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I. STATEMENT OF QUALIFICATIONS 

WOULD YOU STATE YOUR NAME AND ADDRESS? 

My name is Robert J. Henkes, and my business address is 7 Sunset Road, Old 

Greenwich, Connecticut, 06870. 

WHAT IS YOUR PRESENT OCCUPATION? 

I am Principal and founder of Henkes Consulting, a financial consulting firm that 

specializes in utility regulation. 

WHAT IS YOUR REGULATORY EXPERIENCE? 

I have prepared and presented numerous testimonies in rate proceedings involving 

electric, gas, telephone, water and wastewater companies in jurisdictions nationwide 

including Arkansas, Delaware, District of Columbia, Georgia, Kentucky, Maryland, 

New Jersey, New Mexico, Pennsylvania, Vermont, the U.S. Virgin Islands, and before 

the Federal Energy Regulatory Commission. A complete listing of jurisdictions and rate 

proceedings in which I have been involved is provided in Appendix I attached to this 

testimony. 

WHAT OTHER PROFESSIONAL EXPERIENCE HAVE YOIJ HAD? 

Prior to founding Henkes Consulting in 1999, I was a Principal of The Georgetown 

Consulting Group, Inc. for over 20 years. At Georgetown Consulting, I performed the 

1 
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same type of consulting services that I am currently rendering through Henkes 

Consulting. Prior to my association with Georgetown Consulting, I was employed by 

the American Can Company as Manager of Financial Controls. Before joining the 

American Can Company, I was employed by the management consulting division of 

Touche Ross & Company (now Deloitte & Touche) for over six years. At Touche Ross, 

my experience, in addition to regulatory work, included numerous projects in a wide 

variety of industries and financial disciplines such as cash flow projections, bonding 

feasibility, capital and profit forecasting, and the design and implementation of 

accounting and budgetary reporting and control systems. 

WHAT IS YOUR EDIJCATIONAL, BACKGROUND? 

I hold a Bachelor degree in Management Science received from the Netherlands School 

of Business, The Netherlands in 1966; a Bachelor of Arts degree received from the 

University of Puget Sound, Tacoma, Washington in 1971; and an MBA degree in 

Finance received from Michigan State University, East Lansing, Michigan in 1973. I 

have also completed the CPA program of the New York University Graduate School of 

Business. 

2 
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1 11. SCOPE AND PURPOSE OF TESTIMONY 

2 

3 Q. WHAT IS THE SCOPE AND PURPOSE OF YOUR TESTIMONY? 

4 A. I was engaged by the Office of Rate Intervention of the Attorney General of Kentucky 

5 (“AG”) to conduct a review and analysis and present testimony regarding the petition of 

6 Atmos Energy - Kentucky (“Atmos” or the “Company”) for an increase in its base rates 

7 for gas service. 

8 

9 The purpose of this testimony is to present to the Kentucky Public Service Commission 

10 (“KPSC” or ‘Ithe Commission”) the appropriate forecasted test period overall rate of 

11 return, rate base and operating income, as well as the appropriate revenue requirement 

12 for the Company in this proceeding. 

13 

14 In the determination of the recommended revenue requirement for Atmos in this 

1s proceeding, I have relied on and incorporated the recommendations of other AG 

16 witnesses as follows: 

17 - Dr. J. Randall Woolridg.e, concerning the appropriate overall rate of return for the 

18 Company in this proceeding; and 

19 

20 

- Mr. Michael J. Maioros, Jr., concerning the appropriate depreciation expenses, plant 

in service balance and accumulated depreciation reserve balance to be reflected for 

21 rateinaking purposes in this proceeding. 

22 
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2 OF YOUR TESTIMONY? 

3 
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6 data. 

Q. WHAT INFORMATION HAVE YOU RELIED UPON IN THE DEVELOPMENT 

A. In developing this testimony, I have reviewed and analyzed the Company's petition; 

testimonies, exhibits, workpapers and filing requirements; responses to AG and KPSC 

initial and supplemental interrogatories; and other relevant financial documents and 

4 



Direct Testimony of Robert J .  Henkes 
Atmos Energy - Kentucky 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 
12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q. 

A. 

111. SUMMARY OF FINDINGS AND CONCLUSIONS 

PLEASE SUMMARIZE YOUR FINDINGS AND CONCLUSIONS IN THIS 

CASE 

The findings and conclusions reached by me in this case are as follows: 

1. The appropriate Forecasted Test Period rate base for Atmos in this case amounts 

to $168,629,8 15 which is $775,726 lower than the Company’s originally 

proposed rate base of $169,405,541 (Schedule RJH-1, line 1 and Schedule RJH- 

3). 

2. The appropriate overall rate of return on rate base, as recommended by Dr. J. 

Randall Woolridge, the AG’s expert rate of return witness, is 7.47%, 

incorporating a recommended return on equity of 9.00%. This compares to 

Atmos’ proposed overall rate of return on rate base of 8.82%, including a 

requested return on equity rate of 1 1.75% (Schedule RJH-1, line 2 and Schedule 

RJH-2). 

3. The appropriate Forecasted Test Period net after-tax operating income amounts 

to $1 1,115,922, which is $2,341,345 higher than Amos’ originally proposed net 

after-tax operating income of $8,774,577 (Schedule RJH-1, line 4 and Schedule 

RJH-5). 

23 
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4. The appropriate gross revenue conversion factor to be used for rate making 

purposes in this case is 1.633302. This recommended conversion factor is lower 

than Atmos’ originally proposed conversion factor of 1.68801 1. 

5.  The application of the recommended overall rate of return of 7.47% to the 

recommended Forecasted Test Period rate base of $168,904,325, combined with 

the recommended Forecasted Test Period operating income of $1 1 , 1 15,922 and 

gross revenue conversion factor of 1.633302 indicates that the Company has the 

need for an annual rate increase of $2,419,099. This is $7,990,851 lower than 

the Company’s originally proposed rate increase request of $10,409,950 

(Schedule RJH-1, lines 1-7). 

6. The Company’s proposal to recover through its Gas Cost Adjustment (GCA) 

clause the uncollectible expenses associated with gas cost revenues should be 

rejected by the Commission. 

7. The Company’s proposed Customer Rate Stabilization (CRS) mechanism should 

be rejected by the Commission as this proposed tracker mechanism: 

a) is in violation of accepted ratemaking principles and inconsistent with 

appropriate regulatory policy; 

b) reduces the incentive for the Company to manage its business in the most 

efficient manner and at the lowest possible costs; 

c) represents a request for extraordinary rate remedy that is not needed and 

6 
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is unsubstantiated; and 

d) produces no benefits for the ratepayers and inappropriately shifts 

virtually all risks kom the stockholders to the ratepayers. 

7 
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IV. REVENUE REQUIREMENT ISSUES 

A. GROSS REVENUE CONVERSION FACTOR 

Q. PLEASE EXPLAIN THE DIFFERENCE BETWEEN YOUR RECOMMENDED 

AND THE COMPANY’S ORIGINALLY PROPOSED GROSS REVENUE 

CONVERSION FACTORS. 

As shown in Schedule RJH- 1, footnote (2), the difference is caused by the inclusion of 

different Kentucky state income tax rates and the recommended addition of a Late 

Payment Fee ratio in the derivation of the Gross Revenue Conversion Factors. 

Specifically, the Company assumed the old Kentucky state income tax rate of 8.25% 

while the AG reflected the correct Kentucky state income tax rate of 6.00% which 

became effective January 1, 2007. Also, as described on pages 16 and 17 of the 

testimony of Company witness Smith, the Company has assumed that the Late Payment 

Fees are a function of the Company’s residential, commercial and public authority 

revenues at a ratio of .87%. However, the Company does not propose to recognize the 

incremental Late Payment Fees that would be generated by the requested rate increase in 

this case. The reflection of this Late Payment Fee ratio, which has the effect of reducing 

the Gross Revenue Conversion factor, is consistent with the way the Company’s 

uncollectible expenses and PSC assessments are treated in the calculation of the Gross 

Revenue Conversion Factor. The Company’s uncollectible expenses and PSC 

assessments are also a function of the Company’s operating revenues and appropriate 

A. 

8 
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ratios for these expenses have therefore been incorporated into the Company’s proposed 

Gross Revenue Conversion Factor in order to reflect the incremental uncollectible 

expenses and PSC assessments associated with the proposed rate increase. 

Schedule RJH- 1, footnote (2) shows that the recommended Kentucky state income tax 

rate of 6.00% and addition of the 37% Late Payment Fee ratio reduces the Company’s 

proposed Gross Revenue Conversion Factor fiom 1.68801 1 to 1.633302. The 

recommended Gross Revenue Conversion Factor of 1.633302 was also calculated by the 

Company in its response to AG-2-22. 

IN ITS RESPONSE TO AG-2-22, THE COMPANY ARGUES THAT THE LATE 

PAYMENT FEE RATIO OF 37% SHOULD NOT RE INCLUDED IN THE 

GROSS REVENUE CONVERSION FACTOR BECATJSE THE LATE 

PAYMENT FEES ARE A FUNCTION OF RESIDENTIAL, COMMERCIAL 

AND PUBLIC AUTHORITY REVENUES, NOT TOTAL GROSS REVENUES. 

COULD YOU COMMENT ON THAT? 

Yes. The inclusion of the 37% Late Payment Fee ratio in the Gross Revenue 

Conversion Factor is entirely consistent with the Company’s proposal to include an 

uncollectible ratio of S O %  in the Gross Revenue Conversion Factor. The uncollectible 

ratio of S O %  is also a function of the Company’s residential, commercial and public 

authority revenues,’ not total gross revenues, and the Company has always found it 

appropriate to include this unadjusted uncollectible ratio in its Gross Revenue 

See bottom of page 15 of testimony of Greg Waller. 1 
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Conversion factor for ratemaking purposes. 

B. OVERALL RATE OF RETURN 

PLEASE DESCRIBE THE AG’S RECOMMENDED AS COMPARED TO THE 

COMPANY’S PROPOSED OVERALL RATE OF RETURN IN THIS CASE. 

As shown on Schedule RJH-2, the AG’s expert rate of return witness, Dr. J. Randall 

Woolridge, has recommended an overall rate of return of 7.47% as compared to the 

Company’s proposed overall rate of return of 8.82%. Similar to the Company’s 

proposal, Dr. Woolridge used the capital structure of the consolidated Atmos 

corporation in the determination of his recommended overall rate of return. However, 

while the Company’s proposed capital structure excludes short term debt, Dr. 

Woolridge, for reasons explained in his testimony, has included short term debt in his 

recommended capital structure. Dr. Woolridge’s recommended return on equity rate is 

9.00%, which is substantially lower than the Company’s proposed return on equity rate 

of 11.75%. 

C. RATEBASE 

PLEASE SUMMARIZE THE COMPANY’S ORIGINALLY PROPOSED AND 

THE AG’S RECOMMENDED NET RATE BASE INVESTMENT LEVELS FOR 

THE FORECASTED TEST PERIOD IN THIS CASE. 

10 
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The Company’s originally proposed rate base of $169,405,541 is summarized by 

specific rate base component in first column of Schedule RJH-3. As shown in the 

middle column of Schedule RJH-3, I have recommended 6 rate base adjustments 

involving the rate base components for plant in service, accumulated deprecation, cash 

working capital, materials and supplies, prepayments, and customer advances. These 

recommended rate base adjustments reduce the Company’s originally proposed net rate 

base by $775,727 to a recommended net rate base level of $168,629,815. Each of the 

recommended rate base adjustments will be discussed in detail in the subsequent 

sections of this testimony. 

WHY HAVE YOU USED THE COMPANY’S FORECASTED TEST PERIOD 

RATE BASE AS THE APPROPRIATE INVESTMENT VALUATION BASIS IN 

THE DETERMINATION OF THE COMPANY’S REVENUE REQUIREMENT 

IN THIS CASE? 

I have done so because the capitalization used in this case is the consolidated Atmos 

corporation capitalization and because no Forecasted Test Period data are available for 

the combined Atmos Kentucky-Only and allocated Shared Service Unit (SSU) and 

Kentucky/Mid-States Division General Office capitalizations. By contrast, the rate base 

used in this case reflects the appropriate total Kentucky-Only and allocated 

SSU/General Division net rate base investment balances. 

- Plant In Service 

11 



Direct Testimony of Robert J. Henkes 
Atmos Energy - Kentucky 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q. PLEASE EXPLAIN THE RECOMMENDED PLANT IN SERVICE BALANCE 

SHOWN ON SCHEDULE RJH-3, LINE 1. 

A. The recommended Forecasted Test Period plant in service balance of $321,881,192 

reflects the Forecasted Test Period plant in service balance recommended by AG 

witness Michael Majoros. 

- Accumulated Depreciation & Amortization 

Q. PLEASE EXPLAIN THE RECOMMENDED ACCUMULATED DEPRECATION 

RESERVE BALANCE S H O W  ON SCHEDULJE RJH-3, LINE 3. 

A. The recommended Forecasted Test Period reserve balance of $149,560,075 reflects the 

re-calculated Forecasted Test Period reserve balance recoinmended by AG witness 

Michael Majoros based on his recommended depreciation rates. 

- Cash Working: Capital 

Q.  PLEASE EXPLAIN YOUR RECOMMENDED CASH WORKING CAPITAL 

ADJUSTMENT SUMMARIZED ON SCHEDULE RJH-3, LINE 5. 

A. The Company has proposed to calculate the cash working capital in this case based on 

the so-called “1/8th formula” method. This method assumes that 1/8th of the pro forma 

Forecasted Test Period operation and maintenance expenses, net of purchased gas 

12 
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costs, represents a reasonable cash working capital approximation. I believe that only a 

properly performed detailed lead/lag study would generate an accurate approximation of 

a utility’s cash working capital. However, based on my review of the Company’s prior 

base rate proceedings, it is my understanding that the Commission has consistently 

allowed this Company’s cash working capital to be determined based on this modified 

1/8th method. I have therefore chosen not to challenge this method in this case. 

As summarized on Schedule RJH-3, line 5 and further detailed on schedule RJH-4, 

the appropriate cash working capital requirement based on this modified 118th 

method amounts to $2,494,217. This is $111,623 lower than the Company’s 

proposed cash working capital. The derivation of my recommended Forecasted 

Test Period operation and maintenance expenses to which the 1/8 ratio was applied 

is shown in detail on Schedule RJH-17. 

DO YOU HAVE ANY OTHER COMMENTS REGARDING THIS ISSUE? 

Yes. The appropriate cash working capital that should eventually be reflected for 

ratemaking purposes should be based on 1/8fh of the Cornmission’s allowed Forecasted 

Test Period O&M expenses net of purchased gas costs. 

- Materials and Supplies 

PLEASE EXPLAIN THE RECOMMENDED MATERIALS AND SUPPLIES 

13 
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ADJUSTMENT SHOWN ON SCHEDULE RJH-3, LINE 6a. 

As confirmed by the Company in its response to AG-1-1, this adjustment is required to 

correct the Company’s originally filed Forecasted Test Period materials and supplies 

rate base balance. 

- Prepavments 

PLEASE EXPLAIN YO TR RECO IMENDED PREPA !MENT ADJUSTMENT 

SHOWN ON SCHEDULE RJH-3, LINE 6b. 

The recommended prepayment adjustment of $23 1,715 represents the removal of the 

Forecasted Test Period PSC assessments which the Company claims to be prepaid. I 

have removed this amount from rate base to reflect well-established and long-standing 

PSC policy that such PSC assessment balances are not considered to be prepayments. 

DO YOU HAVE ANY OTHER COMMENTS REGARDING THE COMPANY’S 

PROPOSED FORECASTED TEST PERIOD PREPAYMENT BALANCE? 

Yes. As confirmed in the response to AG-2-5, the Company’s proposed Forecasted Test 

Period prepayment balance includes a prepayment balance of $1 83,2702 associated with 

a credit facility fee paid to NationsBank which is directly related to the Company’s cost 

of short term debt. Since the AG recommends that short term debt be considered for 

ratemaking purposes in this case, I have left this prepayment balance in the AG’s 

recommended rate base. However, as acknowledged by the Company, if no short term 

’ Prior to allocation to the Kentucky jurisdiction. 
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debt were to be considered for ratemaking purposes in this case, this prepayment 

balance should be removed fiom the Forecasted Test Period rate base. 

- Customer Advances 

PLEASE EXPLAIN YOUR RECOMMENDED CUSTOMER ADVANCES 

ADJUSTMENT SHOWN ON SCHEDULE RJH-3, LINE 7. 

This adjustment is to correct for the erroneous inclusion in rate base of the customer 

advances for Division 91, as acknowledged by the Company in its response to AG-2-10. 

D. OPERATING INCOME 

PLEASE SUMMARIZE THE COMPANY’S PROPOSED AND THE AG’S 

REXOMMENDED NET AFTER-TAX OPERATING INCOME LEVELS FOR 

THE FORECASTED TEST PERIOD. 

The Company originally proposed a net after-tax operating income level of $8,774,577 

for the Forecasted Test Period. On Schedule RJH-5, lines 2 through 14, I show that I 

have made numerous adjustments to the Company’s proposed net after-tax operating 

income, resulting in a recommended Forecasted Test Period net after-tax operating 

income amount of $1 1,115,922. Each of the recommended net after-tax operating 

income adjustments shown on Schedule RJH-S will be discussed in the following 

sections of this testimony. 

1s 
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- Income Tax Adiustment 

PLEASE EXPLAIN THE INCOME TAX ADJUSTMENT SUMMARIZED ON 

SCHEDULE RJH-5, LINE 2 AND SHOWN IN MORE DETAIL ON SCHEDULE 

RJH-6. 

The Company’s originally proposed Forecasted Test Period net after-tax operating 

income of $8,774,577 shown on Schedule RJH-5, line 1 reflects a composite federal and 

state income tax rate of 40.363% based on a 35% federal tax rate and 8.25% Kentucky 

state income tax rate. As confirmed in the Company’s response to AG-1-1, the correct 

composite income tax rate should be 38.90% based on a 35% federal tax rate and 6.00% 

Kentucky state income tax rate. As calculated on Schedule RJH-6, the correction of the 

composite income tax rate from 40.363% to 38.90% decreases the Company’s originally 

proposed Forecasted Test Period income tax by $83,932, which is equivalent to an 

15 

16 

17 - Proper@ Tax Adiustment 

18 

19 Q. PLEASE EXPLAIN THE RECOMMENDED PROPERTY TAX ADJIJSTMENT 

increase in net after-tax operating income by that same amount. 

20 SUMMARIZED ON SCHEDULE RJH-5, LLINE 3 AND SHOWN IN MORE 

21 DETAIL ON SCHEDULE RJH-7. 

22 A. The Company has proposed a Forecasted Test Period property tax expense of 

16 
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$4,01 1,4203 based on an initial 2006 property assessment received from the Kentucky 

Department of Revenues (KDR). In its response to AG-1-29a, Atmos states with regard 

to this initial property tax assessment: 

The $4,011,420 referred to in the above testimony represents the estimated 
property taxes for tax year 2006 based upon the current KDR assessment of 
$336,242,098. The initial KDR assessment is currently under appeal. 
While under appeal, Atmos will pay the KDR and Local Tax Districts based 
on Atmos’ claimed value of $214,983,174. Upon resolution of the appeal, 
Atmos will pay the difference, if any, between the claimed value and 
finalized value. 

The Company’s response to PSC-3-8 further confirms that: 

The Campany is still working and negotiating with the Department of 
Revenue (DOR) on an acceptable value. The DOR has offered a settlement 
which falls in line with the Company’s proposed assessment . . . . Since the 
Company has an offer from the DOR which is very close to its initial 
proposal, it is more accurate to use the DOR offer for the assessment and tax 
estimation on the 2006 property taxes . . . . 

In this same response to PSC-3-8, the Company then computed a revised total 

estimated 2006 property tax amount of $2,632,247 based on the latest DOR settlement 

offer 

I recommend at this time that this revised 2006 property tax estimated be used as the 

starting point for the Company’s Forecasted Test Period property tax liability. As 

shown on Schedule RJH-7, line 2 and footnote (2), I then increased this recoinmended 

tax amount to reflect the Company’s estimated 3% increase effective November 2007 

to arrive at the total recommended Forecasted Test Period property tax amount of 

This proposed property tax amount is prior to an additional estimated property tax expense increase of 3% 
effective November 2007. The Company’s proposed total Forecasted Test Period property taxes, including the 
3% increase effective November 2007, amounts to $4,091,648, as shown on filing Schedule C-2.3. 

17 
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$2,684,892. This recommended tax amount is $1,406,756 lower than the Company’s 

proposed Forecasted Test Period property tax amount of $4,091,648 and results in a 

recommended increase of $859,528 in the Company’s proposed Forecasted Test Period 

after-tax operating income. 

Q. DO YOU HAVE ANY ADDITIONAL COMMENTS REGARDING THIS 

ISSUE? 

Yes. If the results of the pending property tax appeal and the associated actual 2006 

property tax liability for Atmos become available prior to the close of record in this 

case, I recommend that this final actual property tax amount be used as the starting 

point for calculating the Forecasted Test Period property tax amount in this case. 

A. 

- PSC Assessment Adiustment 

Q. PLEASE EXPLAIN THE BASIS FOR THE COMPANY’S PROPOSED 

RECOMMENDED PSC ASSESSMENT FOR THE FORECASTED TEST 

PERIOD. 

As confirmed in the response to AG-1-2, the Company’s proposed Forecasted Test 

Period PSC assessment amount of $401,635 was determined by applying the current 

PSC assessment rate of .1643% to gross intrastate receipts of $244,452,110. In its 

response to AG-2-4, the Company fkrther confirmed that the gross intrastate receipt 

amount of $244,452,110 does not represent the Forecasted Test Period gross intrastate 

A. 
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receipts; rather, it “represents the amount used in the calculation of the 2006 actual 

calculation of the PSC assessment.” 

DO YOU AGREE WITH THE COMPANY’S PROPOSED FORECASTED TEST 

YEAR PSC ASSESSMENTS? 

No. As shown on Schedule C-1, Sheet 1, the Forecasted Test Period gross intrastate 

receipts amount to $226,698,846. As confirmed in the response to AG-1-31, this 

amount includes total Forecasted Test Period base rate revenues as well as 100% of the 

projected Forecasted Test Period gas cost revenues that are recovered via the GCA 

mechanism. Thus, the Forecasted Test Period PSC assessment amount should be based 

on applying the PSC assessment rate of .1643% to Forecasted Test Period total gross 

intrastate receipts of $226,698,846. As shown on Schedule RJH-8, this results in 

recommended PSC assessments of $372,466 rather than the Company’s proposed PSC 

assessments of $401,635. Schedule RJH-8 also shows that this recommended PSC 

assessment adjustment increases the Company’s proposed Forecasted Test Period net 

after-tax operating income by $17,822. 

- Rate Case Expense Amortization 

PLEASE EXPLAIN THE RECOMMENDED RATE CASE EXPENSE 

ADJUSTMENT SUMMARIZED ON SCHEDULE RJH-5, LINE 5 AND SHOWN 

IN MORE DETAIL ON SCHEDULE RJH-9. 
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21 

22 A. 

The Company has estimated total rate case expenses of $370,000 to process this case 

and is proposing to normalize this total expense amount over a 3-year period for an 

annual normalized expense of $123,333. I take no exception to the proposed 3-year 

normalization period as this would appear to be consistent with prior Commission 

rulings. I also have not adjusted the estimated rate case expenses at this time. It has 

been Commission practice to allow rate recognition for all prudently incurred rate case 

expenses actually incurred as of the close of record in utility base rate proceedings. The 

Commission’s Order in this case should reflect an adjustment for the difference between 

the actual rate case expenses and the currently estimated rate case expense amount of 

$370,000. 

Since the Company’s original filing failed to include its proposed normalized annual 

rate case expense amount of $123,333, I have made an adjustment to reflect this 

expense. As shown on Schedule RJH-9, this recommended expense adjustment 

decreases the Company’s originally proposed Forecasted Test Period net after-tax 

operating by $75,356. 

- Incentive Compensation Adiustrnent 

ARE ATMOS EMPLOYEES ELIGIBLE FOR INCENTIVE COMPENSATION 

PLANS? 

Yes. Atmos employees are eligible for three incentive compensation plans: (1) the Long 
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1 Term Incentive Plan for Management (LTIP), (2) the Management Incentive Plan (MIP), 

2 and (3) the Variable Pay Plan (VPP). 

3 

4 Q. PLEASE PROVIDE BRIEF DESCRIPTIONS OF EACH OF THESE 

5 INCENTIVE COMPENSATION PLANS. 

6 LTIP 

7 A. The LTIP is an equity-based incentive program that, since 2003, has provided long-term 

8 incentives to its executive and management teams in the form of time-lapsed or 

9 performance-based restricted stock shares. As described in the response to AG- 1-62, the 

10 purpose of the LTIP is as follows: 

11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

. . .to attract and retain the services of able persons as employees of the 
Company and its Subsidiaries and as Non-employee Directors (as herein 
defined), to provide such persons with a proprietary interest in the Company 
through the granting of incentive stock options, non-qualified stock options, 
stock appreciation rights, or restricted stock, and to motivate employees and 
Non-employee Directors using performance-related incentives linked to 
longer-range performance goals and the interests of the Company’s 
shareholders. . . 

As confirmed in the response to AG-2-39b, the employees eligible to participate in the 

21 LTIP are corporate vice-presidents and directors and division presidents and vice- 

22 presidents. 

23 

24 

25 

26 

27 

The performance measure for the determination of the earned stock shares is Atmos’ 

actual cumulative 3-year earnings per share (EPS) number as compared to the targeted 

level of EPS during the same period. 
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The response to AG- 1-62 states that the purpose of MIP is: 

. . . to provide the Company a means by which it can engender and sustain a 
sense of personal commitment on the part of its executives and senior 
managers in the continued growth, development, and financial success of 
the Company and encourage them to remain with and devote their best 
efforts to the business of the Company, thereby advancing the interests of 
the Company and its shareholders.. ... 

The MIP, which was first implemented in fiscal year 1999, is limited to a select group 

of management employees4 and provides the Company’s management team with the 

opportunity to earn a cash-based incentive award based upon Atmos’ return on equity 

performance which is expressed to participants as an EPS target. The Plan did not pay 

incentive awards in either 1999 or 2000 since Atmos did not achieve its threshold level 

of EPS performance in those years. 

vpp 

The VPP is a broad based incentive Compensation plan in which virtually all employees 

of the Company participate (except for those included in the MIP). Similar to the MIP, 

the purpose of the VPP is to provide all eligible employees with the opportunity to earn 

a cash-based incentive award based on Atmos’ return on equity performance, thereby 

advancing the interests of the Company and its shareholders. The response to AG-1-62 

hrther explains that: 

The range of outcomes between the threshold, target and maximum for 
awards under the VPP are based upon the Company’s budgeted return on 
equity target and moving 100 basis points below budgeted return on equity 

As confmed in the response to AG-2-39b, the employees eligible to participate in the MIP are corporate 
vice-presidents and directors and division presidents and vice-presidents. 
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1s 

16 

17 A. 

18 

19 

20 

21 

22 

target and 100 basis points above budgeted return on equity ROE for 
maximum performance . . . As desimed, the plan offers awards only when 
the Company reaches or exceeds desired levels of profitability as measured 
by both return on equity and earnings per share [emphasis supplied] 

The VPP, which was first implemented in 1999, paid no awards in 1999 and 2000 since 

Atmos failed to reach the threshold ROE and EPS performance levels in those years. 

In summary, each of these incentive compensation plans is 100% based on the 

achievement of corporate profitability goals in the form of targeted Atmos return on 

equity (ROE) or earnings per share (EPS) levels. Incentive compensation awards are 

only paid out if Atmos reaches or exceeds these profitability goals. 

HAS THIS COMMISSION PREVIOUSLY DISALLOWED FQR 

RATEMAKING PURPOSES INCENTIVE COMPENSATION THAT IS A 

FUNCTION OF CORPORATE FINANCIAL PERFORMANCE GOALS? 

Yes. In Union Light Heat & Power Company’s (“ULH&P”) 2005 base rate case, Case 

No. 2005-00042, the Commission disallowed 100% of that utility’s LTIP incentive 

Compensation that was entirely based on Total Shareholder Return performance. The 

Commission also disallowed portions of ULH&P’s AIP incentive compensation 

program to the extent that the AIP program was based on corporate financial 

performance goals.5 In the three TJLH&P base rate cases6 prior to Case No. 2005-00042, 

In ULH&P’s (now Duke Energy Kentucky) most recent base rate case, Case No. 2006-00172, which was 
resolved by stipulation, ULH&P, pursuant to the KPSC’s incentive compensation ruling in Case No. 2005- 
00042, voluntarily removed for ratemaking purposes all incentive compensation that was a hnction of corporate 
financial performance goals. 

Case Nos. 2001-092,92-346 and 91-370. 
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9 

10 

11 Q. 

12 

13 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

the Commission disallowed 100% of TJLH&P’s incentive compensation expenses based 

on its finding, among other things, that the corporate performance goals in UL,H&P’s 

incentive compensation plan placed more weight on the interest of shareholders than 

customers. In addition, while the AG in Kentucky American Water Company’s 

(“KAWC”) most recent rate case, Case No. 2004-001 03, recommended the disallowance 

of 60% of KAWC’s incentive compensation (representing the portion of KAWC’s 

incentive compensation program that was a function of the achievement of corporate 

financial performance goals), the Commission went further and disallowed 100% of 

KAWC’s incentive compensation expenses. 

DO YOU AGREE WITH THE COMMISSION’S RATEMAKING POLICY 

THAT INCENTIVE COMPENSATION EXPENSES THAT ARE A FUNCTION 

QF CORPORATE FINANCIAL PERFORMANCE GOALS SHOULD RE 

CHARGED TO THE SHAREHOLDERS RATHER THAN THE RATEPAYERS? 

Yes. Shareholders are the primary beneficiaries of the achievement of corporate 

financial performance goals such as return on equity or earnings per share. To the extent 

that a utility’s incentive compensation awards are completely a fknction of the utility 

achieving certain profitability levels, the stockholder, as the primary beneficiary, should 

be made responsible for the costs associated with these incentive compensation awards. 

I believe that Atmos’ LTIP, MIP and VPP incentive compensation plans clearly place 

more weight on the interest of shareholders than ratepayers. Also, since these incentive 

compensation plans only pay awards in case Atmos reaches or exceeds certain 
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profitability levels, it is my opinion that these plans should be characterized as bonus or 

profit sharing plans that provide compensation that is clearly additive to the employees’ 

total base compensation rather than being characterized as the “at risk” portion of the 

employees’ total base compensation. 

Q. WHAT IS YOUR RECOMMENDATION WITH REGARD TO THE 

COMPANY’S INCENTIVE COMPENSATION EXPENSES? 

Based on the foregoing findings and conclusions, I recommend that all of the 

Company’s incentive compensation expenses included in the Forecasted Test Period be 

disallowed for ratemaking purposes in this case. 

A. 

Q. WHAT AMOUNT OF INCENTIVE COMPENSATION EXPENSES IS 

INCLUDED IN THE COMPANY’S FORECASTED TEST PERIOD O&M 

EXPENSES? 

As detailed on Schedule RJH-10, the Forecasted Test Period above-the-line O&M 

expenses include total incentive compensation expenses of $446,63 5. 

A. 

Q. WHAT IS THE IMPACT OF YOUR RECOMMENDED ADJUSTMENT ON 

THE COMPANY’S PROPOSED FORECASTED TEST PERIOD NET AFTER- 

TAX OPERATING INCOME? 

As shown on Schedule RJH-10, line 6, my recommendation increases the Company’s 

proposed Forecasted Test Period net after-tax operating income by $272,894. 

A. 
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- Overtime Expense Adjustment 

Q. HOW DOES THE COMPANY BUDGET FOR OVERTIME HOURS AND 

ASSOCIATED OVERTIME DOLLARS? 

A. As confirmed in its response to AG-1-69dY the Company budgets overtime hours and 

overtime dollars “based on historical averages.” 

Q. WHAT IS THE ACTUAL HISTORIC EXPERIENCE OF THE RATIO OF THE 

COMPANY’S OVERTIME HOURS TO STRAIGHT-TIME HOURS DTJRING 

THE LAST 5 FISCAL YEARS? 

As shown on Schedule G-2, line 8, the actual ratios were 2.656% in 2002, 1.407% in 

2003, 1.438% in 2004, 1.820% in 2005 and 2.957% in 2006 for an actual 5-year average 

of 2.055%. 

A. 

Q. WHAT OVERTIME HOURS TO STRAIGHT-TIME HOURS RATIO HAS THE 

COMPANY USED FOR THE FORECASTED TEST PERIOD AND WHAT ARE 

THE RESULTING FORECASTED TEST PERIOD OVERTIME COSTS 

PROPOSED BY THE COMPANY IN THIS CASE? 

As shown on Schedule G-2, lines 8 and 12, the Company has proposed Forecasted Test 

Period overtime costs of $462,654 based on an assumed Overtime Hours to Straight- 

Time Hours ratio of 3.286%. This ratio, in turn, is apparently based on the overtime 

A. 
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1 experience in FY 2006. When the Company was asked in AG-2-40a why it believes a 

2 Forecasted Test Period overtime ratio of 3.286% to be reasonable given that the actual 

3 5-year historical average overtime ratio is only 2.055%, it responded as follows: 

4 
5 
6 
7 2.96% and 3.85%, respectively. 
8 
9 

10 
11 

Although the Company utilizes historical averages to prepare the budget, in 
this case, the Company thought that recent history represented a better 
indication of future activity. FY '06 and calendar '06 percentages are at 

Q. DO YOU AGREE WITH THE COMPANY'S PROPOSED FORECASTED TEST 

12 PERIOD OVERTIME COSTS OF $462,654 BASED ON AN OVERTIME RATIO 

13 OF 3.286%? 

14 A. No. As shown on Schedule G-2, lines 8 and 12, the Company's actual overtime ratios 

15 and associated overtime dollars can fluctuate significantly from year to year and this is 

16 most likely the reason why the Company normally budgets its overtime costs based on 

17 historical averages. The Company has provided no convincing evidence in this case 

18 that the actual overtime experience in FY 2006 and calendar 2006 is appropriately 

19 representative of the overtime experience for the Forecasted Test Period. 

20 

21 Q. WHAT IS YOUR RECOMMENDATION WITH REGARD TO THIS ISSUE IN 

22 THIS CASE? 

23 A. In response to AG-2-40b, the Company has calculated that the Forecasted Test Period 

24 overtime cost amount based on the actual 5-year historic overtime ratio of 2.10%7 is 

25 $295,693. I recommend that this overtime cost be used for ratemaking purposes in this 

Actual average ratio of 2.0.5,5%, rounded upwards to 2.10%. I 
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2 

case. It is based on an average overtime ratio that appropriately smoothes out the effect 

of annual fluctuations and is calculated consistent with the Company’s normal practice 

3 

4 

5 Q* 

6 

7 

8 A. 

9 

10 

11 

12 

13 

14 

15 Q. 

16 

17 

18 A. 

19 

20 

of budgeting for overtime costs “based on historical averages.” 

WHAT IS THE IMPACT OF YOUR RECOMMENDATION ON THE 

COMPANY’S PROPOSED FORECASTED TEST PERIOD O&M EXPENSES 

AND AFTER-TAX OPERATING INCOME? 

As shown on Schedule RJH-11, based on an O&M expense ratio of 49.953%, my 

recommendation decreases the Company’s proposed Forecasted Test Period O&M 

expenses by $83,402 and increases the Company’s proposed after-tax operating income 

by $50,959. 

- Public and Cornrnunitv Relations Expenses 

PLEASE EXPLAIN THE RECOMMENDED PUBLIC RELATIONS AND 

COMMUNITY RELATIONS EXPENSE ADJUSTMENT SHOWN ON 

SCHEDULE RJH-12. 

The Company’s Forecasted Test Period above-the-line operating expenses include a net 

amount of $178,809 for public relations and community relations expenses. Generally, 

such expenses are primarily associated with promoting a utility’s efforts to be involved 

21 These efforts could include such activities as, for example, 

22 community relationship outreach projects; promotions for community activities; 

in the community. 
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community advertising; supporting media tours and open houses; administering visitors 

centers; work time contributed to support community activities and organizations; 

participating in local civic organizations; coordinating employee volunteer programs, 

and so on. Contrary to the Company’s statement in its response to PSC-3-24, these 

activities have very little, if anything, to do with the provision of safe, adequate and 

reliable gas service. Rather, they involve activities that have as their primary purpose 

the promotion of goodwill for the Company and enhance the Cornpany’s image as a 

good corporate citizen. For these reasons, I do not believe that these expenses should be 

charged to the Company’s captive ratepayers. They should properly be assigned to the 

Company’s shareholders. 

As shown on Schedule “-12, my recommendation to remove these public and 

community relations expenses firom the Forecasted Test Period increases the Company’s 

proposed after-tax operating income by $109,252. 

IS YOUR RECOMMENDATION CONSISTENT WITH PRIOR COMMISSION 

RULINGS REGARDING PUBLIC AND COMMUNITY RELATIONS 

EXPENSES? 

Yes. Based on my experience in prior rate proceedings in Kentucky, I know of at least 

two fully litigated rate proceedings in which the Cornmission approved the exclusion of 

public/cammunity relations expenses for ratemaking purposes. These cases involved 

the prior Union Light Heat & Power Company Cases 2005-00042 and 200 1-00092. 
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- Emplovee Welfare Expenses 

PLEASE EXPLAIN THE RECOMMENDED EMPLOYEE WELFARE 

EXPENSE ADJUSTMENT SHOWN ON SCHEDULE RJH-13. 

The Company’s proposed Forecasted Test Period above-the-line operating expenses 

include a net amount of $175,633 for expenses associated with employee awards, gifts 

and parties as well as other employee welfare expenses’ that should not be allowed for 

ratemaking purposes in this case. Schedule RJH-13, lines 1-5 and footnotes (1) - (4) 

show the various sources for these expenses. I recommend that this net expense amount 

of $175,633 be removed in this case because they have nothing to do with the provision 

of safe, adequate and reliable service. My recommendation is consistent with long- 

standing and well-established Commission policy to remove this type of expense for 

ratemaking purposes. 

As shown on Schedule RJH-13, lines 6 - 8, my recommendation increases the 

Company’s proposed Forecasted Test Period after-tax operating income by $107,3 12. 

- Miscellaneous Expense Adjustments 

PLEASE EXPLAIN THE MISCELLANEOUS EXPENSE ADJUSTMENTS YOU 

SHOW ON SCHEDULE RJH-14. 

* Including golf tournaments, picnics, flower funds, receptions, and break room supplies. 
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A. As shown on Schedule RJH-14, line 1 and footnote (l), the first expense adjustment 1 

concerns the recommended removal of dues for various home builders associations and 2 

3 a number of other organizations. I believe that the main motivation for a gas utility to 

join home builders associations is to promote the building of homes that use natural gas 4 

for heating and other purposes as opposed to oil or electric power. In my opinion, it is 5 

inappropriate to saddle the ratepayers with the costs associated with the promotion of 6 

one energy source over another as the ratepayers do not benefit fi-om these promotional 7 

activities. With regard to the dues for the other organizations listed under footnote (1) 8 

9 of Schedule RJH-14, the Company itself has acknowledged in its response to AG-1-55 

that these dues should not be allowed for ratemaking purposes. 10 

11 

12 The second expense adjustment concerns the removal of certain Gas Supply Services 

13 expenses. The Forecasted Test Period above-the-line operating expenses in Account 

14 9230 include $64,769 for Gas Supply Service expenses. In its response to AG-1-48, the 

Company stated with regard to these expenses: 15 

Beginning January 1, 2007, gas supply services are no longer a direct charge 
to Kentucky. Our FY2007 budgeting process reflected this change. However, 
the methodology used to convert our budget to FERC account, as described on 
page 6, lines 8 through 23 of the direct testimony of Mr. Greg Walter, 
inadvertently applied a portion of the total forecast to FERC Account 9230- 
95430. The total amount of O&M forecasted by category remains accurate. 

16 
17 
18 
19 
20 
21 
22 
23 My reading of this statement leaves me to understand that, even though these expenses 

24 are no longer chargeable to the Kentucky jurisdiction after January 1, 2007, the 

Forecasted Test Period Account 9230 operating expenses inadvertently include $64,769 25 

26 worth of these expenses. Based on this understanding, I have removed these expenses 
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from the Forecasted Test Period. 1 

2 

The third expense adjustment concerns the removal of certain donation and promotional 3 

4 expenses. The response to AG-1-49 shows that the Forecasted Test Period above-the- 

line expenses include approximately $5,344 for donations and a small amount of $51 for 5 

6 promotional expenses. In this same data response, the Company stated with regard to 

the donation expenses: 7 

8 
9 

10 
11 
12 
13 
14 

Beginning October 1,2006, donations are no longer an above the line charge. 
Our FY2007 budgeting process reflected this change. However, the 
methodology used to convert our budget to FERC account, as described on 
page 6, lines 8 through 23 of the direct testimony of Mr. Greg Walter, 
inadvertently applied a portion of the total forecast to FERC Account 9230- 
07520. The total amount of O&M forecasted by category remains accurate. 

15 My reading of this statement leaves me to understand that, even though donations 

should be treated below-the-line, the Forecasted Test Period Account 9230 operating 16 

17 expenses inadvertently include $5,344 worth of these donation expenses. Based on this 

18 understanding, I have removed these expenses, together with the small amount of 

19 promotional expenses. As a final point on this issue, I note that the Company maintains 

20 in its response to AG-2-33a that the donation expense of $5,344 is not included in the 

Forecasted Test Period above-the-line Account 930.2 expenses. I am puzzled by this 21 

22 claim. The Company’s filing schedules clearly show that its Forecasted Test Period 

above-the-line operating expenses include a total amount of $56,049 for Account 930.2 23 

24 and the response to AG-1-49 clearly shows that this total expense of $56,049 includes 

25 $5,344 for donations. 
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1 

The fourth expense adjustment concerns the removal of certain unspecified 2 

Miscellaneous General expenses in Account 930.2. The response to AG- 1-49 shows 3 

that the Forecasted Test Period total Account 930.2 expenses include approximately 4 

5 $288 for membership fees, $43,720 for association dues, and $6,646 for other 

miscellaneous expenses. In AG-2-33c, the Company was requested to provide a 6 

7 detailed breakout and description of all of the items making up these three separate 

8 expense items. The Company response was as follows: 

These amounts were determined in the same manner as explained on page 12 
of the direct testimony of Company’s witness Mr. Greg Waller, therefore 
there is no detailed breakout of these costs. However, in general, the 
membership fess and association dues forecasted are similar to those on 
schedule F-1 in the original filing. The miscellaneous expense would 
generally relate to miscellaneous Chamber costs.. . 

9 
10 
11 
12 
13 
14 
15 
16 Since the Company is not able to provide a detailed listing and description of the items 

making up these three expense items, I do not believe it has met its burden of proof that 17 

18 these expenses should be included for ratemaking purposes. 

19 

Finally, the fifth expense adjustment concerns the removal of the portion of the 

Company’s Forecasted Test Period AGA dues associated with AGA’s legislative and 

20 

21 

22 lobbying activities on behalf of the gas industry as a whole. As confirmed in the 

23 Company’s response to AG- 1-53, the Forecasted Test Period total AGA dues amount to 

$29,503. The same response indicates that 23.29%9 of the AGA’s 2007 budget is 24 

dedicated to legislative and lobbying activities. Consistent with Commission policy to 25 

“Public Affairs” portion. 
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treat lobbying expenses below-the-line, I recommend that $6,871 (23.29% x $29,503) 

worth of lobbying expenses be removed for ratemaking purposes in this case. 

Q. WHAT IS THE IMPACT OF YOUR RECOMMENDED MISCELLANEOUS 

EXPENSE ADJUSTMENTS ON THE COMPANY’S PROPOSED 

FORICCASTED TEST PERIOD AFTER-TAX OPERATING INCOME? 

A. As shown on Schedule 14, my recommended miscellaneous expense adjustments have 

the effect of increasing the Company’s proposed Forecasted Test Period after-tax 

operating income by $80,553. 

- Depreciation Expense Adiustment 

Q. PLEASE EXPLAIN THE OPERATING INCOME ADJUSTMENT WITH 

REGARD TO DEPRECIATION EXPENSES SHOWN ON SCHEDULE RJH-15. 

A. This operating income adjustment reflects my adoption of the depreciation rate and 

depreciation expense recommendations contained in the testimony of Michael J. 

Majoros, the AG’s expert depreciation witness. As shown on Schedule RJH-15, Mr. 

Majoros’ depreciation recommendations reduce the Company’s originally proposed 

Forecasted Test Period depreciation expenses by $1,273,486 which, in turn, increases 

Atmos’ proposed Forecasted Test Period net after-tax income by $778,100. 

- Interest Svnchronization Adiustment 
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1 

2 Q. ON SCHEDULE RJH-16 YOU SHOW THE COMPANY’S PROPOSED AND 

3 YOUR RECOMMENDED INTEREST SYNCHRONIZATION ADJUSTMENTS. 

4 ARE THERE ANY ISSUES ASSOCIATED WITH THE INTEREST 

5 SYNCHRONIZATION ADJUSTMENT IN THIS CASE? 

6 A. No, there are no issues per se. I agree with the approach and calculation components of 

7 the Company’s proposed interest synchronization adjustment, and the only reason for 

8 the difference between the two adjustments is that the Company’s proposed and my 

9 

10 

recommended rate base balances and weighted cost of debt percentages are different. 

11 As shown on Schedule RJH-16, the difference between my recommended and the 

12 Company’s proposed interest synchronization adjustments increases the Company’s 

13 proposed Forecasted Test Period net after-tax operating income by $56,349. 

14 

15 

16 

- ProDosed Recovery of Gas Cost Uncollectibles through the GCA 

17 Q. WHAT IS THE COMPANY’S PROPOSAL, IN THIS CASE REGARDING 

18 UNCOLLECTIBLE GAS COST REIEVENUES? 

19 A. The Company is proposing to recover the uncollectible expenses associated with its gas 

20 cost revenues through the Gas Cost Adjustment clause. The reason for this proposal is 

21 described on page 29 of the testimony of Gary Smith: 

22 
23 

There is a clear distinction between the uncollectible portion of gas costs 
and other expenses included in the company’s cost of service. The total bad 
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debt expense is directly related to the total billings for residential, 
commercial and public authority accounts, which is largely driven by gas 
costs. As I have stated previously, gas costs have exhibited much greater 
volatility in recent years due to national market issues beyond our local 
control. Providing for recovery of these gas costs through the GCA seems 
logical and eliminates the risk for customers and the Company that the level 
of expense set in base rates is too high or too low in future periods. 

Q. DO YOU AGREE WITH THIS PROPOSAL,? 

A. No. This proposal represents an attempt by the Company to receive guaranteed dollar- 

for-dollar rate recovery for another component of its cost of service that traditionally 

has been recovered in base rates. There are several reasons why this proposal should be 

rejected by the Comission. 

First, this kind of “reimbursement ratemaking” is inconsistent with the important 

ratemaking principle that a utility should have a reasonable opportunity for cost 

recovery, but not a guarantee. 

Second, I do not believe that the uncollectible expense at issue is sufficiently material 

to warrant inclusion in a tracker such as the GCA. As described in the testimony of Mr. 

Smith, the total Forecasted Test Period uncollectible expenses amount to approximately 

$1 million, of which approximately $1 85,000 represents non-gas cost uncollectibles 

and $8 15,000 represents gas cost uncollectibles that would be eligible for GCA 

inclusion under the Company’s proposal. The $815,000 represents only .4% of the 

Company’s total Forecasted Test Period O&M expenses of approximately $198 

million. 
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Third, despite the arguments of Mr. Smith” to the contrary, I believe that the 

Company’s proposal would produce a disincentive for Atmos to aggressively pursue 

the recovery of its uncollectibles. TJnder the Company’s proposal, approximately 82% 

of its total uncollectible expenses would be automatically recovered through the GCA 

and only 18% of uncollectibles would be “at risk” in the base rates. 

Finally, there are other cost of service components directly related to the Company’s 

gas cost revenues that have always been and will continue to be treated for ratemaking 

purposes through base rates. For example, Mr. Smith argues that gas cost 

uncollectibles should be treated in the GCA because they “are directly related to the 

total billings for residential, commercial and public authority accounts, which is driven 

largely by gas costs.” However, PSC assessments and late payment fees, that are 

similarly a direct function of the total billings for residential, commercial and public 

authority accounts, have always been and will continue to be recovered through base 

rates. 

In summary, for all of the foregoing reasons, it is my recimmendation that the 

uncollectibles associated with gas cost revenues should continue to be recovered 

through base rates, consistent with similar base rate recovery for PSC assessments and 

late payment fees associated with gas cost revenues. 

lo These arguments are described on page 30 of the testimony of Mr. Smith. 
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2 A. Yes. If the Commission were to accept the Company’s proposal, then an adjustment 

3 must be made to reduce the Forecasted Test Period uncollectible expenses from 

4 approximately $1 million to approximately $185,000. 

Q. DO YOU HAVE ANY OTHER COMMENTS REGARDING THIS ISSUE? 
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V. CUSTOMER RATE STABILIZATION MECHANISM 

Q. PLEASE GENERALLY DESCRIBE THE CIJSTOMER RATE”, STABILIZATION 

(“CRS”) MECHANISM THE COMPANY HAS PROPOSED IN THIS CASE. 

In this case, Atmos has proposed a revolutionary new rate mechanism (the CRS) which 

would allow Atrnos to implement, on an annual basis and without testimony and 

hearings, a reconcilable surcharge to guarantee that the actual return on equity earned by 

Atmos between rate cases will always be exactly equal to the return on equity 

authorized by the KPSC in the Company’s most recent preceding base rate proceedings. 

This novel surcharge proposal, which is equivalent to a request for an annual 

reconcilable adjustment clause for each and every component of the ratemaking formula 

that determines Atrnos’ revenue requirement and rate of return, is unprecedented in 

Kentucky. 

A. 

The proposed CRS mechanism is designed to accomplish two review exercises with 

each filing, one historical and one prospective. The historical review covers the so- 

called Evaluation Period, defined as the twelve-month period ending December 31 of 

each calendar year. The prospective review covers the so-called Rate Effective Period, 

defined as the twelve-month period in which rates determined under the CRS 

mechanism will be in effect, running fiom May 1 to April 30. The first review exercise 

is to true-up the historical Evaluation Period. This review will consider actual rate base 

investments, costs and revenues and then calculate the amount of revenue to be 
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1 increased or decreased such that the earned rate of return for the historical Evaluation 

2 Period equals the return authorized by the Commission in the most recent rate case. The 

3 second review exercise is to project rate base investments, revenues and costs for the 

4 Rate Effective Period. This prospective review would identify an amount of revenue to 

5 be increased or decreased such that the expected return for the Rate Effective Period 

6 equals the return authorized by the Commission in the most recent rate case. The sum 

7 of the revenue adjustment required for the Evaluation Period and the revenue adjustment 

8 required for the Rate Effective Period will determine the total amount of revenue for 

9 which rates will then be adjusted. Those rates will stay in effect for the entire Rate 

10 Effective Period. To the extent that the projections for the Rate Effective Period vary 

11 from actual results, the following year’s historic true-up review for the Evaluation 

12 Period will correct for such variances. 

13 

14 Q. IN ITS RESPONSE TO AG-2-60, THE COMPANY ESSENTIALLY CLAIMS 

1s THAT THE PROPOSED CRS MECHANISM DOES NOT PROVIDE FOR A 

16 GUARANTEED RATE OF RETURN LEVEL. COULD YOU COMMENT ON 

17 THAT CLAIM? 

18 A. Yes. The Company’s response to AG-2-60 is as follows: 

19 
20 
21 
22 
23 
24 
25 
26 

. . . There is no guarantee that the Company will earn its authorized rate of 
return, because rates will be set prospectively not retroactively. While the 
proposed mechanism is intended to better enable the Company to earn its 
authorized return (and no more), certain circumstances will affect the actual 
earned return. For example, if expected revenues are not attained or if 
expected expenses are greater than forecasted, then actual returns could fall 
below the Company’s authorized return. 
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Q. 

A. 

It is true that during any Rate Effective Period the Company may not earn its 

authorized rate of return if expected revenues are not attained or expected expenses 

are greater than forecasted in a CRS filing. However, the proposed CRS 

mechanism provides for a retroactive true-up” of this temporary shortfall fi-om the 

authorized rate of return and this earnings Shortfall true-up will be charged to the 

ratepayers in the next Rate Effective Period. Thus, if the Company did not earn its 

authorized return in CRS year 1 , this earnings shortfall will be made up in CRS year 

2 so that aRer the end of CRS year 2 the actual achievement of the authorized return 

for CRS year 1 has been guaranteed. Through this retroactive rate of return true-up 

mechanism, the Company’s rate of return for each CRS year is eventually 

guaranteed. So it is true that the proposed CRS rates are set prospectively, 

however, the prospective CRS rates include a true-up for retroactive variations 

from the Company’s authorized rate of return, thereby rendering the CRS rate 

setting process both prospective and retroactive in nature. 

PLEASE SUMMARIZE YOUR OVERALL RECOMMENDATION 

mGARDING THE COMPANY’S PROPOSED CRS MECHANISM. 

I recommend that Atmas’ proposed CRS mechanism be rejected by the Commission, as 

this proposed surcharge mechanism: 

1) is in violation of accepted ratemaking principles and inconsistent with 

appropriate regulatory policy; 

2) reduces the incentive for the Company to manage its business in the most 

* As determined in the subsequent historical review of the particular Rate Effective Period. 
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efficient manner and at the lowest possible costs; 

3) represents a request for extraordinary rate remedy that is not needed and is 

unsubstantiated; and 

4) produces no benefits for the ratepayers and inappropriately shifts virtually all 

risks from the stockholders to the ratepayers. 

Q. WHY IS THE COMPANY’S PROPOSED CRS MECHANISM IN VIOLATION 

OF ACCEPTED RATEMAKING PRINCIPLES AND INCONSISTENT WITH 

APPROPRIATE REGULATORY POLICY? 

The proposed CRS surcharge mechanism represents a significant move away from 

traditional regulation and instead seeks a guaranteed, dollar-for-dollar recovery of any 

deficiency in the Company’s authorized rate of return experienced between rate cases. 

It is a well-known principle of traditional ratemaking that utilities are not guaranteed a 

return on investment; rather, the ratemaking process entitles the utility no more than a 

reasonable opportunitv to earn a fair rate of return. Regulation is not intended to be a 

mechanism whereby a utility is guaranteed dollar-for-dollar recovery of either its costs 

or a particular level of profit and rate of return. As stated in the preceding section of this 

testimony, I call this kind of regulation reimbursement ratemaking. Instead, traditional 

regulation has been founded on the principle that the utility has an opportunity to earn 

its rate of return. Returns have never been guaranteed because the production of utility 

services at the lowest possible cost requires that a company exert itself and work 

efficiently. 

A. 
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Through the proposed CRS mechanism, the Company has lost sight of the foundation 

upon which the regulatory process was developed, i.e., regulation is intended to be a 

substitute for competition. This principal of regulation was designed to stimulate a 

utility to act as it would if it were in a competitive industry. Clearly, if a utility’s rate of 

return is guaranteed, this represents a departure from traditional ratemaking foundations. 

Competitive entities do not have any such return guarantees. Since regulation is 

supposed to be a substitute for competition, regulated entities should not receive 

guaranteed recovery of their authorized rate of return if such guarantees are not 

available in the competitive marketplace. 

In summary, the Commission has to make some major policy decisions in this case. 

Either it can retain the current regulatory process, which sets rates on a prospective basis 

and provides the opportunity for a utility to earn its authorized rate of return, or it can go 

down the slippery slope of reimbursement ratemaking. For all of the preceding and 

following reasons, I would respecthlly urge the Commission to favor the first 

alternative. 

WHY MAY THE COMPANY’S PROPOSED CRS MECHANISM NEGATIVELY 

INFLUENCE THE INCENTIVE OF MANAGEMENT TO RUN ITS BUSINESS 

IN THE MOST EFFICIENT MANNER AND AT THE LOWEST POSSIBLE 

COST? 
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A. In my opinion, the automatic, dollar-for-dollar true-up of the Company’s actual 

achieved rate of return to its authorized rate of return between rate cases reduces the 

Company’s incentive to control its costs. Currently, an increase in costs in any one area 

will stimulate cost cutting elsewhere as the Company strives to reach its rate of return 

goals. This incentive will be lost if the CRS is adopted. The guarantees provided by the 

proposed CRS remove or reduce the regulatory incentives for the Company to provide 

utility services in the most efficient manner and at the lowest possible cost. Removal or 

reduction of such incentives will only leave ratepayers funding bloated budgets with 

little prospect for management attention to cost containment. Any mechanism that 

diminishes the incentive for a utility to actively manage its costs removes some of the 

ratepayer protections provided under traditional regulation. 

Management is responsible for planning and anticipating the cost of providing utility 

service, setting appropriate budgets, and obtaining rate relief through the regulatory 

process when necessary. The management of Atmos-Kentucky should continue to be 

held accountable for these tasks under the umbrella of traditional regulation. Ratepayers 

should pay for attentive management, not pampered management that is immune from 

the consequences of its own decision making. 

Q. HAS THE COMPANY SUBSTANTIATED THE NEED FOR THE PROPOSED 

CRS MECHANISM? 

No. As I explained before, traditional ratemaking involves the establishment of a base A. 
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rate that allows the utility a reasonable opportunity to recover its cost of service and to 

earn a fair rate of return but does not guarantee either because some expenses and 

revenues will rise and others will fall while the base rate remains the same. Both the 

risk and reward of the efficient operation of the company are on the utility when the cost 

of service is recovered through base rates. Adjustment clauses such as the proposed 

CRS rate mechanism, are formula rates that set up the elements of expense or revenue to 

be collected/credited under the rate. The adjustment clauses may result in a credit or 

charge based on how the included expenses and revenues actually materialize. The 

purpose of an adjustment clause is to guarantee rate recovery for the particular 

ratemaking element for which the clause was set up. 

From a regulatory policy standpoint, the impact of an adjustment clause established in 

the context of a general rate case - where the base rates are set on traditional principles 

of ratemaking - is to declare that the general rates established in the case cannot in and 

of themselves be fair, just and reasonable because the expenses and revenues covered 

by the clause cannot be accommodated within the traditional ratemaking expectation 

that some expenses and revenues will rise and others will fall, but the opportunity to 

earn will continue to be present until new rates are sought. Outside of (i) clauses agreed 

to by all parties to allow the parties to give and/or receive the benefits of settlements, 

and (ii) clauses allowed or required by the state’s regulatory scheme, my experience has 

been that adjustment clauses are generally utilized only when the covered costs or 

revenues are outside the control of management and exhibit extreme volatility and 
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unpredictability. These are the properties that underlie the most commonly utilized 

adjustment clauses such as fuel adjustment clauses and gas recovery clauses. Rate 

recovery through an automatic rate adjustment mechanism should continue to be 

allowed only when management has little or no control over the item at issue and 

specific requirements of volatility and unpredictability can be met. 

In this case, Atmos’ proposed CRS clause mechanism does not meet these requirements. 

Atmos’ rate of return (which the CRS seeks to guarantee) is mostly within the control of 

management and the Company has provided no evidence that would support the need 

for the extraordinary remedy sought by the proposed CRS mechanism. With regard to 

this latter point, Atmos has presented no analyses showing that it needs the additional 

rate increases from the CRS to address any potential future rate of return erosions. 

I should also note that I find the concept of the proposed CRS especially egregious to 

the ratepayers when it is bundled with the adjustment clauses that are already in effect 

for Atmos-Kentucky and which already provide guaranteed rate recovery of significant 

cost of service components that determine the Company’s achieved rate of return. 

These adjustment clauses concern the Gas Cost Adjustment (GCA) clause, Weather 

Normalization Adjustment (WNA) clause, Performance Rased Rate (PBR) mechanism, 

and Margin Loss Recovery (MLR) rider. The GCA provides Atmos with guaranteed, 

dollar-for-dollar rate recovery of the largest component of the Company’s cost of 

service, the purchased gas cost. The WNA clause protects Atmos’ achieved rate of 
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1 return from the financial consequences of abnormal weather conditions. The ML,R 

2 provides Atmos with guaranteed recovery of 50% of the distribution charge losses that 

3 result from (1) discounts pursuant to the Alternate Fuel Responsive Flex Provision; (2) 

4 special contracts approved by the KPSC; or (3) a customer’s bypass of the Company’s 

5 system. And the PBR represents a gas purchasing incentive plan that gives Atmos an 

6 opportunity to share in certain savings in the gas purchasing function. As evidenced by 

7 data request PSC-2-57e, the Commission apparently has the same concerns regarding 

8 the proposed implementation of the CRS on top of the currently existing tracking 

9 clauses: 

10 
11 
12 
13 mechanism. 
14 
15 

Explain why Atmos’s concerns over its revenue recovery are not fblly 
addressed by its Performance Based Ratemaking mechanism, its Weather 
Normalization Adjustment mechanism and its Margin Loss Recovery 

In summary, there is no substantiation for the need of the proposed CRS mechanism 

16 and Atmos has not met the burden of proof that there is a true and legitimate need for 

17 the extraordinary remedy sought by it in this case through the proposed surcharge. 

18 

19 Q. WHAT DOES ATMOS CLAIM TO BE THE BENEFITS TO THE 

20 RATEPAYERS FROM THE IMPLEMENTATION OF THE PROPOSED CRS 

21 MECHANISM? 

22 A. As described on page 24 of the testimony of Company witness Gary Smith, Atmos has 

23 claimed two ratepayer benefits resulting from the proposed CRS mechanism. First, the 

24 Company claims that ratepayers will benefit ...” by the additional assurance that the 

25 Company’s earnings are reasonable and appropriate and that their rates are appropriate.” 
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Second, the Company claims that the costs (ultimately to be born by the ratepayers) 

associated with regulation through the proposed CRS rate mechanism will be less than 

the cost of continued traditional regulation. I don’t see why the “assurance that the 

Company’s earnings are reasonable and appropriate and that their rates are appropriate” 

represents a real benefit to the ratepayers. It would seem to me that the Company’s 

stockholders would benefit infinitely more from this annual “assurance” than the 

ratepayers since I believe that the true stimulus for the proposed CRS is stockholder 

protection from rate of return erosion between rate cases. In addition, the proposed 

CRS mechanism, with its backward and forward review exercises to assure that the 

authorized rate of return will always be actually achieved, shifts virtually all risks from 

the stockholder to the ratepayers. 

The Company has also not proven its second ratepayer benefit claim; i.e., that the 

proposed CRS mechanism will be less costly than the cost of traditional regulation. On 

page 22 of his testimony, Mr. Smith states with regard to the claimed cost benefit of the 

CRS: 

We believe the CRS mechanism will provide benefits to the customer by 
avoiding the costly and resource-intensive process to review adjustments 
through the traditional rate case process replacing it instead with a simple, 
straightforward and financially transparent process that would ensure that 
the customer pays only the appropriate rate. 

However, on page 23 of his testimony, Mr. Smith then states that, under the proposed 

CRS mechanism, the Company will file “numerous financial schedules” containing 

“accounting and pro-forma adjustments” that “would be applied and identified 
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consistent with treatment in a full rate proceeding.” This certainly does not seem as 

simple and straightforward a process as Mr. Smith makes it sound. 

In PSC-2-7b, the Company was asked: 

Explain in detail how Atmos has determined that the proposed annual 
reviews would be “at a very low cost and provide for customer rate 
protection.” Include any studies or analyses Atmos conducted that support 
these conclusions. 

The Company’s response to this request was that it had not conducted any studies in 

this regard. Even though the Company did not conduct any studies or analyses 

regarding its claimed “very low cost” associated with the proposed CRS process, in 

response to another PSC data request12 the Company nevertheless came up with an 

estimated annual CRS filing cost of around $50,000 and stated that “a greater expense 

[than $50,0001 would clearly indicate a litigious response to its annual filing.” Even if 

one believes this $50,000 cost estimate to be reasonably accurate, it does not include 

the costs to be incurred by the Commission and the AG’s office in their review of the 

annual CRS filings which the Company proposes to include in the CRS rates to be 

charged to the ratepayers. In response to AG-1-80, the Company confirms that it “has 

not made an estimate of the incremental costs to be incurred by the Commission and the 

AG.” Furthermore, it must be assumed that the Company’s $50,000 cost estimate is 

based on a “simple and straightforward” 45-day review without any significant 

challenges by the PSC or AG and, as confirmed by Atmos, without a litigious response 

to the CRS filing. Thus, it is highly likely that the total CRS cost estimate will be 

PSC-2-58d. 
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significantly higher than $50,000 once one adds in the costs of the PSC’s and AG’s 

filing reviews and the costs of a review that will last longer than 45 days with 

significant challenges or a litigious response to the CRS filing. Next, one has to 

consider the fact that these CRS related regulatory expenses would be incurred 

annually between rate cases. This means that during the Company’s proposed 5-year 

CRS experiment, the ratepayers would be charged at least $250,000 or significantly 

higherI3 for additional regulatory expenses associated with 5 CRS filings for which 

they would not be chargeable under traditional regulation. And these additional costs 

would be incurred on top of the costs associated with the Company’s traditional base 

rate proceedings which would still have to take place periodically, such as the instant 

rate proceeding with an estimated cost of $370,000. It should also be noted that we are 

not here dealing with a company that, under the current traditional rate regulation, 

incurs general base rate costs every two or three years. In fact, the Company’s last base 

rate case, Case No. 99-070, was filed in June 1999, or almost 8 years ago. And the 

average filing frequency of the Company’s most recent three base rate proceedings is 

approximately 5 !h years. Thus, the Company has not proven that the regulatory costs 

to the ratepayers with the CRS mechanism in place will be lower than the regulatory 

costs associated with the continuation of traditional regulation. In fact, I believe that 

the opposite will turn out to be the case. 

In summary, while the Company claims that the proposed CRS is of benefit to the 

l 3  

be $375,000 to $500,000. 
Based on assumed annual CRS filing costs of $75,000 to $100,000, the total S-year CRS filing costs would 
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ratepayers, the mechanism focuses predominantly on the interests of Atmos and its 

stockholders rather than the ratepayers and shifts significant risks from the stockholders 

to the ratepayers. The Company is simply dangling the unsubstantiated promise of 

lower regulatory costs under the CRS mechanism as bait to get a tremendous benefit for 

shareholders in the form of a guaranteed rate of return. 

Q. ARE THERE OTHER SHORTCOMINGS IN ATMOS’ PROPOSED CRS 

MECHANISM THAT SHOULD BE OF CONCERN TO THE COMMISSION? 

Yes. There are a number of other issues associated with the proposed CRS mechanism 

that should be of concern to the Commission. I note, though, that even if the Company 

were to fix these additional issues, this should not render the CRS appropriate for 

implementation in this case. The proposed CRS mechanism should be rejected by the 

Commission for all of the reasons and regulatory policy issues previously described in 

this testimony. The additional issues that I will discuss now are to be considered 

supplemental reasons for rejecting the proposed CRS. 

A. 

What should first be of concern to the Commission is the fact that the proposed CRS 

mechanism does not include any decrease in the Company’s requested return on equity 

in the instant base rate case. While I am not the AG’s rate of return expert in this case, 

it is my understanding that the Company’s return on equity rate to be established in this 

proceeding is partially a function of the degree of earnings risk to be experienced by 

Atmos. As previously discussed, the CRS mechanism provides for a guaranteed rate 
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of return between rate cases and thereby completely removes the Company’s earnings 

risk. For that reason, it is inappropriate for the Company to propose the CRS 

mechanism without a concomitant reduction in its requested return on equity. 

Second, Atmos has proposed that no testimony be filed in support of the annual CRS 

filings and that the total filing review period be limited to 45 days. As discussed on 

page 23 of Mr. Smith’s testimony, each CRS filing will consist of numerous financial 

schedules, including accounting and pro-forma adjustments “consistent with treatment 

in a full rate proceeding,” for both a historic Evaluation Period and a prospective Rate 

Effective Period. In my opinion, it will be rather difficult, if not impossible, for the 

Cornmission and the AG to determine the reasonableness of the historic as well as 

projected rate base investment levels, expenses and revenues, and potentially challenge 

and change the filing results in a time frame of only 45 days and without supporting 

testimony on the part of Atmos. 

Third, Atmos takes the position that no hearings are necessary to implement the CRS 

rates. While the proposed CRS filings may not be equivalent to full-blown rate cases, 

they can certainly be characterized as “mini rate cases” that have as their purpose to 

adjust the then-current base rates. I believe it would be appropriate to include hearings 

in the process of establishing the new rates produced by these mini rate cases, 

particularly since no pre-filed testimonies are proposed to be included in the CRS 

filings. 
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5 Q. MR. HENKES, DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 

6 A. Yes,itdoes. 

7 

8 

9 

Finally, there may well be other reasons for rejecting the proposed CRS mechanism 

that fall outside of my area of expertise such as, for example, legal reasons. 
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Test Period Ending 6/30/08 
Case No. 2006-00464 

Sch. RJH-1 

ATMOS ENERGY - KENTUCKY 
REVENUE DEFICIENCY 

ATMOS Adjustment AG 
(1) 

1. Rate Base $169,405,541 $ (775,726) $ 168,629,815 Sch. RJH-3 

2. Rate of Return 8.82% 7.47% SCh. RJH-2 

3. Operating income Requirement 14,941,569 12,597,032 

4. Pro Forma Operating Income 8,774,577 2,341,345 11,115,922 Sch. RJH-5 

5. Operating income Deficiency 6,166,992 1,481,110 

6. Gross Revenue Conversion Factor 1.68801 1 1.633302 (2) 

7. Revenue Deficiency $ 10,409,950 $ (7,990,851) $ 2,419,099 

(1) Original Schedule A 

(2) Operating revenue 
Less: Uncollectible accounts 
Less: PSC fees 
Plus: Late payment fees 
Net revenues 
State income taxes at 8.25% 
Income before federal income tax 
Federal income tax Q 35% 
Operating income percentage 

100.000000 
(0.500ooa) 
(0.164300) 

0 
99.335700 
8.1951 95 

91 140505 
31.899200 
59.241 305 

Gross revenue conversion factor 1.68801 1 

100.000000 
(0.500000) 
(0.164300) 

0.870000 
100.205700 

6.01 2342 
94.1 93358 
32.967675 
61 “225683 

at 6.00% 

1.633302 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
RATE OF RETURN 

ATMOS PROPOSED: Weighted 
Capitalization cost cost 

($000) Ratios Rates Rates 
(1 1 (1 1 (1) (1 1 

Long Term Debt $ 2,179,529 51.85% 6.10% 3.16% 

Short Term Debt 0.00% 0.00% 0.00% 

Common Equity 

Total 

AG RECOMMENDED: 

Long Term Debt 

Short Term Debt 

Common Equity 

Total 

2,024,314 48.1 5% 11.75% 5.66% 

$ 4,203,843 100.00% 8.82% 

Weighted 
cost cost 

Capitalization Ratios Rates Rates 
(2) (2) (2) (2) 

$ 2,179,529 50.36% 6.1 0% 3.07% 

123,886 2.86% 6.58% 0.19% 

2,024,314 46.78% 9.00% 4.21 yo 

$ 4,327,729 100.00% 7.47% 

Sch. RJH-2 

(1) Original Schedule J- l  
(2) Testimony of Dr. J. Randall Woolridge 



Test Period Ending 6/30/08 
Case No. 2006-00464 

Sch. RJH-3 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

Plant in Service 

Construction Work in Progress 

Accumulated Depr. & Amort. 

Net Plant and Equipment 

Cash Working Capital Allowance 

Other Working Capital: 
a. Materials and Supplies 
b. Prepayments 
c. Gas Stored Underground 
d. Total Other Working Capital 

Customer Advances for Constr. 

Deferred ADIT & ADITC 

10. Net Rate Base 

ATMOS ENERGY - KENTUCKY 
RATE BASE 

ATMOS Adjustment AG 
(1 1 

$322,898,092 $ (1,016,900) $ 321,881,192 (2) 

1,543,040 1,543,040 

(150,189,986) 629,911 (149,560,075) (2) 

174,251,145 (386,989) 173,864,157 

2,605,840 (1 1 1,623) 2,494,217 Sch. RJH-4 

575,401 (32,329) 543,072 (3) 
799,159 (231,715) (4) 567,444 

21,792,727 21,792,727 
23,167,287 (264,044) 22,903,243 

(3,685,193) (13,071) (3,698,264) (5) 

(26,933,538) (26,933,538) 

$169,405,541 $ (775,727) $ 168,629,815 

(1) Original Schedule B-1, Sheet 2 of 2 
(2) Testimony of Michael J. Majoros Jr. 
(3) Corrected Schedule 6-4.1, Sheet 2 of 2, per response to AG-1-1 
(4) Removal of prepaid PSC assessment fees, per responses to AG- 1 - 18 and AG-1-20. 
(5) Per Schedule B-5, Sheet 3 (Division 09 advances). Disregard Division 91 advances per AG-2-10 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
CASH WORKING CAPITAL ALLOWANCE 

Sch. RJH-4 

ATMOS Adjustment AG 
(1) 

1. Total Pro Forma O&M Expense 
Exclusive of Purchased Gas Costs $ 20,846,717 $ (892,984) $ 19,953,733 Sch. RJH-17 

2. CWC Ratio 

3. Cash Working Capital 

0.125 0.125 0.125 

$ 2,605,840 $ (111,623) $ 2,494,217 

(1) Original Schedule 8-4.2, Sheet 2 of 2 



Test  Period Ending 6/30/08 
Case No. 2006-00464 

SCh. RJH-5 

ATMOS ENERGY - KENTUCKY 
OPERATING INCOME 

Impact on 
After-Tax Income 

1. Operating Income Originally Proposed by ATMOS $ 8,774,577 (1) 

AG-Recommended Operatinu Income Adiustments: 

2. Composite Income Tax Rate of 38.900% vs. 40.363% 
3. Property Tax Adjustment 
4. PSC Assessment Adjustment 
5. Rate Case Expense Amortization 
6. Incentive Compensation Adjustment 
7. Overtime Expense Adjustment 
9. Removal of Public and Community Relations Expenses 
10. Removal of Certain Employee Welfare Expenses 
11. Miscellaneous Expense Adjustments 
12. Depreciation Expense Adjustment 
13. Interest Synchronization Adjustment 
14. AG-Recommended Income Adjustments 

83,932 
859,528 
17,822 

(75,356) 
272,894 
50,959 

109,252 
107,312 
80,553 

778,100 

Sch. RJH-6 
SCh. RJH-7 
Sch. RJH-8 
Sch. RJH-9 
Sch. RJH-10 
SCh. RJH-11 
Sch. RJH-12 
SCh. RJH-13 
Sch. RJH-14 
Sch. RJH-15 

56,349 Sch. RJH-16 
2,341,345 

15. AG-Recommended Pro Forma Operating Income $ 11,115,922 

(1) Original Schedule C-I 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
INCOME TAX ADJUSTMENT 

1. ATMOS's Originally Filed Taxable Income per 
Schedule E, Line 3: $ 5,736,979 

2. Composite Income Tax Correction: 
a. Originally Filed Composite Tax Rate 
b. Corrected Composite Tax Rate 

40.363% 
38.900% 

c. Tax Rate Difference -1.463% 

3. Recommended Income Tax Reduction $ (83,932) 

Sch. RJH-6 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
PROPERTY TAX ADJUSTMENT 

1. Total Revised Estimated 2006 Property Taxes 

2. Recommended Property Taxes Based on 2006 Tax Estimate in 
Line 1 and Estimated 3% increase Effective November 2007 

3. ATMOS Proposed Property Tax Based on Initial KDR Value and 
Estimated 3% increase Effective November 2007 

4. Recommended Property Tax Reduc [L2-L3] 

5. After-Tax Operating Income Factor 

6. Impact on After-Tax Operating Income 

$ 2,632,247 (1) 

2,684,892 (2) 

4,091,648 (3) 

(1,406,756) 

61 .lo% (4) 

$ 859,528 

Sch. RJH-7 

(1) Response to PSC-3-8 
(2) [($2,632,247 / 12) x 4 months] + [($2,632,247 / 12 x 1.03) x 8 months] 
(3) Schedule C-2.3 

(4) 100% - composite income tax rate of 38.90% = 61 .lo% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
PSC ASSESSMENT ADJUSTMENT 

ATMOS Adjustment AG 
(1) 

1. Gross Intrastate Receipts $244,452,110 $ 226,698,846 (2) 

2. PSC Assessment Rate 0.001 643 0.001 643 

3. PSC Assessment $ 401,635 $ (29,169) $ 372,466 

4. After-Tax Operating Income Factor 61.10% (3) 

5. Impact on After-Tax Operating Income $ 17,822 

Sch. RJH-8 

(1) Response to AG-1-2 
(2) Schedule C-1, Sheet 1 
(3) 100% - composite income tax rate of 38.90% = 61.10% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
RATE CASE EXPENSE AMORTIZATION 

1. Three-Year Amortization of Estimated Rate Case Exp. $ 123,333 ( I )  

2. After-Tax Operating Income Factor 61.10% (2) 

3. Impact on After-Tax Operating Income $ (75,356) 

Sch. RJH-9 

(1) Corrected Schedule F-6, per response to AG-1-1 
(2) 100% - composite income tax rate of 38.90% = 61.10% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
INCENTIVE COMPENSATION EXPENSE ADJUSTMENT 

Allocated to KY 

1. MIP-Only Incentive Compensation Plan Expense 145,995 ( I )  

2. VPP-Only Incentive Compensation Plan Expense 94,743 (1) 

3. LTIP - Restricted Stock Incentive Compensation Plan Exp. 205,897 (I) 

4. Total Incentive Compensation Expense in Forecasted Period 446,635 (1) 

5. After-Tax Operating Income Factor 61.10% (2) 

6. After-Tax Operating Income Impact of Expense Removal $ 272,894 

Sch. RJH-10 

(1) Response to AG-2-39a 
(2) 100% - composite income tax rate of 38.90% = 61.10% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

Sch. RJH-11 

ATMOS ENERGY - KENTUCKY 
OVERTIME EXPENSE ADJUSTMENT 

ATMOS Adjustment AG 
(1 1 

1. Total Forecasted Test Period Overtime Cost 
a. Based on Overtime Ratio of 3.286% $ 462,654 
b. Based on Overtime Ratio of 2.10% $ 295,693 (2) 

2. O&M Expense Ratio 49.953% 49.953% 

3. Overtime Expense Charged to O&M $ 231,110 $ (83,402) 

4. After-Tax Operating Income Factor 61.1 0% (3) 

5. Impact on After-Tax Operating Income $ 50,959 

$ 147,708 

(1) Schedule G-2, lines 12 and 19 
(2) Response to AG-2-40b 
(3) 100% ~ composite income tax rate of 38.90% = 61.10% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
REMOVAL OF PUBLIC AND COMMUNITY RELATIONS EXPENSES 

1. Public Relations and Community Relations Expenses 
Included in Forecasted Test Period 

2. After-Tax Operating Income Factor 

3. Impact on After-Tax Operating Income of Expense Removal 

$ 178,809 ( I )  

61.10% (2) 

$ 109,252 

Sch. RJH-12 

(1) Response to AG-1-51 and AG-2-32d: $178,970 net of $161 = $178,809 
(2) 100% - composite income tax rate of 38.90% = 61 .lo% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
REMOVAL OF CERTAIN EMPLOYEE WELFARE EXPENSES 

1. Forecasted Test Period Employee Welfare Expenses 
Identified in Response to AG-1-56 

2. Forecasted Test Period Employee Welfare Expenses 
Identified in Response to AG-1-57 

$ 123,358 ( I )  

15,808 (2) 

3. Additional Forecasted Test Period Employee Welfare Expenses 
Identified in Response to AG-1-85e and AG-2-37b 37,261 (3) 

4. Total Employee Welfare Expenses in Forecasted Test Period 176,427 (4) 

5. Less: Employee Welfare Expenses Removed from Test Period (794) (4) 

6. Net Expenses to be Removed from Forecasted Test Period 175,633 

7. After-Tax Operating Income Factor 

8. Impact on After-Tax Operating Income of Expense Removal 

61.10% (5) 

$ 107,312 

Sch. RJH-13 

(1) Per response to AG-1-56: Kentucky Direct of $72,474 + allocated of $50,884 = $123,358 
(2) Per response to AG- 1-57: $1 2,040 + $3,179 c 5589 = $1 5,808 
(3) Per responses to AG-1-85e and AG-2-37(b): $176,427 - $123,358 - $15,808 = $37,261 
(4) Response to AG-2-37 

(5) 100% - composite income tax rate of 38.90% = 61.10% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

Sch. RJH-14 

ATMOS ENERGY - KENTUCKY 
MISCELLANEOUS EXPENSE ADJUSTMENTS 

1. Various Social and Club Dues Listed on Sch. F-1 $ 4,149 (1) 

2. Gas Supply Services Expenses 64,769 (2) 

3. Donation and Promotional Expenses 5,395 (3) 

4. Unspecified Acct. 930.2 Miscellaneous General Expenses 50,654 (4) 

5. Lobbying Portion of AGA Dues 6,871 (5) 

6. Total Expense Removal From Forecasted Test Period 

7. After-Tax Operating Income Factor 61.10% (6) 

8. Impact on After-Tax Operating Income of Expense Removal 

131,838 

$ 80,553 

( 1 )  Remove following dues on Sch. F-1, pp" 4-6: 
Home builders association dues (lines 3, 6, 26, 29, 30, 36, 50 and 52) 
Expenditures inappropriately included (lines 51, 55, 57 and 58) 
Total 

$ 2,690 
1,459 

$ 4,149 

(2) Responses to AG-1-48 and AG-2-30 
(3) Responses to AG-1-49 and AG-2-33: $5,344.21 + $51.20 = $5,395.41 
(4) Responses to AG-1-49 and AG-2-33: $288 + $43,720 + $6,646 = $50,654 
(5) Per response to AG-1-53: total annual AGA dues of $29,503 x 23.29% (public affairs portion) = $6,871 
(6) 100% - composite income tax rate of 38.90% = 61 .lo% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
DEPRECIATION EXPENSE ADJUSTMENT 

ATMOS Adjustment AG 
(1) (2) 

1. Pro forma Depreciation Expense $ 12,878,199 $(1,273,486) $ 11,604,713 

2. After-Tax Operating Income Factor 61.10% (3) 

3. Impact on After-Tax Operating Income $ 778,100 

Sch. RJH-15 

(1) Original Schedule C-2, Line 13 
(2) Testimony of Michael J. Majoros Jr. 
(3) 100% - composite income tax rate of 38.90% = 61 . I O %  



Test Period Ending 6/30/08 
Case No. 2006-00464 

SCh. RJH-16 

ATMOS ENERGY - KENTUCKY 
INTEREST SYNCHRONIZATION ADJUSTMENT 

ATMOS Adjustment AG 
(1) 

1. Rate Base $169,405,541 $ 168,629,815 SCh. RJH-3 

2. Weighted Cost of Debt 3.16% 3.26% SCh. RJH-2 

3. Pro Forma Interest Tax Deduction $ 5,353,215 $ 144,857 $ 5,498,072 

4. Composite Income Tax Rate 

5. Impact on After-Tax Income 

38.90% (2) 

$ 56,349 

(1) Original Schedule E 
(2) Composite of federal income tax rate of 35% and state income tax rate of 6% 



Test Period Ending 6/30/08 
Case No. 2006-00464 

ATMOS ENERGY - KENTUCKY 
RECOMMENDED ADJUSTED OPERATION AND MAINTENANCE EXPENSES 

1. Pro Forma O&M Expenses Proposed by ATMOS $ 20,846,717 (1) 

AG-Recommended O&M Expense Adiustments: 

- Three-Year Amortization of Rate Case Expenses 
- Incentive Compensation Expense Adjustment (446,635) SCh. RJH-10, L4 
- Overtime Expense Adjustment (83,402) SCh. RJH-11, L3 
- Public & Community Relations Expense Adjustment (178,809) Sch. RJH-12, L1 
- Employee Welfare Expense Adjustment (175,633) Sch. RJH-13, L6 
- Miscellaneous Expense Adjustment (131,838) SCh. RJH-14, L6 

123,333 Sch. RJH-9, L1 

- Pro Forma O&M Expenses Recommended by AG $ 19,953,733 

Sch. RJH-17 

(1) Schedule 8-4.2, Sheet 2 of 2 



APPENDIX I 

PRIOR REGULATORY EXPERIENCE OF ROBERT J. HENKES 



Appendix Page I 
Prior Regulatory Experience of Robert I. Henkes 

* = Testimonies prepared and submitted 

ARKANSAS 

Southwestern Bell Telephone Company 
Divestiture Base Rate Proceeding* 

Docket 83-045-U 0911983 

DELAWARE 

Docket 4 1-79 0411980 Delmarva Power and Light Company 
Electric Fuel Clause Proceeding 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding 

Docket 80-39 0211 98 1 

Delmarva Power and Light Company 
Sale of Power Station Generation 

Complaint 
Docket 279-80 

0411981 

0611981 Delmarva Power and Light Company 
Electric Base Rate Proceeding 

Docket 8 1 - 12 

Delmarva Power and Light Company 
Gas Base Rate Proceeding* 

Docket 8 1 - 13 0811981 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Docket 82-45 0411983 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Docket 83-26 0411 984 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Docket 84-30 0411985 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Docket 85-26 0311 986 

Delmarva Power and Light Company 
Report of DP&L, Operating Earnings" 

Docket 86-24 0711986 

Delmarva Power and Light Company 
Electric Base Rate Proceeding* 

Docket 86-24 1211986 
0111987 

Delmarva Power and Light Company Docket 85-26 1 01 1 98 6 



Appendix Page 2 
Prior Regulatory Experience of Robert J. Henkes 

Report Re. PROMOD and Its Use in 
Fuel Clause Proceedings* 

Diamond State Telephone Company 
Base Rate Proceeding* 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Delmarva Power and Light Company 
Electric Fuel Clause Proceeding* 

Delmarva Power and Light Company 
Electric Base Rate Proceeding* 

Delmarva Power and Light Company 
Gas Base Rate Proceeding* 

Artesian Water Company 
Water Base Rate Proceeding* 

Artesian Water Company 
Water Base Rate Proceeding* 

United Water Delaware 
Water Base Rate Proceeding* 

Delmarva Power and Light Company 
Revenue Requirement and Stranded Cost 
Reviews 

Artesian Water Company 
Water Base Rate Proceeding* 

Artesian Water Company 
Water Base Rate Proceeding* 

Tidewater Utilities/ Public Water Co. 
Water Base Rate Proceedings* 

Delmarva Power & Light Company 
Competitive Services Margin Sharing Proceeding* 

Artesian Water Company 
Water Base Rate Proceeding* 

Docket 86-20 

Docket 87-33 

Docket 90-35F 

Docket 9 1-20 

Docket 9 1-24 

Docket 97-66 

Docket 97-340 

Docket 98-98 

Not Docketed 

Docket 99- 197 
(Direct Test.) 

Docket 99- 197 
(Supplement. Test) 

Docket No. 99-466 

Docket No. 00-3 14 

Docket No. 00-649 

0411 987 

064 988 

05/1991 

1 0/ 1 99 1 

04/1992 

07/ 1 997 

0211998 

OW1998 

12/1998 

09/ 1999 

10/1999 

03/2000 

03/2001 

04/200 1 



Appendix Page 3 
Prior Regulatory Experience of Robert J. Henkes 

Chesapeake Gas Company 
Gas Base Rate Proceeding* 

Tidewater Utilities 
Water Base Rate Proceeding* 

Artesian Water Company 
Water Base Rate Proceeding* 

Delmarva Power & Light Company 
Electric Cost of Service Proceeding 

Delmarva Power & Light Company 
Gas Base Rate Proceeding* 

Artesian Water Company 
Water Base Rate Proceeding* 

United Water Delaware 
Water Base Rate Proceeding" 

DISTRICT OF COLUMBIA 

District of Columbia Natural Gas Co. 
Gas Base Rate Proceeding* 

District of Columbia Natural Gas Co. 
Gas Base Rate Proceeding* 

District of Columbia Natural Gas Co. 
Waiver of Certain GS Provisions 

Chesapeake and Potomac Telephone Co. 
Base Rate Proceeding* 

Chesapeake and Potomac Telephone Co. 
Base Rate Proceeding* 

Bell Atlantic - District of Columbia 
SPF Surcharge Proceeding 

Bell Atlantic - District of Columbia 
Price Cap Plan and Earnings Review 

Docket No. 01-307 121200 1 

Docket No. 02-28 0712002 

Docket No. 02-1 09 0912002 

Docket No. 02-23 1 0312003 

Docket No. 03- 127 0812003 

Docket No. 04-42 0812004 

Docket No. 06- 174 1 012006 

Formal Case 870 05l1988 

Formal Case 890 0211 990 

Formal Case 898 081 1990 

Formal Case 850 0711 99 1 

Formal Case 926 1011993 

Formal Case 926 0611 9/94 

Formal Case 8 14 IV 0711 995 



Appendix Page 4 
Prior Regulatory Experience of Robert J. Henkes 

GEORGIA 

Southern Bell Telephone Company 
Base Rate Proceeding 

Southern Bell Telephone Company 
Base Rate Proceeding 

Georgia Power Company 
Electric Base Rate and Nuclear 
Power Plant Phase-In Proceeding* 

Georgia Power Company 
Electric Base Rate and Nuclear 
Power Plant Phase-In Proceeding* 

Southern Bell Telephone Company 
Base Rate Proceeding 

Southern Bell Telephone Company 
Implementation, Administration and 
Mechanics of Universal Service Fund* 

Atlanta Gas Light Company 
Gas Base Rate Proceeding* 

Southern Bell Telephone Company 
Report on Cash Working Capital" 

Atlanta Gas Light Company 
Gas Base Rate Proceeding* 

Atlanta Gas Light Company 
Gas Base Rate Proceeding 

Georgia Independent Telephone Companies 
Earnings Review and Show Cause Proceedings 

Georgia Power Company 
Earnings Review - Report to GPSC* 

Georgia Alltel Telecommunication Companies 
Earnings and Rate Reviews 

Frontier Communications of Georgia 
Earnings and Rate Review 

Docket 3465-U 0811 984 

Docket 3 5 1 8-LJ 0811 985 

Docket 3 673 -U 0811 987 

Docket 3 840-U 0811 989 

Docket 3905-U 0811 990 

Docket 392 1-11 1011990 

Docket 41 77-U 

Docket 3905-U 

Docket No. 445 1 -U 

Docket No. 5 1 16-U 

Various Dockets 

Non-Docketed 

Docket No. 6746-U 

Docket No. 4997-U 

0811 992 

0311993 

0811 993 

0811 994 

1994 

091 1995 

0711 996 

0711 996 



Appendix Page 5 
Prior Regulatory Experience of Robert J. Henkes 

Georgia Power Company 
Electric Base Rate / Accounting Order Proceeding Docket No. 9355-U 12/1998 

Savannah Electric Power Company Docket No. 146 1 8-U 03/2002 
Electric Base Rate Case/Alternative Rate Plan* 

Georgia Power Company 
Electric Base Rate / Alternative Rate Plan Proceeding* Docket No. 18300-U 12/2004 

Savannah Electric Power Company Docket No. 19758-U 03/2005 
Electric Base Rate Case/Alternative Rate Plan* 

FERC 

Philadelphia ElectridConowingo Power 
Electric Base Rate Proceeding* 

KENTUCKY 

Kentucky Power Company 
Electric Base Rate Proceeding* 

Kentucky Power Company 
Electric Base Rate Proceeding* 

Kentucky Power Company 
Electric Base Rate Proceeding* 

South Central Bell Telephone Company 
Base Rate Proceeding* 

Kentucky-American Water Company 
Base Rate Proceeding* 

Delta Natural Gas Company 
Base Rate Proceeding* 

Kentucky Utilities and LG&E Company 
Environmental Surcharge Proceeding 

Delta Natural Gas Company 
Experimental Alternative Regulation Plan* 

Docket ER 80-557/558 07/1981 

Case 8429 

Case 8734 

Case 9061 

Case 9160 

Case 97-034 

Case 97-066 

97-SC- 109 1 -DG 

Case No. 99-046 

04/1982 

06/1983 

094 984 

01 4985 

06/1997 

O7/1997 

0 1 /1999 

07/1999 



Appendix Page 6 
Prior Regulatory Experience of Robert 1. Henkes 

Delta Natural Gas Company 
Base Rate Proceeding* 

Louisville Gas & Electric Company 
Gas Base Rate Proceeding* 

Kentucky-American Water Company 
Base Rate Proceeding* 

Jackson Energy Cooperative Corporation 
Electric Base Rate Proceeding* 

Kentucky-American Water Company 
Base Rate Rehearing* 

Kentucky-American Water Company 
Rehearing Opposition Testimony* 

Union Light Heat and Power Company 
Gas Base Rate Proceeding" 

L,ouisville Gas & Electric Company and 
Kentucky Utilities Company 
Deferred Debits Accounting Order 

Fleming-Mason Energy Cooperative 
Electric Base Rate Proceeding 

Northern Kentucky Water District 
Water District Base Rate Proceeding 

Louisville Gas & Electric Company 
Electric Base Rate Proceeding* 

L,ouisville Gas & Electric Company 
Gas Base Rate Proceeding* 

Delta Natural Gas Company 
Rase Rate Proceeding" 

Union Light Heat and Power Company 
Gas Base Rate Proceeding" 

Big Sandy Rural Electric Cooperative 
Electric Base Rate Proceeding 

Case No. 99-176 0911 999 

Case No. 2000-080 0612000 

Case No. 2000-1 20 0712000 

Case No. 2000-373 021200 1 

Case No. 2000- 120 021200 1 

Case No. 2000- 120 031200 1 

Case No. 200 1-092 091200 1 

Case No. 2001-169 

Case No. 2001 -244 

Case No. 2003-0224 

Case No. 2003-0433 

Case No. 2003-0433 

Case No. 2004-00067 

Case No. 2005-00042 

Case No. 2005-00125 

101200 1 

0512002 

0212004 

0312004 

0312004 

0712004 

0612005 

0812005 



Appendix Page 7 
Prior Regulatory Experience of Robert 1. Henkes 

Louisville Gas & Electric Company 
Value Delivery Surcredit Mechanism* 

Kentucky Utilities Company 
Value Delivery Surcredit Mechanism* 

Kentucky Power Company 
Electric Base Rate Proceeding* 

Cumberland Valley Electric Cooperative 
Electric Base Rate Proceeding 

South Kentucky Rural Electric Cooperative 
Electric Base Rate Proceeding 

Duke Energy Kentucky 
Electric Base Rate Proceeding* 

Atmos Energy Corporation 
Gas Show Cause Proceeding* 

Inter County Electric Cooperative 
Electric Base Rate Proceeding 

Case No. 2005-00352 

Case No. 2005-0035 1 

Case No. 2005-00341 

Case No. 2005-001 87 

Case No. 2005-00450 

Case No. 2006-00 172 

Case No. 2005-00057 

Case No. 2006-0041 5 

12/2005 

12/2005 

0 1 /2006 

05/2006 

07/2006 

09/2006 

09/2006 

04/07 

Continental Telephone Company of Maine 
Rase Rate Proceeding 

Central Maine Power Company 
Electric Base Rate Proceeding 

New England Telephone Corporation - Maine 
Chapter 120 Earnings Review 

MARYLAND 

Potomac Electric Power Company 
Electric Base Rate Proceeding* 

Delmarva Power and Light Company 
Electric Base Rate Proceedi"ng* 

Chesapeake and Potomac Telephone Company 
Western Electric and License Contract 

Docket 90-040 

Docket 90-076 

Docket 94-254 

Case 7384 

Case 7427 

Case 7467 

12/1990 

03/1991 

12/1994 

01/1980 

08/1 980 

10/1980 



Appendix Page 8 
Prior Regulatory Experience of Robert J. Heiikes 

Chesapeake and Potomac Telephone Company 
Base Rate Proceeding* 

Washington Gas Light Company 
Gas Base Rate Proceeding 

Delmarva Power and Light Company 
Electric Base Rate Proceeding* 

Chesapeake and Potomac Telephone Company 
Base Rate Proceeding* 

Chesapeake and Potomac Telephone Company 
Base Rate Proceeding* 

Chesapeake and Potomac Telephone Company 
Computer Inquiry 11" 

Chesapeake and Potomac Telephone Company 
Divestiture Base Rate Proceeding* 

AT&T Communications of Maryland 
Base Rate Proceeding 

Chesapeake and Potomac Telephone Company 
Base Rate Proceeding* 

Potomac Electric Power Company 
Electric Rase Rate Proceeding 

Delmarva Power and Light Company 
Electric Base Rate Proceeding 

NEW HAMPSHIRE 

Granite State Electric Company 
Electric Base Rate Proceeding 

NEW JERSEY 

Elizabethtown Water Company 
Water Base Rate Proceeding 

Case 7467 

Case 7466 

Case 7570 

Case 7591 
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Introduction 

Q. 

A. 

Please state your name, position and business address. 

My name is Michael J. Majoros, Jr. I am Vice President of Snavely King Majoros 

O’Connor & Lee, Inc. (“Snavely King”), located at 1111 14‘h Street, N.W., Suite 

300, Washington, D.C. 20005. 

Q. Please describe Snavely King. 

A. Snavely King is an economic consulting firm, founded in 1970 to conduct 

research on a consulting basis into the rates, revenues, costs and economic 

performance of regulated firms and industries. We represent the interests of 

government agencies, businesses and individuals who are consumers of 

telecom, public utility and transportation services. In addition to consumer cost 

and anti-trust issues, we have provided our expertise in support of a clean 

environment and personal damages resulting from discrimination in agricultural 

programs. We believe in accountability, fair competition and effective regulation. 

We seek and use new ideas, findings and opportunities when appropriate, and 

avoid reliance upon traditional approaches based on faulty premises. 

The firm has a professional staff of 1 I economists, accountants, engineers 

and cost analysts. Most of our work involves the development, preparation and 

presentation of expert witness testimony before Federal and state regulatory 

agencies. Over the course of our 37-year history, members of the firm have 

participated in more than 1,000 proceedings before almost all of the state 

commissions and all Federal commissions that regulate utilities or transportation 

industries. 
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1 Q. 

2 A. 

Have you prepared a summary of your qualifications and experience? 

Yes. Appendix A is a summary of my qualifications and experience. Appendix B 

3 contains a tabulation of my appearances as an expert witness before state and 

4 Federal regulatory agencies. 

5 Q. For whom are you appearing in this proceeding? 

6 A. 

7 Kentucky (“AG”). 

8 Q. What is the subject of your testimony? 

i am appearing on behalf of the Attorney General of the Commonwealth of 

9 A. This testimony addresses Atmos Energy Corporation’s (“Atmos” or “the 

10 

11 Q. Do you have any specific experience in the field of public utility 

12 depreciation? 

13 A. 

14 

15 

Company’) depreciation rates and expense proposals. 

Yes, I and other members of my firm specialize in the field of public utility 

depreciation. We have appeared as expert witnesses on this subject before the 

regulatory commissions of almost every state in the country, including several 

16 appearances before the Kentucky Public Service Commission (“KPSC”). I have 

17 testified in over one hundred proceedings on the subject of public utility 

18 

19 

20 

depreciation and represented various clients in several other proceedings in 

which depreciation was an issue but was settled. I have also negotiated on 

behalf of clients in fifteen of the Federal Communications Commissions’ (“FCC’’) 

21 Triennial Depreciation Represcription conferences. 

22 Q. Does your experience specifically include gas company depreciation? 

23 A. Yes, I have testified in many proceedings on the subject of gas company 
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depreciation, and I have prepared testimony in several other gas proceedings in 

which depreciation was ultimately settled. 

Purpose of Testimony 

Q. 

A. The AG asked me to review and express an opinion regarding the 

reasonableness of the Company’s gas and shared services depreciation rates 

and proposals. The AG asked me to make alternative recommendations if 

warranted. 

What is the purpose of your testimony? 

Present Depreciation Rates 

Q. When were the Company’s present depreciation rates approved? 

A. Atmos states that the present gas depreciation rates received defacto approval in 

the settlement agreement and December 21, 1999 Order in Case No. 99-070.’ 

According to Atmos: 

The current rates for Kentucky are based on the 1997 
study provided as an attachment to AG DR 1-145. The 
rates from this study were proposed in case 99-070 and 
were not at issue in the case.* 

The Company makes a similar statement about the present shared 

services rates: 

The rates from this [I9931 study were utilized in both the 
95-010 and 99-070 rate cases and were not at issue in 
either case. The Company believes that the settlement 
agreements and subsequent orders provided de facto 
approval of these depreciation rates for Kent~cky .~  

’ See response to AG-DR-1-145. 
See response to AG-DR-2-53. 
See response to AG-DR-2-54. 
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Q. 

A. 

How were the present depreciation rates calculated? 

The current gas plant rates are straight-line, remaining life rates calculated using 

the equal life group (“ELG”) procedure. They are based on plant balances and 

reserves as of September 30, 1997.4 The shared services rates are also 

straight-line, remaining life rates, calculated using ELG. They are based on plant 

and reserves as of September 30, 1992.5 

Atmos’s Proposed Depreciation Rates 

Q. 

A. 

Summarize the Company’s depreciation proposal in this proceeding. 

Mr. Donald Roff sponsors Atmos’s depreciation studies. Mr. Roff conducted 

separate studies for gas plant and shared services plant. in both cases, he 

calculated remaining life rates using ELG. His gas plant study is based on plant 

and reserve balances as of September 30, 2005, and his shared services study 

is based on balances as of September 30, 2006.6 

Mr. Roffs recommendations result in a $123,599 increase to gas plant 

depreciation expense, based on September 30, 2005 balances, and a 

$2,662,501 increase to shared services depreciation expense, based on 

September 30, 2006 balances7 

See AG DRI-145 ATTI, p. 2. 
See AG DR 2-54 APT, p. 2. 
Direct Testimony of Donald Roff, p. 1, Exhibit DSR-3, p. 3 and Exhibit DSR-4, p. 3. 
Exhibits DSR-3, p. 3 and DSR-4, p. 3. 
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Conclusions 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Did you review Mr. Roff’s studies? 

I reviewed Mr. Roffs studies, his responses to staffs and my data requests, and I 

conducted independent analysis. I have accepted some aspects of Mr. Roffs 

proposals, but overall I disagree with Mr. Roffs proposed depreciation rates and 

accruals. 

What do you recommend? 

I recommend that the future cost of removal factors be based on Atmos’s recent 

actual experience. This approach will keep Atmos whole regarding its actual 

expenditures; it will provide for inflationary increases as they occur; and it will 

reduce the build-up of the $23.9 million regulatory liability Atmos reported on its 

GAAP and SEC financial statements. 

Which aspects of Mr. Roff’s studies have you accepted? 

I have accepted all of Mr. Roffs life proposals. I have also accepted his 

depreciation proposals relating to cushion gas, but I have corrected his 

interpretation of depreciable cushion gas. 

Why have you accepted Mr. Roff’s life proposals? 

I have compared Mr. Roffs life proposals with the existing lives. In general, Mr. 

Roff has lengthened the lives. While there are a few life changes with which I 

might not ordinarily agree, there are other, more important issues at stake in this 

case. In fact, Mr. Roff raises these major issues at page 6 of his testimony 

where he states: 
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This [I9681 quotation is important because it addresses 
several key accounting and ratemaking issues 
concerning the treatment of net salvage as a component 
of depreciationa8 

I agree that net salvage is a very important issue. It is also very interesting that 

7 Mr. Roff relied upon a 1968 text to make his point. That particular quotation will 

highlight how the net salvage issue has gained prominence over the years. I will 8 

discuss this in more detail later in this testimony. Consequently, I have accepted 9 

I O  Mr. Roff’s proposed lives and focused my attention on net salvage. 

11 Q. Why do you disagree with Mr. Roff’s depreciation rates and accruals 

12 overall? 

13 A. I disagree because Mr. Roff has included inflated provisions for estimated future 

14 cost of removal in his depreciation rate calculations. I disagree with charging 

15 ratepayers for estimated future cost of removal, unless the utility has a legal 

16 obligation to incur those costs. Recent accounting pronouncements have 

17 highlighted and demonstrated that regulated utility companies are charging 

18 ratepayers far more for cost of removal than they will ever spend. At a minimum, 

19 charges to today’s ratepayers should not include future inflation out for thirty to 

20 forty years. Therefore, I disagree with Mr. Roff’s proposed rates and accruals. I 

21 have replaced Mr. Roff s inflated estimates with more reasonable factors based 

22 upon Atmos’s recent actual experience. 

--._-..-- 
Roff - Direct, page 6. 
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Recommendations 

Q. What do you recommend? 

A. The Commission should disallow Atmos’s inclusion of excessive cost of removal 

in its depreciation expense. Atmos’s proposed gas depreciation rates result in 

the collection of $2.2 million annually for cost of removal even though it is only 

incurring $975 thousand of actual cost of removal on average. 

As of December 31, 2006, the Company had already collected $23.9 

million over and above what it has actually spent for gas and gas common plant 

cost of r e m ~ v a l . ~  Atmos recognized and reported this as a regulatory liability for 

GAAP purposes.” Mr. ROWS additional $2.2 million per year charge greatly 

increases the regulatory liability each year because the Company is only 

incurring $975 thousand on average. 

I am replacing Mr. Roffs excessive cost of removal factors with more 

reasonable factors based on the average of the most recent five years of Atmos’s 

actual experience. This approach will result in cost of removal collections of 

approximately $975 thousand per year. 

My recommendations result in a $1.3 million reduction relative to Mr. 

Roffs proposals for gas depreciation rates based on September 30, 2005 plant 

balances, and a $621 increase relative to Mr. Roffs proposals for shared 

services depreciation rates based on September 30, 2006 plant balances. 

--- 
The $23.9 million regulatory liability emanates from non-legal asset retirement obligations (“AROs”) 

lo GAAP is the acronym for generally accepted accounting principles, which are the rules Atmos must 
discussed later in this testimony. 

follow for general purpose and SEC financial reporting purposes. 
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Depreciation Parameters 

Q. What are depreciation parameters? 

A. Depreciation parameters are the basic assumptions upon which depreciation rate 

calculations are based. Atmos’s proposed depreciation rates are based on three 

fundamental parameters, all of which are estimates: an average service life, a 

retirement dispersion pattern and a net salvage ratio. Usually, the two most 

significant parameters in a case are the average service life and the net salvage 

ratio. A shorter service life translates to a higher resulting depreciation rate. 

Similarly, the more negative the net salvage ratio - the higher the resulting 

depreciation rate. In both cases, the higher depreciation rate is charged to 

ratepayers. 

In this case, another significant parameter is the estimated retirement 

dispersion pattern. Mr. Roff used “Iowa Curves” to define these patterns. These 

patterns have relevance in estimating average lives and they have a direct 

impact on Mr. Roffs remaining life calculations, particularly since he used the 

equal life group (“ELG”) procedure to calculate remaining lives. ELG is very 

sensitive to the Iowa Curve shape and results in a shorter remaining life 

calculation, ergo a higher depreciation rate than other alternative procedures. 

ELG 

Q. 

- 
What is the ELG procedure? 

A. ELG is a procedure sometimes used in depreciation calculations to calculate an 

average life and average remaining life once a judgmental estimate is made of 

the service life and retirement pattern for a group of assets. The details of the 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

ELG procedure are complex, but from a practical standpoint, it results in a higher 

depreciation rate than the alternative vintage group (“VG”) procedure. 

Would you summarize the pros and cons regarding ELG and VG? 

Yes, from a theoretical standpoint ELG provides a more precise cost allocation 

assuming perfect foresight. On the other hand, ELG requires annual 

depreciation rate changes and produces precisely the wrong answer when the 

retirement pattern forecast is inaccurate. The alternative to ELG is the vintage 

group (“VG”) procedure. VG assumes a constant depreciation rate, and is more 

flexible concerning retirement pattern forecasts. VG, in my opinion, provides a 

higher probability of producing a correct overall result notwithstanding forecasting 

inaccuracies. On the other hand, VG is premised on the averaging concept of 

offsetting underecoveries with overrecoveries within a vintage. 

Is ELG necessary? 

ELG is not necessary because both VG and ELG target full recovery. 

What are the practical consequences of ELG? 

From a practical standpoint, ELG will produce a higher depreciation rate because 

it is a front-loaded approach. Unfortunately, the rate typically does not decline as 

is assumed in the adoption of ELG. 

Is Mr. Roff’s use of ELG new for Atmos? 

No, ELG was used to calculate the existing depreciation rates. 

Do you agree with the use of ELG? 

No, although ELG has some theoretical merit, it also has negative aspects and it 

is not necessary. 
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Are you recommending a change? 

No. Because ELG has already been implemented for this Company, I will not 

challenge it in this case. 

Why are you addressing this issue in this case? 

I am addressing the issue because ELG creates unnecessary depreciation 

expense for ratepayers. The Commission should be aware of this issue and not 

allow companies to switch to, or continue with, ELG without challenge. 

Cost of Removal 

Q. Has Mr. Roff included a provision for estimated future cost of removal in 

his proposed depreciation rates? 

A. Yes, he has. 

Q. What is your opinion about the incorporation of estimated future cost of 

removal in depreciation rates? 

I do not object to including future cost of removal estimates in depreciation rates 

as long as the resulting charges are just and reasonable and reflect current 

activity. On the other hand, a Company has a special burden of proof to justify 

charging ratepayers today for any speculative future cost thirty to forty years from 

now. In this case, Atmos proposes to charge inflated future cost estimates to 

today’s ratepayers, but will not even agree that it has a refundable obligation to 

ratepayers for any excess charges over and above its actual cost of removal 

A. 

Page 10 of 25 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

Direct Testimony 
Of 

Michael J. Majoros, Jr. 

expenditures. 

liability for its past over collections.” 

Regarding your reference to a “special burden,” how are normal expenses 

estimated in a rate case? 

An extrapolation of recent historical costs into the near-term future is a 

reasonable approach for most normal ongoing operation and maintenance 

expenses, but even those extrapolations are subject to challenge and 

rationalization. A utility must demonstrate that charging such costs to ratepayers 

is just and reasonable. 

Is this approach available for cost of removal? 

Yes, Atmos maintains its actual expenditures for cost of removal. Consequently, 

those costs can be extrapolated into the near-term future. Mr. Roff, however, 

has employed another approach to increase the normal charges to today’s 

ratepayers for future cost of removal. 

Has either Atmos or Mr. Roff provided any special evidence that should 

cause this Commission to require Atmos’s ratepayers to pay more than 

twice what it is actually spending for cost of removal each year? 

Neither Atmos nor Mr. Roff provided any credible evidence to rationalize 

overcharging ratepayers for cost of removal. They merely attempt to convince 

the Commission of the wisdom of overcharging ratepayers. 

Why are you opposed to these charges? 

Atmos will not even acknowledge a $23.9 million regulatory 

” Response to AG DR 167 a., b. 
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As I stated above, I do not object to including reasonable estimates of near-term 

cost of removal expenditures in depreciation rates. I do object, however, to the 

super-inflated estimates Mr. Roff is proposing. I object because the result is that 

Atmos will charge ratepayers far more for cost of removal than it will ever spend. 

Recent accounting pronouncements have highlighted and addressed this fact. 

Identify and explain the recent accounting pronouncements. 

The Financial Accounting Standards Board’s (“FASB”) Statement of Financial 

Accounting Standard No. 143 (“SFAS No. 143”) and the Federal Energy 

Regulatory Commission’s (“FERC”) Order No. 631 have identified and 

highlighted utilities’ prior excess collections for future cost of removal. Order No. 

631 defines these excess collections as non-legal asset retirement obligations 

(“non-legal AROs”). 

If a utility has charged cost of removal for a non-legal ARO, that amount is 

to be segregated within accumulated depreciation for FERC purposes and 

reclassified as a regulatory liability for GAAP purposes. Furthermore, if a utility 

has collected too much depreciation for a legal ARO, the excess also becomes 

as a regulatory liability for both FERC and GAAP purposes.’* 

In other words, if a utility has collected for future cost of removal in its 

depreciation rates, but does not and never had a legal obligation to spend the 

money, these excesses are to be segregated and to be reported as a regulatory 

liability.13 FERC identified these amounts as “non-legal” asset retirement 

SFAS No. 143. 12 

l3 Id., paragraph B.73. 
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Period 
Ending 

Sept. 30, 2005 
Sept. 30, 2006 
Dec. 31,2m8 

1 

Atmos 
Energy KY 
- Total Jurisdiction KY SSU 

$ 263.4 $ 22.8 $ 0.03 
261.4 23.7 0.03 

23.9 0.03 

2 

3 

4 

9 
10 

1 1  

12 

13 Q. 

14 A. 

15 

16 Q. 

17 A. 

18 

obligations, because utilities do not have actual legal obligations and liabilities to 

incur these costs in the future. 

Atmos reported regulatory liabilities in compliance with SFAS No. 143 as 

follows: 

Atmos Energy Corporation 
Regulatory Liabilities Resulting from Non-Legal AROs 

~ $ m i ~ ~ i o n s ) ' ~  

The regulatory liability for the KY jurisdiction increased by the amount that Atmos 

collected from KY ratepayers, over and above its actual removal costs for each 

period. 

What do you recommend? 

I recommend that the Kentucky Public Service Commission adopt a more 

reasonable approach to include future cost of removal in depreciation rates. 

Have you made other recommendations relating to this issue in the past? 

Yes. Normally I would recommend that the KPSC recognize a regulatory liability 

for regulatory and ratemaking purposes. Based on the policy decisions of some 

See Atmos Energy, September 30,2006 10-K Report, p. 66 and response to AG-DR-1-165. 14 
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consumer advocate clients, I have also recommended that the regulatory liability 

be returned to ratepayers through a specific amortization period. 

Has the Commission already taken a position on any of these issues? 

Yes. I proposed the establishment of a regulatory liability for ratemaking 

purposes in Case No. 2005-00042, Union Light, Heat and Power Company’s 

most recent rate case. The proposal was not accepted.15 

Are you making the same proposal for Atmos? 

I am not reintroducing that proposal here. On the other hand, I do believe it is 

fair, from the ratepayers’ perspective, to reduce the build-up of the regulatory 

liability that Atmos recorded on its GAAP and SEC financial statements. Even 

though the Commission does not recognize the regulatory liability, ratepayers 

directly fund all increases to that amount. 

How much non-legal ARO cost has Mr. Roff included in Atmos’s annual 

depreciation expense? 

Based on September 30, 2005 balances the amount is $2.2 million for Kentucky 

plant.16 He has included no cost of removal in his Shared Services rates. 

What is Atmos’s actual experience? 

For the period from 2001 through 2005, the actual average was $975 thousand 

for Kentucky plant.” Nevertheless, Mr. Roff proposes to charge $2.2 million per 

year for cost of removal collections. If this pattern continues, the regulatory 

Case No. 2005-00042, Order issued December 22,2005, p. 39. 
See Exhibit-(MJM-4), page 3 of 4, column (c). 

related to a 2004 retirement in account 397. 
l 7  For the period 2002-2006, the SSlJ plant experienced an average of $621 in cost of removal, all 
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liability will continue to grow at an exponential rate. 

Atmos’s Amroach to Future Cost of Removal 

Q. What causes Atmos’s charges for future cost of removal to be so 

excessive? 

Atmos’s charges for future cost of removal are excessive due to the process it 

uses to derive these estimates and then convert them into depreciation expense. 

The process results in inflated annual charges for future cost of removal that 

vastly exceed actual expenditures. 

A. 

Atmos bundles the inflated cost of removal factors in most of its 

depreciation rates, and then applies those rates for years to an ever-expanding 

depreciable plant base. This latter feature results in a double-inflationary effect. 

The factors are inflated and then they are applied to plant balances which also 

increase with inflation. 

The accruals resulting from this approach have vastly exceeded, year-by- 

year, the money that Atmos actually spent or allocated for cost of removal, thus 

producing the $23.9 million regulatory liability - from charges to Kentucky 

rate payers. 

How does Atmos’s approach result in inflated cost of removal factors? 

Atmos’s net salvage studies relate removal costs in current dollars to asset 

retirements expressed in very old historical original cost dollars. The inflation 

experienced between the asset’s in-service date and its retirement date results in 

current removal cost dollars that are many multiples of the historical original cost 

dollars of the retired asset. 

Q. 

A. 
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Does Atmos’s approach result in an increase to depreciation rates? 

Yes, it does. Any cost of removal factor will increase a depreciation rate. 

Atmos’s inflated cost of removal factors will increase depreciation rates even 

more, and then will produce yet higher charges when applied to increasing plant 

balances. 

Does Nlr. Roff specifically address the issue of inclusion of inflated cost of 

removal factors in depreciation rates? 

Yes. At page 6 of his Direct Testimony, Mr. Roff offers the following quote, taken 

from the 1968 Edition of the NARUC Public Utility Depreciation Practices manual. 

Under presently accepted concepts, the amount of 
depreciation to be accrued over the life of an asset is its 
original cost less net salvage. Net salvage, as the name 
implies, is the difference between the gross salvage that 
will be obtained when the asset is disposed of and the 
cost of removing it. Positive net salvage occurs when 
gross salvage exceeds cost of removal, and negative 
salvage occurs when cost of removal exceeds gross 
salvage. Thus the intent of the present concept is to 
allocate the net cost of an asset to annual accounting 
periods, making due allowance for the net salvage, 
positive or negative, that will be obtained when the asset 
is retired. This concept carries with it the thought that 
ownership of property entails the responsibility for its 
ultimate abandonment or removal. Hence if current 
users of the property benefit from its use, they should 
pay their pro rata share of the costs involved in the 
abandonment or removal of the property. 

This treatment of salvage is in harmony with generally 
accepted accounting practices and tends to remove from 
the income statement fluctuations caused by erratic, 
although necessary, abandonment or uneconomical 
removal operations. It also has the advantage that 
current customers pay a fair share, even though 
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estimated, of costs associated with the property devoted 
to their service.” 

Why did Mr. Roff include this quotation in his testimony? 

Mr. Roff states that: 

This quotation is important because it addresses several 
key accounting and ratemaking issues concerning the 
treatment of net salvage as a component of 
depreciation. First and foremost, net salvage is a 
component of depre~iati0n.l~ 

Do you agree with this quotation? 

No, I do not agree with the quotation and I think it was incorrect for Mr. Roff to 

have included it in his testimony. 

Why was it incorrect for Mr. Roff to have included this quotation in his 

testimony? 

Exhibit- (MJM-1) is a copy of Mr. Roff‘s response to Staff DR Item 2-26. Staff 

asked Mr. Roff why he relied on the 1968 NARUC Depreciation Practices Manual 

for the above quotation rather than the more recent August 1996 Edition. Mr. 

Roff responded, “Essentially the same quotation appears at page 18 of the 1996 

edition.l12’ 

I agree that a similar quotation appears in the 1996 Edition, but a few 

words changed. The 1996 Edition claims that Mr. Roffs treatment of net salvage 

“is in harmony with generally accepted accounting principles” rather than 

“generally accepted accounting practices” as was used in the 1968 Edition. 

l8 Roff Direct Testimony, p. 6. Taken from Public Utility Depreciation Practices, NARUC, 1968 Edition, p. 
24. 
Roff-Direct, Page 6. 

2o Roff Response to Staff DR Item 2-26. 
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Mr. Roff was employed for many years by a major international accounting 

firm and he is well aware of the concept of GAAP. The subtle but salient point 

about Mr. Roff s use of the 1968 words “generally accepted accounting practices” 

is that they are not GAAP. Nor is Mr. Roffs use of cost of removal factors in 

depreciation rates. Notwithstanding the NARUC’s 1996 claim, GAAP 

depreciation rates have never allowed cost of removal factors and SFAS No. 143 

most recently affirmed this. Thus, Mr. Roffs use of a quotation implying that his 

approach is in harmony with GAAP is incorrect. 

What is at the heart of NARUC’s thinking regarding the above quote? 

The matching principle is at the heart of NARUC’s thinking. NARUC focuses on 

the timinq or pattern of cost of removal allocation and interaenerational equitv. 

Unfortunately, NARUC does not address the fundamental questions of whether a 

company will actually incur the costs, and the intergenerational inequitv of 

charging these inflated amounts to ratepayers when there is some doubt that the 

money will ever be spent on cost of removal, and the inflation element is so 

overstated. Again, it is worth noting that even the 1996 NARUC manual pre- 

dates SFAS No. 143. Thus, it reflects earlier deliberations, and did not consider, 

or even know about the huge regulatory liabilities emanating from the use of this 

approach. 

Has anybody addressed these fundamental questions? 

Yes, FASB addressed the fundamental questions in SFAS No. 143. The 

matching principle is in harmony with GAAP when the future costs are genuine 

obligations and are recognized at their fair value. However, the matchinq 
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principle of accountinq does not require allocation of a fallacious future 

expenditure to anv accounting period. 

NARUC focuses on an objective of achieving a particular expense 

recognition pattern rather than the need to recognize whether or not an actual 

obligation and liability exists. In paragraph B21, SFAS 143 specifically 

addresses the tendency to focus on the expense pattern rather than the reality of 

the cost, and the problems that can result: 

B21. Prior to this Statement, the objective of many 
accounting practices was not to recognize and measure 
obligations associated with the retirement of long-lived 
assets. Rather, the objective was to achieve a particular 
expense recognition pattern for those obligations over 
the operating life of the associated long-lived asset. 
Using that objective, some entities followed an approach 
whereby they estimated an amount that would satisfy 
the costs of retiring the asset and accrued a portion of 
that amount each period as an expense and a liability. 
Other entities used that objective and the provision in 
paragraph 37 of FASB Statement No 19, Financial 
Accounting and Reporfing by Oil and Gas Producing 
Companies, that allows them to increase periodic 
depreciation expense by increasing the depreciable 
base of a long-lived asset for an amount representing 
estimated asset retirement costs. Under either of those 
approaches, the amount of liability or accumulated 
depreciation recognized in a statement of financial 
position usually differs from the amount of obligation that 
an entity actually has incurred. In effect, bv focusinq on 
an obiective of achieving a particular expense 
recognition pattern, accounting practices developed that 
disregarded or circumvented the recoanition and 
measurement requirements of FASB Concepts 
Statements2’ 

21 Id., paragraph B21, (emphasis supplied). 
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The process focuses on achieving a particular expense pattern rather than 

“recognition and measurement requirements,” that is, the reality of the cost. 

Thanks to SFAS No. 143, we now know that Mr. Roff’s inflated future removal 

cost estimates do not meet baseline tests as liabilities. 

Why do you say that Mr. Roff’s inflated future cost of removal estimates do 

not meet baseline tests as liabilities? 

Atmos does in fact have certain costs that meet these baseline tests. There are 

assets for which Atmos has identified legal asset retirement obligations (“AROs”) 

as defined by SFAS No. 143. They are discussed in the Company’s 2006 10-K 

Report.” 

On the other hand, Atmos has collected, and will continue to collect, 

unchecked, estimates of future cost of removal relating to the rest of its plant for 

which it does not have any such legal retirement obligation. These are the non- 

legal AROs. Atmos does not have any probable obligation to make these 

expenditures, as “probable” is used in SFAS No. 143. They therefore da not 

meet the definition of a liability.’3 

22 Atmos Energy, September 30,2006 10-K Report, p. 74. 
23 id., paragraph 4. “Liabilities are probable future sacrifices of economic benefits arising from present 

obligations of a particular entity to transfer assets or provide services to other entities in the future as a 
result of past transactions or events. Probable is used with its general meaning, rather than in a 
specific accounting or technical sense (such as Statement 5, par.3), and refers to that which can be 
reasonably expected or believed on a basis of available evidence or logic but: neither certain nor proved 
(Webster’s New World Dictionary, p.1132). its inclusion in the definition is intended to acknowledge 
that business and other economic activities occur in an environment characterized by uncertainty in 
which few outcomes are certain.” 
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All that is necessary to create a legal obligation is for Atmos to promise 

the Commission and the public at large that it will do the work, incur the cost, and 

spend the money it collects for that cost on that cost. 

As evident from its response to AG DR 1-171, Atmos seems unwilling to 

make the promise necessary to create a legal obligation for its cost of removal 

collections. 

Data Request: Does Atmos promise to remove each 
asset for which it is collecting cost of removal and does it 
promise to spend all of the money it is collecting for cost 
of removal, on cost of removal? Please explain. 

Response: The company will continue to remove 
assets that need to be removed in the course of 
providing as utility service. See also the response to 
item 167.2 B 

Atmos’s response to AG DR 1-171 is not sufficient to establish legal AROs or 

inflated future cost of removal ratios. Atmos’s response to AG DR 1-171 is 

sufficient, however, to adopt reasonable cost of removal factors for inclusion in its 

depreciation rates. 

Going-Forward Cost of Removal Recommendations 

Q. What do you recommend? 

A. On a going-forward basis, I recommend the elimination of the existing inflated 

cost of removal ratios and the adoption of reasonable cost of removal factors 

based on Atmos’s recent actual experience. 

How did you implement these cost of removal factors? Q. 

24 See Exhibit-(MJM-2). 
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A. Mr. Roff provided the cost of removal component of his proposed depreciation 

rates.25 Consequently, I was able to remove it thus leaving the plant-only rate. I 

replaced Mr. Roff's cost of removal rates with my cost of removal factors based 

on the five-year average experience. These cost of removal factors allow Atmos 

to collect approximately $975 thousand per year from Kentucky customers. 

Snavely King Net Salvage Study 

Q. 

A. 

Explain your net salvage study. 

My net salvage study, Exhibit--(MJM-3), shows Atmos's average cost of 

removal experience from 2001 through 2005 for KY plant.26 The data was 

provided in response to AG DR 1-087. For each individual account, I have 

divided the five-year average cost of removal by the September 30, 2005 

average plant balance to calculate the resulting cost of removal rate.27 I carried 

these rates forward to Exhibit--(MJM-4), where I have s"hown my 

recommended rates and expense. 

What if Atmos's actual cost of removal was to exceed its annual cost of 

removal accrual at any point in the future? 

Q. 

A. As mentioned above, Atmos uses remaining life rates. Any differences between 

actual cost of removal and the normalized cost of removal allowance will be 

picked-up by virtue of the mechanics of the remaining life technique. 

Will this approach account for any future inflation which may occur? Q. 

25 See Exhibits DSR 3 and 4, Schedule 2 for Roff COR rate. 
26 To match Mr. Roff s analysis, the years 2002 through 2006 were used for shared services. 
27 September 30, 2006 balances were used for shared services. 
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A. Yes, since I have calculated a rate, it will be applied to plant balances, which are 

themselves, subject to increase due to inflationary impacts on the cost of 

additions. Thus, Atmos is protected against future inflation. 

Have you provided any protections for ratepayers? 

The primary protection I have provided for ratepayers is to file this testimony and 

propose that they pay Atmos its actual costs of removal, but that they not pay for 

future inflation in multiple ways before incurred. 

Q. 

A. 

Cushion Gas 

Q. 

A. 

Q. What is cushion gas? 

A. Mr. Roff describes cushion gas as “that level of natural gas consistently 

maintained within an underground storage reservoir to ensure the operational 

integrity of the reservoir.”28 

Can Mr. Roff cite any precedent for depreciating cushion gas? 

In response to AG DR 1-136, Mr. Roff stated that he “is aware that in their 

Washington Jurisdiction, Avista Corporation is allowed the depreciation of 

cushion gas.” However, he was unable to cite to a specific order approving this 

treatment.29 In response to KPSC DR 2-28 he stated, “There are numerous tax 

cases allowing a depreciation deduction for non-recoverable cushion gas.”30 

Has Mr. Roff proposed a new policy of depreciating cushion gas? 

Yes. Mr. Roff has proposed depreciating cushion gas using a 50-year life. 

Q. 

A. 

28 Roff Direct Testimony, p. 12, footnote I O .  
29 See response to AG DR 1-1 36. 
30 See response to KPSC DR 2-28. 
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Q. 

A. 

Q. 

A. 

Direct Testimony 
Of 

Michael J. Majoros, Jr. 

What is the IRS’s thinking on this issue? 

In Revised Rule 97-54 the IRS reiterated that the “cost of unrecoverable line 

pack gas or unrecoverable cushion gas is depreciable under sections 167 and 

1 68.lY3’ 

Did Mr. Roff’s depreciation proposal relate only to unrecoverable gas? 

No, it did not. The gas in account 352.03 that Mr. Roff proposed to depreciate 

was not all unrecoverable. In response to DR AG 2-52 the Company 

subsequently revised its estimate of the gas in that account, transferring 60 

percent to recoverable gas, account 117. I have adjusted the plant balance in 

my schedules to reflect this. The cushion gas plant I have calculated 

depreciation expense for is all unrecoverable. 

Summarv of Recommendations 

Q. 

A. 

Have you prepared a summary of your recommendations? 

Yes. Exhibit-(MJM-4) shows the calculation of my recommended rates and 

expense. My recommended depreciation and cost of removal expense, based 

on September 30, 2005 balances for KY plant is $9.6 million, $1.3 million less 

than the Company’s $1 0.9 million. Exhibit-(MJM-5) calculates the Company’s 

cost of service depreciation expense using my recommended rates. Far the 

2008 forecasted test period, my recommended rates result in a $1.4 million 

reduction from the Company’s proposal. 

31 IRS Rev. Rule 97-54, 1997-52 I.R.B. 9, published December 29, 1997. 
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2 A. Yes, it does. 
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Page I of 1 

Atmos Energy Corporation, Kentucky 
Case No. 2006-00464 

KPSC 2nd Data Request Dated February 23,2007 
DR Item 26 

Witness: Don Roff 

Data Request: 
Refer to the Roff Testimony, page 6. Mr. Roff includes a quotation on net salvage 
taken from the National Association of Regulatory Utility Commissioners’ 
(LINARUC”) Public Utility Depreciation Practices, 1968 Edition. Explain why Mr. 
Roff did not reference NARUC’s Public Utility Depreciation Practices, August 1996 
Edition. 

Response: 
Essentially the same quotation appears at page 18 of the 1996 edition. 



Exhibit-( M J M-2) 
Page 1 of 1 

Atmos Energy Corporation, Kentucky 
Case No. 2006-00464 

Attorney General initial Data Request Dated February 20, 2007 
DR Item 171 

Witness: Tom Petersen 

Data Request: 
Does Atmos promise to remove each asset for which it is collecting cost of removal 
and does it promise to spend all of the money it is collecting for cost of removal, on 
cost of removal? Please explain. 

Response: 
The company will continue to remove assets that need to be removed in the 
cotirse of providing gas utility service. See also the response to item 167. 
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Account 

325.20 
325.40 
336.00 

351.00 
352.00 
352.03 
352.11 
354.00 
355.00 

365.20 
366.00 
367.00 
369.00 

374.02 
375.00 
376.00 
378.00 
379.00 
380.00 
381 .00 
382.00 
383.00 
384.00 
385.00 

390.00 
390.09 
391 .00 
392.00 
394.00 
396.00 
397.00 
398.00 
399.01 
399.03 
399.06 
399.07 
399.08 

Sources: 

ATMOS ENERGY CORPORATION - KENTUCKY 
Book Depreciation Study as of September 30,2005 

Snavely King Recommended COR Rates and Allowances 

Description 

PRODUCTION PLANT 
Producing Leaseholds 
Rights-of-way 
Purification Equipment 

Total Production Plant 

STORAGE PLANT 
Structures and Improvements 
Well Construction and Equipment 
Cushion Gas 
Storage Rights 
Compressor Station Equipment 
M&R Station Equipment 

Total Storage Plant 

TRANSMISSION PLANT 
Rights-of-way 
Structures and Improvements 
Mains 
M&R Station Equipment 

Total Transmission Plant 

DISTRIBUTION PLANT 
Land Rights 
Structures and Improvements 
Mains 
M&R Station Equipment 
City Gate Equipment 
Services 
Meters 
Meter Installations 
House Regulators 
House Regulator Installations 
Industrial M&R Equipment 

Total Distribution Plant 

GENERAL PLANT 
Structures and Improvements 
Improvements to Leased Premises 
Office Furniture and Equipment 
Transportation Equipment 
Tools, Shop and Garage Equipment 
Power Operated Equipment 
Communication Equipment 
Miscellaneous Equipment 
OTP - Servers Hardware 
OTP - Network Hardware 
OTP - PC Hardware 
OTP - PC Software 
OTP - Application Software 

Total General Plant 

Total Depreciable Plant 
Intangible Plant 

Non-Depreciable Plant 
Fully Depreciated Plant 
Total Plant in Service 

200 1 -2005 SK 
9/30/2005 5-Year SK COR 
Balance Avg. COR COR Rate Allowance 

(a) (b) (c)=(bY(a) (d )= (aW 

2,353 0 0 
83,422 0 0 
44,369 0 0 

_- 130,144 0 0 

309.065 0 0 
2,176,341 0 0 
1,694,833 0 0 

54,614 0 0 
546.780 0 0 

0 
5,070,484 0 0 

- 288,85 1 Q -& 

812,196 0 0 
283,237 0 0 

22,044,698 5,700 0.03 5,700 
2,952,222 0 0 -  

26,092,353 5,700 0.02 5,700 

145,459 

95,924,845 
2,617,970 
2,804.31 0 

69,190,312 
13,775,723 
33,358,9 10 
4,816,804 

154.276 

468,328 
0 
0 

49,138 
0 
0 

414,083 
0 

503,122 
0 
0 

0 
0 

0.05 49,138 
0 
0 

0.60 414,083 
0 

1.51 503,122 
0 
0 

4,433,322 1,579 0.04 1,579 
227,690,259 967,922 0.43 967,922 

966,202 
1,382,343 
2,305,350 

76 1,620 
2,118.023 

663,629 
1,498,100 
2,160,051 

175,990 
51 1,781 

2,702,795 
242,979 
522,254 

16.01 1,117 

0 
0 
6 

929 
1 
0 
0 
0 
0 
0 
0 
0 
0 

936 

0 
0 

0.00 6 
0.12 929 

0 
0 
0 
0 
0 
0 
0 
0 
0 

0.01 935 

274,994,357 974,558 0.35 974,557 
1 28,183 
486,462 

2,303,510 
277,912.51 2 

Col. (a) from Exhibit DSR-3, Schedule 1 
Col. (b) from pages 3-4. 



Exhi bit-,-( M JM-3) 
Page 2 of 5 

ATMOS ENERGY CORPORATION - SHARED SERVICES 
Book Depreciation Study as of September 30, 2006 

Snavely King Recommended COR Rates and Allowances 

2002-2006 SK 
9/30/2006 5-Year SK COR 

Account Description Balance Avg. COR COR Rate Allowance 
(a) (b) (c)=(b)/(a) (d)=(a)”(c) 

GENERAL PLANT 
390.09 Improvements to Leased Premises 9,949,143 - 
391 .00 Office Furniture and Equipment 9,074,352 
397.00 Communication Equipment 25,311,861 62 1 0.002 62 1 
398.00 Miscellaneous Equipment 633,466 
399.00 Other Tangible Property 224,866 
399.01 Servers Hardware 14,567,322 
399.02 Servers Saftware 8,647,580 
399.03 Network Hardware 2,377,029 
399.06 PC Hardware 6,691,156 
399.07 PC Software 3,928,199 
399.08 Application Software 11 1,323,312 
399.24 General Startup Cost 23,172,326 

Fully Depreciated 5,331,910 
Late Retirements 4,363,383 

Total Shared Services Facilities 225,595,905 

Total Depreciable General Plant 21 5,900,612 62 1 0.000 62 1 

Sources: 
Col. (a) from Exhibit DSR-4, Schedule 1. 
Col. (b) from page 5. 
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ATMOS ENERGY CORPORATION - KENTUCKY 
Five-Year Average Net Salvage Experience 

2001-2005 

36700000 2001 6,910 
36700000 2002 2,750 
36700000 2003 
36700000 2004 
36700000 2005 22.519 __ 28.499 (28.4991 

Five Year Total 32,179 28,499 (28,499) 
Five Year Average 6,436 5,700 (5,700) 

36900000 2001 2,183 
36900000 2002 
36900000 2003 
36900000 2004 
36900000 2005 - -- ~ 

Five Year Total 2,183 
Five Year Average 437 

37600000 2001 180,309 100,246 (100,246) 
37600000 2002 112,370 20,416 (20,416) 
37600000 2003 112,104 42,202 (42,202) 
37600000 2004 63,595 50,731 (50,731) 
37600000 2005 305.582 - 32,095 (32,095J 

Five Year Total 773,960 245,690 (245,690) 
Five Year Average 154,792 49,138 (49,138) 

37900000 2001 
37900000 2002 
37900000 2003 
37900000 2004 302 
37900000 2005 - - 

Five Year Total 302 
Five Year Average 60 

38000000 2001 1.081.065 450,538 (450,538) 
38000000 2002 353,920 282,498 (282,498) 
38000000 2003 573,781 600,977 (600,977) 
38000000 2004 127,032 479,035 (479,035) 
38000000 2005 540,726 - 257.366 (257,366) 

Five Year Total 2,676,524 2,070,414 (2,070,414) 
Five Year Average 535,305 414,083 (414,083) 

38100000 2001 
38100000 2002 
38100000 2003 9,244,466 
38100000 2004 
38100000 2005 

Five Year Total 9,244,466 
Five Year Average 1,848,893 

38200000 2001 57,297 161,169 (161,169) 
38200000 2002 250,858 1,139,462 (1,139,462) 
38200000 2003 312,393 536,125 (536,125) 
38200000 2004 203,956 521.798 (521,798) 
38200000 2005 110,560 - 157,057 (157,057) 

Five Year Total 935,064 2,515,611 (2,515,611) 
Five Year Average 187,013 503,122 (503,122) 

38300000 2001 
38300000 2002 
38300000 2003 68 
38300000 2002 
38300000 2005 4,054 - 

Five Year Total 4,122 
Five Year Average 824 

38500000 2001 16,167 7,896 (7,898) 
38500000 2002 
38500000 2003 
38500000 2004 
38500000 2005 - - 

Five Year Total 16,167 7,896 (7,896) 
Five Year Average 3,233 1,579 (1,579) 

39100000 2001 72,169 28 (28) 
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ATMOS ENERGY CORPORATION -KENTUCKY 
Five-Year Average Net Salvage Experience 

2001-2005 

Account Year Retirements - _ _ _ _ _ _ _ _  
(a) (b) (C) 

39100000 2002 94,992 
39100000 2003 15,380 
39100000 2004 38,289 
39100000 2005 

Five Year Total 220,830 
Five Year Average 44,166 

3~200oon 2001 549,771 7,561 7,561 
39200000 2002 216,646 35,292 35,292 
39200000 2003 2,732,280 79.320 79,320 
39200000 2004 559,510 

4,646 62.373 39200000 2005 394.260 67,019 
Five Year Total 4,452,467 189,192 4,646 184,546 
Five Year Average 890,493 37,838 929 36,909 

39400000 2001 18,801 
39400000 2002 764,651 
39400000 2003 6 1,408 
39400000 2004 517.271 
39400000 2005 43,563 200 6- 194 

Five Year Total 1,405,494 200 6 194 
Five Year Average 281,099 40 1 39 

39600000 2001 1,617 
39600000 2002 278,879 22,479 22,479 

39600000 2004 204,050 
39600000 2005 42.281 12.486 12,486 

Five Year Total 884,604 34,965 34,965 
Five Year Average 176,921 6,993 6,993 

3~600noo 2003 357,777 

39700000 2001 
39700000 2002 38.139 
39700000 2003 4,941 
3~7ooono 2004 
39700000 2005 32,436 - 

Five Year Total 75,516 
Five Year Average 15,103 

39906000 2001 
39906000 2002 190,623 
39906000 2003 158.354 2,788 2,788 
39906000 2004 176,848 

____ ~ S S O ~ O O O  2005 
Five Year Total 525,825 2,788 2,788 
Five Year Average 105.185 558 558 

39907000 2001 
39907000 2002 
39907000 2003 54,807 
39907000 2004 
3990700n 2005 

Five Year Total 54,807 
Five Year Average 10,961 

Total A l l  Accounts 
200 1 1,986,089 7.56 1 719.877 (712,316) 
2002 2,303,828 57,771 1 ,442,376 (1,384,605) 
2003 13,627,759 82,108 1,179,304 (1,097,196) 
2004 1,890,551 1,051,564 (1,051,564) 
2005 1.495.981 79,705 479.669 (399.964) 

Five Year Total 21,304,208 227,145 4,872,790 (4,645,645) 
Five Year Average 4,260,842 45,429 974,558 (929,129) 

Source: Response to AG 1-087 
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ATMOS ENERGY CORPORATION -SHARED SERVICES 
Five-Year Average Net Salvage Experience 

2001-2005 

Year Retirements Salvaae Cost of Removal Net Selvaoe 
(a) (b) (C) (d) (e) (O=(d)-(e) 

39009000 2002 
39009000 2003 
39009000 2004 
39009000 2005 
39009000 2006 178.757 ~ - - , 

Five Year Total 178,757 . 
Five Year Average 35,751 - 
39100000 2002 
39100000 2003 
39100000 2004 
39100000 2005 
39100000 2006 1.420365 - - - 
Five Year Total 1,420,965 - 
Five Year Average 284,193 . 

39700000 2002 
39700000 2003 
39700000 2004 34,015 26,609 3,107 23,502 
39700000 2005 
39700000 2006 792.568 - 
Five Year Total 826,583 26,609 3,107 23,502 
Five Year Average 165,317 5,322 621 4,700 

39800000 2002 
39800000 2003 56,637 . 
39800000 2004 
39800000 2005 
39800000 2006 - - 
Five Year Total 56,637 - 
Five Year Average 11,327 - 
39900000 2002 8.143 - 
39900000 2003 
39900000 2004 
39900000 2005 
39900000 2006 ~ - 
Five Year Total 8,143 - 
Five Year Average 1.629 - 
39903000 2002 
39903000 2003 
39903000 2004 
39903000 2005 
39903000 2006 11,472 ~ 

Five Year Total 11,472 - 
Five Year Average 2,294 - 
39906000 2002 6,183,732 - 
39906000 2003 
39906000 2004 
39906000 2005 
39906000 2006 2,632,355 - 
Five Year Total 8,822,687 - 
Five Year Average 1,764,537 - 

39907000 2002 861,539 - 
39907000 2003 
39907000 2004 
39907000 2005 
39907000 2006 16.495 - 
Five Year Total 878,034 - 
Five Year Average 175,607 - 
39908000 2002 3,573,067 - 
39908000 2003 
39908000 2004 
39908000 2005 
39908000 2006 731,136 - 
Five Year Total 10,304,203 - 
Five Year Average 2,060,841 - 

Source: Response lo AG 1-087 
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ATMOS ENERGY CORPORATION .KENTUCKY 
Book Depreciation Study as of September 30,2005 
Snavely King Recommended Ralss and ACCNalS 

Descriotion 

PRODUCTION PLANT 
325 20 Producing Leaseholds 
325 40 Rlghts-of-Way 
336 00 Punfication Equipment 

Total Production Plant 

STORAGE PLAN1 
351 00 Struclures and Improvements 
352 00 Well Construction and Esuioment 
352 03 Cushion Gas 
352 11 Storage Rights 
354 00 Compressor Station Equipment 
355 00 MRR Station Equipment 

Total Storage Plant 

TRANSMtSSlON PLANT 
365 20 Rights-of-way 
366 00 Struclures and Improvements 
36700 Mains 
369 00 MRR Station Equipment 

Total Transmission Plant 

DISTRIBUTION PLANT 
374 02 Lend Rights 
375 00 Structures and Improvements 
37600 Mains 
378 00 MRR Station Equipment 
379 00 City Gate Equipment 
380 00 Services 
381 00 Meters 
382 00 Meter lnslallallons 
383 00 House Regulators 
384 00 House Regulalor Installations 
385 00 lndustnal MBR Equipment 

Total Dlstrlbutlon Plant 

GENERAL PLANT 
390 00 Structures and Improvements 
390 09 Improvements to Leased Premises 
391 00 Offce Furniture and Equipment 
392 00 Transooriation Eouioment 

9/30/2005 
Balance 

(a) 

2.353 
83.422 
44:369 

130.144 

309.065 
2,176,341 

677,933 I /  
54,614 

546.780 
288.851 

4.053.584 

812,196 
283.237 

22.044.698 
2.952.222 

26,092,353 

145,459 
468.328 

95,924,845 
2.617.970 
2,804,310 

69,190,312 
13,775,723 
33.358.910 
4.816.804 

154,276 
4,433.322 

227,690,259 -- 

966.202 
1.382.343 
2.305.350 

761.620 
394 00 Tools, Shop and Garage Equipment 2.118.023 
396 00 Power Operated Equipment 663.629 
397 00 Communication Equipment 1.498.100 
398 00 Miscellaneous Equipment 2.160.051 
399 01 OTP - Servers Hardware 175.990 
399 03 OTP -Network Hardware 511.781 
399 06 OTP - PC Hardware 2,702.795 
399 07 OTP - PC Software 242.979 
399 06 OTP - Applicalion Software 522.254 

Total General Piant 16,011.117 

Total Depreciable Plant 273.977.457 
Intangible Piant 128.183 

Non-Reoreciable Plant 486.462 
Fully Depreciated Plant 2.303;510 
Total Plant in Service 276,895,612 

Company Proposed Plant Only 

ASL Curve Life Rate Rate Rate Expense 
Iowa Remaining ELG COR Plant Only Depreciation 

(b) (c) ( 4  ( e )  (0 (g)=(e)-(O (h)=(aY(g) 

50 R5 170 589 000 5 89 139 
50 R5 437 229 000 2 29 1910 
50 R5 200 526 0 10 5 16 2.289 

3 33 4.338 

50 R2 274 060 000 0 60 1,854 
50 R3 289 2 I 1  080 1 3 1  28,510 
50 SO 4 1 5  238 000 2 38 16.135 
50 R5 184 044 000 0 44 240 
50 R15 247 060 000 0 60 3,281 
50 R2 258 012 000 0 12 347 

1 24 50,367 

55 R5 
50 R3 
55 R1 
45 R05 

55 R5 
50 LO 
55 R05 
50 R1 
50 R1 
40 R15 
25 R05 
40 R1 
30 S6 
35 R2 
40 L5 

15 L2 
25 R4 
18 LO 
8 

20 
15 
20 
20 
10 
10 
10 
5 
8 

s5 
S6 
L5 
52 
R5 
SO 
SO 
L1 

S I  5 
R5 

365 165 000 165 
367 205 000 2 05 
3 0 1  185 045 1 40 
259 148 OM 144 

1 4 2  

4 6 8  186 000 1 86 
256 318 020 2 98 
317 243 045 198 
28 1 192 0 10 182 
290 243 030 2 13 
24 3 523 1 8 6  3 36 
147 606 100 7 06 
234 460 063 3 98 
172 290 000 2 90 
201 202 000 2 02 
276 261 043 2 19 

3 02 

8 4  991 000 9 91 
108 236 000 2 36 
9 4  622 000 6 22 
2 6  

10 5 
4 8  

10 8 
170 
3 5  
4 0  
5 1  
1 8  
2 4  

59 79 
6 63 

20 76 
5 43 
4 26 
2 71 
522 
0 61 

19 16 
17 49 

000 5979 
0 00 6 63 
000 2076 
0 00 5 43 
0 00 4 26 
0 00 2 71 
0 00 5 22 
0 00 0 61 
000 19 16 
000 1749 

8 52 

3 16 

13,401 
5.806 

307,624 
42.381 

369.212 

2.706 
13,956 

1.894.952 
47,647 
59.732 

2,321,335 
972.566 

1,326,017 
139.687 

3,116 
96.868 

6.878.582 

95.751 
32.623 

143.393 
455,373 
140.425 
137,769 
81,347 
92,018 
4.769 

26,715 
16.487 
46.555 
91.342 

1.364367 

8.667.066 

Snavely King 
SK Total 

SK COR Total Depreciation 
COR Rate Allowance Rate and COR 

(I) U)=(aY(l) (k)=(g)+(i) (O=(h)+U) 
~ - -  

0 5 89 139 
0 2 29 1,910 
0 5 16 2.289 
0 4.338 

0 0 60 1.854 
0 131 28 510 
0 2 38 16.135 
0 0 44 240 
0 0 60 3 281 
0 0 12 347 
0 50,367 

0 165 13,401 
0 2 05 5,806 

00259 5,700 142 313,324 
0 1 44 42.361 

00218 5.700 374.912 

0 
0 

00512 49 138 
0 
0 

0 5985 414,083 
0 

15082 503.122 
0 
n 

00356 1.579 
04251 967.922 

1 86 2.706 
2 98 13,956 
203 1,944090 
1 82 47.647 
2 13 59.732 
3 95 2.735.418 
706 972.566 
548 1.829.139 
290 139.687 
2 02 3.1 16 
2 22 98.447 

7346.504 

0 9 91 95 751 
0 2 36 32,623 
6 6 2 2  143.398 0 0002 

0 1220 929 
0 
0 
0 
0 
0 
0 
0 
0 
0 

0 0058 935 

0 3557 974.557 

59 91 
6 63 

20 76 
5 43 
4 26 
2 71 
5 22 
0 61 

19 16 
17 49 

456,302 
140.425 
137.759 
81.347 
92,018 

4,769 
26,715 
16,487 
46,555 
91.342 

1.365502 

9.641.623 

I /  Plant balance updated per response to AG DR 2-52 

Sources 
Cols (a) - (c) and (e) from Exhibit DSR-3 
Col (d) from response to AG 1-87 
Col (I) from Exhibit-(MJM-3) 
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Account DescriDtion 

GENERAL PLANT 
390 09 Improvements to Leased Premises 
391 00 Office Furniture and Equipment 
397 00 Communication Equipment 
398 00 Miscellaneous Equipment 
399 00 Other Tangible Property 
399 01 Servers Hardware 
399 02 Servers Software 
399 03 Network Hardware 
399 06 PC Hardware 
399 07 PC Software 
399 08 Application Software 

9/30/2006 
Balance 

(a) 

9,949,143 
9,074,352 

25,311,861 
633,466 
224,866 

14,567,322 
8,647,580 
2,377,029 
6,691,156 
3,928.199 

11 1,323,312 

ATMOS ENERGY CORPORATION -SHARED SERVICES 
Book Depreciation Study as of September 30,2006 
Snavely King Recommended Rates and Accruals 

Company Proposed 
Iowa Remaining Study COR Plant Only 

ASL Curve Life Rate Rate Rate 
(b) (c) (d) (e) (9 (g)=(e)-(O 

10 0 
30 0 
10 0 
10 0 
5 0  
5 0  
5 0  
5 0  
4 0  
4 0  
8 0  

SQ 
R2 
L3 
S6 
SO 
SQ 
SQ 
SQ 
SQ 
SQ 
s i  5 

4 910 000 9 10 
16 213 000 2 13 

8 4  845 000 8 45 
4 3  8 15 000 8 15 

1 466 000 4 66 
5 7  695 000 6 95 
6 3  4 0 0  000 4 00 
8 4  930 000 9 30 
3 9  1486 000 14 86 
5 3  9 0 2  000 9 02 

5 11 11 000 11 11 

Plant Only 

Expense COR Rate 
Depreciation SK 

(h)=(aY(g) (i) 

905.372 
193,284 

51,627 
10,479 

1,012,429 
345,903 
221,064 
994,306 
354,324 

12,368,020 

2.138852 0.0025 

399 24 General Startup Cost 23,172,326 100 SQ 2 5  15.89 000 15 89 3,682,063 
Total Depreciable General Plant 215,900,612 10 32 22,277,742 

Fully Depreciated 5,331,910 
Late Retirements 4,363,383 

Total Shared Services Facilities 225,595,905 

Snavely King __ 
SK Total 

COR Total Depreciation 

0 00 
0 00 

621 40 
0 00 
0 00 
0 00 
0 00 
0 00 
0 00 
0 00 
0 00 

9 10 
2 13 
8 45 
8 15 
4 66 
6 95 
4 00 
9 30 

14 86 
9 02 

11 11 

905,372 
193,284 

2.139,474 
51,627 
10,479 

1 ,O 12,429 
345,903 
221,064 
994,306 
354,324 

12,368,020 
000 15 89 3,682,083 

22.278.363 

Sources: 
Cols (a) ~ (c) and (e) from Exhibit DSR-4 
Col (d) from response to AG 1-87 
Col (i) from Exhibit-(MJM-3) 
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Account 

325 20 
325 40 
336 00 

351 00 
352 ao 
352 03 
352 11 
354 00 
355 00 

365 20 
366 00 
367 00 
369 00 

374 02 
375 00 

378 00 
379 00 
380 00 
381 00 
382 00 
383 00 
384 00 
385 00 

376 oa 

390 oa 
390 09 
391 00 
392 00 
394 00 
396 00 
397 00 
398 00 
399 01 
399 03 
399 06 
399 07 
399 08 

Sources 

ATMOS ENERGY CORPORATION - KENTUCKY 
Comparison of Atmos and Snavely King COR Rates and Accruals 

DescriDtion 

PRODUCTION PLANT 
Producing Leaseholds 
Rights-of-way 
Purification Equipment 

Total Production Plant 

STORAGE PLANT 
Structures and Improvements 
Well Construction and Equipment 
Cushion Gas 
Storage Rights 
Compressor Station Equipment 
M&R Station Equipment 

Total Storage Plant 

TRANSMISSION PLANT 
Rights-of-way 
Structures and Improvements 
Mains 
M&R Station Equipment 

Total Transmission Plant 

DISTRIBUTION PLANT 
Land Rights 
Structures and Improvements 
Mains 
M&R Station Equipment 
City Gate Equipment 
Services 
Meters 
Meter Installations 
House Regulators 
House Regulator Installations 
Industrial M&R Equipment 

Total Distribution Plant 

GENERAL PLANT 
Structures and Improvements 
Improvements to Leased Premises 
Office Furniture and Equipment 

Company Proposed SK Recommended - 
9/30/2005 COR COR SK COR 
Balance- Rate Expense COR Rate Allowance Difference 

(b) (c)=(aY(b) (d) (e)=(aY(d) (f)=(e)-(c) (a) 

2,353 
83,422 
44,369 

130,144 

309,065 
2,176,341 
1,694,833 

54,614 
546,780 
288,851 

5,070,484 

812,196 
283,237 

22,044,698 
2,952,222 

26,092,353 

145,459 
468,328 

95,924,845 
2,617,970 
2,804,310 

69,190,312 
13,775,723 
33,358,910 
4,816,804 

154,276 
4,433,322 

227,690,259 

966,202 
1,382,343 
2,305,350 

Transportation Equipment 761,620 
Tools, Shop and Garaqe Equipment 2,118,023 
Power Operated Equipment . 
Communication Equipment 
Miscellaneous Equipment 
OTP - Servers Hardware 
OTP - Network Hardware 
OTP - PC Hardware 
OTP - PC Software 
OTP -Application Software 

Total General Plant 

Total Depreciable Plant 
Intangible Plant 

Non-Depreciable Plant 
Fully Depreciated Plant 
Total Plant in Service 

663,629 
1,498,100 
2,160,05 1 

175,990 
511,781 

2,702,795 
242,979 
522,254 

16.01 1,117 

274,994,357 
128,183 
486,462 

2,303,510 
277,912,512 

0 00 
0 00 
0.10 44 

44 

0 00 
0 80 17,411 
0 00 
0.00 
0 00 
0.00 

17,411 

0.00 

0.45 100,203 
0.04 1,312 

101,515 

0.00 

~ - -  

0 00 
0 20 937 
0 45 436,022 
0 10 2,618 
0 30 8,413 
1.88 1,297,318 
1 .OO 137,757 
0.63 208,493 
0 00 
0 00 
0.43 18,842 

2.1 10,400 

0.00 
0.00 
0.00 
0 00 
0 00 
0 00 
0.00 
0.00 
0 00 
0 00 
0 00 
0.00 
0.00 

0 

2,229,370 

0.000 
0.000 
0.000 (44) 
0 000 (44) 

0 000 

0 ooa 
0 000 (17,411) 

0 000 
0 000 
0.000 
0 000 (1 7.41 1) 

0 000 
0 000 
0.026 5.700 (94.503) 
0 000 ~(1,312j 
0 022 5,700 (95,815) 

0.000 

0.051 
0 000 
0.000 
0.598 
0 000 
1508 
0 000 
0 000 
0 036 
0 425 

0.000 

0 000 
0 000 
0 000 

0 000 
0 000 

0 122 

0 ooa 
a ooa 
0 000 
0 000 
0 000 
0 ooa 
0 000 

0 0058 

(937) 
49,138 (366,884) 

(2,618) 
(8,4 13) 

(883,236) 4 14,083 
(137,757) 

503,122 294,629 

1,579 (17,262) 
967,922 (1,142,478) 

-- 

6 6 
929 929 

935 935 

0.3544 974,557 (1,254,813) 

Cols (a) and (b) from Exhibit DSR-3 
Col. (d) from Exhibit-(MJM-3). 
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Account Description 

ATMOS ENERGY CORPORATION - SHARED SERVICES 
Comparison of Atmos and Snavely King COR Rates and Accruals 

Plant Only SK 
9/30/2006 COR Depreciation SK COR 

390.09 
391.00 
397 00 
398.00 
399.00 
399.01 
399.02 
399.03 
399.06 
399.07 

399.24 
399.08 

GENERAL PLANT 
Improvements to Leased Premises 
Office Furniture and Equipment 
Communication Equipment 
Miscellaneous Equipment 
Other Tangible Property 
Servers Hardware 
Servers Software 
Network Hardware 
PC Hardware 
PC Software 
Application Software 
General Startup Cost 

Total Depreciable General Plant 
Fully Depreciated 
Late Retirements 

Total Shared Services Facilities 

9,949,143 
9,074,352 

633,466 

14,567,322 

2,377,029 
6,691,156 

11 1,323,312 
23,172,326 

21 5,900,612 
5,331,910 

25,31 1,861 

224,866 

8,647,580 

3,928,199 

4,363,383 
225,595,905 

0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0 00 
0.00 
0.00 
0.00 
0.00 
0.00 

0 

0.0000 
0.0000 
0.0025 62 1 62 1 
0.0000 

0.0000 
0 0000 

0.0000 
0.0000 
0.0000 

0.0000 

0.0000 

0.0000 
621 62 1 

Sources: 
Cols (a) and (b) from Exhibit DSR-4. 
Cot. (d) from Exhibit-(MJM-3). 
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Atmos Energy Corporation, KY 
Case No 2006-00464 

Jurisdictional Depreciation Expense, Accum Reserve & Accrual Rates by Account 
Forecasted Period ended June 30, 2008. Reflecting Snavely King Rates 

SK Recommended Current 
Total Company Adjusted Jurisdiction Annual Annual 

Line Acct 13 Month Avg. 12 Month Accrual 12 Month Accrual 
No No Account Titles Investment Reserve I/ Expense Rate Expense Rate 
(A) (8) (C) (D) (E) (F) (G) (H) (I) 

See Note See Note 
1 
2 
3 
4 
5 
6 
7 
6 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 
56 
57 
58 
59 
60 
61 
62 
63 
64 
65 
66 
67 
68 
69 
70 
71 
72 
73 
74 
75 
76 

301 00 
302 00 
303 00 

325 20 
325 40 
331 00 
332 01 
332 02 
334 00 
336 oa 

350 l a  
350 20 
351 00 
351 02 
351 03 
351 04 
352 00 
352 01 
352 02 
352 03 
352 10 
352 11 
353 01 
353 02 
354 00 
355 00 
356 00 

365 10 
365 20 
366 02 
366 03 
367 00 
367 01 
369 00 
369 01 

374 00 
374 01 
374 02 
374 03 
375 00 
375 01 
375 02 
375 03 
376 00 
376 01 
376 02 
378 00 
379 00 
379 05 
380 00 
381 00 
382 00 
383 00 
384 00 
385 00 
386 00 

lntanqible Plant 
Organization 
Franchises & Consents 
Misc Intangible Plant 

Total Intangible Plant 

Natural Gas Production Plant 
Producing Leaseholds 
Rights of Ways 
Production Gas Wells Equipment 
Field Lines 
Tributary Lines 
Field Meas & Reg. Sta Equip 
Purification Equipment 

Total Natural Gas Production Plant 

Storaqe Plant 
Land 
Rights of Way 
Structures & Improvements 
Compression Station Equipment 
Meas & Reg Sta Structues 
Other Structures 
Wells \ Rights of Way 
Well Construction 
Well Equipment 
Cushion Gas 2/ 
Leaseholds 
Storage Rights 
Field Lines 
Tributary Lines 
Compressor Station Equipment 
Meas & Reg. Equipment 
Purification Equipment 

Total Storage Plant 

Transmission Plant 
Land 
Rights of Way 
Structures & Improvements 
Other Structues 
Mains - Cathodic Protection 
Mains - Steel 
Meas & Reg Equipment 
Meas & Reg. Equipment 

Total Transmission Piant 

Distribution Plant 
Land & Land Rights 
Land 
Land Rights 
Land Other 
Structures & Improvements 
Structures & Improvements T B 
Land Rights 
Improvements 
Mains Cathodic Protection 
Mains - Steel 
Mains - Plastic 
Meas 8 Reg Sta Equip - General 
Meas. & Reg Sta Equipment ~ City Gate 
Meas & Reg Sta. Equipment T 8 
Services 
Meters 
Meter Installations 
House Regulators 
House Reg Installations 
Ind Meas &Reg Sta Equipment 
Other Property on Cust Prem 

Total Distribution Plant 

76,480 8.330 0 
119.853 1 19.853 0 
408.053 0 0 

604,386 128,182 0 
- 

2,353 69 137 
83,422 955 1.888 
3,492 3,492 0 

47,163 47,163 0 
528.218 529,956 0 
198,469 198,469 0 
44,369 1,145 2,263 

907.486 781.249 4.288 

261.127 
4,682 
4.700 

159.811 
23,138 

144,554 
62,814 

2,113,527 
531,954 
677,933 
178,530 
54,614 

178,501 
209.458 
546.780 
288.851 
243.1 19 

0 
4,757 
2,503 

118.199 
24,976 

132,962 
51,214 

1,786,598 
579,757 

17,389 
179,464 
52,586 

186,188 
219,495 
481.599 
290,474 
248,386 

0 
0 

28 
948 

0 
857 
813 

27,368 
0 

15,949 
0 

238 
0 
0 

3,243 
0 
0 

5,684,093 4,376,545 49,444 

26,970 
838,245 
214,065 
69.172 

406,111 
23,217,765 

2,968,370 
185,854 

16 0 
342,444 13.672 

17,431 4,338 
63,126 1,402 

337,167 5,700 
15,580,995 325.892 

60,644 2,645 
1,961,127 42,252 

27.926.553 18.362.950 395,901 

98.31 5 
51.571 

244,565 
2.784 

312,033 
105,699 
46,59 1 
4,005 

10,874,159 
68,360,296 
27,804,905 
3,132,686 
1,277.51 5 
1,636,212 

79,748,813 
14,802-45 1 
36,78 1.828 
5,400,323 

154.276 
4,926,403 

0 

57.145 
0 

26,362 
0 

33,961 
8 1,973 
38.779 
51,327 

2,470,479 
39,694,946 
8.562.599 
1,440,773 

166.911 
1,727,745 

39,058,865 
2,453,491 
7,005,807 
2.713,334 

140,951 
2,139,293 

2.51 1 

0 
0 

4.496 
0 

9,191 
3.114 
1,372 

0 
218,201 

1,371.718 
557,933 
56.358 
26,897 

0 
3.1 13,767 
1,033,007 
1.992,4 10 

154,804 
3,080 

108,105 
0 

255,765,430 107,867.253 8,654,454 

0 
0 
0 

0 

0 
0 
0 
0 
0 
0 
0 

0 

0 
0 

90 
3,049 

0 
2.758 
1,683 

56,616 
0 
0 
0 

988 
0 
0 

8,161 
0 
0 

73,344 

0 
7.374 
2,941 

950 
5.098 

291,467 
4,189 

66,899 

378,918 

0 
0 

4.061 
0 

6.015 
2,037 

898 
0 

256.897 
1.614.978 

656.877 
77,105 
32,454 

0 
5,407,707 

1,112,550 
152,135 

5,139 
132,941 

0 

9,951,959 

490,166 
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77 
78 
79 
80 
81 
82 
83 
84 
85 
86 
87 
88 
89 
90 
91 
92 
93 
94 
95 
96 
97 
98 
99 
100 
101 
102 
103 
104 
105 
106 
107 
108 
109 
110 
111 
112 
113 
114 
115 

389 00 
390 01 
390 02 
390 03 
390 04 
390 09 
391 00 
391 02 
391 03 
392 00 
392 01 
392 02 
393 00 
394 00 
396 00 
396 03 
396 04 
396 05 
397 00 
397 01 
397 02 
397 05 
398 00 
399 00 
399 01 
399 02 
399 03 
399 04 
399 05 
399 06 
399 07 
399 08 
399 09 
399 24 

Atmos Energy Corporation, KY 
Case No 2006-00464 

Jurisdictional Wepreciation Expense, Accum Reserve & Accrual Rates by Account 
Forecasted Period ended June 30, 2008. Reflecting Snaveiy King Rates 

General Plant * 
Land & Land Rights 
Structures Frame 
Structures & Improvements 
Improvements 
Air Conditioning Equipment 
improvement to Leased Premises 
Office Furniture & Equipment 
Remittance Processing Equip 
Office Machines 
Transportation Equipment 
Trucks 
Trailers 
Stores Equipment 
Tools, Shop & Garage Equip 
Power Operated Equipment 
Dilchers 
Backhoes 
Welders 
Communication Equipment 
Communication Equip - Mobile Radios 
Communication Equip - Fixed Radios 
Communication Equip - Telemetering 
Miscellaneous Equipment 
Other Tangible Property 
Other Tangible Property - Servers ~ HNV 
Other Tangible Property - Servers - SNV 
Other Tangible Property ~ Network ~ HMI 
Other Tangible Property - CPU 
Other Tangible Properly - MF Hardware 
Other Tangible Properly - PC Hardware 
Other Tang Property ~ PC Software 
Other Tang Property - Application Software 
Other Tang Property - Mainframe SNV 

71,393 
65.954 

193.598 
774,269 

14,251 
1,939,014 
2,496,243 

956 
119,984 
509.135 

16,597 
11 1,671 

3,856 
1,449,163 

3,125 
223,756 
267,602 

33,959 
2,653.181 

3.338 
41,432 

312,236 
2,850,542 

40,867 
1,255,886 

603,296 
724,910 
56,964 
60.3 18 

4,538,528 
515.241 

7,610,511 
133.81 6 

28,459 
8,423 

109,629 
134,945 

8.084 
1,571,253 
1,425,957 

1,551 
4,045 

(509,535) 
25,470 

154,739 
3.1 19 

72,973 
3,704 

( 133.02 1) 
38,654 
(1.713) 

1.297,724 
(18,709) 

8,828 
106,882 

1,192,768 
39,927 

852.243 
573,183 
680,115 

83,539 
77,441 

3,909,152 
447,639 

4,689,742 
191.807 

I 

SK Recommended Current 
Total Company Adjusted Jurisdiction Annual Annual 

Line Acct 13 Month Avg. 12 Month Accrual 12 Month Accrual 
No No Account Titles Investment Reserve I /  Expense Rate Expense Rate 
(A) (8) (C) (W) (E) (F) (G) (H) 1 

See Note sed 

0 
1,645 

18,964 
75.848 

1.188 
81.576 

105,852 
0 

6,500 
304,887 

0 
0 

278 
93,816 

0 
45,918 
54,914 
6,969 

187.921 
179 

2,224 
18,759 

121,768 
5,319 

73,192 
19.468 
24,059 

0 
0 

177,992 
21,295 

845,902 
0 

0 
1,645 
4,057 

16,225 
254 

108,597 
131,478 

0 
7,279 

45,395 
0 
0 

278 
47,312 

0 
6,171 
7,380 

937 
166,732 

172 
2,134 

16,080 
286.710 

5,319 
150,492 
69,549 
30,315 

0 
0 

827.720 
4 1,858 

623,587 
0 

Other Tang Property - General Startup Costs 1,297,650 964.881 206,197 108,094 

Total General Plant 30,993,244 18,043,895 2,500,626 2,705,767 

13,109,989 Total Plant 321.881.192 149,560,075 11,604,713 

* Note: Includes allocations from Shared Services and Mid States General office. Snavely King has proposed no change in Shared Services rates. 
Column G and I Note: Depreciation rates are specific to Kentucky, Shared Services amd Mid States General office and 
can be found on  schedules AG OR15 series of schedules. Snavely King rates shown on pages 3-4 of this exhibit 

1/ Company workpaper "wpB 3 1 F0Q (forecasted reserves) updated far Snaveiy King rates 
2/ Cushion gas (acct 352 3) plant balance updated to reflect Atmos response to AG DR 2-52 

Reserves adjusted to reflect 60% of plant transferred to acct 117 

Source: Original document provided in response to AG DR15 and also AG DR 2-46. 



Exhibit___( M J M-5) 
Page 3 of 4 

Atmos Energy Corporation, KY 
Case No 2006-00464 

Workpaper Computation of Depreciation Expense - Div 09 KY Only 
Forecast Period Ending 6-30-2008 - Reflecting Snavely King Rates 

DIVISION 09 Annual Annual 
Line Acct 13 Month Avq. Accrual Reserve 12 Month Accrual Reserve 12 Month 
No No Account Titles Investment Reserve I/ Rate Computation Expense Rate Computaffon Expense 

SK 21 98 85% Current 98 85% 
(A) (6) (C) (D) (E) (F) (G) (H) (I) (J) (K) 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
1 1  
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
7l 

*- 

33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

301 00 
302 00 
303 00 

325 20 
325 40 
331 00 
332 01 
332 02 
334 00 
336 00 

350 10 
350 20 
351 00 
351 02 
351 03 
351 04 
352 00 
352 01 
352 02 
352 03 
352 10 
352 1 1  
35301 
353 02 
354 00 
355 00 
356 00 

365 10 
365 20 
366 02 
366 03 
367 00 
367 01 
369 00 
36901 

- lntanoible Plant 
Organization 
Franchises & Consents 
Misc Intangible Plant 

Total Intangible Plant 

Natural Gas Production Plant 
Producing Leaseholds 
Rights of Ways 
Production Gas Wells Equipment 
Field Lines 
Tributary Lines 
Field Meas & Reg Sta Equip 
Purification Equipment 

Total Natural Gas Production Plant 

Storaoe Plant 
Land 
Rights of Way 
Structures & Improvements 
Compression Station Equipment 
Meas &Reg Sta Structues 
Other Structures 
Wells \ Rights of Way 
Well Construction 
Well Equipment 
Cushion Gas 31 
Leaseholds 
Storage Rights 
Field Lines 
Tributary Lines 
Compressor Station Equipment 
Meas & Reg Equipment 
Purification Equipment 

Total Storage Plant 

Transmission Plant 
Land 
Rights of Way 
Structures & Improvements 
Other Structries 
Mains - Cathodic Protection 
Mains - Steel 
Meas &Reg Equipment 
Meas &Reg Equipment 

Total Transmission Plant 

8,330 8,330 000% 
119,853 119,853 0 00% 

0 0 0 00% 

128,182 128,182 

2,353 69 589% 
83,422 955 229% 
3,492 3,492 0 00% 
47,163 47,163 0 00% 
528,218 529,956 0 00% 
198,469 198,469 0 00% 
44,369 1,145 516% 

__ 
907,486 781,249 

261,127 
4,682 
4,700 

159,811 
23,138 
144,554 
62,814 

2,113,527 
531,954 
677,933 
178,530 
54,614 
178.501 
209,458 
546,780 
288,851 
243,119 

0 0 00% 
4,757 092% 
2,503 060% 

118.199 060% 
24,976 0 60% 
132,962 0 60% 
51,214 131% 

1,786,598 1 31% 
579,757 131% 
17.389 2 38% 
179,464 0 30% 
52,586 044% 
186,188 135% 
219,495 135% 
481,599 0 60% 
290,474 012% 
248,386 1 30% 

5,684,093 4,376,545 

26,970 
838,245 
214,065 
69,172 
406.1 1 1  

23,217,765 1 
185,854 

2,968.370 

16 000% 
342,444 165% 
17,431 2 05% 
63,126 2 05% 
337,167 142% 

15,580,995 142% 
60,644 144% 

1,961,127 144% 

27,926,553 18,362,950 

0 0 
0 0 
0 0 

0 0 

139 137 
1,910 1,888 

0 0 
0 0 
0 0 
0 0 

2,289 2,263 

4,338 4,288 

0 0 
0 0 
28 28 
959 948 
0 0 

867 857 
823 813 

27,687 27,368 
0 0 

16,135 15,949 
0 0 

240 238 
0 0 
0 0 

3.281 3,243 
0 0 
0 0 

50,020 49,444 

0 0 
13,831 13,672 
4,388 4.338 
1,418 1.402 
5,767 5,700 

329,692 325,892 
2,676 2,645 
42,745 42,252 

400,517 395,901 

0 00% 
0 00% 
0 00% 

0 00% 
0 00% 
0 00% 
0 00% 
0 00% 
0 00% 
0 00% 

0 00% 
0 92% 
1 93% 
1 93% 
193% 
193% 
2 7 1 % 
271% 
2 71% 
0 00% 
0 30% 
183% 
135% 
135% 
151% 
2 06% 
1 30% 

0 00% 
0 89% 
1 39% 
1 39% 
127% 
1 27% 
2 28% 
2 28% 

0 0 
0 0 
0 0 

0 0 

0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 

0 0 

0 0 
0 0 
91 90 

3,084 3,049 
0 0 

2,790 2.758 
1,702 1,683 

57,277 56,616 
0 0 
0 0 
0 0 

999 988 
0 0 
0 0 

8.256 8,161 
0 0 
0 0 

74,200 73,344 

0 0 
7,460 7.374 
2,976 2,941 
961 950 

5,158 5,098 
294,866 291,467 
4,237 4,189 
67,679 66.899 

383,337 378,918 
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Atmos Energy Corporation, KY 
Case No 200640464 

Workpaper Computation of Depreciation Expense - Div 09 KY Only 
Forecast Period Ending 6-30-2008 - Reflecting Snavely King Rates 

DIVISION 09 Annual Annual 
Line Acct 13 Month Avg. Accrual Reserve 12 Month Accrual Reserve 12 Month 
No No Account Titles Investment Reserve I /  Rate Computation Expense Rate Computatfon Expense 

SK 21 98 85% Current 98 65% 
(A) (B) (C) (D) (E) (F) (G) (H) (I) (J) (K) 

52 
53 
54 
55 
56 
57 
58 
59 
60 
61 
62 
63 
64 
65 
66 
67 
68 
69 
70 
71 
72 
73 
74 
75 
76 
77 
78 
79 
80 

1 

C J  

84 
85 
86 
87 
88 
89 
90 
91 
92 
93 
94 
95 
96 
97 
98 
99 

100 
101 
102 
103 
104 
105 
106 
107 
108 
109 
110 
111 
112 
113 
114 
115 

374 00 
374 01 
374 02 
374 03 
375 00 
375 01 
375 02 
375 03 
376 00 
376 01 
376 02 
378 00 
379 00 
379 05 

381 00 
362 00 
383 00 
384 00 
385 00 
386 00 

380 00 

389 00 
390 01 
390 02 
390 03 
390 04 
390 09 
391 00 
391 02 
391 03 
392 00 
392 01 
392 02 
393 00 
394 00 
396 00 
396 03 
396 04 
396 05 
397 00 
397 01 
397 02 
397 05 
398 00 
399 00 
399 01 
399 02 
399 03 
399 04 
399 05 
399 06 
399 07 
399 08 
399 09 
399 24 

Distribution Plant 
Land & Land Rights 
Land 
Land Rights 
Land Other 
Structures & Improvements 
Structures & Improvements T.B. 
Land Rights 
Improvements 
Mains Cathodic Protection 
Mains - Steel 
Mains - Plastic 
Meas & Reg. Sta Equipment General 
Meas & Reg Sta Equipment - City Gate 
Meas & Reg Sta Equipment T B 
Services 
Meters 
Meter Installations 
House Regulators 
House Reg Installations 
Ind. Meas & Reg Sta Equipment 
Other Properly on Cust Prem 

Total Plant Distribution 

General Plant 
Land & Land Rights 
Structures Frame 
Structures & Improvements 
Improvements 
Air Conditioning Equipment 
Improvement to Leased Premises 
Office Furniture & Equipment 
Remittance Processing Equip 
Office Machines 
Transportation Equipment 
Trucks 
Trailers 
Stores Equipment 
Tools, Shop & Garage Equip 
Power Operated Equipment 
Ditchers 
Backhoes 
Welders 
Communication Equipment 
Communication Equip - Mobile Radios 
Communication Equip - Fixed Radios 
Communication Equip - Telemetering 
Miscellaneous Equipment 
Other Tangible Property 
Other Tangible Property - Servers - HNV 
Other Tangible Properly - Servers - SNV 
Other Tangible Property - Network - HNV 
Other Tangible Property - CPU 
Other Tangible Property - MF Hardware 
Other Tangible Property - PC Hardware 
Other Tang. Property - PC Software 
Other Tang Property -Application Software 
Other Tangible Property - Mainframe - SNV 

- 

98,315 
51,571 

244,565 
2.784 

312.033 
105,699 
46,591 
4,005 

10,874,159 
68,360,296 
27,804.905 
3,132,686 
1,277,515 
1,6362 12 

79,748,813 
14,802.451 
36,781,828 
5,400,323 

154,276 
4,926,403 

0 

255,765,430 

71,393 
0 

193,598 
774,269 

12,129 
1,382,343 
1,560,722 

0 
94,911 

514,843 
16,597 

111,671 
0 

1,404,373 
0 

223,756 
267,602 
33,959 

1,141.094 
3,338 

4 1,432 
312,236 

2.51 1,890 
0 

175,990 
113,473 
511,781 

0 
0 

3,631,797 
242,979 
522,254 

0 

57,145 000% 
0 000% 

26,362 186% 
0 000% 

33,961 298% 
81,973 2 98% 
38,779 2 98% 
51,327 298% 

2,470,479 2 03% 
39,694,946 2 03% 
8,562,599 2 03% 
1,440,773 1 82% 

166,911 2 13% 
1,727,745 2 13% 

39,058,865 3 95% 
2,453,491 7 06% 
7,005,807 5 48% 
2,713,334 2 90% 

140,951 202% 
2,139,293 2 22% 

2,511 300% 

107,867,253 

28,459 000% 
0 

109,629 991% 
134,945 991% 

5,868 991% 
1,166,083 2 36% 

603,410 622% 
0 

(20.448) 6 22% 
(507,279) 59 91% 

25,470 892% 
154,739 59 91% 

0 
63,134 663% 

0 
(133,021) 2076% 

38,654 2076% 
(1,713) 2076% 

703,626 543% 
(18,709) 543% 

6,828 543% 
106,882 543% 

1,107,139 426% 
0 

205,672 2 71% 
146,838 14 29% 
545,999 5 22% 

0 
0 

3,410,816 061% 
249,794 19 16% 
459,904 17 49% 

0 000% 
Other Tang Property - General Startup Costs 0 0 000% 

Total General Plant 15,870,429 8.594.71 8 

Total Plant 306,282.174 140.110.898 

0 0 
0 0 

4,549 4,496 
0 0 

9,299 9,191 
3,150 3,114 
1,386 1,372 

0 0 
220,745 218,201 

1,387,714 1,371,718 
564,440 557,933 
57,015 56,358 
27.21 1 26,897 

0 0 
3,150,078 3,113,767 
1,045,053 1,033,007 
2,015,644 1,992,410 

156,609 154,804 
3,116 3,080 

109,366 108.105 
0 0 

8,755,378 8,654,454 

0 00% 
0 00% 
1 68% 
0 00% 
195% 
1 95% 
1 95% 
1 95% 
2 39% 
2 39% 
2 39% 
2 49% 
2 57% 
2 57% 
6 86% 
3 35% 
3 06% 
2 85% 
3 37% 
2 73% 
3 00% 

- 

0 
0 

19,186 
76,730 

1,202 
32,623 
97,077 

0 
5,903 

308,442 
0 
0 
0 

93,110 
a 

46,452 
55,554 
7,050 

61,961 
181 

2,250 
16,954 

107,006 
0 
0 
0 
0 
0 
0 

22,154 
0 

91,342 
0 
n 

0 000% 
0 000% 

16,964 2 12% 
75,846 2 12% 

1,188 2 12% 
32,247 500% 
95,958 7 05% 

0 000% 
5.835 705% 

304,887 8 92% 
0 892% 
0 892% 
0 000% 

92.037 328% 
0 000% 

45,916 279% 
54,914 279% 
6,969 279% 

61,247 521% 
179 521% 

2,224 521% 
16,759 521% 

105,773 1094% 
0 000% 
0 1429% 
0 1429% 
0 1429% 
0 000% 
0 000% 

21,899 1851% 
0 1565% 

90,289 1250% 
0 000% 
0 000% 

1,045,179 1,033,131 

10,255,433 10,137,218 

0 0 
0 0 

4,109 4.061 
0 0 

6,085 6,015 
2,061 2,037 

909 898 
0 0 

259,892 256,697 
1,633,811 1,614.978 

664,537 656,877 
78,004 77,105 
32,832 32,454 

0 0 
5,470,769 5,407,707 

495.882 490.166 
1,125,524 1,112,550 

153,909 152,135 
5,199 5,139 

134,491 132,941 
0 0 

10,068,013 9,951,959 

0 
0 

4,104 
16,414 

257 
69,117 

110.031 
0 

6,691 
45,924 

0 
0 
0 

46,063 
0 

6,243 
7,466 

947 
59,451 

174 
2,159 

16,267 
274,801 

0 
0 
0 
0 
0 
0 

672,246 
0 

65,282 
0 

0 
0 

4,057 
16,225 

254 
68,320 

108.763 
0 

6,614 
45,395 

0 
0 
0 

45,532 
0 

6,171 
7.380 

937 
58.766 

172 
2,134 

16,080 
271,633 

0 
0 
0 
0 
0 
0 

664,497 
0 

64,529 
0 

0 0 

1,403,638 1.387.458 

11,929,188 11.791.680 

I/ Company workpaper “wpB 3 1 F 0 9  (forecasted reserves) updated for SK rates 
See Exhibit-(MJM4) 
:ushion gas (acct 352 3) balance updated to reflect Atmos response to AG DR 2-52 Reserves adjusted to reflect the 60% of plant transferred to acct 117 
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University of Baltimore - (1971-1973) 
Experience 

Snavely King Majoros O’Connor 8t Lee, Inc. 

Vice President and Treasurer (1988 to Present) 
Senior Consultant (1981-1987) 

Mr. Majoros provides consultation specializing in accounting, 
financial, and management issues. He has testified as an 
expert witness or negotiated on behalf of clients in more than 
one hundred thirty regulatory federal and state regulatory 
proceedings involving telephone, electric, gas, water, and 
sewerage companies. His testimony has encompassed a wide 
array of complex issues including taxation, divestiture 
accounting, revenue requirements, rate base, nuclear 
decommissioning, plant lives, and capital recovery. Mr. 
Majoros has also provided consultation to the US. Department 
of Justice and appeared before the US. EPA and the Maryland 
State Legislature on matters regarding the accounting and 
plant life effects of electric plant modifications and the financial 
capacity of public utilities to finance environmental controls. He 
has estimated economic damages suffered by black farmers in 
discrimination suits. 

Van Scoyoc & Wiskup, Inc., Consultant (1978- 
1981) 

Mr. Majoros conducted and assisted in various management 
and regulatory consulting projects in the public utility field, 
including preparation of electric system load projections for a 
group of municipally and cooperatively owned electric systems; 
preparation of a system of accounts and reporting of gas and 
oil pipelines to be used by a state regulatory commission; 
accounting system analysis and design for rate proceedings 
involving electric, gas, and telephone utilities. Mr. Majoros 
provided onsite management accounting and controllership 
assistance to a municipal electric and water utility. Mr. Majoros 
also assisted in an antitrust proceeding involving a major 
electric utility. He submitted expert testimony in FERC Docket 
No. RP79-12 (El Paso Natural Gas Company), and he co- 
authored a study entitled Analysis of Staff Study on 
Comprehensive Tax Normalization that was submitted to FERC 
in Docket No. RM 80-42. 

Handling Equipment Sales Company, Inc. 
Con trolled Treasurer ( I  9 76- I 9  78) 

Mr. Majoros’ responsibilities included financial management, 
general accounting and reporting, and income taxes. 

Ernst & Ernst, Auditor (1973-1976) 

Mr. Majoros was a member of the audit staff where his 
responsibilities included auditing, supervision, business 
systems analysis, report preparation, and corporate income 
taxes. 

Mr. Majoros was a full-time student in the School of Business. 

During this period Mr. Majoros worked consistently on a part- 
time basis in the following positions: Assistant Legislative Auditor - 
State of Maryland, Staff Accountant - Robert M. Carney & Co., 
CPAs, Staff Accountant - Naron & Wegad, CPAs, Credit Clerk - 
Montgomery Wards. 

Central Savings Bank, (1969-1971) 

Mr. Majoras was an Assistant Branch Manager at the time he left the 
bank to attend college as a full-time student. During his tenure at the 
bank, Mr. Majoros gained experience in each department of the bank. 
In addition, he attended night school at the llniversity of Baltimore. 

Education 
University of Baltimore, School of Business, B.S. - 
Concentration in Accounting 

Profess io nal Aff i I iations 
American Institute of Certified Public Accountants 
Maryland Association of C.P.A.s 
Society of Depreciation Professionals 

Publications, Papers, and Panels 

“Analysis of Staff Study on Comprehensive Tax Normalization, ” FERC 
Docket No. RM 80-42, 1980. 

”Telephone Company Deferred Taxes and Investment Tax Credits - 
A Capital Loss for Ratepayers, ‘I Public Utility Fortnightly, September 
27, 1984. 

“The Use of Customer Discount Rates in Revenue Requirement 
Comparisons, ” Proceedings of the 25th Annual Iowa State Regulatory 
Conference, 1986 

“The ReglJlatory Dilemma Created By Emerging Revenue Streams of 
Independent Telephone Companies, ” Proceedings of NARUC IOIst 
Annual Convention and Regulatory Symposium, 1989. 

“BOC Depreciation Issues in the States, ” National Association of 
State Utility Consumer Advocates, 1990 Mid-Year Meeting, 1990. 

“Current Issues in Capital Recovery” 30fh Annual Iowa State 
Regulatory Conference, 1991. 

“Impaired Assets (Jnder SFAS No. 121,” National Association of State 
Utility consumer Advocates, 1996 Mid-Year Meeting, 1996. 

“What’s ’Sunk’ Ain’t Stranded: Why Excessive lltility Depreciation is 
Avoidable,” with James Campbell, Public Utilities Fortnightly, April I, 
1999. 

”Local Exchange Carrier Depreciation Reserve Percents,” with 
Richard B. Lee, Journal of the Society of Depreciation Professionals, 
Volume IO, Number I, 2000-2001 

“Rolling Over Ratepayers,” Public Utilities Fortnightly, Volume 143, 
Number 11, November, 2005. 
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2005 

Michael J. Majoros, Jr. 

US District Court, CV 01 -B-403-NW Tennessee Valley Authority 
Northern District of 
AL, Northwestern 
Division 55/56/57/ ___-___ 

2006 

State Leqislatures 
I 2006 I Maryland General I SB154 I Maryland Healthy Air Act 1 

A s s e m b l y /  
Maryland House of HB189 Maryland Healthy Air Act 

1979 
1980 
1996 

I Delegates E/ 

FERC-US 19/ RP79-12 El Paso Natural Gas Co. 
FERC-US E/ RM80-42 Generic Tax Normalization 
CRTC-Canada a/ 97-9 All Canadian Telecoms 

Federal Renulatow Anencies 

1999 
1999 
1999 
1999 

FCC 321 98-137 (Ex Parte) All LECs __-___I 

F C C Z / -  98-91 (Ex Parte) All LECs 
FCC32J 98-177 (Ex Parte) All LECs 
FCC321 98-45 E x  Parte) All LECs 

1 All Canadian Telecoms I L1997 I CRTC-Canada 311 h 7 - 1 1  ____I 

2000 
2003 
2003 
2003 

E P A S /  CAA-00-6 Tennessee Valley Authority 
FERC@/ RM02-7 - All Utilities 
FCCSJ 03-1 73 All LECs 
FERC 531 ER03-409-000, Pacific Gas and Electric Co. 

ER03-666-000 

State Requlatory Aqencies 
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1988 
1988 
1989 
1990 
1990 
1990 
1990 
1990 
1991 
1991 
1991 
1991 

Michael J. Majoros, Jr. 

Iowa 61 RPU-87-6 Northwestern Bell Tel. Co. 
Dist. Of Columbia z/ 869 Potomac Electric Power Co. 
Iowa61 RPU-88-6 Northwestern Bell Tel. Co. 
New Jersey A/ 1487-88 Morris City Transfer Station 
New Jersey 5/ WR 88-80967 Toms River Water Company 
Florida 4/ 890256-TL Southern Bell Company 
New Jersey I /  ER89110912J Jersey Central Power & Light 
New Jersey I/ WR90050497J Elizabethtown Water Co. 
Pennsylvania 31 P900465 United Tel. Co. of Pa. 
West Virginia 21 90-564-T-D C&P Telephone Co. 
New Jersey I/ 90080792J Hackensack Water Co. 
New Jersev I /  W R90080884 J Middlesex Water Co. 

1991 Pennsylvania $/ 
1991 Kansas a/ 
1991 Indiana 291 
1991 Nevada a/ 

R-911892 Phil. Suburban Water Co. 
176,716-U Kansas Power & Light Co. 
3901 7 Indiana Bell Telephone 
91 -5054 Central Tele. Co. - Nevada 

1992 
1992 
1992 
1993 

New Jersey I/ 
Maryland g/ 8462 C&P Telephone Co. 
West Virginia 21 91 -1 037-E-D Appalachian Power Co. 
Marvland 8/ 8464 Potomac Electric Power Co. 

EE9 1 08 1 428 Public Service Electric & Gas 

1993 I Georgia a/ I 4451-U 1 Atlanta Gas Light Co. 
1993 I New Jersev I /  I GR93040114 I New Jersev Natural Gas. Co. 

1993 ' Souih Carolina 22/ 92-227-C Southern Bell Telephone 
-- 1993 Maryland g/ 8485 Baltimore Gas & Electric Co. 
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2001 
2001 
2001 

Michael J. Majoros, Jr. 

New Jersey I/ GR01050328 Public Service Electric and Gas 
Pennsylvania 31 R-00016236 York Water Company 
Pennsylvania 31 R-00016339 Pennsylvania America Water 

' 

-2003 Alaska 44/ U-96-89 ACS Communications, Inc. 
2003 Indiana 291 42359 PSI Energy, Inc. 
2003 Kansas 201 40/ 03-ATMG-1036-RTS Atmos Energy 
2003 Florida 50/ 030001-El Tampa Electric Company 
2003 Maryland 51/ 8960 Washington Gas Light 
2003 Hawaii 421 02-0391 Hawaiian Electric Company 

2003 Indiana 28/ 42393 SBC Indiana 
2004 NewJersey 11 ER03020110 Atlantic City Electric Co. 
2004 Arizona 261 E-01 345A-03-0437 Arizona Public Service Company 
2004 Michigan 27/ U-I 3531 SBC Michigan 
2004 NewJersey 11 GR03080683 South Jersey Gas Company 
2004 Kentucky 36/ 2003-00434,00433 Kentucky Utilities, Louisville Gas & 

-- 2003 Illinois 28/ 02-0864 SBC Illinois 

2004 
2004 

I Electric 
Florida 50/ 541 031 033-El Tampa Electric Company 

Delta Natural Gas Company --______ Kentucky 36/ 2004-00067 
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2004 
2004 

Michael J. Majoros, Jr. 

Georgia 23/ 18300,15392,15393 Georgia Power Company 
Vermont 46/ 6946,6988 Central Vermont Public Service 

2004 
2004 
2005 
2005 
2005 
2005 
2005 
2005 
2006 
2006 
2006 
2006 

Corporation 
Delaware 24/ 04-288 Delaware Electric Cooperative 
Missouri 58/ ER-2004-0570 Empire District Electric Company 
Florida 50/ 041272-El Progress Energy Florida, Inc. 
Florida 50/ 04 1291 -El Florida Power & Light Company 
California 59/ A. 04-1 2-0 1 4 Southern California Edison Co. 
Kentucky 36/ 2005-00042 Union Light Heat & Power 
Florida 50/ 050045 & 050188-El Florida Power & Light Co. 
Kansas 38/ 40/- 05-WSEE-981 -RTS Westar Energy, Inc. 
Delaware 24/ 05-304 Delmarva Power & Light Company 
California 59/ A.05-12-002 Pacific Gas & Electric Co. 
NewJersey I /  GR05100845 Public Service Electric and Gas Co. 
West Virginia 2/ 06-0960-E-42T, Allegheny Power 

06-1426-E-D 



Appendix B 
Page 6 of 8 

Michael J. Majoros, Jr. 

PARTICIPATION AS NEGOTIATOR IN FCC TELEPHONE DEPRECIATION 
RATE REPRESCRIPTION CONFERENCES 

COMPANY 

Diamond State Telephone Co. a/ 
Bell Telephone of Pennsylvania 3/ 
Chesapeake & Potomac Telephone Co. - Md. B/ 
Southwestern Bell Telephone - Kansas a/ 
Southern Bell - Florida 4/ 
Chesapeake & Potomac Telephone Co.-W.Va. 2/ 
New Jersey Bell Telephone Co. ‘J,/ 
Southern Bell - South Carolina 221 
GTE-North - Pennsylvania a/ 

YEARS CLIENT 

1985 + 1988 
1986 + 1989 
1986 
1986 
1986 
1987 + 1990 
1985 + 1988 
1986 + 1989 + 1992 
1989 

Delaware Public Service Comm 
PA Consumer Advocate 
Maryland People’s Counsel 
Kansas Corp. Commission 
Florida Consumer Advocate 
West VA Consumer Advocate 
New Jersey Rate Counsel 
S. Carolina Consumer Advocate 
PA Consumer Advocate 
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Michael J. Majoros, Jr. 

PARTICIPATION IN PROCEEDINGS WHICH WERE 
SETTLED BEFORE TESTIMONY WAS SUBMITTED 

STATE 

Maryland g/ 
Nevada a/ 
New Jersey I/ 
New Jersey I/ 
New Jersey 11 
West Virginia 2/ 
Nevada a/ 
Pennsylvania a/ 
West Virginia!/ 
West Virginia!/ 
New Jersey I/ 
New Jersey I/ 
New Jersey I/ 
Maryland 8/ 
South Carolina z/ 
South Carolina a/ 
Kentucky a/ 
Kentucky %/ 

Florida a/ a/ 
Colorado m/ 
Kentucky %/ 
Kansas @/ 
Delaware a/ 

DOCKET NO. 

7878 

WR90090950J 
WR900050497J 
WR9 I 09 1483 

88-728 

91-1037-E 
92-7002 
R-00932873 
93-1 165-E-D 
94-001 3-E-D 
WR94030059 
WR95080346 
WR95050219 
8796 
1999-077-E 
1999-072-E 
2001-104 & 141 

2 0 02-4 8 5 

0301 57-El 
06s-234EG 
2006-001 72 
06-KGSG-1209-RTS 
06-284 

UTILITY 

Potomac Edison 
Southwest Gas 
New Jersey American Water 
Eliza bet htown Water 
Garden State Water 
Appalachian Power Co. 
Central Telephone - Nevada 
Blue Mountain Water 
Potomac Edison 
Monongahela Power 
New Jersey American Water 
Elizabethtown Water 
Toms River Water Co. 
Potomac Electric Power Co. 
Carolina Power & Light Co. 
Carolina Power & Light Co. 
Kentucky Utili ties, Lou isvi He Gas 
and Electric 
Jackson Purchase Energy 
Corporation 
Progress Energy Florida 
Public Service Co. of Colorado 
Union Light, Heat & Power 
Kansas Gas Service 
Delmarva Power & Light Co. 
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- 241 Delaware Public Service Comm. 
251 Conn. Ofc. Of Consumer Counsel 

Michael J. Majoros, Jr. 

- 561 Our Children’s Earth Foundation 
571 National Parks Conservation Association, Inc. 

Clients 

301 Unitel (AT&T - Canada) 
311 Public Interest Advocacy Centre 
321 U.S. General Services Administration 

- 621 MD Speaker of the House Michael Busch 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

APPLICATION OF ATMOS ENERGY ) 

OF GAS RATES ) 
CORPORATION FOR AN ADJUSTMENT ) CASE NO. 2006-00464 

AFFIDAVIT OF MICHAEL MAJOROS 

District of Columbia ) 
) 
) 

Michael Majoros, being first duly sworn, states the following: The 
prepared Pre-Filed Direct Testimony, and the Schedules and Appendix attached 
thereto constitute the direct testimony of Affiant in the above-styled case. Affiant 
states that he would give the answers set forth in the Pre-Filed Direct Testimony 
if asked the questions propounded therein. Affiant further states that, to the best 
of his knowledge, his statements made are true and correct. Further affiant saith 

not. ” --> 

r d  
SUBSCRIBED AND SWORN to before me this day of April, 2007. 

 NOTA^ PMLIC 
My Commission ExpiresL?i?CLnd 4 * 





BEFORE THE 

KENTUCKY PUBLIC SERVICE COMWIISSION 

IN THE MATTER OF: 1 
) 

THE APPLICATION OF THE ) 
ATMOS ENERGY CORPORGTTON ) CASE NO. 2006-00464 
TO INCREASE ITS GAS SERVICE RATES ) 

DIRECT TESTIMONY 

OF 

DR. J. FUNDALL WOOLRIDGE 

April 27,2007 
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PLEASE STATE YOUR FULL NAME, ADDRESS, AND OCCUPATION. 

My name is J. Randall Woolridge and my business address is 120 Haymaker Circle, State 

College, PA 16801. I am a Professor of Finance and the Goldman, Sachs & Co. and 

Frank P. Smeal Endowed University Fellow in Business Administration at the University 

Park Campus of the Pennsylvania State University. I am also the Director of the Smeal 

College Trading Room and President of the Nittany Lion Fund, L,LC. A summary of my 

educational background, research, and related business experience is provided in 

Appendix A. 

I. SUBJECT OF TESTIMONY AND 

SUMMARY OF RECOMMENDATIONS 

WHAT S THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDIP G? 

I have been asked by the Office of Attorney General (OAG) to provide an opinion as to 

the overall fair rate of return or cost of capital for the Kentucky Division of Atmos 

Energy Corp. ("Atmos" or "Company"). 

PLEASE SUMMARIZE YOUR TESTIMONY AND FINDINGS CONCERNING 

THE RATE OF RETURN THAT SHOIJLD BE TJTILIZED IN SETTING RATES 

FOR ATMOS IN THIS PROCEEDING. 
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To arrive at an equity cost rate for the Company, I have applied the Discounted Cash 

Flow Model (“DCF”) and the Capital Asset Pricing Model (“CAPM”) to a group of 

publicly-held gas distribution companies as well as Atmos Energy Corp. My analysis 

indicates an equity cost rate of 9.00% for the Company. Using my capital structure ratios 

and senior capital cost rates, I am recommending an overall fair rate of return of 7.47% 

for Atmos. This recommendation is summarized in ExhibitJJRW-1). 

As discussed in my testimony, my recommendation is consistent with the current 

economic environment. L,ong-term capital costs are at historical low levels. The yields 

on long-term Treasury bonds have been in the 4-5 percent range for several years. Prior 

to this cyclical decline in rates, these yields had not been this low over an extended period 

of time since the 1960s. Long-term capital costs are also low due to the decline in the 

equity risk premium and the Jobs and Growth Tax Relief Reconciliation Act of 2003 

which reduced the tax rates on dividend income and capital gains. 

In developing my recommendation, I have reviewed the testimony and 

recommendations of Atmos witness Dr. Donald A. Murry. I have adjusted the 

Company’s proposed capital structure to include short-term debt since the Company uses 

short-term debt to finance its gas purchases and the monthly fluctuations in its Gas Stored 

Underground balances. Dr. Muny’s equity cost rate estimate is 1 I .75%, while my analysis 

indicates an equity cost rate of 9.00% is appropriate for Atmos. We have both used DCF 

and CAPM approaches to estimating an equity cost rate for the Company. Dr. Murry and 
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I have applied these approaches to a proxy group of gas distribution companies as well as 

Atmos Energy. My recommendation presumes that the Kentucky Commission does not 

adopt the Company’s Formula Based Rate (FBR) tariff plan. 

In terms of the DCF approaches, the two major areas of disagreement are (1) the 

relevance of DCF equity cost rate results and (2) the estimation of the expected growth 

rate. With respect to (l), Dr Murry argues that the DCF model produces unreliable results 

in estimating an equity cost rate for a public utility. As a result, he ignores the vast 

majority of his own DCF results for the proxy group and Atmos Energy in estimating a 

DCF equity cost rate range of 10.87% to 12.39%. With respect to (2), Dr. Murry has 

relied exclusively on the forecasted EPS growth rates of Wall Street analysts and Value 

Line in estimating a DCF equity cost rate. I have used both historic and projected growth 

rate measures, and have evaluated growth in dividends, book value, and earnings per 

share. One important factor that I consider and highlight is the upwardly-biased expected 

earnings growth rates of Wall Street analysts and Value Line. 

The CAPM approach requires an estimate of the risk-free interest rate, beta, and 

the equity risk premium. Whereas there is general agreement on the beta and risk-free 

interest rate, we have significantly different views on the alternative approaches to 

measuring the equity risk premium as well as the magnitude of equity risk premium. We 

also disagree on the need for a size premium adjustment to the CAPM. As I highlight in 

my testimony, there are three procedures for estimating an equity risk premium - historic 
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returns, surveys, and expected return models. Dr. Muny relies solely on historic measures 

of the equity risk premium and has used equity risk premiums of 7.10% and 8.65% in his 

two versions of the CAPM. I provide evidence that risk premiums based on historic 

returns series are upwardly biased measures of expected risk premiums. I use an equity 

risk premium of 4.16% which (1) uses all three approaches to estimating an equity 

premium and (2) employs the results of many studies of the equity risk premium. As I 

note, my equity risk premium is consistent with the equity risk premiums (1) discovered 

in recent academic studies by leading finance scholars, (2) employed by leading 

investment banks and management consulting firms, and (3) found in surveys of financial 

forecasters and corporate CFOs. 

Dr. Muny and I also disagree on the need for a size premium adjustment to the 

CAPM. The size premium is based on historical stock returns and, as discussed in my 

testimony, there are a number of errors in using historical market returns to compute risk 

premiums. In addition, I argue that any equity cost rate adjustment based on the relative 

size of a public utility is inappropriate. One study noted in my testimony tested for a size 

premium in utilities and concluded that, unlike industrial stocks, utility stocks do not 

exhibit a significant size premium. The primary reason that a size premium is not required 

for utilities is that utilities are regulated closely by state and federal agencies and 

commissions and hence their financial performance is monitored on an on-going basis by 

agencies of both the state and federal governments. 
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Long-term capital cost rates for U.S. corporations are currently at their lowest levels in 

more than four decades. Corporate capital cost rates are determined by the level of 

interest rates and the risk premium demanded by investors to buy the debt and equity 

In the end, the most significant areas of disagreement between Dr. Murry and me 

with respect to the cost of equity are (1) the relevance of the DCF model and its results in 

determining an equity cost rate for the Company, and (2) the measurement and magnitude 

of the equity risk premium. Dr. Murry believes that the DCF model produces equity cost 

rate results that are too low and so he has ignored the DCF results for the vast majority of 

the companies in his gas distribution company group. On the other hand, I believe that 

the DCF model provides a good indication of equity cost rates for public utilities and 

have placed heavy reliance on these results in this proceeding. With respect to the 

measurement of an equity risk premium, Dr. Murry has relied exclusively on historical 

stock and bond returns. On the contrary, I have employed the results from twenty equity 

risk premium studies whch employ the three alternative approaches for estimating an 

equity risk premium - averages of historical returns, surveys of market professionals, and 

models of expected market returns. 

11. CAPITAL, COSTS IN TODAY’S MA=,TS 
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capital of corporate issuers. The base level of interest rates in the US economy is 

indicated by the rates on ten-year U.S. Treasury bonds. The rates are provided in the 

graph below from 1953 to the present. As indicated, prior to the decline in rates that 

began in the year 2000, the 10-year Treasury had not been in the 4-5 percent range since 

the 1960s. 

Yields on Ten-Year Treasury Bonds 
1953-Present 

"_" - - ~ ..... ~ ..... __ ........... ~ . ~ ..... _. .. . .,. ___"__ , 
18.0 

Source: http ://research. stlouisfed. org/fred2/data/GS 1 0. txt 

The second base component of the corporate capital cost rates is the risk premium. 

The risk premium is the return premium required by investors to purchase riskier 

securities. Risk premiums for bonds are the yield differentials between different bond 

classes as rated by agencies such as Moody's, and Standard and Poor's. The graph below 
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provides the yield differential between Baa-rate corporate bonds and 1 0-year Treasuries. 

This yield differential peaked at 350 basis points (BPs) in 2002 and has declined 

significantly since that time. This is an indication that the market price of risk has 

declined and therefore the risk premium has declined in recent years. 

Corporate Bond Yield Spreads 
Baa-Rated Corporate Bond Yield Minus Ten-Year Treasury Bond Yield 

- __________ __ ______ ~ ______ ~ __ _______ 

Source: htcp://www.treas.gov/offices/domestic-finance/debt-managemen~interest-rate/index.h~l 
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The equity risk premium is the return premium required to purchase stocks as 

opposed to bonds. Since the equity risk premium is not readily observable in the markets 

(as are bond risk premiums), and there are alternative approaches to estimating the equity 

premium, it is the subject of much debate. One way to estimate the equity risk premium 

is to compare the mean returns on bonds and stocks over long historical periods. 

Measured in this manner, the equity risk premium has been in the 5-7 percent range. But 
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recent studies by leading academics indicate the forward-looking equity risk premium is 

in the 3-4 percent range. These authors indicate that historical equity risk premiums are 

upwardly biased measures of expected equity risk premiums. Jeremy Siegel, a Wharton 

finance professor and author of the book Stoclcsfor the Long Term, published a study 

entitled “The Shrinking Equity Risk Premium.”’ He concludes: 

The degree of the equity risk premium calculated from data estimated fi-om 1926 
is unlikely to persist in the future. The real return on fixed-income assets is likely 
to be significantly higher than estimated on earlier data. This is confirmed by the 
yields available on Treasury index-linked securities, which currently exceed 4%. 
Furthermore, despite the acceleration in earnings growth, the return on equities is 
likely to fall from its historical level due to the very high level of equity prices 
relative to fundamentals. 

Even Alan Greenspan, the former Chairman of the Federal Reserve Board, 

indicated in an October 14, 1999, speech on financial risk that the fact that equity risk 

premiums have declined during the past decade is “not in dispute.” His assessment 

focused on the relationship between information availability and equity risk premiums. 

There can be little doubt that the dramatic improvements in 
information technology in recent years have altered our approach to 
risk. Some analysts perceive that information technology has 
permanently lowered equity premiums and, hence, permanently 
raised the prices of the collateral that underlies all financial assets. 

The reason, of course, is that information is critical to the 
evaluation of risk. The less that is known about the current state of 
a market or a venture, the less the ability to project future outcomes 

Jeremy J. Siegel, “The Shinking Equity Risk Premium,” The Journal ofportfolio Mniingement (Fall, 1999), p. IS. 
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and, hence, the more those potential outcomes will be discounted. 

The rise in the availability of real-time information has reduced the 
uncertainties and thereby lowered the variances that we employ to 
guide portfolio decisions. At least part of the observed fall in 
equity premiums in our economy and others over the past five 
years does not appear to be the result of ephemeral changes in 
perceptions. It is presumably the result of a permanent technology- 
driven increase in information availability, which by definition 
reduces uncertainty and therefore risk premiums. This decline is 
most evident in equity risk premiums. It is less clear in the 
corporate bond market, where relative supplies of corporate and 
Treasury bonds and other factors we cannot easily identify have 
outweighed the effects of more readily available information about 
borrowers.2 

In sum, the relatively low interest rates in today’s markets as well as the lower risk 

premiums required by investors indicate that capital costs for U.S. companies are the 

lowest in decades. In addition, the 2003 tax law hrther lowered capital cost rates for 

companies. 

HOW DID THE JOBS AND GROWTH TAX RELIEF RECONCILIATIONACT OF 

2003 REDUCE THE COST OF CAPITAL FOR COMPANIES? 

On May 2gth of 2003, President Bush signed the Jobs and Growth Tax Relief 

Reconciliation Act of 2OO3. The primary purpose of this legislation was to reduce taxes to 

enhance economic growth. A primary component of the new tax law was a significant 

Alan Greenspan, “Measuring Financial Risk in the Twenty-First Century,” Office of the Comptroller of the 
Currency Conference, October 14, 1999. 
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reduction in the taxation of corporate dividends for individuals. Dividends have been 

described as “double-taxed.” First, corporations pay taxes on the income they earn before 

they pay dividends to investors, then investors pay taxes on the dividends that they 

receive from corporations. One of the implications of the double taxation of dividends is 

that, all else equal, it results in a higher cost of raising capital for corporations. The tax 

legislation reduced the effect of double taxation of dividends by lowering the tax rate on 

dividends from the 30 percent range (the average tax bracket for individuals) to 15 

percent. 

Overall, the 2003 tax law reduced the pre-tax return requirements of investors, 

thereby reducing corporations’ cost of equity capital. This is because the reduction in the 

taxation of dividends for individuals enhances their after-tax returns and thereby reduces 

their pre-tax required returns. This reduction in pre-tax required returns (due to the lower 

tax on dividends) effectively reduces the cost of equity capital for companies. The 2003 

tax law also reduced the tax rate on long-term capital gains from 20% to 15%. The 

magnitude of the reduction in corporate equity cost rates is debatable, but my assessment 

indicates that it could be as large as 100 basis points. 
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111. COMPARISON GROUP SELECTION 

PLEASE DESCRIBE YOUR APPROACH TO DEVELOPING A FAIR RATE OF 

RETURN RECOMMENDATION FOR ATMOS. 

To develop a fair rate of return recommendation for Atmos, I evaluated the return 

requirements of investors on the common stock of a group of publicly-held natural gas 

distribution companies as well as Atmos Energy Corporation. 

PLEASE DESCRIBE YOUR GROUP OF GAS DISTRIBUTION COMPANIES. 

I initially reviewed the natural gas distribution companies followed by both AUS Utility 

Reports and the Value Line Investment Survey - Standard edition. I then applied four 

screens to these companies: (1) regulated gas revenues must be at least 25% of total 

revenues, (2) an investment grade bond rating by S&P, (3) must pay a cash dividend, (4) 

not currently the target of an acquisition. As shown on page 2 of Exhibit(JRW-2), 

applying these screens provided a group of nine natural gas distribution companies: AGL 

Resources, Laclede Group, New Jersey Resources, NICOR, Northwest Natural Gas, 

Piedmont Natural Gas Company, South Jersey Industries, Southwest Gas, and WGL 

Holdings. Atmos Energy also meets these criteria, and I have separately evaluated the 

return requirements on the stock of Atmos Energy. 

Summary financial statistics for the group are provided on page 1 of 

On average, the group has average revenues and net plant of Exhibit-(JRW-2). 
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$2,073.8M and $1,889.1M, respectively. The group has an average common equity ratio 

of 48.1%’ and the current average earned return on common equity of 12.3%. Atmos 

Energy has revenues and net plant of $5,471.2M and $3,667.9M, with a common equity 

ratio of 45.0% and an earned return on common equity of 8.9%. 

IV. CAPITAL STRUCTURE: RATIOS AND DEBT COST RATES 

WHAT CAPITAL STRUCTURE RATIOS HAVE BEEN PROPOSED BY 

ATNIOS? 

As shown in Panel A of Exhibit-(JRW-3), Atmos’ rate of return witness Dr. Donald A. 

Murry has proposed a capital structure consisting of 51.85% long-debt and 48.15% 

common equity. 

1 4  Q. PLEASE DISCUSS THE CAPITAL STRUCTTJRE RATIOS OF ATMOS 

15 

16 A. 

1 7  

18  

1 9  

20 

ENERGY AND THE PROXY GROUP OF GAS DISTRIBUTION COMPANIES. 

Panel B of Exhibit(JRW-3), provides the average capitalization ratios for Atmos Energy 

over the past year. The average common equity ratio over this time is 41 37%. Hence, it 

is clear that a common equity ratio of 48.15% significantly exceeds the amount of equity 

capital employed by the Company over the past year. Furthermore, the figures in Panel B 

indicate that the Company has consistently used short-term debt as a source of capital. 
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Panel C of Exhibit(JRW-3) provides the average capitalization ratios for my 

proxy group of nine gas distribution companies. Like Atmos Energy, these companies 

have consistently used short-term debt as a source of capital. The average common 

equity ratio over the past year for this group is 49.74%. 

WHAT CAPITAL STRUCTURE RATIOS AND SENIOR CAPITAL COST 

RATES ARE YOU USING TO ESTIMATE AN OVERALL RATE OF RETURN 

FOR ATMOS? 

As discussed above, both Atmos Energy and the group of gas companies consistently use 

short-term debt as a source of capital. In addition, in its responses to AG-1-3 and AG-I- 

5, the Company confirms that it uses short term debt to finance its gas purchases and the 

monthly fluctuations in its Gas Stored Underground balances. The purchased gas 

expenses are included in the test period operating expenses and the average Gas Stored 

Underground balance is included in the requested test period rate base. For consistency 

purposes, a representative average balance of short term debt should therefore be included 

in the capital structure. In AG-1-1, the Company estimates a projected Forecasted Test 

Period daily average short-term debt balance of $123,886,000. The projected average 

short term debt cost rate for the Forecasted Test Period is 6.58%. I will use this short- 

term debt amount and cost rate, in addition to the Company’s projected amounts of debt 

-13- 



1 and equity capital. My proposed capital structure and senior capital cost rates, as 

-- Source of Capital Capitalization Ratio 

Long-Term Debt 50.36% 
Short-Term Debt 2.86% 

2 developed in Exhibit(JRW-3), are summarized below. 

Cost Rate 

6.10% 
6.58% 
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V. THE COST OF COMMON EOUITY CAPITAL 

A. Overview 

Q. WHY MUST AN OVERALL COST OF CAPITAL OR FAIR RATE OF RETURN 

RE ESTABLISHED FOR A PUBLIC IJTILITY? 

In a competitive industry, the return on a firm's common equity capital is determined 

through the competitive market for its goods and services. Due to the capital 

requirements needed to provide utility services, however, and to the econoinic benefit to 

society from avoiding duplication of these services, some public utilities are monopolies. 

It is not appropriate to permit monopoly utilities to set their own prices because of the 

lack of competition and the essential nature of the services. Thus, regulation seeks to 

establish prices which are fair to consumers and at the same time are sufficient to meet 

the operating and capital costs of the utility, i.e., provide an adequate return on capital to 

attract investors. 

A. 
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PLEASE PROVIDE AN OVERVIEW OF THE COST OF CAPITAL IN THE 

CONTEXT OF THE THEORY OF THE FIRM. 

The total cost of operating a business includes the cost of capital. The cost of common 

equity capital is the expected return on a firm’s common stock that the marginal investor 

would deem sufficient to compensate for risk and the time value of money. In 

equilibrium, the expected and required rates of return on a company’s common stock are 

equal. 

Nonnative economic models of the firm, developed under very restrictive 

assumptions, provide insight into the relationship between firm performance or 

profitability, capital costs, and the value of the firm. Under the economist’s ideal model 

of perfect competition where entry and exit is costless, products are undifferentiated, and 

there are increasing marginal costs of production, firms produce up to the point where 

price equals marginal cost. Over time, a long-run equilibrium is established where price 

equals average cost, including the firm’s capital costs. In equilibrium, total revenues 

equal total costs, and because capital costs represent investors’ required return on the 

firm’s capital, actual returns equal required returns and the market value and the book 

value of the firm’s securities must be equal. 

In the real world, firms can achieve competitive advantage due to product market 

imperfections. Most notably, companies can gain Competitive advantage through product 

differentiation (adding real or perceived value to products) and by achieving economies 
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to price products above average cost and thereby earn accounting profits greater than 

those required to cover capital costs. When these profits are in excess of that required by 

investors, or when a firm earns a return on equity in excess of its cost of equity, investors 

respond by valuing the firm’s equity in excess of its book value. 

James M. McTaggart, founder of the international management consulting firm 

Marakon Associates, has described this essential relationship between the return on 

equity, the cost of equity, and the market-to-book ratio in the following manner:3 

Fundamentally, the value of a company is determined by the cash 
flow it generates over time for its owners, and the minimum 
acceptable rate of return required by capital investors. This “cost 
of equity capital” is used to discount the expected equity cash flow, 
converting it to a present value. The cash flow is, in turn, produced 
by the interaction of a company’s return on equity and the annual 
rate of equity growth. High return on equity (ROE) companies in 
low-growth markets, such as Kellogg, are prodigious generators of 
cash flow, while low ROE companies in high-growth markets, 
such as Texas Instruments, barely generate enough cash flow to 
finance growth. 

A company’s ROE over time, relative to its cost of equity, also 
determines whether it is worth more or less than its book value. If 
its ROE is consistently greater than the cost of equity capital (the 
investor’s minimum acceptable return), the business is 
economically profitable and its market value will exceed book 
value. If, however, the business earns an ROE consistently less 
than its cost of equity, it is economically unprofitable and its 
market value will be less than book value. 

James M. McTaggart, “The Ultimate Poison Pill: Closing the Value Gap,” Commentaiy (Spring 1988), p. 2. 
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1 As such, the relationship between a firm’s return on equity, cost of equity, and 

2 market-to-book ratio is relatively straightforward. A firm which earns a return on equity 

3 above its cost of equity will see its common stock sell at a price above its book value. 

4 Conversely, a firm which earns a return on equity below its cost of equity will see its 

5 common stock sell at a price below its book value. 

6 Q. PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE RELATIONSHIP 

7 BETWEEN RETURN ON EQUITY AND MARKET-TO-BOOK RATIOS? 

8 A. This relationship is discussed in a classic Harvard Business School case study entitled “A 

9 Note on Value Drivers.” On page 2 of that case study, the author describes the 

1 0  relationship very su~cinctly:~ 

11 For a given industry, more profitable firms - those able to generate 
1 2  higher returns per dollar of equity - should have higher market-to- 
1 3  book ratios. Conversely, firms which are unable to generate 
1 4  returns in excess of their cost of equity should sell for less than 
1 5  book value. 

16 
17 
18 
19 
20 

2 1  

Pro fitabilitv Value 
IfROE > K 
IfROE = K 
VROE < K 

then Market/Book > I 
then Market/Book =I 
then Market/Book < I 

Benjamin Esty, “A Note on Value Drivers,” Harvard Business School, Case No. 9-297-082, April 7, 1997. 4 
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To assess the relationship by industry, as suggested above, I have performed a regression 

study between estimated return on equity and market-to-book ratios using natural gas 

distribution, electric utility and water utility companies. I used all companies in these 

three industries which are covered by Value Line and who have estimated return on equity 

and market-to-book ratio data. The results are presented below. 

The Relationship Between Estimated ROE and Market-to-Book Ratios 
Value Line Electrics Companies, Gas Distribution Companies, and Water Utilities - - _____ ~ ~. 

Electric Companies 

0 5 10 15 20 25 30 

Estimated ROE 

12 

R-Square = . 70  

N=58 
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0 2 4 6 8 10 12 14 

Estimated ROE 
.___ - 

R-Square = .93 
N=4 
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The average R-squares for the electric, gas, and water companies are 0.70, 0.64, and 0.93. 

This demonstrates the strong positive relationship between ROES and market-to-book 

ratios for public ~t i l i t ies .~ 

WHAT ECONOMIC FACTORS HAVE AFFECTED THE COST OF EQUITY 

CAPITAL FOR PUBLIC UTILITIES? 

ExhibitJRW-4 provides indicators of public utility equity cost rates over the past decade. 

Page 1 shows the yields on 10-year, ‘A’ rated public utility bonds. These yields peaked 

in the 1990s at lo%, and have generally declined since that time. They hovered in the 4.5 

to 5.0 percent range between 2003 and 2005, and have since increased to 5.75%. Page 2 

provides the dividend yields for the fifteen utilities in the Dow Jones Utilities Average 

over the past decade. These yields peaked in 1994 at 7.2%. Since that time they have 

declined and were below 4.0% as of 2005. 

Average earned returns on common equity and market-to-book ratios are given on 

page 3 of ExhibitJRW-4. Over the past decade, earned returns on common equity have 

consistently been in the 10.0-13.0 percent range. The high point was 13.45% in 2001, 

and they have decreased since that time. As of 2005, the average was 11.75%. Over the 

past decade, market-to-book ratios for this group have increased gradually, 

’ R-square measures the percent of variation in one variable (e.g., market-to-book ratios) explained 

but with 

by another 
variable (e.g., expected return on equity). R-squares vary between zero and 1 .O, with values closer to 1.0 indicating 
a higher relationship between two variables. 
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several ups and downs. The market-to-book average was 1.75 as of 2001, declined to 

1.45 in 2003, and increased to 1.95 as of 2005. 

The indicators in Exhibit-JRW-4, coupled with the overall decrease in interest 

rates, suggest that capital costs for the Dow Jones Utilities have decreased over the past 

decade. Specifically for the equity cost rate, the increase in the market-to-book ratios, 

coupled with a slightly lower average return on equity, suggests a decline in the overall 
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WHAT FACTORS DETERMINE INVESTORS’ EXPECTED OR REQTJIRED 

RATE OF RETURN ON EQUITY? 

The expected or required rate of return on common stock is a function of market-wide, as 

well as company-specific, factors. The most important market factor is the time value of 

money as indicated by the level of interest rates in the economy. Common stock investor 

requirements generally increase and decrease with like changes in interest rates. The 

perceived risk of a firm is the predominant factor that influences investor return 

requirements on a company-specific basis. A firm’s investment risk is often separated 

into business and financial risk. Business risk encompasses all factors that affect a firm’s 

operating revenues and expenses. Financial risk results from incurring fixed obligations 

in the form of debt in financing its assets. 
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HOW DOES THE INVESTMENT RISK OF NATURAL GAS DISTRIBUTION 

COMPANIES COMPART2 WITH THAT OF OTHER INDUSTRIES? 

Due to the essential nature of their service as well as their regulated status, public utilities 

are exposed to a lesser degree of business risk than other, non-regulated businesses. The 

relatively low level of business risk allows public utilities to meet much of their capital 

requirements through borrowing in the financial markets, thereby incurring greater than 

average financial risk. Nonetheless, the overall investment risk of public utilities is below 

most other industries. Exhibit-(JRW-5) provides an assessment of investment risk for 

100 industries as measured by beta, which according to modern capital market theory is 

the only relevant measure of investment risk that need be of concern for investors. These 

betas come from the Value Line Investment Sunley and are compiled by Aswath 

Damodoran of New York University. They may be found on the Internet at 

http://www.stern.nyu.edu/-admodad. The study shows that the investment risk of 

public utilities is relatively low. The average beta for natural gas distribution companies 

of 0.73 is in the bottom 10% of the 100 industries in terns of beta. As such, the cost of 

equity for the natural gas distribution industry is among the lowest of all industries in the 

U.S. 
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HOW CAN THE EXPECTED OR REQUIRED RATE OF RETTJRN ON 

COMMON EQIJITY CAPITAL BE DETERMINED? 

The costs of debt and preferred stock are normally based on historical or book values and 

can be determined with a great degree of accuracy. The cost of common equity capital, 

however, cannot be determined precisely and must instead be estimated from market data 

and informed judgment. This return to the stockholder should be commensurate with 

returns on investments in other enterprises having comparable risks. 

According to valuation principles, the present value of an asset equals the 

discounted value of its expected future cash flows. Investors discount these expected 

cash flows at their required rate of return that, as noted above, reflects the time value of 

money and the perceived riskiness of the expected hture cash flows. As such, the cost of 

common equity is the rate at which investors discount expected cash flows associated 

with common stock ownership. 

Models have been developed to ascertain the cost of common equity capital for a 

firm. Each model, however, has been developed using restrictive economic assumptions. 

Consequently, judgment is required in selecting appropriate financial valuation models to 

estimate a firm’s cost of common equity capital, in determining the data inputs for these 

models, and in interpreting the models’ results. All of these decisions must take into 

consideration the firm involved as well as conditions in the economy and the financial 

markets. 
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HOW DO YOU PLAN TO ESTIMATE THE COST OF EQUITY CAPITAL FOR 

THE COMPANY? 

I rely primarily on the DCF model to estimate the cost of equity capital. Given the 

investment valuation process and the relative stability of the utility business, I believe that 

the DCF model provides the best measure of equity cost rates for public utilities. I have 

also performed a CAPM study, but I give these results less weight because I believe that 

risk premium studies, of which the CAPM is one form, provide a less reliable indication 

of equity cost rates for public utilities. 

B. Discounted Cash Flow Analysis 

BRIEFLY DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF 

MODEL. 

According to the discounted cash flow model, the current stock price is equal to the 

discounted value of all hture dividends that investors expect to receive from investment 

in the firm. As such, stockholders’ returns ultimately result from current as well as future 

dividends. As owners of a corporation, common stockholders are entitled to a pro-rata 

share of the firm’s earnings. The DCF model presumes that earnings that are not paid out 

in the form of dividends are reinvested in the firm so as to provide for future growth in 

earnings and dividends. The rate at which investors discount future dividends, which 

reflects the timing and riskiness of the expected cash flows, is interpreted as the market’s 
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expected or required return on the common stock. Therefore this discount rate represents 

the cost of common equity. Algebraically, the DCF model can be expressed as: 

D1 D2 Dn 
------ + ... ------ + ------ __ __ P 

(l+k)’ (1 +k)2 (1 +k)” 

where P is the current stock price, D, is the dividend in year n, and k is the cost of 

common equity. 

IS THE DCF MODEL CONSISTENT WITH VALUATION TECHNIQUES 

EMPLOYED BY INVESTMENT FIRMS? 

Yes. Virtually all investment firms use some form of the DCF model as a valuation 

technique. One common application for investment firms is called the three-stage DCF 

or dividend discount model (“DDM’). The stages in a three-stage DCF model are 

discussed below. This model presumes that a company’s dividend payout progresses 

initially through a growth stage, then proceeds through a transition stage, and finally 

assumes a steady-state stage. The dividend-payment stage of a firm depends on the 

profitability of its internal investments, which, in turn, is largely a function of the life 

cycle of the product or service. These stages are depicted in the graphic below labeled the 

Three-Stage DCF Model. 

This description comes from William F. Sharp, Gordon J. Alexander, and Jeffrey V. Bailey, Investments (Prentice- 6 

Hall, 199.5), pp. 590-91. 
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1. Growth stage: Characterized by rapidly expanding sales, high profit margins, and 

abnormally high growth in earnings per share. Because of highly profitable 

expected investment opportunities, the payout ratio is low. Competitors are 

attracted by the unusually high earnings, leading to a decline in the growth rate. 

Transition stage: In later years, increased competition reduces profit margins and 

earnings growth slows. With fewer new investment opportunities, the company 

begins to pay out a larger percentage of earnings. 

Maturity (steady-state) stage: Eventually the company reaches a position where 

its new investment opportunities offer, on average, only slightly attractive returns 

on equity. At that time its earnings growth rate, payout ratio, and return on equity 

stabilize for the remainder of its life. The constant-growth DCF model is 

appropriate when a firm. is in the maturity stage of the life cycle. 

In using this model to estimate a firm’s cost of equity capital, dividends are 

projected into the future using the different growth rates in the alternative stages, and then 

the equity cost rate is the discount rate that equates the present value of the future 

dividends to the current stock price. 

2. 

3. 
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HOW DO YOU ESTIMATE STOCKHOLDERS’ EXPECTED OR REQUIRED 

RATE OF RETURN USING THE DCF MODEL? 

Under certain assumptions, including a constant and infinite expected growth rate, and 

constant dividendearnings and price/earnings ratios, the DCF model can be simplified to 

the following: 

D1 

k - g  
p =  --------- 

where D1 represents the expected dividend over the coming year and g is the expected 

growth rate of dividends. This is known as the constant-growth version of the DCF 

model. To use the constant-growth DCF model to estimate a firrn’s cost of equity, one 

solves fork in the above expression to obtain the fallowing: 

16 
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The economics of the public utility business indicate that the industry is in the 

steady-state or constant-growth stage of a three-stage DCF. The economics include the 

relative stability of the utility business, the maturity of the demand for public utility 

services, and the regulated status of public utilities (especially the fact that their returns 

on investment are effectively set through the ratemaking process). The DCF valuation 

procedure for companies in this stage is the constant-growth DCF. In the constant-growth 

version of the DCF model, the current dividend payment and stock price are directly 

observable. Therefore, the primary problem and controversy in applying the DCF model 

to estimate equity cost rates entails estimating investors’ expected dividend growth rate. 

13 Q. 

14 METHODOLOGY? 

WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING THE DCF 

15 A. One should be sensitive to several factors when using the DCF model to estimate a firm’s 

16 

17 

cost of equity capital. In general, one must recognize the assumptions under which the 

DCF model was developed in estimating its components (the dividend yield and expected 

18 

19 

growth rate). The dividend yield can be measured precisely at any point in time, but 

tends to vary somewhat over time. Estimation of expected growth is considerably more 

20 difficult. One must consider recent firm performance, in conjunction with current 
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PLEASE DISCUSS EXHIBIT-JRW-6. 

My DCF analysis is provided in Exhibit-JRW-6. The DCF summary is on page 1 of this 

Exhibit and the supporting data and analysis for the dividend yield and expected growth 

rate are provided on the following pages. 

WHAT DIVIDEND YIELDS ARE YOU EMPLOYING IN YOUR DCF ANALYSIS 

FOR YOUR GROUP OF NATURAL GAS DISTRIBUTION COMPANIES AND 

ATMOS? 

The dividend yields on the common stock for the companies in the group and Atmos are 

provided on page 2 of Exhibit-(JRW-6) for the six-month period ending April, 2007. 

Over this period, the average monthly dividend yields for the group of gas companies was 

3.5%. As of April, 2007, the mean dividend yields for the group was 3.6%. For the DCF 

dividend yields for the group, I use the average of the six month and April, 2007 dividend 

yields. Hence, I arn employing a DCF dividend yield of 3.6%. For Atmos Energy, the 

average of the six month and April, 2007 dividend yields is 4.0%. 
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PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE SPOT 

DIVIDEND YIELD. 

According to the traditional DCF model, the dividend yield term relates to the dividend 

yield over the corning period. As indicated by Professor Myron Gordon, who is 

commonly associated with the development of the DCF model for popular use, this is 

obtained by (1) multiplying the expected dividend over the coming quarter by 4, and (2) 

dividing this dividend by the current stock price to determine the appropriate dividend 

yield for a firm, which pays dividends or1 a quarterly basis.7 

In applying the DCF model, some analysts adjust the current dividend for growth 

over the coming year as opposed to the coming quarter. This can be complicated because 

firms tend to announce changes in dividends at different times during the year. As such, 

the dividend yield computed based on presumed growth over the coming quarter as 

opposed to the coming year can be quite different. Consequently, it is common for 

analysts to adjust the dividend yield by some fraction of the long-term expected growth 

rate. 

The appropriate adjustment to the dividend yield is further complicated in the 

regulatory process when the overall cost of capital is applied to a projected or 

end-of-future-test-year rate base. The net effect of this application is an overstatement of 

the equity cost rate estimate derived from the DCF model. In the context of the constant- 

’ Petition for ModiJcation of Prescribed Rate of Return, Federal Comunications Commission, Docket No. 79-05, 
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growth DCF model, both the adjusted dividend yield and the growth component are 

overstated. The overstatement results fiom applying an equity cost rate computed using 

current market data to a future or test-year-end rate base which includes growth 

associated with the retention of earnings during the year. In other words, an equity cost 

rate times a future, yet to be achieved rate base, results in an inflated dividend yield and 

growth rate. 

GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR WILL YOU USE 

FOR YOUR DIVIDEND YIELD? 

I will adjust the dividend yield by 1/2 the expected growth so as to reflect growth over the 

coming year. 

PLEASE DISCUSS THE GROWTH RATE COMPONENT OF THE DCF 

MODEL. 

There is much debate as to the proper methodology to employ in estimating the growth 

component of the DCF model. By definition, this Component is investors' expectation of 

the long-term dividend growth rate. Presumably, investors use some combination of 

historical and/or projected growth rates for earnings and dividends per share and for 

internal or book value growth to assess long-term potential. 

Direct Testimony of Myron J. Gordon and Lawrence I. Gould at 62 (April 1980). 
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WHAT GROWTH DATA HAVE YOU REVIEWED FOR THE GROUP OF 

NATURAL GAS DISTRIBUTION COMPANIES? 

I have analyzed a number of measures of growth for the gas distribution companies. I 

have reviewed Value Line's historical and projected growth rate estimates for earnings per 

share (EPS), dividends per share (DPS), and book value per share (BVPS). In addition, I 

have utilized the average EPS growth rate forecasts of Wall Street analysts as provided by 

Zacks, Reuters, and First Call. These services solicit five-year earning growth rate 

projections from securities analysts and compile and publish the averages of these 

forecasts on the Internet. Finally, I have also assessed prospective growth as measured by 

prospective earnings retention rates and earned returns on common equity. 

PLEASE DISCUSS HISTORICAL GROWTH IN EARNINGS AND DIVIDENDS 

AS WELL AS INTERNAL GROWTH. 

Historical growth rates for sales, EPS, DPS, and BVPS are readily available to virtually 

all investors and presumably an important ingredient in forming expectations concerning 

future growth. However, one must use historical growth numbers as measures of 

investors' expectations with caution. In some cases, past growth may not reflect future 

growth potential. Also, employing a single growth rate number (for example, for five or 

ten years), is unlikely to accurately measure investors' expectations due to the sensitivity 
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1 6  Q. PLEASE DISCUSS THE HISTORICAL GROWTH OF THE COMPANIES IN 

17 THE GROUP AND ATMOS AS PROVIDED IN THE VALUE LINE 

18 INVESTMENT SURVEY. 

1 9  A. 

2 0  

Historic growth rates for the companies in the group, as published in the Value Line 

Investment Suwey, are provided on page 3 of Exhibit-(JRW-6). Due to the presence of 

of a single growth rate figure to fluctuations in individual firm performance as well as 

overall economic fluctuations (i.e., business cycles). However, one must appraise the 

context in which the growth rate is being employed. According to the conventional DCF 

model, the expected return on a security is equal to the sum of the dividend yield and the 

expected long-term growth in dividends. Therefore, to best estimate the cost of common 

equity capital using the conventional DCF model, one must look to long-term growth rate 

expectations. 

Internally generated growth is a function of the percentage of earnings retained 

within the firm (the earnings retention rate) and the rate of return earned on those 

earnings (the return on equity). The internal growth rate is computed as the retention rate 

times the return on equity. Internal growth is significant in determining long-run earnings 

and, therefore, dividends. Investors recognize the importance of internally generated 

growth and pay premiums for stocks of companies that retain earnings and earn high 

returns on internal investments. 
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outliers among the historic growth rate figures, both the mean and medians are used in the 

analysis. The historical growth measures in EPS, DPS, and BVPS for the group, as 

measured by the means and medians, range from 1.5% to 5.7%, with an average of 4.1%. 

The average of these historic measures for Atmos Energy is 5.6%. 

Q. PLEASE SUMMARIZE VALUE LINE’S PROJECTED GROWTH RATES FOR 

THE GROUP OF NATURAL, GAS DISTRIBUTION COMPANIES AND ATMOS? 

Value Line’s projections of EPS, DPS, and BVPS growth for the group are shown on 

page 4 of Exhibit(JRW-6). As above, due to the presence of outliers, both the mean and 

medians are used in the analysis. For the group, the central tendency measures range 

from 3.0% to 4.5%, with an average of 3.7%. The average of these projected measures 

for Atmos Energy is 3.5%. 

A. 

Also provided on page 4 of Exhibit.(JRW-6) is prospective internal growth for 

the group as measured by Value Line’s average projected retention rate and return on 

shareholders’ equity. The average prospective internal growth rate for the group is 5.0%. 

The prospective internal growth for Atmos Energy is 4.6% based on a projected retention 

rate of 46.0% and return on shareholders’ equity of 10.0%. 

Q. PLEASE ASSESS GROWTH FOR THE GROUP AND ATMOS AS MEASIJRED 

2a BY ANALYSTS’ FORECASTS OF EXPECTED 5-YEAR GROWTH IN EPS. 
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year EPS growth rate forecasts for companies. These forecasts are provided for the 

companies in the group of natural gas distribution companies on page 5 of ExhibitJJRW- 

6). The meadmedian of the analysts’ projected EPS growth rates for the group are 

4.5%/5.0%.8 For Atmos Energy, the average of the analysts’ projected EPS growth rate 

is 5.5%. 

PLEASE SUMMARIZE YOUR ANALYSIS OF THE HISTORICAL AND 

PROSPECTIVE GROWTH OF THE GAS COMPANY GROUP. 

The table below shows the summary DCF growth rate indicators for the group of gas 

distribution companies. For the group, the average of Value Line’s historical mean and 

median growth rate measures in EPS, DPS, and BVPS is 4.1%. Value Line’s average 

projected growth rate for EPS, DPS, and BVPS is 3.7%. The average internal growth rate 

is 5.0%, and the meadmedian of the projected EPS growth rate for companies in the 

group are 4.5%/5.0%. Given these results, an expected DCF growth rate of 5.0 percent 

range would appear to be at the upper end the range of expectations for the group. 

For Atmos, the averages of Value Line’s historical and projected EPS, DPS, and 

BVPS growth rates are 5.6% and 3.5%, respectively. Prospective internal growth for 

* Since there is considerable overlap in analyst coverage between the three services, and not all of the companies have 
forecasts from the different services, I have averaged the expected five-year EPS growth rates from the three services for 
each company to arrive at an expected EPS growth rate by company. 
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Atmos Energy is 4.6%, and the average projected EPS growth rate is 5.5%. Given the 

Proxy Group 

4.1% 

3 -7% 

Growth Rate Indicator 
Historic Value Line Growth in 
EPS, DPS, and BVPS 
Projected Value Line Growth 

figures, an expected growth rate in the 5.0-5.5 percent range would appear to be 

Atmos Energy 

5.6% 

3.5% 

reasonable. I will use the mid-point of this range - 5.25% - as my DCF growth rate for 

-- 1 in EPS, DPS, and BVPS 
Internal Growth 

Atmos Energy. 

5.0% 4.6% 

5.0% 5.5% 
.---- 
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BASED ON THE ABOVE ANALYSIS, WHAT ARE YOUR INDICATED 

COMMON EQUITY COST RATES FROM THE DCF MODEL FOR THE 

GROUP? 

My DCF-derived equity cost rate for the group are: 

D 

+ g  - DCF Equity Cost Rate (k) - -------- 

15 
1 6  
17 

P 
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Gas Grou 3.6% 1.0250 - 
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Cost Rate 

9.4% 

DCF 
Growth Rate 

5.00% 
5.25% - 

These results are summarized on page 1 of ExhibitJJRW-6). 

Capital Asset Pricing Model 

PLEASE DISCUSS THE CAPITAL ASSET PRICING MODEL (CAPM). 

The CAPM is a risk premium approach to gauging a firm’s cost of equity capital. 

According to the risk premium approach, the cost of equity is the sum of the interest rate 

on a risk-free bond (Rf) and a risk premium (RP), as in the following: 

Rf + RIP __ __ k 

The yield on long-term Treasury securities is normally used as Rf. Risk premiums 

are measured in different ways. The CAPM is a theory of the risk and expected returns of 

common stocks. In the CAPM, two types of risk are associated with a stock: firm-specific 

risk or unsystematic risk; and market or systematic risk, which is measured by a firm’s 

beta. The only risk that investors receive a return for bearing is systematic risk. 

According to the CAPM, the expected return on a company’s stock, which is also 

the equity cost rate (K), is equal to: 
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Where: 
0 

0 

K represents the estimated rate of return on the stock; 

E(R,J represents the expected return on the overall stock market. Frequently, the 
‘market’ refers to the S&P 500; 

(Ry) represents the risk-free rate of interest; 

[E(Rd - (Rd] represents the expected equity or market risk premium-the excess 
return that an investor expects to receive above the risk-free rate for investing in 
risky stocks; and 

Beta-(l$) is a measure of the systematic risk of an asset. 

0 

0 

To estimate the required return or cost of equity using the CAPM requires three 

inputs: the risk-free rate of interest (Rf), the beta (BJ, and the expected equity or market 

risk premium, [E(R,,J - (Rb]. Ri is the easiest of the inputs to measure - it is the yield on 

long-term Treasury bonds. I J j ,  the measure of systematic risk, is a little more difficult to 

measure because there are different opinions about what adjustments, if any, should be 

made to historical betas due to their tendency to regress to 1.0 over time. And finally, an 

even more difficult input to measure is the expected equity or market risk premium, 

[E(R,,J - (Rh]. I will discuss each of these inputs, with most of the discussion focusing on 

the expected equity risk premium. 

2 o Q. PLEASE DISCUSS EXHIBIT-JRW-7. 

2 1  A. Exhibit-JRW-7 provides the summary results for my CAPM study. Page 1 shows the 

2 2  results, and the pages following it, contain the supporting data. 

2 3 Q. PLEASE DISCUSS THE RISK-FREE INTEREST RATE. 
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The yield on long-term Treasury bonds has usually been viewed as the risk-free rate of 

interest in the CAPM. The yield on long-term Treasury bonds, in turn, has been 

considered to be the yield on Treasury bonds with 30-year maturities. However, when the 

Treasury’s issuance of 30-year bonds was interrupted for a period of time in recent years, 

the yield on 10-year Treasury bonds replaced the yield on 30-year Treasury bonds as the 

benchmark long-term Treasury rate. The 10-year Treasury yields over the past five years 

are shown in the chart below. These rates hit a 60-year low in the summer of 2003 at 

3.33%. They increased with the rebounding economy and fluctuated in the 4.0-4.50 

percent range over the past three years until advancing to 5.0% in early 2006 in response 

to a strong economy and increases in energy, commodity, and consumer prices. 

Beginning in the fourth quarter of 2006, however, long-term interest rates have retreated 

to below 5.0 percent as inflationary pressures have subsided. 

Ten-Year U.S. Treasury Yields 
January 2000-March 2007 

. ~ _ _  ~ ..... ~ - 1 7.00 I ~ ~ - - - ~ - i  

5 00 

4 00 

3 00 

2 00 

100 

I noo 

Source: http://www. federalreserve.gov/releases/h 1 5/current/hl5 .pdf 
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1 Q. WHAT RISK-FREE INTEREST RATE ARE YOU USING IN YOUR CAPM? 

2 A. With the growing budget deficit, the U.S. Treasury has decided to again begin issuing a 

3 

4 

5 

6 

7 

8 

30-year bond. As such, the market may again begin to focus on its yield as the 

benchmark for long-term capital costs in the U.S. In recent months, the yields on the 10- 

and 30- year Treasuries have increased and have been in the 4.75%-5.25% range. As of 

April 23,2007, as shown in the table below, the rates on 10- and 30- Treasuries were 4.64% 

and 4.82%, respectively. Given this recent range and recent movement, I will use 5.00% 

as the risk-free rate, or Rh in my CAPM. 

9 U.S. Treasury Yields 
10 

11 
12 

April 23,2007 
NOTES/ BO ND S 

COUPON MATURITY CURRENT 
P R I C E l Y  I E LD DATE 

5-YEAR 4.500 03/31/2012 99-27 / 4.54 . .  
ID-YEAR 4,625 02/15/2017 99-2734 / 4,64 

30-YEAR 98-27 / 4,&2 

Source: www.bloomberg.com 

13 Q. WHAT BETAS ARE YOU EMPLOYING IN YOUR CAPM? 

14 A. Beta (8) is a measure of the systematic risk of a stock. The market, usually taken to be 

15 the S&P 500, has a beta of 1 .O. The beta of a stock with the same price movement as the 

16 market also has a beta of 1.0. A stock whose price movement is greater than that of the 

17 market, such as a technology stock, is riskier than the market and has a beta greater than 
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1.0. A stock with below average price movement, such as that of a regulated public 

utility, is less risky than the market and has a beta less than 1 .O. Estimating a stock’s beta 

involves running a linear regression of a stock’s return on the market return as in the 

following: 

Calculation of Beta 

&!tarket Return 

U 

5 
6 

7 

8 

9 risk. 

The slope of the regression line is the stock’s 13. A steeper line indicates the stock is more 

sensitive to the return on the overall market. This means that the stock has a higher 13 and 

greater than average market risk. A less steep line indicates a lower 13 and less market 

10 

11 

12 

13 

Numerous online investment information services, such as Yahoo and Reuters, 

provide estimates of stock betas. Usually these services report different betas for the 

same stock. The differences are usually due to ( 1 )  the time period over which the Is is 

measured and (2) any adjustments that are made to reflect the fact that betas tend to 
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regress to 1 .O over time, In estimating an equity cost rate for the group of gas distribution 

companies, I am using the betas for the companies as provided in the Value Line 

Investment Survey. As shown on page 2 of Exhibit-JRW-7, the average betas for the gas 

group and Atmos Energy are 0.87 and 0.80. 

1 

2 

3 

4 

5 

6 Q. PLEASE DISCUSS THE EQUITY RISK PREMIUM. 

7 A. 

8 

9 

10 

11 

12 

The equity or market risk premium-[E(R,J - Rfl: is equal to the expected return on the 

stock market (e.g., the expected return on the S&P 500 (E(R,,,)) minus the risk-free rate of 

interest (Rf). The equity premium is the difference in the expected total return between 

investing in equities and investing in “safe” fixed-income assets, such as long-term 

government bonds. However, while the equity risk premium is easy to define conceptually, 

it is difficult to measure because it requires an estimate of the expected return on the market. 

13 

14 Q. PLEASE DISCUSS THE ALTERNATIVE APPROACHES TO ESTIMATING 

15 THE EQUITY RISK PmMIUM. 

16 A. 

17 

18 

19 

The table below highlights the primary approaches to, and issues in, estimating the 

expected equity risk premium. The traditional way to measure the equity risk premium 

was to use the difference between historical average stock and bond returns. In this case, 

historical stock and bond returns, also called ex post returns, were used as the measures 
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of the market’s expected return (known as the ex ante or forward-looking expected 

return). This type of historical evaluation of stock and bond returns is often called the 

“Ibbotson approach” after Professor Roger Ibbotson who popularized this method of 

using historical financial market returns as measures of expected returns. Most historical 

assessments of the equity risk premium suggest an equity risk premium of 5-7 percent 

above the rate on long-term Treasury bonds. However, this can be a problem because (1) 

ex post returns are not the same as ex ante expectations, (2) market risk premiums can 

change over time, increasing when investors become more risk-averse, and decreasing 

when investors become less risk-averse, and (3) market conditions can change such that 

ex post historical returns are poor estimates of ex ante expectations. 

Risk Premium Approaches 

EhblemslDebated 
Lssues 

Historical Ex Post h J 1 p  
m e s s  Returns 

Historical mmge is a 

ex an* premium -but 
likely to be misleading 

pQP*pmxyLrthe 

Time variationin 

systematic selection amd 
o t h e r b h s  have 
boosteddU.ahlS m r  
time,amdhave 
exaggerated walhd 
excem equity return 
compared with ex anie 
expectedpremiums 

requireareturns amd 

h s t o r  and expert sunreys 
canpmvi&e h c t  e s h * s  
o f p m d i n g  expecied 
returns~remim 

slUV€?yS IikQI‘e &Out 
wed-fitr expected returns 
than &Out objective r e q u b d  

biases such as extrapolah 
premiums due t o h t i o d  

Ex Ante Models and Market Data 

Cumnt iinan&l markt prices 

based masum) can give most 
o b j e c h  esiimwhs of feasible ex 
ante equity-bond risk premium 

(simple d m t h  ratios or DGF- 

Assumpti~ns needed Lr DGF inputs, 
mtakly the tmnd earnings g;nnvth 
rate, make m n  these models’ 
outputs subjective. 

ThBlXl@?QfhVSQntheg;nnvth 
rate,aswenastheilebateonthe 
relevant stock amdbond yields, leads 
to a range of premium estinnades. 

Source: Antti Ilmanen, Expected Returns on Stocks and Bonds,” Journal of Portfolio Management, (Winter 2003). 

-43- 



1 

2 

3 

4 

5 

6 

7 

8 

9 Q. 

1 0  

11 A. 

1 2  

13 

14 

15 

16 

17 

The use of historical returns as market expectations has been criticized in 

numerous academic studies.’ The general theme of these studies is that the large equity 

risk premium discovered in historical stock and bond returns cannot be justified by the 

fundamental data. These studies, which fall under the category “Ex Ante Models and 

Market Data,” compute ex ante expected returns using market data to arrive at an 

expected equity risk premium. These studies have also been called “Puzzle Research” 

after the famous study by Mehra and Prescott in which the authors first questioned the 

magnitude of historical equity risk premiums relative to fundamentals.” 

PLEASE BRIEFLY SUMMARIZE SOME OF THE ACADEMIC STUDIES THAT 

DEVELOP EX ANTE EQUITY RISK PRIEMIUMS. 

Two of the most prominent studies of ex ante expected equity risk premiums were by 

Eugene Fama and Ken French (2002) and James Claus and Jacob Thomas (2001). The 

primary debate in these studies revolves around two related issues: (1) the size of 

expected equity risk premium, which is the return equity investors require above the yield 

on bonds; and (2) the fact that estimates of the ex ante expected equity risk premium 

using fundamental firm data (earnings and dividends) are much lower than estimates 

using historical stock and bond return data. Fama and French (2002), two of the most 

The problems with using ex post historical returns as measures of ex ante expectations will be discussed at length 9 

later in my testimony. 

lo Rahnish Mehra and Edward Prescott, “The Equity Premium: A Puzzle,” Journal of Monetaiy Economics (198.5). 
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16 

17 

18 

preeminent scholars in finance, use dividend and earnings growth models to estimate 

expected stock returns and ex ante expected equity risk premiums.” They compare these 

results to actual stock returns over the period 195 1-2000. Fama and French estimate that 

the expected equity risk premium from DCF models using dividend and earnings growth 

to be between 2.55% and 4.32%. These figures are much lower than the ex post 

historical equity risk premium produced from the average stock and bond return over the 

same period, which is 7.40%. 

Fama and French conclude that the ex ante equity risk premium estimates using 

DCF models and fundamental data are superior to those using ex post historical stock 

returns for three reasons: (1) the estimates are more precise (a lower standard error); (2) 

the Sharpe ratio, which is measured as the [(expected stock return - risk-free 

rate)/standard deviation], is constant over time for the DCF models but varies 

considerably over time and more than doubles for the average stock-bond return model; 

and (3) valuation theory specifies relationships between the market-to-book ratio, return 

on investment, and cost of equity capital that favor estimates from fundamentals. They 

also conclude that the high average stock returns over the past 50 years were the result of 

low expected returns and that the average equity risk premium has been in the 3-4 percent 

range. 

’’ Eugene F. Fama and Kenneth R. French, “The Equity Premium,” The Journal of Finance, (April 2002) 
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The study by Claw and Thomas of Columbia University provides direct support 

for the findings of Fama and French.I2 These authors compute ex ante expected equity 

risk premiums over the 1985-1998 period by (1) computing the discount rate that equates 

market values with the present value of expected future cash flows, and (2) then 

subtracting the risk-free interest rate. The expected cash flows are developed using 

analysts’ earnings forecasts. The authors conclude that over this period the ex ante 

expected equity risk premium is in the range of 3.0%. Clam and Thomas note that, over 

this period, ex post historical stock returns overstate the ex ante expected equity risk 

premium because, as the expected equity risk premium has declined, stock prices have 

risen. In other words, fi-om a valuation perspective, the present value of expected future 

returns increase when the required rate of return decreases. The higher stock prices have 

produced stock returns that have exceeded investors’ expectations and therefore ex post 

historical equity risk premium estimates are biased upwards as measures of ex ante 

expected equity risk premiums. 

15 Q. PLXASE PROVIDE A SUMMARY OF THE EX ANTE EQUITY RISK 

16 PREMIUM STUDIES. 

l 2  James Claus and Jacob Thomas, “Equity Risk Premia as Low as Three Percent? Empirical Evidence from 
Analysts’ Earnings Forecasts for Domestic and International Stock Market,” Journal of Finance. (October 200 1). 
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Richard Demg and Elisha Om (2003) completed the most comprehensive paper to date 

which summarizes and assesses the many risk premium ~tudies.’~ These authors 

reviewed the various approaches to estimating the equity risk premium, and the overall 

results. Page 3 of Exhibit-JRW-7 provides a summary of the results of the primary risk 

premium studies reviewed by Derrig and Orr. In developing page 3 of ExhibitJRW-7, I 

have (1) updated the results of the studies that have been updated by the various authors, 

(2) included the results of several additional studies and surveys, and (3) included the 

results of the “Building Blocks” approach to estimating the equity risk premium, 

including a study I performed which is presented below. 

On page 3 ,  the risk premium studies listed under the ‘Social Security’ and ‘Puzzle 

Research’ sections are primarily ex ante expected equity risk premium studies (as 

discussed above). Most of these studies are performed by leading academic scholars in 

finance and economics. Also provided are the results of studies by Ibbotson and Chen 

and myself which use the Building Blocks approach. 

1 5  Q. 

16 

17 METHODOLOGY. 

PLEASE DISCUSS YOUR DEVELOPMENT OF AN EX ANTE EXPECTED 

EQUITY RISK PREMIUM COMPUTED IJSING THE BUILDING BLOCKS 

Richard Derrig and Elisha Orr, “Equity Risk Premium: Expectations Great and Small,” Working Paper (version I 3 

3.0), Automobile Insurers Bureau of Massachusetts, August 28,2003. 
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Ibbotson and Chen (2002) evaluate the ex post historical mean stock and bond returns in 

what is called the Building Blocks appr~ach.’~ They use 75 years of data and relate the 

compounded historical returns to the different fundamental variables employed by 

different researchers in building ex ante expected equity risk premiums. Among the 

variables included were inflation, real EPS and DPS growth, ROE and book value 

growth, and P/E ratios. By relating the fundamental factors to the ex post historical 

returns, the methodology bridges the gap between the ex post and ex ante equity risk 

premiums. Ilmanen (2003) illustrates this approach using the geometric returns and five 

fundamental variables - inflation (CPI), dividend yield (D/P), real earnings growth (RG), 

repricing gains (PEGAIN) and return interactionheinvestment (INT). l 5  This is shown in 

the graph below. The first column breaks the 1926-2000 geometric mean stock return of 

10.7% into the different return components demanded by investors: the historical 

Treasury bond return (5.2%), the excess equity return (5.2%), and a small interaction term 

(0.3%). This 10.7% annual stock return over the 1926-2000 period can then be broken 

down into the following fundamental elements: inflation (3.1 %), dividend yield (4.3%), 

real earnings growth (1.8%), repricing gains (1 3%) associated with higher P/E ratios, and 

a small interaction term (0.2%). 

Roger Ibbotson and Peng Chen, “Long Run Returns: Participating in the Real Economy,” Financial Analysts 14 

Journal, January 2003. 

l 5  Antti Ilmanen, Expected Retums on Stocks and Bonds,” Journal of Portfolio Management, (Winter 2003), p. 1 1. 
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1 
2 

Decomposing Equity Market Returns 
The Building Blocks Approach 

3 

4 Q- 

5 

6 A. 

7 

8 

9 

10 

I 
Returii - 1926- 

quity Return Ex Ante Expected 
Dec Oin p osec’i Eauitv Return 

HOW ARE YOU USING THIS METHODOLOGY TO DERIVE AN EX ANTE 

EXPECTED EQUITY RISK PREMIUM? 

The third column in the graph above shows current inputs to estimate an ex ante expected 

market return. These inputs include the following: 

CPI - To assess expected inflation, I have employed expectations of the short- 

term and long-term inflation rate. The graph below shows the expected annual inflation 

rate according to consumers, as measured by the CPI, over the coming year. This survey 
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1 is published monthly by the University of Michigan Survey Research Center. In the most 

2 recent report, the expected one-year inflation rate was 3.0%. 

Expected Inflation Rate 
University of Michigan Consumer Research 

(Data Source: http://research.stlouisfed.org/fied2/series~ICH/98) 

8 

9 

10 

11 

12 

Longer term inflation forecasts are available in the Federal Reserve Bank of 

Philadelphia’s publication entitled Survey of Professional Forecasters.l6 This survey of 

professional economists has been published for almost SO years. While this survey is 

published quarterly, only the first quarter survey includes long-term forecasts of GDP 

growth, inflation, and market returns. In the first quarter, 2007 survey, published on 

Federal Reserve Bank of Philadelphia, Survey of Professional Forecasters, February 13, 2007. The Survey of 
Professional Forecasters was formerly conducted by the American Statistical Association (ASA) and the National 
Bureau of Economic Research (NBER) and was known as the ASA/NBER survey. The survey, which began in 
1968, is conducted each quarter. The Federal Reserve Bank of Philadelphia, in cooperation with the NBER, 

16 
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February 13,2007, the median long-term (1 0-year) expected inflation rate as measured by 

the CPI was 2.35% (see page 4 of Exhibit-JRW-7). 

Given these results, I will use the average of the University of Michigan and 

Philadelphia Federal Reserve's surveys (3.0% and 2.35%), or 2.7%. 

D/P - As shown in the graph below, the dividend yield on the S&P 500 has 

decreased gradually over the past decade. Today, it is far below its average of 4.3% over 

the 1926-2000 time period. Whereas the S&P dividend yield bottomed out at less than 

1.4% in 2000, it is currently at 1.8% which I use in the ex ante risk premium analysis. 

S&P 500 Dividend Yield 
(Data Source: http://www.barra.com/Research/fund-charts.asp) 

Dividend Yield 
S8,P 500 

RG - To measure expected real growth in earnings, I use (1) the historical real 

13 

14 

15 

earnings growth rate for the S&P 500, and (2) expected real GDP growth. The S&P 500 

was created in 1960. It includes 500 companies which come from ten different sectors of 

the economy. Over the 1960-2005 period, nominal growth in EPS for the S&P 500 was 

assumed responsibility for the survey in June 1990. 
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7.11%. On page 5 of Exhibit-JRW-7, real EPS growth is computed using the CPI as a 

measure of inflation. As indicated by Ibbotson and Chen, real earnings growth over the 

1926-2000 period was 1.8%. The real growth figure over 1960-2006 period for the S&P 

500 is 3.0 %. 

The second input for expected real earnings growth is expected real GDP growth. 

The rationale is that over the long-term, corporate profits have averaged a relatively 

consistent 5.50% of US GDP.I7 Real GDP growth, according to McKinsey, has averaged 

3.5% over the past 80 years. Expected GDP growth, according to the Federal Reserve 

Bank of Philadelphia’s Survey of Professional Forecasters, is 3.0% (see page 4 of 

ExhibitJRW-7). 

Given these results, I will use the average of the historical S&P EPS real growth 

and the projected real GDP growth (as reported by the Philadelphia Federal Reserve 

Survey) -- 3.0% and 3.0% -- or 3.0%, for real earnings growth. 

PEGAIN - PEGAIN is the repricing gain associated with an increase in the P/E 

ratio. It accounted for 1.3% of the 10.7% annual stock return in the 1926-2000 period. 

In estimating an ex ante expected stock market return, one issue is whether investors 

expect P/E ratios to increase fi-om their current levels. The graph below shows the P/E 

ratios for the S&P 500 over the past 25 years. The run-up and eventual peak in P/Es is 

most notable in the chart. The relatively low P/E ratios (in the range of 10) over two 

Marc. H. Goedhart, et al, “The Real Cost of Equity,” McKinsey on Finance (Autumn 2002), p.14. 17 
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decades ago are also quite notable. As of April, 2007 the average P/E for the S&P 500, 

using the trailing 12 months EPS, is 20.7 according to www.investor.reuters.com. 

Given the current economic and capital markets environment, I do not believe that 

investors expect even higher P/E ratios. Therefore, a PEGAIN would not be appropriate 

in estimating an ex ante expected stock market return. There are two primary reasons for 

this. First, the average historical S&P 500 P/E ratio is 15 - thus the current P/E exceeds 

this figure. Second, as previously noted, interest rates are at a cyclical low not seen in 

almost 50 years. This is a primary reason for the high current P/Es. Given the current 

market environment with relatively high P/E ratios and low relative interest rates, 

investors are not likely to expect to get stock market gains from lower interest rates and 

higher P/E ratios. 

S&P 500 P/E Ratios 
(Datasource: 

PriceEarnings [lncl Negative) 
SBP 500 

__-_ I http://www.barra.com/Research/fbnd-charts.asp) 

If I 60.0 I 

06#2 12/84 06/87 12/39 Q6#2 12#4 06#T 12199 06102 
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21 Q. 

22 

23 

24 A. 

2 5  

GIVEN THIS DISCUSSION, WHAT IS YOUR EX ANTE EXPECTED MARKET 

RETURN AND EQUITY RISK PREMIUM USING THE “BUILDING BLOCKS 

APPROACH”? 

My expected market return is represented by the last column on the right in the graph 

entitled “Decomposing Equity Market Returns: The Building Blocks Approach” set forth 

on page 49 of my testimony. The current expected market return is 7.50% which is 

composed of 3.00% expected inflation, 1.80% dividend yield, and 3.00% real earnings 

growth rate. 

Expected Expected Dividend Real 
Market _. Inflation + Yield + Earnings 
Return Growth 

_. 

Expected 

Return 
Market _. 2.70% + 1.80% + 3 .o% __ 

Expected 
Market _. 

Return 
7.5% _. 

GIVEN THAT THE HISTORICAL COMPOUNDED ANNUAL MARKET 

RETURN IS IN EXCESS OF lo%, WHY DO YOIJ BELIEVE THAT YOUR 

EXPECTED MARKET RETURN OF 7.5% IS REASONABLE? 

As discussed above in the development of the expected market return, stock prices are 

relatively high at the present time in relation to earnings and dividends and interest rates 
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17 

are relatively low. Hence, it is unlikely that investors are going to experience high stock 

market returns due to higher P/E ratios and/or lower interest rates. In addition, as shown 

in the decomposition of equity market returns, whereas the dividend portion of the return 

was historically 4.3%, the current dividend yield is only 1.8%. Due to these reasons, 

lower market returns are expected for the future. 

IS YOUR EXPECTED MARKET RETURN OF 7.5% CONSISTENT WITH THE 

FORECASTS OF MARKET PROFESSIONALS? 

Yes. In the first quarter 2007 survey, published on February 13, 2007, the median long- 

term expected return on the S&P 500 was 7.50% (see page 4 of Exhibit-JRW-7). This is 

consistent with my expected market return of 7.50%. 

IS YOUR EXPECTED MARKET RETURN CONSISTENT WITH THE 

EXPECTED MARKET RETURNS OF CORPORATE CHIEF FINANCIAL 

OFFICERS (CFOS)? 

Yes. John Graham and Campbell Harvey of Duke University conduct a semi-annual 

survey of corporate CFOs. The survey is a joint project of Duke University and CFO 

Magazine. In the March, 2007 survey, the mean expected return on the S&P 500 over the 

next ten years is 8.12%.18 

l S  The survey results are available at www.cfosurvey.org. 

-55- 

http://www.cfosurvey.org


1 Q. GIVEN THIS EXPECTED MARKET RETURN, WHAT IS YOUR EX ANTE 

2 EQUITY RISK PREMIUM USING THE BUILDING BLOCKS 

3 METHODOLOGY? 

4 A. 

5 

6 

As shown in the April 23rd U. S. Treasury Yield Chart on page 40, the current 30-year 

treasury yield is 4.82%. My ex ante equity risk premium is simply the expected market 

return from the Building Blocks methodology minus this risk-free rate: 

7.50% - 4.82% = 2.68% - 7 Ex Ante Equity Risk Premium _. 

8 Q. 

9 

io A. 

11 

12 

13 

L4 

15 

16 

17 

GIVEN THIS DISCUSSION, HOW ARE YOU MEASURING AN EXPECTED 

EQUITY RISK PREMIUM IN THIS PROCEEDING? 

As discussed above, page 3 of Exhibit-JRW-7 provides a summary of the results of a 

variety of the equity risk premium studies. These include the results of (1) the study of 

historical risk premiums as provided by Ibbotson, (2) ex ante equity risk premium studies 

(studies commissioned by the Social Security Administration as well as those labeled 

‘Puzzle Research’), (3) equity risk premium surveys of CFOs, Financial Forecasters, as 

well as academics, (4) Building Block approaches to the equity risk premium, and ( 5 )  

other miscellaneous studies. The overall average equity risk premium of these studies is 

4.16%, which I will use as the equity risk premium in my CAPM study. 
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IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH THE 

EQUITY RISK PREMIUMS OF LEADING INVESTMENT FIRMS? 

Yes. One of the first studies in this area was by Stephen Einhorn, one of Wall Street’s 

leading investment strategists.” His study showed that the market or equity risk premium 

had declined to the 2.0 to 3.0 percent range by the early 1990s. Among the evidence he 

provided in support of a lower equity risk premium is the inverse relationship between 

real interest rates (observed interest rates minus inflation) and stock prices. He noted that 

the decline in the market risk premium has led to a significant change in the relationship 

between interest rates and stock prices. One implication of this development was that 

stock prices had increased higher than would be suggested by the historical relationship 

between valuation levels and interest rates. 

The equity risk premiums of some of the other leading investment firms today 

support the result of the academic studies. An article in The Economist indicated that 

some other firms like J.P. Morgan are estimating an equity risk premium for an average 

risk stock in the 2.0 to 3.0 percent range above the interest rate on 1J.S. Treasury Bonds.20 

Steven G. Einhorn, “The Perplexing Issue of Valuation: Will the Real Value Please Stand Up?” Financial 
Analysts Journal (July-August 1990), pp. 11-16. 

lo For example, see “Welcome to Bull Country,” The Economist (July 18, 1998), pp. 21-3, and “Choosing the Right 
Mixture,” The Economist (February 27, 1999), pp. 71-2. 
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1 Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH THE 

2 EQUITY RISK PREMIUMS USED BY CORPORATE CHIEF FINANCIAL 

3 OFFICERS (CFOS)? 

4 A. Yes. In the previously-referenced March, 2007 CFO - Duke University CFO survey 

5 conducted by John Graham and Campbell Harvey, the average ex ante 1 0-year equity risk 

6 premium was 3.42% (8.12% - 4.7%). 

7 Q. 

8 

9 A. Yes. The financial forecasters in the previously-referenced Federal Reserve Rank of 

Philadelphia survey project both stock and bond returns. As shown on page 4 of 

ExhibitJRW-7, the median long-term expected stock and bond returns were 7.50% and 

S.OO%, respectively. This provides an ex ante equity risk premium of 2.50%. 

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH THE EX 

ANTE EQUITY RISK PREMITJMS OF PROFESSIONAL FOREXASTERS? 

10 

11 

1 2  

13 Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH THE 

1 4  

15 A. Yes. McKinsey & Co. is widely recognized as the leading management consulting firm 

1 6  in the world. They recently published a study entitled “The Real Cost of Equity” in 

I7 which they developed an ex ante equity risk premium for the US. In reference to the 

18 decline in the equity risk premium, as well as what is the appropriate equity risk premium 

EQUITY RISK PREMIUMS USED BY THE LEADING CONSULTING FIRMS? 
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1 to employ for corporate valuation purposes, the McKinsey authors concluded the 

--._ 
Risk-Free Beta Equity 

Rate Risk Premium 
Gas Distribution Group 5 .O% 0.87 4.16% 

Atmos Energy 5.0% 0.80 4.16% 

2 following: 

Equity 
Cost Rate 

8.3% 
8.6% 

3 
4 
5 
6 
7 
8 
9 

1 0  

We attribute this decline not to equities becoming less risky (the 
inflation-adjusted cost of equity has not changed) but to investors 
demanding higher returns in real terms on government bonds after 
the inflation shocks of the late 1970s and early 1980s. We believe 
that using an equity risk premium of 3.5 to 4 percent in the current 
environment better reflects the true long-term opportunity cost of 
equity capital and hence will yield more accurate valuations for 
companies. 21 

11 Q. WHAT EQUITY COST RATE IS INDICATED BY YOIJR CAPM ANALYSIS? 

1 2  A. The results of my CAPM studies for the group of gas distribution companies and Atmos 

13 Energy are provided below: 

1 4  K = (Rf) + 13i * [E(R,,,) - (Rf)] 

1 5  

1 6  

17  

1 8  

19 

2 0  
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1 D. Equity Cost Rate Summary 

2 

3 Q. PLEASE SUMMARIZE YOUR EQIJITY COST RATE STUDY. 

4 A. 

5 are indicated below: 

The results for my DCF and CAPM analyses for the group of gas distribution Companies 

Gas Distribution Group - 
Atmos Energy 

6 

7 

8 

9 

10 

11 

12 

13 

14 

1 5  

16 

17 

8.6% 
9.4% 8.3% -- 

Q. GIVEN THESE RESIJLTS, WHAT IS YOUR ESTIMATED EQUITY COST 

RATE FOR THE COMPANY? 

These results suggest that the equity cost rate for the group of gas distribution companies 

and Atmos Energy is in the 8.3-9.4 percent range. Giving primary weight to the DCF 

model and the results for the proxy group of gas distribution companies, an equity cost 

rate of 8.6% would be appropriate. However, the DCF results for Atmos Energy suggests 

that the equity cost rate for Atmos Energy is higher than that of the proxy group. This is 

consistent with the lower bond ratings for Atmos Energy vis-&-vis the gas distribution 

group average. Hence, I will use 9.00% as an equity cost rate for Atmos. This represents 

the average of the DCF results for the gas distribution group and Atinos Energy. This 

9.0% figure provides the Company with a return premium of forty basis points relative to 

A. 

the group. This return premium represents the return premium which is slightly larger 

Marc H. Goedhart, et al, “The Real Cost of Equity,” McKinsey on Finance (Autumn 2002), p. 15. 21 
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than that required by investors for one full bond rating differential (e.g., the yields on A 

versus BBB bond ratings). 

DOES YOUR RECOMMENDATION PRESUME THAT THE COMMISSION 

ADOPTS THE COMPANY’S FORMTJLA RASED RATE TARIFF? 

No. If the Kentucky Commission does adopt the Company’s Formula Based Rate (FBR) 

tariff plan, my recommendation would decline to the bottom of my range - 8.3%-8.6% 

because, in my opinion, the FBR plan would reduce the risk of the Company by reducing 

the volatility of earnings. 

ISN’T YOUR RECOMMENDED RATE OF RETURN LOW BY HISTORICAL 

STANDARDS? 

Yes it is, and appropriately so. My rate of return is low by historical standards for three 

reasons. First, as discussed above, current capital costs are very low by historical 

standards, with interest rates at a cyclical low not seen since the 1960s. Second, the 2003 

tax law, which reduces the tax rates on dividend income and capital gains, lowers the pre- 

tax return required by investors. And third, as discussed below, the equity or market risk 

premium has declined. 
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FINALLY, PLEASE DISCUSS YOUR RATE OF RETURN IN LIGHT OF 

RECENT YIELDS ON ‘A’ RATED PUBLIC IJTILITY BONDS. 

In recent months the yields on long-term public utility bonds have been in the 6.00 

percent range. My rate of return may appear to be too low given these yields. However, 

as previously noted, my recommendation must be viewed in the context of the significant 

decline in the market or equity risk premium. As a result, the return premium that equity 

investors require over bond yields is much lower than today. This decline was previously 

reviewed in my discussion of capital costs in today’s markets. 

HOW DO YOU TEST THE REASONABLENESS OF YOUR COST OF EQUITY 

AND OVERALL, RATE OF RETURN RECOMMENDATION? 

To test the reasonableness of my 9.00% equity cost rate recommendation, I examine the 

relationship between the return on common equity and the market-to-book ratios for the 

companies in the group of gas distribution companies and for Atmos Energy. 

WHAT DO THE RETURNS ON COMMON EQUITY AND MARKET-TO-BOOK 

RATIOS FOR THE GROUP OF GAS COMPANIES AND ATMOS INDICATE 

ABOUT THE REASONABLENESS OF YOUR 9.00% RECOMMENDATION? 
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1 A. 

Curreit ROE 
Gas Group 12.3% 
Atmos Energy 8.9% 

2 

Market- to-Boo k Ratio 
2.00 -1 
1.46 
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Exhibit(JRW-2) provides financial performance and market valuation statistics for the 

group of gas distribution companies. The average current return on equity and market-to- 

book ratios for the group are summarized below: 

These results clearly indicate that, on average, these companies and A b o s  Energy are 

earning returns on equity above their equity cost rates. As such, this observation provides 

evidence that my recommended equity cost rate of 9.00% is reasonable and hl ly  

consistent with the financial performance and market valuation of the group of gas 

distribution companies. 

V. CFUTIQUE OF ATMOS RATE OF RETURN TESTIMONY 

WHAT ISSUES ARE YOU ADDRESSING IN YOIJR REBUTTAL TESTIMONY? 

The Company’s rate of return testimony is provided by Dr. Donald A. Mwry. My 

rebuttal testimony focuses on Dr. Murry’s recommended capital structure and equity cost 

rate approaches and results. 

PLEASE DISCUSS THE CAPITAL STRUCTURE ISSIJE IN THIS CASE. 
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As shown in Panel A of Exhibit-(JRW-3), Atmos has proposed a capital structure 

consisting of 5 1.85% long-debt and 48.15% common equity. Panel B of ExhibitJJRW- 

3), provides the average capitalization ratios for Atmos Energy over the past year. The 

average common equity ratio, including short-term debt, was only 41 37%. The figures in 

Panel B indicate that the Company has consistently used short-tern debt as a source of 

capital, and that a common equity ratio of 48.15% significantly exceeds the amount of 

equity capital employed by the Company. Panel C of Exhibit-(JRW-3), provides the 

average capitalization ratios for proxy group of nine gas distribution companies. Like 

Atmos Energy, these companies have consistently used short-term debt as a source of 

capital. Indeed, in its responses to AG-1-3 and AG-1-5, the Company confirms that it 

uses short term debt to finance its gas purchases and the monthly fluctuations in its Gas 

Stored Underground balances. The purchased gas expenses are included in the test period 

operating expenses and the average Gas Stored Underground balance is included in the 

requested test period rate base. For consistency purposes, a representative average balance 

of short tern debt should therefore be included in the capital structure. The Company has 

failed to do so in its proposed capital structure. 

PLEASE REVIEW DR. MURRY'S EQUITY COST RATE APPROACHES. 

Dr. Muny uses a comparable group gas companies as well as Atmos Energy and employs 

DCF and CAPM equity cost rate approaches. Dr. Murry's comparable group of gas 
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Q* 

A. 

Q. 

A. 

High Low 

companies includes AGL, Resources, New Jersey Resources, Nicor, Northwest natural 

Gas, Piedmont Natural Gas Company, Southwest Gas, and WGL Holdings. 

Using EPS Growth --. 
Using Projected Growth 

BEFORE: ADDRESSING DR. MURRY’S EQUITY COST RATE APPROACHES, 

PLEASE COMMENT ON DR. MURRY’S PROXY GROUP OF GAS COMPANIES. 

My only concern with Dr. Murry’s is that, without explanation, he has excluded L,aclede 

Group and South Jersey Industries. 

9.55% 10.44% 1 1.25% 12.39% 
7.10% 9.81% 10.87% 12,01% 

PLEASE SUMMARIZE DR. MURRY’S EQUITY COST RATE RESULTS. 

Dr. Murry’s equity cost rate estimates for Atmos Energy and the comparable group are 

sumarized in the table below. Based on these figures, he concludes that the appropriate 

equity cost rate for the Company to be 11.75%. 

Current DCF 
Using EPS Growth 
Using Projected Growth 

CAPM 

Summary of Eauitv Cost Rate Approaches and Results 
Comparable Gas Companies Atmos Energy 

-. 
9.61% 9.66% 11.31% 1 1.36% 
7.16% 9.00% 10.93% 10.98% 

16 
17 

Size-Adjusted CAPM 
Historic CAPM 

12.49% 11.13% 
-- 12.93% 1 1.82% 

Equity Cost Rate Recommendation 11.75% 
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PLEASE DISCUSS YOUR ISSUES WITH DR. MURRY’S RECOMMENDED 

EQUITY COST RATE. 

There are a number of problems with Dr. Muny’s equity cost rate studies. With respect 

to his specific approaches, he arrives at an excessive estimate of Atmos’ cost of equity 

capital primarily due to (1) his highly selective use of his DCF results which produces an 

upwardly-biased DCF equity cost rate; and (2) excessive risk premium estimates in his 

CAPM approaches. In addition, his CAPM equity cost rate estimates include 

inappropriate premium for size. 

PLEASE S‘IJMMARIZE DR. MURRY’S DCF ESTIMATES. 

On pages 22-32 of his testimony, and in Schedules DAM-16-DAM-23, Dr. Muny 

develops an equity cost rate by applying a DCF model to Atmos Energy and his 

comparable gas group. In the traditional DCF approach, the equity cost rate is the sum of 

the dividend yield and expected growth. For Atmos Energy and the comparable group, he 

performs two DCF analyses - a 52-week DCF using stock prices over the past year, and a 

Current DCF using stock prices over the past two weeks. For each of these DCFs, he 

computes equity cost rates using (1) projected DPS growth rates, (2) Value Line projected 

EPS over the 2000-02 to the 2009-1 1 time period, and (3) projected EPS growth rates 

estimates from Value Line (from 2003-05 to 2009-1 1) and from analysts as compiled by 

S&P. 
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1 Atmos Energy Comparable Gas Companies 

Approach Low _I High Low 
52 Week DCF - 

Using DPS Growth 5.57% 6.71% 6.46% 

Using VL-S&P Growth 10.87% 12.01% 7.10% 

Using DPS Growth 5.63% 5.68% 6.52% 
Using VL EPS Growth 1 r 3  1 % 11.36% 8.71% 

Using VL EPS Growth 11.25% 12.39% 8.66% 

Current DCF 

Using VL-S&P Growth 10.93% 10.98% 7.16% _I_ 

__. 

High 
-- 

7.38% 
9.57% 
9.81% 

6.57% 
- 8.76% 

9.00% -- 

3 
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7 Q* 
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Based on these figures, Dr. Murry claims that the relevant DCF results for Atrnos Energy 

are in the range of 10.87% to 12.39%. These figures are bolded in the table above. 

PLEASE EXPRESS YOUR CONCERNS WITH DR. MURRY'S DCF STUDY. 

Beyond my previously-discussed concerns on the composition of his proxy group, I have 

several major concerns with Dr. Murry's DCF analyses. These are: (1) he has ignored 

results using projected DPS growth rates for both Atmos Energy and the comparable gas 

company group; (2) he has totally ignored the DCF results for his comparable group of 

gas companies and relied on selected results for Atinos Energy; and (3) the selected DCF 

results employed by Dr. Murry in arriving at his DCF conclusion are for Atmos Energy 

and rely primarily on the projected EPS growth rate estimates of Value Line (as projected 

over the 2000-02 to 2009-1 1 and the 2003-05 to 2009-1 1 time periods). 
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Atinos Energy Coip. 7.38% 1.709'0 G.70% 6.5% 2.0% 8.500 7.0% 2.0% 6.0% 

Coiiiparable Coiiipaiiies' Averages !i.27!!0 3.07% 4.79% 4.86% 2.2970 4.7196 5.21?'0 3.4396 4.00% 

Q. BEFORE ADDRESSING THESE ISSUES, PLEASE REVIEW DR. MURRY'S 

5.31% 

4.18Y6 

DCF GROWTH RATES. 

In Schedule DAM-17 Dr. Murry provides the growth rates that he claims to have used in A. 

his DCF equity cost rate study. As discussed below, whereas Dr. Murry has presented 

these as his DCF growth rates, he has very selectively used these in developing his equity 

cost rate for Atmos. Note that the averages of the growth rates for Atmos Energy and for 

the gas group are 5.3 1% and 4.1 8%, respectively. 

Atinos Eiieigy aiitl Coiiipaiable Gas Conipaiiies 
Discotinted Cash Flow Growth Rate Siiiiiiiiary 

Q. PLEASE ADDRESS YOUR FIRST ISSUE. 

A. Dr. Murry has ignored the DCF results for both Atmos Energy and the comparable group 

using projected DCF growth rates. In the DCF model, the cash flows that investors 

receive are in the form of dividends. The average projected DPS growth for Atmos 

Energy and the comparable gas group are in the 2.0% and 3.0% range, respectively. 

Ignoring the DCF results which use projected DPS growth rates leads to an upwardly 

biased estimate of a DCF equity cost rate. 

Q. YOU CLAIM THAT DR. MURRY HAS ALSO IGNORED THE DCF RESULTS 

FOR HIS COMPARABLE GROUP. PLEASE EXPLAIN. 
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18 Q. YOU ALSO CLAIM THAT DR. MURRY’S DCF GROWTH RATE HAS BEEN 

19 VERY SELECTIVELY CHOSEN. PLEASE ELABORATE. 

A. Dr. Murry’s summary results are provided in Schedule DAM-25. First, it should 

be noted that his comparison group DCF summary results are misstated because he has 

omitted low DCF results for NICOR. Second, and most importantly, on page 39 of his 

testimony, Dr. Murry claims that the relevant DCF results are from 10.87% to 12.39%. 

However, these are the range of DCF figures for Atmos Energy using (a) 2000-02 to 

2009-1 1 EPS growth rates and (b) analysts’ projected EPS growth rates from Value Line 

and S&P. This relevant range totally ignores the results for the comparable group. 

Hence, Dr. Muny has employed a sample size of one -- Atmos Energy - in arriving at a 

DCF equity cost rate for the Company and he has totally ignored the results for his 

comparable gas companies. In each and every case, these figures were ignored because 

they provided low equity cost rate results. From the table on page 66, the average of the 

low - high DCF equity cost rate DCF results for the comparable companies is 7.4% and 

8.5%. The averages, excluding the projected DPS growth rate results as Dr. Murry has 

done, are 7.9% and 9.3%. Therefore, by ignoring these results, he is recommending a 

DCF equity cost rate using the results for one company which is 300-400 basis points 

higher than that of his comparable gas company group. 
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Not only has Dr. Muny employed a sample size of one (Atmos Energy) by ignoring the 

results for the comparison gas company group, he has also been very selective in which 

growth rates he considers. As shown on page 67, the average of the growth rates listed by 

Dr. Muny for Atmos Energy is 5.13%. Is his alternative DCF models for Atmos, he has 

used growth rates of 7.38% (Value Line’s projected EPS growth - 2000-02 to 2009-1 l), 

7.00% (Value Line’s projected EPS growth - 2003-05 to 2009-1 I), and 6.00% (Analysts’ 

projected 5-year EPS growth rate). Value Line’s projected growth rate figures (7.38% 

and 7.00%) are above the consensus of current projections of Wall Street analysts 

(6.00%). He certainly has put no weight whatsoever on a number of the growth rate 

indicators listed on Schedule DAM-17. Instead, he has relied exclusively on the EPS 

growth rate projections of Wall Street analysts and Value Line results in upwardly biased 

DCF equity cost rate estimates. 

PLEASE REVIEW DR. MURRY’S RELIANCE ON ANALYSTS’ AND VALUE 

LINE’S PROJECTED EPS GROWTH RATE ESTIMATES. 

In the two DCF results that Dr. Muny deems relevant, he has relied excessively on the 

EPS forecasts of Wall Street analysts and Value Line’s average projected EPS growth rate 

to gauge growth for his DCF model. It seems highly unlikely that investors today would 

rely excessively on the forecasts of securities analysts and Value Line, and ignore 

historical growth, in arriving at expected growth. In the academic world, the fact that 
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EPS forecasts of securities analysts are overly optimistic and biased upwards has been 

known for years. In addition, as I show below, Value Line’s EPS forecasts are excessive 

and unrealistic. 

PLEASE REVIEW THE BIAS IN ANmYSTS’ GROWTH RATE FORECASTS. 

Analysts’ growth rate forecasts are collected and published by Zacks, First Call, I/B/E/S, 

and Reuters. These services retrieve and compile EPS forecasts from Wall Street Analysts. 

These analysts come from both the sell side (Merrill Lynch, Paine Webber) and the buy side 

(Prudential Insurance, Fidelity). 

The problem with using these forecasts to estimate a DCF growth rate is that the 

objectivity of Wall Street research has been challenged, and many have argued that 

analysts’ EPS forecasts are overly optimistic and biased upwards. To evaluate the accuracy 

of analysts’ EPS forecasts, I have compared actual 3-5 year EPS growth rates with 

forecasted EPS growth rates on a quarterly basis over the past 20 years for all companies 

covered by the I/B/E/S data base. In the graph below, I show the average analysts’ 

forecasted 3-5 year EPS growth rate with the average actual 3-5 year EPS growth rate. 

Because of the necessary 3-5 year follow-up period to measure actual growth, the analysis 

in this graph (1) only covers forecasted and actual EPS growth rates through 1999, and 

(2) includes only companies that have 3-5 years of actual EPS data following the forecast 

period. 
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The following example shows how the results can be interpreted. As of the first 

quarter of 1995, analysts were projecting an average 3-5-year annual EPS growth rate of 

15.98%, but companies only generated an average annual EPS growth rate over the next 

3-5 years of 8.14%. This 15.98% figure represented the average projected growth rate for 

1,115 companies, with an average of 4.70 analysts' forecasts per company over the 20 

year period covered by the study. The only periods when firms met or exceeded analysts' 

EPS growth rate expectations were for six consecutive quarters in 199 1-92 following the 

one-year economic downturn at the turn of the decade. 

Analysts' Forecasted 3-5-Year Forecasted Versus Actual EPS Growth Rates 
____ ._ ~ 

1984-1999 _ _ _  

11 -I--__- ~ ___I- ~ - - - ~ _ _ _ ~ _  

18.0 

16.0 

~ 14.0 

12.0 

10.0 

' 8.0 

6.0 

4.0 

2.0 

Source: J. Randall Woolridge. 

Over the entire time period, Wall Street analysts have continually forecasted 3-5-year 

EPS growth rates in the 14-18 percent range (mean = 15.32%), but these firms have only 

delivered an average EPS growth rate of 8.75%. 
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The post-1999 period has seen the boom and then the bust in the stock market, an 

economic recession, 9/11, and the Iraq war. Furthermore, and highly significant in the 

context of this study, we have also had the Elliott Spitzer investigation of Wall Street 

firms and the subsequent Global Securities Settlement in which nine major brokerage 

firms paid a fine of $ lSB for their biased investment research. 

To evaluate the impact of these events on analysts’ forecasts, the graph below 

provides the average 3-5-year EPS growth rate projections for all companies provided in 

the VB/E/S database on a quarterly basis from 1985 to 2004. In this graph, no 

comparison to actual EPS growth rates is made and hence there is no follow-up period. 

Therefore, 3-5 year growth rate forecasts are shown until 2004 and, since companies are 

dropped from the study due to a lack of follow-up EPS data, these results are for a larger 

sample of firms.22 Analysts’ forecasts for EPS growth were higher for this larger sample 

of firms, with a more pronounced run-up and then decline around the stock market peak 

in 2000. The average projected growth rate hovered in the 14.5%-17.5% range until 

1995, and then increased dramatically over the next five years to 23.3% in the fourth 

quarter of the year 2000. Forecasted growth has since declined to the 15.0% range. 

The number of companies in the sample grows from 2,220 in 1984, peaks at 4,610 in 1998, and then declines to 
3,351 in 2004. The number of analysts’ forecasts per company averages between 3.75 to 5.10, with an overall mean 
of 4.37. 

22 

-73- 



1 
2 

Mean Analysts’ 3-5-Year Forecasted EPS Growth Rates 
1985-2004 

4 Source: J. Randall Woolridge. 
5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

While analysts’ EPS growth rate forecasts have subsided since 2000, these results suggest 

that, despite the Elliot Spitzer investigation and the Global Securities Settlement, 

analysts’ EPS forecasts are still upwardly biased. The actual 3-5 year EPS growth rate 

over time has been about one half the projected 3-5 year growth rate forecast of 

approximately 15.0%. Furthermore, as discussed later in my testimony, historic growth 

in GNP and corporate earnings has been in the 7% range. This observation is supported 

by a Wall Street Journal article entitled “Analysts Still Coming Up Rosy - Over- 

optimism on Growth Rates is Rampant - and the Estimates Help to Buoy the Market’s 

Valuation.” The following quote provides insight into the continuing bias in analysts’ 

forecasts: 
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Hope springs eternal, says Mark Donovan, who manages Boston 
Partners Large Cap Value Fund. ‘You would have thought that, 
given what happened in the last three years, people would have 
given up the ghost. But in large measure they have not.’ 

These overly optimistic growth estimates also show that, even with 
all the regulatory focus on too-bullish analysts allegedly influenced 
by their firms’ investment-banking relationships, a lot of things 
haven’t changed: Research remains rosy and many believe it always 

ARE ANALYSTS’ EPS GROWTH RATE FORECASTS LIKEWISE UPWARDLY 

BIASED FOR NATURAL GAS DISTRIBUTION COMPANIES? 

Yes. To evaluate whether analysts’ EPS growth rate forecasts are upwardly biased for a 

group of natural gas distribution companies, I conducted a study similar to the one 

described above using a group of gas distribution companies.24 The projected EPS growth 

rates, which were in the 7-8 percent range in the early 1990s, have steadily declined over 

the past decade to the 4 percent range today. Actual EPS growth has been volatile, and 

pretty consistently below projected EPS growth rates. Over the entire period, the average 

quarterly projected and actual EPS growth rates are 5.25% and 3.01%, respectively. 

Hence, analysts’ projected EPS growth rate forecasts are likewise upwardly biased for 

natural gas distribution companies. 

’’ Ken Brown, “Analysts Still Coming Up Rosy - Over-Optimism on Growth Rates is Rampant - and the Estimates 
Help to Buoy the Market’s Valuation.” Wall Street Journal, (January 27,200.3), p. C1. 
The companies include Cascade Natural Gas, Laclede, Nicor, Northwest Natural Gas, Piedmont, and WGL 2 4  

Holdings. 
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Long-Term EPS Growth - Actuals vs Estimates 

6.00% 
-+-Average Actual Long-term EPS Growth 

-- Average Mean Forecasted Long-term EP 
4.00% 

2.00% Growth Rate 

- - - ~ - I  

___- - __.___- 

4.00% -~ 

4.00% - 

Q. A m ,  VALUE LINE’S GROWTH RATE FORECASTS SIMILAPULY UPWARDLY 

BIASED? 

Yes. Value Line has a decidedly positive bias to its earnings growth rate forecasts as well. 

To assess Value Line’s earnings growth rate forecasts, I used the Value Line Investment 

Analyzer. The results are summarized in the table below. I initially filtered the database 

and found that Value Line has 3-5 year EPS growth rate forecasts for 2,611 firms. The 

average projected EPS growth rate was 16.1%. This is incredibly high given that the 

average historical EPS growth rate in the US is about seven percent! Equally incredible is 

that Value Line only predicts negative EPS growth for thirty companies. That is one percent 

A. 
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of the companies covered by Value Line. Given the ups and downs of corporate earnings, 

this is unreasonable. 

Value Line 3-5 ear EPS Growth Rate Forecasts 

Projected EPS Negative EPS Negative EPS 
Percent of 

~ ~ G ~ t h  Growth rate Pro ’ ec tions Pro ‘ections 

To put this figure in perspective, I screened the 2,611 firms with 3-5 year growth 

rate forecasts to see what percent had experienced negative EPS growth rates over the past 

five years. Value Line reported a five-year historic growth rate for 1,613 of the 2,613 

companies. It should be noted that the past five years have been a period of rapidly rising 

corporate earnings as the economy and businesses have rebounded fi-om the recession of 

2001. These results, shown in the table below, indicate that the average historic growth was 

9.40% and Value Line reported negative historic growth for 405 firms which represents 

25.1 % of these companies. 

These results indicate that Value Line’s EPS forecasts are excessive and unrealistic. 

It appears that analysts at Value Line are similar to the analysts at Wall Street firms and 

view future earnings through ‘rose-colored’ glasses and provide overly-optimistic forecasts 
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FINALLY, IN LIGHT OF THE DISCUSSION ABOVE, PLEASE COMMENT ON 

DR. MURRY’S REFERENCES TO STUDIES THAT DEMONSTRATE THE 

IMPORTANCE OF ANALYSTS’ EPS FOREXASTS. 

Dr. Murry has highlighted studies by Carleton and Vander Weide and by Timme and 

Eisemann to support his exclusive reliance on Wall Street analysts’ EPS forecasts. While 

these studies indicate that analysts’ EPS forecasts are superior to historic growth rate 

measures, there are numerous errors in the studies that make their relevance in this 

proceeding insignificant. 

First, it is important to note that these studies were published nearly twenty years 

ago, using relatively small samples of companies. Since that time, many more exhaustive 

studies have been performed using significantly larger data bases and, from these studies, 

much has been learned about Wall Street analysts and their stock recommendations and 

earnings forecasts. Nonetheless, there are several errors in the studies that invalidate the 

results. Most significantly, the regression models in the studies are mis-specified. This 

results because the authors used a “linear approximation” of the DCF model. They used 

the approximation so that they did not have to measure k, investors’ required return, 

directly, but instead they used proxy variables for risk. The error in this approach is there 

can be an interaction between growth (g) and investors’ required return (k) which could 
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lead him to conclude that one growth rate measure is superior to others. Furthermore, due 

to this problem, analysts’ EPS forecasts could be upwardly biased and still appear to 

provide better measures of expected growth. As a result, the authors of the studies cannot 

conclude whether one growth rate measure is better than the other. 

FINALLY, ON PAGE 28 OF HIS TESTIMONY, DR. MURRY HAS ARGUED 

THAT HE HAS FOCUSED ON THE HIGHER DCF RESULTS AS AN 

ALTERNATIVE TO MAKING AN ADJUSTMENT FOR FLOTATION COSTS 

OR MARKET PRESSURE. PLEASE RESPOND. 

Dr. Murry’s argument for using the higher end DCF results to account for flotation costs 

or market pressure is in error. There is no need for such an adjustment. Usually it is 

argued that a flotation cost adjustment is necessary to prevent the dilution of the existing 

shareholders. Such an adjustment is commonly justified by reference to bonds and the 

manner in which issuance costs are recovered by including the arnortization of bond 

flotation costs in annual financing costs. However, this is incorrect for several reasons: 

(1) If an equity flotation cost adjustment is similar to a debt flotation cost 

adjustment, the fact that the market-to-book ratios for gas distribution companies 

are nearly 2.0 actually suggests that there should be a flotation cost reduction (and 

not increase) to the equity cost rate. This is because when (a) a bond is issued at a 

price in excess of face or book value, and (b) the difference between market price 
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and the book value is greater than the flotation or issuance costs, the cost of that 

debt lower than the coupon rate of the debt. The amount by which market values 

of gas distribution companies are in excess of book values is much greater than 

flotation costs. Hence, if common stock flotation costs were exactly like bond 

flotation costs, and one was making an explicit flotation cost adjustment to the 

cost of common equity, the adjustment would be downward; 

(2) It is commonly argued that a flotation cost adjustment is needed to prevent 

dilution of existing stockholders’ investment. However, the reduction of the book 

value of stockholder investment associated with flotation costs can occur only 

when a company’s stock is selling at a market price at/or below its book value. 

As noted above, gas distribution companies are selling at market prices well in 

excess of book value. Hence, when new shares are sold, existing shareholders 

realize an increase in the book value per share of their investment, not a decrease; 

(3) Flotation costs consist primarily of the underwriting spread or fee and not out- 

of-pocket expenses. On a per share basis, the underwriting spread is the 

difference between the price the investment banker receives from investors and 

the price the investment banker pays to the company. Hence, these are not 

expenses that must be recovered through the regulatory process. Furthermore, the 
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underwriting spread is known to the investors who are buying the new issue of 

stock, who are well aware of the difference between the price they are paying to 

buy the stock and the price that the Company is receiving. The offering price 

which they pay is what matters when investors decide to buy a stock based on its 

expected return and risk prospects. Therefore, the company is not entitled to an 

adjustment to the allowed return to account for those costs; and 

(4) Flotation costs, in the form of the underwriting spread, are a forrn of a 

transaction cost in the market. They represent the difference between the price 

paid by investors and the amount received by the issuing company. Whereas Dr. 

Murry believes that the Company should be compensated for these transactions 

costs by using the high-end DCF results, neither he or I have accounted for other 

market transaction costs in determining a cost of equity for the Company. Most 

notably, brokerage fees that investors pay when they buy shares in the open 

market are another market transaction cost. Brokerage fees increase the effective 

stock price paid by investors to buy shares. If Dr. Murry and I had included these 

brokerage fees or transaction costs in our DCF analyses, the higher effective stock 

prices paid for stocks would lead to lower dividend yields and equity cost rates. 

To be fair then, if Dr. Murry is to make an upward adjustment for transaction 

costs in the form of using the high-end DCF results, he also should have made a 
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downward adjustment for transaction costs in the form of brokerage fees. 

PLEASE DISCUSS DR. MURRY’S USE OF THE CAPM. 

On pages 33-39, in Schedules DAM-24 and DAM-25, Dr. Murry applies the CAPM to 

Atmos Energy and the comparison group of gas companies. The first CAPM, which he 

calls the size-adjusted CAPM, is a traditional CAPM with an incremental 1.02%- 1.8 1 % 

adjustment to account for the relative size of Atmos and the comparable gas companies. 

The second CAPM, which Dr. Murry calls a historical CAPM, is based strictly on 

historical stock and bond returns. Dr. Murry’s historical CAPM is very untraditional in 

three ways: (1) the market total return is the average of the historical returns for large and 

small stocks as reported by Ibbotson Associates, (2) the historic bond return of 6.20% is 

for long-term corporate bonds, and (3) the risk-free rate Dr. Muny uses is the historic Aaa 

corporate bond return. The results of Dr. Murry’s CAPM analyses are summarized 

below. 
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5.33% - 5.33% 
1 1.82% 12.93% 

PLEASE SUMMARIZE YOUR ASSESSMENT OF DR. MURRY’S CAPM 

ANALYSES. 

There are two primary flaws with Dr. Murry’s CAPM analyses: (1) his explicit size 

adjustment of 1.02% for Atmos and 1.47% for the comparison gas group in his size- 

adjusted CAPM and an implicit size premium in his historical CAPM; and (2) most 

significantly, his equity risk premium of 7.10% in his size-adjusted CAPM and his risk 

premium of 8.65% in his historical CAPM. 

PLEASE DISCUSS DR. MURRY’S EXPLICIT AND IMPLICIT SIZE 

ADJUSTEMENTS. 

As noted above, Dr. Muny uses explicit size adjustment of 1.02% for Atmos and 1.47% 

for the comparison gas group in his size-adjusted CAPM and uses an implicit size 

premium in his historical CAPM. The implicit size premium in his historical CAPM 
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results from the fact that his market total return of 14.85% is the average of the arithmetic 

mean stock returns for large stocks of 12.3% and for small stocks of 17.4%. Dr. Murry 

supports the need for a size premium by citing the work of Ibbotson Associates. 

There are several flaws in this analysis. First, as discussed later in my testimony, 

there are a number of errors in using historical market returns to compute risk premiums. 

Second, the Ibbotson study used for the explicit size premium is based on the stock 

returns for companies in the lofh decile. However, a review of Tables 7-5 and 7-7 in the 

Ibbotson document indicates that these companies have betas that are much larger than 

the betas of gas distribution companies. Hence, these size premiums are not associated 

with the gas distribution industry. 

Finally, and most importantly, any equity cost rate adjustment based on the 

relative size of a public utility is inappropriate. Professor Annie Wong has tested for a 

size premium in utilities and concluded that, unlike industrial stocks, utility stocks do not 

exhibit a significant size premium.25 As explained by Professor Wong, there are several 

reasons why such a size premium would not be attributable to utilities. Utilities are 

regulated closely by state and federal agencies and commissions and hence their financial 

performance is monitored on an on-going basis by both the state and federal governments. 

In addition, public utilities must gain approval from government entities for common 

25 

Association, 1993, PP. 95-101. 
Annie Wong, “Utility Stocks and the Size Effect: An Empirical Analysis’’, Journal of the Midwest Finance 
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financial transactions such as the sale of securities. Furthermore, unlike their industrial 

counterparts, accounting standards and reporting are fairly standardized for public 

utilities. Finally, a utility's earnings are predetermined to a certain degree through the 

ratemaking process in which performance is reviewed by state commissions and other 

interested parties. Overall, in terms of regulation, government oversight, performance 

review, accounting standards, and information disclose, utilities are much different than 

industrials which could account for the lack of a size premium. 

PLEASE REVIEW THE ERRORS IN DR. MURRY'S EQUITY OR FUSK 

PREMIUM IN HIS TWO CAPM APPROACHES. 

The primary problem with Dr. Murry's two CAPM analyses is the size of the market or 

equity risk premium. Dr. Murry uses a risk premium of 7.10% in his size-adjusted 

CAPM. This is the arithmetic average risk premium of the 1926-2005 results from the 

Ibbotson study. He uses a risk premium of 8.65% in his historical CAPM which is the 

difference between his historic market return of 14.85% (the average of the arithmetic 

mean stock returns for large stocks of 12.3% and for small stocks of 17.4%) and 6.10% 

which is the historic long-term corporate bond return. Both of these risk premiums are 

based solely on the difference in the arithmetic mean stock and bond returns over the 

1926-200s period. 
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PLEASE ADDRESS THE ISSUE INVOLVING THE USE OF HISTORIC STOCK 

AND BOND RETURNS TO COMPIJTE A FORWARD-LOOKING OR EX ANTE 

RISK PREMIUM. 

Using the historic relationship between stock and bond returns to measure an ex ante 

equity risk premium is erroneous and, especially in this case, overstates the true market 

equity risk premium. The equity risk premium is based on expectations of the future and 

when past market conditions vary significantly from the present, historic data does not 

provide a realistic or accurate barometer of expectations of the hture. At the present 

time, using historic returns to measure the ex ante equity risk premium ignores current 

market conditions and masks the dramatic change in the risk and return relationship 

between stocks and bonds. This change suggests that the equity risk premium has 

declined. 

PLEASE DISCUSS THE ERRORS IN USING HISTORICAL STOCK AND BOND 

RETURNS TO ESTIMATE AN EQUITY RISK PREMIUM. 

There are a number of flaws in using historical returns over long time periods to estimate 

expected equity risk premiums. These issues include: 

(A) Biased hstorical bond returns; 

(B) The arithmetic versus the geometric mean return; 

(C) Unattainable and biased historical stock returns; 
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(D) Survivorship bias; 

(E) The “Peso Problem;” 

(F) Market conditions today are significantly different than the past; and 

(G) Changes in risk and return in the markets. 

These issues will be addressed in order. 

Biased Historical Bond Returns 

HOW ARE HISTORICAL BOND RETURNS BIASED? 

An essential assumption of these studies is that over long periods of time investors’ 

expectations are realized. However, the experienced returns of bondholders in the past 

violate this critical assumption. Historic bond returns are biased downward as a measure of 

expectancy because of capital losses suffered by bondholders in the past. As such, risk 

premiums derived from this data are biased upwards. 

The Arithmetic Versus the Geometric Mean Return 

PLEASE DISCUSS THE ISSUE RELATING TO THE USE OF THE 

ARITHMETIC VERSUS THE GEOMETRIC MEAN RETURNS IN THE 

IRBOTSON METHODOLOGY. 

The measure of investment return has a significant effect on the interpretation of the risk 

premium results. When analyzing a single security price series over time (i.e., a time 
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series), the best measure of investment performance is the geometric mean return. Using 

the arithmetic mean overstates the return experienced by investors. In a study entitled 

“Risk and Return on Equity: The TJse and Misuse of Historical Estimates,” Carleton and 

Lakonishok make the following observation: “The geometric mean measures the changes 

in wealth over more than one period on a buy and hold (with dividends invested) 

strategy.’’26 Since Dr. Murry’s study covers more than one period (and he assumes that 

dividends are reinvested), he should be employing the geometric mean and not the 

arithmetic mean. 

Stock Price Annual 
”- Return 

$200 100% 
-. $100 - 

PLEASE PROVIDE AN EXAMPLE DEMONSTRATING THE PROBLEM WITH 

IJSING THE ARITHMETIC MEAN RETURN. 

To demonstrate the upward bias of the arithmetic mean, consider the following example. 

Assume that you have a stock (that pays no dividend) that is selling for $100 today, 

increases to $200 in one year, and then falls back to $100 in two years. The table below 

2 

shows the prices and returns. 

$100 -50% 

Willard T. Carleton and Josef Lakonishok, “Risk and Return. on Equity: The Use and Misuse of Historical 26 

Estimates,” Financial Analysts Journal (January-February, 1985), pp. 38-47. 
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The arithmetic mean return is simply (100% + (-50%))/2 = 25% per year. The geometric 

mean return is ((2 * .50)‘*”’) -- 1 = 0% per year. Therefore, the arithmetic mean return 

suggests that your stock has appreciated at an annual rate of 25%, while the geometric 

mean return indicates an annual return of 0%. Since after two years, your stock is still 

only worth $100, the geometric mean return is the appropriate return measure. For this 

reason, when stock returns and earnings growth rates are reported in the financial press, 

they are generally reported using the geometric mean. This is because of the upward bias 

of the arithmetic mean. As further evidence as to the appropriate mean return measure, 

the U.S. Securities and Exchange Commission requires equity mutual fimds to report 

historical return performance using geometric mean and not arithmetic mean returns.27 h 

sum, Dr. Murry’s arithmetic mean return measures are biased and should be disregarded. 

Unattainable and Biased Historic Stock Returns 

YOU NOTE THAT HISTORIC STOCK RETURNS ARE BIASED USING THE 

IRROTSON METHODOLOGY. PLEASE ELABORATE. 

Returns developed using Ibbotson’s methodology are computed on stock indexes and 

therefore (1) cannot be reflective of expectations because these returns are unattainable to 

investors, and (2) produce biased results. This methodology assumes (a) monthly portfolio 

rebalancing and @) reinvestment of interest and dividends. Monthly portfolio rebalancing 

27 U.S. Securities and Exchange Commission, Form N-IA. 
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presumes that investors rebalance their portfolios at the end of each month in order to have 

an equal dollar amount invested in each security at the beginning of each month. The 

assumption would obviously generate extremely high transaction costs and thereby render 

these returns unattainable to investors. In addition, an academic study demonstrates that the 

monthly portfolio rebalancing assumption produces biased estimates of stock returns?* 

Transaction costs themselves provide another bias in historic versus expected 

returns. The observed stock returns of the past were not the realized returns of investors 

due to the much higher transaction costs of previous decades. These higher transaction 

costs are reflected through the higher commissions on stock trades, and the lack of low 

cost mutual funds like index funds. 

Survivorship Bias 

HOW DOES SURVIVORSHIP BIAS AFFECT DR. MURRY’S HISTORIC 

EQUITY RISK PREMIUM? 

Using historic data to estimate an equity risk premium suffers from survivorship bias. 

Survivorship bias results when using returns from indexes like the S&P 500. The S&P 

500 includes only companies that have survived. The fact that returns of firms that did 

not perform so well were dropped from these indexes is not reflected. Therefore these 

28 See Richard Roll, “On Computing Mean Returns and the Small Finn Premium,” Journal of Financial Economics 
(1983), pp. 37 1-86. 
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stock returns are upwardly biased because they only reflect the returns from more 

successhl companies. 

The “Peso Pr~blern’~ 

WHAT IS THE “PESO PROBLEM” AND HOW DOES IT AFFECT HISTORIC 

RETURNS AND EQUITY RISK PREMIIJMS? 

Dr. Murry’s use of historic return data also suffers from the so-called “peso problem.” 

The ”peso problem?’ issue was first highlighted by the Nobel laureate, Milton Friedman, 

and gets its name from conditions related to the Mexican peso market in the early 1970s. 

This issue involves the fact that past stock market returns were higher than were expected 

at the time because despite war, depression, and other social, political, and economic 

events, the US economy survived and did not suffer hyperinflation, invasion, and the 

calamities of other countries. As such, highly improbable events, which may or may not 

occur in the future, are factored into stock prices, leading to seemingly low valuations. 

Higher than expected stock returns are then earned when these events do not subsequently 

occur. Therefore, the ”peso problem” indicates that historical stock returns are overstated 

as measures of expected returns. 
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FROM AN EQUITY RISK PREMIUM PERSPECTIVE, PLEASE DISCUSS HOW 

MARKET CONDITIONS ARE DIFFERENT TODAY. 

The equity risk premium is based on expectations of the hture. When past market 

conditions vary significantly from the present, historic data does not provide a realistic or 

accurate barometer of expectations of the hture. As noted previously, stock valuations 

(as measured by P/E) are relatively high and interest rates are relatively low, on a historic 

basis. Therefore, given the high stock prices and low interest rates, expected returns are 

likely to be lower on a going forward basis. 

Changes in Risk and Return in the Markets 

PLEASE DISCUSS THE NOTION THAT HISTORIC EQXJITY RISK PREMIUM 

STUDIES DO NOT REFLECT THE CHANGE IN RISK AND RETURN IN 

TODAY’S FINANCIAL MARKETS. 

The historic equity risk premium methodology is unrealistic in that it makes the explicit 

assumption that risk premiums do not change over time based on market conditions such as 

inflation, interest rates, and expected economic growth. Furthermore, using historic returns 

to measure the equity risk premium masks the dramatic change in the risk and return 

relationship between stocks and bonds. The nature of the change, as I will discuss below, is 

-92- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

that bonds have increased in risk relative to stocks. This change suggests that the equity 

risk premium has declined in recent years. 

Page 1 of Exhibit(JRW-8) provides the yields on long-term U.S. Treasury bonds 

from 1926 to 2006. One very obvious observation from this graph is that interest rates 

increase dramatically from the mid-1960s until the early 1 9 8 0 ~ ~  and since have returned 

to their 1960 levels. The annual market risk premiums for the 1926 to 2006 period are 

provided on page 2 of Exhibit-(JRW-8). The annual market risk premium is defined as 

the return on common stock minus the return on long-term Treasury Bonds. There is 

considerable variability in this series and a clear decline in recent decades. The high was 

54% in 1933 and the low was -38% in 1931. Evidence of a change in the relative 

riskiness of bonds and stocks is provided on page 3 of Exhibit-(JRW-8) which plots the 

standard deviation of monthly stock and bond returns since 1930. The plot shows that, 

whereas stock returns were much more volatile than bond returns from the 1930s to the 

1970s, bond returns became more variable than stock returns during the 1980s. In recent 

years stocks and bonds have become much more similar in terms of volatility, but stocks 

are still a little more volatile. The decrease in the volatility of stocks relative to bonds 

over time has been attributed to several stock related factors: the impact of technology on 

productivity and the new economy; the role of information (see former Federal Reserve 

Chairman Greenspan's comments referred to earlier in this testimony) on the economy 

and markets; better cost and risk management by businesses; capital losses suffered bond 
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investors during periods of increasing interest rates; deregulation of the financial system; 

inflation fears and interest rates; and the increase in the use of debt financing. Further 

evidence of the greater relative riskiness of bonds is shown on page 4 of ExhibitJJRW- 

8), which plots real interest rates (the nominal interest rate minus inflation) from 1926 to 

2006. Real rates have been well above historic norms during the past 10-1 5 years. These 

high real interest rates reflect the fact that investors view bonds as riskier investments. 

The net effect of the change in risk and return has been a significant decrease in the 

return premium that stock investors require over bond yields. In short, the equity or market 

risk premium has declined in recent years. This decline has been discovered in studies by 

leading academic scholars and investment firms, and has been acknowledged by 

government regulators. As such, using a historic equity risk premium analysis is simply 

outdated and not reflective of current investor expectations and investment fundamentals. 

DO YOU HAVE: ANY OTHER THOUGHTS ON THE USE OF HISTORICAL 

RETURN DATA TO ESTIMATE AN EQUITY RISK PREMIUM? 

Yes. Jay Ritter, a Professor of Finance at the University of Florida, identified the use of 

historical stock and bond return data to estimate a forward-looking equity risk premium 

as one of the “Biggest Mistakes” taught by the finance profe~s ion .~~ His argument is 

based on the theory behind the equity risk premium, the excessive results produced by 

29 Jay Ritter, “The Biggest Mistakes We Teach,” Journal of Financial Research (Summer 2002). 
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historical returns, and the previously-discussed errors of such as survivorship bias in 

historical data. 

PLEASE ADDRESS DR. MUFtRY’S ASSERTION ON PAGE 39 OF HIS 

TESTIMONY THAT HIS RECOMMENDATION IS INFLUENCED BY HIGHER 

FORECASTED INTEREST RATES. 

Dr. Murry’s testimony indicates that higher forecasted interest rates have influenced his 

estimate of the appropriate rate of return in this case. Whereas interest rates have been 

forecasted to increase over the past year, they have not moved much. Forecasts of market- 

determined rates like interest and exchange rates, in my opinion, are not reliable, credible, 

or accurate. I am not aware of any empirical studies that indicate forecasted interest rates 

are better measures of future interest rates than today’s interest rates. The investors in fixed 

income securities like Treasury Bonds are primarily sophisticated financial institutions. 

These institutional investors are not going to buy bonds at today’s interest rates if they 

believe that interest rates are going to increase in the near future and leave them with a 

capital loss associated with the decline in the bond price. Hence, Dr. Murry’s presumption 

of higher interest rates in gauging an appropriate rate of return for the Company is incorrect. 
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TO CONCLUDE THIS DISCUSSION, PLEASE SUMMARIZE DR. MURRY’S 

CAPM RESULTS IN LIGHT OF THE EVIDENCE ON RISK PREMIUMS IN 

TODAY’S MARKETS. 

Dr. Murry employs equity risk premiums of 7.10% and 8.65% in his two CAPM 

approaches. These risk premiums are well in excess of the equity risk prernium estimates 

(a) discovered in recent academic studies by leading finance scholars and (b) employed by 

leading investment banks, management consulting firms, financial forecasters and corporate 

CFOs. These later sources - investment banks, consulting firms, and CFOs - use the equity 

risk premium concept every day in making financing, investment, and valuation decisions. 

Their results, which reflect the level of the equity risk premium as it is applied in the real 

world of finance, indicate an equity risk premium in the 3-4 percent range and not in the 7-8 

percent range. Hence, Dr. Murry’s equity risk premiums are not reflective of the equity risk 

premiums used by financial professionals in the real world of finance. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes it does. 
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Exhibit-(JRW-1) 
Page 1 of 1 

Exhibit-( JRW- 1) 

Atmos Energy Corporation 
Cost of Capital and Fair Rate of Return 

Rate of Return Applicable to Original Cost Rate Rase 

* See Exhibit-(JRW3) for capitalization ratios. 





Exhibit-(JRW-2) 
Page 2 of 2 

AGL Resources 
Cascade Natural Gas X 

Laclede Group 
New Jersey Resources 
Nicor Inc. 

KeySpan Corp. X 

Exhibit-( JRW-2) 
Atmos Energy Corporation 

Natural Gas Distribution Group and Atmos Energy 

ATG 

LG 
NJR 
GAS 

IAtmos Energy AT0 I 
Data Source: AUS Utility Reports, April, 2007, Value Line Investment Survey, March 16,2007. 



Exhibit-(JIiW-3) 
Page 1 of 1 

Exhibit-(JRW-3) 
Atmos Energy Corporation 

CaDital Structure Ratios 

Panel A - Atmos Energy Capitalization Ratios for Ratemaking Purposes 
J 

Common Eauitv 
I Total Capital 

, ,  

4,203,843 I 100.00% 

Long-Term Debt 

Panel C - Proxy Grow Ouar 

Proxy Group 9 Gas 
Distribution Companies 

Short/Current Long-Tern Deb1 
Long-Term Debt 
Coinmon Eauitv 

Total Capital 
Data Source: Bloomberg 

ILong-Tenn Debt I 2,179,529 I 50.36%1 
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Industry Average Betas 

Number Number Number 
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Exhibit-(JRW-6) 

Atmos Energy Corporation 
DCF Equity Cost Rate 

Nine-Company Natural Gas Distribution Group 

Adjustment Factor 
Adjusted Dividend Yield 
Growth Rate** 

Atmos Energy Corporation 
Dividend Yield* 4.0% 

Adjustment Factor 1.02625 
Adjusted Dividend Yield 4.11% 
Growth Rate** 5.25% 
Eauitv Cost Rate 9.4% 
* Page 2 of Exhibit-(JRW-6) 
** Based on data provided on pages 3-4, 

Exhibit-(JRW-6) 
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Atmos Energy Corporation 
Monthly Dividend Yields 

November 2006 - April 2007 

Data Source: AIJS IJtility Reports, monthly issues. 
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Company SYm 

AGL Resources ATG 
Laclede Group, Inc. LG 
New Jersey Resources NJR 
Nicor GAS 
Northwest Natural Gas Company NWN 
Piedmont Natural Gas, Inc. PNY 
South Jersey Industries SJI 
Southwest Gas swx 
WGL Holdings, Iuc. WGL 

Exhibit-( JRW-6) 

Value Line Historic Growth 

Earnings Dividends Book Value Earnings Dividends Book Value 
6.5% 1.5% 5.5% 13.5% 2.0% 8.5% 
3.0% 1 .O% 3.0% 6.5% 0.5% 3.5% 
7.5% 3.0% 6.5% 8.0% 3.5% 8.5% 
1 .O% 4.0% 3.0% -3.5% 3.5% 1.5% 
1.5% 1 .O% 4.0% 5.0% 1 .O% 3.5% 
5.5% 5.5% 6.5% 5.0% 5.0% 6.5% 
8.0% 1.5% 5.5% 11.5% 2.5% 13.0% 
7.5% 0.5% 2.0% -0.5% 0.0% 3.0% 
4.5% 1.5% 4.0% 6.0% 1.5% 3.0% 

, Past 10 Years Past 5 Years 

Atmos Energy Corporation 
X F  Equity Cost Growth Rate Measures 

1,'uhe Line Historic Growth Rates 

Mean 5 .o yo 2.2% 4.4 yo 5.7% 2.2% 
Median 5.3% 1.5% 4.2% 5.9% 2.1% 

5.7% 
4.6% 



Exhibit-(JRW-6) 
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Vultte Line 
Projected Growth 

Company SYrn Est'd. '03-'05 to '09-'11 
Earnings Dividends Book Value 

AGL Resources ATG 3.5% 5.5% 2.5% 
Laclede Group, Inc. LG 2.0% 2.5% 5.0% 
New Jersey Resources NJR 2.5% 3.0% 8.0% 
Nicor GAS 4.0% 1 .O% 4.5% 
Northwest Natural Gas Company NWN 7.0% 4.0% 3.5% 
Piedmont Natural Gas, Inc. PNY 3.0% 4.0% 2.5% 

Southwest Gas swx 8.0% 1.5% 4.0% 
South Jersey Industries SJI 9.5% 5.5% 5.0% 

WGL Holdings, Inc. WGL 1.0% 1.5% 3.0% 
Mean 4.5% 3.2% 4.2% 
Median 3.5% 3.0% 4.0% 

ExhibitJJRW-6) 

Vulrte Iine 
Internal Growth 

Return on Retention Internal 
Equity Rate Growth 
14.0% 42.0% 5.9% 
10.0% 33.0% 3.3% 
11.0% 50.0% 5.5% 
12.0% 31.0% 3.7% 
12.0% 40.0% 4.8% 
11.5% 26.0% 3.0% 
17.5% 63.0% 11.0% 
10.0% 66.0% 6.6% 
10.5% 35.0% 3.7% 
12.1% 42.9% 5.3% 
11.5% 40.0% 4.8 Yo 

Atmos Energy Corporation 
DCF Equity Cost Growth Rate Measures 

Valrre Ihie Projected Growth Rates 

Average of Mean and Median Figures = 3.7% Average of Mean and Median Figures = 5.0% 

Atmos Energy I AT0 I 5.0% I 1.5% I 4.0% I 10.0% I 46.0% I 4.6% 1 
Data Source: Vulrre Line firi~esttnerttSrrrvey, March 16,2007. 

Average = 3.5% 1 
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Exhibit-( JR W- 6) 

Atmos Energy Corporation 
DCF Equity Cost Growth Rate Measures 

Analysts Projected EPS Growth Rate Estimates 

Nine-Company Natural Gas Distribution Group and Atmos Energy 

Data Sources: m.zacks.com, www.investor.reuters.com, http://quote.yahoo.com, 2007. 

http://m.zacks.com
http://www.investor.reuters.com
http://quote.yahoo.com
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Exhibit-(JRW-7) 
Atmos Energy Corporation 

CAPM Equity Cost Rate 

Nine-Company Natural Gas Distribution Group 

Beta** 
Ex Ante Equity Risk Premium*** 4.16% 

Atmos Energy Corporation 

Ex Ante Equity Risk Premium*** 

** See page 2 of Exhibit-(JRW-7) 
*** See page 3 of Exhibit-(JRW-7) 
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Exhibit-( JRW-7) 

Atrnos Energy Corporation 
CAPM 

Beta 

Data Source: Value Line InvestmentSurvey, March 16,2007. 
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Exliibit-(JRW-7) 

Atmos Energy Corporation 
Capital Asset Pricing Model 

Equity Risk Preiniuin 

Megory Study Authors Low High of Range Mean 
Range Mean 

[istoric 

uzzle Research 

uweys 

ocial Security 

Ibbotson Arithmetic 6.50% 5.75% 

AVERAGE 
Geometric 5.00% 

Claus Thomas 
Arnott and Banstein 
Constantinides 
Cornell 
Dimson, Marsh, and Staunton Aithmetic 

Geometric 
Fama French 
H a i s  & Marston 

3.00% 
2.40% 
6.90% 

3.50% 7.00% 5.25% 
2.50% 4.00% 3.81% 4.35% 
350% 5.25% 
2.55% 4.32% 3.44% 

7.14% 
Siege1 Geometric 2.50% 
AVERAGE 

Suvey of Financial Forecasters 2.50% 
Duke - CFO Magazine CFO Suvey 3.42% 
Welch - Academics 5.00% 5.50% 5.25% 
AVERAGE 

Ofice of Chief Actuary 4.00% 4.70% 
John Campbell 2.00% 3.50% 
Peter Diamond 3.00% 4.80% 
John Shoven 3.00% 3.50% 3.56% 
AVERAGE 

iuilding Block 
Ibbotson and Peng 

Arithmetic 6.00% 5.00% 
Geometric 4.00% 

Woolridge 2.84% 
AVERAGE 

Ither Studies 
McKinsey 3.50% 4.00% 3.75% 
AVERAGE 

IVERALL AVERAGE 
oumes: 

Ibbotson Associates, SBBI Yearbook, 2007. 
Duke University - CFO Magndne Survey of CFOs, March 2007. 
Jmes  Claus nnd Jacob Thomas, "Equity Risk P d a  as Low as Three Peroent? E m p i i d  Evidence From 
Analysts' Earnings Forecasts for Domestic and Intemntional Stock Mnrket," Journal offinonce I (October 2001). 

Eugene F. Fama and Kenneth R. Fmch,  "The Equity P d u m , "  Uie Jouniai ofFinance, April 2002. 
Elroy Dimson, Paul Marsh, and Mike Staunton, "New Evidence puts Risk Premium in Context," Corporate firiwce (March 2003) 
lvo Welch, T h e  Equity R i s k P d u m  Consensus Forecast Revisited," (September 2001). Cowlm Foundation Discussion PapzrNo. 1325. 
Fed& Rcsrrve Bnnk of Philadelphia, Surwy ofBofiionai Forecasters, F c b ~ q  13,2007. 
MarcH.Gozdhart,TimothyM.KoUn; andZaneD. WiUiams,"TheRealCost ofEquity,"McKinscyori Finnnce (AuhUnn2002),p.14. 
Rogerlbbotson nnd Pmg Chen, "Long Run Rehuns: Pnrticipalingin theReal Economy," Firimicial/lnolJ)sts Joutnai, J a n u q  2003 

Megory 
Average 

5.75% 

4.25% 

3.72% 

3.56% 

3.92% 

3.75% 
4.16% - 
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MISSING 101 

Exhibit-( JRW-7) 

MISSING 1( 

Survey of Professional Forecasters 
Philadelphia Federal Reserve Bank 

Long-Term Forecasts 

TABLE FIVE 
LONG-TERM (1 0 YEAR) FORECASTS 

]SERIES: REAL GDP GROWTH RATE SERIES: CPI INFLATION RATE 
STATISTIC 
LtNtMuM 1.690 

MEDIAN 2.3.50 

MAXIMUM 4.000 

LOWER QUARTILE 2.200 

UPPER QUARTILE 2.600 

STD. DEV. 

MISSING 

SERIES: PRODUCTIVITY GROWTH 
STATISTIC 
MINIMOM 1.200 
LOWER QUARTILE 2.000 
MEDIAN 2.200 
UPPER QUARTJLE 2.300 
MAXIMUM 3.000 

MEAN 2.150 
STD. DEV. 0.320 
N 0 
MISSING 11 

SERIES: BOND RETURNS ( 1 0-YEAR) 
STATISTIC 
MINIMUM 2.000 
LOWER QUARTILE 5.000 
MEDIAN 5.000 
UPPER QUARTILE 5.200 
MAXIMUM 6.000 

STATISTIC 
MINIMUM 2.500 
LOWER QUARTILE 2.810 
MEDIAN 3.000 

MAXIMUM 3.500 

MEAN 3.01C 
STD. DEV. 0.22c 
N 44 
MISSING r; 

UPPER QUARTILE 3.200 

SERIES: STOCK RETURNS (S&P 500) 
STATISTIC 
MINIMUM 5 .OOC 
LOWER QUARTILE 6.40C 
MEDIAN 7.50C 
UPPER QUARTEE 8.13C 
MAXIMUM 1S.OOC 

MEAN 7.68C 
STD. DEV. 2.05C 
N 3; 
MISSING 1; 

SERIES: BILL RETURNS (3-MONTH) 
STATISTIC 
MINIMUM 3.ooc 
LOWER QUARTILE 4.00( 
MEDIAN 4.50( 
UPPER QUARTILE 4.68( 
MAXIMUM 6.00C 

MEAN 
STD. DEV 
N 

4.33 
0.67( 

35 

MEAN 
STD. DEV. 
N 

5.000 
0.600 

39 
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ExhibitJJRW-7) 

Atmos Energy Corporation 
CAPM 

Real S&P 500 EPS Growth Rate 

Inflation Real 

Year1 EPS CPI Factor EPS 
19601 3.10 

S&P 500 4nnual Inflatior Adjustment S&P 500 

1.40 3.10 
3.37 
3.67 
4.13 
4.76 
5.30 
5.41 
5.46 
5.72 
6.10 
5.5 1 
5.57 
6.17 
7.96 
9.35 
7.71 
9.75 
10.87 
11.64 
14.55 
14.99 
15.18 
13.82 
13.29 
16.84 
15.68 
14.43 
16.04 
22.77 
24.03 
21.73 
19.10 
18.13 
19.82 
27.05 
35.35 
3.5.78 
39.56 
38.23 
45.17 
52.00 
44.23 
47.24 
54.15 
67.01 

0.70 
1.30 
1.60 
1.00 
1.90 
3.50 
3.00 
4.70 
6.20 
5.60 
3.30 
3.40 
8.70 
12.30 
6.90 
4.90 
6.70 
9.00 
13.30 
12.50 
8.90 
3.80 
3.80 
3.90 
3.80 
1.10 
4.40 
4.40 
4.60 
6.10 
3.10 
2.90 
2.70 
2.70 
2.50 
3.30 
1.70 
1.60 
2.70 
3 “40 
1.60 
2.40 
I .90 
3.26 
3.52 

1.01 
1.02 
1.04 
1 “05 
1.07 
1.10 
1.14 
1.19 
1.26 
1.34 
1.38 
1.43 
1.55 
l”74 
1.86 
1.95 
2.08 
2.27 
2.57 
2.89 
3.15 
3.27 
3.40 
3.53 
3.66 
3.70 
3.87 
4.04 
4.22 
4.48 
4.62 
4.75 
4.88 
5.01 
5.14 
5.3 1 
5.40 
5.48 
5.63 
5.82 
5.92 
6.06 
6.17 
6.37 
6.60 

3.35 
3.59 
3.99 
4.55 
4.97 
4.90 
4.80 
4.8 1 
4.83 
4.13 
4.04 
4.33 
5.13 
5.37 
4.14 
4.99 
5.22 
5.13 
5.66 
5.18 
4.82 
4.23 
3.91 
4.77 
4.28 
3.90 
4.15 
5.64 
5.69 
4.85 
4.14 
3.81 
4.06 
5.40 
6.88 
6.74 
7.33 
6.97 
8.02 
8.93 
7.48 
7.80 
8.77 
10.51 
10.35 

10-Year 
2.89% 

10-Year 
2.30% 

1 0-Year 
-0.65% 

IO-Year 
6.29% 

5-Year 
3.00% 

2.50 6.76 
Data Source: http://pages.stern.nyu.edu/-adamodar/ lReal EPS Growth I 3.0% 

12.12 

http://pages.stern.nyu.edu/-adamodar
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APPENDIX A 

EDIJCATIONAL BACKGROUND, RESEARCH, 
AND RELATED BIJSINESS EXPERIENCE 

J. RANDALL WOOLRIDGE 

J. Randall Woolridge is a Professor of Finance and the Goldman, Sachs & Co. and Frank P. Smeal Endowed 
Faculty Fellow in Business Administration in the College of Business Administration of the Pennsylvania State 
University in IJniversity Park, PA. In addition, Professor Woolridge is Director of the Smeal College Trading Room and 
President and CEO of the Nittany Lion Fund, L6,C. 

Professor Woolridge received a Bachelor of Arts degree in Economics from the University of North Carolina, a 
Master of Business Administration degree from the Pennsylvania State University, and a Doctor of Philosophy degree in 
Business Administration (major area-finance, minor area-statistics) from the University of Iowa. At Iowa he received a 
Graduate Fellowship and was awarded membership in Beta Gamma Sigma, a national business honorary society. He 
has taught Finance courses at the University of Iowa, Cornel1 College, and the University of Pittsburgh, as well as the 
Pennsylvania State University. These courses include corporation finance, commercial and investment banking, and 
investments at the undergraduate, graduate, and executive MBA levels. 

Professor Woolridge's research has centered on the theoretical and empirical foundations of corporation finance 
and financial markets and institutions. He has published over 35 articles in the best academic and professional journals in 
the field, including the Journal of Finance, the Journal of Financial Economics, and the Haivard Business Review. His 
research has been cited extensively in the business press. His work has been featured in the New York Times, Forbes, 
Fortune, The Economist, Financial World, Barron's, Wall Street Journal, Business Week, Washington Post, Investors' 
Business Daily, Worth Magazine, USA Today, and other publications. In addition, Dr. Woolridge has appeared as a 
guest on CN"s Money Line and CNBC's Morning Call and Business Today. 

The second edition of Professor Woolridge's popular stock valuation book, The Streetsmart Guide to 
Valuing ~f Stock (McGraw-Hill, 2003), was released in its second edition. He has also co-authored Spinofs and 
Equity Carve-Outs: Achieving Faster Growth and Better Performance (Financial Executives Research Foundation, 
1999) as well as a new textbook entitled Applied Principles of Finance (Kendall Hunt, 2006). Dr. Woolridge is a 
founder and a managing director of www.valuem-p.. - a stock valuation website. 

Professor Woolridge has also consulted with and prepared research reports for major corporations, financial 
institutions, and investment banking f m s ,  and government agencies. In addition, he has directed and participated in 
over 500 university- and company- sponsored professional development programs for executives in 25 countries in 
North and South America, Europe, Asia, and Africa. 

Dr. Woolridge has prepared testimony and/or provided consultation services in the following cases: 

Pennsylvania: Dr. Woolridge has prepared testimony on behalf of the Pennsylvania Office of Consumer Advocate 
in the following cases before the Pennsylvania Public Utility Commission: Bell Telephone Company (R-8 1 18 19), 
Peoples Natural Gas Company (R-8323 1 S ) ,  Pennsylvania Power Company (R-832409), Western Pennsylvania 
Water Company (R-83238 l), Pennsylvania Power Company (R-842740), Pennsylvania Gas and Water Company 
(R-850 178), Metropolitan Edison Company (R-860384), Pennsylvania Electric Company (R-8604 13), North Penn 
Gas Company (R-860535), Philadelphia Electric Company (R-870629), Western Pennsylvania Water Company (R- 



870825), York Water Company (R-870749), Pennsylvania-American Water Company (R-8809 16), Equitable Gas 
Company (R-880971), the Bloomsburg Water Co. (R-89 1494), Columbia Gas of Pennsylvania, Inc. (R-891468), 
Pennsylvania-American Water Company (R-90562), Breezewood Telephone Company (R-901666), York Water 
Company (R-9018 13), Columbia Gas of Pennsylvania, Inc. (R-901873), National Fuel Electric utility Company (R- 
9 1 1912), Pennsylvania-American Water Company (R-911909), Borough of Media Water Fund (R-9 12150), UGI 
Utilities, Inc. - Electric Utility Division (R-922 19.5), Dauphin Consolidated Water Supply Company - General 
Waterworks of Pennsylvania, Inc, (R-932604), National Fuel Electric utility Company (R-932548), Commonwealth 
Telephone Company (I-920020), Conestoga Telephone and Telegraph Company (1-9200 lS), Peoples Natural Gas 
Company (R-932866), Blue Mountain Consolidated Water Company (R-932873)’ National Fuel Gas Company (R- 
94299 l), UGI - Gas Division (R-953297), UGI - Electric Division (R-953534), Pennsylvania-American Water 
Company (R-973944), Pennsylvania-American Water Company (R-994638), Philadelphia Suburban Water 
Company (R-994868;R-994877;R-994878; R-9948790), Philadelphia Suburban Water Company (R-994868), 
Wellsboro Electric Company (R-000 163S6), Philadelphia Suburban Water Company (R-000 167SO), National Fuel 
Electric utility Company (R-00038 168), Pennsylvania-American Water Company (R-00038304)’ York Water 
Company (R-00049 165), Valley Energy Company (R-00049345), Wellsboro Electric Company (R-000493 131, 
National Fuel Gas Utility Corporation (R-00049656), T.W. Phillips Gas and Oil Co. (R-00051178), PG Energy (R- 
00061365), City of Dubois Water Company (Docket No. R-00050671), R-00049165), York Water Company (R- 
00061322), and Emporium Water Company (R-00061297). 

New Jersey: Dr. Woolridge prepared testimony for the New Jersey Department of the Public Advocate, Division of Rate 
Counsel: New Jersey-American Water Company (R-9 lO813994, New Jersey-American Water Company (R- 
920909084, and Environmental Disposal Corp (R-940703 19). 

Alaska: Dr. Woolndge prepared testimony for Attorney General’s Office of Alaska: Golden Heart Utilities, Inc. and 
College Utilities Corp. (Water Public Utility Service TA-29-118 and Sewer Public Utility Service TA-82-97). 

Arizona: Dr. Woolridge prepared testimony for Utility Division Staff of the Arizona Corporation Commission, Arizona 
Public Service Company (Docket No. E-0 1345A-06-0009). 

Hawaii: Dr. Woolridge prepared testimony for the Hawaii Office of the Consumer Advocate: 
Community Services, Inc. (Docket No. 7718). 

East Honolulu 

Delaware: Dr. Woolridge prepared testimony for the Delaware Division of Public Advocate: Artesian Water Company 
(R-00-649). Dr. Woolridge prepared testimony for the Staff of the Public Service Commission: Artesian Water 
Company (R-06-1.58). 

Ohio: Dr. Woolridge prepared testimony for the Ohio Office of Consumers’ Council: SBC Ohio (Case No. 02-1280- 
TP-UNC R-00-649), and Cincinnati Gas &. Electric Company (Case No. 05-0059-EL-AIR). 

Texas: Dr. Woolridge prepared testimony for the Atmos Cities Steering Committee: Mid-Texas Division of Atmos 
Energy Corp. (Docket No. 9670). 

New York: Dr. Woolridge prepared testimony for the County of Nassau in New York State: L,ong Island Lighting 
Company (PSC Case No. 942354). 

Florida: Dr. Woolridge prepared testimony for the Office of Peoples Counsel in Florida: Florida Power & Light Co. 
(Docket No. 050045-EL). 



Connecticut: Dr. Woolridge prepared testimony for the Office of Consumer Counsel in Connecticut: United 
Illuminating (Docket No. 96-03-29), Yankee Gas Company (Docket No. 04-06-01), Southern Connecticut Gas 
Company (Docket No. 03-03-17), the United Illuminating Company (Docket No. 05-06-04), Connecticut Light and 
Power Company (Docket No. 05-07-18), Birmingham Utilities, Inc. (Docket No. 06-05-10), Connecticut Water 
Company (Docket No. 06-07-08), and Connecticut Natural Gas Corp. (Docket No. 06-03-04). 

California: Dr. Woolridge prepared testimony for the Office of Ratepayer Advocate in California: San Gabriel Valley 
Water Company (Docket No. 0.5-08-021). 

South Carolina: Dr. Woolridge prepared testimony for the Office of Regulatory Staff in South Carolina: South 
Carolina Electric and Gas Company (Docket No. 200.5-1 13-G), Carolina Water Service Co. (Docket No. 2006-87-WS), 
Tega Cay Water Company (Docket No. 2006-97-WS), TJnited Utilities Companies, Inc. Company (Docket No. 2006- 
107-WS). 

Missouri: Dr. Woolridge prepared testimony for the Department of Energy in Missouri: Kansas City Power & Light 
Company (CASE NO. ER-2006-03 14). 

Kentucky: Dr. Woolridge prepared testimony for the Office of Attorney General in Kentucky: Kentucky-American 
Water Company (Case No. 2004-00103), Union Heat, Light, and Power Company (Case No. 2004-00042), Kentucky 
Power Company (Case No. 200.5-00341), Union Heat, Light, and Power Company (Case No. 2006-00172), 

Washington, D.C.: Dr. Woolridge prepared testimony for the Office of the People's Counsel in the District of Columbia: 
Potomac Electric Power Company (Formal Case No. 939). 

Washington: Dr. Woolridge consulted with trial staff of the Washington Utilities and Transportation Commission 
on the following cases: Puget Energy Corp. (Docket Nos. UE-011570 and TJG-011571); and Avista Corporation 
(Docket No. UE-011514). 

Kansas: Dr. Woolridge prepared testimony on behalf of the Kansas Citizens' Utility Ratepayer Board Utilities in the 
following cases: Western Resources Inc. (Docket No. 0 1 -WSRE-949-GIE), UtiliCorp (Docket No. 02-UTCG70 1- 
CIG), and Westar Energy, Inc. (Docket No. 05-WSEE-981-RTS). 

FERC: Dr. Woolridge has prepared testimony on behalf of the Pennsylvania Office of Consumer Advocate in the 
following cases before the Federal Energy Regulatory Commission: National Fuel Gas Supply Corporation (RP-92-73- 
000) and Columbia Gulf Transmission Company (RP97-52-000). 

Vermont: Dr. Woolridge prepared testimony for the Department of Public Service in the Central Vermont Public 
Service (Docket No. 6988) and Vermont Gas Systems, Inc. (Docket No. 7160). 
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DImCT TESTIMONY OF 

CHARLES W. KING 

OUALIFICAI'IONS 

Q. PLEASE STATE YOUR NAME, POSITION AND RIJSINESS ADDRESS. 

A. My name is Charles W. King. I am President of the economic consulting firm of 

Snavely King Majoros O'Connor & Lee, lnc. ("Snavely King"). My business 

address is 11 11 14fh Street, N.W., Suite 300, Washington, D.C. 20005. 

Q. PLEASE DESCRIBE SNAVELY KING. 

A. Snavely King, formerly Snavely, King & Associates, Inc., was founded by the late 

Carl M. Snavely and myself in 1970 to conduct research on a consulting basis into 

the rates, revenues, costs and economic performance of regulated firms and 

industries. The firm has a professional staff of 12 economists, accountants, 

engineers and cost analysts. Most of its work involves the development, 

preparation and presentation of expert witness testimony before federal and state 

regulatory agencies. Over the course of its 37-year history, members of the firm 

have participated in over 1000 proceedings before almost all of the state 

2 
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Witness: Charles W. King 
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Date: April 27,2007 
Case No.: 2006-00464 

cornmissions and all Federal commissions that regulate utilities or transportation 

industries. 

HAVE YOU PREPARED A SUMMARY OF YOUR QUALIFICATIONS 

AND EXPERIENCE? 

Yes. Attachment A is a summary of my qualifications and experience. 

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN 

REGULATORY PROCEEDINGS? 

Yes. Attachment B is a tabulation of my appearances as an expert witness before 

state and federal regulatory agencies 

FOR WHOM ARE YOU APPEARING IN THIS PROCEEDING? 

I am appearing on behalf of the Kentucky Attorney General. 

WHAT IS THE OBJECTIVE OF YOUR TESTIMONY? 

The objective of this testimony is to briefly present the Attorney General’s 

position with regard to the Experimental Customer Rate Stabilization (“CRS”) 

3 
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mechanism that has been proposed by Atmos Energy Corporation (“Atmos,” or 

“the Company”) in this case. I will also comment on the rate design changes that 

Atmos has requested, and I will make an alternative recommendation. 

CUSTOMER RATE STABILIZATION MECHANISM 

Q. PLEASE DESCRIBE THE CRS MECHANISM THAT ATMOS HAS 

PROPOSED. 

A. Atmos proposes that beginning in March of 2008 and continuing for each of the 

subsequent five years, it would submit an annual filing that would present the 

financial results for the previous calendar year (the “Evaluation Period”) and 

forecast financial results for the 12 months beginning May 1 through April 30 of 

the following year (the “Rate Effective Period”). The forecast for the Rate 

Effective Period would include Commission-approved pro forma adjustments; 

known and measurable changes; and the budgeted capital additions, depreciation 

accruals and deferred taxes for the first six months of the period. 

The Commission and the Attorney General’s office would have 45 days, from 

March 3 1 to April 15, to review this filing, submit data requests, and determine the 

propriety of the Company’s forecasts. If the approved forecast indicates that the 

Company will earn more or less than the most recently approved rate of return on 
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equity, the Company’s rates will be adjusted upward or downward on May 1 to 

correct for the deficiency or excess in earnings. Beginning in the second year of 

the program, the annual rate adjustment will also reflect a true up between the 

previously forecast results and the actual results during the historical Evaluation 

Period. 

If the Commission has not determined the propriety of the Rate Effective Period 

forecast by May 1, the Company’s proposed rate adjustment would go into effect 

subject to refund until the Commission formally approves the forecast. 

WHAT JUSTIFICATION DOES ATMOS OFFER FOR THIS 

MECHANISM? 

Atmos witness Gary Smith claims that the CRS would “provide assurance to the 

customers, Commission, Attorney General’s office and the Company that the rates 

in place are appropriate, or that those rates would be decreased or increased to the 

correct amount, assuring that the customer only pays the most current and 

appropriate rate.’’ Mr. Smith also argues that this mechanism would avoid the 

costly and resource-intensive traditional rate cast process. He believes that the 

CRS would substitute the rate case procedure with “a simple, straightforward and 

financially transparent process that would ensure that the customer pays only the 
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appropriate rate.” This process, argues Mr. Smith, would eliminate suspicions that 

the Company’s earnings are too high. 

IS THIS A VALID JUSTIFICATION FOR THE CRS? 

No. The mechanism would not provide assurance that rates are appropriate 

because it would remove the incentive for Atmos to control its costs. It would not 

be a simple, straightforward process because it would not reduce the complexity or 

controversy associated with establishing the Company’s revenue requirement. Its 

schedule is totally infeasible. It would not be transparent because it would be 

conducted entirely within the confines of the Commission and Attorney General 

staffs with no public record of the proceedings or of the basis for the ratemaking 

decisions. 

WHY DO YOU SAY THAT THE CRS WOULD REMOVE THE 

INCENTIVE FOR ATMOS TO CONTROL ITS COSTS? 

The major problem with cost-plus utility rate regulation is that it deprives the 

regulated company of the incentive to control costs. If all costs are automatically 

passed through to monopoly service ratepayers, then the utility experiences 

minimal, if any, risks. If approved, the CRS would be a disincentive for utilities 

like Atmos to pursue yet further improvements in operating efficiency or 
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technological enhancement. In the end, any promise to control costs and maximize 

efficiency is only as good as the incentives a company has to hold up to those 

promises. This is why the traditional rate-making processes and procedures were 

invented in the first place - to shed light on complex decision making processes 

and provide adequate time for regulators to conduct thorough discovery and 

evaluate findings with the assistance of experts. The CRS would constitute a step 

backwards in this regard, because it would not provide enough time to conduct 

discovery and evaluate company-supplied data. 

WOULD THE CRS BE A SIMPLE, STRAIGHTFORWARD PROCESS, AS 

ATMOS CONTENDS? 

No. The only rate case issue that would be avoided under the CRS would be rate 

of return to equity. Atmos has left open all of the other revenue requirements 

issues to be resolved in the CRS review. It would allow the utility, the staff and 

the Attorney General to suggest pro forma adjustments to the prospective year’s 

financial results. It would employ forecasts of capital expenditures and plant 

retirements. Even the capital structure into which the return on equity is inserted 

would be subject to adjustment. 

Nor would issues of rate design be avoided. The CRS tariff calls for adjustments 

in “rates” without specifying which rates. Would the CRS adjustment be a 
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percentage surcharge, a mcf surcharge, or a per-customer surcharge? Would it be 

a surcharge at all, or would it call for annual adjustments in base rates? These 

issues would presumably be decided in the course of the “simple straightforward” 

CRS process. 

Q. WOULD THE CRS BE ADMINISTRATIVELY FEASIBLE? 

A. As proposed by Atmos, it would not be. Atmos’s plan is to allow 45 days from 

submission of its CRS data to Commission decision. In response to data requests, 

Atmos has suggested that this would allow for two rounds of data requests, with 

the requests prepared in five days and the responses in 10 days. The discovery 

period would last 42 days, leaving three days for a Commission decision.’ As 

noted in response to the last question, virtually all rate case issues other than return 

on equity would be under consideration. Moreover, in the second year forward, 

the review would include a retrospective examination of the past year’s results, 

something that does not have to happen in a rate case. 

It is inconceivable that this schedule can be met. If it is met, it would only be 

because the Commission staff and Attorney General’s Office gave the filing a very 

perfunctory review, and the Commission gave it no review at all. 

Atmos response to KPSC data request 2-58. 1 
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WOULD THE CRS BE FINANCIALLY TRANSPARENT, AS ATMOS 

CONTENDS? 

No. To the contrary, it appears that the CRS review process would be conducted 

through three-way negotiations among the Company, the Commission Staff and 

the Attorney General’s Office with no public record and little opportunity for 

individual consumers or consumer groups to participate. Given the compressed 

schedule, it is doubtful that the Commission itself would have much involvement. 

Its only role would be to vote up or down the recommendations of its staff. To the 

general public, the CRS would appear as a “black box” process that each year 

would increase their gas rates. 

ATMOS STATES THAT MISSISSIPPI AND LOUISIANA HAVE 

PROGRAMS IN PLACE SIMILAR TO THE CRS THAT ATMOS IS 

PROPOSING IN KENTUCKY - HOW DO THEY COMPARE? 

Each of these programs involves a “dead band” range of rates of return around an 

approved level of return. Within that dead band, there are no adjustments in rates. 

In Mississippi, the dead band is 100 basis points higher or lower than a 

“Performance Based Benchmark Return” which reflects a comparison of the 

Company’s rates against the rates of a comparison group of gas companies. In 
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Louisiana, the approved range is 10.0 to 10.8 percent, and rate adjustments are 

designed only to reach the bottom or the top of that range. 

These programs thus retain some level of incentive to maintain cost controls so as 

to enhance its earnings, albeit within the dead band. The programs are also based 

on historical, recorded costs and revenues, not forecasts. They thus involve one 

year’s regulatory lag as a hrther incentive toward efficiency and cost containment. 

However, even in these states, Atmos reports that the Mississippi Stable Rate 

mechanism has resulted in rate increases of 37.833 percent since its inception in 

1992. The Louisiana clause adjustments have resulted in nothing but repeated rate 

increases. 2 

Atmos response to KPSC data request 3-2 1 I 
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1 

2 Q. DOES ATMOS NEED A CRS? 

3 

4 A. No. Atmos already has an array of risk-reducing rate mechanisms: 

5 

6 The Gas Cost Adjustment protects the Company from fluctuations in the cost of 

7 gas, gas transportation and gas storage. 

8 

9 The Weather Normalization Adjustment protects the Company from fluctuations 

10 

11 

12 

in revenues due to variations in winter weather. 

The Experimental Performance Rased Rate Mechanism allows the Company to 

13 receive added compensation if it can improve on the market prices for purchased 

14 gas. 

1s 

16 The Margin Loss Recovery Rider partially protects the Company from revenue 

17 losses due to alternate fuel price competition, special contracts, and bypass of the 

18 Company’s distribution system. 

19 

20 

21 

The Demand Side Management Rider allows the Company to pass through the 

costs of DSM programs, dollar for dollar. 

22 
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The Research & Development Rider allows the Company to pass through, dollar 

for dollar, its contribution to the Gas Technology Institute. 

Q. WHAT IS YOUR RECOMMENDATION WITH RESPECT TO THE CRS? 

A. I recommend that the CRS be rejected. 

RATE DESIGN 

Q. WHAT CHANGES DOES THE COMPANY PROPOSE IN ITS RATE 

DESIGN? 

A. Atmos proposes to increase sharply the “base” charges, that is, the flat monthly 

charges per customer that do not vary with consumption. The Company partially 

offsets these customer charge increases with reductions in the first (under 300 mcf) 

block of the commodity charge. The “tail blocks” of the commodity charge that 

are paid only by larger commercial and industrial customers are increased. A 

summary of these changes is as follows: 

12 
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1 

Present Proposed 
Rate Rate 

Customer Charge - Res $ 7.50 $ 13.00 
Customer Charge - Non-Res $ 20.00 $ 35.00 

Commodity Charge3 
1st 300 mcf $ 9.9769 $ 9.6969 
Next 14,700 mcf $ 9.4459 $ 9.5519 
Over 15,000 mcf. $ 9.2169 $ 9.2868 

Excluding Purchased Gas4 
1 st 300 mcf $ 1.1900 $ 0.9100 
Next 14,700 mcf $ 0.6590 $ 0.7650 
Over 15,000 mcf. $ 0.4300 $ 0.4999 

2 

3 

4 Q. WHAT REASONS DOES ATMOS PROVIDE FOR THESE RATE 

5 CHANGES? 

6 

7 A. Atmos witness Gary Smith argues that most of the Company’s distribution costs 

8 are fixed, that is, they do not vary with the volume of gas flowing through the 

9 distribution system. He concludes that it is therefore inappropriate to recover these 

10 costs on a volumetric basis through a per-mcf charge. The company’s position is 

11 that: (a) such a charge gives the wrong price signal to the customer because it 

12 conveys the impression that the volume of gas is a major driver of distribution 

Applies to all fm sales service classes. 
Applies to fm transportation service classes. 4 
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costs; and (b) when customers conserve, it exposes the Company to revenue losses 

that are not offset with cost savings. 

Q. DO YOU AGREE WITH THE COMPANY’S RATIONALE? 

A. To a certain extent, yes, but with major, important qualifications. First of all, the 

Company’s rationale would be much more persuasive if it did not have the risk- 

reducing rate features that I have listed earlier in this testimony. As it is, the 

Company is already protected from the principal source of risk, weather, by the 

Weather Normalization Adjustment. 

Moreover, the cost of the distribution system in the long run does in fact vary to 

some extent with the volume of gas distributed, particularly the volume of gas 

distributed during the peak months of the year. The cost allocations in Mr. 

Uffelman’s cost of service study attest to this relationship. 

From the consumers’ perspective, a rate design that concentrates pricing in the 

volumetric portion of the charge gives ratepayers choices as to how to control their 

costs. On the other hand, a design in which pricing concentrates on the customer 

charge does not give a price signal to ratepayers, and thus is not consumer 

friendly. From the public interest standpoint, a rate . design that concentrates 

pricing on the volumetric component encourages conservation of what is rapidly 

14 



1 

2 

Witness: Charles W. King 
Type of Exhibit: Direct Testimony 
Sponsoring Party: Kentucky Attorney General 

Date: April 27,2007 
Case No.: 2006-00464 

becoming a scarce resource: natural gas. For these reasons, I have reservations 

regarding Atmos’ rationale. 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 Q. HOW WOULD INCREASED CUSTOMER CHARGES AFFECT THE 

18 VARIOUS CLASSES? 

19 

20 A. For the large commercial, industrial and public authority classes, the customer 

Based on these reservations, I strongly object to the Company’s proposal to reduce 

the under 300 mcf rate when it is increasing rates overall. The actual effect of this 

rate adjustment is to award rate reductions to commercial and industrial customers 

whose monthly consumption is close to the 300 mcf threshold. It is unreasonable 

to grant rate reductions to some customers when most customers are experiencing 

rate increases. For this reason, I recommend holding the under 300 mcf 

commodity rate at its present level. 

With this adjustment, I recommend that in this case, the residential increase be 

flowed into the customer charge, but at a much lower level than the Company has 

proposed. The company’s proposal to nearly double the residential customer 

charge is altogether excessive. 

21 charge has relatively little impact, so the mcf charges necessarily must be 

1s 
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increased for these customers. Since only these large customers pay the tail blocks 

(over 300 mcf) of the rate schedule, these block rates should be increased. 

As between the residential and commercial classes, a proposal to flow increases 

into the customer charge disproportionately increases the burden on the residential 

class. That is because of the much smaller size of the average residential customer 

relative to the average commercial customer. For this reason, it is necessary to 

examine the distribution of costs among the classes, analyzed by Atmos witness 

Uffelman, and then revisit the level of the customer charges. 

’ 

WHAT DOES MR. UFFELMAN’S CLASS COST OF SERVICE STUDY 

SHOW? 

Based on actual revenues and costs for the year ending August 31, 2006, Mr. 

Uffelman’s study finds the following class rates of return: 

Firm Residential 6.24% 

Firm Commercial 5.08% 

Firm Industrial 6.01% 

Small Interruptible & Carriage 25.92% 

Large Interruptible & Carriage 3.68% 
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WHAT DO THESE RESULTS SUGGEST? 

They suggest that rates should be increased by a common percentage among the 

firm customer classes, but that the small interruptible and carriage class should be 

increased less than the large interruptible and carriage class. 

DO THE COMPANY’S PROPOSED RATE INCREASES CONFORM TO 

THIS PATTERN? 

No. In Exhibit CWK-1, I multiply the present and the Company’s proposed rates 

by the July 2006 - June 2007 billing units that Mr. Smith lists in his Exhibit GLS- 

7. I derive the following percentage rate changes for the firm sales service classes: 

Residential 6.41% 

Coiwnercial 4.14% 

Industrial -0.16% 

Public Authority 0.32% 

The results for the interruptible and carriage classes are obscured by the fact that 

Mr. Uffelman’s categorization of customers does not appear to match the listing of 

the rate schedules. 

IS IT POSSIBLE TO EQUALIZE THE RATE INCREASE AMONG THESE 

22 CLASSES? 

17 
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It is possible to equalize the rate increase as between the residential and the 

combined commercial, industrial, and public authority classes. That is because the 

residential class has a different customer charge from the other classes. However, 

as long as all firrn service Customers pay a common schedule of mcf commodity 

rates, it is not possible to ensure that the three non-residential classes experience 

the same rate increase. That is because these classes contain customers of 

significantly different sizes, so that the impact of different increases in the 

customer charges and the block commodity rates varies among them. 

IF YOU WERE TO ACCEPT THE COMPANY’S OVERALL, TARGET 

FOR REVENUE RECOVERY FROM FIRM SERVICE SALES 

CUSTOMERS, WHAT PERCENTAGE INCREASE WOULD EQUALIZE 

THE IMPACT ON RESIDENTIAL AND NON-RESIDENTIAL 

CUSTOMERS? 

On page 1 of Exhibit CWK-1, I calculate that increase as 5.14 percent. 

HAVE YOIJ DEVELOPED RATES THAT IMPLEMENT YOUR 

RECOMMENDATIONS? 

18 
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1 A. Yes. In Exhibit CIVIC-1, I develop rates that (1) hold the under 300 mcf 

2 commodity charge at its present level, (2) accept the Company’s proposed 

3 increases in the tail block mcf rates for the industrial and public authority classes, 

4 and (3) equalize the rate increase as between the residential and non-residential 

5 classes at 5.14 percent. The equalization is accomplished by adjusting the 

6 customer charges to recover the needed revenue. The resultant rate schedule is as 

7 follows: 

8 

Present Recommended 
Rate Rate 

Customer Charge - Res $ 7.50 $ 10.68 
Customer Charge - Non-Res $ 20.00 $ 34.75 

Commodity Charge5 
1 st 300 mcf $ 9.9769 $ 9.9769 
Next 14,700 mcf $ 9.4459 $ 9.5519 
Over 15,000 mcf. $ 9.2169 $ 9.2868 

9 

10 Q. 

11 

12 

13 A. 

14 

15 

16 

WHAT ARE THE CLASS RATE INCREASES UNDER THIS 

RECOMMENDED SCHEDULE? 

As I mentioned earlier, it is impossible to adjust the commercial, industrial, and 

public authority rates to yield the same increase, but I have equalized the overall 

increase as between the residential and the non-residential classes, as follows: 

Residential 5.14% 

Applies to all firm sales service classes. 
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Commercial 6.33% 

Industrial 1.18% 

Public Authority 2.45% 

Combined Commercial, 
Industrial and Public Authority 5.14% 

HOW SHOULD RATES BE ADJUSTED IF ATMOS RECEIVES LESS 

REVENUE THAN IT IS REQUESTING? 

If Atmos receives less revenue than it is requesting, the reduction should come out 

of the customer charges, both residential and non-residential. This adjustment 

would reduce the disproportionate increase being borne by commercial customers 

within the non-residential customer classes. It would also reduce the disparity in 

the increase among individual residential customers. 

WHAT RECOMMENDATIONS CAN YOU OFFER WITH RESPECT TO 

THE INTERRUPTIBLE, TRANSPORTATION AND CARRIAGE RATES? 

As with the firm sales service rates, I recommend that the initial block commodity 

rates not be reduced. Again, this is to prevent some customers from receiving rate 

reductions when most customers are experiencing rate increases. The added 

revenue fi-om the initial block adjustment will have to be offset by reductions in 

20 
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the tail blocks. Most customers in these classes are too large for the customer 

charge to have much of an impact. 

CAN YOU OFFER ANY SUGGESTIONS WITH RESPECT TO MR. 

UFFELMAN’S COST OF SERVICE STUDY? 

Yes. His study would be much more useful if it clearly identified customer classes 

by rate schedule. In particular, the study should separate costs and revenues for 

(1) firm transportation, (2) carriage and (3) interruptible sales customers. It would 

then be possible to adjust the changes in the respective rate schedules according to 

their relative cost responsibility. 

DOES THIS COMPLETE YOUR DIRECT TESTIMONY? 

Yes, it does. 

15 
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