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RGC RESOURCES, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

Unaudited

March 31, September 30,

2018 2017
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $4,846,574 $69,640
Accouqts receivable (less allowance for uncollectibles of $339,186 and $99,456, 8.769.365 3.492.703
respectively)
Materials and supplies 1,148,522 1,021,191
Gas in storage 1,867,909 7,701,894
Prepaid income taxes — 1,796,825
Interest rate swap 74,342 26,777
Other 1,825,888 1,576,574
Total current assets 18,532,600 15,685,604
UTILITY PROPERTY:
In service 208,220,936 204,223,714

Accumulated depreciation and amortization

(61,341,382 ) (59,765,987 )

In service, net 146,879,554 144,457,727

Construction work in progress 8,715,343 3,470,244

Utility plant, net 155,594,897 147,927,971

OTHER ASSETS:

Regulatory assets 11,803,415 11,796,260

Investment in unconsolidated affiliate 11,980,606 7,445,106

Interest rate swap 192,049 90,066

Other 425,339 190,064
Total other assets 24,401,409 19,521,496

TOTAL ASSETS $198,528,906 $183,135,071




Edgar Filing: RGC RESOURCES INC - Form 10-Q

RGC RESOURCES, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES:
Dividends payable
Accounts payable
Capital contributions payable
Customer credit balances
Income taxes payable
Customer deposits
Accrued expenses
Over-recovery of gas costs
Rate refund
Total current liabilities
LONG-TERM DEBT:
Notes payable
Line-of-credit
Less unamortized debt issuance costs
Long-term debt net of unamortized debt issuance costs

DEFERRED CREDITS AND OTHER LIABILITIES:
Asset retirement obligations
Regulatory cost of retirement obligations
Benefit plan liabilities
Deferred income taxes
Regulatory liability - deferred income taxes

Total deferred credits and other liabilities
STOCKHOLDERS’ EQUITY:

Common stock, $5 par value; authorized 10,000,000 shares; issued and outstanding

7,975,392 and 7,240,846, respectively

Preferred stock, no par, authorized 5,000,000 shares; no shares issued and outstanding

Capital in excess of par value

Retained earnings

Accumulated other comprehensive loss

Total stockholders’ equity

TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY
See notes to condensed consolidated financial statements.

Unaudited
March 31,
2018

$1,235,997
5,453,483
1,445,836
550,021
84,570
1,540,157
2,559,454
2,398,780
821,343
16,089,641

55,763,200
(272,884
55,490,316

6,199,822
10,601,801
7,701,834
11,403,992
11,742,274
47,649,723

39,876,960

12,617,409
27,909,201
(1,104,344
79,299,226

$198,528,906 $183,135,071

September 30,

2017

$1,050,281
5,122,899
1,055,504
1,220,578
1,471,960
3,006,936
1,438,074

14,366,232

43,812,200

17,791,760
) (291,949

61,312,011

6,069,993
10,055,189
8,214,326
23,076,848

47,416,356

36,204,230

292,485

24,746,021
) (1,202,264

60,040,472
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RGC RESOURCES, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

FOR THE THREE-MONTH AND SIX-MONTH PERIODS ENDED MARCH 31, 2018 AND 2017
UNAUDITED

Three Months Ended Six Months Ended March

March 31, 31,

2018 2017 2018 2017
OPERATING REVENUES:
Gas utilities $24,608,576 $21,662,624 $43,128,570 $40,174,957
Other 309,397 237,389 545,454 513,641
Total operating revenues 24917973 21,900,013 43,674,024 40,688,598
COST OF SALES:
Gas utilities 13,743,277 10,936,248 23,304,683 20,183,100
Other 167,987 134,035 289,197 284,863
Total cost of sales 13,911,264 11,070,283 23,593,880 20,467,963
GROSS MARGIN 11,006,709 10,829,730 20,080,144 20,220,635
OTHER OPERATING EXPENSES:
Operations and maintenance 3,458,256 3,193,526 6,655,367 6,585,354
General taxes 506,857 481,268 973,179 922,342
Depreciation and amortization 1,734,878 1,565,729 3,469,756 3,141,457
Total other operating expenses 5,699,991 5,240,523 11,098,302 10,649,153
OPERATING INCOME 5,306,718 5,589,207 8,981,842 9,571,482
Equity in earnings of unconsolidated affiliate 191,513 93,625 340,324 178,165
Other (income) expense, net (11,315 ) 10,570 4,817 14,282
Interest expense 633,186 469,480 1,245,831 928,001
INCOME BEFORE INCOME TAXES 4,876,360 5,202,782 8,071,518 8,807,364
INCOME TAX EXPENSE 1,410,431 1,977,583 2,546,127 3,349,947
NET INCOME $3,465,929 $3,225,199 $5,525,391 $5,457,417
BASIC EARNINGS PER COMMON SHARE $0.47 $0.45 $0.76 $0.76
DILUTED EARNINGS PER COMMON SHARE $0.47 $0.45 $0.75 $0.76
DIVIDENDS DECLARED PER COMMON SHARE $0.1550 $0.1450 $0.3100 $0.2900

See notes to condensed consolidated financial statements.
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RGC RESOURCES, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

FOR THE THREE-MONTH AND SIX-MONTH PERIODS ENDED MARCH 31, 2018 AND 2017
UNAUDITED

Three Months Ended Six Months Ended

March 31, March 31,

2018 2017 2018 2017
NET INCOME $3,465,929 $3,225,199 $5,525,391 $5,457,417
Other comprehensive income (loss), net of tax:
Interest rate swap 61,773 3,508 106,418 98,636
Defined benefit plans (4,249 ) 39,742 (8,498 ) 79,484
OTHER COMPREHENSIVE INCOME, NET OF TAX 57,524 43,250 97,920 178,120
COMPREHENSIVE INCOME $3,523,453 $3,268,449 $5,623,311 $5,635,537

See notes to condensed consolidated financial statements.
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RGC RESOURCES, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE SIX-MONTH PERIODS ENDED MARCH 31, 2018 AND 2017
UNAUDITED

CASH FLOWS FROM OPERATING ACTIVITIES:

Net income

Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization

Cost of removal of utility plant, net

Stock option grants

Equity in earnings of unconsolidated affiliate

Changes in assets and liabilities which used cash, exclusive of changes and noncash
transactions shown separately

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:

Additions to utility plant and nonutility property

Investment in unconsolidated affiliate

Proceeds from disposal of equipment

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:

Proceeds from issuance of notes payable

Borrowings under line-of-credit agreement

Repayments under line-of-credit agreement

Debt issuance costs

Proceeds from issuance of stock (734,546 and 41,995 shares, respectively)
Cash dividends paid

Net cash provided by financing activities

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS
BEGINNING CASH AND CASH EQUIVALENTS

ENDING CASH AND CASH EQUIVALENTS

SUPPLEMENTAL CASH FLOW INFORMATION:

Interest paid

Income taxes paid

See notes to condensed consolidated financial statements.
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Six Months Ended March
31,
2018 2017

$5,525,391 $5,457,417

3,531,558 3,202,180
(126,686 ) (145,543 )
— 49,188
(340,324 ) (178,165 )
2,058,589 3,259,071
10,648,528 11,644,148

(10,065,690) (11,397,451)
(3,804,844 ) (920,036 )
18,541 9,639

(13,851,993) (12,307,849

11,951,000 8,000,000
19,533,761 21,425,539
(37,325,521) (27,521,746)
— (16,674 )
15,997,654 698,922
(2,176,495 ) (2,019,492 )

7,980,399 566,549
4,776,934 (97,151 )
69,640 643,252

$4,846,574 $546,101

$1,014,517 $840,843
635,000 (175,000 )
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RGC RESOURCES, INC. AND SUBSIDIARIES

CONDENSED NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
UNAUDITED

1.Basis of Presentation

RGC Resources, Inc. is an energy services company primarily engaged in the sale and distribution of natural gas. The
consolidated financial statements include the accounts of RGC Resources, Inc. ("Resources" or the "Company") and
its wholly owned subsidiaries: Roanoke Gas Company; Diversified Energy Company; and RGC Midstream, LLC.

In the opinion of management, the accompanying unaudited condensed consolidated financial statements contain all
adjustments (consisting of only normal recurring accruals) necessary to present fairly Resources' financial position as
of March 31, 2018 and the results of its operations, cash flows and comprehensive income for the three and six
months ended March 31, 2018 and 2017. The results of operations for the three and six months ended March 31, 2018
are not indicative of the results to be expected for the fiscal year ending September 30, 2018 as quarterly earnings are
affected by the highly seasonal nature of the business and weather conditions generally result in greater earnings
during the winter months.

The unaudited condensed consolidated interim financial statements and condensed notes are presented as permitted
under the rules and regulations of the Securities and Exchange Commission. Pursuant to those rules, certain
information and note disclosures normally included in the annual financial statements prepared in accordance with
generally accepted accounting principles have been condensed or omitted, although the Company believes that the
disclosures are adequate to make the information not misleading. Therefore, the condensed consolidated financial
statements and condensed notes should be read in conjunction with the financial statements and notes contained in the
Company’s Form 10-K for the year ended September 30, 2017. The September 30, 2017 balance sheet was included in
the Company’s audited financial statements included in Form 10-K.

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.

The Company’s significant accounting policies are described in Note 1 to the consolidated financial statements in
Form 10-K for the year ended September 30, 2017. Newly adopted and newly issued accounting standards are
discussed below.

Recently Issued or Adopted Accounting Standards

In May 2014, the FASB issued ASU 2014-09, Revenue from Contracts with Customers (Topic 606) that affects any
entity that enters into contracts with customers for the transfer of goods or services or transfer of non-financial assets.
This guidance supersedes the revenue recognition requirements in Topic 605, Revenue Recognition, and most
industry-specific guidance. The core principle of the new guidance is that an entity should recognize revenue to depict
the transfer of promised goods or services to customers in an amount that reflects the consideration to which the entity
expects to be entitled in exchange for those goods or services. To achieve that core principle, an entity should apply
the following steps: (1) identify the contract with the customer, (2) identify the performance obligations in the
contract, (3) determine the transaction price, (4) allocate the transaction price to the performance obligations in the
contract, and (5) recognize revenue when, or as, the entity satisfies the performance obligation. In August 2015, the
FASB issued ASU 2015-14 that deferred the effective date of this guidance by one year making the standard effective
for the Company's annual reporting period ending September 30, 2019 and interim periods within that annual period.
As of March 31, 2018, the Company is not anticipating a material impact to its financial position, results of operations
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or cash flows upon adoption; however, it anticipates the potential for significant new disclosures as a result of the
guidance. The Company plans to adopt the new guidance in the first quarter of Fiscal 2019 using the modified
retrospective approach.

In January 2016, the FASB issued ASU 2016-01, Financial Instruments - Overall: Recognition and Measurement of
Financial Assets and Financial Liabilities. The ASU enhances the reporting model for financial instruments to provide
users of the financial statements with more useful information through several provisions, including the following: (1)
requires equity investments, excluding investments accounted for under the equity method, be measured at fair value
with changes in fair value recognized in net income, (2) simplifies the impairment assessment of equity investments
without readily determinable fair values, (3) eliminates the requirement to disclose the method(s) and significant
assumptions used to estimate the fair value that is required to be disclosed for financial instruments measured at
amortized cost on the balance sheet, (4) requires entities to use the exit price notion when measuring the fair value of
financial instruments for disclosure purposes, and (5) requires separate presentation of financial assets and financial
liabilities by measurement category and form of financial asset on the

6
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balance sheet or the accompanying notes to the financial statements. The new guidance is effective for the Company
for the annual reporting period ending September 30, 2019 and interim periods within that annual period.
Management has not completed its evaluation of the new guidance. However, the Company does not currently expect
the new guidance to have a material effect on its financial position, results of operations or cash flows.

In February 2016, the FASB issued ASU 2016-02, Leases. The ASU leaves the accounting for leases mostly
unchanged for lessors, with the exception of targeted improvements for consistency; however, the new guidance
requires lessees to recognize assets and liabilities for leases with terms of more than 12 months. The ASU also revises
the definition of a lease as a contract, or part of a contract, that conveys the right to control the use of identified
property, plant or equipment for a period of time in exchange for consideration. Consistent with current GAAP, the
presentation and cash flows arising from a lease by a lessee will primarily depend on its classification as a finance or
operating lease. In contrast, the new ASU requires both types of leases to be recognized on the balance sheet. In
addition, the new guidance includes quantitative and qualitative disclosure requirements to aid financial statement
users in better understanding the amount, timing and uncertainty of cash flows arising from leases. The new guidance
is effective for the Company for the annual reporting period ending September 30, 2020 and interim periods within
that annual period. Early adoption is permitted. Management has not completed its evaluation of the new guidance;
however, the Company has completed its inventory of leases and does not currently expect the new guidance to have a
material effect on its financial position, results of operations or cash flows.

In January 2017, the FASB issued ASU 2017-03, Accounting Changes and Error Corrections and Investments -
Equity Method and Joint Ventures. This update adds the text of the SEC Staff Announcement, Disclosure of the
Impact That Recently Issued Accounting Standards Will Have on the Financial Statements of a Registrant When Such
Standards Are Adopted in a Future Period (in accordance with Staff Accounting Bulletin Topic 11.M) as paragraph
250-10-S99-6. Related specifically to ASU 2014-09, ASU 2016-02 and ASU 2016-13, an SEC registrant should
evaluate ASUs that have not yet been adopted to determine and include appropriate financial disclosures and MD&A
discussions, including consideration of additional qualitative disclosures, to assist financial statement readers in
assessing the significance of impact on adoption. The new guidance is effective immediately. The nature of this
guidance relates to the effectiveness and quality of disclosures related to ASUs not yet adopted; however, there is no
effect on the Company's financial position, results of operations or cash flows.

In March 2017, the FASB issued ASU 2017-07, Compensation - Retirement Benefits. The primary objective of this
guidance is to improve the financial statement presentation of net periodic pension and postretirement benefit costs;
however, it also changes which cost components are eligible for capitalization. The amendments in the ASU require
that an employer report the service cost component in the same line item or items as other compensation costs arising
from services rendered by the employees during the period. The other components of net benefit cost are required to
be presented in the income statement separately from the service cost component and, if a subtotal for income from
operations is presented, outside of income from operations. In addition, the ASU allows only the service cost
component of periodic benefit cost to be eligible for capitalization when applicable. This change to capitalization
eligibility differs from the treatment currently applied by the Company. The new guidance is effective for the
Company for the annual reporting period ending September 30, 2019 and interim periods within that annual period.
Early adoption is permitted. Management is in the process of evaluating the new guidance. The regulatory body in the
Company's service jurisdiction requires the capitalization of all cost components included in net benefit costs. As a
result, the Company may have to establish regulatory assets for those costs now excluded from capitalization under
this ASU. The Company is in discussions with its regulatory body, the State Corporation Commission of Virginia,
regarding the expected treatment of those costs. Although the ultimate disposition of these other components of net
periodic benefit costs has not been determined, management expects the new guidance may have a material effect on
the Company's consolidated financial statements when adopted.

10
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In August 2017, the FASB issued ASU 2017-12, Derivatives and Hedging: Targeted Improvements to Accounting For
Hedging Activities. The ASU is meant to simplify recognition and presentation guidance in an effort to improve
financial reporting of cash flow and fair value hedging relationships to better portray the economic results of an
entity's risk management activities. This is achieved through changes to both the designation and measurement
guidance for qualifying hedging relationships, as well as changes to the presentation of hedge results. The new
guidance is effective for the Company for the annual reporting period ending September 30, 2020 and interim periods
within that annual period. Early adoption is permitted. Management has not completed its evaluation of the new
guidance; however, it does not currently expect the new guidance to have a material effect on its financial position,
results of operations or cash flows.

In February 2018, the FASB issued ASU 2018-02, Income Statement - Reporting Comprehensive Income (Topic 220)
- Reclassification of Certain Tax Effects from Accumulated Other Comprehensive Income. The ASU provides the
option to reclassify stranded tax effects within AOCI to retained earnings in each period in which the effects of the
change in the U.S. federal corporate income tax rate, per the Tax Cuts and Jobs Act, is recorded. The new guidance is
effective for the Company for the annual reporting period ending September 30, 2020 and interim periods within that
annual period. Early

7

11



Edgar Filing: RGC RESOURCES INC - Form 10-Q

adoption is permitted. Management has not completed its evaluation of the new guidance; however, it believes the
new guidance will improve the presentation of AOCI by removing the stranded tax effects related to tax reform and
transferring the amount to retained earnings. Management does not currently expect the new guidance to have a
material effect on its financial position, results of operations or cash flows.

Other accounting standards that have been issued by the FASB or other standard-setting bodies are not currently
applicable to the Company or are not expected to have a material impact on the Company’s financial position, results
of operations or cash flows.

2.Stock Issue

In March 2018, the Company issued 700,000 shares of common stock resulting in proceeds of $15,114,823 net of
underwriting and other expenses. The Company issued the common stock to strengthen its balance sheet by increasing
the equity component of its total capitalization ratio. The net proceeds were invested in Roanoke Gas to supplement
the funding of its infrastructure improvement and replacement programs.

3.Income Taxes

On December 22, 2017, the Tax Cuts and Jobs Act, ("Tax Act") became law. The most significant impact of the new
law is the reduction of the maximum corporate federal income tax rate from 35% to 21% beginning January 1, 2018.
As the Company is a fiscal year taxpayer, the Company will have a transition or blended rate of 24.3% determined
based on the number of days of the Company's fiscal year at 34% and the number of days in the year at 21%.

Under the provisions of ASC 740 - Income Taxes, the deferred tax assets and liabilities of the Company must be
revalued to reflect the reduction in the federal tax rate. Furthermore, revaluing the deferred tax balances to the ultimate
21% federal tax rate required the Company to project the deferred tax activity for the balance of the year and to
estimate the impact to current taxes based on the valuation adjustments to this activity.

In accordance with the guidance provided by the SEC Staff Accounting Bulletin ("SAB") 118, the Company has made
reasonable estimates of the effect of the tax rate change on its deferred tax assets and liabilities. The Company has
reduced the net deferred tax liability by $11,533,986 to revalue the liability from a 34% federal tax rate to a 21%
federal tax rate. $11,742,274 related to Roanoke Gas and was reclassified to a regulatory liability as discussed in Note
4, while $208,288 was charged to income tax expense during the first quarter related to the unregulated operations of
the Company. These estimates are subject to further clarification of provisions of the Tax Act and regulatory
approvals from Roanoke Gas' regulatory body.

4.Rates and Regulatory Matters

The State Corporation Commission of Virginia (“SCC”) exercises regulatory authority over the natural gas operations of
Roanoke Gas. Such regulation encompasses terms, conditions and rates to be charged to customers for natural gas
service; safety standards; extension of service; and accounting and depreciation.

As referenced in Note 3, the Tax Act provides for a reduction in the federal corporate tax rate to 21%. The Company
has revalued its deferred tax assets and liabilities to reflect the new federal tax rate. Under the provisions of ASC 740,
the corresponding adjustment to deferred income taxes generally flows through to income tax expense. For rate
regulated entities such as Roanoke Gas, these excess deferred taxes were originally recovered from its customers
based on billing rates derived using a federal income tax rate of 34%. Therefore, the adjustment to the net deferred tax
liabilities of Roanoke Gas, to the extent such net deferred tax liabilities are attributable to rate base or cost of service
for customers, are refundable to customers. Roanoke Gas established a regulatory liability in the amount of

12
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$11,742,274 related to these excess deferred income taxes.

With the implementation of the Tax Act, the Company has a blended federal tax rate of 24.3% for the current fiscal
year. On January 8, 2018, the SCC issued a directive requiring the accrual of a regulatory liability for excess revenues
collected from customers attributable to the higher federal income tax rate, currently included as a component of
customer billing rates, until such time as the SCC approves lower billing rates incorporating the lower tax rate. As of
March 31, 2018, the Company recorded a reduction to revenue and established a regulatory liability in the amount of
$821,343 reflecting the estimated excess revenue collected from customers since October 1, 2017. The reduction in
the estimated excess revenues is expected to correlate with a similar reduction in corporate income tax expense for the
regulated operations of Roanoke

8
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RGC RESOURCES, INC. AND SUBSIDIARIES

Gas for the fiscal year. However, the impact to revenues and tax expense on a quarterly basis is subject to variability
and will result in variations in net income with the corresponding quarters in the prior fiscal year. This refund of
excess revenue as well as the regulatory liability related to the excess deferred taxes on Roanoke Gas are estimates
based on the best information currently available. These estimates will be adjusted as necessary in future financial
statements once the SCC completes their review and issues a final order. The amount and timing of the refunds will
ultimately be determined by the SCC.

5.Other Investments

In October 2015, the Company, through its wholly-owned subsidiary, RGC Midstream, LLC ("Midstream"), acquired
a 1% equity interest in the Mountain Valley Pipeline, LLC (the “LLC”).

The LLC was established to construct and operate a natural gas pipeline originating in northern West Virginia and
extending through south central Virginia. The proposed pipeline will have the capacity to transport approximately 2
million decatherms of natural gas per day. The pipeline has received Federal Energy Regulatory Commission
("FERC") approval and construction activities are currently underway.

The total project cost is estimated to be approximately $3.5 billion. The Company's 1% equity interest in the LLC will
require a total estimated cash investment of approximately $35 million, by periodic capital contributions throughout
the design and construction phases of the project. On a quarterly basis, the LLC issues a capital call notice, which
specifies the capital contributions to be paid over the subsequent 3 months. As of March 31, 2018, the Company had
$1,445,836 remaining to be paid under the most recent notice. The capital contribution payable has been reflected on
the Company's balance sheet as of March 31, 2018, with a corresponding increase to Investment in unconsolidated
affiliate. Related to capital contributions payable, there was a non-cash $390,332 increase in the Investment in
unconsolidated affiliate in the six months ended March 31, 2018. Initial funding for Midstream's investment in the
LLC is provided through two unsecured promissory notes, each with a 5-year term.

The Company is participating in the earnings of the LLC in proportion to its level of investment. The Company is
utilizing the equity method to account for the transactions and activity of the investment.

The financial statement locations of the investment in the LLC are as follows:

. ~ March 31, September 30,
Balance Sheet Location of Other Investments: 2018 2017
Other Assets:

Investment in unconsolidated affiliate $11,980,606 $ 7,445,106
Current Liabilities:

Capital contributions payable $ 1,445,836 $1,055,504

EESC;Moth Six Months Ended
March 31, March 31, March 31, March 31,
2018 2017 2018 2017
Equity in earnings of unconsolidated affiliate =~ $191,513 $93,625 $340,324 $178,165

Income Statement Location of Other Investments:

6.Derivatives and Hedging
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The Company’s risk management policy allows management to enter into derivatives for the purpose of managing the
commodity and financial market risks of its business operations. The Company’s risk management policy specifically
prohibits the use of derivatives for speculative purposes. The key market risks that the Company seeks to hedge
include the price of natural gas and the cost of borrowed funds.

The Company has one interest rate swap associated with its $7,000,000 term note as discussed in Note 7. Effective
November 1, 2017, the swap agreement converted the floating rate note based on LIBOR into a fixed rate debt with a
2.30% effective interest rate. The swap qualifies as a cash flow hedge with changes in fair value reported in other
comprehensive income. No portion of the swap was deemed ineffective during the periods presented.
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RGC RESOURCES, INC. AND SUBSIDIARIES

The table below reflects the fair values of the derivative instrument and its corresponding classification in the
condensed consolidated balance sheet:

March 31, 2018 September 30, 2017
Derivative designated as hedging instrument:
Current assets:

Interest rate swap $74,342 $26,777
Other assets:

Interest rate swap $192,049 $90,066
Total derivatives designed as hedging instruments $266,391 $116,843

The table in Note 8 reflects the effect on income and other comprehensive income of the Company's cash flow hedge.
7.Long-Term Debt

On October 2, 2017, Roanoke Gas issued ten-year unsecured notes in the principal amount of $8,000,000 with a fixed
interest rate of 3.58% per annum. The proceeds from the notes were used to convert a portion of the Company's
line-of-credit balance into longer-term financing.

On March 26, 2018, Roanoke Gas entered into a new unsecured line-of-credit agreement. This new agreement
replaced the prior line-of-credit agreement scheduled to expire March 31, 2019. The new agreement is for a two-year
term expiring March 31, 2020 with a maximum borrowing limit of $25,000,000. Amounts drawn against the new
agreement are considered to be non-current as the balance under the line-of-credit is not subject to repayment within
the next 12-month period. The new agreement maintains the same variable interest rate based on 30-day LIBOR plus
100 basis points and availability fee of 15 basis points. The prior agreement was replaced to revise the multi-tiered
borrowing limits associated with the seasonal borrowing demands of the Company. The Company's total available
borrowing limits during the term of the new agreement range from $2,000,000 to $25,000,000.

Roanoke Gas has a 5-year unsecured note in the principal amount of $7,000,000. This note is variable rate with
interest based on 30-day LIBOR plus 90 basis points with the interest rate hedged by a swap agreement which
converts the variable rate debt into a fixed-rate instrument with an annual interest rate of 2.30%.

On April 11, 2018, Midstream entered into the First Amendment to Credit Agreement ("Amendment") and
amendments to the related Promissory Notes ("Notes") originally issued in December 2015. Under the original
agreements, Midstream had two unsecured Promissory Notes ("Notes") which provide up to a total of $25 million in
borrowing limits over a period of 5 years, with an interest rate of 30-day LIBOR plus 160 basis points. Midstream
issued the Notes to provide financing for capital investment in the LL.C. In accordance with the terms of the original
Agreement, at such point in time as Midstream had borrowed $17.5 million under the Notes, Midstream would be
required to provide the next $5 million towards its capital contributions to the LLC. Once Midstream had completed
its $5 million in contributions, it could resume borrowing under the Notes up to the $25 million limit. Under the
provisions of the Amendment, the total borrowing limits under the Notes increased to $38 million with a reduction in
the interest rate to 30-day LIBOR plus 135 basis points. Furthermore, the Amendment removed the requirement for
Midstream to provide $5 million in funding outside of the Notes and now allows for the entire investment in the LLC
to be funded through the amended Notes. The additional limits under the Notes provide Midstream with additional
funding resources in the event the cost of its investment in the LLC exceeds current projections.
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All of the debt agreements set forth certain representations, warranties and covenants to which the Company is
subject, including financial covenants that limit consolidated long-term indebtedness to not more than 65% of total

capitalization. All of the debt agreements, except for the line-of-credit, provide for priority indebtedness to not exceed
15% of consolidated total assets.

Long-term debt consists of the following:

10
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Roanoke Gas Company:

Unsecured senior notes payable, at 4.26% due on September 18,

2034

Unsecured term note payable, at 30-day LIBOR plus 0.90%, due

November 1, 2021

Unsecured term notes payable, at 3.58% due on October 2, 2027 8,000,000

RGC Midstream, LLC:

Unsecured term notes payable, at 30-day LIBOR plus 1.60%,

due December 29, 2020
Total notes payable

Line-of-credit, at 30-day LIBOR plus 1.00%, due March 31,

2020
Total long-term debt

8.Other Comprehensive Income

March 31, 2018

Unamortized

Debt
Issuance
Costs

Principal

$30,500,000 $ 159,292

7,000,000 11,950

45,752

10,263,200 55,890
$55,763,200 $ 272,884
$— $—
$55,763,200 $ 272,884

A summary of other comprehensive income and loss is provided below:

Three Months Ended March 31, 2018
Interest rate swap:
Unrealized gains

Transfer of realized gains to interest expense

Net interest rate swap

Defined benefit plans:

Amortization of actuarial gains

Other comprehensive income

Three Months Ended March 31, 2017
Interest rate swap:

Unrealized gains

Defined benefit plans:

Amortization of actuarial losses
Other comprehensive income

11

Tax

Before-Tax (E ) Net-of-Tax

Amount xpense? Amount
or Benefit

$ 90,363 $(26,061) $ 64,302

(3,554
86,809

) 1,025 2,529 )
(25,036 ) 61,773

(5,971 ) 1,722 4,249 )

$80,838  $(23,314) $57,524
$ 5,654 $(2,146 ) $3,508
64,058 (24,316 ) 39,742
$69,712  $(26,462) $43,250

September 30, 2017
Unamortized
Debt
Issuance
Costs

Principal

$30,500,000 $ 164,119

7,000,000 13,618
— 48,160
6,312,200 66,052

$43,812,200 $ 291,949
$17,791,760 $ —
$61,603,960 $ 291,949

18



Edgar Filing: RGC RESOURCES INC - Form 10-Q
RGC RESOURCES, INC. AND SUBSIDIARIES

Before-Tax Tax Net-of-Tax
Amount (EXPCHS?) Amount
or Benefit

Six Months Ended March 31, 2018
Interest rate swap:
Unrealized gains $151,944 $(43,821 ) $108,123
Transfer of realized gains to interest expense (2,396 ) 691 (1,705 )
Net interest rate swap 149,548 (43,130 ) 106,418
Defined benefit plans:
Amortization of actuarial gains (11,942 ) 3,444 (8,498 )
Other comprehensive income $137,606 $(39,686 ) $97,920
Six Months Ended March 31, 2017
Interest rate swap:
Unrealized gains $158,988 $(60,352 ) $98,636
Defined benefit plans:
Amortization of actuarial losses 128,116 (48,632 ) 79,484
Other comprehensive income $287,104 $(108,984) $178,120

The amortization of actuarial losses is included as a component of net periodic pension and postretirement benefit cost
in operations and maintenance expense.

Reconciliation of Other Accumulated Comprehensive Income (Loss)

Accumulated
Other
Comprehensive
Income (Loss)
Balance at September 30, 2017 $ (1,202,264 )
Other comprehensive income 97,920
Balance at March 31, 2018 $(1,104,344 )

9.Commitments and Contingencies

Roanoke Gas currently holds the only franchises and/or certificates of public convenience and necessity to distribute
natural gas in its service area. The current franchise agreements expire December 31, 2035. The Company's
certificates of public convenience and necessity are exclusive and are intended for perpetual duration.

Due to the nature of the natural gas distribution business, the Company has entered into agreements with both
suppliers and pipelines for natural gas commodity purchases, storage capacity and pipeline delivery capacity. The
Company obtains most of its regulated natural gas supply through an asset manager. The Company utilizes an asset
manager to assist in optimizing the use of its transportation, storage rights, and gas supply in order to provide a secure
and reliable source of natural gas to its customers. The Company also has storage and pipeline capacity contracts to
store and deliver natural gas to the Company’s distribution system. Roanoke Gas is served directly by two primary
pipelines. These two pipelines deliver all of the natural gas supplied to the Company’s distribution system. Depending
on weather conditions and the level of customer demand, failure of one or both of these transmission pipelines could
have a major adverse impact on the Company's ability to deliver natural gas to its customers and its results of
operations.
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10.Earnings Per Share

Basic earnings per common share for the three months and six months ended March 31, 2018 and 2017 were
calculated by dividing net income by the weighted average common shares outstanding during the period. Diluted
earnings per common share were calculated by dividing net income by the weighted average common shares
outstanding during the period plus potential dilutive common shares. A reconciliation of basic and diluted earnings per

share is presented below:

12
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Three Months Ended Six Months Ended

March 31, March 31,
2018 2017 2018 2017
Net Income $3,465,929 $3,225,199 $5,525,391 $5,457,417

Weighted average common shares 7,371,694 7,215,329 7,309,215 7,204,847
Effect of dilutive securities:
Options to purchase common stock 41,657 29,516 45,018 22,647

Diluted average common shares 7,413,351 7,244,845 7,354,233 7,227,494
Earnings Per Share of Common Stock:

Basic $0.47 $0.45 $0.76 $0.76
Diluted $0.47 $0.45 $0.75 $0.76

11.Employee Benefit Plans

The Company has both a defined benefit pension plan (the “pension plan”) and a postretirement benefit plan (the
“postretirement plan”). The pension plan covers substantially all of the Company’s employees and provides retirement
income based on years of service and employee compensation. The postretirement plan provides certain health care
and supplemental life insurance benefits to retired employees who meet specific age and service requirements. Net
pension plan and postretirement plan expense recorded by the Company is detailed as follows:

Three Months Ended Six Months Ended

March 31, March 31,

2018 2017 2018 2017
Components of net periodic pension cost:

Service cost $166,309 $176,669 $332,618 $353,338
Interest cost 272,045 248,900 544,090 497,800
Expected return on plan assets (465,710 ) (404,103 ) (931,420 ) (808,206 )
Recognized loss 87,758 165,545 175,516 331,090
Net periodic pension cost $60,402 $187,011 $120,804 $374,022

Three Months Ended Six Months Ended

March 31, March 31,

2018 2017 2018 2017
Components of postretirement benefit cost:

Service cost $41,805 $45,817 $83,610 $91,634
Interest cost 160,151 156,706 320,302 313,412
Expected return on plan assets (155,845 ) (142,878 ) (311,690 ) (285,756 )
Recognized loss 70,967 107,440 141,934 214,880
Net postretirement benefit cost $117,078 $167,085 $234,156 $334,170

The table below reflects the Company's actual contributions made fiscal year-to-date and the expected contributions to
be made during the balance of the current fiscal year.

Fiscal Remaining

Year-to-Date Fiscal Year

Contributions Contributions
Defined benefit pension plan $ 400,000 $ 1,200,000
Postretirement medical plan 150,000 450,000
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12.Fair Value Measurements

FASB ASC No. 820, Fair Value Measurements and Disclosures, established a fair value hierarchy that prioritizes each
input to the valuation method used to measure fair value of financial and nonfinancial assets and liabilities that are
measured and reported on a fair value basis into one of the following three levels:

Level 1 — Unadjusted quoted prices in active markets for identical assets or liabilities that the Company has the ability
to access at the measurement date.

Level 2 — Inputs other than quoted prices in Level 1 that are either for similar assets or liabilities in active markets,
quoted prices for identical or similar assets or liabilities in markets that are not active, inputs other than quoted prices
that are observable for the asset or liability, or inputs that are derived principally from or corroborated by observable
market data by correlation or other means.

Level 3 — Unobservable inputs for the asset or liability where there is little, if any, market activity for the asset or
liability at the measurement date.

The fair value hierarchy gives the highest priority to unadjusted quoted prices in active markets (Level 1) and the
lowest priority to unobservable inputs (Level 3).

The following table summarizes the Company’s financial assets and liabilities that are measured at fair value on a
recurring basis as required by existing guidance and the fair value measurements by level within the fair value
hierarchy as of March 31, 2018 and September 30, 2017:

Fair Value Measurements -
March 31, 2018

Ql.lé)llegificant C g

Pri . Significant
Fair in tsléll% able Unobservable
Value Markets Inputs

n S
(ll)‘?ﬁe}\l/el gy (Level3)

Assets:

Interest rate swap $266,391 $-$266,391 $ —
Total $266,391 $-$266,391 $ —
Liabilities:

Natural gas purchases $443,192 $-$443,192 $ —
Total $443,192 $-$443,192 $ —

Fair Value Measurements -
September 30, 2017

Ql.lé)llegificant C g

Pri . Significant
Fair in tsléll% able Unobservable
Value Markets Inputs

n S
(ll)‘?f%\l/el gy (Level3)
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Assets:

Interest rate swap $116,843 $-$116,843 $ —
Total $116,843 $-$116,843 $ —
Liabilities:

Natural gas purchases $805,159 $-$805,159 $ —
Total $805,159 $-$805,159 $ —

The fair value of the interest rate swap is determined by using the counterparty's proprietary models and certain
assumptions regarding past, present and future market conditions.

Under the asset management contract, a timing difference can exist between the payment for natural gas purchases and
the actual receipt of such purchases. Payments are made based on a predetermined monthly volume with the price

based on
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weighted average first of the month index prices corresponding to the month of the scheduled payment. At March 31,
2018 and September 30, 2017, the Company had recorded in accounts payable the estimated fair value of the liability
valued at the corresponding first of month index prices for which the liability is expected to be settled.

The Company’s nonfinancial assets and liabilities measured at fair value on a nonrecurring basis consist of its asset
retirement obligations. The asset retirement obligations are measured at fair value at initial recognition based on
expected future cash flows required to settle the obligation.

The carrying value of cash and cash equivalents, accounts receivable, accounts payable (with the exception of the
timing difference under the asset management contract), customer credit balances and customer deposits is a
reasonable estimate of fair value due to the short-term nature of these financial instruments. In addition, the carrying
amount of the variable rate line-of-credit is a reasonable approximation of its fair value. The following table
summarizes the fair value of the Company’s financial assets and liabilities that are not adjusted to fair value in the
financial statements as of March 31, 2018 and September 30, 2017:

Fair Value Measurements -
March 31, 2018

Quoted
Prﬁ@mflcant Significant
Carrying in Other Unobservable
Value AdBbseervable Tnputs
Mrgtts (Level 3)
(Lékelel 2)
D
Liabilities:
Long-term debt $55,763,200 $-$ —$56,358,801
Total $55,763,200 $-$ —$56,358,801
Fair Value Measurements -
September 30, 2017
Quoted
Prﬁ@mflcant Significant
Carrying in Other Unobservable
Value AdBbeervable Tnputs
Mrgtts (Level 3)
(Lékelel 2)
D
Liabilities:
Long-term debt $43,812,200 $-$ —$45,689,238
Total $43,812,200 $-$ —$45,689,238

The fair value of long-term debt is estimated by discounting the future cash flows of the debt based on current market
rates and corresponding interest rate spread.

FASB ASC 825, Financial Instruments, requires disclosures regarding concentrations of credit risk from financial
instruments. Cash equivalents are investments in high-grade, short-term securities (original maturity less than three
months), placed with financially sound institutions. Accounts receivable are from a diverse group of customers
including individuals and small and large companies in various industries. As of March 31, 2018 and September 30,
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2017, no single customer accounted for more than 5% of the total accounts receivable balance. The Company
maintains certain credit standards with its customers and requires a customer deposit if such evaluation warrants.

13. Subsequent Events

On April 11, 2018, Midstream entered into the First Amendment to Credit Agreement and amendments to the related
Promissory Notes associated with the funding of the Company's investment in the LLC. These amendments increased
the available borrowing limits, reduced the interest rate and removed certain borrowing limitations on the part of
Midstream. Details of these changes are included in Note 7.

The Company has evaluated subsequent events through the date the financial statements were issued. There were no
items not otherwise disclosed which would have materially impacted the Company’s condensed consolidated financial

statements.
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ITEM 2 - MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Forward-Looking Statements

This report contains forward-looking statements that relate to future transactions, events or expectations. In addition,

RGC Resources, Inc. (“Resources” or the “Company”’) may publish forward-looking statements relating to such matters as
anticipated financial performance, business prospects, technological developments, new products, research and
development activities and similar matters. These statements are based on management’s current expectations and
information available at the time of such statements and are believed to be reasonable and are made in good faith. The
Private Securities Litigation Reform Act of 1995 provides a safe harbor for forward-looking statements. In order to
comply with the terms of the safe harbor, the Company notes that a variety of factors could cause the Company’s

actual results and experience to differ materially from the anticipated results or other expectations expressed in the
Company’s forward-looking statements. The risks and uncertainties that may affect the operations, performance,
development and results of the Company’s business include, but are not limited to those set forth in the following
discussion and within Item 1A “Risk Factors” in the Company’s 2017 Annual Report on Form 10-K. All of these factors
are difficult to predict and many are beyond the Company’s control. Accordingly, while the Company believes its
forward-looking statements to be reasonable, there can be no assurance that they will approximate actual experience

or that the expectations derived from them will be realized. When used in the Company’s documents or news releases,

the words, “anticipate,” “believe,” “intend,” “plan,” “estimate,” “expect,” “objective,
or similar words or future or conditional verbs such as “will,” “would,” “should,” “can,
forward-looking statements.

Forward-looking statements reflect the Company’s current expectations only as of the date they are made. The
Company assumes no duty to update these statements should expectations change or actual results differ from current
expectations except as required by applicable laws and regulations.

The three-month and six-month earnings presented herein should not be considered as reflective of the Company’s
consolidated financial results for the fiscal year ending September 30, 2018. The total revenues and margins realized
during the first six months reflect higher billings due to the weather sensitive nature of the gas business.

Overview

Resources is an energy services company primarily engaged in the regulated sale and distribution of natural gas to
approximately 61,200 residential, commercial and industrial customers in Roanoke, Virginia and the surrounding
localities through its Roanoke Gas Company (‘“Roanoke Gas”) subsidiary. Natural gas service is provided at rates and
for terms and conditions set by the Virginia State Corporation Commission (“SCC”).

Resources also provides certain unregulated services through Roanoke Gas and its other subsidiaries. Such
unregulated operations represent less than 2% of total revenues and margin of Resources on an annual basis.

The Company’s utility operations are regulated by the SCC, which oversees the terms, conditions, and rates to be
charged to customers for natural gas service, safety standards, extension of service, accounting and depreciation. The
Company is also subject to federal regulation from the Department of Transportation in regard to the construction,
operation, maintenance, safety and integrity of its transmission and distribution pipelines. The Federal Energy
Regulatory Commission ("FERC") regulates the prices for the transportation and delivery of natural gas to the
Company’s distribution system and underground storage services. The Company is also subject to other regulations
which are not necessarily industry specific.

On December 22, 2017, the President signed into law the Tax Cuts and Job Act ("Tax Act") which provided sweeping
changes to the federal income tax code. The most significant change for the Company is the reduction in the corporate
maximum federal income tax rate from 35% to 21%. Under the provisions of the law, the Company will apply a lower
corporate income tax rate to earnings beginning this current fiscal year in addition to the revaluation of its deferred tax
assets and liabilities derived from the Company's 34% corporate tax rate down to a 21% tax rate. For the unregulated
operations of the Company, the effect of the change in tax rate and revaluation of the deferred taxes are reflected in
income tax expense. However, for the regulated operations of Roanoke Gas, the net estimated deferred tax liability
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adjustment of $11,742,274 was transferred to a regulatory liability for refund to customers, and a rate refund liability
in the amount of $821,343 was recorded for the estimated excess billings of customers during the first 6 months of the
year as the Company's billing rates were designed to recover the operating expenses and a rate of return based on a
federal tax rate of 34%. Additional information regarding the Tax Act and its impact on the Company is provided
under the Tax Reform and Regulatory section below.
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Over 98% of the Company’s annual revenues are derived from the sale and delivery of natural gas to Roanoke Gas
customers. The SCC authorizes the rates and fees the Company charges its customers for these services. These rates
are designed to provide the Company with the opportunity to recover its gas and non-gas expenses and to earn a
reasonable rate of return for shareholders based on normal weather. Normal weather refers to the average number of
heating degree days (an industry measure by which the average daily temperature falls below 65 degrees Fahrenheit)
over the previous 30-year period.

As the Company’s business is seasonal in nature, volatility in winter weather and the commodity price of natural gas
can impact the effectiveness of the Company’s rates in recovering its costs and providing a reasonable return for its
shareholders. In order to mitigate the effect of variations in weather and the cost of natural gas, the Company has
certain approved rate mechanisms in place that help provide stability in earnings, adjust for volatility in the price of
natural gas and provide a return on increased infrastructure investment. These mechanisms include a purchased gas
adjustment factor ("PGA"), weather normalization adjustment factor ("WNA"), inventory carrying cost revenue
("ICC") and a Steps to Advance Virginia Energy ("SAVE") adjustment rider.

The Company's approved billing rates include a component designed to allow for the recovery of the cost of natural
gas used by its customers. The cost of natural gas is considered a pass-through cost and is independent of the non-gas
rates of the Company. This rate component, referred to as the PGA, allows the Company to pass along to its customers
increases and decreases in natural gas costs incurred by its regulated operations. On a quarterly basis, or more
frequently if necessary, the Company files a PGA rate adjustment request with the SCC to adjust the gas cost
component of its rates up or down depending on projected price and activity. Once administrative approval is
received, the Company adjusts the gas cost component of its rates to reflect the approved amount. As actual costs will
differ from the projections used in establishing the PGA rate, the Company will either over-recover or under-recover
its actual gas costs during the period. The difference between actual costs incurred and costs recovered through the
application of the PGA is recorded as a regulatory asset or liability. At the end of the annual deferral period, the
balance is amortized over an ensuing 12-month period as amounts are reflected in customer billings.

The WNA model reduces earnings volatility, related to weather variability in the heating season, by providing the
Company a level of earnings protection when weather is warmer than normal and providing customers price
protection when the weather is colder than normal. The WNA is based on a weather measurement band around the
most recent 30-year temperature average. Under the WNA, the Company recovers from its customers the lost margin
(excluding gas costs) for the impact of weather that is warmer than normal or refunds the excess margin earned for
weather that is colder than normal. The WNA mechanism used by the Company is based on a linear regression model
that determines the value of a single heating degree day. For the three months and six months ended March 31, 2018,
the Company accrued approximately $161,000 and $124,000 under the WNA as a reduction in revenue and margin for
weather that was 3.1% and 1.5% colder than normal, respectively. For the same periods last year, the Company
accrued approximately $982,000 and $1,605,000 in additional revenue and margin for weather that was nearly 20%
and 18% warmer than normal. The current WNA year ended on March 31, 2018 and once the SCC approves the
billing factors, the Company will apply the WNA refund to customers' bills.

The Company also has an approved rate structure in place that mitigates the impact of financing costs associated with
its natural gas inventory. Under this rate structure, Roanoke Gas recognizes revenue for the financing costs, or
“carrying costs,” of its investment in natural gas inventory. This ICC factor applied to the cost of inventory is based on
the Company’s weighted-average cost of capital including interest rates on short-term and long-term debt and the
Company’s authorized return on equity. During times of rising gas costs and rising inventory levels, the Company
recognizes ICC revenues to offset higher financing costs associated with higher inventory balances. Conversely,
during times of decreasing gas costs and lower inventory balances, the Company recognizes less carrying cost revenue
as financing costs are lower. In addition, ICC revenues are impacted by the changes in the weighting of the
components that are used to determine the weighted-average cost of capital. The average unit price of gas in storage
during the first six months of the current fiscal year was $0.29 per decatherm, or 10%, higher than the same period last
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year, as natural gas commodity prices were higher during the storage replenishment in 2017 as compared to 2016.
However, because the ratio of debt to equity has increased compared to last year, the ICC factor applied to inventory
balances decreased. The net result is a smaller increase in ICC revenues for both the three-month and six-month
periods. The equity investment in Roanoke Gas will increase the weighted-average cost of capital and the ICC factor
for the balance of the year leading to potentially higher ICC revenues.

The Company’s non-gas rates provide for the recovery of non-gas related expenses and a reasonable return to
shareholders. These rates are determined based on the filing of a formal rate application with the SCC utilizing
historical information, including investment in natural gas facilities. Generally, investments related to extending
service to new customers are recovered through the non-gas rates currently in place. The investment in replacing and
upgrading existing infrastructure is not recoverable until a formal rate application is filed and approved to include the
additional investment in new non-gas rates. The SAVE Plan, however, provides the Company with the ability to
recover costs related to investments in qualified infrastructure projects on a prospective basis. The SAVE Plan
provides a mechanism through which the Company may recover the related
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depreciation and expenses and provides a return on rate base for the related additional capital investments until such
time that a formal rate application is filed. As the Company did not file for an increase in non-gas rates during the
prior four years and the level of capital investment continues to grow, SAVE Plan revenues have continued to increase
corresponding to the growth in qualified SAVE related infrastructure projects. The Company recognized
approximately $1,169,000 and $2,245,000 in SAVE Plan revenues for the three-month and six-month periods ended
March 31, 2018, compared to approximately $922,000 and $1,803,000 for the same periods last year. These SAVE
Plan revenues will be included as part of the new non-gas base rates the next time the Company files for a non-gas
rate increase.

Results of Operations

Three Months Ended March 31, 2018:

Net income increased by $240,730 for the three months ended March 31, 2018, compared to the same period last year.
Improved quarterly performance is attributable to increased revenues from the SAVE Plan, customer growth and the
timing effect of the accrued refund for excess revenues collected from customers related to the reduction in income tax
expense resulting from the lower federal income tax rate. A more detailed explanation of the quarterly effect on net
income related to the reduction in revenues mandated by the SCC and the reduction in tax expense associated with the
Tax Act is provided under the Regulatory and Tax Reform section below.

The tables below reflect operating revenues, volume activity and heating degree-days.

Three Months Ended
March 31,
Increase /

2018 2017 (Decrease) Percentage
Operating Revenues
Gas Utilities $24,608,576 $21,662,624 $2,945,952 14 %
Other 309,397 237,389 72,008 30 %
Total Operating Revenues $24917,973 $21,900,013 $3,017,960 14 %

Delivered Volumes

Regulated Natural Gas (DTH)

Residential and Commercial 3,362,966 2,593,971 768,995 30 %

Transportation and Interruptible 781,428 791,038 (9,610 ) (1 )%

Total Delivered Volumes 4,144,394 3,385,009 759,385 22 %

Heating Degree Days (Unofficial) 2,134 1,681 453 27 %

Total operating revenues for the three months ended March 31, 2018, compared to the same period last year, increased
due to a combination of increased natural gas deliveries related to much colder weather, higher average commodity
prices during the second quarter of fiscal 2018 and SAVE revenues more than offsetting the excess revenue
adjustment. Total delivered volumes increased by 22% as evidenced by the 27% increase in heating degree days. The
2,134 heating degree days were actually 3% colder than normal. The average commodity price of natural gas
delivered during the current quarter was approximately 6% per decatherm higher than the same period last year as
colder weather increased demand for natural gas. SAVE Plan revenues grew by 27% due to the Company's ongoing
investment in its SAVE related infrastructure replacement program. The Company recorded a reserve in the amount of
$358,901 associated with the estimated excess revenues billed to customers as a result of the reduction in the
corporate federal income tax rate.

Three Months Ended
March 31,
2018 2017 Increase Percentage

Gross Margin
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Gas Utilities $10,865,299 $10,726,376 $138,923 1 %

Other 141,410 103,354 38,056 37 %

Total Gross Margin $11,006,709 $10,829,730 $176,979 2 %

Regulated natural gas margins from utility operations increased from the same period last year primarily as a result of
increased SAVE revenues and customer growth offsetting the adjustment to reduce revenues for the impact of the
estimated excess
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billings to customers as a result of the reduction in the corporate federal income tax rate. SAVE revenues increased by
$246,185 as discussed in more detail above. Volumetric margins net of the WNA adjustment and customer base
charge increased due to customer growth and increased usage by commercial customers. Gross margin was reduced
for the estimated excess revenues deferred to a regulatory liability related to the reduction in the federal corporate
income tax rate. More information is provided under the Tax Reform and Regulatory section below.

The components of and the change in gas utility margin are summarized below:

Three Months Ended
March 31,
Increase /

2018 2017 (Decrease)
Customer Base Charge $3,146,489  $3,134,398 $12,091
Carrying Cost 106,162 101,986 4,176
SAVE Plan 1,168,529 922,344 246,185
Volumetric 6,921,210 5,556,428 1,364,782
WNA (160,535 ) 982,375 (1,142,910)
Other Gas Revenues 42,345 28,845 13,500
Excess Revenue Refund (358,901 ) — (358,901 )
Total $10,865,299 $10,726,376 $138,923

Operation and maintenance expenses increased by $264,730, or 8%, from the same period last year primarily related
to reductions in capitalized overheads partially offset by lower benefit costs. Total capitalized overheads declined by
$343,000, due a 33% reduction in capital expenditures subject to overhead capitalization, compared to the same period
last year. Capital expenditures lagged behind last year's levels due to weather conditions and the timing of certain
projects; however, total capital expenditures for fiscal 2018 are expected to exceed fiscal 2017. Employee benefit
costs declined by $129,000 as a result of a $177,000 decrease in the actuarially determined expenses due to strong
asset performance of both the the pension and the other post-retirement benefit plans, a higher discount rate for
valuing the benefit plan liabilities and the previously implemented soft freeze of the pension plan. The remaining
$48,000 difference is primarily attributed to increase in health insurance premiums even though total employee head
count has declined. Reductions in operations payroll were offset by higher contracted services, primarily due to
customer service outsourcing.

General taxes increased by $25,589, or 5%, due to higher property taxes associated with increases in utility property
partially offset by lower payroll taxes associated with fewer employees.

Depreciation expense increased by $169,149, or 11%, on a corresponding increase in utility plant investment.

Equity in earnings of unconsolidated affiliate increased by $97,888, more than doubling last year, due to escalation in
construction activities requiring increased investment in the Mountain Valley Pipeline ("MVP") project. As the
corresponding earnings are primarily composed of allowance for funds used during construction ("AFUDC"), the
increased investment will result in a greater level of AFUDC income. Additional information about the Company's
investment in the MVP can be found under the Equity Investment in Mountain Valley Pipeline section below.
Interest expense increased by $163,706, or 35%, due to a 26% increase in total average debt to finance the Company's
capital expenditures and ongoing investment in MVP and rising interest rates on the Company's variable rate debt.
The combination of the issuance of the new $8,000,000 notes in October and rising interest rates on the line-of-credit
and Midstream notes served to increase the weighted-average effective interest rate from 3.56% in the second quarter
of fiscal 2017 to 3.77% during the second fiscal quarter of 2018.

Income tax expense declined by $567,152, or 29%, due to lower pre-tax income and the reduction in the federal
corporate income tax rate due to the passage of the Tax Act. The combined state and federal tax rate declined from
37.96% to a blended 28.84% in fiscal 2018. The effective tax rate was 28.9% for the quarter compared to 38.0% for
the same period last year. Additional information regarding the Tax Act and its impact on the Company is provided
under the Regulatory and Tax Reform section below.
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Six Months Ended March 31, 2018:
Net income increased by $67,974 for the six months ended March 31, 2018, compared to the same period last year due
to higher revenues from the SAVE Plan, customer growth and the timing effect of the accrued refund for excess

revenues
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collected from customers related to the reduction in income tax expense resulting from the lower federal income tax
rate. More information on the effect on net income related to the reduction in revenues mandated by the SCC and the
reduction in tax expense associated with the Tax Act is provided under the Regulatory and Tax Reform section below.
The tables below reflect operating revenues, volume activity and heating degree-days.

Six Months Ended
March 31,
2018 2017 Increase  Percentage
Operating Revenues
Gas Utilities $43,128,570 $40,174,957 $2,953,613 7 %
Other 545,454 513,641 31,813 6 %
Total Operating Revenues $43,674,024 $40,688,598 $2,985,426 7 %

Delivered Volumes

Regulated Natural Gas (DTH)

Residential and Commercial 5,579,675 4,535,468 1,044,207 23 %

Transportation and Interruptible 1,518,536 1,484,036 34,500 2 %

Total Delivered Volumes 7,098,211 6,019,504 1,078,707 18 %

Heating Degree Days (Unofficial) 3,631 2,968 663 22 %

Operating revenues for the six months ended March 31, 2018 increased over the same period last year due to
significant increases in natural gas deliveries and SAVE revenues more than offsetting the excess revenue adjustment.
Total natural gas deliveries increased by 18% due to 22% more heating degree days during the period. SAVE
revenues accounted for $442,009 of the increase, while revenues were reduced by $821,343 due to the transfer of the
estimated excess revenues billed to customers to a regulatory liability. Average commodity price of gas was nearly
unchanged compared to the same period last year.

Six Months Ended
March 31,
Increase /
2018 2017 (Decrease) Percentage
Gross Margin
Gas Utilities $19,823,887 $19,991,857 $(167,970) (1 )%
Other 256,257 228,778 27,479 12 %

Total Gross Margin $20,080,144 $20,220,635 $(140,491) (1 )%

Regulated natural gas margins from utility operations decreased from the same period last year primarily as a result of
the reduction in regulated revenues of Roanoke Gas due to the estimated excess revenues reserve more than offsetting
greater SAVE revenues and increased sales due to customer growth. The Company transferred $821,343 from
revenues to a regulatory liability for future refund to customers for the excess revenues collected from customers due
to the reduction in the federal income tax rate as discussed in more detail above and under the Tax Reform and
Regulatory section below. SAVE revenues grew by $442,009 and volumetric margin, net of the adjustment for WNA,
increased by $144,514.

The components of and the change in gas utility margin are summarized below:
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Six Months Ended
March 31,
Increase /

2018 2017 (Decrease)
Customer Base Charge $6,248,595  $6,218,206 $30,389
Carrying Cost 310,441 299,787 10,654
SAVE Plan 2,244,948 1,802,939 442,009
Volumetric 11,881,683 10,008,070 1,873,613
WNA (123,765 ) 1,605,334  (1,729,099)
Other Gas Revenues 83,328 57,521 25,807
Excess Revenue Refund (821,343 ) — (821,343 )
Total $19,823,887 $19,991,857 $(167,970)

Operation and maintenance expenses increased by $70,013, or 1%, over the same period last year primarily for the
same reasons as reflected in the quarter: reductions in capitalized overheads partially offset by lower benefit costs.
Total capitalized overheads declined by $382,000 due to a 21% reduction in capital expenditures subject to overhead
capitalization compared to the same period last year. Capital expenditures lagged behind last year's levels due to
weather conditions and the timing of certain projects. Total capital expenditures for fiscal 2018 are expected to exceed
fiscal 2017. Total employee benefit costs declined by $368,000 primarily due to reductions in the actuarially
determined expenses for both the the pension and the other post-retirement benefit plans. The remaining increase
relates to a variety of offsetting factors including reductions in payroll and increases in contracted services.

General taxes increased by $50,837, or 6%, due to higher property taxes associated with increases in utility property
partially offset by lower payroll taxes associated with fewer employees.

Depreciation expense increased by $328,299, or 10%, on higher utility plant investment.

Equity in earnings of unconsolidated affiliate increased by $162,159, or 91%, due to the increasing investment in the
MVP project. Additional information about the Company's investment in the MVP can be found under the Equity
Investment in Mountain Valley Pipeline section below.

Interest expense increased by $317,830, or 34%, due to a 27% increase in total average debt outstanding and rising
interest rates on the Company's variable rate debt. The weighted-average effective interest rate increased from 3.48%
in the first half of fiscal 2017 to 3.69% during the first half of fiscal 2018.

Income tax expense declined by $803,820, or 24%, due to lower pre-tax income and the application of lower income
tax rates due to the passage of the Tax Act. The effective tax rate for the first six months of fiscal 2018 was 31.5%
compared to 38.0% for the same period last year. The effective tax rate for the current period is higher than the
blended rate of 28.84% due to the valuation adjustments to the net deferred tax assets of the unregulated operations.
These valuation adjustments to the deferred taxes of the unregulated operations are charged to income tax expense in
accordance with U.S. GAAP. Since the unregulated operations had a net deferred tax asset, the adjustment resulted in
a charge to income tax expense of approximately $208,000. Excluding the $208,000 tax adjustment, the effective tax
rate for the current quarter would have been 29%. The valuation adjustment to the net deferred tax liability of the
regulated operations of Roanoke Gas was transferred to a regulatory liability as discussed in Note 4 and under the
Regulatory and Tax Reform section below.

Critical Accounting Policies and Estimates

The consolidated financial statements of Resources are prepared in accordance with accounting principles generally
accepted in the United States of America. The amounts of assets, liabilities, revenues and expenses reported in the
Company’s financial statements are affected by accounting policies, estimates and assumptions that are necessary to
comply with generally accepted accounting principles. Estimates used in the financial statements are derived from
prior experience, statistical analysis and management judgments. Actual results may differ significantly from these
estimates and assumptions.
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The Company considers an estimate to be critical if it is material to the financial statements and it requires
assumptions to be made that were uncertain at the time the estimate was made and changes in the estimate are
reasonably likely to occur from period to period. The Company's current quarter adjustments for the effect of the Tax
Act includes estimates related to the revaluation of deferred income tax adjustments due to the blended income tax
rate and the refund of excess billings to customers pending revisions to customer billing rates to be approved by the
SCC. The Company believes these adjustments to be reasonable estimates of the financial effect of the tax change
based upon the best information available. These estimates will
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be adjusted as necessary once the SCC reviews and approves the Company's proposed rates and methodology. There
have been no other changes to the critical accounting policies as reflected in the Company’s Annual Report on Form
10-K for the year ended September 30, 2017.

Asset Management

Roanoke Gas uses a third-party asset manager to manage its pipeline transportation, storage rights and gas supply
inventories and deliveries. In return for being able to utilize the excess capacities of the transportation and storage
rights, the asset manager pays Roanoke Gas a monthly utilization fee, which is used to reduce the cost of gas for
customers. In March 2018, Roanoke Gas executed a new asset management agreement with the same asset manager
under terms similar to the expired contract.

Equity Investment in Mountain Valley Pipeline

On October 1, 2015, the Company through its wholly-owned subsidiary, RGC Midstream, LLC ("Midstream"),
entered into an agreement to become a 1% member in Mountain Valley Pipeline, LLC (the "LLC"). The purpose of
the LLC is to construct and operate the MVP, a FERC regulated natural gas pipeline connecting Equitran's gathering
and transmission system in northern West Virginia to the Transco interstate pipeline in south central Virginia. On
October 13, 2017, FERC issued the MVP Certificate of Public Convenience and Necessity, and since January 2018,
FERC has issued several Notices to Proceed ("NTP"), which granted the LL.C permission to begin construction
activities. The LLC has submitted additional requests to FERC for NTP, which are pending approval at this time. The
LLC has received the necessary federal permits and the required Virginia and West Virginia environmental agency
permits. The managing partner of the LLC currently targets the in-service date for the MVP to be the end of calendar
2018.

Management believes the investment in the LLC will be beneficial for the Company, its shareholders and southwest
Virginia. In addition to the potential returns from the investment in the LLC, Roanoke Gas will benefit from access to
an additional source of natural gas to its distribution system. Currently, Roanoke Gas is served by two pipelines and a
liquefied natural gas storage facility. Damage to or interruption in supply from any of these sources, especially during
the winter heating season, could have a significant impact on the Company's ability to serve its customers. A third
pipeline would reduce the risk from such an event. In addition, the proposed pipeline path would provide the
Company with a more economically feasible opportunity to provide natural gas service to previously unserved areas
in southwest Virginia.

The total project cost is anticipated to be approximately $3.5 billion. As a 1% member in the LLC, Midstream's cash
contribution is expected to be approximately $35 million. The agreement provides for a schedule of cash draws to
fund the project. The initial payments were for the acquisition of land and materials related to the construction of the
pipeline and other pre-construction costs. As the NTPs are granted and construction activities progress, more
significant cash draws will be required. Initial funding for the investment in the LLC is provided through the
Midstream credit facility, which has been amended, whereby Midstream may borrow up to a total of $38 million
through 2020. The increased limits provide Midstream with additional funding resources in the event the cost of its
investment in the LLC exceeds current projections. See Note 7 for more information on the borrowing facility and
amendment.

Most of the current earnings from the investment in MVP relate to AFUDC income generated by the deployment of
capital in the design, engineering, materials procurement, project management and construction of the pipeline.
AFUDC is an accounting method whereby the costs of debt and equity funds used to finance facility infrastructure are
credited to income and charged to the cost of the project. With the required federal and state approvals received, the
level of investment in the MVP will accelerate as construction activities have begun in earnest. As investment in the
MVP grows, so will the amount of AFUDC recognized until the pipeline is placed in service. Earnings after the
pipeline becomes operational will be derived from the fees charged for transporting natural gas through the pipeline.
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On April, 11, 2018, the LLC announced the MVP Southgate project ("Southgate"), which is a 70 mile pipeline that
will extend from the Mountain Valley Pipeline mainline in Virginia to delivery points in Rockingham and Alamance
counties in North Carolina. The Southgate in-service date is targeted for the end of 2020. Midstream will be a
participant in this project.

Tax Reform and Regulatory

On December 22, 2017, the President signed into law the Tax Cuts and Job Act (the "Tax Act"), which provided
sweeping changes to the federal income tax code. The most significant change to corporate entities was the reduction
of the maximum federal income tax rate from 35% to 21%. Another significant change included the elimination of
bonus depreciation for
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utilities in exchange for retaining full deductibility of utility related interest expense. There were several other changes
to the tax code under the Tax Act that will have lesser effects on the Company.

As the tax rate change became effective January 1, 2018, the Company is using a blended tax rate calculated on the
average number of days each tax rate is in effect during the current fiscal year. The Company's calculated federal tax
rate during fiscal 2018 is 24.3% with an overall effective rate including state income tax of 28.84%. The overall
effective rate will decline to 25.74% beginning in fiscal 2019.

As a result of the tax rate change, the Company is impacted by both an adjustment to the valuation of deferred tax
assets and liabilities and a lower tax rate used in calculating net income. ASC 740, Income Taxes, requires entities to
revalue their deferred tax assets and liabilities based on changes in tax rates and record the change in income tax
expense. The Company's deferred income taxes had been calculated based on a 34% federal tax rate and have been
adjusted to the new federal tax rate of 21%. In order to fairly value the deferred taxes at the appropriate rates, the
Company had to project deferred activity for the balance of the fiscal year to estimate the impact to tax expense for the
valuation adjustment. The Company is utilizing the guidance provided under the SEC Staff Accounting Bulletin
("SAB") 118 and recording reasonable estimates of the effect of the tax rate change on its deferred tax assets and
liabilities and the corresponding impact to income tax expense and regulatory liabilities.

The accounting guidance under ASC 740 - Income Taxes requires the adjustment to deferred income taxes due to the
revaluation be recorded as a component of income tax expense from continuing operations. Furthermore, the
revaluation of deferred taxes associated with components of other comprehensive income is also recorded as a
component of income tax expense and not as an adjustment to other comprehensive income. However, the deferred
income taxes of Roanoke Gas were accumulated based on customer billing rates derived utilizing a 34% federal
income tax rate assumption. Therefore, any reduction in the net deferred tax liabilities should be refunded to its
customers and not reflected as an adjustment to income tax expense. The Company reclassified the revaluation
adjustments associated with Roanoke Gas' deferred income taxes to a regulatory liability.

As discussed above, Roanoke Gas' billing rates include a provision for federal income taxes at a 34% rate. Since the
beginning of the current fiscal year, the Company has been recovering from its customers at the higher 34% tax rate as
opposed to the blended 24.3% federal tax rate currently in effect. On January 8, 2018, the SCC issued a directive
requiring the accrual of a regulatory liability for the excess revenues collected from Roanoke Gas customers. The
directive remains in place until such time as the SCC approves and the Company implements, lower billing rates
incorporating the lower federal income tax rate.

For the six-months ended March 31, 2018, the Company recorded an estimated reduction to revenue and established a
regulatory liability in the amount of $821,343 to remove the excess revenues collected from customers. On an
annualized basis, the reduction for the excess revenues included in the Company's billing rates should approximate the
reduction in income tax expense resulting from the lower federal income tax rate. However, on a quarter-to-quarter
basis, the reduction in income tax expense reflected in the financial statements will exceed the amount of revenue
deferral during the first six months, thereby increasing net income in comparison to the prior year. Conversely, over
the last six months of the fiscal year, the revenue deferral will exceed the reduction in income tax expense resulting in
a reduction in net income during the final two quarters when compared to the same periods last year. The reason for
the timing difference between the reduction in revenues and the reduction in income tax expense relates to the
seasonality of Roanoke Gas' business. During the first six months of the year, the Company realizes approximately
60% of its annual regulated margin while at the same time it recognizes more than 80% of its pre-tax income for the
year. Therefore, the Company has recorded 60% of its excess revenue deferral, while reflecting 80% of the annual
reduction in income tax expense. During the last six months of the fiscal year, the scenario reverses and nearly 20% of
the annual reduction in income tax expense will be reflected while 40% of the excess revenue will be deferred.

The estimated refund will be revised as necessary once the SCC reviews and approves the adjustment calculations and
methodology for determining the refund. The method, amount and timing of the refunds will be determined by the
SCC.

The Company continues to recover the costs of its infrastructure replacement program through its SAVE Plan. On
September 28, 2017, the Company received SCC approval to implement new SAVE rates related to the proposed
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qualifying SAVE investments in calendar 2018. These new SAVE rates are designed to recover the additional
expenses of the SAVE investment in addition to a return on the increase in rate base. The 2018 SAVE Plan continues
to focus on the replacement of the pre-1973 plastic pipe and includes the replacement of one custody transfer station.
Capital Resources and Liquidity
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Due to the capital intensive nature of the utility business, as well as the related weather sensitivity, the Company’s
primary capital needs are the funding of its utility plant capital projects, investment in the MVP, the seasonal funding
of its natural gas inventories and accounts receivable and the payment of dividends. To meet these needs, the
Company relies on its operating cash flows, line-of-credit agreement, long-term debt and equity capital.

Cash and cash equivalents increased by $4,776,934 for the six-month period ended March 31, 2018, compared to a
$97,151 decrease for the same period last year. The following table summarizes the sources and uses of cash:

Six Months Ended

March 31,

2018 2017
Cash Flow Summary Six Months Ended
Net cash provided by operating activities $10,648,528 $11,644,148
Net cash used in investing activities (13,851,993 ) (12,307,848 )
Net cash provided by financing activities 7,980,399 566,549

Increase (decrease) in cash and cash equivalents $4,776,934  $(97,151 )

The seasonal nature of the natural gas business causes operating cash flows to fluctuate significantly during the year
as well as from year to year. Factors, including weather, energy prices, natural gas storage levels and customer
collections, contribute to working capital levels and the related cash flows. Generally, operating cash flows are
positive during the second and third quarters as a combination of earnings, declining storage gas levels and collections
on customer accounts all contribute to higher cash levels. During the first and fourth quarters, operating cash flows
generally decrease due to increases in natural gas storage levels, rising customer receivable balances and construction
activity.

Cash flow provided by operations is primarily driven by net income, depreciation, reductions in natural gas storage
inventory and increases in accounts receivable during the first six months of the fiscal year. Cash flow from operating
activities decreased from the same period last year by $995,620, primarily due to a smaller increase in gas cost
over-collections partially offset by a much smaller WNA receivable. The smaller increase in gas cost over-collections
resulted from lower commodity prices on natural gas during the the second quarter of fiscal 2017. When the quarterly
PGA factor was established in December 2016 for the subsequent quarter, the natural gas future prices used in
developing the PGA rate for customer billing purposes were higher than the actual commodity prices realized. As a
result, over-collections increased by $3,426,366 for the first six months of fiscal 2017 compared $960,706 for the first
six months of fiscal 2018. For the six months ended March 31, 2018, the WNA receivable included in accounts
receivable decreased by $123,765 to a balance of $125,075 on weather that was 1.5% colder than normal, while the
WNA receivable for the same six month period last year increased by $1,605,334 associated with weather that was
18% warmer than normal. A summary of the cash provided by operations is listed below:

Six Months Ended

March 31,
Cash Flow From Operating Activities: 2018 2017 Increase /

(Decrease)

Net income $5,525,391 $5,457,417 $67,974
Depreciation 3,531,558 3,202,180 329,378
Increase in over-collections 960,706 3,426,366 (2,465,660)
Increase in accounts receivable (5,516,423 ) (7,027,343 ) 1,510,920
Other 6,147,296 6,585,528 (438,232 )

Net Cash Provided by Operations $10,648,528 $11,644,148 $(995,620)

Investing activities are generally composed of expenditures related to investment in the Company's utility plant
projects, which includes replacing aging natural gas pipe with new plastic or coated steel pipe, improvements to the
LNG plant and distribution system facilities, expanding the natural gas system to meet the demands of customer
growth, as well as the continued investment in the MVP. The Company is continuing its focus on SAVE infrastructure
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replacement projects including the replacement of pre-1973 first generation plastic pipe and replacement of a natural
gas transfer station. Total capital expenditures for the first six months were $10.1 million, which represented a $1.3
million reduction from the same period last year. The decrease is attributable in part to expenditures made last year
related to the installation of an automated meter reading system ("AMR") completed in fiscal 2017 and inclement
weather conditions during the current year, Current projections indicate that total 2018 capital expenditures should
exceed last year.

24

43



Edgar Filing: RGC RESOURCES INC - Form 10-Q
RGC RESOURCES, INC. AND SUBSIDIARIES

Investing cash flows also includes the Company's funding of its participation in the MVP, with a total cash investment
of $3,804,844 for the six months ended March 31, 2018. With FERC approval and the issuance of several NTPs,
construction activities have escalated with staging areas in place, tree clearing underway and pipeline construction
scheduled to begin shortly. The Company will increase its utilization of the Midstream credit facility to meet the
accelerating funding requirements.

Financing activities generally consist of long-term notes payable and line-of-credit borrowings and repayments,
issuance of stock and the payment of dividends. Cash flows provided by financing activities were $7,980,399 for the
current period compared to $566,549 for the same period last year. The increase in financing cash flows is attributable
to higher non line-of-credit borrowings and proceeds from an equity issue. The Company borrowed $3,951,000 under
the Midstream credit facility compared to $2,264,000 for the same period last year. In addition, Roanoke Gas issued
$8,000,000 in notes in October 2017 compared to a $7,000,000 bank note issued during the prior year. These notes
were used to refinance part of the line-of-credit balance that provided capital expenditure bridge financing. The
Company also realized more than $15,000,0000 in net proceeds from the issuance of 700,000 shares of common stock
in March 2018. $15,000,000 of the equity issue was invested directly into Roanoke Gas to supplement the funding of
its infrastructure improvement program. Resources long-term capitalization ratio improved from 46.7% equity and
53.3% debt at December 31, 2017 to 58.7% equity and 41.3% debt at March 31, 2018. The Company uses its
line-of-credit arrangement to fund seasonal working capital needs as well as provide temporary financing for capital
projects. The issuance of both the $8,000,000 in notes and the $15,000,000 equity investment in Roanoke has
temporarily eliminated the balance on the line-of-credit. Based on current projections for capital expenditures as well
as working capital funding needs, the Company anticipates to begin utilizing the line-of-credit again by the summer.
The Tax Act is expected to have liquidity impact to the Company. As mentioned under the Tax Reform and
Regulatory section, the Tax Act eliminated the bonus depreciation deduction for taxes. Even though the federal tax
rate is lower as a result of the Tax Act, the elimination of the accelerated deductions provided by bonus depreciation
will increase taxable income more than offsetting the benefits of a lower tax rate. Furthermore, the excess revenues
billed to Roanoke Gas customers, as well as the establishment of a regulatory liability for the adjustment to deferred
income taxes, will be refunded to customers. The timing and method of returning these amounts back to customers has
yet to be determined and will be subject to approval by the SCC. The settlement of these obligations could result in
lower operating cash flows and/or increased borrowing.

On March 26, 2018, Roanoke Gas entered into a new unsecured revolving line-of-credit note agreement. The new
line-of-credit agreement is for a two-year term expiring March 31, 2020, replacing the prior two-year agreement
scheduled to expire on March 31, 2019. The new agreement maintains the same variable interest rate based on 30-day
LIBOR plus 100 basis points and availability fee of 15 basis points applied to the unused balance on the note. The
agreement also maintains the multi-tiered borrowing limits to accommodate seasonal borrowing demands and
minimize borrowing costs. The total available borrowing limits during the term of the agreement range from
$2,000,000 to $25,000,000. As the agreement is for a two-year term, amounts drawn against the new agreement are
generally considered to be non-current.

On April 11, 2018, Midstream entered into the First Amendment to Credit Agreement ("Amendment") and
amendments to the related Promissory Notes ("Notes") originally issued in December 2015. Under the provisions of
the Amendment, the total borrowing limits under the Notes increased to $38,000,000 with a reduction in the interest
rate to 30-day LIBOR plus 135 basis points. Furthermore, the Amendment removed the requirement for Midstream to
provide $5,000,000 in funding outside of the Notes and now allows for the entire investment in the LLC to be funded
through these amended Notes. The additional limits under the Notes provide Midstream with additional funding
resources in the event the cost of its investment in the LLC exceeds current projections.
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ITEM 3 — QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The Company is exposed to market risks associated with interest rates and commodity prices. Interest rate risk is
related to the Company’s outstanding variable rate debt including Roanoke Gas' line-of-credit and the Midstream credit
facility. Commodity price risk is experienced by the Company’s regulated natural gas operations. The Company’s risk
management policy, as authorized by the Company’s Board of Directors, allows management to enter into derivatives
for the purpose of managing commodity and financial market risks of its business operations.

Interest Rate Risk

The Company is exposed to market risk related to changes in interest rates associated with its borrowing activities. At
March 31, 2018, the Company had no outstanding balance under its variable rate line-of-credit with an average
balance outstanding during the six-month period of $11,140,390. The Company also had $10,263,200 outstanding
under a 5-year variable-rate term credit facility. A hypothetical 100 basis point increase in market interest rates
applicable to the Company’s variable-rate debt outstanding during the period would have resulted in an increase for the
current period of approximately $103,000. The Company's other long-term debt is at fixed rates or is hedged with an
interest rate swap.

Commodity Price Risk

The Company manages the price risk associated with purchases of natural gas by using a combination of liquefied
natural gas (LNG) storage, underground storage gas, fixed price contracts, spot market purchases and derivative
commodity instruments including futures, price caps, swaps and collars.

At March 31, 2018, the Company had no outstanding derivative instruments to hedge the price of natural gas. The
Company had 514,917 decatherms of gas in storage, including LNG, at an average price of $3.63 per decatherm,
compared to 671,479 decatherms at an average price of $3.19 per decatherm last year. The SCC currently allows for
full recovery of prudent costs associated with natural gas purchases, as any additional costs or benefits associated with
the settlement of derivative contracts and other price hedging techniques are passed through to customers when
realized through the PGA mechanism.
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ITEM 4 — CONTROLS AND PROCEDURES

The Company maintains disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the
Securities Exchange Act of 1934, as amended (the “Exchange Act”)) that are designed to be effective in providing
reasonable assurance that information required to be disclosed in reports under the Exchange Act are recorded,
processed, summarized and reported within the time periods specified in the rules and forms of the Securities and
Exchange Commission, and that such information is accumulated and communicated to management to allow for
timely decisions regarding required disclosure.

As of March 31, 2018, the Company completed an evaluation, under the supervision and with the participation of
management, including the chief executive officer and the chief financial officer, of the effectiveness of the design
and operation of the Company’s disclosure controls and procedures. Based upon that evaluation, the chief executive
officer and chief financial officer concluded that the Company’s disclosure controls and procedures were effective at
the reasonable assurance level as of March 31, 2018.

Management routinely reviews the Company’s internal control over financial reporting and makes changes, as
necessary, to enhance the effectiveness of the internal controls over financial reporting. There were no changes in the
internal controls over financial reporting during the fiscal quarter ended March 31, 2018, that have materially affected,
or are reasonably likely to materially affect, the Company’s internal control over financial reporting.
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Part I — Other Information

ITEM 1 - LEGAL PROCEEDINGS

None.

ITEM 1A — RISK FACTORS

No changes.

ITEM 2 — UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS
None.

ITEM 3 —- DEFAULTS UPON SENIOR SECURITIES

None.

ITEM 4 — MINE SAFETY DISCLOSURES
Not applicable.

ITEM 5 - OTHER INFORMATION

None.

ITEM 6 — EXHIBITS

Number Description

10.1% Third Amended and Restated Limited Liability Company Agreement of Mountain Valley Pipeline, I.I.C
) dated April 6, 2018.
10.2 Guaranty Agreement by RGC Resources. Inc. in favor of Mountain Valley Pipeline. LI.C..
Natural Gas Asset Management Agreement by and between Roanoke Gas Company and Sequent Energy
10.3 Management. LP effective April 1. 2018 (incorporated by reference to Exhibit 10.1 to the Registrant's
Current Report on Form 8-K filed on March 27. 2018)
Parental Guaranty by RGC Resources. Inc. in favor of Sequent Energy Management. P effective April 1.
10.4 2018 (incorporated by reference to Exhibit 10.2 to the Registrant's Current Report on Form 8-K filed on
March 27. 2018)
Revolving Line of Credit Note in the original principal amount of $25.000.000 by Roanoke Gas Company in
10.5 favor of Wells Fargo Bank. N.A. dated as of March 26. 2018 (incorporated by reference to Exhibit 10.1 to
the Registrant's Current Report on Form 8-K filed on March 27, 2018)
Second Amendment to Credit Agreement by and between Roanoke Gas Company and Wells Fargo Bank.
10.6 NL.A. dated as of March 26. 2018 (incorporated by reference to Exhibit 10.2 to the Registrant's Current
Report on Form 8-K filed on March 27. 2018)
First Amendment to Credit Agreement between RGC Midstream. LL.C and the lenders Union Bank & Trust
10.7 and Branch Bank and Trust dated April 11. 2018 (incorporated by reference to Exhibit 10.1 to the
Registrant's Current Report on Form 8-K filed on April 12. 2018)
Amended and Restated Note in the principal amount of $22.800.000 in favor of Union Bank & Trust due
10.8 December 29. 2020 (incorporated by reference to Exhibit 10.2 to the Registrant's Current Report on Form
8-K filed on April 12. 2018)
Amended and Restated Note in the principal amount of $15.200.000 in favor of Branch Banking and Trust
10.9 due December 29. 2020 (incorporated by reference to Exhibit 10.3 to the Registrant's Current Report on
Form 8-K filed on April 12. 2018)
Underwriting Agreement. dated as of March 15. 2018. among the Company and the Underwriters
10.10 (incorporated by reference to Exhibit 1.1 to the Registrant's Current Report on Form 8-K filed on March 19.
2018)
31.1 Rule 13a—14(a)/15d—14(a) Certification of Principal Executive Officer.
31.2 Rule 13a—14(a)/15d—14(a) Certification of Principal Financial Officer.
32.1*%*  Section 1350 Certification of Principal Executive Officer.

32.2%%  Section 1350 Certification of Principal Financial Officer.
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http://www.sec.gov/Archives/edgar/data/1069533/000106953318000013/ex101assetmanagemtagrmt2018.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000013/ex101assetmanagemtagrmt2018.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000013/ex101assetmanagemtagrmt2018.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000013/ex102parentalguarantee-ass.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000013/ex102parentalguarantee-ass.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000013/ex102parentalguarantee-ass.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000015/ex101revolvinglineofcredit.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000015/ex101revolvinglineofcredit.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000015/ex101revolvinglineofcredit.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000015/ex102secondamendmenttocred.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000015/ex102secondamendmenttocred.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000015/ex102secondamendmenttocred.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex101firstamendmenttocredi.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex101firstamendmenttocredi.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex101firstamendmenttocredi.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex102notetounionamendedand.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex102notetounionamendedand.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex102notetounionamendedand.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex103notetobbtamendedandre.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex103notetobbtamendedandre.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000017/ex103notetobbtamendedandre.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000011/exhibit11-underwritingagre.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000011/exhibit11-underwritingagre.htm
http://www.sec.gov/Archives/edgar/data/1069533/000106953318000011/exhibit11-underwritingagre.htm

*k

kk
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The following materials from the Registrant’s Quarterly Report on Form 10-Q for the quarter ended March
31, 2018, formatted in XBRL (eXtensible Business Reporting Language): (i) Condensed Consolidated
Balance Sheets at March 31, 2018 and September 30, 2017, (ii) Condensed Consolidated Statements of
Income for the three months and six months ended March 31, 2018 and 2017; (iii) Condensed Consolidated
Statements of Comprehensive Income for the three months and six months ended March 31, 2018 and 2017;
(iv) Condensed Consolidated Statements of Cash Flows for the six months ended March 31, 2018 and 2017,
and (v) Condensed Notes to Condensed Consolidated Financial Statements.

Confidentiality treatment has been requested with respect to portions of this exhibit, indicated by asterisks, which
have been filed separately with the Securities and Exchange Commission

These certifications are being furnished solely to accompany this quarterly report pursuant to 18 U.S.C.

Section 1350, and are not being filed for purposes of Section 18 of the Securities Exchange Act of 1934 and are not
to be incorporated by reference into any filing of the Registrant, whether made before or after the date hereof,
regardless of any general incorporation language in such filing.
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned there unto duly authorized.

RGC Resources, Inc.
Date: May 7,2018  By: /s/ Paul W. Nester
Paul W. Nester

Vice President, Secretary, Treasurer and CFO
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