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TESTIMONY OF WITNESS BRAIILEY E. LORTON 
CAUSE NOS. 43208 Sr 43209 

OF110 VALLEY GAS 

1 Q: Please state your name and business address. 

2 A: My name is Bradley E. Lorton, and my business address is the Indiana 

3 Government Center North, 100 North Senate Avenue, Room N501, Indianapolis, 

4 Indiana, 46204. 

5 Q: How are you currently employed? 

6 A: I am a Utility Analyst in the Natural Gas Division of the Indiana Office of Utility 

7 Consumer Counselor (OUCC). 

8 Q: Please describe your qualifications. 

9 A: My expertise is primarily in econo~nics and public utility regulation. 1 hold 

Bachelor of Science and Master of Science degrecs in Eco~lomics froill Indiana 

State University. I also completed additio~lal courses at Illdialla University- 

Purdue University at Indiallapolis it1 Econotnics, Mathenlatics and Labor Studies. 

I have cotnpletetl both week-long seginents of the NARUC Anrrual Regulatory 

Studies prograin at Michigan State University. 

I have over twenty-five years experience in government and private 

iudustry. My career in public utility regulation began in 2001 when 1 accepted 

my current position with the OUCC. Prior to that time I served in manage~nent 

and business a~~alys t  positions for the U. S. Depart~~~e~ent of the Navy at the Naval 

Air Warfare Center in Indianapolis, and its privatized successor organizations. I 

20 also served as a Producer Price Index Econotnist at the Bureau of Labor Statistics, 
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United States Department of Labor, and as a Statistician for the Indiana Division 

of Labor. 

Q: I-lave you provided testimony in other cases before the Indiana Utility 
Regulatory Commission? 

A: Yes. I have testified before this Cornmission on sevcral occasions in the past six 

years, in cases involving issues ranging from cost of equity to energy efficiency to 

altcsnative regulatory proposals. 

Q: What have you done to prepare to testify in this canse? 

A: I reviewed the Petition, Petitioner's Case-in-Chief and its responses to discovery 

requests. 1 reviewed Petitioner's existing and proposed gas tariffs. 1 also 

reviewed Petitioner's workpapers, in particular those of Mr. Paul R. Moul. 

I reviewed additional information relevant to cost of equity capital (i.e. the 

appropriate return 011 equity) including interest rate data from the Federal 

Reserve, economic growth data from the U.S. Bureau of Econolnic Analysis, and 

inflation data fro111 the U.S. Bureau of Labor Statistics. and Ibbotsoll Associates. 

Q: What is the purpose of your testimony? 

A: I testify in regards to the cost of equity capital (sometimes referred to as the 

authorized return on equity "ROE"). The OUCC believes Petitioner's proposed 

11.75% ROE is far too high, particularly in light of the fact that Petitioner has 

zero long term debt in its capital structure.] Based on the results of the 

Discounted Cash Flow (DCF) method, and the Capital Asset Pricing Model 

(CAPM), I conclude that a cost of equity of 8.5% for Petitioner would be very 

' The only debt in Petitioner's capital structure is in the form of clrstomer deposits 
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reasonable. I also analyze inacrocconomic and capital market trends to 

dcinonstrate that the U.S. cconoiny remains in a low cost of capital environment 

Petitioner's Witness Mr. Mot11 submitted cost of equity testinlony that 
applied to both Cause Nos. 43208 and 43209. Will you be doing the same? 

Yes. 

What is Petitioner's current authorized return on equity? 

It is currently 10.15%. 

Do you recomniend reducing Petitioner's authorized ROE? 

Please explain why? 

This rate case includes the proposed illlpleineiltation of a Notlnal Temperature 

Adjustment mccl~anisin (NTA)), and a tracker for costs associated with pipeline 

safety requirements. Neither of these trackers existed at the tilnc of Petitioiler's 

last rate case. Both of these trackers will reduce risk for Petitioner, and the 

authorized ROE should clearly he reduced below the current 10.15% level. 

TI-IE PROXY GROUP FOR DCF AND CAPM ANALYSES 

17 Q: Please describe your approach to establishing a cost of equity estiniate for 
18 I'etitioner. 

19 A: I relied primarily on the DCF and CAPM models to estimate the cost of equity. 

20 Q: Can you apply the DCF and CAPM models directly to Petitioner? 

21 A: No. Neither Ohio Valley Gas, Inc., nor Ohio Valley Gas Corporation is a publicly 

22 traded company, and coi~sequently inuch of the data that would be available for 
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publicly traded companies is not available for Petitioner. This fact makes it 

impractical to apply the DCF and CAPM directly to Petitioner 

Like Petitioner's witness Mr. Moul, I calculated cost of equity for 

Petitioner based on a proxy group of publicly traded companies. This is an 

established approach. 

Petitioner's Witness Mr. Moul utilized a proxy group of seven publicly 
tracleil companies for his DCF and CAPM analyses. Do you agree with the 
sclection of his proxy group? 

Yes. As I understand it Mr. Moul's criteria for the proxy group are as follows: 

Companies engaged in the natural gas distribution business 

Companies with publicly traded common stock 

Companies that are contained in the Value Line Investment Survey 

Companies that have less than $1 billion of market capitalization of their 

equity 

Companies that are not currently the target of a merger or acquisition 

What con~panies did Mr. Moul choose to be in his proxy group? 

Mr. Moul chose seven companies, three fl-o~n the Standard edition of Value Line, 

and four froin the Small and Mid-Cap edition. The three conipanies chosen from 

the standard edition are Laclede Group Inc., Northwest Natural Gas Co., and 

South Jersey Industries, Inc. The four companies chosen from the Small and 

Mid-Cap edition are Energy South, Inc., Chesapeake Utilities Corporation, RGC 

Resources, Inc, and DeltaNatural Gas Company. 
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Mr. Moul states that "I11 terlns of capitalization, OVG is very much 

smaller than the averagc size of the Gas Group and the S&P ~t i l i t ies . "~  

Nevertheless, given the data requirements to perform DCF and CAPM analysis, 

this proxy group does attempt to include smaller compailies in an effort to attain 

inore cornparability with Petitioner. 

Q: Are there significant differences bet wee^^ the companies in the proxy group 
and Petitioner? 

A: As Mr. Moul points out in his testimony, the cornpallies it1 the proxy group are 

significantly larger that1 Petitioner. I-Iowever, this does not present a stumbling 

block for the use of the Gas Utility Proxy Group. Annie Wong of Western 

Connecticut State University writes: 

. . . given firm size, utility stocks are collsistelltly less risky than 
industrial stocks. Second, illdustrial betas tend to decrease with 
firm size but utility betas do not. These findings may he attributed 
to the fact that all public utilities opcrate in an environlnellt with 
rcgioilal lnollopolistic power and regulated finance structure. As a 
result, the business and financial risks are very similar alnoilg the 
utilities regardless of their sizes.' 

Moreover, Michael Paschal1 and George B. Hawkins state that: 

A size pretniuin does not autoinatically apply in every case. Each 
privately held company should be analyzed to deter~niile if a size 
preillium is appropriate in its particular case. There call be unusual 
eircun~stances where a slnall colnpany has risk cl~aracteristics that 
make it far less risky than the average company, warranting the usc 
of a very low risk premium. One possible exa~nple of this is a 
private water utility (monopoly situation, very low risk, near- 
guarantee of payments).4 

- 

Petitioner's Exhibit No. PRM, p. 12. 
Annie Wong, "Utility Stock and the Size Effect: An E!npirical Analysis," Journal of the Midwest Finance 

Association," 1993, p. 98 
4 I'ascliall and I-lawkitis, Do Smaller Con?pnnies Warratit n Nigl?er Discoutit Rnte for. Ilisk?: The "Size 
EfSect"Debate, CCH Business Valuation Alert, December, 1999. 



Public's Exhibit No. BEL 
Cause Nos. 43208 & 43209 

Page 6 of 30 
Q: Are there other major differences that nlay indicate that Petitioner is less 

risky than the proxy group? 

A: Yes. Another major difference is that each of the companies in Mr. Moul's proxy 

group has a capital structure that includes significant amounts of long-term debt. 

For instance, of the four colnpanics that Mr. Maul has selected from the Small 

and Mid-Cap Value Line, Encrgy South has a capital structure with 37% long 

term debt; Chesapeake Utilities has 37% long term debt; RGC Resources has 41% 

long term dcbt and Delta Natural Gas has 51% long term debt. 

Petitioner has presented a capital structure with zero long term debt. Such 

a capital structure eliminates financial risk for Petitioner. There are no bond 

holders with a prior claim on Petitioner's earnings. By accepting Mr. Moul's 

proxy group companies (who rely significantly on debt), it should be etnpl~asized 

that any resulting cost of equity estimate will be conservatively high for a utility 

with zero long term debt. 

Indeed, Mr. Moul recognizes this difficulty in his testimony by deducting 

an adjustment of between 121 and 144 basis points from his rate of return. 

I-Iowever, he el-1-oneously determines that this results in too low a result, and adds 

back a larger adjustment for Petitioner's small size.6 As Petitioner is a public 

utility, Paschal1 and Hawkins' analysis (cited above) strongly indicates that Mr. 

Moul's size premium is not justified. 

DISCOUNTED CASH FLOW ANALYSIS 

Q :  Please describe Discounted Ceslt Flow (DCF) Analysis. 

' Value Line It~vestment Survey, Stundard Edilion and Small and Mid-Cap Edition, June 15 ,  2007, 
www.valueline.com. 

Petitioner's Exhibit No. 1'1<M, pp. 33-34. 
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DCF analysis helps investors determine the appropriate price to pay for particular 

assets, such as utility stocks. The lnodel has been adapted for regulatory 

proceedings it1 order to determine the cost of utility equity capital. The DCF 

model holds that the price of an asset today should equal thc sum of all the cash 

flows that the asset will generate, discounted by the appropriate rate back to the 

present. This discount rate equals the cost of capital. With utility stocks, 

dividends are the relevant cash flows. 

I'lease describe the "Constant Growth" DCF Model. 

The underlying principle of the "Constant Growth" DCF Model is that the price of a 

firm's stock reflects the expected cash flows (i.e. dividends) associated with that 

stock, discounted at a rate equal to the cost of equity capital. This call be expressed 

mathematically by the following equation: 

In this equation, the current price, Po, can be calculated by dividing the expected 

allnual dividend for the next year, Dl, by the term K - g where K represents the cost 

of equity capital and g equals the expected, long-run annual growth rate in dividends 

per share (DPS). This rnodel relies on the assumption that investors expect earnings 

per share (EPS), book value per share (BPS), and stock price pel- share to also grow 

at a constant long-run rate (g). 

By rearranging the algebraic terms, it becomes possible to solve for the cost 

of equity capital. The resulting formula is the DCF model most familiar in utility 
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Here, the cost of equity capital, K, equals the "forward dividend yield," 

Di/I1o, plus the expected growth rate in dividends per share, g. The DCF model, 

therefore, requires estimates of the folward dividend yield and the expected growth 

rate 

Is the "Constant Growth" DCF Model considered a reliable method for 
estimating cost of equity for public utilities? 

Ycs. This model, when combined with reasonable judgment, provides a realistic and 

reliable metl~od of estimating a utility's cost of equity. It also formulates the cost of 

equity as "yield plus growth," which accurately defines the incentive for investors to 

purchase stocks. 

'The DCF   nod el is also relatively simple in that it states cost of equity in 

terms ofjust two components, and only one of these involves any major controversy. 

Tile calculation of dividend yicld generally involves few disputes. Most of the 

controversy in DCF calculations focuses on the growth, rate g. This sl~ould not be 

surprising since the growth rate projects into the future, and disagreements will 

always arise regarding such projections. Howevel; a reasonable estimate for g can 

be developed by evaluating variables such as dividends, earnings, and book value 

per share. (Note: for the balance of my testimony, the "Constant Growth DCF 

Model" will simply be referred to as the "DCF model"). 

22 Q :  What is the difference between the current and forward dividend yields? 
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A: The currcnt yield, D&, equals t l~c  currcnt annual dividend rate, Do, divided by the 

current stock pricc, I-'". The current annual dividend rate, Do, equals the most recent 

quarterly dividend multiplied by four -- it does ilot include any projection into the 

next year. Dividend yields published by The Wall Street Journal and AUS Utility 

are current dividend yields DdPo. 

'l'lie folward yield, Dl/Po, adjusts the current yield DcJPo to reflect likely 

dividend growth in the subsequent year. The forward yield replaces the current 

dividend rate, Do, with a prospective dividend rate, Dl. D, is the rate expected 

during the following year, and the forward yield will then be calculated by dividing 

D, by the current price, Po. Financial analysts frequently accomplish this adjustment 

by increasing the current dividemd yield for one-half of a year's growth in dividends. 

'l'llis method is often referred to as the "half-year method." I utilize this method in 

my DCF analysis to convert current dividcnd yiclds (DoIPo) into forward dividend 

yields (DlIPo). 

Q: What is the result of your forward divitiend yield calculation? 

A: My calculations resulted in a 3.8% folward dividend yield for the Gas Utility Proxy 

Group. 'Illis calculation applies the "half year method" to the avcragc current yield 

calculated from AUS Utilitv Reports data from January through June 2007. Page 2 

of Attaclltnent BEL-1 shows my calculations. 

Q: Did you compare your forward dividend yield calculation wit11 any other 
published data? 

A: Yes. I cotupared the results to an average of the Value Line divided yields for the 

Gas Utility Proxy Group. Value Line publishes forward dividend yield csti~nates 

that do reflect anticipated dividend growth in the coming year. My calculations and 
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the Value Line forward yields arc shown in Attachment BEL-I. I arrivcd at a 

forward yield of 3.8% for the Gas Utility Proxy Group. This is slightly higher 

than the average of the Value Line forward yields, which equals 3.6% 

What did you conclude with respect to the Dividend Yield tern1 of the DCF 
model? 

I concluded that a 3.8% dividend yield is reasonable for my DCF calculations. 

Also, this affords a slightly higher cost of equity for Petitioner than the Value 

Line average dividend yields for the Gas Utility Proxy Group. I have chosen the 

conservatively high estimate. 

Did the proxy group selection present any challenges for estin~ation of the 
DCF growth rate (g)? 

Yes. Although I can agree with the selection of the conlpanies in the proxy group, 

it does present challenges in calculating the DCF growth estimate. The four (4) 

Small and Mid-cap companies have less growth data published in Value Line. 

The Standard edition includes "annual rates" data for 10-year growth, 5-year 

growth and a forward growth projection. Only 5-year and 1-year growth data are 

available in the Small and Mid-cap edition. Consequently, 10 year growth and 

forward projection elements have data missing for several of the proxy group 

companies. Indeed, Attachment BEL-2 is DCF workpapers underlying Mr. 

Moul's testimony. It appears that he was also unable to fill in the missing data. 

I-Ie attempted to resolve this problem by merely averaging the data fiom the 

companies in the Value Line Standard Edition in cases where no other options 

were available. While this provides a mathematical solution to the problem, it 

weights his cstimates heavily toward three (3) of the seven (7) companies. 
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Q: flow did you approach this challenge? 

A: My approach was to put the most weight on estiinates based oil full sets of 

necessary data. Consequently, in my DCF studies I will put the greatest weight 

on the growth data shown in the five year growth column in my DCF exhibits in 

Attachment BEL-1 

Q: Please describe the calculation of the growth term "g" that you utilized in 
your DCF analysis. 

A: TO calculate the growth tenn, I relied oil Value Line growth rates in EPS, DPS 

and BPS for companies in the Gas Utility Proxy Group. As explained above, I 

relied priinarily on the five year growth rate data, which is available for all seven 

(7) of the proxy group companies. 

Q: Plcasc describe the results of your growth calculations. 

A: I have concluded that 4.5% is a very reasonable growth rate for the Gas Utility 

Proxy ~ r o u p . ~  Not only is this the rate resulting fi-om an average of the EPS, DPS 

and BPS 5-year growth rates for the proxy group, it is also very close to the rate 

that results froin an average of the available forecasted rates for 2010-2012 for the 

proxy group companies i11 the Standard Value Line. It is also the sanle rate as the 

average of EPS for the proxy group cornpanics in the Standard Value Line over 

the past 10 ycars. The data on DPS and BPS for the past 10 years would indicate 

a much lower growth rate than illy 4.5% estimate. Also, I excludcd from my 

calculations all negative growth rates, in particular a -1.0% rate for RGC 

liesources in the 5-year average EPS. 

Q: What have yon conclrided based on your DCI' analysis? 

See page 5 of Attachment BEL-1 ror Value Line Growth Rate data and averages 
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A: My DCF calculations result in a cost of equity of 8.3%. This combines the 3.8% 

forward yield and the 4.5% growth rate. I did not add a "flotation adjustment" as 

Petitioner's stock is not publicly traded 

CAPITAL ASSET PRICING MODEL 

Q: Please describe the Capital Asset Pricing Model (CAPM). 

A: The underlying assulnption of CAPM is that the stock market compensates investors 

for risk that cannot be eliininated by means of a diversified stock portfolio. In 

CAPM, the required return on a stock equals the sum of a risk free rate of retun1 (Rf) 

plus a risk premium [P*(R,,- Rf)] which is proportional to the level of "market risk," 

which cannot be eliminated through diversification. The CAPM for~nula is: 

I< = Rr + P*(R,,, - Rf) 

whcre, 

P = Beta, a ineasure of risk for the company, 

K = Required return ( i s .  cost of equity) on the stock of the company, 

R f = Risk-free rate of return, 

R,,, = Market equity return, 

(R,, - Rf) =Market equity risk prerniuin. 

The "Beta" is considered the measure of risk most relevant in CAI'M. A stock with a 

Beta below 1.0 is considered less volatile and less risky than the stock market. 

Above a I .O Beta the stock is considered more volatile and more risky than the stock 

24 market. By definition the stock market has a Beta of 1.0. The inarket is usually 
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1 I-epresented by a large and highly diversified portfolio of stocks such as the Standard 

2 & Poor's 500. 

3 Q: Were yo11 able to perform a CAI'M analysis directly for Petitioner? 

4 A: No. As Petitioner is not a publicly traded company, the necessaty data does not 

5 exist to pcrfonn CAPM analysis directly for Petitioner. Therefore, I have used the 

6 Gas Utility proxy group to perform a CAPM analysis. 

7 Q: How did you deternii~ie "beta"? 

8 A: I used betas from the Value Line Investment Survey, Standard Edition and Small 

9 and Mid-Cap Edition. However, as Attachment BEL-3 shows, I colisidered betas 

10 fiorn Smart Money, Yahoo Finallce and NASDAQ. For this analysis I averaged 

11 only the Value Line adjusted betas. I will utilize 0.64 as the beta estimate in my 

12 CAPM analysis. This is the same average beta used by Mr. Moul. 

13 Q: What risk free rate (Rf) arc you using for your CAPM calculations? 

14 A: I used 5.0% for nly risk free rate. 

15 Q: Plcasc describe how you detern~ined the risk free rate of 5.0%. 

16 A: I examined recent and long term trends in yields on 5-year, 10-year and 20-year 

17 Treasury securities from data available from the Federal ~ e s e r v e . ~  I calculated 

18 averages for the latest 3 months and the first 6 months of 2007. Graph 1 illustrates 

19 the average rates on 5, 10, and 20 year Treasuries based on the first six months of 

20 2007. Graph 2 shows the average rates based on the most recent 3 months for which 

21 data is available, April through June, 2007. 
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Rates on these bollcis increased in early June to over 5%. However, recent 

wceks have experienced sonle fluctuations. ' Five year Treasuries reached 5.1 8% on 

June 12th, but decii~led to 4.9% by July 2"". Ten and 20 year Treasuries also 

reached 5.26% aud 5.44%, respectively, on June 12"'. They then declined to 5.0% 

and 5.18%, respectively. It is not possible to say if the illcreases experienced in 

early June are part of any longer term trend. However, I examined several years of 

rate data from the Federal Reserve and discovered that the rate for 10-year 

Treasuries has not exceeded 5% in more than three consecutive months since mid- 

2001. Tell year Treasuries exceeded 5% in March through May 2002 and in May 

through July 2006. 

I also exanlined the economic projectio~~s from the Congressional Budgct 

Office (CBO) in The Budget and Economic Otrtlook: fiscal Years 2008 to 2017, 

published in Jatmary, 2007. The latest CBO projections for 10-year Treasuries are 

4.8% in 2007, at~d 5.0% in 2008. The projected rates for the periods 2009 through 

2012, and 2013 through 2017, go no higher than 5.2%.1° 

My research leads me to conclude that 5.0% is a vcry reasonable risk-free 

rate for 111y CAPM analysis, and is consistent with rcceut experience. 

Q: How did you estimate the Marltet Risk Premil~~n (R,,, - Ri)? 

A: I calculated long term market risk pre~niums based on historical data Croln Stocks. 

Bonds, Bills and Inflation, 2007 Yearbook, by Ibbotson Associates. The Ibbotson 

Following data is from www.federalreserve.gov. 
'O Congressional Budget Office. The Budget ai~rl Economic Outlook: Fiscal Yenrs 2008 lo 201 7, January, 
2007, www.cbo.gov. 
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data base covers the period 1926 to 2006. There are two methods of calculating 

historical holding period returns: the geometric mean (or compound annual return) 

and the arithmetic mean, whicli is a simple avcragc of one year holding period 

returns. 

The geonietric inean retu1-n measures the average compound annual rate of 

return froin an investment over a period of more than one year. The arithmetic mean 

lneasures the average of one yeas holding period returns. The arithmetic mean rate 

of return always exceeds the geometric mean rate of retuin unless the investment 

provides a constant return year after year. The arithmetic mean approach also 

produces higher estimates of the market risk preinium, and higher overall CAPM 

results. 

As the Coinmission has expressed its preference for considering both the 

geolnetric incan and arithnletic iilean approaches, the market risk prenliuins that I 

calculate give equal weight to both the geolnetric and arithmetic tnean approaches. 

I used the resultitlg markct risk preinium of 5.75% in my CAPM calculations 

[see Attachnlent BEL-31. 

Please describe the results of your CAPM analysis. 

Here again, I emphasize that my analysis provides a conselvatively high estimate. I 

have used only thc upwardly adjusted betas fi.0111 Value Line and a risk free rate vely 

close to that used in Petitioner's case-in-chief. I have also balanccd the wcight given 

to the geometric mean and arithmetic mean approaches. This results in a CAPM 

estimate of 8.68%. 
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Q :  But, Mr. Lorton, siuce you and Mr. Moul use the same proxy group and 
average beta, how do you account for thc fact that his CAl'M calculatio~l is 
~~oticeably higher? 

A: First, illy recom~nended risk-6ee rate is somewhat lower than his 5.25%. However, 

the largest difference lies in the estimate of the markct risk premium. As he 

dcscribcs in Appcndix H of his testimony, Mr. Maul utilizcs a mcthod that relies on 

a ~ncdian appreciation potential estimate 6om Value Line, w11ic11 his footnote 

indicates is forecast at "40% for 3 to 5 years hence."". He also calculates a market 

risk pre~niuln based only on the aritlxnetic mean, comparing stocks with long tenn 

bonds. This yields a higher CAPM result than if both the geometric mean and 

aritlmletic luean approaches are taken into account. My understanding is that the 

Co~nmission wishes to take both geometric and arithmetic ~nean approacl~es into 

account. Also, shareholders will earn a gconletric mean ratc of rcturn, unless they 

own thc stock for only one year, or experience the same ratc of rcturn year after 

year. Neither of these appear to be realistic assumptions. 

Moreovcr, Mr. Moul includes a 0.19% "flotation cost adjustment." 

Investorwords.com dcfines "flotation costs" as: 

The costs of issuing a new security, including the money 
invcstrnent bankers earn froill llle spread between their cost 
and the pricc offered to the public, and the accounting, Icgal, 
printing and other costs associated with the issue. I2 

As Petitioner is not a publicly traded company, a flotation cost adjust~nent is not 

appropliate in this Cause. 

" Petitioner's Exhibit PRM, Appendix H 
l 2  li1tp://www.invcstorword~.~o1n/2026/fl0tati0n~~o~t~.11t~11l 
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1 Q: Please summarize your CAPM co~iclusions. 

2 A: Thc CAPM analysis that I performed indicates a cost of equity for the Gas Utility 

3 proxy group of 8.68%. 

4 Q :  How does this estinlate compare with your DCF cost of equity estimate? 

5 A: It is sliglitly higher than my 8.3% DCF result. Tiicrcfore, I an1 recommending a cost 

6 of equity for Pctitioncr of 8.5%, wliich is supported by both my DCF and CAPM 

7 studies aud by my ai~alysis ofmael-oeconomic trends. 

8 Q: Mr. Lortoii, in the recent Lawre~icebllrg Gas rate case (Cause No. 43090), you 
9 recommended a cost of equity of 9.25% for the Petitioner. Why is your 

0 rccot~~rnendatiorl lower in this case? 

11 A: For cconoinic reasons, Lawrenceburg Gas did not file testimony that included 

12 extensive cost of equity studies such as DCF and CAPM analyses. The OUCC 

13 accoinmodated Lawrenceburg Gas by refraining fioin such analyses in its own 

14 testimony. In this case, Petitioner filed extensive cost of equity testimony, including 

15 DCF and CAPM studies by Mr. Moul, as part of its case-in-chief. Therefore, the 

16 OUCC pcrfoilned its own DCF and CAPM analyses which strongly support an 

17 8.5% cost of equity. 

18 Also in the Lawrenceburg ease, the utility's capital structure was a major 

19 issue. While Lawrenceburg Gas proposed a 100% equity financed capital structure, 

20 long-term debt held by the parent company was used to finance its only operation: 

2 1 Lawrenceburg Gas Company. Moreover, the Cominission Order allowed a small 

22 addition to risk premium due to the fact that two of Lawrenceburg Gas's custoiners 
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accounted for illore than half of the company's total throughput. This is far fi.om the 

case with this petitioner, as Mr. Moul's testimony bears out: 

?'hrougliput to the Company's itldustrial and transportation 
custoniers I-epresents 43% of total throughput. Indeed, the 
Company's ten largest customers (both sales and 
transportation service) together represent 29% of total 
tliroughput on the Company' system. 13 

9 Consequently, I found no reason to modifL the results of my DCF and 

10 CAPM studies in this Cause, which strongly suppoll an 8.5% cost of equity. 

11 MACROECONOMIC TRENDS 

12 
13 Q: Do ~nacroccononlic factors and trends influence the cost of cqoity? 
14 
15 A: Yes. Thc nlost noteworthy of these factors are interest rates, cconomlc growth, 

16 and inflation 

17 Q: Do yon have econon~ic forccast data to slipport 8.5% as a reasonable ROE? 

18 A: Yes. Another indication of the reasonable nature of my reco~nnic~idation comes 

19 from the Sp1-ing 2007, CI:O Magcizirze Bzisine.s.s O~it loolc Srirvey, from Duke 

20 Univer~i ty . '~  This survey of Chief Financial Officers froin nlajor corporations, 

2 1 observed: "On May 12, 2006 the annual yield on 10-yr treasury bonds was 4 . 8 %  

22 and posed the question, "Over the next 10 years, 1 expect the average annual S&P 

23 500 return will be: . . ." The mean expected return on the S&P 500 was 8.33% 

24 with a 95% Confidence Interval between 7.78% to 8.87%. These expectations 

I ?  Petitioner's l?xhibit No. I'RM, p. 8. 
CFO Mcg~zino, Bu.sines.s O~iliooic $z,i-vey, Spring 2007, 

http:/lww.cfo.com/articie.cfm/88843901c 8910395, p. 36 
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have actually declined since last Novcinber when the mean expected return was 

8.40%. The range of possible outcomes that included Mr. Moul's recommended 

cost of equity of 11.75% (a range of 11.21% to 12.66%) was given only a 1-in-10 

probability (see Attachment BEL-4). I emphasize that these return estimates 

apply to companies in the S&P 500, which includes many industrial companies 

reasonably considered more risky than regulated utilities. 

In stark contrast to the CFO Survey rate of return of 8.33% for S&P 500 

companies, Mr. Moul suggests that an 11.75% cost of equity should apply to a 

regulated public utility with a 100% equity capital structure. In today's capital 

market, Mr. Moul's recommendation is far too high and not realistic. 

Please discuss interest rates as an influencing factor. 

Interest rates are one of the most important influencillg factors. U.S. Treasury 

Bonds are commonly used to establish the risk-frce rate of return in many 

analyses. Moreover, cl~anges in interest rates have an impact on investor 

expcctations. 

Recent years have been described as a period of "low cost capital." Lower 

interest rates and bond yields have been the main indicator of this trentl. The 

trend toward low cost capital has taken place over two decades; it is a long lun 

phenomenon. Graph 3 shows the monthly interest rate trend on 5-year constant 

maturity Treasury bonds, reported by the Federal Reserve. Graph 3 makes it 

obvious that we are in a period with rates well below the experience of the 1980s 

and 1990s. 
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Graph 3 

Graphs 4 and 5 reveal similar trends for 10-year and 20-year Treasuries. 

Graph 4 

.S :ederal Reserve, hUp:lhvww .federalresewe.govlreI~as dat~nVllylH155TCM.K)MMY10.txt 
8 18.00% . __1 

i6.00% 

-- , ! 
Latest: Ju_.-, 2007 = 5.100, I 
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1 Graph 5 

20 Year Treasury r>on,a  ate, 1980-2007 
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All three graphs reveal that, since 2003, rates have exceeded 5% for a 

4 couple of months in the late Spring and Summer of 2006, and have since 

5 struggled to return to that level. June 2007 has experienced rates just above 5% 

6 but a long term trend any higher than that has yet to be established. 

7 Q: Please discuss economic growth as an influencing factor. 

A :  The most important influence that economic growth has on cost of equity is its 

potential impact on interest rates. A booming, high growth economy tends to put 

upward pressure on interest rates. A lackluster or recessionary economy tends to 

lead to stagnant or falling interest rates. 

Mr. Moul uses forecasts from Blue Chip Economic Indicators to depict 

"macroeconomic growth." I will augment with data from the U.S. Department of 
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Commerce, Bureau of Econotnic Analysis (BEA)'~,  and from the CBO, to provide 

historical perspective. 

On page 19 of his testimony, Mr. Maul uses Blue  chi^'^ forecasts for 

2008-12 of 5.2% ~lolninal a~niual GDP growth, and 5.1% in the period 2013-2017. 

13EA data using current (nominal) dollars reveal that nominal growth in 2004 was 

6.9%, and 6.3% in 2005. The Congressional Budget Office, using BEA data, 

projects only 4.3% nominal growth in 2007, 4.8% in 2008, followed by 4.7% in 

thc period 2009-2012 and 4.3% in the period 2013-2017.'~ Two important 

federal agencies ibrecast no~ninal economic growth at a much slower pace than 

recent years, and make Mr. Maul's forecasts appear optin~istic. 

Real ecollolnic growth, n~easured in constant (i.e. inflation adjusted) 

dollars, reveals an even lnore sobering comparison with the recent past. Graph 6 

shows annual percent changes in real GDI' in the period 1930 through 2006, as 

published by BEA. Tile current economic expansion, which began in late 2001 

has been somewhat less robust than earlier decades. Prior to the 1990's econornic 

expansion periods included at least one or more years above 5% real growth. The 

U.S. econorny has not experienced that level of real GDP growth on an annual 

basis since 1984. Moreover, CBO forecasts only 2.3% real growth in 2007, 3.0 in 

2008, 2.9% annually in the period 2009-2012, and 2.5% in 2013-2017. liecent 

data confirms this slowing, as seasonally adjusted annual growth rates from BEA 

l 5  U.S. Department of Commerce, Bureau of Economic Analysis, www.bea.gov. 
'6 l'etitioner's Exhibit No. I'RM, p. 19 

Congressional Budget Office, The Burlget nnd Econon~ic Outlook: Fiscol Yenrs 2008-2017, Jnnum-y, 
2007. www.cbo.gov. 

Congressional 13udget Office, The Btrdgel and Economic Oullook: Fiscal Yerrrs 2008-2017, .lr~n~mry, 
2007. www.cbo.gov. 
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show a sluggish economy over the past four quarters. The second quarter of 2006 

saw a real growth rate at 2.6%, the third quarter at 2.0%, the fourth quarter at 

2.5% and the first quarter of 2007 at 0.7%.19 

Graph 6 

6 Q: Have you taken current and projected inflation into account in your 
7 analysis? 

8 A: Yes. 

9 Q: Please describe the trends in the rate of inflation. 

10 A: The U.S. economy remains in a relatively low inflation period. In his testimony 

11 regarding the Semiannual Monetary Policy Report to the Congress, before the 

12 Committee on Banking, Housing, and Urban Affairs, U.S. Senate, on February 

1-3 14,2007, Federal Reserve Chairman Ben S. Bemanke stated: 

'%u. Department of Commerce, Bureau of Economic Analysis, www.bea.gov 
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Another significant factor influencing mediuin-tel-1n trends in 
inflation is the public's expectations of inflation. These 
expectatioils have an important bearing 011 whether transitory 
influences 011 prices, such as tl~ose created by changes in energy 
costs, become embedded in wage and price decisions and so leave 
a lasting imprint on the rate of inflation. It is encouraging that 
inflation expectations appear to have remained contained. 

The projections of the nle~nbers of the Board of Governors and the 
presidents of the Federal Reserve Banlts are for inflation to 
continue to ebb over this year and next. In particular, the central 
tendency of those forecasts is for core inflation--as ~ueasured by 
the price index for personal consumption expenditures excluding 
food and energy--to be 2 to 2-114 percent this year and to edge 
lower, to 1-314 to 2 percent, next year.2o 

Chairman Bernanlte dici go on to say that the possibility that inflation 

"might not moderate" remains a "predominant" policy concern for the Federal 

Reserve (whicll is nor~nal for the Fed). In spite of recent run-ups in energy prices, 

inflation scenls to be surpl-isingly stable on a nlacro level. The overall Consutncr 

I'rice Index (CPI) has experienced only lninor fluctuations over the past two years 

in spite of the high volatility of energy p r i ~ e s . ~ '  As of May, 2007, the CI'I for All 

UI-ban Consunlers had increased only 2.7% over May 2006. This is despite large 

increases in encrgy prices over recent montlis. Tile seasonally adjusted CI'I for 

Energy was 5.4% in May alone, and the compound alltlual rate of inflation on 

Energy based on the past three months pcrfornlance was a whopping 71%. Yet, 

in spite of the volatility and heavy upward price pressure in the energy markets, 

overall inflation reluains relatively under control. 

The United States ren~aitis in a long tel-m period of relatively low inflation. 

20 Fcdcral Reserve, http:llwww.federalreser~e~goviboarddocs/~~2OO7/feb~uarv/testimonv.l1tn1~ 
'' CI'I dala firo~n U.S. Departlneilt of Labor, 13oreau of Labor Statistics, www.bis.gov. 
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Data from Ibbotson Associates shows that inflation moderated in 2006 falling 

from 3.4% in 2005 to 2.5%. According to Ibbotson, between 2000 and 2006 

inflation has averaged only 2.6% per year. This compares to an annual average of 

3.0% between 1990 and 2000, and 5.2% between 1980 and 1990. Graph 7 shows 

the annual inflation rates for the period between 1976 and 2006. It illustrates that 

the United States remains in a period of low inflation, in spite of increased energy 

costs in recent years. The 2.7% increase in the CPI between May 2006 and May 

2007 helps to confirm this analysis as it includes the recent run-up in oil and 

gasoline prices. Even with sharply higher energy prices, inflation appears to be 

10 relatively low, and nowhere near levels experienced in earlier decades. 

11 Graph 7 

u . .  
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Moreover, the latest forecast froin the CBO projects increases in both the 

overall CPI and the Core CPI (which excludes highly volatile comi~lodities such 

as energy) averaging 2.2% per year between 2009 and 2017. This is on top of a 

projection of only a 1.9% increase in the CPI for 2007 and 2.3% in 2 0 0 8 . ~ ~  The 

Federal Reserve Bank of Philadelpl~ia's Sz~rvey of Projessionnl i.'orecasters, 

Second Quarter 2007, projects inflation at 2.3% in each of the next three years, an 

average of 2.45% over the next five years, and 2.4% over the next tell years.23 

These remain very low by historical standards. Low inflation rates tend to 

support lower interest rates and lower costs of financing capital investment, 

including invest~nents in utility plant. 

What  are your conclusions about the macroecononiic trends that influence 
cost o f  equity? 

Recent trends in interest rates, inflation and econornic growth do not reveal an 

over-heating cconomy, nor one in which the cost of capital trends toward 

significant increascs. Moreover, the CFO Magazine survey clearly demonstrates 

that Petitioner's proposed 11.75% cost of equity is well above n~arkct 

cxpcctations, even for a much more risky stock portfolio like the S&P 500 

containing rnany industrial companies. Conscquently, tny recoinlnended cost of 

ccluity for Petitioner of 8.5% is mucl~ marc in line with current economic 

conditions than is Mr. Moul's recornmcndatioil 

22 Congressional Budget Office, Tile Budge1 nnd Econoniic O~rlook: Fiscal Yea1.s 2008-201 7, Jnn~rnry. 
2007. www.cbo.gov. 

?' Federal Reserve Bank of l~liiladelplria Survey of Prqfissionrrl Forecnsiers, Second Quarler,2007, 
littp:/lwww.pl~il.frb.org/files/spflsurvq207.litml. 
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Q: Please sn~nn~ar i ze  your testimony on the proxy group selected to calculate 
cost of equity for Petitioner. 

A: I acccptcd the proxy group used by Mr. Moul in his analysis, because the 

parameters he used seemed reasonable given the nature and the scopc of financial 

data from Value Line and other sources. I cited two concerns, however, regarding 

the proxy group. First, the lack of data on companies from the Small and Mid- 

Cap Edition of Value Line limited the weight that could be given to some 

calculations. Second, a major difference between Petitioner and the proxy group 

is that each company in the proxy group has significant amounts of long-term 

debt capital, whereas Petitioner has zero long term debt. Such a capital structure 

eliminates Petitioner's financial risk. This makes my cost of equity calculations 

conservatively high for P etitioncr. 

Q: Please sunirnarize yonr testin~ony on UCF calculations for the proxy group. 

A: I calculated a 3.8% forward dividend yield utilizing data from AUS Utility 

Reports. I also calculated a DCF growth rate, g, of 4.5%. This estimate was 

heavily weighted toward the 5-year historical growth rates from Value Line, 21s 

these are the only growth rates available for all co~npanies in the proxy group. 

Overall, my DCF calculations resulted in an 8.3% cost of equity. 

Q: Please snmmarize your testi~nony on CAPM calci~latioiis for the proxy 
group. 

A: Based on Value Line betas, 1 calculated an average beta for the proxy group of 

0.64. This is the same result that Mr. Moul achieved. As it is less than 1.0, it also 
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describes a relatively low-risk industry. I estimated a risk-free rate of 5.0% based 

primarily on the recent and long term experience with rates on U.S. Treasury 

bonds [see Attachment BEL-31. Giving equal weight to both the geometric mean 

and arithmetic mean approaches, I calculated a market risk pre~nium of 5.75%. 

This results in a CAPM cost of equity for the proxy group of 8.68%. 

Please sun~marize your testimony on n~acroecono~nic and capital market 
trends influencing cost of equity. 

In stark contrast to the market expectations described in CFO Magazine of an 

8.33% anticipated return on the S&P 500, Mr. Moul comes up with a rate of 

11.75% for a regulated public utility with zcro long tenn del>t. Again, in today's 

capital market, Mr. Moul's reconnnendation is far too high and sinlply not 

realistic. 

I examined three lnacroeeonomic variables that can influence the cost of 

equity capital. First, I examined interest rates. 111 spite of recent modest 

increases, therc appears to be 110 decisive trcnd indicating a period of sustained 

higher interest rates. Interest rates on 5-year, 10-year and 20-year bonds have 

stayed in the 4% to 5% range for scvcral years, and the recent increase above five 

percent has not established itself as a long term trend. Moreover, CBO forecasts 

longer tern1 growth in real GDP to be in a modest 2.5%-3.0% range. Growth in 

this range seems unlikely to drive up interest rates. Real growth in GDP (which 

filters out the impact of inflation) has been consistent since the recovery of 2002, 

but has been lower than in the previous two decades. 

Inflation is also at1 important variable to consider. The United States is 

currently experiencing an extended period of low inflation. While inflation fears 
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are always a policy collsiderat~on for the Fcdcral Reserve, rcccnt expericncc and 

projections by the CBO tend to indicate that inflation is under control in spite of 

recent run-ups in energy prices 

The evidence regarding interest rates, economic growth, inflation and 

market return expectations all support my 8.5% cost of equity recorn~uendatiot~ 

for Petitioner. Furthermore, the Corn~nission should bear in mind that Petitioner 

has a 100% equity capital structure, and conscqucntly has eliminated a large 

portion of risk associated with the need to servicc debt. Considering the results 

of the DCF and CAPM studies and the other evidence discussed above, an 

authorized return on equity of 8.5% is entirely reasonable for Petitiotler, 

especially in light of Petitioner's 100% equity capital structure. 

Does this conclude your testimony? 

Yes, it does. 
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Summary of 
Discounted Cash Flow Analysis (DCF) 

DCF formula: K = (D , /P ,) + g 

Gas Utility Group: 

Dividend Yield (D,IP,): 3.8% see  page 2 of 5 

Dividend Growth (g): 4.5% s e e  page 4 of 5 

Cost of Equity (k): 8.3% 
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AUS Dividend Yield Data 
(January through June 2007 publication dates) 

Last 3 Last 6 Value Line 
months months Year-to-date Forward Yield 
Average Average average DiIPo 

Laclede Group (LG) 3.9% 3.9% 3.9% 4.9% 

Northwest Natural Gas (NWN) 4.0% 4.0% 4.0% 3.0% 
South Jersey Industries (SJI) 4.6% 4.6% 4.6% 2.6% 
Chesapeake Utilities (CPK) 4.7% 4.6% 4.6% 3.4% 
RGC Resource, Inc. (RGCO) 2.9% 3.0% 3.0% 4.5% 
Delta Natural Gas Co. (DGAS) 3.0% 3.2% 3.2% 4.8% 

Gas Utilitv Group: 

Six Month Average Dividend Yield, adjusted for growth by ( I  + 0.5g) 

Value Line Forward Yield (DIIPo) = 3.6% 

Use for forward yield (D1/Po): 3.8% 
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AUS Utility Reports Dividend Yield Data 
(January through June 2007 publication dates) 

Delta Natural G a s  Co. (DGAS) 
Energy Sou th ,  Inc. (ENSI) 
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Summary of 
Discounted Cash Flow Analysis (DCF) 

Growth Estimates 

Gas Utilitv Group: 
Average of 10 year historical growth: 

Average of 5 year historical growth: 

Average of Value Line forecasted growth rates: 

Use for DCF dividend growth rate (g): 

Averages are the average earnings, dividends, and book value per 
share growth for the applicable periods. 
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Value Line Growth Rates 

All data based on most recent edition (as of June i5.2007) of Value Line Investment Survey, Ratings and Reports -- www.valueline.com. 
Note: The -i.O% for RGC Resources, Inc. under the Earnings Rate for the past 5 years was excluded from this calculation. 
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Gas Group 

Chesapeake Utilities 
Deita Natural Gas 
EnergySouth, lnc. 
Laciede Group 
Northwest Natural Gas 
RGC Resources, Inc. 
South Jersey Industries 

Source of Information: 

Historical ~ r o w t h  Rates 
Earnings Per Share, DividendsPer Share, .. 

Book Value Per Share. and Cash Flow Per Share. 

Earnings per Share ' , 

Value Line 
5 Year 10 Year 

Dividends per Share 
Value Line 

5 Year 10 Year 

Book Value per Share Cash Flow per Share 
~ - 

Value Line Value Line 
5 Year 10 Year 5 Year 10 Year 

Vaiue Line Investment Survey, December 15,2006 



G a s  Grouo 

Chesapeake Utiiities 
Deita Natural Gas  
EnergySouih. Inc. 
Laciede Group 
NorthwestNaturai Gas  
RGC Resources, lnc. 
South Jersey industries 

Average 

Source of information : 

Attachment BEL-2 

Page 2 of 2 

Anaivsts' Five-Year Proiected Growth Rates 
Earnings Per Share, ~ i v i d e n d s  Per Share. 

Book Value Per Share. and Cash Fiow Per Share 

Value Line .. . 

1IBIEIS Zacks Reuters Book Cash  Percent  '' 

First Earnings Market Earnings Dividends Value Flow Retained t o  
Call Per  s h a r e  Guide  Per  Share Per  Share  Per  Share. Per  Share  Common ~ q u i t y  

~~ ~ .~ 
4.88% 5.30% 4.88% 7.00% 4.00% 3.50,% 4.50% 3.80% 

NIA 
6.33% 6.30% 6.33% 7.00% 6.00% 6.00% 6.50% 6.00% 

Thomson Financial, January 8.2007 
Zacks, January 8,2007 
Reuten. January 8.2007 
Value Line investment Survey, December 15,2006 
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CAPM Cost of Equity Summary 
CAPM Formula: K = R,+ P(1tm - Rf) 
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RISK FREE RATE 

Yields on U.S. Treasury Securities 

Recent Months 

Source: Federal lieserve, www.federalvesevve.gov 

Risk Free Rate for CAPM 
Calculation 5.0% 
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Beta for Gas 'Utility Group 

Note: Value Line data as of June 15, 2007, Snzart Money.com and Yahoo.com data as 
of June 28, 2007 
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Marltet Risk Premiums 

Total Returns, 1926-2006 

Market Risk Premiums (R, - Rf) 

Geometric Mean 
Arithmetic Mean 

Sottrce: Ibbotsoiz Associates, Stocks, Bonds, Bills and Inflatioiz, 2007 Yearbookc, p. 119 

Stocks 

10.40% 
12.30% 

Geometric Mean 
Arithmetic Mean 
Average Marltet Rislt 
Premium 

Long-term 
Bonds 

5.40% 
5.80% 

Long-term 
Bonds 

5.00% 
6.50% 

5.75% 
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Dulte UniversityICFO Business Outlook Survey - U.S. - Spring, 2007 

8. On May 21,2007 the annual yield on 10-yr treasnry bonds was 4.8%. Please cotnplete the 
following: 

Mean SD 95% CI Median Minimum Maxiinurn Total 

Over the next 10 years, I expect the average 
annual S&P 500 return will be: There is a 1-in-10 
chance it will be less than: 3.17 4.70 2.73 - 3.62 4 -25 50 425 

Over the next 10 years, I expect the average 
annual S&P 500 return will be: Expected return: 8.33 5.89 7.78 - 8.87 8 3 100 449 

Over the next 10 years, I expect the average 
annual S&P 500 return will be: There is a I-in-10 
chance it will be greater than: 11.94 7.65 11.21 - 12.66 11 3 100 425 

Over the next year, I expect the average annual 
S&P 500 return will be: There is a 1-in-10 chance it 
will be less than: 0.53 6.90 -0.12 - 1.19 3 -25 25 424 

Over the next year, I expect the average annual 
S&P 500 return will be: Expected return: 7.37 3.72 7.02 - 7.71 7 -5 23 449 

Over the next year, I expect the average annual 
S&P 500 return will be: There is a 1-in-10 chance it 
will be greater than: 12.00 5.24 11.50 - 12.50 11 -5 30 422 


