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Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 1 

A. My name is Ed Durrenberger.  I am a Senior Revenue Requirement Analyst for 2 

the Rates and Tariffs Section in the Electric and Natural Gas Division at the 3 

Public Utility Commission of Oregon.  My business address is 550 Capitol 4 

Street NE Suite 215, Salem, Oregon 97301-2551.  5 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK 6 

EXPERIENCE. 7 

A. My Witness Qualification Statement is found in Exhibit Staff/101 8 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 9 

A.  As the revenue requirement summary witness for the Commission staff (Staff) 10 

in this proceeding, I am generally familiar with the recommendations made by 11 

other Staff analysts.  The purpose of my testimony is to speak in a general way 12 

about Staff’s recommended revenue requirement for Cascade Natural Gas 13 

Company (Cascade or Company) and rate reduction.  14 

Q. DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET? 15 

A. Yes.  I prepared two exhibits. The first, Exhibit Staff/101 is my one page 16 

witness qualification.  The second, Exhibit Staff /102, is the revenue 17 

requirement model showing Staff’s recommended revenue requirement. 18 

 19 
RATE CASE SUMMARY 20 

Q. WHAT IS STAFF’S RECOMMENDATION IN THIS DOCKET? 21 

A. Staff recommends that the Commission reduce Cascade’s revenue 22 

requirement by $1.4 million, which would result in a 1.9 percent rate decrease.  23 
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Staff recommends that the Commission consider an appropriate rate decrease 1 

to spread the benefit to Cascade’s Oregon retail customers.  2 

Q. WHY DOES STAFF RECOMMEND THAT THE COMMISSION REDUCE 3 

CASCADE’S OREGON RATES? 4 

A. In the Staff Report asking the Commission to open an investigation into 5 

Cascade’s rates, Staff noted that Cascade has had excessive earnings for the 6 

past several years, and would likely continue to earn excessively absent a rate 7 

reduction.  Based on our review of Cascade’s adjusted test period results in 8 

this proceeding, we found that, on a going forward basis under its current rates, 9 

the Company would earn significantly more than a reasonable rate of return. 10 

Q. WHO IS PROVIDING TESTIMONY IN THIS CASE? 11 

A. Staff witnesses include Judy Johnson; Witness Staff/ 200, Mike Dougherty; 12 

Witness Staff/ 300 Thomas Morgan; Witness Staff/ 400 and Steve Chriss; 13 

Witness Staff 500.   14 

Q. HOW DID STAFF ARRIVE AT ITS RECOMMENDED REVENUE 15 

REQUIREMENT? 16 

A. Staff bases its revenue requirement on a test year ended September 30, 2005.  17 

The foundation of Staff’s analysis is Cascade’s revenues and expenses during 18 

that period as reported in Cascade’s Spring Earnings Review and Statement of 19 

Operations and Rate of Return- Twelve Months ended September 30, 2005 20 

(“2005 RoO).  The RoO is an annual report prepared by the Company that 21 

contains an annual statement of earnings and expenses and the rate of return 22 

for the twelve months representing the Company’s fiscal year (FY). 23 
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Q. IS IT UNUSUAL TO USE A HISTORIC TEST YEAR TO REPRESENT 1 

OPERATIONS GOING FORWARD? 2 

A. Not at all.  Historic test years have been used for natural gas general rate 3 

cases before this Commission in the past.  Additionally, Cascade’s 2005 RoO 4 

has undergone a thorough review and audit by Staff.  Staff believes these 5 

results are representative of the Company’s current income and costs and 6 

representative of operations for the period that rates would be in effect. 7 

Q. DO THE ADJUSTMENTS THAT STAFF PROPOSES TO THE HISTORIC 8 

TEST YEAR REPRESENT ONE TIME EVENTS THAT ARE NOT 9 

APPLICABLE GOING FORWARD? 10 

A. No, staff has applied the same standards of cost management and earnings 11 

review to the historic test year Results that it would apply to the Company’s 12 

future operations.  Notably, the Company’s 2005 RoO includes a number of 13 

adjustments that Staff accepts for the purposes of its recommendations in this 14 

Docket.  15 

Q. CAN YOU GIVE SOME EXAMPLES OF CASCADE’S ADJUSTMENTS TO 16 

ITS RESULTS OF OPERATIONS REPORT THAT STAFF ACCEPTED? 17 

A. Cascade adjusted the earnings report for an Oregon earnings sharing accrual 18 

booked the previous year and not paid and for a number of other one time 19 

expenses, the treatment of which are directed by Commission Order.  The 20 

Company also made some normalizing adjustments, such as a weather 21 

normalization adjustment, to adjust revenues and costs to levels that would 22 

have been realized under normal weather and a wage rate adjustment to 23 
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reflect the effect of a general wage increase as if it had been in effect the entire 1 

reporting period.   2 

Q. PLEASE SUMMARIZE STAFF’S ADJUSTMENTS. 3 

A. Staff witness Judy Johnson is sponsoring an adjustment to Federal and State 4 

Income taxes resulting from the change in revenue requirement.  Staff witness 5 

Mike Dougherty is proposing some adjustments to Administrative and General 6 

Costs resulting from the annual audit findings.  And Staff witness Thomas 7 

Morgan is proposing a change to the allowed return on common equity and a 8 

change to the capital structure. 9 

Q. HAVE YOU PROPOSED ANY ADJUSTMENTS? 10 

A. No, not specifically.  The Company reported revenue from “Other Operating 11 

Revenue” in their 2005 RoO.  Staff does not currently have sufficient data to be 12 

able to determine, with certainty, if the “Other Operating Revenue” reported is 13 

representative of expected annual other revenue.  Staff will be reviewing this 14 

revenue category to assure that revenues contained in the report are 15 

representative of what can reasonable be expected going forward.  16 

Q. CAN YOU EXPLAIN YOUR EXHIBIT STAFF/ 102? 17 

A. Yes.  Exhibit Staff/102 is a series of interlinked spreadsheets containing six 18 

separate elements that, together, summarize Staff’s position on issues and the 19 

revenue requirement adjustments for UG 173.  More specifically: 20 

  1.  Page 1 is a summary sheet that shows the Company’s original 21 

adjusted results of operations as filed for the year ended September 30, 2005.  22 

It also shows the total adjustments that Staff has made to the numbers 23 
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reported in the filing and how these adjustments affect Staff’s recommended 1 

revenue requirement.   Column (a) contains the Company’s original Oregon-2 

allocated results of operations as filed.  Column (b) contains all Staff’s 3 

adjustments to revenue and rate base.  The next column, column (c), is the 4 

adjusted results of operations (column (a) plus column (b)).  Column (d) shows 5 

the required change in revenues (Revenue Requirement) necessary for a 6 

reasonable rate of return.  Column (e) shows the results of operations with a 7 

reasonable rate of return.   8 

  2. The Adjustment Narrative, Page 2, contains the individual adjustment 9 

numbers (S-1 and S-2), the initials of the Staff initiator, a brief narrative 10 

description of the adjustment and its effect on the Cascade’s 200 RoO.  The 11 

Adjustment Narrative also contains a total revenue requirement number that is 12 

the total rate change that Staff proposes.  A positive number is an increase in 13 

rates.  A negative number is a decrease in rates. 14 

  3. Page 3 contains the overall income tax calculation for the results of 15 

operations. 16 

  4.  Page 4 shows the revenue sensitive costs and the Staff proposed 17 

capital structure. 18 

  5. Page 5 and 6 show Staff’s adjustments to Cascade’s 2005 RoO.  On 19 

page 5 each adjustment is detailed by individual revenue and/or rate base 20 

effects.   21 
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  6. Page 6 calculates the tax consequence for each individual 1 

adjustment. 2 

  7. Page 7 is a summary of the adjustments proposed by Staff Witness, 3 

Mike Dougherty resulting from an audit of Cascade’s Administrative and 4 

General overhead expenses.  5 

  8. Page 8 shows the details of the adjustment proposed by Staff 6 

Witness Judy Johnson adjusting the effects of State and Federal Income taxes 7 

to the Staff proposed cost of capital. 8 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?   9 

A. Yes it does. 10 
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UE 179, Exhibit 201, Durrenberger 

WITNESS QUALIFICATION STATEMENT 

 
NAME:   Ed Durrenberger 

 
EMPLOYER:   Public Utility Commission of Oregon 
 
TITLE:   Senior Revenue Requirement Analyst 
 
ADDRESS:   550 Capitol St. NE, Ste. 215, Salem, Oregon  97301 
 
EDUCATION:  B.S. Mechanical Engineering 
    Oregon State University, Corvallis, Oregon 
 
EXPERIENCE:  I have been employed at the Public Utility Commission of  
    Oregon since February of 2004.  My current   
    responsibilities include staff research, analysis and  
    technical support on a wide range of electric and natural 
    gas cost recovery issues.   
 
OTHER EXPERIENCE:   I have over twenty years of operations and maintenance 
    experience managing a boiler plant in a heavy industrial 
    manufacturing environment.  I have also managed  
    manufacturing and production in high tech equipment  
    manufacturing.    
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Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS 1 

ADDRESS. 2 

A. My name is Judy Johnson.  I am Program Manager of the Rates and Tariffs 3 

Section in the Electric and Natural Gas Division at the Public Utility 4 

Commission of Oregon.  My business address is 550 Capitol Street NE Suite 5 

215, Salem, Oregon 97301-2551.  6 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK 7 

EXPERIENCE. 8 

A. My Witness Qualification Statement is found in Exhibit Staff/201. 9 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 10 

A.  The purpose of my testimony is to recommend the Federal Income Tax and 11 

State Income Tax expense for Cascade Natural Gas Company (Cascade or 12 

the Company) based on Mr. Morgan’s weighted average cost of debt..    13 

Q. DID YOU PREPARE AN EXHIBIT FOR THIS DOCKET? 14 

A. Yes. I prepared Exhibit Staff/202, consisting of 1 page. 15 
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ISSUE 1, FEDERAL AND STATE INCOME TAXES- 1 

Q. PLEASE DESCRIBE HOW YOU ARRIVED AT YOUR 2 

RECOMMENDATION. 3 

A. I took the Company’s rate base from its September 1995 Results of Operations 4 

(ROO) and multiplied to by Staff’s weighted average cost of debt, which is used 5 

to calculate the interest expense deductions as seen on Staff/502, Johnson/1.  6 

I then calculated both the federal and state income tax effects of using this new 7 

weighted average cost of debt and compared it to Cascade’s federal and state 8 

income tax effect of their own weighted average cost of debt.  The difference 9 

between the two calculations is the Federal Income Tax and State Income Tax 10 

Adjustment. 11 

Q. WHY DO YOU CHANGE THE WEIGHTED AVERAGE COST OF DEBT? 12 

 A.   I use the weighted average cost of debt as calculated by Staff witness Mr.    13 

Morgan.  It is appropriate to use staff’s weighted average cost of debt to 14 

recalculate interest in order to be consistent with Staff’s case.  15 

Q. HOW DOES CHANGING THE WEIGHTED AVERAGE COST OF DEBT 16 

CHANGE THE INTEREST CALCULATION? 17 

A. The Staff’s weighted average cost of debt is multiplied by the company’s rate 18 

base and the result is a new figure for interest expense that reflects Staff’s new 19 

cost of debt and/or capital structure.  Then the Federal and State Income Tax 20 

effect is calculated based on this new interest figure. 21 

Q. WHAT IS THE RESULT OF USING STAFF’S WEIGHTED AVERAGE 22 

COST OF DEBT? 23 
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A. The result is a decrease in State Income Taxes of $2,010 and a decrease in 1 

Federal Income Taxes of $9,958 as reported in Cascade’s 2005 ROO.   2 

Q. IS THIS ADJUSTMENT SUBJECT TO CHANGE AT THE CONCLUSION 3 

OF THE RATE CASE? 4 

A. Yes.  This adjustment should be updated for the Commission-approved 5 

weighted average cost of debt at the conclusion of the rate case. 6 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 7 

A. Yes. 8 
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WITNESS QUALIFICATION STATEMENT 
 

 
 
NAME: JUDY A. JOHNSON 

 
EMPLOYER: PUBLIC UTILITY COMMISSION OF OREGON 

 
TITLE: PROGRAM MANAGER – RATES & TARIFFS 

 
ADDRESS: 550 CAPITOL ST. N.E., SUITE 215, SALEM, OREGON 97301 

 
EDUCATION: MBA with an emphasis in Statistics from  

Eastern Washington University 
Cheney, Washington 
 

 BA in Accounting from 
Eastern Washington University 
Cheney, Washington 
 

EXPERIENCE: 
 

  

 3/95-Present I have been employed by the Oregon Public Utility 
Commission since March of 1995.  My current 
position is Program Manager of Rates & Tariffs.  I 
was previously a Senior Analyst for the Revenue 
Requirements Section.  I have prepared testimony 
and exhibits in numerous electric and natural gas 
rate cases, primarily in the area of results of 
operations. 

   
 6/77-2/95 I was employed by Avista Corporation, an electric 

and natural gas utility located in Spokane, 
Washington.  The majority of my employment was 
spent in the Rates and Regulatory Affairs 
Department as a Senior Rate Analyst.  I have 
prepared testimony and exhibits in numerous 
electric and natural gas rate cases, primarily in the 
area of results of operations and cost of service. 
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Staff Initiator: Judy Johnson

Company Staff
Company Staff Adjustment ROO Adjustment

Rate Base 60,497,892 60,497,892
Weighted Average Cost of Debt 4.40% 4.16% *

Interest 2,661,907 2,516,712
SIT Rate 6.60% 6.60%

SIT 175,686 166,103 (9,583) (7,573) (2,010)

Interest Applied to FIT 2,486,221 2,350,609
FIT Rate 35.00% 35.00%

FIT 870,177 822,713 (47,464) (37,506) (9,958)

Total Adjustment (57,047) (45,079) (11,968)

* Uses 7.57% for debt and 55% for capital structure

UG 173
Cascade Natural Gas FIT & SIT Adjustment   

Test Period, 12 Mo. Ended Sept. 30, 2005
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Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS 1 

ADDRESS. 2 

A. My name is Michael Dougherty.  I am employed at the Oregon Public Utility 3 

Commission as the Program Manager, Corporate Analysis and Water 4 

Regulation Section of the Utility Program.  My business address is 550 Capitol 5 

Street NE Suite 215, Salem, Oregon 97301-2551.  6 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK 7 

EXPERIENCE. 8 

A. My Witness Qualification Statement is found in Exhibit Staff/301. 9 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 10 

A. The purpose of my testimony is to recommend the revenue requirement for 11 

Cascade Natural Gas’ (Cascade) administrative and general (A&G) operating 12 

expenses.  My recommendation is based on Staff’s Audit of Cascade Natural 13 

Gas, Audit No. 2006-001, dated May 22, 2006, a further review of 2005 test 14 

year expenses resulting from Cascade’s responses to Staff’s UG 173 data 15 

requests, and Cascade expenses in other years. 16 

Q. DID YOU PREPARE EXHIBITS FOR THIS DOCKET? 17 

A. Yes. I prepared Exhibit Staff/302 consisting of 10 pages and Exhibit Staff/303 18 

consisting of 3 pages. 19 

Q. HOW IS YOUR TESTIMONY ORGANIZED? 20 

A. My testimony is organized as follows: 21 

Issue 1, Staff’s Adjustments from Audit 2006-001 ...................................... 2 22 
Issue 2, 2005 A & G Non-Labor Adjustments ........................................... 17 23 
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ISSUE 1, STAFF’S ADJUSTMENTS FROM AUDIT 2006-001 1 

Q. PLEASE DESCRIBE HOW YOU ARRIVED AT YOUR ADJUSTMENTS TO 2 

CASCADE’S A&G EXPENSES.  3 

A. I started with the expense adjustment recommendations in Staff’s Audit of 4 

Cascade Natural Gas, Audit No. 2006-001, dated May 22, 2006.  I then 5 

reviewed these adjustments against the A&G expense reported by Cascade in 6 

its Spring Earnings Review and Statement of Operations and Rate of Return – 7 

Twelve Months Ended September 30, 2005 (ROO), and made adjustments to 8 

remove certain expense that is not appropriately included in a test year for 9 

ratemaking purposes.    10 

Q. PLEASE SUMMARIZE YOUR ADJUSTMENTS. 11 

A. The following table summarizes my adjustments: 12 

Table 1 – Summary of Adjustments 13 
Item Description Amount 
Audit Adjustments  
Account 920  Cascade Reorganization Severance $206,460
Account 930.2 Director Stock Awards $17,985
Account 901 Bellingham Moving Expenses $0
Account 920 Bellingham Call Center Severance $0
  
A&G Adjustments  
A&G – System Various A&G Adjustments $12,522
A&G – Oregon Direct Various A&G Adjustments $6,860
  
Total  $243,827

 14 
Q. PLEASE DISCUSS THE CASCADE REORGANIZATION SEVERANCE 15 

ADJUSTMENT. 16 

A. Cascade reorganized in fiscal year 2005.  The reorganization included, among 17 

other things, a reduction in operational regions from five to four.  Cascade 18 
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incurred approximately $900 thousand in costs associated with severance and 1 

outplacement services provided to employees impacted by the reorganization.   2 

Cascade allocated approximately $206 thousand of these costs to Oregon in 3 

accordance with Cascade’s allocation ratio for Washington and Oregon.   Staff 4 

recommends that these costs be removed from Cascade’s test year expense 5 

for the following reasons:  6 

1. This in an extraordinary one-time expense that will likely not be repeated 7 
going forward; and 8 

 9 
2. The reorganization did not result in an overall savings in labor costs. 10 

 11 
Q. WHAT EFFECT DID THESE SEVERANCE PAYMENTS HAVE ON TOTAL 12 

SAVINGS IN LABOR COSTS FROM THE 2004 LEVELS TO THE 2006 13 

LEVELS? 14 

A. As the following table highlights, total labor costs in 2006 were greater than the 15 

levels in 2004.  The following table shows the difference in A&G and 16 

Operations and Maintenance (O&M) labor costs from 2004 through 2006. 17 

Table 2 – Comparison of Labor Costs From 2004 to 20061 18 

  FY 2004 FY 2005 FY 2006 

Percent 
Change from 
2004 to 2006 

Oregon Direct Labor – 
A&G (Accts 901 – 935) $1,203,436 $890,362 $729,846 -39.53%
Oregon Allocated Labor– 
A&G (Accts 901 – 935) $1,599,045 $2,347,575 $2,481,125 55.16%
Oregon Direct Labor – 
O&M (Accts 870 – 894) $1,532,302 $1,539,051 $1,691,458 10.37%
Oregon Allocated Labor – 
O&M (Accts 870 – 894) $241,597 $259,645 $204,816 -15.22%
Oregon Total $4,576,380 $5,036,633 $5,107,245 11.6%

 19 

                                            
1 Cascade Response to Staff Data UM 1283 Request No. 85. 
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As can be seen from the table, actual overall labor costs increased from 1 

2004 to 2006.  The increase (11.6 percent) was actually higher than the 2 

Consumer Price Index for all Urban Consumers (CPI-U )2 of 6.85 percent for 3 

the same time period (September 2004 through September 2006) and the 4 

Employment Cost Index3, total compensation increase in 2004 and 2005 (two 5 

year period), of 5.0 percent.   6 

Additionally, based on information received from Cascade during the 2006 7 

Operational Audit of Cascade, Cascade stated that there weren’t any 8 

severance or workforce reduction programs being implemented or considered 9 

by the Company.4  As a result, no additional future savings would be 10 

anticipated, further demonstrating the one-time nature of these costs. 11 

Q. ALTHOUGH THE TWO-YEAR DIFFERENCE IN OREGON LABOR COSTS 12 

EXCEEDED THE CPI-U AND ECI, IS THE 2005 TO 2006 INCREASE 13 

LOWER THAN THE CPI-U AND ECI FOR THE ONE-YEAR TIME PERIOD? 14 

A. Yes.  The 2005 to 2006 increase was 1.4 percent, which is lower than the 15 

September 2005 to September 2006 CPI-U of 2.1 percent and the fourth 16 

quarter 2005 ECI of 2.6 percent. 17 

Q. SINCE THE PERCENT INCREASE IN LABOR COSTS FROM 2005 TO 18 

2006 WAS LOWER THAN THE CPI-U AND ECI REFLECTING A 19 

                                            
2 The CPI-U includes expenditures by urban wage earners and clerical workers, professional, 
managerial, and technical workers, the self-employed, short-term workers, the unemployed, retirees 
and others not in the labor force.  CPI is sometimes referred to as "headline inflation." 
3 The ECI is the Employment Cost Index measured by the Bureau of Labor Statistics.  The ECI is a 
measure of the change in the cost of labor, free from the influence of employment shifts among 
occupations and industries. The series measures changes in compensation costs (wages and 
salaries and employer costs for employee benefits). 
4 Staff’s 2006 Operational Audit of Cascade, Audit 2006-001, page 45. 
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POSSIBLE SAVINGS IN LABOR COSTS, SHOULD THE COMMISSION 1 

STILL ACCEPT YOUR REORGANIZATION SEVERANCE ADJUSTMENT? 2 

A. Yes.  The Commission should still remove the severance costs from test year 3 

expense because:  4 

1. The severance cost is still greater than the increase in labor costs if labor 5 

costs increased by the CPI-U or ECI.  If the 2005 labor costs are 6 

escalated using the higher ECI (2.6 percent), the 2006 cost would equal 7 

$5,167,585.  Although this amount is $60,340 greater than the 2006 8 

Oregon total labor costs reflected in Table 1, it is considerably less 9 

($146,120) than the recommended adjustment for the 2005 reorganization 10 

costs of $206,460. 11 

2. As explained later in testimony, Staff did not adjust the approximately       12 

$72 thousand in Bellingham Call Center severance costs.  If this cost is 13 

added to the 2005 reorganization severance costs, than total 2005 14 

severance costs would equal approximately $278,460.  These combined 15 

severance costs are $218,120 greater than the 2006 Oregon total labor 16 

costs if the 2005 labor costs were escalated using the ECI. 17 

3. Cascade included a Type “2” adjustment in its 2005 ROO for an 18 

annualized wage rate. 5  The annualized wage rate adjusts the reporting 19 

period operating expenses to reflect the effects of the general wage 20 

                                            
5 “Type 2” adjustments are intended to provide results of operations on a more forward-looking basis, 
by reflecting the full effect of known and measurable changes occurring before the end of the          
12-month reporting period.  These adjusted results provide a more accurate assessment of the 
utility’s current earnings situation.   
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increase (3 percent) as if it had been in effect for the entire period.6  The 1 

annualized wage adjustment was included in the ROO was $43,585.  So 2 

in essence, Cascade is recovering the full 3 percent wage increase as a 3 

result of the wage adjustment being included in the ROO. 4 

4. As Table 1 reflects, the majority of Oregon total savings resulted from 5 

savings in Oregon direct labor.  These savings appear to be partially 6 

attributable to various reasons including the establishment of the 7 

Bellingham Call Center and the implementation of the Automated Meter 8 

Reading (AMR) program.  Although there were labor savings resulting 9 

from these projects, there were also corresponding costs that would offset 10 

a portion of these savings.  As an example, Cascade reported that the 11 

total expenditures for the AMR project were $15.7 million system wide.7  12 

So when considering the return on and return of this project, customers 13 

are replacing one category of costs (Oregon direct O&M labor) with 14 

another (plant). 15 

Q. BUT ISN’T IT TRUE THAT THE OREGON ALLOCATION FACTORS 16 

CHANGED FROM 2004 TO 2006? 17 

A. Yes.  The Oregon allocation factor was 22.70 percent in 2004; 22.94 percent in 18 

2005; and 23.44 percent in 2006. 19 

                                            
6 Cascade’s Spring Earnings Review and Statement of Operations and Rate of Return – Twelve 
Months Ended September 30, 2005. 
7 Staff’s 2006 Operational Audit of Cascade, Audit 2006-001, page 22. 
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Q. WHAT WOULD HAVE BEEN THE EFFECT ON TOTAL LABOR COSTS 1 

FROM 2004 THROUGH 2006 IF THE ALLOCATION FACTOR WAS HELD 2 

CONSTANT AT THE 2004 LEVEL? 3 

A. The following table shows the effect on labor costs if the 2004 allocation factor 4 

of 22.70 percent was held constant over the three-year period. 5 

Table 3 – Comparison of Labor Costs From 2004 to 2006.  Allocation 6 
Factor Set at the 2004 level.8 7 

  FY 2004 FY 2005 FY 2006 

Percent 
Change from 
2004 to 2006 

Oregon Direct Labor – 
A&G (Accts 901 – 935) $1,203,436 $890,362 $729,846 -39.53%
Oregon Allocated 
Labor– A&G  
(Accts 901 – 935) $1,599,045 $2,323,014 $2,402,796 50.26%
Oregon Direct Labor – 
O&M (Accts 870 – 894) $1,532,302 $1,539,051 $1,691,458 10.37%
Oregon Allocated Labor 
– O&M  
(Accts 870 – 894) $241,597 $256,928 $198,350 -17.90%
Oregon Total $4,576,380 $5,009,355 $5,022,450 9.75%

 8 
As can be seen from the above table, total costs increased from the 2004 9 

levels to the 2006 levels and the increase was above the levels for the CPI-U 10 

and ECI for the same time period.  Even after the reorganization in 2005, total 11 

labor costs were greater in 2006 than in 2005.  As previously mentioned, it is 12 

difficult to state the overall savings to Cascade’s customers based on the 13 

reorganization; however, total labor costs in 2006 were greater than the levels 14 

in 2004.  Since customers are not experiencing an overall savings in labor 15 

                                            
8 Cascade Response to Staff Data UM 1283 Request No. 85. 
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costs, it is appropriate to remove one-time costs associated with the 1 

reorganization.   2 

Q. PLEASE DISCUSS THE BELLINGHAM CALL CENTER SEVERANCE AND 3 

MOVING ADJUSTMENTS. 4 

A. The Bellingham Call Center severance payments and moving expenses 5 

resulted from Cascade’s consolidation of its multiple call centers into one call 6 

center located in Bellingham, Washington.  Cascade began implementation of a 7 

centralized Call Center to handle customer service functions on January 10, 8 

2005.  Prior to implementation, Cascade had forty-six Customer Service 9 

Representatives (CSRs) in sixteen different offices that handled various 10 

customer service responsibilities.  As a result of the consolidation, a workforce 11 

reduction reduced CSRs to thirty employees working in two offices.  In addition 12 

to a reduction in personnel, the CSR position was down classed to a grade 6 13 

position from a grade 7 position resulting in an average salary reduction of 14 

approximately $5,000 per year.9 15 

Severance payments to those employees whose positions were eliminated 16 

and incentive bonuses to employees who stayed with the Company and moved 17 

to Bellingham equaled approximately $313 thousand with $72 thousand 18 

allocated to Oregon operations.  Additionally, relocation expenses for 19 

personnel moving to the Bellingham Call Center equaled approximately $26 20 

thousand with $6 thousand allocated to Oregon. 21 

                                            
9 Staff’s Audit of Cascade Natural Gas Corporation, Audit 2006-001, page 45. 
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Q. DID YOU MAKE AN ADJUSTMENT FOR BELLINGHAM CALL CENTER 1 

SEVERANCE AND MOVING EXPENSES? 2 

A. No.  Although this was an adjustment I reviewed during the 2006 Cascade 3 

Audit, I do not recommend removing these costs from Cascade’s test year 4 

expense.  Based on information received from Cascade, Oregon total labor 5 

costs for Account 908, Customer Assistance Expenses, declined from 6 

$141,320 in 2004 to $18,263 in 2006.10  This was a reduction of $123,057 in 7 

this expense.  Since this reduction amount is greater than the $77,670 Oregon 8 

allocated amount for severance and moving expenses, I believe it is 9 

appropriate to include the costs in rates, even though it is non-recurring.  This 10 

is a symmetrical approach to the 2005 reorganizations. 11 

Q. PLEASE EXPLAIN THE EXECUTIVE TRANSITION COSTS. 12 

A. Also in 2005, Cascade incurred approximately $1.4 million system-allocated, 13 

$334 thousand allocated to Oregon, in expenses relating to the changes in the 14 

Chief Executive Officer (CEO) and Chief Financial Officer (CFO), and the 15 

elimination of the Chief Operating Officer (COO) positions. 16 

Q. DID YOU MAKE AN ADJUSTMENT FOR EXECUTIVE TRANSITION 17 

COSTS? 18 

A. No.  Cascade actually adjusted this expense in its ROO as a Type 2 19 

adjustment.  As a result, I did not need to make this adjustment. 20 

                                            
10 Cascade Response to Staff Data UM 1283 Request No. 85. 
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Q. IF UM 1283 IS APPROVED BY THE COMMISSION, WOULD THERE BE 1 

POSSIBLE REORGANIZATIONS AND CONCOMITANT COSTS AS A 2 

RESULT OF THE MDU RESOURCES ACQUISITION? 3 

A. There will be at least one organization change.  In Docket UM 1283, Cascade 4 

states that the positions of CEO and CFO will be eliminated.11  Additionally, in 5 

Docket UM 1283, the MDU Resource witness states: 6 

There may be a reduction or consolidation of other 7 
administrative personnel over time as Cascade’s corporate 8 
and administrative functions are integrated with those of 9 
MDU Resources and its utility divisions.  We do not 10 
anticipate reductions in the labor force within operational 11 
personnel.12 12 
 13 

MDU Resources also states that it will abide by the existing labor contracts 14 

as well as other Cascade contracts.13 15 

As a result, the reorganization costs experienced in 2005 will likely not be 16 

repeated in subsequent years, with or without the proposed acquisition of 17 

Cascade by MDU Resources, and should be adjusted out when determining 18 

customer rates.  If the MDU Resources acquisition is approved by the 19 

Commission, Staff as it did in Docket UM 1209, would recommend certain 20 

merger commitments to hold customers harmless from any increase in costs 21 

due to the transaction, including any transition and integration costs.  These 22 

recommended commitments would include an Administrative & General stretch 23 

goal based on a baseline amount agreed to by Parties in the docket. 24 

                                            
11 UM 1283, MDU/100; Imsdahl/17. 
12 UM 1283, MDU/100; Imsdahl/18. 
13 UM 1283, MDU/100; Imsdahl/18. 
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Q. PLEASE EXPLAIN THE ADJUSTMENT FOR THE DIRECTORS’ STOCK 1 

INCENTIVES. 2 

A. The following table highlights Cascade’s Directors’ Fees for fiscal year 2003 3 

through fiscal year 2005: 4 

Table 4 – Cascade Directors’ Fees14 5 

  2003 2004 2005 
Chair Fees $86,500 $79,000 $97,792 
Meetings $78,750 $82,000 $109,450 
Stock Awards $75,320 $83,865 $78,400 
Total $240,570 $244,865 $285,642 
Oregon Total $54,609 $49,463 $65,526 

 6 
As can be seen from the table, $78,400 was paid as Stock Awards.  A Stock 7 

Award is a grant of the Company’s stock and Staff considers Stock Awards to 8 

be akin to a bonus since if the price of a stock increases, the amount received 9 

as a result of the Stock Award will also increase.  Cascade’s Stock Incentive 10 

Plan actually states: 11 

The purpose of the Plan is to promote and advance the 12 
interests of shareholders by enabling Corporation to attract, 13 
retain, and reward key employees and directors of 14 
Corporation and its subsidiaries.  It is also intended to 15 
strengthen the mutuality of interests between Corporation’s 16 
shareholders and its employees and directors.  The Plan is 17 
designed to serve these purposes by offering stock options 18 
and other equity-based incentive awards, thereby providing 19 
a proprietary interest in pursuing the long-term growth, 20 
profitability, and financial success of Corporation and 21 
increasing shareholder value.15 22 
 23 

As the Plan statement indicates, the Stock Awards are intended to promote 24 

and advance the interest of shareholders and increase shareholder value.  25 

                                            
14 Staff’s Audit of Cascade Natural Gas Corporation, Audit 2006-001, dated May 22, 2006, page 45. 
15 Cascade Natural Gas Corporation, SEC Form 8-K, dated February 17, 2006. 
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Additionally, at the 2006 Annual Meeting of Shareholders held on February 17, 1 

2006, Shareholders approved the First Amendment to the Cascade Natural 2 

Gas Corporation Director Stock Award Plan, increasing the Annual Director 3 

Stock Award to 1,000 shares of common stock from 500 shares, effective April 4 

2006.16   5 

Current Staff policy is to recommend disallowance of 100 percent of officers’ 6 

bonuses (incentives) from test year expense.  These Stock Awards are in 7 

essence bonuses, and accordingly, should not be included in Cascade’s test 8 

year expense.   9 

Q. DID CASCADE HAVE THE OPPORTUNITY TO EXAMINE AND COMMENT 10 

ON YOUR AUDIT FINDINGS? 11 

A. Yes. 12 

Q. DOES CASCADE BELIEVE THAT YOUR CHARACTERIZATION OF 13 

EARNINGS AND COSTS ARE ACCURATE? 14 

A. No.  Cascade submitted a letter to the Commission in response to the Audit 15 

report in which the Company stated: 16 

Of primary concern is Staff’s characterization of the audit 17 
results as showing the Company to be over-earning.  As 18 
discussed below, the Company takes issue with this 19 
conclusion.17 20 

 21 
Additionally, the Company stated: 22 
 23 

Moreover, the Company does not agree with many of the 24 
ratemaking adjustments offered by Staff in reaching its 25 
“adjusted” calculations.  The Company has been able to 26 
achieve its exemplary record of cost savings by pursuing 27 

                                            
16 Ibid. 
17 Cascade Natural Gas Corporation, RE:  OPUC Staff Audit 2006-001, dated May, 22, 2006. 



Docket UG 173 Staff/300 
 Dougherty/13 

 

initiatives such as the Call Center consolidation and the 1 
September 2005 reorganization.  Yet Staff’s proposed 2 
ratemaking adjustments would disallow the costs incurred by 3 
the Company to achieve the savings associated with these 4 
initiatives, which will continue well into the future.  Similarly 5 
Staff proposes to disallow certain Director stock awards 6 
(Audit Report at 46) without examining the reasonableness 7 
of the Company’s overall Director compensation, which is 8 
low by industry standards.18 9 
 10 

Q. DO YOUR AGREE WITH CASCADE’S CHARACTERIZATION OF YOUR 11 

AUDIT FINDINGS? 12 

A. No.  As page 2 of the letter (Exhibit Staff/303) highlights, I was very 13 

complimentary of Cascade’s operations.  Additionally, in the Audit Report, I 14 

stated that Cascade’s record keeping was excellent.  However, just because 15 

Cascade has taken numerous steps to cut and control costs, they should not 16 

be held immune to recommended ratemaking adjustments.  The adjustments 17 

to one-time expenses and officer bonuses that I recommend in this docket are 18 

consistent with recommendations that were accepted by the Commission in 19 

recent rate applications including UE 170 (Order No. 05-1050),19  UE 179 20 

(Order No. 06-530),20 and UE 180 (Order No. 07-015).21 21 

Even though Cascade represents that these cost reductions have benefited 22 

customers, due to the lag in rate cases, it was shareholders who actually have 23 

benefited from the cost reductions since Cascade’s last general rate was      24 

UG 88, Commission Order No. 90-200.   25 
                                            
18 Cascade Natural Gas Corporation, RE:  OPUC Staff Audit 2006-001, dated May, 22, 2006. 
19 Revenue requirement for non-labor administrative and general costs were reduced by $6.123 
million and revenue requirement for fulltime employee benefits were reduced by $2.44 million. 
20 Revenue requirement for non-labor administrative and general costs were reduced by $7.5 million. 
21 A reduction of non-labor administrative and general (A&G) and operations and maintenance (O&M) 
expenses by $6.551 million, which includes a $34,000 reduction in transmission O&M, $1.6 million in 
distribution O&M, and $4.9 million in A&G expense. 
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Additionally, in Docket UM 1283, the Cascade witness states: 1 

The price offered by MDU Resources represented a 2 
premium of approximately 23 percent over Cascade’s per 3 
share price at the time of the offer.22 4 
 5 

This would indicate that MDU Resources perceived enough marginal 6 

economic value in the Company to offer a premium.  In addition, as reported in 7 

Audit 2006-001: 8 

Despite varying net income, earnings growth, and earnings per 9 
share, Cascade has historically maintained a stable level of 10 
dividends.  As a result of the stable dividends and varying 11 
earnings, Cascade’s dividend payout ratio23 has varied from    12 
62 percent to 117 percent during the five-year historical period 13 
of the Strategic Plan.24 14 
 15 

The stable level of dividends resulted in Cascade shareholders receiving 16 

quarterly dividends of $0.24 per share ($0.98 per annum) during 2005 and 17 

2006.  This indicates that the cost savings has had a direct benefit to 18 

shareholders, but did not result in any cost benefits to customers.  These 19 

adjustments, coupled with additional recommendations of Staff involved in this 20 

docket, will result in the Cascade stated benefits to Cascade customers. 21 

Q. DO YOU THINK THAT CASCADE WOULD HAVE REQUESTED A RATE 22 

INCREASE ABSENT ITS COST REDUCTIONS? 23 

A. It is not clear.  However, as reported in Staff’s Operational Audit of Cascade, 24 

Cascades Develop Pricing Strategy states: 25 

Cascade’s process begins with a yearly analysis of earnings.  26 
Earnings are then normalized to a Commission viewpoint 27 
taking into account typical cost adjustments.  Cascade than 28 

                                            
22 UM 1283, MDU/200, Stevens/7. 
23 Dividend payout ratio is computed by dividing dividends over earnings. 
24 Staff Audit Report of Cascade Natural Gas, Audit 2005-001, dated April 4, 2005, page 13. 
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compares the return on equity with the most recent 1 
authorized rate.  If Cascade is under earning, Cascade’s 2 
Officers will weigh the costs and benefits of presenting a rate 3 
case to the Commission. 4 

 5 
Per the Cascade Pricing Strategy, because of the expenses 6 
and efforts of putting a rate case together, the likelihood of 7 
achieving the desired results needs to be high.  As a result 8 
of Cascade’s conservative stance, Cascade will wait until 9 
costs have risen to the extent that actual return on equity 10 
has fallen far under the return authorized in the most recent 11 
rate case.  Only rarely will Cascade request a higher 12 
authorized return on equity.25  13 
 14 

Because Cascade’s actual Oregon return on equity has not fallen far under 15 

the return authorized in its last rate case,26 it would appear that Cascade may 16 

not have submitted an application for a rate change in Oregon.  The following 17 

table highlights Cascade’s authorized return on equity compared to the actual 18 

return on equity for the previous five years: 19 

Table 5 – Cascade Fiscal Year Return on Equity (ROE)27 20 
YEAR Oregon 

Authorized 
Oregon  
Actual 

Oregon  
Adjusted 

2005 11.20% 10.90% 12.22% 
2004 11.20% 11.42% 12.12% 
2003 11.20% 9.97% 11.88% 
2002 11.20% 13.27% 12.27% 

 21 
As can be seen from the above table, Cascade’s actual results for return on 22 

equity (not normalized for Commission adjustments) have exceeded its 23 

authorized 11.20 percent return on equity (ROE)28 two of the past four years.  24 

In addition, the adjusted ROE actually exceeds the authorized return on equity 25 

                                            
25 Staff’s 2006 Operational Audit of Cascade, Audit 2006-001, page 11. 
26 Cascade’s ROE in UG 88, Commission Order No. 90-200 was revised in UM-863, Commission 
Order No. 97-396. 
27 Staff’s 2006 Operational Audit of Cascade, Audit 2006-001, page 12. 
28 UM-863, Commission Order No. 97-396. 
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for four years running.  Also, it is important to consider that Cascade’s cost 1 

reductions were to a relatively small component of Cascade’s overall costs 2 

since natural gas costs represent 65 percent to 75 percent of retail rates.29  If 3 

Cascade complied with its Develop Pricing Strategy, it is unlikely the Company 4 

would have submitted an application to the Commission for a rate increase.  As 5 

a result, customers would not benefit from these cost reductions, without these 6 

recommended adjustments. 7 

                                            
29 Staff’s 2006 Operational Audit of Cascade, Audit 2006-001, page 50. 
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ISSUE 2, 2005 A&G NON-LABOR ADJUSTMENTS 1 

Q. PLEASE DISCUSS THE VARIOUS A & G NON-LABOR SYSTEM 2 

ADJUSTMENTS? 3 

A. The various A&G Adjustments, which are specifically detailed in Staff 4 

Exhibit/302; Dougherty/1 through 10, are summarized in the following table: 5 

Table 6 – Various A & G Non-Labor System Adjustments (Includes 6 
Oregon-Direct and System-Allocated) 7 

Description Amount
Miscellaneous A&G Expenses $17,963
Property Tax Consulting Services $10,376
Excess Directors & Officers Liability Insurance $15,599
Supplemental Executive Retirement Pension ($31,416)
Total $12,522

 8 
Q. PLEASE EXPLAIN THE ADJUSTMENT FOR MISCELLANEOUS A & G 9 

EXPENSES. 10 

A. I made numerous miscellaneous adjustments to Cascade’s A&G non-labor 11 

expense reported in Cascade’s 2005 ROO.  These adjustments are standard 12 

adjustments typically made by Staff in a rate case.  The majority of the $17,963 13 

of miscellaneous expense is associated with the following adjustments:            14 

1) 50 percent of certain meal & entertainment expenses; 2) 50 percent of office 15 

refreshments and catering; 3) 50 percent of gifts such as flowers and awards; 16 

and 4) 100 percent of employee club memberships.   17 

Meals and Entertainment Expenses 18 

I removed 50 percent of all meals and entertainment expenses that were 19 

subject to a 50 percent federal tax deduction.  The amount allowable as a 20 

federal deduction for business meal and entertainment is generally limited to  21 
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50 percent of the total expense.  Entertainment generally includes any activity 1 

engaged in for amusement or recreation and must be ordinary and necessary 2 

incurred in the operation of a business.30  Since the Internal Revenue Service 3 

only allows a 50 percent deduction, it is reasonable that customers would only 4 

share 50 percent of these costs.  Additionally, these costs are not core to 5 

Cascade’s business and are not directly related to the distribution of natural 6 

gas.  As such, customers should not have to assume the full burden of these 7 

costs and a 50 percent sharing with shareholders should be accepted by the 8 

Commission.  As previously mentioned, the Commission has ordered 9 

significant reductions in A&G costs (which would include adjustments to meals 10 

and entertainment expenses) in UE 170, UE 179, and UE 180. 11 

Office Refreshments, Catering, and Gifts 12 

Although Cascade, in many cases, was able to fully deduct the meals and 13 

entertainment expenses associated with catering, these costs as well as gifts 14 

(including flowers and awards) and office refreshments, are not core to 15 

Cascade’s business and are not directly related to the distribution of natural 16 

gas.  As such, customers should not have to assume the full burden of these 17 

costs and a 50 percent sharing with shareholders should be accepted by the 18 

Commission.  As previously mentioned, the Commission has ordered 19 

significant reductions in A&G costs (which would include adjustments to office 20 

refreshments, catering, and gifts) in UE 170, UE 179, and UE 180. 21 

                                            
30 2006-2007, Car, Travel, Entertainment and Home Office Deductions CPE Course. CCH. 
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Club Memberships 1 

I removed 100 percent of employee club membership costs including costs 2 

associated with the Rainier Club.31  Private club membership is akin to a bonus 3 

and should not be apportioned to customers. 4 

Q. PLEASE EXPLAIN THE PROPERTY TAX CONSULTING ADJUSTMENT. 5 

A. Cascade experienced property tax consulting fees for services rendered by 6 

Paradigm Tax Group.  Cascade’s negotiated contract included a conditional 7 

fee basis that was 40 percent of any property tax savings resulting from 8 

achieved reductions in Cascade’s state property tax assessments.  The cost 9 

for these services in 2005 were $76,330 System-allocated; $17,510 Oregon-10 

allocated. 11 

All properties adjusted for property taxes are located in Washington; 12 

however, the costs associated with two properties (the Seattle Office and the 13 

Bellingham Call Center) are also Oregon-allocated.  The total savings for 14 

properties allocated to Oregon was $7,134.  As a result, the Oregon-allocated 15 

cost of the analysis was $10,376 more than the savings.  Since Oregon 16 

customers should not have to subsidize savings for Washington customers, I 17 

removed the $10,376 difference between costs of the tax consulting services 18 

and property tax savings from Cascade’s 2005 ROO for purposes of 19 

determining Cascade’s revenue requirement. 20 

                                            
31 According to its web-site, the Rainier Club is a home-away-from-home for business, cultural and 
civic leaders, diplomats, and other professionals.  http://www.therainierclub.com/  
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 1 
Q. PLEASE EXPLAIN THE EXCESS DIRECTORS AND OFFICERS 2 

LIABILITY INSURANCE ADJUSTMENT. 3 

A. I removed Cascade’s Excess Directors & Officers (D&O) Liability Insurance.  4 

Excess liability insurance (1) overlays a specific liability insurance policy that 5 

an organization already owns by increasing the per person and per accident or 6 

per occurrence limits of liability in that particular policy; (2) incorporates all the 7 

provisions of the specific underlying policy, such as its insuring agreements, 8 

definitions, exclusions, and limitations (or “follows form” with the underlying 9 

policy); but (3) does not have any effect on any other liability insurance policies 10 

that the insured organization may have.32   11 

I removed this amount from Cascade’s revenue requirement because: 12 

1. According to a 1999 Directors and Officers (D&O) Liability Survey by 13 
Tillinghast-Towers Perrin, shareholders continue to be the most common 14 
plaintiff group in public company D&O claims, contributing to 47 percent 15 
of all reported claims.33   16 

 17 
2. According to a 2001 D&O claims analysis conducted by Aon Risk 18 

Services of the Americas, in 1999, 88 percent of federal class actions 19 
contained allegations of either accounting fraud or insider trading.34 20 

 21 
3. A more updated survey, taken from a report compiled by Tillinghurst, 22 

shows that the source of claims for private companies still has a large 23 
percentage of shareholder suits as shown in the following table. 24 

                                            
32 Increasing Your Liability Protection, Excess vs. umbrella limits, George L. Head, Ph.D., Special 
Advisor, Nonprofit Risk Management Center, Nonprofit Risk Management Center Newsletter, 
www.nonprofitrisk.org/nwsltr/archive/liability071105.htm.  
33 AICPA, Insurance Programs, So You’ve Been Asked to sit on a Board of Directors: Are you Aware 
of Your Personal liability, March 2003, http://www.cpai.com/show-article?id=96.  
34Ibid. 
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Table 7 – Sources of D&O Lawsuits35 1 
Class Percentage of Claims 
Employees 48%
Shareholders 31%
Competitors 10%
Customers and clients 8%
All other 3%
 2 
Because a large number of claims are brought by shareholders or related to 3 

insider trading and accounting, customers should not have to pay the full costs 4 

of total D&O insurance.  The excess insurance should be considered a 5 

shareholder cost.  Staff has previously made adjustments to excess D&O 6 

insurance in UE 180 (Commission Order No. 07-015).36  It is important to note 7 

that I did not adjust the primary D&O insurance costs ($341,052 total system).  8 

The excess D&O liability insurance cost only represents 16.6 percent of total 9 

D&O liability insurance costs.  This was a balanced approach for adjusting 10 

costs. 11 

Q. PLEASE EXPLAIN THE SUPPLEMENTAL EXECUTIVE RETIREMENT 12 

(SERP) PLAN ADJUSTMENT. 13 

A. The Commission routinely does not allow recovery of SERP expenses in utility 14 

rate cases (Order 01-787 at 44).  In this case, Staff’s proposed adjustment 15 

removing the SERP expenses from the revenue requirement is a benefit to the 16 

Company since the SERP was an actual credit to expenses.  If Staff did not 17 

                                            
35 Private Company D&O, Two for Tuesday, March 15, 2005, 
http://na.iiaa.org/TFT/Web%20Archives/03.15.05.htm  
36 Although Staff had presented Excess D&O Liability Insurance adjustments in UE 180, the Parties 
stipulated on the total amount of OMAG reduction of non-labor administrative and general (A&G) and 
operations and maintenance (O&M) expenses by $6.551 million, which included a $34,000 reduction 
in transmission O&M, $1.6 million in distribution O&M, and $4.9 million in A&G expense. 
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adjust this credit out, the adjustment for A&G expenses would be $43,938 1 

instead of the recommended adjustment of $12,522. 2 

Q. WAS YOUR REVIEW OF CASCADE’S NON-LABOR A & G COSTS  3 

ONE-SIDED AS STATED BY CASCADE IN ITS LETTER, RE: OPUC 4 

STAFF AUDIT 2006-001, DATED MAY 22, 2006? 5 

A. No.  As can be seen from the SERP adjustment, I adjusted Cascade’s 2005 in 6 

both directions to achieve consistency.  My review was balanced.  As 7 

previously mentioned, just because Cascade has taken numerous steps to cut 8 

and control costs, they should not be held immune to recommended 9 

ratemaking adjustments.   10 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 11 

A. Yes. 12 
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WITNESS QUALIFICATION STATEMENT 
 
 
NAME:  MICHAEL DOUGHERTY 
 
EMPLOYER:  PUBLIC UTILITY COMMISSION OF OREGON 
 
TITLE: PROGRAM MANAGER, CORPORATE ANALYSIS AND 

WATER REGULATION 
 
ADDRESS: 550 CAPITOL ST. NE, SALEM, OR 97310-1380 
 
EDUCATION: Master of Science, Transportation Management, Naval 

Postgraduate School, Monterey CA (1987) 
 
 Bachelor of Science, Biology and Physical Anthropology, 

City College of New York (1980) 
 
EXPERIENCE: Employed with the Oregon Public Utility Commission as the 

Program Manager, Corporate Analysis and Water 
Regulation.  Also serve as Lead Auditor for the 
Commission’s Audit Program.   

 
Performed a five-month job rotation as Deputy Director, 
Department of Geology and Mineral Industries, March 
through August 2004. 

 
 Employed by the Oregon Employment Department as 

Manager - Budget, Communications, and Public Affairs from 
September 2000 to June 2002. 

 
 Employed by Sony Disc Manufacturing, Springfield, Oregon, 

as Manager - Manufacturing, Manager - Quality Assurance, 
and Supervisor - Mastering and Manufacturing from April 
1995 to September 2000. 

 
 Retired as a Lieutenant Commander, United States Navy.  

Qualified naval engineer. 
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Introduction 1 

Q.     PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 2 

A. My name is Thomas D. Morgan and my business address is 550 Capitol Street 3 

NE, Salem, Oregon 97301-2551.1 4 

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 5 

A. I am employed as a Financial Economist by the Public Utility Commission of 6 

Oregon (“Commission”) in the Finance/Policy Analysis Division.  I began 7 

working at the Commission in 2001. 8 

Q. HAVE YOU PREPARED ANY EXHIBITS? 9 

A. Yes.  My Witness Qualifications Statement is included as Staff/401.   The 10 

results of my analyses are included as Staff/402, which comprises 10 pages.  I 11 

have also prepared an Appendix marked as Staff/403, which includes 84 pages 12 

of additional testimony and supporting exhibits. 13 

Q.     WHAT IS THE PURPOSE OF YOUR TESTIMONY? 14 

A. The purpose of my testimony is to develop the cost of capital estimates for the 15 

rate-regulated property operated by Cascade Natural Gas (Cascade or 16 

Company.)  In addition, I provide Staff’s recommended capital structure for the 17 

Company. 18 

Q.     WHAT IS YOUR RECOMMENDED COST OF EMBEDDED DEBT? 19 

A. Staff accepts the embedded cost of debt provided by Cascade, which is 7.57 20 

percent.  (See Staff/402 Morgan/1-2; Staff Data Request 88.) 21 

Q.     WHAT IS YOUR RECOMMENDED COST OF PREFERRED EQUITY? 22 

A. Cascade Natural Gas has no outstanding preferred stock. 23 

 24 

                                                 
1 My telephone number is (503) 378-4629 and my e-mail address is thomas.d.morgan@state.or.us. 
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Q. WHAT IS YOUR RECOMMENDED RETURN ON EQUITY? 1 

A. Staff recommends a cost of equity of 10.0 percent based on Cascade’s actual 2 

capital structure, which contains approximately 45 percent equity.  Alternatively, 3 

in order to match the capital structure of the cohort sample of companies I have 4 

selected, the Commission could adopt a 9.00 percent return on equity along 5 

with a capital structure that comprises 55 percent equity. 6 

Q. HOW DID YOU DEVELOP YOUR RECOMMENDED RETURN ON EQUITY? 7 

A.   My recommendation is based upon review of single and multi-stage discounted 8 

cash flow (“DCF”) model results and sensitivity analyses.  The use of DCF 9 

models is consistent with Commission’s most recent return on equity decisions 10 

in Dockets UE 1802, UE 1153 and UE 116.4  I detail the underlying theory of the 11 

DCF model beginning at Staff/403, Morgan/40.  I provide a check of 12 

reasonableness that relies on the Capital Asset Pricing Model (CAPM). 13 

Q.   WHAT IS THE BASIS FOR YOUR ASSERTION THAT CASCADE’S EQUITY 14 

CAPITAL STRUCTURE IS 45 PERCENT? 15 

A.   The following table is based on the most current, December 15, 2006, Value 16 

Line report, which reflects an approximate 44% to 45% equity capitalization 17 

rate for Cascade, as of the end of 2006 and the projection for the end of 2007.  18 

The report is available at Staff/403 Morgan/55. 19 

Table 1: Cascade’s Common Equity Structure: 20 
2004 2005 2006 2007 '09-'10 

47.90% 40.60% 44.00% 45.00% 48.00% 

 21 

 22 

                                                 
2 UE 180 Order 07-023 January 23, 2007. http://apps.puc.state.or.us/orders/2007ords/07-023.pdf 
3 Order 01-777, August, 2001.  http://apps.puc.state.or.us/orders/2001ords/01-777.pdf 
4 Order 01-787, September, 2001.  http://apps.puc.state.or.us/orders/2001ords/01-787.pdf 
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Q.   DOES YOUR DCF ANALYSIS PRODUCE A RANGE OF COST OF EQUITY 1 

ESTIMATES? 2 

A. Yes.  The following table illustrates the range of results produced by the DCF 3 

models, using sample companies with an average equity ratio of 55 percent: 4 

 Table 2 – Cost of Equity Summary Results 5 
  Range of Results 

Single-stage DCF 8.5% to 9.5% 
2-stage 150-year DCF 8.5% to 9.3% 
3-Stage 40-year DCF 8.7% to 9.3% 

  6 

 Based on the recommended capital structure, I estimate a required 7 

upward adjustment of 100 basis points (1.0%) above the figures cited above.  8 

Support for a range of adjustment factors to apply to the ROE is discussed later 9 

in my testimony.  The adjusted recommendation ranges from 9.5% to 10.5 10 

percent: 11 

Table 3 – Adjusted Cost of Equity Summary Results 12 
  Range of Results 

Single-stage DCF 9.5% to 10.5% 
2-stage 150-year DCF 9.5% to 10.3% 
3-Stage 40-year DCF 9.7% to 10.3% 

 13 

Q. WOULD THE RESULTS OF YOUR COE ANALYSIS BE INAPPROPRIATE IF 14 

THE ACTUAL CAPITAL STRUCTURE OF CASCADE WERE ADOPTED? 15 

A. Yes.  The results would be inaccurate because the return on equity is based 16 

upon the capital structure derived from the sample selection; and it does not 17 

take into account that a less equity-rich capital structure, i.e., more leveraged, 18 

would increase risk and, therefore, increase investors’ required rate of return 19 
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for their equity investment.  Similarly, a less debt-laden company would require 1 

a lower cost of equity. 2 

   Assuming a capital structure that is different than the Company’s 3 

actual capital structure does not impact the ability of the Company to manage 4 

its capital structure; rather, it simply recognizes that the DCF results related to 5 

return on equity are a reflection of the capital structure of the sample selection 6 

or comparable companies. 7 

Q. WHAT IS THE PERCENTAGE OF EQUITY YOU PROPOSE FOR THE 8 

CAPITAL STRUCTURE? 9 

A.  I propose a capital structure that includes 45 percent equity and 55 percent 10 

debt.  This is the actual capital structure of Cascade.  As noted above, my 10.0 11 

percent COE recommendation is coupled with a 45 percent equity capitalization 12 

ratio. 13 

   However, an alternative recommendation is for the Commission to 14 

assume an equity ratio for Cascade that mirrors that in my cohort company 15 

selection.  If the Commission were to do this, the capital structure would include 16 

45 percent debt and 55 percent equity.  If the Commission adopts this capital 17 

structure, my recommended COE is 9.0 percent.  18 

Q.     WHAT IS STAFF’S RECOMMENDED OVERALL ROR FOR THE 19 

COMPANY? 20 

A. Relying on its actual capital structure, the recommended ROR is provided in 21 

the following table. 22 

 23 
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  Table 4: Recommended Cost of Capital Results 1 

 Capital Structure Staff Recommended 

Capital Component Cost Ratio Weighted Cost 
Long-Term Debt 7.57% 55.00% 4.16% 
Preferred Stock 0.00% 0.00% 0.00% 
Common Equity 10.00% 45.00% 4.50% 

TOTAL   100.00% 8.66% 

 2 

Q.     WHAT IS THE OVERALL ROR, BASED ON THE RESULT OF YOUR 3 

ANALYSIS OFSAMPLE COMPANIES? 4 

A. The following table reflects the cost of capital, given the results derived from 5 

the sample of companies selected in my analysis. 6 

  Table 5: Cost of Capital Results Derived from Analysis 7 

 Capital Structure Staff Sample 

Capital Component Cost Ratio Weighted Cost 
Long-Term Debt 7.57% 45.00% 3.41% 
Preferred Stock 0.00% 0.00% 0.00% 
Common Equity 9.00% 55.00% 4.95% 

TOTAL   100.00% 8.36% 

  8 

Q.   IS THE APPROPRIATE COST OF EQUITY LINKED TO THE CAPITAL 9 

STRUCTURE? 10 

A.   Yes.   The cost of equity is inextricably linked to the capital structure.  For 11 

example, if Cascade employs more debt and less equity in its capital structure 12 

than the amount employed by the sample companies used in the DCF models, 13 

all else being equal, Cascade is a more risky investment than suggested by the 14 

analysis.  Accordingly, Cascade would require a higher return on equity than 15 
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that indicated by the models, because the average figures that are derived from 1 

the sample companies rely on less debt and more equity. 2 

  Estimating a cost of equity using a set of comparable companies 3 

requires a matching of the capitalization of these same companies.  To the 4 

extent a company’s capitalization is significantly different; an offsetting 5 

adjustment to its cost of equity is indicated.  Assuming a higher (or lower) 6 

percentage of equity than provided by the cohort companies, requires a 7 

corresponding downward (upward) adjustment to the cost of equity. 8 

  Cascade currently maintains healthy credit ratings while having a 9 

capital structure with a significantly higher amount of debt.   All else equal, this 10 

would have the impact of increasing the riskiness for the firm’s equity investors.  11 

Therefore, my recommendation that rely on Cascade’s more leveraged capital 12 

structure requires an upward adjustment to the COE results in the sample 13 

analysis. 14 

Q. HAS THE COMMISSION RECOGNIZED THIS COST OF EQUITY AND 15 

CAPITAL STRUCTURE RELATIONSHIP IN THE PAST? 16 

A.   Yes.  The Commission, in Order 01-777, made an adjustment to the COE of 17 

four basis points for each one point change in the equity capitalization 18 

percentage.  That is, for the 10 percentage points that are adjusted in the 19 

capital structure, the cost of equity should be offset by a corresponding 40 20 

basis points (10.0 x 4 basis points = 40 basis points.)  The adjustment would 21 

reflect the Commission’s decision which included the following statement: 22 

(Docket UE 115, Order No. 01-777 at 36) 23 

 24 
It is well understood by finance practitioners and 25 

theoreticians that the cost of equity drops as the percentage 26 

of common equity in the capital structure increases. Because 27 
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the average amount of common equity in the capital 1 

structure of the comparable group of electric companies was 2 

45.14 percent compared to 52.16 percent for PGE, it 3 

necessarily follows that PGE has a lower cost of equity. 4 

PGE’s capital structure is therefore less risky, and its cost of 5 

common equity should be adjusted accordingly. 6 

The question therefore becomes how much of an 7 

adjustment should be made. 8 

 9 

This record contains varying estimates that the cost of equity 10 

for regulated electric utilities decrease anywhere from 4 to 11 

13.8 basis points for each one percent increase in the level 12 

of common equity in the capital structure. We find 13 

Rothschild’s proposed 25 basis point reduction to be a 14 

reasonable adjustment to account for the above average 15 

percentage of common equity in PGE’s capital structure. 16 

Contrary to PGE’s arguments, this reduction does not 17 

constitute a “penalty.” Rather, it is simply an adjustment to 18 

acknowledge PGE’s reduced financial risk due to its 19 

increased level of common equity in its capital structure. 20 

Reliance on the stipulation in docket UM 814 is reasonable 21 

for the purpose of establishing a capital structure for PGE. 22 

The stipulation, however, cannot reasonably be used to 23 

argue for an ROE that does not correspond to the adopted 24 

capital structure. 25 

 26 

  Because the adjustment recommended in Docket UE 115 provided a 27 

range up to 13.8 basis points per percentage change in capital structure, the 28 
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high-bound adjustment would reflect an ROE of 10.48 percent, assuming the 1 

Company’s actual capital structure. 2 

Q. WHY DO YOU RECOMMEND ADJUSTING YOUR RECOMMENDED COE, 3 

RATHER THAN THE CAPITAL STRUCTURE? 4 

A. As noted above, Value Line projects that Cascade’s capital structure will have 5 

45 percent equity at the end of 2007.  Staff’s recommendation is therefore 6 

based on information showing what Cascade’s capital structure will be during 7 

the period that rates will be in effect.   8 

Q. IS THERE ADDITIONAL THEORETICAL SUPPORT FOR AN ADJUSTMENT 9 

IN COE THAT RELATES TO CHANGING LEVERAGE IN A COMPANY’S 10 

CAPITAL STRUCTURE? 11 

A. Yes.  It is possible to estimate the effect on the cost of equity using an 12 

adjustment technique to the CAPM Beta.  I describe Beta in detail at Staff/403 13 

Morgan/31. 14 
The following calculation "decomposes" the observed Beta and relates it to 15 

the Beta that exists for a different level of debt financing. 16 

BL = BU * [ 1+ (1+T) x D/E]   Equation 1 17 

Where, 18 

• BL is the observed levered beta, BU is the unlevered, i.e., debt-free, Beta for the 19 

same sample, without debt in the capital structure. 20 

• D/E is the debt-to-equity ratio 21 

• T is the corporate tax rate 22 

The following example and assumptions are used to calculate a two-step 23 

process for estimating the impact of a change in leverage. 24 

*** First, the "unleveraged” Beta is calculated. 25 
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*** Then, the "re-leveraged" capital structure is input into the model. 1 

*** The initial, observed Beta is assumed to be 0.80, which approximates 2 

the sample of companies’ Beta, as reported by Value Line.  3 

*** The initial debt-to-equity ratio is assumed to be 81.82% and taxes are 4 

assumed to be 40%. 5 

The average unleveraged Beta is therefore calculated by solving the 6 

following equation, 0.80 = BU * [ 1+ (1+.40) x 81.82%] 7 

Solving the above equation for the Unlevered Beta, BU = .37 8 

The second step is to estimate the leveraged Beta of a business, using the 9 

same equation in reverse. 10 

This calculation assumes that the debt-to-equity is 1.22 percent, indicating a 11 

more leveraged structure. 12 

The Leveraged Beta is, therefore solved by the following equation: BL 13 

= 0.37 * [ 1+ (1+.40) x 122%].  Solving the equation, BL =.1.01  Therefore, the 14 

example indicates that the amount of financial risk is about 26 percent greater 15 

than the industry average. (1.01/.80 = 126%). 16 

 In order to apply this adjustment, one would have to make judgments 17 

of the appropriate market risk premium (Mrp).  Assuming a risk-free Treasury 18 

rate of 5.0 percent, and using my initial ROE recommendation or 9.1 percent, 19 

an industry risk premium of 4.1 percent is calculated.  Using the current 20 

average Industry Beta of 0.8, then the implied Market Risk Premium is 5.13 21 

percent (4.1 percent divided by 0.80.) 22 
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The following calculations indicate the proper adjustment to the ROE based 1 

on this technique:  Mrp x (B1 – B2), where B1 is the initial observed Beta and B2 2 

is the “releveraged” Beta. 3 

The calculation for this example is: 5.13% (1.01 - .80), which equals a 107 4 

basis points upward adjustment to the COE, or an increase of about 11 basis 5 

points for each percentage point increase change in the common equity portion 6 

of the capital structure.  The indicated COE would therefore be 10.07 percent 7 

(9.0% + 1.07% = 10.07%) 8 

 9 

Sample Selection 10 

Q. WHY DID YOU APPLY THE DCF MODELS TO A SAMPLE OF COMPANIES 11 

RATHER THAN TO COMPANY ITSELF? 12 

A.   I applied the DCF models to a representative sample of companies because 13 

MDU Resources Group, Inc. is currently in purchase negotiations to acquire 14 

Cascade (See Docket No. UM 1283).  Because this acquisition has a potential 15 

impact on Cascade’s share prices, basing Cascade’s COE on its own share 16 

price is not recommended. 17 

Q. WHAT SAMPLE OF COMPANIES DID YOU ADOPT TO DETERMINE THE 18 

COST OF EQUITY? 19 

A.  My sample selection includes nine companies.5  I limited my selection to 20 

companies covered by Value Line in the Natural Gas Distribution Industry, 21 

which includes 16 companies.  I filtered Value Line’s universe of companies by 22 

                                                 
5 The company names and ticker symbols (in parenthesis) of my sample companies are:  AGL 
Resources (ATG); Atmos Energy (ATO); Laclede Group (LG); New Jersey Resources (NJR); NICOR 
Inc. (GAS); Northwest Nat. Gas (NWN); Piedmont Natural Gas (PNY); South Jersey Industries (SJI); 
and WGL Holdings Inc. (WGL) 
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considering companies that maintain a predominantly rate-regulated focus on 1 

domestic gas operations.  I removed companies that had non-investment-grade 2 

debt and also omitted companies that are under merger negotiations.  The 3 

remaining nine companies provide a representative sample. 4 

 5 

DCF Analysis 6 

Q.   WHAT INPUTS ARE REQUIRED FOR A SINGLE-STAGE DCF MODEL? 7 

A. The single-stage DCF model, which is also know as a perpetuity model, 8 

requires a dividend growth estimate, current stock price, and an initial dividend. 9 

Q. HOW ARE YOUR MULTI-STAGE DCF MODELS DIFFERENT THAN THE 10 

SINGLE-STAGE DCF MODEL? 11 

A.  A multi-stage DCF model also requires a current stock price and initial dividend 12 

but separates dividend growth into two or more stages.  While a single-stage 13 

model assumes that growth is steady and stable, the multi-stage models allow 14 

the growth rate to change over a period of time before making the final (also 15 

called “terminal” or “horizon”) constant growth rate assumption. 16 

Q. WHAT MULTI-STAGE DCF MODELS DID YOU EMPLOY? 17 

A. I used a two-stage DCF model that uses the current dividend yields and Value 18 

Line’s Investment Survey (“Value Line”) estimates of growth for the next few 19 

years and applied long-term growth forecasts for the remainder of 150 years. 20 

   I also utilized the three-stage DCF model that the Commission has 21 

relied on in the last three contested cases in which parties litigated the return 22 

on equity, UE 115 and UE 116 and UE 180.  This model utilizes three-stages, 23 

over a 40-year period.  In the first stage, estimates from Value Line are used.  24 

The second stage uses implicit growth rates from two primary input 25 
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assumptions.  The third stage is the “reversionary” stage where an explicit 1 

estimation of the stock price is produced at year 40. 2 

Q. WHAT DID YOU USE FOR THE CURRENT STOCK PRICE IN YOUR DCF 3 

MODELS? 4 

A. I used the current stock price (Po) from Microsoft Network Money as of 5 

February 1, 2007.6  The most current spot prices are the correct prices to use 6 

for Po because, based upon the efficient market hypothesis, current spot prices 7 

include all current and past information. 8 

Q. WHAT DID YOU USE FOR THE INITIAL DIVIDEND, D1, IN YOUR DCF 9 

MODELS? 10 

A. I used the estimates of D1 (the expected dividend per share over the next year) 11 

from the February, 2007, Value Line Summary and Index. 12 

 13 

Growth Rates 14 

Q.   WHAT IS THE APPROPRIATE PERPETUAL, LONG-TERM GROWTH RATE 15 

TO BE USED IN THE DCF MODELS? 16 

A. I conclude that the appropriate growth rate ranges from 4.0 to no more than 5.5 17 

percent.  My perpetual growth rate analysis is supported by separate methods 18 

and available market expectations. 19 

Q. IS THE APPROPRIATE LONG-TERM GROWTH RATE AN IMPORTANT 20 

ISSUE? 21 

A. Yes.  My long-term growth estimates are based upon the analysis and review 22 

of the historic results regulated utility industry, financial analysts’ estimates of 23 

future growth, and sustainable growth rates estimates. 24 

                                                 
6 http://moneycentral.msn.com/investor/home.asp: Supplied by Standard & Poor’s ComStock, Inc. 
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Q. WHAT ARE THE METHODS YOU USED TO ESTIMATE LONG-TERM 1 

GROWTH?  2 

A. My growth rate analysis is derived by using separate supporting methods and 3 

available market expectations.  Specifically, I considered the following: 4 

   1.  Market Consensus Growth Rates (Financial Analysts’ Forecasts); 5 

   2.  Sustainable Growth; and, 6 

   3.  Historical Utility Growth Rates. 7 

   8 

Market Consensus (Analyst) Growth Rates 9 

Q. EXPLAIN HOW YOU USED THE MARKET CONCENSUS (ANALYST) 10 

GROWTH RATE METHOD. 11 

A. I began by reviewing the actual growth rates achieved by the comparable 12 

companies.  Then, I considered current forecasts of growth, including changes 13 

in dividend payout ratios.  In order to estimate reasonable future growth rates, I 14 

reviewed estimates from the following five major financial analysis services: 15 

Kiplinger’s; Firstcall; Zack’s; Reuters; and Value Line.  Using the analysts’ 16 

minimum and maximum estimates of 4.0 to 5.60 percent, I created a sensitivity 17 

analysis in the single and two-stage DCF models.  In the three-stage model, I 18 

provide a sensitivity analysis with implicit growth rates that range up to about 19 

5.6 percent. 20 

Q. HOW DID YOU ESTIMATE DIVIDEND GROWTH? 21 

A. Consistent with Staff’s past approach to the DCF method, I viewed past 22 

dividend growth as one potential indicator of the marginal investor’s 23 

expectations of future growth.  I analyzed the historical dividend growth of the 24 

comparable companies by looking at both the arithmetic and geometric 25 

averages of dividends, book value and earnings. 26 
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  I considered the historic growth rate in both earnings per share and 1 

book value, because, over time, a convergence among these measures is 2 

expected.   For a more detailed explanation of the convergence issue, please 3 

see Staff/403, Morgan/47. 4 

Q.   IS IT APPROPRIATE TO CONSIDER ANALYSTS’ FORECASTS OF 5 

GROWTH WITHIN THE DCF MODEL? 6 

A.   Yes.  Analyst estimates are explicitly designed to cover a discrete period.  7 

While I incorporate analysts’ forecasts, the estimates must be considered in 8 

light of estimates that are typically focused on the next five-year period.  Also, 9 

analysts may expect higher than “sustainable” growth rates at times, such as 10 

during a recession or major industry restructuring.  Thus, estimates should be 11 

considered in the light of current performance and not necessarily be used for 12 

the indefinite future.  Nonetheless, in the broad prospective they provide 13 

relevant information to consider in conducting a DCF analysis. 14 

  As such, the rates must be considered in light of other available 15 

evidence in order to support being used for “perpetual growth”.  The 16 

“sustainable growth” method, for example, is a useful tool to provide a cross-17 

check on analyst estimates.  I explore this in the next section of my testimony. 18 

Q. WHAT DO YOU CONCLUDE THE MARKET EXPECTS FOR GROWTH 19 

RATES? 20 

A. I conclude that all the actual growth rates and analysts’ forecasts for the next 21 

five years provide significant support for a growth rate of about five percent or 22 

less for the average company in the industry. 23 

   24 

Sustainable Growth 25 

Q.   PLEASE DESCRIBE THE SUSTAINABLE GROWTH METHOD.  26 
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A. The sustainable growth method is a minor variation of the “retention growth” 1 

method.  The retention growth is calculated by taking the product of the 2 

percentage of retained earnings and the rate of return on book equity.  The 3 

percentage of earnings retained (b), multiplied by the rate of return on equity 4 

(ROE), creates a long-horizon future growth estimate (g)   [g = b x ROE]. 5 

   The retention growth rate provides a useful check on the supportability 6 

of growth rates because it requires an explicit expectation regarding the 7 

sustainability of both ROEs and reinvestment rates (or, as the complementary 8 

factor, dividend payouts).   The combination of retention rates and ROEs 9 

necessary to produce a particular growth rate can be easily estimated.  10 

   The sustainable growth rate can be estimated by the “b x ROE” 11 

formula described above.  A variation on the model, designed with the 12 

assumption of on-going debt issuances to maintain a “balanced” capital 13 

structure while reinvesting a portion of the earnings (“plowback) is described 14 

below: 15 

 16 

 17 

 18 

 19 

 20 

 21 

 22 

 23 

 24 

   25 
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   Using this formula and assuming (1) the highest estimate that is 1 

expected as a long-run ROE for natural gas utilities of 11.0 to 12.5 percent and 2 

(2) a reasonable long-run expectation of dividend reinvestment of 30 to 40 3 

percent, results in a growth estimate of 3.3 to 5.3 percent.  The following table 4 

presents a summary of the calculations from this technique: 5 
 6 
 7 

SUSTAINABLE GROWTH RATE 
 

ROE 
Dividend 

Payout, “d” 
Retention Rate 

“b” = (1-“d”) 

 
ROE x “b” 

 [1- ROE x “b”] 
Expected 
Growth  

10.50% 70% 30% 3.15% 96.85% 3.25% 
11.00% 65% 40% 4.40% 95.60% 4.60% 
12.00% 60% 40% 4.80% 95.20% 5.04% 
12.50% 60% 40% 5.00% 95.00% 5.26% 

 8 

Q.  DO YOU HAVE ANYTHING ELSE TO ADD? 9 

A.   Yes.  Using Value Line’s estimate of future “earned” ROEs at about 12 percent, 10 

along with a 40 percent retention rate, provides a growth rate estimate of 4.8 11 

percent.  This forecasted growth rate is based upon the future expectations for 12 

the industry.  It takes into account the expected level of earnings retention as 13 

well as expected long-run returns on equity for the industry.  It should be noted 14 

that the ROE that is forecast by Value Line includes the contribution to earnings 15 

from activities other than rate-regulated activities, and includes the accretive 16 

effect of on-going share issuances at prices above book value. 17 

 18 

Historic Utility Growth Rates 19 

Q.   IS THERE HISTORIC INFORMATION AVAILABLE REGARDING THE 20 

ACTUAL GROWTH RATES OF THE COMPARABLE COMPANIES? 21 
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A.   Yes.  Over the past decade, the comparable companies have achieved a 1 

median growth in book value, earnings per share, and dividends of less than 2 

5.5 percent (average less than 5.0 percent.) 3 

Q. SHOULD THE COMMISSION GIVE ANY WEIGHT TO THE HISTORIC 4 

GROWTH IN THIS CASE? 5 

A. Yes.  Because there is no evidence that this historic period was the result of 6 

unfair earnings performance, it could provide guidance judging future growth 7 

expectations.  The historic dividend growth reflects the comparable companies’ 8 

economic performance and dividend policies.  If historic dividend growth is 9 

relatively stable, one would assume that the historic dividend growth would 10 

continue all else being equal.  11 

   The comparable companies’ historic growth, coupled with Value Line’s 12 

average forecast of about five percent growth in earnings over the next five-13 

year period, supports an expected long-term growth rate near five percent.  A 14 

factor that would tend to place greater reliance on the higher-end of the range, 15 

however, relates to changes in the dividend retentions.  As more earnings are 16 

withheld and reinvested in a company, the growth rate would increase, all else 17 

equal. 18 

Q.   IF THE DCF MODELS USE DIVIDEND GROWTH, WHY WOULD ONE 19 

CONSIDER GROWTH IN BOOK VALUE OR GROWTH IN EARNINGS? 20 

A.  Over the long run, there can be no growth in dividends per share without 21 

growth in earnings per share unless companies have higher payout ratios.  22 

Both earnings and dividend expectations have a significant influence on the 23 

market prices.  By considering earnings growth rates in the DCF analysis, a link 24 

is provided between investors’ market appreciation expectations and the 25 
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growth rate component of the DCF models.  Over the long run, a convergence 1 

among these measures of growth is a required assumption. 2 

Q.  DO YOU HAVE ADDITIONAL INFORMATION ON THE HISTORIC GROWTH 3 

RATES FROM THE COHORT SAMPLE YOU HAVE SELECTED? 4 

A. Yes, based upon Value Line’s most current data, the following tables detail 5 

historic growth in cash flow, earnings per share, dividends, and book value.  6 

The last table provides Value Line’s forecasts for these same financial metrics. 7 

   From this data, book value and earnings growth rates over the past 8 

five and ten year periods have ranged from about 4.5 to 6.0 percent.  Dividends 9 

have grown more slowly, at about 2.5 percent. 10 

HISTORIC 10-YEAR GROWTH RATES 11 

 12 

 13 

 14 

 15 

 16 

 17 

 18 

 19 

HISTORIC 5-YEAR GROWTH RATES 20 

 21 

 22 

 23 

 24 

 25 

 26 

EPS DIV BV
AGL Resources               6.50% 1.50% 5.50%
Atmos Energy                  4.00% 3.00% 6.50%
Laclede Group                 2.50% 1.00% 3.00%
New Jersey Resources    7.50% 3.00% 6.50%
Nicor Inc.                    1.00% 4.00% 3.00%
Northwest Nat. Gas         1.50% 1.00% 4.00%
Piedmont Natural Gas     5.50% 5.50% 6.50%
South Jersey Inds.           8.00% 1.50% 5.50%
WGL Holdings Inc.          4.50% 1.50% 4.00%

Average 4.6% 2.4% 4.9%
Median 4.5% 1.5% 5.5%

EPS DIV BV
AGL Resources                13.50% 2.00% 8.50%
Atmos Energy                  6.50% 2.00% 8.50%
Laclede Group                 4.50% 0.50% 2.50%
New Jersey Resources    8.00% 3.50% 8.50%
Nicor Inc.                    -3.50% 3.50% 1.50%
Northwest Nat. Gas          5.00% 1.00% 3.50%
Piedmont Natural Gas      5.00% 5.00% 6.50%
South Jersey Inds.           11.50% 2.50% 13.00%
WGL Holdings Inc.           6.00% 1.50% 3.00%

Average 6.3% 2.4% 6.2%
Median 6.0% 2.0% 6.5%
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FORECAST (EX-ANTE) 5-YEAR GROWTH RATES 1 

 The following table provides Value Line’s current growth rate forecasts.  A 2 

reasonable growth rate estimate for the group is about 4.0 to 5.0 percent. 3 

 4 

 5 

 6 

 7 

 8 

 9 

 10 

Q. ARE THERE MACROECONOMIC FACTORS, OTHER THAN CHANGES IN 11 

INTEREST RATES,7 THAT SHOULD BE CONSIDERED? 12 

A. Yes.  The implications of the tax cut program enacted in 2003 lowered dividend 13 

taxes, which is especially relevant for public utilities, which generally pay a 14 

large amount of dividends.  With this reduction, the equity investor would be 15 

expected to bid up the price, all else being equal.  This change would be 16 

expected to significantly contribute to the price of shares in high-dividend 17 

paying companies; thereby, reducing the required rate of return. 18 

  The 2005 Financial Review, “Annual Report of the U.S. Shareholder-19 

owned Electric Utility Industry, Edison Electric Institute”8 supports the assertion 20 

that the dividend tax-reduction has the effect of increasing access to capital, as 21 

well as lowering the required returns: 22 
 23 

 The electric utility industry, known for its history of paying a 24 

strong dividend, continues to benefit from The Jobs and 25 

                                                 
7 Expected changes in interest rates are included in my analysis.  For more information on interest 
rates, please refer to Staff/1003, Morgan/3. 
8  http://www.eei.org/industry_issues/finance_and_accounting/finance/research_and_analysis/financial_review/FinancialReview.pdf, page 21 

EPS DIV BV
AGL Resources                4.00% 6.50% 6.50%
Atmos Energy                  6.50% 1.50% 4.00%
Laclede Group                 5.00% 2.50% 7.50%
New Jersey Resources    4.50% 4.50% 8.50%
Nicor Inc.                    4.00% 1.00% 4.50%
Northwest Nat. Gas          7.00% 4.50% 4.00%
Piedmont Natural Gas      6.00% 5.50% 4.50%
South Jersey Inds.           7.00% 6.00% 6.00%
WGL Holdings Inc.           1.50% 2.00% 3.50%

Average 5.1% 3.8% 5.4%
Median 5.0% 4.5% 4.5%
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Growth Tax Relief Reconciliation Act of 2003. The Act reduced 1 

individual tax rates on dividends to 15% for most tax brackets 2 

and to 5% for the lowest two brackets. These tax rate 3 

reductions provide an advantage for dividend paying stocks 4 

over bonds, as bond interest is still taxed as ordinary income. 5 

In May 2006, Congress extended the tax break an additional 6 

two years, through the end of 2010. The reduction of individual 7 

tax rates on dividends has clearly supported utility share 8 

values by improving the net after-tax return to shareholders. 9 

  From the dividend paying company’s perspective, a 10 

higher stock price reduces the number of shares required to 11 

raise a targeted amount of equity capital, therefore reducing 12 

the aggregate dividend payment required to service the newly 13 

issued shares—an especially attractive benefit for this capital-14 

intensive industry. 15 

 16 

Sensitivity Analysis 17 

Q. WHAT IS THE RANGE OF COST OF EQUITY RESULTS INDICATED BY 18 

THE 40-YEAR DCF MODEL? 19 

A. Based on the more equity-capitalized structure of the sample, the following 20 

table provides a range of results, indicating the cost of equity that could be 21 

generated in the 3-stage, 40-year DCF.  This table reflects a range of retention 22 

rates of 40 percent to 45 percent and ROEs as high as 13.0 percent.  Value 23 

Line estimated the industry average ROE and retention rates at 12.0 percent 24 

and 60 percent, respectively.  See Staff/403 Morgan/52.  This compares to 25 

Cascade actual forecasts of 11 percent and 61 percent.  See Staff/403 26 

Morgan/55.  Therefore, Cascade could be expected to grow less than the 27 
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company sample, or 4.3 percent, compared to a five percent estimate for the 1 

industry. 2 

SENSITIVITY ANALYSIS, EXPECTED COST OF EQUITY 3 
Growth Rate 5.18% 5.40% 5.63% 5.85% 
Cost of Equity 8.62% 8.95% 9.27% 9.59% 

 4 

Check of Reasonableness 5 

Q.  DID YOU CONSIDER OTHER EXPECTATIONS FOR ROES? 6 

A.  Yes. Expectations for ROE decisions are under 10.0 percent, and potentially as 7 

low as 9.0 percent. See Staff/403 Morgan/61. 8 

Q.  HOW DID YOU DETERMINE THE REASONABLENESS OF YOUR 9 

CONCLUSION? 10 

A.  I provided various reports indicating what overall market returns are expected 11 

to be over the foreseeable future. These figures range as low as about eight 12 

percent and as high as 11 percent. The highest overall market expectations 13 

can be viewed as an absolute upper limit as compared to a reasonable, 14 

required ROE for the public utility sector. 15 

Q.  WHY DOES THE OVERALL MARKET RETURN SET THE CEILING FOR 16 

THE INDUSTRY? 17 

A.  Regulated public utilities have lower risk than the overall market and should 18 

have returns lower than that required by the market in general. This notion is 19 

well-founded. Because the average Beta9 is lower than 1.0, equity returns for 20 

regulated public utilities would necessarily be lower than that of the market. The 21 

CAPM framework requires a “risk-free rate”, a market risk premium, and 22 

estimates of Beta. This evidence is useful as a check of reasonableness. 23 

                                                 
9 See Staff/403 Morgan/29 for a discussion of Beta and the CAPM Model. 
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Q.  WHAT DOES THIS IMPLY ABOUT THE COST OF EQUITY FOR 1 

REGULATED UTILITIES? 2 

A.  Staff’s historic CAPM practice employs some technical adjustments; I will 3 

simplify the process for calculating the model. 4 

  The current 10-year Treasuries rate (typically regarded as the “risk-5 

free” rate) is about five percent.   This figure suffices for the “risk-free” rate, 6 

although it should be noted that actual 10-year Treasury rates are about 20 7 

basis points lower as of the beginning of February. 8 

  As I mentioned earlier, the market return is expected to be no greater 9 

than 11.0 percent and likely as low as 10 percent. Based on a return of 11 10 

percent, the market risk premium would be six percent (11.0% – 5.0% = 6.0%). 11 

  I will use a Beta of 0.80, which is the average of the sample group’s 12 

Betas, as published by Value Line.10 Therefore, the sample group’s risk 13 

premium is 4.8 percent (6.0% x .80 = 4.80%). Adding this public utility risk 14 

premium to the current 4.8 percent risk-rate indicates an COE of 9.6 percent 15 

(4.8% + 4.8% = 9.6%). Using the 10 percent market return to set a lower 16 

bound, the results would be a 4.0 percent risk premium (5.0% x .80) and an 17 

COE of 8.8 percent. These indications bracket a 9.00 percent cost of equity, for 18 

a utility with the cohort sample’s capital structure, and accordingly, a 10.0 19 

percent cost of equity for a utility with Cascade’s capital structure. This analysis 20 

provides a useful check of reasonableness. 21 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 22 

A. Yes. 23 

                                                 
10 Whether Value Line’s Beta is the most reflective for use in the CAPM has been debated. It likely 
provides an upper bound of reasonable Betas, depending on the measurement process. Because 
Value Line’s Beta calculations are independent and publicly available, they are reasonable for this 
discussion. 
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WITNESS QUALIFICATIONS STATEMENT 
 
 
NAME:  Thomas D. Morgan 
 
EMPLOYER:  Public Utility Commission of Oregon 
 
TITLE:  Senior Financial Economist, Economic & Policy Analysis 
 
ADDRESS:  550 Capitol St NE Suite 215, Salem, Oregon 97301-2551. 
 
EDUCATION:  Bachelor of Science in Business Administration, Finance; 

1993, University of Oregon, Eugene, Oregon summa cum 
laude.  I have also completed coursework in the Master of 
Science in Finance program through the University of 
Leicester (UK). 

 
 
RELEVANT WORK 
EXPERIENCE:  Since August 2001, I have been employed by the Public 

Utility Commission of Oregon as a financial analyst in the 
Economic Research & Financial/Policy Analysis Division.  
Current responsibilities include conducting research and 
providing technical support for cost of equity issues for 
electric, telecommunications, and gas utilities.   

 
   From October 1997 to August 2001, I worked for the Oregon 

Department of Revenue as a Senior Appraiser Analyst in the 
Utility Program, Valuation Section of the Property Tax 
Division. Duties included appraising a variety of public utility 
and transportation properties.  The valuation process 
included developing cost of capital studies for use in the 
discounting of cash flows in the Income Capitalization 
Approach to value.  Duties included valuation of the property 
owned by gas, electric, telecommunication and airline 
companies. 

 
   I am a certified general property appraiser and have been 

involved in the valuation of commercial properties since 
1993. 
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STAFF UG 173 CHRISS 500.DOC 

Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS 1 

ADDRESS. 2 

A. My name is Steve W. Chriss.  My business address is 550 Capitol Street NE 3 

Suite 215, Salem, Oregon 97301-2551.  I am employed by the Public Utility 4 

Commission of Oregon (OPUC or the Commission) as a Senior Utility Analyst 5 

in the Electric and Natural Gas Division. 6 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK 7 

EXPERIENCE. 8 

A. My Witness Qualification Statement is found in Exhibit Staff/501.  I have 9 

previously testified in UX 29, all three phases of UM 1129, UE 179, and UE 10 

180/UE 181/UE 184. 11 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 12 

A. I discuss rate spread and rate design issues.  13 

Q. HAVE YOU PERFORMED AN INCREMENTAL OR MARGINAL COST 14 

STUDY FOR THIS DOCKET? 15 

A. No.   16 

Q. STAFF IS PROPOSING A REVENUE REQUIREMENT DECREASE IN THIS 17 

PROCEEDING.  WHAT IS YOUR RECOMMENDATION FOR HOW THIS 18 

DECREASE SHOULD BE SPREAD AMONG CUSTOMER CLASSES? 19 

A. Optimally, the decrease should be spread in a way that brings each customer 20 

class towards paying its cost of service and that minimizes cross-subsidization 21 

between customer classes.  However, due to the size of staff’s proposed 22 
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decrease, the potential for the minimization of cross-subsidization may in itself 1 

be minimal.   2 

Q. GIVEN THE ABSENCE OF A COST STUDY AND THE SIZE OF STAFF’S 3 

PROPOSED DECREASE, DOES STAFF HAVE A SPECIFIC PROPOSAL 4 

FOR RATE SPREAD? 5 

A. Yes.  The reduction in revenue requirement should be spread among all 6 

customer classes as an equal percent of margin.  This will result in a rate 7 

reduction for all customer classes.   8 

This is a simple solution that is not unprecedented; the stipulated rate 9 

spread in UG 152 was an equal percent of margin increase.  See Order 03-507 10 

at 9.   11 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 12 

A. Yes. 13 
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WITNESS QUALIFICATIONS STATEMENT 
 

 
NAME:  STEVE W. CHRISS 
 
EMPLOYER:  PUBLIC UTILITY COMMISSION OF OREGON 
 
TITLE:  SENIOR UTILITY ANALYST 
 
ADDRESS:  550 CAPITOL ST. NE, SUITE 215, SALEM, OR  97310-1380 
 
EDUCATION: Masters of Science degree, Agricultural Economics, from 

Louisiana State University (2001). 
 
 Bachelor of Science degree, Agricultural Development, from 

Texas A&M University (1997). 
 
 Bachelor of Science degree, Horticulture, from Texas A&M 

University (1997). 
 
EXPERIENCE: Employed with the Public Utility Commission of Oregon (OPUC) 

as a Senior Utility Analyst in the Electric and Natural Gas 
Division.  Previously employed with the OPUC as an Economist 
in the Economic Research and Financial Analysis Division from 
June, 2003 through February, 2006.  Previously submitted 
testimony as the lead witness in Oregon docket UX 29 and as a 
supporting witness in Oregon dockets UE 179, UE 180/UE 
181/UE 184, and UM 1129. 

 
Employed as an Analyst and Senior Analyst at the Houston office 
of Econ One Research, Inc., a Los Angeles-based economic and 
regulatory consulting firm, between 2001 and 2003.  Worked on 
regulatory and market issues in electricity, natural gas, and oil in 
both domestic and international markets.   
 
Employed by North Harris College in Houston as an adjunct 
microeconomics instructor from January through May 2003. 
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