIIBUSLECD: E-TN DY

SR [ENUSPISAY PAYSIGRISTIZ-INDY

'S ulely Yreosddy: T-INDY

juawdinbl |V SE9TSYDEHINOY

SASBYIING I212N SEDIZ-HINDY
SIBIRNIT-HINDY

$31820[3Y ABMUBIH JOUINIT-MHOY

S31U(veY g Juawdinby seniz-439y

UoNIN0L APOWIEDIG-HIDY

s|emauay Ul [89151E-400Y

s|emauay U0Jj 1SseD:Z-40ODY

s|qesinduilay sen:g1-4oioy

[emauay ule JSe|d: pT-HO DY

$309[05d INRA UOISSIWISURILITT-HIOY
S|emausy 33IAISS SEDIT-YI5Y

undan|g SI9AN 1INY SED pRIenday T NVYoY
m"m-ﬁuuﬁ_ _mu_nmu SEQISIVYNIYOOVOY

uopdinsaq

|enuuy aBelaay
{e10) puery

THINEQION
0COLid
6TOLY

T-dNoY
T-4454
S-INDY
F-INDY
£INDY
C-INDY
T-INOY
TSVSadINDY
Z-diNDY
T-HNOY
T-MHOY
74354
9-4294
€-HI9Y
T-HO9Y
ST-409d
PT-400d
TE-4354
T-42by
THINVOY
STYNYDDYDH

1afoid



POEVES' LT TO06'T8E'ZT  EVBTZY'T  ELSTLYT  SREONLT  GUOBEZE
000'658°S PLTTEE  ERE'SOS  SLTOTS  reL'f0y  SER'KES
000'005 2981 £500T 98701 T08'LL z65'LS
000°00T'T TZ6ET COEvY 1£8'5§ 0699 $65°091T
000°0KT'T z08'sT YEY'9E #8661 §20'95 997797
000°008'T ££9°Lb T€6°2L 81582 T96'ELT LT8'TBT
000'ST0'T OSE'EEE SE9THE 619°56¢ TSEVT £99'¢
tOE'600°2Z (z9'080°C  09¥'9Y6'L  SGE'THE'T  ESD'ZTEZ'T  9IT'6EN'T
99E'e
- £00°05T'T 1158 PISZET evz'se 600'06T ors'es
TEL'YSET Z5H08T 190°LT €Z1°98 2Z0T BIOTL
00’058 BLYVE oce'es vev'el €24'051 081442
0108SY {zTr'9ET) 99z'66Y  8Sb'T
S¥526 £98'52 WSt 5662 999'TZ i80°s-
9/6°86E 80121 198’6k L6T'v8 681 90E'TE
vii'gog PLL'EOE
£29°T1Z S9E'ET 8TL'S 680°F ove'c 68ET
000'09% TOO'TET TEL'SS 2541 BST'9T- 1EETBT
000°000°8 9EV'STT 0L0'6ET 10Z'8LS ZL6'V6E S9TTEL'E
000°002'9 ST6'94T 000°85Z  O00'LTE  €9Z'Ebb  bS9'616
£0E'€96'T 165'790°T  000'€T.  oc000v9  S8EZLS  8Z6'MIZ-
vi6'798 £64'07 610'1Z zee'se 99y'98 860'96T
|eyoy }sesalog 19E28U04 15esai04 jenjoy lenjay
ZMAEIZL  2HOENY TSI Zuocs ZLILER

2 - (WY} snpays
I5B22404 £ 4 BNV 6
sasnypuadx] jende) ZT0Z Manijaq se

Z09'E6F'T
865'759

[4244
ELL'TR
S50'50F
80P'TaT
05T

vOT'TrE

9262t
9E£'STT
084V
{£08"€0S)
816"~
BEF'ST

1zE't
LT
voL'veE
588'85¢
TS8'EVT
EOE'TY

|engoy
ZLLENL

L'ote'e
965'T0L

T88°0KT
¥65'09
901392
6802
995°4

IET'GTL'Z

985 i1
124982
05E'TS
(810'80T)
06Z'st
sT8'08

598"t
SEG'0T
sri'elt'l
T78'668
615°9T
095°9§

fenjay
THOEN

18V50€°C
966'TLY

S68'LT
TT6'9ST
T
00Z'ZST
ave'e

SBT'IER'T

£25°9¢
TEL'VBE
SULTE
(at1'sT)
(re0't)
zeT'st

009t
ESE'8E
158600
TrY'08E
896'9T
9SY'STT

lenay
THEEIS

09L'212'2
TO8'ZTE

8499
970'90T
99665
TL0°TT
09T

BOR'BER'T

0EL¥ST
Sib
ZET'8Y
oAt
8/T'T
00T'LY

T6L'S
S91'9T
116858
LEV'TTS
L1688
zz8'0ZT

ey
ZHOEMR

r6L TS0
£82°08€

SZZ'rk
689'6L
F85'98
¥ZT'S6)
Se5'p

LOS'TL9'T

£61'18
7€9'202
265'8-
659'SE2
2z0's
BET'SE

Li6
rELF
8LE'8LT
5969
vig'er
£69'98

lemdy
ZLILEE

£99°80L'T
w166

96574
TH6'SET
ey
STT'SEL
'S

5086071

0TL'ITT
088ty
PTERS
{696'eL}

06152

252'es
63879
169487
S6¥'EI9
900°TT
13096

lenyoy
THELiT

000'515T

27 pue gt auj| - s193{0uy 4038 [N33Y pue Uy uoecuddy

o00'or2T 07 L) - SUOIMPRY [EIUIWIWOY
000'006T TZ pue 6F au|| SUOJIPPPY JAWDISN] [BIUP|SAY
Yvit'zog T 2Uj| DN pLe "YAYIS ‘Suonels aoje(ndal ‘ajen
000'0ST'T €7 3u)| - uopendal anssad pue Ayede) wWalshs
E0E'E96'E T2Ul| S,NINE - | SED
ZEL'DSE'T 2T Azl saseYIN JAI S8
000°0S8 TT BulL - 5122014 AesnyBiy Jouyy
00’00z’ £ AuJ| « S|EMALIBY 3I|A1IS SBD
6U6'VEL'E OF O) & 9 - UO{INQJAIEIP PUR LO[SS|WSURL] [a1s ‘D1iserd’ uol) 153 103 spafaug AyjigeiRy
$ALON
TLYLSP'T ses (el0), 9z
<z
PIvIST $saujshg Man |ela), ¥z
ET
Mﬁe\DN [k:13 mqum_smnx SINDY ssalisng Moan F 4
26581 SN usdojanag man PINSY ssauisng man 1z
R4 SR {EaBIWe] £INOY ssdutsng Mmap o
6T0'68T SN [EnuapIsay paysyqeis3 TINSY ssauisng Map 6T
017 ujepy yseoddy T-INDY ssaUsng Map 33
LT
166'691"T Aliqe)ad fe10L o1
ST
99E'E Asaa)jag ses - spafeld LI 511 |esausy  bT
b5t JojejBay iy Aysede) T-¢nY valinquisig €1
088012 Saseyingd 4213 SED TYWDY uanhqasiq [49
52123019y AEMUBIH Jouly T-MHOY vopnquIsta 1T
BLL'TE sienuaay (2ydeD sen SI¥NYIOVOY uonngulsig a1
89¢C'E B|qESINGUISY 58S ST-HIDY UGHRLSIQ &
£EL'GE 1BMBUSY UIeW seld FT-4I9Y uennguIsig g
S|EMSUIY UOISSILUSUEI ] ZT-4D5N ucinguIsig £
LTI Uo138104d PCYIES 9-4IDY uennquisia g
£Tv'E S|emausy UjE 9315 £-UIDH uolInquIsic g
£9970¢ siemauay uol) ise Z-425d uennquasia 14
TESTON s|emausy AAlg 2D T-H29H voRnquEsI 13
BZTHT wpdanig s1alap (Y se5 parejnday Tdivoy uongLasig T
1L5°1E §313Y1084 g JuaWKIND3 sery -390y uoInpoly T
[enyyy vorydrassaq 133{0ag “ON
ZHIEIL



1868t

G/€9 OY-dO40-9AT
ria'cg  ebue
FOL'EL  wnipap
886'G [RISUSSD)
L89°161 (40W) puewag Aeq ubiseq (€101
_ Zeur /gl aur=
P85 Y L1660 EOEPZ 0 (4OW) Jewasng Jad uonngliuod Aeq ubiseq
1£9°161 186‘8Y LOS'yY Z62°s6 yov'z 104 pajunoooeur) pue $so7 Bupnioul uoingiuog Aeq ubisa(
785'6 LZvL GOE} 811 zL % € JIE} [JO4 PRIUNCOSEUN PUY $95507 Wa)sAS
950'98} ¥6S' LY 96b'ey £19'26 €6£'2 (dOW) s1ewiolsnd 8109 1o} uonngLyue) ubiseq
599'0% ¥GS LY Z10Z/1L (40MN) siswo)sno joenuo? 10} (DAW) Anuend Alleq wnwixey
206'8¢t 96¥'cv £19'26 £68'C (401} uonnquiLog Aeq ubiseg
8¥0°c 985 8/2 (6Z +1€) 1 9 8ut] = abesn Buesy uoN Aeq Yead
gvy oy /G0'68 Gli'eg 018Ul X 6 eu x g aut] = sbesn BunesH Aeq sesd
go Go Go sfeq aa.iBaq ubiseg
(z aur /g aum /2 sur=)
609900 ¥LEL0°0 LZE000 Jawoisny Jad Aeqg eaiBaq Jed ebesn Bunesy
809'L 809°L 809l Z10z ge4-uer sheq eaubeq BunesH peng
1Z9'000'L GFL'€02' 9L£Cs g aur - | au = (4ow) ebesn Bunesy
£18'281 6rE'ELT 199'gl Zeur x (6 + L&) X g aur / ¥ aul = (40W) sbesn Bunesy-uoN
#92'6 0LZ'v0L 626'6 2102 1snBny - siawoisnD
666'2 GGG's x4 Le/E au] = (40W) abesn Ajeq ebelaay 1snbny
L1626 Z64'0LL cEv'g (40N) seles Ayuol Z1og Isnbny
Gl¥'6 ¥eZ'P0L orL0L 210z god-uep siewoisny sbeiany
. Pey'e8l’) yer'OLY'C £86'89 {d0W) 21L0Z 9@4 - uer sojes pajiig
IvioL Daw [375) HSY S3y
3 o) o) | v

£ - (W) ainpayog

ajeunysy puewaq Aeg ubiseq Jomod ealewljag

6L

8L
Ll
ol
gl
142
gl

Zl
bl

- &N M < W0 W M~ 0 D



Testimony of Robert B. Hevert



10

11

12

13

14

15

16

17

18

19

20

Q1.

Al.

Q2.

Q3.
A3.

Q4.

Ad.

Delmarva (RBH)
DELMARVA POWER & LIGHT COMPANY
BEFORE THE
DELAWARE PUBLIC SERVICE COMMISSION

DIRECT TESTIMONY OF ROBERT B. HEVERT
DOCKET NO.

. Introduction
Please state your name, affiliation and business address.

My name is Robert B. Hevert. I am Managing Partner of Sussex Economic
Advisors, LLC (Sussex). My business address is 161 Worcester Road, Suite 503,
Framingham, Massachusetts 01701.

On whose behalf are you submitting this testimony?

I am submitting this direct testimony (Direct Testimony) before the Delaware
Public Service Commission (Commission) on behalf of Delmarva Power & Light
Company (Delmarva Power or the Company), a wholly-owned operating subsidiary
of Pepco Holdings, Inc. (PHI).

Please describe your educational background.

I hold a Bachelor’s degree in Business and Economics from the University of
Delaware, and an MBA with a concentration in Finance from the University of
Massachusetts. I also hold the Chartered Financial Analyst designation.

Please describe your experience in the energy and utility industries.

I have worked in regulated industries for over twenty five years, having
served as an executive and'manager with consulting firms, a financial officer of a
publicly-traded natural gas utility (at the time, Bay State Gas Company), and an
analyst at a telecommunications utility. In my role as a consultant, I have advised

numerous energy and utility clients on a wide range of financial and economic issues,
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including corporate and asset-based transactions, asset and enterprise valuation,
transaction due diligence, and strategic matters. As an expert witness, I have
provided testimony in approximately 100 proceedings regarding various financial and
regulatory matters before numerous state utility regulatory agencies and the Federal
Energy Regulatory Commission. A summary of my professional and educational
background, including a list of my testimony in prior proceedings, is included in

Attachment A to my Direct Testimony.

II. Purpose and Overview of Testimony

What is the purpose of your Direct Testimony?

The purpose of my Direct Testimony is to present evidence and provide a
recommendation regarding the Company’s Cost of Equity (sometimes referred to as
the Return on Equity or ROE) and to provide an assessment of the capital structure to
be used for ratemaking purposes, as proposed in the Direct Testimony of Company
Witness McGowan. My analyses and conclusions are supported by the data
presented in Schedule (RBH)-1 through Schedule (RBH)-12, which have been
prepared by me or under my direction.

What are your conclusions regarding the appropriate Cost of Equity and capital
structure for the Company?

My analyses indicate that the Company’s Cost of Equity currently is in the
range of 10.00% to 10.75%. Based on the quantitative and qualitative analyses
discussed throughout my Direct Testimony, I conclude that the Company’s proposed
ROE of 10.25% is reasonable and appropriate. As to its proposed capital structure,

which includes 48.78% common equity and 51.22% long-term debt, I conclude that
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the Company’s proposal is consistent with the capital structures that have been in
place over the last three years at comparable operating utility companies. In light of
its ongoing need to access external capital, and given the consistency of its proposal
with similarly-situated utility companies, I conclude that the Company’s proposed
capital structure is reasonable and appropriate.

Please provide a brief overview of the amalyses that led to your ROE
recommendation.

Equity analysts and investors use multiple methods to develop their return
requirements for investments. In order to develop my ROE recommendation, I relied
on three widely-accepted approaches: the Quarterly Growth, Constant Growth, and
Multi-Stage forms of the Discounted Cash Flow (DCF) model, the Capital Asset
Pricing Model (CAPM), and the Bond Yield Plus Risk Premium approach.

My recommendations and conclusions consider the risks associated with (1)
the Company’s comparatively small size; (2) the lack of revenue stabilization
mechanisms employed by the Company relative to the proxy group; and (3) ﬂotati_on
costs associated with equity issuances. While ] did not make any explicit adjustments
to my ROE estimates for those factors, I did take them into consideration in
determining the range in which the Company’s Cost of Equity likely falls.

How is the remainder of your Direct Testimony organized?

The remainder of my Direct Testimony is organized as follows:

o Section Il — Discusses the regulatory guidelines and financial

considerations pertinent to the development of the cost of capital;
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Section IV — Explains my selection of the proxy group used to develop
my analytical results;
Section V — Explains my analyses and the analytical bases for my
ROE recommendation;
Section VI — Provides a discussion of specific business risks that have
a direct bearing on the Company’s Cost of Equity;
Section VII — Highlights the current capital market conditions and
their effect on the Company’s Cost of Equity;
Section VIII — Addresses the reasonableness of the Company’s
proposed capital structure; and

Section IX — Summarizes my conclusions and recommendations.

Regulatory Guidelines and Financial Considerations

Please provide a brief summary of the guidelines established by the United

States Supreme Court (the Court) for the purpose of determining the ROE,

The Supreme Court established the guiding principles for establishing a fair

return for capital in two cases: (1) Bluefield Water Works and Improvement Co. v.

Public Service Comm’'n of West Virginia (Bluefield); and (2) Federal Power Comm’n

v. Hope Natural Gas Co. (Hope). In those cases, the Court recognized that the fair

rate of return on equity should be (1) comparable to returns mvestors expect to earn

on other investments of similar risk, (2) sufficient to assure confidence in the

company’s financial integrity, and (3) adequate to maintain and support the

company’s credit and to attract capital.
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Does Delaware precedent provide similar guidance?
Yes. In Order No. 8011, for example, the Commission stated:

The requirement of a fair return recognizes that utilities compete
for capital with other investments. Accordingly, the return which a
utility investor can expect should be commensurate with the
returns that could be expected on other comparable-risk
investments. See J. BONBRIGHT, A. DANIELSON, and D.
KAMERSCHEN, Principles of Public Utility Rates, at 316 (24 ed.
1988). In keeping with this, the United States and Delaware
Supreme Courts have held that the return to a utility should be
sufficient to assure confidence in the utility's financial integrity, to
maintain its credit, and to attract capital. Federal Power
Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944);
Bluefield Water Works and Improvement Co. v. Public Service
Commission of West Virginia, 262 U.S. 579 (1923); Application of
Wilmington Suburban Water Co., 211 A.2d 602 (Del. 1965).!

Based on those standards, the authorized ROE should provide the Company
with the opportunity to earn a fair and reasonable return and should enable efficient

access to external capital under a variety of market conditions.

IV.  Proxy Group Selection
As a preliminary matter, why 1s it necessary to select a group of proxy
companies to determine the Cost of Equity for Delmarva Power?

Since the ROE is a market-based concept, and Delmarva Power is not a
publicly traded entity, it is necessary to establish a group of comparable publicly-
traded companies to serve as its “proxy.” Even if Delmarva Power were a publicly
traded entity, short-term events could bias its market value during a given period of
time. A significant benefit of using a proxy group is that it serves to moderate the

effects of anomalous, temporary events associated with any one company.,

Public Service Commission of the State of Delaware, Docket No. 09-414, Order No. 8011, /n the
Matter of the Application of Delmarva Power & Light Company for an Increase in Electric Base Rates
and Miscellaneous Tariff Changes (Filed September 18, 2009), August @, 2011, at 112.
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Does the selection of a proxy group suggest that analytical results will be tightly
clustered around average (i.e., mean) results?

No. For example, the DCF approach, defines the Cost of Equity as the sum of
the expected dividend yield and projected long-term growth. Despite the care taken
to ensure risk comparability, market expectations with respect to future risks and
growth opportunities will vary from company to company. Therefore, even within a
group of similarly situated companies, it is common for analytical results to reflect a
seemingly wide range. Consequently, at issue is how to estimate a Company’s ROE
from within that range. That determination necessarily must consider a wide range of
both empirical and qualitative information.

Please provide a summary profile of Delmarva Power.

Delmarva Power is a wholly-owned operating subsidiary of PHI (NYSE:

POM). The Company provides natural gas supply and distribution service to

2 PHI’s current long-term

approximately 124,000 customers in northern Delaware.
issuer credit rating from Standard & Poor’s (S8&P) is BBB+ (outlook: Stable), Baa3
(outlook: Stable) from Moody’s Investors Service (Moody’s), and BBB (outlook:
Stable) from FitchRatings (Fitch). Delaware Power currently is rated BBB+
(outlook: Stable) by S&P, Baa2 (outlook: Stable) by Moody’s, and BBB+ (outlook:
Stable) by Fitch.? |
How did you select the companies included in your proxy group?

I began with the universe of companies that Value Line classifies as Electric

or Natural Gas Utilities, which includes a group of 60 domestic U.S. utilities, and

See Pepco Holdings, SEC Form 10-K for the fiscal year ended December 31, 2011, at 9.
Source: SNL Financial
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applied the following screening criteria:

¢ [ excluded companies that do not consistently pay quarterly cash dividends;

¢ All of the companies in my proxy group have been covered by at least two
utility industry equity analysts;

e All of the companies in my proxy group have investment grade senior
unsecured bond and/or corporate credit ratings from S&P;

e To ensure that my proxy group represents natural gas distribution operations, I
included companies with at feast 60.00% of consolidated net operating income
derived from regulated natural gas utility operations; and

o I eliminated companies that are currently known to be party to a merger, or
other significant transaction.

Did you include PHI in your analysis?

No. In order to avoid the circular logic that would otherwise occur, it has
been my consistent practice to exclude the subject company (or its parent) from the
proxy group. In any event, the percentage of operating income derived from
Delmarva Power’s regulated gas operations relative to the combined entity would not
have met my 60.00% threshold.

What companies met those screening criteria?
The criteria discussed above resulted in a proxy group of the following nine

companies:
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Table 1: Proxy Group Screening Results

Company Ticker
AGL Resources GAS
Atmos Energy ATO
Laclede Group LG
New Jersey Resources NJR
Northwest Natural Gas NWN
Piedmont Natural Gas PNY
South Jersey Industries SJI
Southwest (Gas SWX
Washington Gas Light WGL

Do you believe that a proxy group of nine companies is sufficiently large?

Yes. The analyses performed in estimating the ROE are more likely to be
representative of the subject utility’s Cost of Equity to the extent that the chosen
proxy companies are fundamentally comparable to the subject utility. Because all
analysts use some form of screening process to arive at a proxy group, the group, by
definition, is not randomly drawn from a larger population. Consequently, there is no
reason to place more reliance on the quantitative results of a larger proxy group
simply by virtue of the resulting larger number of observations.

Moreover, because I am using market-based data, my analytical results will
not necessarily be tightly clustered around a central point. Results that may be
somewhat dispersed, however, do not suggest that the screening approach is
inappropriate or the results less meaningful. In my view, including companies whose
fundamental comparability is tenuous at best simply for the purpose of expanding the

number of observations does not add relevant information to the analysis.
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V. Cost of Equity Estimation

Please briefly discuss the ROE in the context of the regulated rate of return.

Regulated utilities primarily use common stock and long-term debt fo finance
their capital investments. The overall rate of return (ROR) weighs the costs of the
individual sources of capital by their respective book values. While the cost of debt
and cost of preferred stock can be directly observed, the Cost of Equity is market-
based and, therefore, must be estimated based on observable market information.
How is the required ROE determined?

I estimated the ROE using analyses based on market data to quantify a range

~ of investor expectations of required equity returns. By their very nature, quantitative

models produce a range of results from which the market required ROE must be
estimated. As discussed throughout my Direct Testimony, that estimation must be
based on a comprehensive review of relevant data and information, and does not
necessarily lend itself to a strict mathematical solution. Consequently, the key
consideration in determining the ROE is to ensure that the overall analysis reasonably
reflects investors’ view of the financial markets in general and the subject company

(in the context of the proxy companies) in particular.

Quarterly Growth DCF Model

Q20. Are DCF models widely used in regulatory proceedings?

A20.

Yes. In my experience, the DCF model is widely recognized in regulatory
proceedings, as well as in financial literature. Nonetheless, neither the DCF nor any
other model should be applied without considerable judgment in the selection of data

and the interpretation of results.
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Please describe the DCF approach. |
The DCF approach is based on the theory that a stock’s current price
represents the present value of all expected future cash flows. In its simplest form,
the DCF model expresses the Cost of Equity as the sum of the expected dividend

yield and long-term growth rate, and is expressed as follows:

Pw ot g2
(1+k (1+k)#* (1 +%)® Equation [1]

where P represents the cwrent stock price, D) ... D, represent expected future
dividends, and £ is the discount rate, or required ROE. Eguation [1] is a standard
present value calculation that can be simplified and rearranged into the familiar form:

Dy (1+g)
k mM-{-g _
P % Equation [2]

Equation [2] often is referred to as the “Constant Growth DCEF” model, in which the
first term is the expected dividend yield and the second term is the expected long-
term annual growth rate.

In essence, the DCF model assumes that the total retumn received by investors
includes the dividend yield, and the rate of growth. As explained below, under the
model’s assumptions, the rate of growth equals the rate of capital appreciation. That
is, the model assumes that the investor’s return is the sum of the dividend yield and
the increase in the stock price. However, most dividend or distribution-paying
companies, including utilities, pay dividends on a quarterly (as opposed to an annual)
basis. The yield component of the Quarterly Growth DCF model, therefore, accounts
for the quarterly payment of dividends. Thus, the Quarterly Growth DCF model

incorporates investors’ expectation of the quarterly payment of dividends, and the

10
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associated quarterly compounding of those dividends as they are reinvested at
investors’ required ROE. As noted by Dr. Roger Morin:

Clearly, given that dividends are paid quarterly and that the
observed stock price reflects the quarterly nature of dividend
payments, the market-required return must recognize quarterly
compounding, for the investor receives dividend checks and
reinvests the proceeds on a quarterly schedule ... The annual DCF
model inherently understates the investors’ true return because it
assumes all cash flows received by investors are paid annually.*

Q22. How is the dividend yield component of the Quarterly Growth DCF model

A22,

Q23.

A23.

calculated?

The dividend yield is calculated such that it incorporates the time value of
money associated with quarterly compounding. To do so, DD component of the
Constant Growth DCF model is replaced with the following equation:

D=di(1+ b7+ b1+ + d(148)® + dy(1+%)°  Equation [3]
where:

d1, b, ds, dy = expected quarterly dividends over the coming year

k = the required Return on Equity
Due to the fact that the required ROE (%) is a variable in the dividend calculation, the
Quarterly Growth DCF model is solved in an iterative fashion.

What market data did you use to calculate the dividend yield in your Quarterly
Growth DCF model?

To calculate the expected dividends over the coming year for. the Proxy group

companies (i.e., di, &, ds, and dy), | obtained the last four paid quarterly dividends for

each company, and multiplied them by one plus the growth rate (i.e., 1 + g). For the

Roger A. Morin, New Regulatory Finance, Public Utility Reports, Inc., 2006 at 344.

11
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Py component of the dividends yield, I obtained the closing stock prices over the 30-,
90-, and 180-trading days ended October 12, 2012 for each company in the proxy
group.
Why did you use three averaging periods to calculate an average stock price?

I did so to ensure that the model’s results are not skewed by anomalous events
that may affect stock prices on any given trading day. At the same time, the
averaging period should be reasonably representative of expected capital market
conditions over the long term. In my view, using 30-, 90-, and 180-day averaging
periods reasonably balances those concerns.

Is it important to select appropriate measures of long-term growth in applying
the DCF model?

Yes. In its Constant Growth form, the DCF model (ie., as presented in
Equatioﬁ [2] above) assumes a single growth estimate in perpetuity. This same
assumption is made in the Quarterly Growth DCF model. Accordingly, in order to
reduce the long-term growth rate to a single measure, one must assume a fixed payout
ratio, and the same constant growth rate for earnings per share (EPS), dividends per
share, and book value per share. Since dividend growth can only be sustained by
earnings growth, the model should incorporate a variety of measures of long-term
earnings growth. That can be accomplished by averaging those measures of long-
term growth that tend to be least influenced by capital allocation decisions that
companies may make in response to near-term changes in the business environment.
Since such decisions may directly affect near-term dividend payout ratios, estimates

of earnings growth are more indicative of long-term investor expectations than are

12



10
1
12

13

14

15

16

17

18

19

20

Q26.

A26,

Witness Hevert
dividend growth estimates. Therefore, for the purposes of the Quarterly Growth DCF
model, growth in EPS represents the appropriate measure of long-term growth.
Please summarize the findings of academic research on the appropriate measure
for estimating equity returns using the DCF model.

The relationship between various growth rates and stock valuation metrics has
been the subject of much academic research.” As noted over 40 years ago by Charles

Phillips in The Economics of Regulation:

For many years, it was thought that investors bought utility stocks
largely on the basis of dividends. More recently, however, studies
indicate that the market is valuing utility stocks with reference to
total per share earnings, so that the earnings-price ratio has
assumed increased emphasis in rate cases.®

Philips’ conclusion continues to hold true. Subsequent academic research has
clearly and consistently indicated that measures of eamings and cash flow are
strongly related to returns, and that analysts’ forecasts of growth are superior to other
measures of growth in predicting stock pric:es.-’r For example, Vander Weide and
Carleton state that, “[our] results...are consistent with the hypothesis that investors
use analysts’ forecasts, rather than historically oriented growth calculations, in
making stock buy-and-sell decisions.”  Other research specifically notes the

importance of analysts’ growth estimates in determining the Cost of Equity, and in

See, for example, Harris, Robert, Using Analysts’ Growth Forecasts to Estimate Shareholder Required
Rate of Return, Financial Management, Sprihg 1986.

Charles F. Phillips, Jr., The Economics of Regulation, Revised Edition, 1969, Richard D. Irwin, Inc., at
285.

See, for example, Christofi, Christofi, Lori and Moliver, Evaluating Common Stocks Using Value
Line’s Projected Cash Flows and Implied Growth Rate, Journal of Investing (Spring 1999); Harris and
Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth Forecasts, Financial
Management, 21 (Summer 1992); and Vander Weide and Carleton, Investor Growth Expectations:
Analysts vs. History, The Journal of Portfolio Management, Spring 1988.

Vander Weide and Carleton, Investor Growth Expectations: Analysts vs. History, The Joumnal of

Portfolio Management, Spring 1988.

13
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the valuation of equity securities. Dr. Robert Harris noted that “a growing body of
knowledge shows that analysts’ earnings forecast are indeed reflected in stock
prices.” Citing Cragg and Malkiel, Dr. Harris notes that those authors “found that the
evaluations of companies that analysts make are the sorts of ones on which market
valuation is based.”” Similarly, Brigham, Shome and Vinson noted that “evidence in
the current literature indicates that (i) analysts’ forecasts are superior to forecasts
based solely on time series data; and (ii) investors do rely on analysts’ forecasts.”'

To that point, the research of Carleton and Vander Weide demonstrates that
earnings growth projections have a statistically significant relationship to stock
valuation levels, while dividend growth rates do not."" Those findings suggest that
investors form their investment decisions based on expectations of growth in
earnings, not dividends. Consequently, earnings growth not dividend growth is the
appropriate estimate for the purpose of the Constant Growth DCF model.

Please describe the Retention Growth estimate as applied in your Quarterly
Growth DCF model.

The Retention Growth model, which is a generally recognized and widely
taught method of estimating long-term growth, is an alternative approach to the use of
analysts’ earnings growth estimates. In essence, the model is premised on the

proposition that a firm’s growth is a function of its expected earnings, and the extent

to which it retains earnings to invest in the enterprise. In its simplest form, the model

3]

Robert S. Harris, Using Analysts” Growth Forecasts to Estimate Shareholder Required Rate of Return,

Financial Management, Spring 1986.

Eugene F. Brigham, Dilip K. Shome, and Steve R. Vinson, The Risk Premium Approach to Measuring
a Utilitv’s Cost of Equity, Financial Management, Spring 1985,

See Vander Weide and Carleton, Investor Growth Expectations: Analysts vs. History, The Journal of
Portfolio Management, Spring 1988.

14
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represents long-term growth as the product of the retention ratio (i.e., the percentage
of carnings not paid out as dividends, referred to below as (“b”) and the expected
return on book equity (referred to below as “r™)). Thus, the simple “b x ”” form of the
model projects growth as a function of internally generated funds. That form of the
model is limiting, however, in that it does not provide for growth funded from
external equity.

The “br + sv” form of the Retention Growth estimate used in my DCF
analysis is meant to reflect growth from both internally generated funds (i.e., the “br”
term) and from issuances of equity (i.e., the “sv” term). The first term, which is the
product of the retenﬁon ratio (ie., “b”, or the portion of net income not paid in
dividends) and the expected Return on Equity (i.e., “r”) represents the portion of net
income that is “plowed back™ into the Company as a means of funding growth. The

“sv” term is represented as:

(*5—-*« 1) x Growth rate in Common Shares Equation [4]

m
where P is the Market-to-Book ratio.

In this form, the “sv” term reflects an element of growth as the product of (a)
the growth in shares outstanding, and (b) that portion of the market-to-book ratio that
exceeds unity. As shown in Schedule (RBH)-3, all of the components of the
Retention Growth model can be derived from data provided by Value Line.

How did you calculate the high and low DCF results?
I calculated the proxy group mean high DCF results by using the maximum

EPS growth rate as reported by Value Line, Zack’s, First Call and the Retention

135
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Growth estimate for each proxy group company in combination with the dividend
yield for each of the proxy group companies. The proxy group mean high results then
reflect the average of the maximum DCF results for the proxy group as a whole. |
used a similar approach to calculate the proxy group mean low results using instead
the minimum of the Value Line, Zack’s, First Call and the Retention Growth estimate
for each proxy group company.
What are the results of your Quarterly Growth DCF analysis?

My Quarterly Growth DCF results are summarized in Table 2, below (see also
Schedule (RBH)-1). |

Table 2: Quarterly Growth DCF Results'

Mean Low Mean Mean High
30-Day Average 7.51% 0.35% 11.37%
90-Day Average 7.55% 9.39% 11.42%
180-Day Average 7.62% 6.46% 11.49%

Constant Growth DCF Model

Q30.

A30.

What assumptions are required for the Constant Growth DCF model?

The Constant Growth DCF model assumes: (1) a constant average annual
growth rate for earnings and dividends; (2) a stable dividend payout ratio; (3) a
constant price-to-earnings multiple; and (4) a discount rate greater than the expected
growth rate. Under those assumptions, dividends, earnings, book value, and the stock

price all grow at the same, constant rate.

12

DCF results presented in Table 2 are unadjusted (i.e., prior to any adjustment for flotation costs).
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What market data did you use to calculate the dividend yield component of your
DC¥ model?

The dividend yield is based on the proxy companies’ current annualized
dividend, and average closing stock prices over the 30-, 90-, and 180-trading day
periods as of October 12, 2012,

Did you make any adjustments to the dividend yield to account for periodic
growth in dividends?

Yes. Since utilities increase their quarterly dividends at different times
throughout the year, it is reasonable to assume that dividend increases will be evenly
distributed over calendar quarters. Given that assumption, it is appropriate to
calculate the expected dividend yield by applying one-half of the long-term growth
rate to the current dividend yield.” That adjustment ensures that the expected
dividend yield is representative of the coming twelve-month period, and does not
overstate the dividends to be paid during that time.

What growth rates did you use in your Constant Growth DCF model analysis?

I used the same projected EPS growth rates as well as the Retention Growth
estimate applied in my Quarterly Growth DCF model analysis.

Please summarize your inputs to the Constant Growth DCF model.

I used the following inputs for the price and dividend terms:

1. The average daily closing prices for the 30-, 90-, and 180-tradiﬁg days
ended October 12, 2012, for the term Py; and

2. The annualized dividend per share as of October 12, 2012, for the term

I3

See Schedule (RBH)-2.
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Dy.
I then calculated my DCF resuits using each of the following growth terms:

1. The Zacks consensus long-term earnings growth estimates;

2. The First Call consensus long-term earnings growth estimates;

3. The Value Line long-term earnings growth estimates; and

4, An estimate of Retention Growth.
Q35. What are the results of your Constant Growth DCF analysis?
A35. My Constant Growth DCF results are summarized in Table 3, below (see also

Schedule (RBH)-2).

Table 3: Constant Growth DCF Results'

Mean Low Mean Mean High
30-Day Average 7.38% 9.16% 11.12%
90-Day Average 7.42% 9.20% 11.16%
180-Day Average 7.49% 9.27% 11.23%

Multi-Stage DCF Model

Q36. What other forms of the DCF model have you used?

A36. In order to address certain limiting assumptions underlying the Constant
Growth form of the DCF model, I also considered the results of the Multi-Stage
(three-stage) DCF Model. The Multi-Stage model, which is an extension of the
Constant Growth form, enables the analyst to specify growth rates over three distinct
stages. As with the Constant Growth form of the DCF model, the Multi-Stage form

defines the Cost of Equity as the discount rate that sets the current price equal to the

DCF results presented in Table 3 are unadjusted (7.e., prior to any adjustment for flotation costs).
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discounted value of future cash flows. Unlike the Constant Growth form, however,
the Multi-Stage model must be solved in an iterative fashion.

Please generally describe the structure of your Multi-Stage model.

As noted above, the model sets the subject company’s stock price equal to the
present value of future cash flows received over three “stages”. In the first two
stages, “cash flows” are defined as projected dividends. In the third stage, “cash
flows” equal both dividends and the expected price at which the stock will be sold at
the end of the period (i.e., the “terminal price”). I calculated the terminal price based
on the Gordon model, which defines the price as the expected dividend divided by the
difference between the Cost of Equity (@ e.,' the discount rate) and the long-term
expected growth rate. In essence, the terminal price is defined by the present value of
the remaining “cash flows” in perpetuity. In each of the three stages, the dividend is
the product of the projected earnings per share and the expected dividend payout
ratio. A summary description of the model is provided in Table 4 (below).

Table 4: Multi-Stage DCF Structure

Stage 0 1 2 3

Cash Flow Initial Stock Expected Expected Expected

Component | Price Dividend Dividend Dividend +

Terminal
Value

Inputs Stock Price Expected EPS | Expected EPS | Expected EPS
Earnings Per Expected DPS | Expected DPS | Expected DPS
Share (EPS) Terminal
Dividends Per Value
Share (DPS)

Assumptions | 30-, 90-, and EPS Growth -Growth Rate Long-term
180-day Rate Change Growth Rate
average stock Payout Ratio Payout Ratio Long-term
price Change Payout Ratio
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What are the analytical benefits of your three-stage model?

The primary benefits relate to the flexibility provided by the model’s
formulation. Since the model provides the ability to specify near, intermediate and
long-term growth rates, for example, it avoids the sometimes limiting assumption that
the subject company will grow at the same, constant rate in perpetuity. In addition,
by calculating the dividend as the product of earnings and the payout ratio, the model
enables analysts to reflect assumptions regarding the timing and extent of changes in
the payout ratio to reflect, for example, increases or decreases in expected capital
spending, or transition from current payout levels to long-term expected levels. In
that regard, because the model relies on multiple sources of earnings growth rate
assumptions, it is not limited to a single source, such as Value Line, for all inputs, and
mitigates the potential bias associated with relying on a single source of growth
estimates.”

The model also enables the analyst to assess the reasonableness of the inputs
and results by reference to certain market-based metrics. For example, the stock price
estimate can be divided by the expected earnings per share in the final year to
calculate an average Price to Eamings (P/E) ratio. Similarly, the terminal P/E ratio
can be divided by the terminal growth rate to develop a Price to Earnings Growth
(PEG) ratio. To the extent that either the projected P/E or PEG ratios are inconsistent

with either historical or expected levels, it may indicate incorrect or inconsistent

assumptions within the balance of the model.

15

See, for example, Harris and Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth
Forecasts, Financial Management, 21 (Summer 1992).
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Witness Hevert

1 Q39. Please summarize your inputs to the Multi-Stage DCF model.
2 A39. I applied the Multi-Stage model to the proxy group described earlier in my
3 Direct Testimony. My assumptions with respect to the various model inputs are
4 described in Table 5 (below).
5 Table 5: Multi-Stage DCF Model Assumptions
Stage Initial First Transition Terminal
Stock Price 30-, 90-, and
180-day
average stock
price as of
October 12,
2012
Earnings 2011 actual EPS growth as | Transition to Long-term
Growth EPS escalated | average of (1) | Long-term GDP growth
by Period 1 Value Line; (2) | GDP growth
growth rate Zacks; (3) First
Call; (4)
Retention
Growth rates
Payout Ratio Value Line Transition to Long-term
company- long-term expected
specific industry payout | payout ratio
ratio
Terminal Value Expected
dividend in
final year
divided by
solved Cost of
Equity less
long-term
growth rate
6
7 Q40. How did you calculate the long-term Gross Domestic Product (GDP) growth
8 rate?
9  A40. The long-term growth rate of 5.77% is based on the real GDP growth rate of
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Witness Hevert
3.24% from 1929 through 2011, and an inflation rate of 2.45%." The GDP growth
rate is calculated as the compound growth rate in the chain-weighted GDP for the
period from 1929 through 2011. The rate of inflation of 2.45% is a compound annual
forward rate starting in ten years (i.e., 2022, which is the beginning of the terminal
period) and is based on the 30-day average projected inflation based on the spread
between yields on long-term nominal Treasury Securities and long-term Treasury
Inflation Protected Securities, known as the “TIPS spread”.

In essence, my real GDP growth rate projection is based on the assumption
that absent specific knowledge to the contrary, it is reasonable to assume that over
time, real GDP growth will revert to its long-term mean. Furthermore, since
estimating the Cost of Equity is a market-based exercise, it is important to reflect the
sentiments and expectations of investors to the extent possible. In that important
respect, the TIPS spread represents the collective views of investors regarding long-
term inflation expectations. Eqﬁa.lly important, by using forward yields, we are able
to infer the level of long-term inflation expected by investors as of the terminal period
of the Multi-Stage model (that is, ten years in the future).

What were your specific assumptions with respect to the payout ratio?

As noted in Table 5, for the first two periods, I relied on the first year and

long-term projected payout ratios reported by Value Line'® for each of the proxy

group companies. I then assumed that by the end of the second period (i.e., the end of

17
13

See Bureau of Economic Analysis, September 27, 2012 update.
See Board of Governors of the Federal Reserve System, Table H.15 Selected Interest Rates.
As reported in the Value Line Investment Survey as “All Div’ds to Net Prof.”
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year 10), the payout ratio will converge to the industry expected ratio of 69.79%."

Discounted Cash Flow Model Results

Q42. Have you considered the mean low results of your DCF models in determining

A42.

your recommended ROE range?

No. The mean low results of my DCF models are far below any reasonable
estimation of the Company’s ROE. 1In fact, of the 945 rate cases in which an
authorized ROE has been disclosed since _1980, there has been only one instance in
which the authorized ROE was below 9.00% for a natural gas utility in any
jurisdiction.” That authorized ROE, 8.83%, is still approximately 120 to 145 basis
points higher than the mean low results of my Quarterly Growth DCF and Constant
Growth DCF models. In fact, from January 1, 2011 through October 12, 2012, the
median authorized ROE was 10.00%. Chart 1 (below), shows that the most

frequently authorized ROE over that period was between 10.25% and 10.50%.

19

Source: Bloomberg Professional
Source: SNL Financial
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Chart 1: Frequency of Natural Gas Authorized ROEs

(January 1, 2011 - October 12, 2012)

5
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2
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In that regard, Baird Equity Research has also noted that, “[ijnvestors view a
10.0% authorized ROE as an acceptable floor. Authorized ROEs materially below
that level are typically viewed negatively by investors.™' As such, I did not consider
the mean low results from the three DCF models when determining the appropriate
ROE for Delmarva Power.
If you do not believe the mean l.ow results of your DCF models are reasonable,
why have you provided them throughout your Direct Testimony?

While I do not believe any weight should be given to the mean low DCF
results, I believe it is important to provide transparency in the presentation of
analyses. As such, I have presented the mean low results, which reflect the converse

calculation of the mean high results.

21

Baird Equity Research, Utilities: Initial Publication of Baird’s Regulatory Toolkit, September 20,
2011, at 3.
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Please summarize the results of your DCF analyses.

Table 6 (below) (see also Schedule (RBH)-1, Schedule (RBH)-2 and Schedule
(RBH)-4) presents the results of the Quarterly Growth, Constant Growth and Multi-
Stage DCF analyses. Sefting aside the Iéw results, the Quarterly Growth DCF
produces a range of results from 9.35% to 11.49%. The Constant Growth DCF model
produces a range of results from 9.16% to 11.23%. The Multi-Stage DCF analysis
produces a range of results from 9.98% to 10.99%.

Table 6: Summary of DCF Model Results™

Mean Mean
Low Mean High
Quarterly Growth DCF Results
30-Day Average 7.51% 9.35% 11.37%
90-Day Average 7.55% 9.39% 11.42%
180-Day Average 7.62% 9.46% 11.49%
Constant Growth DCF Results
30-Day Average 7.38% 9.16% 11.12%
90-Day Average 7.42% 9.20% 11.16%
180-Day Average 7.49% 9.27% 11.23%
Multi-Stage DCF Results
Low Mean High
30-Day Average 9.26% 9.98% 10.89%
90-Day Average 9.28% 10.02% 10.92%
180-Day Average 9.33% 10.10% 10.99%

Did you undertake any additional analyses to support your recommendation?

Yes. Asnoted earlier, I also applied the CAPM and Risk Premium analyses in

estimating the Company’s Cost of Equity.

22

DCF results presented in Table 6 are unadjl_lsted (i.e., prior to any adjustment for flotation costs).
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CAPM Analysis

Q46. Please briefly describe the general form of the CAPM analysis.

A46.

The CAPM analysis is a risk premium approach that estimates the Cost of
Equity for a given security as a function of a risk-free return plus a risk premium (to
compensate investors for the non-diversifiable or “systematic” risk of that security).
As shown in Equation [5], the CAPM is defined by four components, each of which
theoretically must be a forward-looking estimate:

k= 1p+ B{tm — 77) Equation [5]
where:

k = the required market ROE for a security;

f = the Beta coefficient of that security;

ry= the risk-free rate of return; and

rm = the required return on the market as a whole.

In Equation [5], the term (r,, — ry) represents the Market Risk Premium.”
According to the theory underlying the CAPM, since unsystematic risk can be
diversified away by adding securities to their investment portfolio, investors should

be concerned only with systematic or non-diversifiable risk. Non-diversifiable risk is

measured by the Beta coefficient, which is defined as:

O}“.

B=Zxp,
77 o "™ Bquation [6]

Where % is the standard deviation of returns for company *f,” m is the standard

deviation of returns for the broad market (as measured, for example, by the S&P 500

23

The Market Risk Premivm is defined as the incremental return of the market over the risk-free rate.
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Index), and #im is the correlation of returns in between company j and the broad
market. The Beta coefficient therefore represents both relative volatility (i.e., the
standard. deviation) of returns, and the correlation in returns between the subject
company and the overall market.

Intuitively, higher Beta coefficients indicate that the subject company’s
returns have been relatively volatile, and have moved in tandem with the overall
market. Consequently, if a company has a Beta coefficient of 1.00, it is as risky as
the market and does not provide any diversification benefit.

Has the CAPM been affected by recent economic conditions?

Yes. For example, the risk-free rate, “ry” is represented by the yield on long-
term U.S. Treasury securities. During periods of increased equity market volatility,
investors tend to allocate their capital to low-risk securities such as Treasury bonds,
thereby bidding down the yield on those securities. In addition, since the 2008
Lehman Brothers bankruptcy filing, the Federal Reserve has focused on maintaining
low long-term interest rates. However, the capital markets continue to change by
some measures quite significantly. For example, over the 90 trading days ended
October 12, 2012, the 30-year Treasury yield ranged from a low of 2.46% to a high of
3.09%. In addition (and as discussed later in my Direct Testimony), the Equity Risk
Premiwm is not constant, and tends to move in the opposite direction as changes in
interest rates occur. Consequently, the CAPM results can be relatively volatile.

With those observations in mind, what assumptions did you include in your
CAPM analysis?

Since utility assets represent long-term investments, I used two different
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estimates of the risk-free rate: (1) the current 30-day average yield on 30-year
Treasury bonds (i.e., 2.87%); and (2) the near-term projected 30-year Treasury yield
(i.e., 3.15%).*

Why have you relied upon the 30-year Treasury yield for your CAPM analysis?

In determining the security most relevant to the application of the CAPM, it is
important to select the term (or maturity) that best matches the life of the underlying
investment. Natural gas utilities typically are long-duration investments and as such,
the 30-year Treasury yield is more suitable for the purpose of calculating the Cost of
Equity.

What Market Risk Premium did you use in your CAPM analysis?

Because the model is forward-looking, I developed two forward-looking
estimates of the Market Risk Premium. The first approach uses the market required
return, less the current 30-year Treasury bond yield. To estimate the market required
return, I calculated the average ROE based on the Constant Growth DCF model. To
do so, I relied on data from Bloomberg and Capital 1Q, respectively. For both
Bloomberg and Capital 1Q, I calculated the average expected dividend yield (using
the same one-half growth rate assumption described earlier) and combined that
amount with the average projected earnings growth rate to arrive at the average DCF
result. Ithen subtracted the current 30-year Treasury yield from that amount to arrive
at the market DCF-derived ex-ante Market Risk Premium estimate. The resuits of

those two calculations are provided in Schedule (RBH)-5.

24

See Blue Chip Financial Forecasts, Vol. 31, No. 10, October 1, 2012, at 2. Consensus projections of
the 30-year Treasury yield for the six quarters ending March 2014. As noted above, the 30-year
Treasury yield ranged from 2.46% to 3.09% in the 90 trading days ending October 12, 2012.
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Please describe the second approach.

The second approach is based on fundamental financial principle that
investors require higher returns for higher risk. In essence, this approach uses
market-based data to determine whether investors expect future risk to be higher,
lower, or approximately equal to historical market risk. To the extent the market
expects risk to be higher than historical levels, the Market Risk Premium would be
higher than historical levels; the converse also is true.

In terms of its application, this approach relies on the Sharpe, which is the
ratio of the long-term average Risk Premium for the S&P 500 Index, to the risk of
that index..25 The formula I used for calculating the Sharpe Ratio is expressed as

follows:

= -———-—--~,'(Rk‘:m n :

S; :
B G Equation [7]

where:
= Sharpe Ratio for the S&P 500 Index;
R, = the average return of the S&P 500;
Ry = the rate of return of a risk-free security; and
‘Gx = the standard deviation of the return on the S&P 500.
As shown in Schedule (RBH)-5, I calculated the constant Sharpe Ratio as the ratio of

the historical Market Risk Premium of 6.60% (the numerator of Equation [7] above)

25

The Sharpe Ratio is relied upon by financial professionals to assess the incremental return received for
holding a risky (i.e., more volatile) asset rather than a risk-free (i.e., less volatile) asset. Risk is
measured by the standard deviation of returns. That is, the higher the volatility of returns, the greater
the risk.
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and the historical standard deviation of 20.30% (the denominator of Equation [7h.%
Equation [7] can be re-arranged as:

MRP = 8, X065  Fquation [8]

Equation [8] basically states that the expected Market Risk Premium is
determined by investors’ historical required return per unit of risk (the historical
Sharpe Ratio) times expected market risk. To measure expected market risk, T used
the 30-day average of the Chicago Bomd Options Exchange’s (CBOE) three-month
volatility index (i.e., the VXV) and the average of settlement prices over the same 30-
day period of futures on the CBOE’s one-month volatility index (i.e., the VIX) for
March 2013 through May 2013. Both of those indices are market-based, observable
measures of investors” expectations regarding future market volatility.

What Beta coefficients did you use in your CAPM model?

My approach includes the average reported Beta coefficient from Bloomberg
and Value Line for each of the proxy group companies. While both of those services
adjust their calculated (or raw) Beta coefficients to reflect the tenciency of the Beta
coefficient to regress to the market mean of 1.00, Value Line calculates the Beta
cocfficient over a five-year period, while Bloomberg’s calculation is based on two
years of data.

What are the results of your CAPM analysis?

The results of my CAPM analysis are summarized in Table 7, below (see also

26

The standard deviation is calculated from data provided by Morningstar in its annual Valuation
Yearbook. (See, Morningstar Inc., Ibbotson SBBI 2012 Valuation Yearbook, Large Company Stocks:
Total Returns Table B-1, at 168-169). 1 recognize that the VIX forward settlement prices are liquid for
approximately six to eight months; nonetheless, that data represents a market-based measure of
expected volatility that should be considered in estimating the ex-ante Market Risk Premium.
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Table 7: Summary of CAPM Results

Witness Hevert

Bloomberg Capital 10
Sharpe Ratio Derived Derived
Derived Market Market Risk Market Risk
Risk Premium Premium Premium
Average Bloomberg Beta Coefficient
Current 30-Year Treasury (2.87%) 8.38% 10.24% 10.19%
Near Term Projected 30-Year o o 0
Treasury (3.15%) 8.66% 10.52% 10.47%
Average Value Line Beta Coefficient
Current 30-Year Treasury (2.87%) 7.85% 9.52% 9.48%
Near Term Projected 30-Year 8.13% 9.80% 9.76%

Treasury (3.15%)

Bond Yield Plus Risk Premium Approach

Q54. Please generally describe the Bond Yield Plus Risk Premium approach.

A54. This approach is based on the basic financial tenet that, since equity investors

bear the residual risk of ownership, their returns are subject to more risk than are the

returns to bondholders. As such, equity holders require a premium over the returns

available to debt holders. Risk premium approaches, therefore, estimate the Cost of

Equity as the sum of an Equity Risk Premium?®’ and a bond yield. The Equity Risk

Premium is the difference between the historical Cost of Equity and long-term

Treasury yields. Since we are calculating the risk premium for natural gas utilities, a

reasonable approach is to use actual authorized returns for natural gas utilities as the

historical measure of the Cost of Equity.

7 The Equity Risk Premium is defined as the incremental return that an equity investment provides over

a risk-free rate.
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Please explain how you performed your Bond Yield Plus Risk Premium analysis.

As discussed above, I first defined the Risk Premium as the difference
between authorized ROEs and the then-prevailing level of long-term (i.e., 30-year)
Treasury yield. I then gathered data from 945 natural gas rate proceedings between
January 1, 1980 and October 12, 2012. In addition to the authorized ROE, I also
calculated the average period between the filing of the case and the date of the final
order (the lag period). In order to reflect the prevailing level of interest rates during
the pendency of the proceedings, I calculated the average 30-year Treasury yield over
the average lag period (approximately 188 days).

Because the data covers a number of economic cycles,”® the analysis also may
be used to assess the stability of the Equity Risk Premium. As noted above, the
Equity Risk Premium is not constant over time; prior research has shown that it is
directly related to expected market volatility, and inversely related to the level of
interest rates.”” That finding is particularly relevant given the historically low level of
current Treasury yields.

How did you model the relationship between interest rates and the Equﬁy Risk
Premium?

The basic method used was regression analysis, in which the observed Equity

Risk Premium is the dependent variable, and the average 30-year Treasury yield is the

independent variable. Relative to the long-term historical average, the analytical

28
29

See National Bureau of Economic Research, U.S. Business Cycle Expansion and Contractions.

See, e.g., Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using
Analysts’ Growth Forecasts, Financial Management, Summer 1992, at 63-70; Eugene F. Brigham,
Dilip K. Shome, and Steve R. Vinson, The Risk Premium Approach to Measuring a Utility’s Cost of
Eguity, Financial Management, Spring 1985, at 33-45; and Farris M. Maddox, Donna T. Pippert, and
Rodney N. Sullivan, An Empirical Study of Ex Ante Risk Premiums for the Electric Utility Industry,
Financial Management, Autumn 1995, at 89-95.
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period includes interest rates and authorized ROEs that are quite high during one
period (i.e., the 1980s) and that are quite low during another (i.e., the post-Lehman
bankruptcy period). To account for that variability, I used the semi-log regression, in
which the Equity Risk Premium is expressed as a function of the natural log of the
30-year Treasury yield:

RP = a + B(LN(T3)) Equation {9]
As shown on Chart 2 (below), the semi-log form is useful when measuring an
absolute change in the dependent variable (in this case, the Risk Premium) relative to
a proportional change in the independent variable (the 30-year Treasury yield).

Chart 2; Equity Risk Preminm
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As Chart 2 illustrates, over time there has been a statistically significant,
negative relationship between the 30-year Treasury yield and the Equity Risk
Premium. Consequently, simply applying the long-term average Equity Risk
Premium of 4.34% would significantly understate the Cost of Equity and produce

results well below any reasonable estimate. Based on the regression coefficients in
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Chart 2, however, the implied ROE is between 10.12% and 10.74% (see Schedule

(RBID-8).

VL Business Risks

Q57. What additional information did you consider in assessing the analytical results
noted above?

AS57. Because the analytical methods discussed above provide a range of estimates,
there are several additional factors that should be taken into consideration when
establishing a reasonable range for the Company’s Cost of Equity. Those factors
include the Company’s comparatively small size, the lack of revenue stabilization
mechanisms employed by the Company relative to the proxy group, and the costs
associated with the flotation of common stock.

Small Size Premium

(Q58. Please explain the risk associated with small size.

AS8. Both the financial and academic communities have long accepted the

proposition that the Cost of Equity for small firms is subject to a “size effect.”®

While empirical evidence of the size effect often is based on studies of industries
beyond regulated utilities, utility analysts have noted the risks associated with small
market capitalizations. Specifically, Public Utilities Fortnightly noted that “[fJor
small utilities, investors face additional obstacles, such as smaller customer base,

limited financial resources, and a lack of diversification across customers, energy

30

See Mario Levis, The record on small companies: A review of the evidence, Journal of Asset
Management, March 2002, for a review of literature relating to the size effect.

34



10

11

12

13

14

15

16

17

18

19

20

21

Q59.

A59.

Q60.

A60.

Witness Hevert
sources, and geography. These obstacles imply a higher investor return.”!
How does Delmarva Power compare in size to the proxy companies?

Delmarva Power is somewhat smaller than the average for the proxy group
companies, both in terms of number of customers and annual revenues. Because
Delmarva Power is not a separately traded entity, an estimated stand-alone market
capitalization for Delmarva Power must be calculated. Schedule (RBH)-9 shows this
calculation. The implied market capitalization is calculated by applying the median
market-to-book ratio for the proxy group of 1.61 to the Company’s implied total

common stock book equity of $0.13 billion.”

The implied market capitalization
based on that calcuIatibn is $0.21 billion, compared to the proxy group average‘of
$2.25 billion, which indicates Delmarva Power is significantly smaller than the size
of the proxy group average on a market capitalization basis.

How did you evaluate the risks associated with the Company’s relatively small
size?

In its Risk Premia Over Time Report: 2012, Morningstar Inc. (Morningstar)
calculates the size premium for deciles of market capitalizations relative to the S&P
500 Index. As shown on Schedule (RBH)-9, based on recent market data, the average
market capitalization of the proxy group is approximately $2.25 billion, and the
median market capitalization of the proxy group is $2.03 billion, which correspond to

the fifth decile of Momingstar’s market capitalization data. Based on the

Morningstar analysis, the proxy group has a size premium of 1.74%. The implied

31
32

Michael Annin, Equity and the Small-Stock Effect, Public Utilities Fortnightly, October 15, 1995.
Equity value of Delmarva Power estimated from proposed rate base and recommended capital
structure.
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market capitalization for Delmarva Power is approximately $0.21 billion, which falls
within the ninth decile and corresponds to a size premium of 2.80%, suggesting that a
size premium as high as 106 basis points (2.80% — 1.74%) is expected for Delmarva
Power relative to the proxy group. However, rather than propose a specific
adjustment, I considered the effect of small size in determining where the Company’s

ROE falls within the range of results.

Revenue Stabilization Mechanisms

Qeo1.

A6l

Have you considered the Company’s current tariff mechanisms in your
assessment of the appropriate ROE?

Yes. As shown in Schedule (RBH)-10, each of the companies in my proxy
group employs a fuel adjustment mechanism similar to that which the Company
employs, indicating that the Company is comparable to the proxy group in that
regard. Again, all of the proxy companies employ some form of revenue stabilization
mechanism in at least one of their operating jurisdictions; only one of the proxy -
companies does not employ a decoupling mechanism in at least one of its operating
jurisdictions. Because the Company does not have such a structure in place, my

recommended ROE reflects the Company’s higher risk relative to the proxy group.

Flotation Costs

Q62. What are flotation costs?

A62.

Flotation costs are the costs associated with the sale of new issues of common
stock. These include out-of-pocket expenditures for preparation, filing, underwriting,

and other costs of i1ssuance.
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Are flotation costs part of the utility’s invested costs or part of the utility’s
expenses?

Flotation costs are part of capital costs, which are properly reflected on the

‘balance sheet under “paid in capital” rather than current expenses on the income

statement. Flotation costs are incurred over time, just as investments in rate base or
debt issuance costs. As a result, the great majority of flotation costs are incurred prior
to the test year, but remain part of the cost structure during the test year and beyond.
How did you calculate the flotation cost recovery adjustment?

I modified the DCF calculation to provide a dividend yield that would
reimburse investors for issuance costs. My flotation cost adjustment recognizes the
costs of issuing equity that were incurred by PHI and the proxy group companies in
their most recent two issuances. As shown in Schedule (RBH)-11, an adjustment of
0.14% (i.e., 14 basis points) reasonably represents flotation costs for the Company.
Are you proposing to adjust your recommended ROE by 14 basis points to
reflect the effect of flotation costs on Delmarva Power’s ROE?

No. Rather, 1 have consideréd the effect of flotation costs, in addition to the
Company’s other business risks, in determining where the Company’s ROE falls

within the range of results.

VII. Capital Market Environment

Do economic conditions influence the required cost of capital and required
return on common equity?
Yes. As discussed in Section V, the models used to estimate the Cost of

Equity are meant to reflect, and therefore are influenced by, current and expected
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capital market conditions.
Have you reviewed any specific indices to assess the relationship between
current market conditions and investor return requirements?

Yes. I considered two principal measures of capital market conditions: (1) the
relationship between Treasury yields and the Cost of Equity; and (2) incremental
credit spreads on investment grade utility debt. As discussed below, both of those
measures provide information that is relevant to the implementation of models used to

estimate the Cost of Equity and in the interpretation of the model results.

Relationship Between Historically Low Treasury Yields and the Cost of Equity

Qo68.

A68.

As a preliminary matter, has the Cost of Equity fallen in tandem with the recent
decline in long-term Treasury yields?

No. The fear of taking the risks of equity ownership, for example, has
motivated many investors to move their capital into the relative safety of Treasury
securities. In doing so, investors have bid down yields to the point that they currently
are receiving yields on ten-year Treasury bonds that are below the rate of inflation.**
In effect, those investors are willing to accept a regative real return on Treasury
bonds rather than be subject to the risk of owning equity securities.

At the same time, the Federal Reserve’s policy of buying longer-dated
Treasury securities and selling short-term securities also may have had the effect of

lowéring long-term Treasury yields. That is, of course, the objective of the Federal

33

See, for example, Treasurys Slide After Lackluster Sale, The Wall Street Journal, August 8, 2012.
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Reserve’s “maturity extension program” which began in June 201 1.>* As the Federal

Reserve noted:

Under the maturity extension program, the Federal Reserve intends
to sell or redeem a total of $667 billion of shorter-term Treasury
securities by the end of 2012 and use the proceeds to buy longer-
term Treasury securities. This will extend the average maturity of
the securities in the Federal Reserve’s portfolio.

ok ok

By reducing the supply of longer-term Treasury securities in the
market, this action should put downward pressure on longer-term
interest rates, including rates on financial assets that investors
consider to be close substitutes for longer-term Treasury securities.
The reduction in longer-term interest rates, in turn, will contribute
to a broad easing in financial market conditions that will provide
additional stimulus to support the economic recovery.>

Consequently, two factors are at work: (1) the continued focus on capital
preservation on the part of investors has caused them to reallocate capital to the
relative safety of Treasury securities, thereby bidding up the price and bidding down
the yield; and (2) the Federal Reserve’s continued policy of buying long-term
Treasury securities in order to lower the yield. As the Federal Reserve noted in its
June 2012 Open Market Committee meeting minutes, the effect of those two factors
has been a continued decline in Treasury yields:

Yields on longer-dated nominal and inflation-protected Treasury

securities moved down substantially, on net, over the intermeeting

period. The yield on nominal 10-year Treasury securities reached

a historically low level immediately following the release of the

May employment report. A sizable portion of the decline in

longer-term Treasury rates over the period appeared to reflect

greater safe-haven demands by investors, along with some increase
in market participants’ expectations of further Federal Reserve

34
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On September 13, 2012, the Federal Reserve announced that, in addition to continuing the maturity
extension program announced in June, they would also begin buying mortgage-backed securities at a
pace of $40 billion per month, See Federal Reserve Press Release, dated September 13, 2012.
http://www.federalreserve.gov/monetarypolicy/maturityextensionprogram.htm
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balance sheet actions.>®

At issue, then, is whether those two factors, the continuing tendency of
investors to seek the relaigjve safety of long-term Treasury securities and the Federal
Reserve’s policy of lowering long-term Treasury yields, have caused the required
Return on Equity to fall in a fashion similar to the recent decline in interest rates. In
large measure, that issue becomes a question of whether the premium required by
debt and equity investors also has remained constant as Treasury yields have
decreased. To the extent that the risk premium has increased, the higher premium has
offset, at least to some degreé, the decline in Treasury yields, indicating that the Cost
of Equity has not fallen in lock step with the decline in interest rates.

One method of performing that analysis is to analyze recently authorized
ROEs for natural gas utilities on a “build-up” basis. From that perspec‘.tive, the
required market refurn represents the sum of: (1) long-term Treasury yields; (2) the
credit spread (ie., the incremental return required by debt investors over Treasury
yields; and (3) the Equity Risk Premium (i.e., the incremental return required by
equity investors over the cost of debt). As shown on Chart 3 (below), that has been
the case; both debt and equity investors have required increased risk premiums as

long-term Treasury yields have fallen.

36

Minutes of the Federal Open Market Committee June 19-20, 2012, at 4.
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Chart 3: Components of Authorized ROE (2010 — 2012)"

12.00% -

10.00% -
: B.BD% E
6.50% -

400%

Incremental Credit Spreads

Q69.

A69.

How have credit spreads been affected by current market conditions?

The “credit spread” is the return required by debt investors to take on the risk
of lower credit quality. For a given credit rating, the credit spread is measured by
reference to a Treasury security of similar tenure. That is, the credit spread on A-
rated utility bonds may be measured by reference to the 30-year Treasury Bond yield;
the same would be true of Baa-rated securities.®® Lower credit ratings reflect higher
levels of risk; therefore, credit spreads typically are higher for lower-rated securities.
In that regard, the incremental credit spread (e.g., the difference between the credit

spreads associated with A and Baa-rated securities, respectively) is an indication of

37
38

Sources: Regulatory Research Associates and Bloomberg Professional.

The minimum maturity for the bonds in this index is 20 years, with an average of 30 years. Moody’s
Long-Term Corporate Bond Yield Averages are derived from pricing data on a regularly replenished
population of nearly 100 seasoned corporate bonds in the U.S. market, each with current outstandings
over $100 million. The bonds have maturities as close as possible to 30 years and are dropped from
the list if their remaining life falls below 20 years, if they are susceptible to redemption, or if their
ratings change. All yields are yield-to-maturity calculated on a semi-annual basis. Each observation is
an unweighted average, with Average Corporate yields representing the unweighted average of the
corresponding Average Industrial and Average Public Utility observations. See Bloomberg.com.
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additional return required by investors to take on additional levels of risk. As Chart 4
demonstrates, since the beginning of 2010, the Moody’s Utility Bond Index Baa/A
credit spread has steadily increased, indicating that debt investors have increased their
marginal return requirements.

Chart 4: Moody’s Utility Bond Index Baa-A Credit Spread”

1.00% - e S
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It is also interesting to note that the incremental credit spread has increased as
long-term Treasury yields have decreased. In fact, as Chart 5 demonstrates, even
since January 2010, changes in the incremental credit spread are negatively correlated

with changes in the 30-year Treasury yield.

Source: Bloomberg Professional.
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Chart 5: Moody’s Utility Bond Index Baa-A Credit Spread
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What are the implications of those findings in assessing the Company’s Cost of
Equity?

The implications are twofold. First, the recent decline in long-term Treasury
vields has been accompanied by an increase in the premium required by investors to
accept incremental levels of credit risk. That is, the incremental credit spread has
increased as the level of Treasury yiclds have decreased. While that inverse
relationship applies to the cost of debt, prior academic research has demonstrated that
the Equity Risk Premium likewise is inversely related to interest rates.*
Consequently, neither the Cost of Equity nor the cost of debt has decreased in lock
step with Treasury yields.

Second, those results also demonstrate the importance of maintaining a

40

See Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’
Growth Forecasts, Financial Management, Summer 1992; Eugene F. Brigham, Dilip K. Shome, and
Steve R. Vinson, The Risk Premium Approach to Measuring a Utility’s Cost of Equity, Financial
Management, Spring 1985, at 33-45; and Farris M. Maddox, Donna T. Pippert, and Rodney N.
Sullivan, An Empirical Study of Fx Ante Risk Premiums for the Electric Utility Industry, Financial
Management, Autumn 1995, at 89-95,
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financial and credit profile that supports the Company’s current BBB+ rating.*
Because incremental credit spreads have steadily increased, the benefit of maintaining
a BBB+ rating is greater in the current market than it has been, even over the past two
years. That conclusion is consistent with recent findings by Fitch, which noted that:

While it appears that the credit spread differential between the
rating categories has a relatively small impact during times of
economic stability, during recent periods of economic stress, a

higher credit rating produces a meaningful difference in credit
spreads ... and provides more assured access to capital.*?

Since regulatory actions affect credit ratings in several, often significant ways,
the Commission’s decision in this proceeding will directly affect the Company’s
credit profile and influence its ability to maintain a credit profile that enables
continued access to capital at reasonable costs. Given the Company’s substantial
capital investment plans and external funding needs, the benefits of reliable and cost-

effective capital access are significant.

VIII. Capital Structure

What is the Company’s proposed capital structure?

As described in the Direct Testimony of Company Witness McGowan, the
Company has proposed a capital structure comprised of 48.78% common equity and
51.22% long-term debt.

Is there a generally accepted approach to developing the appropriate capital
structure for a regulated natural gas utility?

Yes. There are a number of approaches to developing the appropriate capital

41

42

As noted above, Delaware Power currently is rated BBB+ (outlfook: Stable) by S&P, Baa2 (outlook:
Stable) by Moody’s and BBB+ (outlook: Stable) by Fitch.
Fitch’s Review of Utility ROE T rends, FitchRatings, March 22, 2010, at 3.
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structure.  The reasonableness of the approach depends on the nature and
circumstances of the subject company. In cases where the subject company does not
issue its own securities, it may be reasonable to look to the parent’s capital structure
or to develop a “hypothetical” capital structure based on the proxy group companies
or other industry data. Regardless of the approach taken, however, it is important to
consider the resulting capital structure in light of industry norms and investor
requirements. That is, the capital structure should enable the subject company to
maintain its financial integrity, thereby enabling access to capital at competitive rates
under a variety of economic and financial market conditions.

How does the capital structure affect the Cost of Equity?
The capital structure relates to a company’s financial risk, which represents
the risk that a c§mpany may not have adequate cash flows to meet its financial

obligations, and is a function of the percentage of debt (or financial leverage) in its

- capital structure. In that regard, as the percentage of debt in the capital structure

increases, so do the fixed obligations for the repayment of that debt. Consequently,
as the degree of financial leverage increases, the risk of financial distress (ie.,
financial risk) also iﬁcreases. Since the capital structure can affect the subject
company’s overall level of risk,” it is an important consideration in establishing a just
and reasonable rate of return.

Please discuss your analysis of the capital structures of the proxy group
companies.

I calculated the average capital structure for each of the proxy group

43

See Roger A. Morin, New Regulatory Finance, Public Utility Reports, Inc., 2006, at 45-46.
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companies over the last three years. As shown in Schedule (RBH)-12, the mean of
the proxy group actual capital structures is 55.23% common equity and 44.77% long-
term debt. The common equity ratios range from 47.92% to 65.63%. Based on that
review, it is apparent that the Company’s proposed capital structure is generally
consistent with the capital structures of the proxy group companies.

What is thé basis for using average capital components rather than a point-in-
time measurement?

Measuring the capital components at a particular point in time can skew the
capital structure by the specific circumstances of a particular period. Therefore, it is
more appropriate to normalize the relative relationship between the capital
components over a period of time.

What is your conclusion regarding an appropriate capital structure for
Delmarva Power?

Considering the average actual equity ratio of 55.23% for the proxy group

companies, I believe that Delmarva Power’s proposed common equity ratio of

48.78% is appropriate as it is consistent with the proxy group companies.

IX. Conclusions and Recommendation

What is your conclusion regarding the Company’s Cost of ‘Equity?

I believe that a rate of return on common equity in the range of 10.00% to
10.75% represents the range of equity investors’ required rate of return for investment
in natural gas utilities similar to Delmarva Power in today’s capital markets. Within
that range, it is my view that the Company’s proposed ROE of 10.25% is reasonable

and appropriate.
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As discussed earlier in rﬁy testimony, my recommendation reflects analytical
results based on a proxy group of primarily natural gas utilities. My recommendation
also takes into consideration the Compaﬁy’s risk profile relative to the proxy group
analytical results with respect to: (1) its relatively small size compared to the proxy
group; (2) the lack of revenue stabilization mechanisms employed by it relative to the
proxy group; and (3) flotation costs associated with equity issuances.

Lastly, I conclude that the Company’s proposed capital structure, which
consists of 48.78% common equity and 51.22% long-term debt, is consistent with
industry practice and on that basis, is reasonable and appropriate.

Does this conclude your Direct Testimony?

Yes, it does.
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Robert B. Hevert, CFA
Managing Partner
Sussex Economic Advisors, LLC

Mr. Hevert is an economic and financial consultant with broad experience in regulated industries. He has
an extensive background in the areas of corporate finance, corporate strategic planning, energy market
assessment, mergers, and acquisitions, asset-based transactions, feasibility and due diligence analyses,
and providing expert testimony in litigated proceedings. Mr. Hevert has significant management
experience with both operating and professional services companies.

REPRESENTATIVE PROJECT EXPERIENCE

Litigation Support and Expert Testimony

Provided expert testimony and support of litigation in various regulatory proceedings on a variety of
energy and economic issues including: cost of capital for ratemaking purposes; the proposed transfer of
power purchase agreements; procurement of residual service electric supply; the iegal separation of
generation assets; merger-related synergies; assessment of economic damages; and specific financing
transactions. Services provided include collaborating with counsel, business and technical staff to
develop litigation strategies, preparing and reviewing discovery and briefing materials, preparing
presentation materials and participating in technical sessions with regulators and intervenors.

Financial and Economic Advisory Services

Retained by numerous leading energy companies and financial institutions throughout North America to
provide services relating to the strategic evaluation, acquisition, sale or development of a variety of
regulated and non-regulated enterprises. Specific services have included: developing strategic and
financial analyses and managing multi-faceted due diligence reviews of proposed corporate M&A
counter-parties; developing, screening and recommending potential M&A transactions and facilitating
discussions between senior utility executives regarding transaction strategy and structure; performing
valuation analyses and financial due diligence reviews of electric generation projects, retail marketing
companies, and wholesale trading entities in support of significant M&A transactions.

Specific divestiture-related services have included advising both buy and sell-side clients in transactions
for physical and contractual electric generation resources. Sell-side services have included: development
and implementation of key aspects of asset divestiture programs such as marketing, offering
memorandum development, development of transaction terms and conditions, bid process management,
bid evaluation, negations, and regulatory approval process. Buy-side services have included
comprehensive asset screening, selection, valuation and due diligence reviews. Both buy and sell-side
services have included the use of sophisticated asset valuation technigues, and the development and
delivery of fairness opinions.

Specific corporate finance experience while a Vice President with Bay State Gas included: negotiation,
placement and closing of both private and public long-term debt, preferred and common equity; structured
and project financing; corporate cash management; financial analysis, planning and forecasting; and
varipus aspects of investor relations.

Regulatory Analysis and Ratemaking

On behalf of electric, natural gas and combination utilities throughout North America, provided services
relating to energy industry restructuring including merchant function exit, residual energy supply
obligations, and stranded cost assessment and recovery. Specific services provided include: performing
strategic review and development of merchant function exit strategies including analysis of provider of last
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resort obligations in both electric and gas markets; and developing value optimizing strategies for physical
generation assets.

Energy Market Assessment

Retained by numerous leading energy companies and financial institutions nationwide to manage or
provide assessments of regional energy markets throughout the U.S. and Canada. Such assessments
have included development of electric and natural gas price forecasts, analysis of generation project entry
and exit scenarios, assessment of natural gas and electric transmission infrastructure, market structure
and regulatory situation analysis, and assessment of competitive position. Market assessment
engagements typically have been used as integral elements of business unit or asset-specific strategic
plans or valuation analyses.

Resource Procurement, Contracting and Analysis

Assisted various clients in evaluating alternatives for acquiring fuel and power supplies, including the
development and negotiation of energy contracts and tolling agreements. Assignments also have
included developing generation resource optimization strategies. Provided advice and analyses of
transition service power supply contracts in the context of both physical and contractual generation
resource divestiture transactions. '

Business Strategy and Operations

Retained by numerous leading North American energy companies and financial institutions nationwide to
provide services relating to the development of strategic plans and planning processes for both regulated
and non-regulated enterprises. Specific services provided include: developing and implementing electric
generation strategies and business process redesign initiatives; developing market entry strategies for
retail and wholesale businesses including assessment of asset-based marketing and trading strategies;
and facilitating executive level strategic planning retreats. As Vice President, of Bay State was
responsible for the company's strategic planning and business development processes, played an
integral role in developing the company’s non-regulated marketing affiliate, EnergyUSA, and managed
the company’s non-regulated investments, partnerships and strategic alliances.

PROFESSIONAL HISTORY

Sussex Economic Advisors, LLC (2012 — Present)
Managing Partner

Concentric Energy Advisors, Inc. (2002 — 2012)
President

Navigant Consulting, Inc. {1997 - 2001)

Managing Director (2000 — 2001)

Director (1998 — 2000)

Vice President, REED Consulting Group {1997 — 1998)

Bay State Gas Company {now Columbia Gas Company of Massachusetts) {1987 - 1997)
Vice President and Assistant Treasurer

Boston College (1986 — 1987)
Financial Analyst

General Telephone Company of the South {1984 — 1986)
Revenue Requirements Analyst
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EDUCATION

M.B.A., University of Massachusetts at Amherst, 1984
B.S., University of Delaware, 1982

DESIGNATIONS AND PROFESSIONAL AFFILIATIONS

Chartered Financial Analyst, 1991
Association for Investment Management and Research
Boston Security Analyst Society

PUBLICATIONS/PRESENTATIONS

Has made numerous presentations throughout the United States and Canada on several topics,
including:
e Generation Asset Valuation and the Use of Real Options
Retail and Wholesale Market Entry Strategies
The Use Strategic Alliances in Restructured Energy Markets
Gas Supply and Pipeline Infrastructure in the Northeast Energy Markets
Nuclear Asset Valuation and the Divestiture Process

AVAILABLE UPON REQUEST

Extensive client and project listings, and specific references.
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Page 1 of 4
Mulistage Giowth Discounted Cash Flow Modet
30 Day Average Stock Price
Inputs 11 [2] [31 [4] [5% {61 14} [5} J9], (101 [N [12] HE| {141
Stock EPS Growth Rate Estimates Long-Terr Payout Ratic Iterative Solution Terminal  Terminal
Sustinabia
Company Ticker Price Zacks  FirsiCall Value Line  Growth  Average Growth 20712 2016 2023 Proof JRR___P/E Rativ PEG Ratio
AGL Resources Ine, GAS $40.94 428% NA 8.00% 6.81% 6.26% 577%  65600% 48.00% 69.79% 50,00 9.89% 16.93 2
Atmos Energy Corp. ATO §$35.64 5.83% 5.50% 4.00% 4.37% 4.93% 5.77% 6100% 5400% 69.79% 3000 10.25% 15.08 282
Laclede Group, Inc. LG $42.63 3.00% 5.30% 2.00% 5.86% 4.04% 5.77% 6200% 58.00% 68.79% 3000 10.44% 14.92 259
New Jersey Resources NJR $45.75 3.35% 270% 5.50% 7.20% 4.69% 577% 5300% 43.00% 69.79% 30,00 9.74% 17.57 3.05
Northwest Natural Gas NWN $49.23 417% 4.50% 4.50% 7.56% 5.18% 577%  73.00% 56.00% 69.79% $0.00 S.A4% 19.00 330
Piedmont Natural Gas PNY $3z.23 6.23% 5.35% 2.50% 2.19% 382% 5.77%  77.00% 72.00% 69.79% 5000 9.26% 19.98 AT
South Jersey Industries. S $52.20 6.00% 9.00% 9.00% 11.58% 8.90% 5.77%  54.00% 53.00% 69.79% ($0.00) 10.85% 13.61 236
Southwest Gas Corp. SWX $43.92 4.37% 4.05% 9.00% 6.92% 6.09% 5.77% 4600% 4200% 69.79% 000 4.93% 16.74 290
WGL Holdings. Inc. WGL $35.89 5.37% 5.60% 3.50% 3.92% 4.60% 5.77% . 6200% _61.00% 69.79% 30,08 $.87% 17.00 295
MEAN  5.98%
MAX  10.89%
MIN  §.26%
Prajected Annual
Enmings per Share 115) [18] [17) [18] [19¢ [20f (211 1221 [23] [24] [25] [28] i27) 28} [29] [30} [31]
Company Ticker 2011 2012, 2013 2014 2015 2018 Pk 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
AGL Resources Inc. $2.25 $2.40 $2.55 2.1 5289 $3.07 $3.26 §3.45 $3.66 $3.87 $4.10 §4.2 34.58 $4.65 $5.3 $5.42
Atmos Energy Corp. $2.37 §2.49 $2.61 $2.74 $2.37 $3.02 $3.18 $3.35 $3.53 $3.73 $3.94 $4.17 441 $4.67 §4.94 $5.22
Laclede Group, Inc. §2.08 §2.10 §3.2 5325 $349 $384 $381 $3.98 $4.20 $4.43 34.68 $4.95 §5.24 $5.54 $5.86 $6.20
New Jersey Resources 270 §2.83 $2.96 $3.10 $3.24 5340 $357 $3.78 $356 $413 $4.43 $4.68 $4.95 $5.24 $5.54 $5.86
Northwest Natural Gas $251 §2.84 $2.78 5253 $3.08 $3.24 a4 $3.60 $3.80 $4.02 $4.25 §4.49 $4.75 $5.03 $5.32 3562
Piedmont Matural Gas 5183 $1.69 $1.76 §1.82 $1.89 $1.87 $2.06 3216 $2.27 3239 $2.53 $2.65 $2.83 $2.99 $3.17 $3.35
South Jersey Industries 33.15 §2.43 $3.73 3406 $4.43 $4.80 $5.47 $5.55 $5.93 $6.20 $6.67 $7.05 $7.46 $7.59 $8.34 $6.82
Southwest Gas Corp. 3258 $2.73 $2.90 §3.08 $3.27 $3.46 $367 $3.89 4.1 $435 $4.61 $4.87 $5.15 3545 $5.75 $6.00
WGL Holdings, Ing. $2.35 $2.46 $2.57 $2.69 §2.82 $2.95 $3.10 $3.26 3344 33.63 $3.84 $4.06 5429 $4.54 $4 80 $508
Projected Annual
Dividend Payout Ratio {32} {331 [34] {35] [38] [37] [58 [39] [40] {11 [42] {43} (441 [45] 148
Company Ticker 2012 2013 2014 2015 2016 2017, 2018 2019 2020 2021 2022 2023 2024 2025 2026
AGL Resourses Inc. 6600% 61.50% 57.00% 52.50% 4800% 5163% 55.26% 5R.90% 6233% €6.16% E979% £979% 69.7%% 69.79% 69.79%
Atmos Energy Corp. §1.00% 59.25% 57.50% 55.75% 54.00% 56.63% 59.26% 61.90% 64.53% 67.16% BO.79% 69.79% 69.79% 69.79% 69.79%
Laclede Group, Inc. 62.00% 61.00% 60.00% 59.00% 56.00% 59.87% 61.93% 63.90% 65.86% 67.83% B9.79% 62.79% 69.79% 69.79% 69.79%
New Jersey Resources '53.00% 5E75%  50.50% 49.25% 48.00% 51.83% 5526% 53.90% 62.53% 66.16% 69.79% 89.79% 69.78% G9.79% 69.79%
Northwest Natural Gas 73.00% 68.75% B4.50% 60.25% 56.00% 5830% 6080% 62.90% 65.19% 67.49% 69.79% 69.7%% 69.79% 69.79% 62.7I%
Piedmont Natural Gas TIO0%  75.75%  T7450% 73.25% 7200% 7163% 7126% 70.90% 70.53% 70.16% 69.79% 69.79% 69.79% 69.79% 69.79%
South Jersey Industries 54.00% 53.75% 53.50% 653.26% 53.00% 55.80% 5860% 6140% 6419% 66.99% B9.79% 89.79% 69.79% 69.79%  69.79%
Southwest Gas Corp, 46.00% 45.00% 44.00% 43.00% 4200% 4663% 51.26% 55.90% 60.53% 65.16% 6979% 69.79% 69.79% BO.T9%  69.79%
WGL Holdings, Inc. 6200% 6175% 61.50% 81.25% 61.00% 6247% 6393% _6540% 66.86% £68.33% 59.79% 68.79% 69.76% E979% 63.73%
Projected Annual
Cash Flows 1471 [48) [49] [501 [51] [52} [53] [54] 1551 [561 57 [58) 58] [60} [61} [52]
Terminat
Company Ticker 2012 2013 2014 2015, 2016 207 2018 2019 2020 2021 2022 2023 2024 2025 2028 \alue
AGL Resources Inc. GAS $1.48 $1.48 $1.45 $1.42 $1.39 $1.58 $1.30 $2.03 $229 §2.56 $2.86 $3.02 $2.20 3338 $3.58 $91.84
Atmos Energy Com. ATO $145 3147 $1.50 $1.53 $1.55 $1.71 $1.88 $2.07 $2.28 $2.50 $2.75 $291 §:.08 $326 $3.44 §72.74
Lactede Group, Inc. LG $1.84 $1.88 $1.483 $1.98 $2.02 $2.18 $2.36 $2.65 $2.77 $3.00 $3.27 $3.48 $3.65 $3.87 $4.08 $92.50
New Jersey Reseurces NJR 5143 $1.46 $1.49 $1.53 §1.58 $1.76 $1.97 $2.21 §2.48 §2.77 $3.09 $3.27 $3.46 $3.65 $3.87 $102.94
Northwest Natural Gas NWN $1.84 $1.82 $1.79 $1.78 $1.72 §$1.89 $2.07 $226 $2.48 $2.71 $2.95 $3.14 $3.32 $3.81 $3.71 $106.82
Piedmont Natural Gas PNY $1.28 $1.28 . 1.4 $1.36 $1.41 $1.47 $1.53 $1.60 $1.68 $1.77 $1.87 $1.98 $2.09 $2.21 $66.92
South Jersey Industries S §1.70 $1.84 §2.00 $2.16 §2.36 $2.68 $3.03 $3.41 §3.81 §4.2 $4.65 $4.92 $5.20 §5.50 $5.82  $120.18
Southwest Gas Corp. SWWX $1.18 $1.23 §128 $1.32 $1.37 $1.61 $1.88 $2.17 $2.49 $2.84 $3.21 $3.40 §160 $3.80 $4.02 $102.01
WGL Holdings, inc. WGL $1.45 $1.52 $1.58 $1.65 $1.72 $1.84 $1.98 $2.13 $2.30 $2.48 $268 $2.83 $2.99 $3.17 $3.35 $86.27
Projected Annual Data
investor Cash Flows [63] [64] [65] [66] [67] {68 169] ir0) 1] 72 73] [74] [75] 76] [77] 78] [79]
Initial
Gompany Ticker Qutflow 101212 123112 6307113 630714 63615 _ 6/30/11€ 63017  6/30/8  6/30/19 6/30720 /30721 6/30/22 6/30/23 6/30/24 6/30/25  6/30/28
AGL Resaurces Inc. GAS ($40.94)  $0.00 $0.33 $1.54 $1.45 $1.42 §1.38 $1.58 $1.80 $2.03 $2.29 §2.56 $286 $3.02 220 $3.38 §95.42
Atmos Energy Comp. ATG ($3564)  $0.00 $032 §1.48 $1.50 §1.53 $1.56 $1.71 $1.88 $z.07 $2.28 §2.50 $2.75 $2.97 $3.08 $326 $82.18
Laclede Group, Inc. LG ($4263) $0.00 $0.40 $1.88 §1.92 $1.98 §2.02 §2.18 52.36 3255 3277 $3.00 §3.27 $3.48 $3.66 $3.87 $96.59
New Jersey Resources NJR (345.74)  $0.00 $0.31 $1.45 §1.42 $1.53 $1.56 §$1.76 §1.97 $2.21 $2.48 277 $3.09 $3.27 $3.46 33.65 $106.20
Northwest Natural Gas NWN $4623) 3000 $0.40 $1.88 $1.79 31.76 51.72 §1.89 52.07 $2.26 $2.45 $z1 $2.96 $3.14 §a.32 $3.51 §11053
Piedmont Natural Gas PNY $3223) $0.00 $0.28 §1.28 $1.31 $1.34 §$1.36 i1 51.47 $1.53 $1.80 $1.65 177 $1.87 $1.95 5208 $69.13
South Jersey Industries. 841 (352200 §0.00 $0.37 §1.97 $2.00 $2.16 §2.35 §2.68 3303 3241 $2.81 $4.22 $4.65 $4.92 $5.20 $5.50 $12593
Southwest Gas Corp. SWX (343.92) $0.00 $0.26 $1.22 $1.28 $1.32 $1.37 $1.61 $1.88 $2.17 $249 $2.84 5321 $3.40 $3.60 $3.80 $105.03
WGL Holdings, Ine. WGL ($39.89) $0.00 $0.32 §1.43 §1.58 $1.65 $1.72 51.84 $i.88 $2.13 $2.30 32.48 $2.68 32.83 $2.99 $3.17 389.62



Schedule (RBH}-4

Page 2 of 4
Multistage Growth Discounted Cash Flow Medzl
90 Day Average Stock Price
tnputs il 2] 131 4 [5t 18] 7 L] [61 [10] [111 (12] [13] f14]
Stock EPS Growth Rate Estimates tong-Tenr Payout Ratio herative Solution Terminal  Terminal
Sustainable
Company Ticker Price Zacks  First Call Value Line  Growth Average  Growth 2012 2018 2023 Procf iRR P/E Ratio PEG Ratio
AGL Resources Inc. GAS $39.92 A4 28% NA 8.00% 6.81% 6.36% 5.77% 66.00% 48.00% 69.78% 30.00 9.99% 18.53 2.87
Atmos Energy Corp. ATO $35.58 5.33% 5.50% 4.00% 4.37% 4.93% 577% B1.00% 54.00% 69.79% 3000 10.40% 15.06 281
Lacleds Group, knc. LG 341.42 3.00% 5.30% 2.050% 5.86% 4.04% 5.77%  62.00% 585.00% €9.79% 3000 10.58% 14.50 251
New Jersey Resources NJR $45.09 3.35% 2.70% 5.50% T.20% 4.65% 577%  53.00%  48.00% 69.79% 30.00 9.79% 17.23 3.01
Northwest Natura! Gas NN $48.60 4.17% 4.50% 4.50% T.58% 5.18% 571%  T73.00% 56.00% 69.79% $0.00 9.49% 18.76 325
Piedmont Natural Gas PNY $32.04 5.23% 5.35% 2.50% 219% 3.82% 5.77%  ¥700% 7200% 69.7¢% 000 9.28% 19.86 3.45
Bouth Jersey Industries 54 $51.89 6.00% 9.00% 8.00% 11.58% 8.90% 577% 3400% 53.00% 69.78% 30,00 10.92% 13.54 235
Southwest Gas Cerp. SWX $44.02 437% 4.05% 9.00% 6.92% 6.08% 5¥7T%  46.00% 4200% 69.78% 3000 9.93% 16.77 291
WGL Holdings, In¢. WGL 340.13 5.37% 2.50%. 3.50% 392% 4.60% 5.77%  62.00% 61.00% 69.79% 30.00 9.85% 17.08 297
MEAN  10.02%
MAX  10.92%
MIN  0.28%
Projected Annual
Eamings per Share J15] i8] [71 113] [18] [20]_ [21} [22] [23] J24] 125} £26] 127] £28] [29¢ [30] 311
Company Ticker 2011 2012 2013 2014 2015 2018 2017 2018 2019 2020 2021 2022 2023 2024 2028 2026 2027
AGL Resources Inc. ? §2.25 $2.40 §2.55 $2.71 32.89 $3.07 $3.26 §3.45 $3.86 $3.87 $4.10 $4.33 §4.58 §4.85 $5.13 $5.42
Atmos Ensrgy Corp. §2.37 $2.49 $2.61 $2.74 $2.87 $3.02 $3.13 $3.35 $3.53 5373 $3.94 3417 $4.41 3467 $4.94 §5.22
tactede Group, Inc. §298 $3.10 $3.22 $3.35 $3.49 $3.64 $3.81 $3.99 $4.20 $4.43 §4.68 $4.95 $5.24 $5.54 $5.88 $6.20
New Jersey Resources $2.70 $2.53 §2.96 $2.10 $3.24 $3.40 $3.67 $2.76 33.96 .18 $4.43 $4.63 §4.95 $524 $5.54 $5.86
Nerthwest Natural Gas §2.51 $2.64 $278 $2.83 $3.08 $3.24 $3.41 $3.60 $3.80 $4.02 $4.25 $4.49 $4.75 $5.03 $5.32 $5.52
Piedment Natural Gas §1.63 $1.69 $1.78 $1.82 $1.89 $187 $2.08 $2.16 $2.27 $2.39 §2.52 $2.68 $2.82 $2.99 3317 $3.35
South Jersay Industries $3.15 $3.43 $2.73 $4.06 $4.43 $4.80 $6.17 $555 $5.93 $6.30 36.67 $7.05 §7.46 $7.89 $3.24 $8.82
Southwest Gas Comp. $2.56 $2.73 $2.90 3308 3327 $3.46 $3.87 $1.89 34.14 $4.35 .61 $4.87 $5.15 $5.45 $5.76 $6.08
WGL Heldings, Ine. $2.35 32.46 $2.57. $2.69 $2.82 32385 $3.10 §$3.26 $3.44 $3.63 §3.84 $4.06 $4.29 $4.54 $4.80 $5.08
Projected Annuat
Dividend Payout Ratio [32] [33] 134] [35] [36] [37} [38] [39) [40] [41] {42] [431 {44] {45 [46]
Company 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026
AGL Resources Inc. 66.00% 61.50%  57.00% 52.50% 48.00% 51.63% 5526% 58.90% 62.53% 66.16% 69.79% 69.79% B2.79% 69.79% 69.79%
Atmos Energy Corp. 61.00% 59.25% 57.50% 55.75% 5400% 5663% 59.26% 61.90% 64.53% 57.16% 69.79% 69.79% 69.79% 69.79% 69.79%
Ladlede Group, Inc. 52.00% 61.00% 60.00% 59.00% 58.00% 59467% 61.93% 62.00% 65.868% 87.83% 62.79% 69.79% 69.79% 69.79% 69.79%
New Jersey Resources 53.00% 51.75%  50.50% 49.25% 4800% 5153% 5526% 58.90% 6253% 86.16% B9.79% 69.79% 69.79% 69.79% 69.79%
Northwest Natural Gas 73.00% B8.75%  64.50% 60.25% 56.00% 58230% G0.60% 6290% 6519% 87.49% 69.79% B9.79% 69.79% 69.79% B89.79%
Piedmant Natural Gas IT00%  75.75%  74.50% 73.25% 7200% T163% T1.26% T090% 70.53% 70.186% 89.79% 69.79% 69.79% 69.79% 69.79%
South Jersey indusiries 54.00% 53.75%  5350% 63.25% £3.00% 55.80% 5860% 61.40% 64.15% 66.99% 59.79% 69.79% 69.78% 69.79% 6979%
Southwest Gas Com. 46.00%  45.00%  44.00% 43,00% 42.00% 46.63% 51.26% 55.90% 60.63% 85.16% 88.78% 63.7%% §5.78% 69.79% 6RT7I%
WGL Holdings, Inc. 62.00% 61.75% , 61.50% 51.23% E1.00% 62.47% 63.93% B540% €6.86% 58.33% 68.78% 697%% _65.79% . 69.79% 69.79%
Projected Annual
Cash Flows [47] {48} Ja9] [50] [51] (52) 53] [54] [55] [56] [57] [58] 54 [60) 81 62]
Terminal
Company Ticker 2012 2013 2014 2015 2016 2017 2018 2018 2020 2021 2027 2023 2024 2025 2026 Value
ABL Resources Inc. $1.48 3145 $1.42 $1.29 $1.58 $1.80 $2.00 $2.29 $2.56 $2.56 $3.02 $3.20 $3.38 $358 $89.62
Atmos Energy Com. 5147 $1.50 $1.63 $1.55 1.1 $1.88 §2.07 $2.28 $2.60 