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TESTIMONY OF WITNESS BIUDLEY E. LORTON 
CAUSE NOS. 43208 & 43209 

OHIO VALLEY GAS 

I 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: Elow 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 yotlr qualifications. 

9 A: My expertise is primarily in economics and public utility regulation. I bold 

10 Bachelor of Science and Master of Science degrees in Economics fiom Indiana 

11 State University. I also conlpleted additional courses at Indiana University- 

12 Purdue University at Indianapolis in Economics, Mathematics and Labor Studies. 

13 I have completed both week-long segments of the NARUC Annual Regulatory 

14 Studies program at Michigan Statc University. 

15 I have over twenty-fivc years experience in government and privatc 

16 industry. My career in public utility regulation began in 2001 when I accepted 

17 my current position with the OUCC. Prior to that time I served in managenlent 

18 and business analyst positions for the U. S. Department of the Navy at the Naval 

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

20 also served as a Producer Price Index Economist at the Bureau of Labor Statistics, 
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United States Dcpartinent of Labor, and as a Statisticiail for the Indiana Division 

of Labor 

Q :  Have you provided testimony in other cases before the Indiana Utility 
liegulatory Comn~ission? 

A: Yes. I have testified before this Con~mission on several occasions in the past six 

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

alternative rcgulatory proposals. 

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

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

requests. I reviewed Petitioner's existing and proposed gas tariffs. I 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 on equity) including interest rate data from the Federal 

Reserve, econoinic growth data from the U.S. Bureau of Econornic Analysis, and 

inflation data from the U.S. Bureau of Labor Statistics, and Ibbotson 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 custolner deposits 



Public's Exhibit No. L3EL 
Cause Nos. 43208 & 43209 

Page 3 of 30 
reasonable. I also analyze inacroeconon~ic and capital illarket trends to 

demonstrate that the U.S. economy remains in a low cost of capital environment 

Petitioner's Witness Mr. Moul submitted cost of equity testimony 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? 

Do you recon~mencl reducing Petitioner's authorized ROE? 

Yes 

Please explain why? 

This rate case includes the proposed iinpleine~~tation of a Normal Temperature 

Adjustment mechanism (NTA)), and a tracker for costs associated with pipeline 

safety requirements. Neither of these trackers existed at the time of Petitioner's 

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

authoi-ized ROE should clearly be reduced below the currcnt 10.15% lcvcl 

TI-IE PROXY GIiOUP FOl i  DCF AND CAPM ANALYSES 

17 Q: Please describe your approach to establishing a cost of equity estimate for 
18 Petitioner. 

19 A: I relied primarily on the DCF and CAPM models to cstiillate 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 consequently much of the data that would be available for 
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publicly traded companies is not available for Petitioner. This fact rnakes it 

irnpracticnl 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. Maul utilized a proxy group of seven publicly 
traded col~~pal~ies  for his DCF and CAPM analysts. 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 uot currently the target of a merger or acquisition 

What companies did Mr. Maul choose to be in his proxy group? 

Mr. Moul chose seven companies, three from the Standard edition of Value Line, 

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

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

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

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

Resources, Inc. and Delta Natural Gas Company. 
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Mr. Moul statcs that "In terms of capitalization, OVG is very much 

sinaller than the average size of the Gas Group and the S&P utilities."' 

Nevertheless, given the data requireinents to perform DCF and CAI'M analysis, 

this proxy group does atteinpt to include sinaller coinpanies in an effort to attain 

inore comparability with Petitioner 

Q: Are there significant differences between the companies in the proxy group 
arid Petitioner? 

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

significantly larger than Petitioner. However, this does not present a stuinbliilg 

block for the use of the Gas Utility Proxy Group. Ailnie Wong of Westeln 

Connecticut State University writes: 

. . . givcn fir111 size, utility stocks are consistently less risky that1 
industrial stocks. Second, industrial betas tend to decrease with 
firm size but utility betas do not. These findings may be attributed 
to the fact that all public utilities operate in an cnvironiuent with 
regional inonopolistic power and regulated finance structure. As a 
result, the business and financial risks are very similar among the 
utilities regardless of their sizes.3 

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

A size premium does not autoiuatically apply in every case. Each 
privately held company should be analyzed to deterinine if a size 
premiuln is appropriate in its palticular case. There can be unusual 
circumstances where a sinall company has risk characteristics that 
make it far less risky than the average company, warranting the use 
of a very low risk premium. One possible example of this is a 
private water utility (monopoly situation, very low risk, near- 
guarantee of 

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

Association," 1993, p. 98 
Paschall and I-Iawkins, Do Snzaller Coin~~anies Wurruiii a Higher Discount Rule for Risk?: The "Size 

f3fecr" Debate, CCH Business Valuation Alert, December, 1999. 
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Q: Are there other major differences that ]nay indicate that l'etitioncr is less 

risky than the proxy group? 

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

group has a capital structure that includes significant amounts of long-ten11 debt. 

For instance, of the four companies that Mr. Moul has selected from the S~nall  

and Mid-Cap Value Line, Energy South bas a capital structure with 37% long 

term debt; Chesapeake Utilities has 37% lo~lg  term debt; IiGC Resources has 41% 

long term debt and Delta Natural Gas has 5 1 % long term debt. 

Pctitioner has presented a capital stmcture with zero long ten11 debt. Such 

a capital structure elimiilates finailcia1 risk for Petitioner. There are no bond 

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

proxy group coinpanies (who rely significantly on debt), it should be emphasized 

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 

a11 adjustment of bctwccn 121 and 144 basis pomts fl-om his ratc of return. 

However, he crroileously determines that t h ~ s  results 111 too low a result, and adds 

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

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

Moul's size prcmium is not justified. 

DISCOUNTED CASH FLOW ANALYSIS 

Q: Please describe Discounted Cash Plow (DCP) Analysis. 

* Value Line Investment Survey, Stanrlrlrd Edition and Small and Mid-Cap Edilion, Juue 15,  2007, 
www.valueline.co~n. 

Petitioner's Exhibit No. PRM, pp. 33-34. 
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A: DCF analysis helps investors determine the appropriate price to pay for particular 

assets, such as utility stocks. The model has bcen adapted for regulatory 

proceedings in order to deterinine the cost of utility equity capital. The DCF 

model holds that the price of an asset today should equal the suin 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. 

Q: Please dcscribe the "Constant Growth" DCF Model. 

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

firm's stock reflects the expected cash flows ( i t .  dividends) associated with that 

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

mathematically by the followiug equation: 

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

annual dividend for the next year, Dl, by the term K - g where I< represents the cost 

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

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

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

at a constant long-xun rate (g). 

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

of equity capital. The resulting for~nula is the DCF inodel most familiar in utility 
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Here, the cost of equity capital, K, equals the "forward dividend yield," 

L>,/P", plus the expected growth rate in dividends per share, g. The DCF inodel, 

therefore, requires estiluates of the forward dividend yield and the expected growth 

rate. 

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

Yes. This model, when combined with reasonable judg~nent, provides a realistic and 

reliable inethod of estiinatiilg a utility's cost of equity. It also for~nulatcs the cost of 

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

purchase stocks 

The DCF model is also relatively sinlple in that it states cost of equity in 

terms ofjust two components, and only one of these i~lvolves any major controversy. 

The calculatio~l of dividend yield generally involves few disputes. Most of the 

controversy in DCF calculations focuses on the growth rate g. This should not be 

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

always arise regarding such projections. However, a reasonable estimate for g call 

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

per share. (Note: for the balance of lily testinlony, 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 current yield, DriPo, equals the current annual dividend rate, DO, divided by the 

current stock price, 1'0. The current annual dividend rate, Do, equals the most recent 

quarterly dividend multiplied by four -- it does not include any projection into the 

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

are current dividend yields 11,jPo. 

The forward yield, Dl/&, adjusts the current yield Dc/Po 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 

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

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

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

my DCF analysis to convert current dividend yields (Do/Po) into forward dividend 

yields (Dl/Po). 

Q :  What is the result of your forwarcl dividend yield calct~lation? 

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

Group. This calculation applies the "half year method" to the average current yield 

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

of Attachment BEL-1 shows my calculatio~~s. 

Q :  Did you conlpare your forward dividend yield calculatiorl with any other 
published data? 

A: Yes. I compared the results to an average of the Value Line dividend yields for the 

Gas Utility Proxy Group. Value Line publishes forward dividend yield estimates 

that do reflect anticipated dividend growti1 in the coming year. My calculations and 
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the Value Linc forward yields are shown in Attachment BEL-1. I arrived at a 

forward yield of 3.8% for the Gas Utility I'roxy Group. This is slightly highcr 

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

What did you eonelnde with respect to the Dividend Yield term 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 thc 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 estimation of the 
DCF growth rate (g)? 

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

it does present cl~allenges in calculating the DCF growth estimate. The four (4) 

Sinall 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 Sinall and Mid-cap edition. Consequently, 10 year growth and 

forward projection eleinents have data lnissing for several of the proxy group 

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

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

He attempted to resolve this problem by merely averaging the data from 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 estimates heavily toward three (3) of the seven (7) companies. 
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Q: How did you approach this challenge? 

A: My approach was to put the most weight on estimates based on 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 colu~nn in my DCF exhibits in 

Attachment BEL-1. 

Q: Please describe the calculation of t l ~ e  growth term "g" that you utilized in 
yonr DCF analysis. 

A: To calculate the growth term, I relied on Value Linc growth rates in EPS, DPS 

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

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

(7) of the proxy group companies. 

Q: Picase describe the resnlts of yonr growth calculations. 

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

Proxy ~ r o u p . "  Not only is this the rate resultiilg froni 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 from an avcrage of the available forecastcd rates for 2010-2012 for the 

proxy group conlpanies in tlie Standarti Value Line. It is also tlie same rate as thc 

average of EI'S for the proxy group co~npanies in the Standard Value Line over 

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

a inuch lower growth rate than my 4.5% estimate. Also, 1 excluded from my 

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

Resources in the 5-year average EPS 

Q: What have you concluded based on your DCF analysis? 

Sce page 5 of Attaclitnent BEL-1 for Value Line Growth Rate data and averages. 
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A: My DCF calculatiotls result it1 a cost of equity of 8.3%. 'This coinbines 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 I'IIICING MODEL 

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

A: The underlying assunlption of CAPM is that the stock market co~npensates investors 

for risk that cannot be eliminated by ~neans of a diversified stock portfolio. 111 

CAPM, the required return on a stock equals the sum of a risk fi-ee rate of return (RJ 

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

which cannot be eliminated through diversification. The CAPM fortnula is: 

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

where, 

B = Beta, a measure of risk for the company, 

I< =Required return (i.e. cost of equity) on the stock of the company, 

Rr = Iiisk-frec rate of retum, 

R,,, = Market equity return, 

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

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

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

Above a 1.0 Beta the stock is considered more volatile and Inore risky than the stock 

market. By definitio~~ the stock market has a Beta of 1.0. The market is usually 



l'ublic's Exhibit No. BEL 
Cause Nos. 43208 Sc 43209 

I'age 13 of 30 
represented by a large and highly diversified portfolio of stocks such as the Standard 

& Poor's 500 

Were you able to perform a CAPM analysis directly for l'etitioner? 

No. As Petitioner is not a publicly traded company, the necessary data does not 

exist to perform CAPM analysis directly for Petitioner. 'Therefore, 1 have used the 

Gas Utility proxy group to perfonn a CAFM analysis. 

How did you determine "beta"? 

1 used betas froin the Valuc Line Investment Survey, Standard Edition and Small 

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

froin Smart Money, Yahoo Finance and NASDAQ. For this analysis 1 averaged 

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

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

What risk free rate (R,) are you trsir~g for your CAPM caleulatio~ls? 

I used 5.0% for my risk fiee rate. 

Please describe how yon determined the risk free rate of 5.0%. 

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

Treasury securities froin data available fioin the Federal ~ e s e r v e . ~  I calculated 

averages for the latest 3 montl~s and the first 6 months of 2007. Graph 1 illustrates 

the average rates on 5, 10, and 20 year Treasui-ies based on the first six months of 

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

data is available, April through June, 2007. 
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Rates on these bonds il~creased in carly June to over 5%. However, recent 

weeks have experienced some fluctuatiotls. "ive year Treasuries reached 5.1 8% on 

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

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

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

early June are part of any longer tern1 trend. I-Iowever, I examined several years of 

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

Treasuries has not exceeded 5% in more than three coi~secutive months since mid- 

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

through July 2006 

I also examined the ecoilo~l~ic projections fiom the Congressional Budget 

Office (CBO) in 7%e Budget and Ecoitomic Oz{tloolc: I.'iscal Yen~s  2008 to 2017, 

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

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

2012, and 2013 through 2017, go no higller than 5.2%." 

My research leads me to conclude that 5.0% is a very reasonable risk-firee 

rate for my CAPM analysis, and is consistent with recent experience. 

Q :  I-Tow did you estimate the Marltet Rislc Premium (R,,, - R')? 

A: I calculated long term mal-kct risk premiums based on historical data from Stocks. 

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

~ol lowing data is from www.federalreserve.gov. 
'O Congressio~~al Budget Office. The Burlger nr~d  Economic O~rflook: Fiscrrl Yeiri.s 2008 lo 201 7, January, 
2007, www.cbo.gov. 
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data base covers the period 1926 to 2006. Thcre are two methods of calculating 

historical holding period returns: tlic gcoiiicti-ic mean (or compouiid annual return) 

and tlie arithiiietic mean, which is a siinple average of one year holding period 

returns. 

The geometric mean return measures the average compound annual rate of 

return from an iiivestincnt over a pci-iod of more than one year. The aritlltnetic inean 

ineasures the average of one year holding period returns. The arithmetic mean rate 

of return always exceeds the geometric inean rate of return unless the investment 

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

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

results. 

As the Coin~iiissioii has expressed its preference for considering both the 

geoinetric mean and arithmetic mean approaches, the market risk preiniuins that I 

calculate give equal weight to both the geometric and aritlunctic iiieaii appi-oaches. 

I used the resulting market risk preiniuin of 5.75% in iny CAPM calculatioiis 

[see Attaclit~lent BEL-31. 

Q: Please describe the results of your CAPM analysis. 

A: Here again, I emphasize that my analysis provides a conservatively high estimate. I 

have used only the upwardly adjusted betas from Value Line and a risk free rate very 

close to that used in Petitioner's case-in-chief. I have also balanced tlie weight given 

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

estimate of 8.68%. 
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But, Mr. Lorton, since you and Mr. Moul use the sanle proxy group ant1 
average beta, how do you account for the fact that his CAPM calc~llation is 
noticeably higher? 

First, my recomme~lded risk-kee rate is somewhat lower than his 5.25%. However, 

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

describes in Appendix H of his testimony, Mr. Moul utilizes a method that relies on 

a median appreciation potential estimate from Value Line, which his footnote 

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

risk premium based only on the arithmetic mean, comparing stocks with long tenn 

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

arithmetic mean approaches are taken into account. My understanding is that the 

Commission wishes to take both geometric and arithmetic mean approaches into 

account. Also, shareholders will can1 a geometric meail rate of return, unless they 

own the stock for only ouc year, or experience the same rate of return year aftcr 

year. Neither of these appear to be realistic assumptions. 

Moreover, Mr. Moul itlcludes a 0.19% "flotation cost adjustment." 

Investo1worc1s.com defil~es "flotation costs" as: 

The costs of issuing a new secul-ity, including the money 
iuvestmeut bankers earn from the spread between their cost 
and the price offered to the public, and the accounting, legal, 
printing and other costs associated with the issue. l2 

As Petitioner is not a publicly traded company, a flotation cost adjustlne~lt is not 

appropriate in this Cause 

" Petitioner's Exhibit PRM, Appendix H 
l 2  l1ttp://www.investorwords.coi1li2026/flotation~~costs.l1tm1 
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1 Q: I'lease su~nn~ar ize  your CAPM conclusions. 

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

3 proxy group of 8.68%. 

4 Q: Ilow does this estinlatc compare with your DCF cost of equity estimate? 

5 A: It is slightly Iligller tllan my 8.3% DCF result. Tilerefore, I an1 recomtnending a cost 

6 of equity for Petitioner of 8.5%, which is supported by both my DCF and CAPM 

7 studies and by my analysis of macroeconomic trends. 

8 Q: Mr. Lorton, in the recent Lawrenccburg Gas rate case (Cause No. 4309O), you 
9 recoinlnended a cost of ecloity of 9.25% for the Petitioner. Why is your 

10 recommendation lower in this case? 

11 A: For econo~nic reasons, Lawrenceburg Gas did not file testi~nony that included 

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

13 accommodated Lawrenccburg Gas by refi-aining from 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 pall of its case-in-chief. Therefore, the 

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

17 8.5% cost of equity. 

18 Also in the Lawrenceburg case, 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 Commission Order allowed a small 

22 addition to risk premium due to the fact that two of Lawreuceburg Gas's customers 
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accounted for more than half of the company's total throughput. This is far from the 

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

'~hroughput to the Company's industrial and transportation 
customers represents 43% of total througllput. Indecd, the 
Company's ten largest customers (both sales ant1 
transportation service) together represent 29% of total 
throughput on the Company' ~ y s t c m . ' ~  

Consequcntly, I found no rcason to modify the results of my DCF and 

CAPM sh~dics in this Causc, which strongly support at1 8.5% cost of equity. 

MACROECONOMIC TliENDS 

Q :  Do macrocconon~ic factors and trcntls influence thc cost of equity? 

A: Yes. The 111ost 110tcwort11y of these factors are interest rates, economic growth, 

aud inflation. 

Q :  Do yori have econon~ic forecast data to support 8.5% as a reasonable ROE? 

A: Yes. Allother indication of the reasonable nature of my reconlrncndation comes 

fro111 the Spring 2007, CI;'O Magazine B~rsiitess Ozrtloolc ,Szrrvey, from Duke 

~ n i v e r s i t ~ . ' ~  This survey of Chief Financial Officers from major corporations, 

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

and posed the question, "Over the next 10 years, I expect the average a~lnual S&P 

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

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

~~~~ 

I3 Petitioner's Exhibit No. 1'1<M, p. 8. 
14 CFO Magazine, Busine.ss Oullook Sur-vey, Spring 2007, 
~~,:iiwW~~cfo.cotniarticle.cfrn/88843901c 8910395, p. 36 
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have actually declined since last November when the mean expected return was 

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

cost of equity of 11.75% (a range of 11.21% to 12.66%) was given only a I-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 recornmelldation is far too high and not realistic. 

Q: l'lease discuss interest rates as an influencing factor. 

A: Interest I-ates are one of the most important influencing factors. U.S. Treasury 

Bonds are colnmonly used to establish the risk-free rate of return in many 

analyses. Moreover, changes in interest rates have an impact on investor 

expectations. 

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 trend. The 

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

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

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

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

and 1990s. 



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

Page 21 of 30 

'i..".P.'.," e .-.-,- ........................ ..*?. . 6- .. 
: i::., .. , . . . . .  % : .- .:.2; 

f% : u Y,'? . . . . 

15Y6ar Treasury Bond Rate, 1980-200' . , 

9 o b r c e '  Federal Reserve hllp llw w w .federalreserve go\ilreleaseshl5lda1a/~3n~11~1~151 

Graphs 4 and 5 reveal similar trends for 10-year and 20-year Treasuries. 
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All three graphs reveal that, since 2003, rates have exceeded 5% for a 

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

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

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 it? 

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 Ecouornic Analysis (BEA)", and fro111 tlie CRO, to provide 

historical perspective. 

On page 19 of his testi~nony, Mr. Moul uses Blue ~hi~'"oorecsts for 

2008-12 of 5.2% no~ninal annual GDP growth, and 5.1% in thc period 2013-2017. 

BEA 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 

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

federal agencies forecast nominal economic growth at a much slower pace than 

recent years, and make Mr. Moul's forecasts appear optimistic. 

Real economic growtli, nleasured in constant (i.e. inflation adjusted) 

dollars, reveals an even more sobering cotnparison with tlie recent past. Graph 6 

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

published by BEA. The current econonlic expansion, which began in late 2001 

has been somewhat less robust than earlier decades. Prior to the 1990's econo~nic 

expansion periods inclutfed at least one or Inore years above 5% real growth. The 

U.S. economy 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. Iiecent 

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

l5 U.S. Department of Commerce, Bureau ofEconotnic Analysis, www.bea.gov. 
l 6  l'etitionkr's Exhibit No. PRM, p. 19 

Cotigressionnl Budget Office, The Budget and Economic Ouilook: Fiscal Years 2008.2017. January, 
2007. www.cbo.gov. 

Congressional Budget Office, The Btrtlget and Ecoilomic Otrtlook: Fisctrl Years 2008.201 7, Junuary, 
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 

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

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

13 14,2007, Federal Reserve Chairman Ben S. Bemanke stated: 

l9 U.S. Department of Commerce, Bureau of Economic Analysis, www.bea.eov 
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Another significant factor influencing tnedium-tern1 trends in 
illflation is the public's expectations of inflation. These 
expectations have an important bearing on whether transitory 
influences on prices, such as those created by cl~anges in energy 
costs, become embedded in wage and price decisions and so leave 
a lasting imprint on the rate of inflatiotl. It is encouraging that 
inflation expectations appear to have remained contained. 

The projections of the members of the Board of Governors and the 
presidents of the Federal Reserve Banks arc for inflatiotl to 
continue to ebb over this year and next. In particular, the central 
tende~xcy of tllose forecasts is for core itlflatioi1--as tneasured by 
the price index for personal consumption expenditures excluding 
food and energy--to bc 2 to 2-114 percent this year and to edge 
lower, to 1-314 to 2 percent, next year.20 

Chairinan Bcrnanke did go on to say that the possibility that inflation 

"might not moderate" ren~ains a "predominant" policy cotlceril for the Federal 

Reserve (which is normal for the Fed). In spite of recent run-ups in energy prices, 

inflation seclns to be surprisingly stablc on a inacro lcvel. Thc overall Consuincr 

Price Index (CPI) has experienced only minor fluctuatioils over the past two years 

in spite of the high volatility of energy prices.2' As of May, 2007, the CI'I for All 

Urban Collsumers had increased only 2.7% over May 2006. This is despite large 

increases in energy prices over recent months. The seasonally adjusted CI'I for 

Energy was 5.4% in May alone, and the co~npou~ld annual rate of inflation on 

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

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

overall inflation remaills relatively under control. 

The United States senlains in a long term period of relatively low inflation. 

Federal Reserve, ~:llwww.federal~e~,govlboarddocslhh/2O07lfebruar~/testimo~y~~~, 
CPI data from U.S. Departlnent of Labor, Bureau of Labor Statistics, www.bls.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 
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Moreover, the latest forecast fi.0111 thc CBO projects increases in both thc 

overall CPI and tile Core CPI (wl~icl~ excludes higllly volatile columodities such 

as encrgy) 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 Philadelphia's Survey of Professional I;brecasters, 

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 ten years.23 

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

supportlower interest rates and lower costs of financing capital investment, 

including invcstments in utility plant. 

What  are  your conclusions about the rnacroecor~omic trends that influence 
cost of equity? 

Recent trends in interest rates, iflation and economic growth do not reveal an 

over-heating economy, llor one in which the cost of capital trends toward 

significant increases. Moreover, the CFO Magazine survey clearly demonstrates 

that Petitioner's proposed 11.75% cost of equity is well above market 

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

containing many industrial companies. Consequently, my secotll~~~ended cost of 

equity for Petitioner of 8.5% is much more in line with current economic 

conditions than is Mr. Moul's recommendation. 

22 Congressional Budget Office, T l ~ e  Budget rrnd Economic Outlook: I'iscal Years 2008-2017, January, 
2007. www.cbo.gov. 

23 Federal Reserve Bank of I'hiladelphia Survey of Professional Forecaslers, Second Quarter,2007, 
Iittp:l/www.pliil,frb.org/fileslspfisu~q207.litmi. 
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SUMMARY AND RECOMMENDATIONS 

2 Q: Please somniariie your testimony on the proxy gronp selected to calculate 
3 cost of equity for Petitioner. 

4 A: I accepted the proxy group uscd by Mr. Moul in his analysis, because the 

5 parameters he used seemed reasonable given the nature and the scope of financial 

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

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

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

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

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

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

12 eliminates Petitioner's financial risk. This makes my cost of equity calculatiot~s 

13 col~servatively high for I'ctitioner. 

14 Q: Please summarize your testil~lor~y on DCF calct~lations for the proxy group. 

15 A: I calculated a 3.8% forward dividend yield utilizing data fi-om AUS Utility 

16 Repo~ts.  I also calculated a DCF growth rate, g, of 4.5%. This estimate was 

17 lleavily weighted toward the 5-year llistorical growth rates from Value Line, as 

18 these are the only growth rates available for all colnpailies in the proxy group. 

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

20 Q: Please sumlnarize your testimony on CAPM calc~tlatior~s for the proxy 
21 group. 

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

23 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. 1 esti~natetl a risk-free rate of 5.0% based 

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

bonds [see Attachment BEL-31. Giviug equal weight to both the geonietric mean 

and arithmetic ~uean  appl-oaches, 1 calculated a market risk premium of 5.75%. 

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

Q: Please sun~marize  yonr tes t imo~iy  on macroeconomic and capital marltet 
trends influencing cost o f  equity. 

A: In stark contrast to thc market expectations described in CFO Magazine of an 

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

11.75% for a regulated public utility with zero long term debt. Again, in today's 

capital market, Mr. Moul's recommendation is far loo high and sinlply not 

realistic. 

I examined three macroeconomic variables that can influence tlie cost of 

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

increases, there appears to be no decisive trend indicating a period of sustained 

lligl~er interest rates. Interest rates on 5-year, 10-year anti 20-year bonds have 

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

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

longer term growth in real GDP to be in a  nodes st 2.5%-3.0% range. Growth in 

this range seems ulilikely 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. 

lnflation is also an important variable to considel-. The United States is 

currently experiencing an extended period of low inflation. While inflation fears 
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arc always a policy consideration for the Federal Reserve, recent experience and 

projections by tlie CBO tend to indicate that inflation is undcr control in spite of 

recent run-ups in energy prices. 

The cvidence regarding interest rates, economic growth, inflation and 

market return expectations all support my 8.5% cost of equity recommendation 

for Petitioner. Furthennore, the Commissioti should bear in mind that Petitioner 

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

portion of risk associated with the need to service debt. Considering the rcsults 

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

autl~orized return on equity of 8.5% is entirely reasonable for Petitioner, 

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

Q:  Does this conclude your testimony? 

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

DCF formula: K = (0 , / P o )  + g 

Gas Utility Group: 

Dividend Yield (D,IPo): 3.8% 

Dividend Growth (g): 4.5% 

Cost of Equity (k): 8.3% 

see page 2 of 5 

see page 4 of 5 
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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 D P D  

Laclede Group (LG) 
Northwest Natural Gas (NWN) 
South Jersey Industries (SJI) 
Chesapeake Utilities (CPK) 
RGC Resource, Inc. (RGCO) 
Delta Natural Gas Co. (DGAS) 
Energy South, Inc. (ENSI) 
Gas Utility Group Average 

Gas Utilitv Group: 

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

Value Line Forward Yield (Dl/Po) = 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) 
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Summary of 
Discounted Cash Flow Analysis (DCF) 

Growth Estimates 

Gas Utility 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 

AN data based on most recent edition (as of June 15, 2007) of Value Line Investment Survey, Ratings andReports -- www.valueline.com. 
Note: The -1.0% for RGC Resources, Inc. under the Earnings Rate for the past 5 years was excluded from this calculation. 



Gas Group 

Chesapeake Utilities 
Delta Natural Gas 
EnergySoulh, lnc. 
Laclede Group 
Northwest Natural Gas 
RGC Resources. Inc. 
South Jersey Industries 

Source of Information: 

Attachment BEL-2 

Page 1 of 2 

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

Book Vaiue 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 

Value Line Investment Survey, December 15,2006 

Book Value per Share 
Value Line 

5 Year 10 Year 

Cash Flow per Share 
Value Line 

5 Year 10 Year 



At tachment  BEL-2 

P a g e  2 of 2 

Gas G r o w  

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

Average 

Source of lnforrnation : 

IIBIEIS 
First 
Call 

Analvsts' Five-Year Proiected Growth Rates 
Earnings Per Share, ~ividends Per Share, 

BookVaiue Per Share. and Cash Flow Per Share 

Zacks 
Earnings 
Per share 

Reuters 
Market 
Guide 

Thornson Financial, January 8.2007 
Zacks. January 8. 2007 
Reuters, January 8. 2007 
Value Line investment Survey, December 15,2006 

Value Line .. . 

Book Cash Percent .' - .  . . . . . . . . 
Earnings Dividends Valup Flow Retained to  
Per Share Per Share Per Share, Per Share Common   quit^ 
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CAPM Cost of Equity Summary 
CAPM Formula: K = RE+ P(R,,, - Rf) 
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RISK FREE RATE 

Yields on U.S. Treasury Securities 

Recent Months 

Source: Federal Reserve, www.fedeun1reseuve.gov 

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

Note: Value Line data as ofJune 15, 2007, Sinart Moizey.coi~z and Yclhoo.com data as 
ofJune 28, 2007 
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Marltet Risk Premiums 

Total Returns, 1926-2006 

Market Risk Premiums (R,, - Rf) 

Geometric Mean 
Arithmetic Mean 

Source: Ibbotson Associates, Stoclcs, Doizds, Dills and InJatioiz, 2007 Yearbook, p. I19 

Stocks 

10.40% 
12.30% 

Geometric Mean 
Arithmetic Mean 
Average Marliet Rislc 
Premium 

Long-term 
Bonds 

5.40% 
5.80% 

Long-term 
Bonds 

5.00% 
6.50% 

5.75% 



Attachment BEL-4 

Dulte UniversitylCFO Business Outlook Srirvcy - U.S. - Spring, 2007 

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

Mean SD 95% CI Median Minimum Maximum Total 

Over the next 10 years, 1 expect the average 
annual S&P 500 return will be: There is a I-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 


