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In Regard to the Testimony of Robert J. Henkes

Witness Responsible:
ROBERT J. HENKES

QUESTION 1:

RESPONSE:

Please provide copies of all workpapers used in preparation
of testimony by Mr. Henkes.

Mr. Henkes did not use any workpapers in the preparation
of his testimony. In preparing his testimony and testimony
exhibits, Mr. Henkes relied on Atmos’ filing material,
responses to initial and follow-up data requests issued by
the PSC and the AG, and recommendations made by other
AG witnesses (Dr. Woolridge and Mr. Majoros). Any source
material used and calculations made by Mr. Henkes in the
preparation of his testimony are included in the footnotes in
his testimony and on all of the RJH schedules.






Witness Responsible:
ROBERT J. HENKES

QUESTION 2:

RESPONSE:

Please provide copies of all testimonies filed by Mr. Henkes
for the past three years.

All testimonies filed by Mr. Henkes before any regulatory
authority in the last three years are listed with an asterisk (*)
in Appendix I attached to Mr. Henkes’ testimony. These
testimonies are a matter of public record and can be
obtained from the appropriate public agencies.

Note: all cases listed in Appendix I without an asterisk (*)
are cases in which Mr. Henkes was involved as an expert
witness, but no testimonies were filed.






Witness Responsible:
ROBERT J. HENKES

QUESTION 3:

RESPONSE:

On page 8, line 16 of Mr. Henkes’ testimony, he states that
Atmos Energy “does not propose to recognize the
incremental Late Payment Fees that would be generated by
the requested increase in this case”. How does Mr. Henkes
reconcile this statement with the Company’s
recommendation, in its response to AG DR 2-22(c), “that the
0.87% factor be included in the proof of revenues in the
process of rate design, applicable only to the firm sales
classes of Residential, Commercial and Public Authority”?

Mr. Henkes acknowledges that Atmos, in response to data
request AG-2-22, did come up with its own proposed
approach regarding the  incremental Late Payment Fees.
For a more detailed response addressing this issue, please
refer to Mr. Henkes’ response to PSC data request to the AG,
Item no. 1.






Witness Responsible:
ROBERT J. HENKES

QUESTION 4: On page 9, line 7 of Mr. Henkes’ testimony, he states “the
recommended Gross Revenue Conversion Factor of 1.633302
was also calculated by the Company in its response to AG-2-
22”. Did the Company qualify the application of the
requested calculation? If so, what reservations did Atmos
Energy state in its response?

RESPONSE:

Yes. The Company’s reservations were as follows:

“However, including the Late Payment Fee revenues in
the GRFC would not be appropriate since the 0.87%
budgeting factor applies only to the gross firm sales
revenues of Residential, Commercial and Public
Authority classes. The GRFC typically applies to total
gross revenues, so the above calculation would
overstate the impact of Late Payment Fees. Thus, the
Company would recommend that the 0.87% factor be
included in the proof of revenues in the process of rate
design, applicable only to the firm sales classes of
Residential, Commercial and Public Authority.”

Also, please refer to Mr. Henkes response to PSC data
request to the AG, Item no. 1 where this issue is discussed in
more detail. In that response, Mr. Henkes also points out
that, under the rationale expressed by the Company in the
above-referenced reservations, the Company’s proposal to
include the 0.50% uncollectible ratio in the GRFC would
result in overstated uncollectible expenses in this case.






Witness Responsible:
ROBERT ]. HENKES

QUESTION 5:

RESPONSE:

Mr. Majoros reduced plant in service in rate base by
$1,016,900 to reflect the transfer of the recoverable portion of
cushion gas from account 352.03 to account 117. Neither Mr.
Henkes nor Mr. Majoros have included this recoverable
cushion gas in rate base. Would Mr. Henkes agree that the
investment in recoverable cushion gas is an investment used
to provide service to utility customers? If not, why not?

In this case, Mr. Henkes has adopted the forecasted test
period plant in service and accumulated depreciation
reserve balances recommended by Mr. Majoros. Mr. Henkes
did not review and is not familiar with the reasons
underlying the adjustments made by Mr. Majoros to arrive
at his recommended plant and reserve balances. Mr. Henkes
is therefore not able to render an opinion on the question
referenced above.






Witness Responsible:
ROBERT J. HENKES
Page 1 of 2

QUESTION 6: Please reference the Company's response to AG DR 1-51 and AG
DR 2-32. Two of the Company's sub accounts are listed and they
subtotal $53,614 for sub account 4040 "Community Relations and
Trade Shows" and $125,356 for sub account 4046 "Customer
Relations and Assistance". The Company's response to AG DR 2-
32 explains the general nature of these expenses and lists
examples from both sub accounts. Expenses in sub account 4046
include items such as internet related tools for customers
(Enercom, Inc. and Enhanced Systems), billing inserts addressing
energy conservation tips and budget billing options (Rad
Graphx), and Federally-mandated customer communications
under RP 1162 (RBMM).

A. Please explain why the Company should not be
allowed to recover the type of expenses included in
sub account 4046 "Customer Relations and
Assistance".

B. Are there any types of customer relations expenses
that the witness believes are recoverable in rates? If
yes, explain and give specific examples.

RESPONSE:

a/b. In AG-1-51, Mr. Henkes made the following request:

“ Please provide a listing, description (including account
number) and dollar amount of all public relations and
contmunity relations expenses in the above-the-line forecasted
test year O&M expenses. This expense analysis should also
include the public relations and community relations
expenses included in the allocations to Kentucky from the
SSU and General Office.” (emphasis supplied)

In its response to AG-1-51, the Company identified $178,970 worth of the
requested public relations and community relations expenses, but without a
specific detailed listing Witness Responsible:

ROBERT J. HENKES

Question: 6



Page 2 of 2

and description. The only details and description the
Company chose to provide was two sub accounts, 4040 and
4046, entitled Community Relations & Trade Shows and
Customer Relations & Assistance.

Mr. Henkes excluded the entire $178,970 for ratemaking
purposes in this case because this is the expense amount that
the Company identified to represent public relations and
conmmunity relations expenses in its response to AG-1-51. In
this regard, Mr. Henkes also noted that the $100,000 expense
disallowance that the Company itself proposed in this case
included the exclusion of Community Relations & Trade
Shows and Customer Relations & Assistance expenses (see
response to AG-1-59).

The Company’s response to AG-2-32(b) states that the
$178,970 community relations expenses include, among
other things, community ads and activities, builder relations
and promotional items for various community activities.
Mr. Henkes does not believe that these activities are
required for the provision of safe, adequate and reliable gas
service and should therefore not be charged to the
ratepayers. In its response to AG-2-32(b), the Company has
listed some examples that may be included for rate-making
purposes based on the description of these items (all
examples except the Bob Lilly promotions). If the Company
can quantify these examples, Mr. Henkes would certainly be
willing to remove them from his recommended expense
adjustment of $178,970.

Mr. Henkes’ recommendation to exclude public relations
and community relations expenses for ratemaking purposes
is consistent with Commission precedent. For example, as
shown in Appendix D of the Commission’s Order in
ULH&P’s base rate case, Docket No. 2001-00092, the
Commission approved the rate exclusion of “Community
Relations” and “Marketing/Customer Relations” expenses.






Witness Responsible:
ROBERT J. HENKES

QUESTION 7:

RESPONSE:

On page 46 of Mr. Henkes’ testimony, he states “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 have been met”. Please explain
in detail why this statement would not apply to the Company’s
proposal to recover the uncollectible portion of gas costs
through the GCA.

The reasons for the recommended continuation of the recovery
of the uncollectible portion of gas costs through base rates are
clearly stated on pages 36 and 37 of Mr. Henkes’ testimony. I
also mention there that materiality should be considered a
factor and, as Mr. Henkes quantified on page 36, the
uncollectible portion of gas costs represents only 4% of the
Company’s total forecasted test year O&M expenses.
Furthermore, the Company can exert some control over
uncollectibles through the implementation of collection policies
that, by choice of management, could range from very stringent
and aggressive to relaxed.






Witness Responsible:
ROBERT J. HENKES

QUESTION 8:

RESPONSE:

Under traditional ratemaking, what ‘reasonable opportunity’
does Atmos Energy have to actually recover all of its fixed costs,
and therefore actually earn its authorized return, with declining
customer usage?

There are a myriad of factors that influence Atmos’ reasonable
opportunity to recover its fixed costs and earn its authorized
return. Therefore, the fact that the Company has declining
customer usage does not automatically mean that Atmos does
not have a reasonable opportunity to earn its authorized return.
This is particularly evident from the results shown in the
Company’s response to PSC-3-1. This response shows that
during the 6-year period 2000 through 2005, when Atmos
experienced declining average customer usage according to the
testimony of Company witness Gary Smith, Atmos - Kentucky
earned the following returns on equity:

2000 - 12.91%

2001 - 14.20%

2002 - 14.04%

2003 - 14.65%

2004 - 15.89%

2005 -12.12%






Witness Responsible:
ROBERT J. HENKES

QUESTION 9: With reference to Mr. Henkes testimony, page 43, lines 2-10,
please cite each authoritative source supporting the following
statements:

A. “Regulation is intended to be a substitute for competition”.

B. “This principle of regulation was designed to stimulate a
utility to act as if it were in a competitive industry”.

RESPONSE: The above-referenced statements describe truisms that anybody
who is involved in the regulation of the utility industry is familiar
with and should know. Mr. Henkes initially learned about these
truisms in utility regulation classes he took at the Michigan State
University graduate school and eventually became very familiar
with in his 32 years of utility regulatory experience. There have
been numerous articles by authoritative sources in Public Utilities
Fortnightly, as an example, addressing and confirming the above-
referenced statements. Another authoritative source is the well-
known publication “Accounting for Public Utilities” by Robert L.
Hahne and Gregory E. Aliff in which they confirm the above-
referenced statements. For example, in the introduction of their
book (paragraph 2.01) Messrs. Hahne and Aliff state:

“Public utility regulation can be defined in general terms
as control over the obligations and rights contracted
between a public utility and the various governmental
bodies allowing the utility to operate as a monopolistic
enterprise in an otherwise competitive business
environment. This control is for the purpose of providing
the consuming public both the benefits that would be
achieved by competition and the efficiencies of allowing a
monopolistic company to operate.”






Witness Responsible:
ROBERT J. HENKES

QUESTION 10: In Atmos Energy’s response to KPSC DR 2-60(b), a recent report

RESPONSE:

from the American Gas Association cites five states (Louisiana,
Mississippi, Oklahoma, Alabama and South Carolina) having
Rate Stabilization Mechanisms in place. Is it the witness’
position that these five state commissions which have
authorized mechanisms similar to the Atmos Energy’s proposed
CRS mechanism have “lost sight of the foundation upon which
the regulatory process was developed” (reference page 43 of the
Henkes testimony)?

As is evident from the response to KPSC DR 2-60(a) and (b),
none of the Rate Stabilization Mechanisms in place in these five
states are similar to the Company’s proposed CRS mechanism.
Since Mr. Henkes has never been involved as a regulatory
consultant in the above-referenced 5 states, he cannot express an
opinion regarding the above-referenced position.






Witness Responsible:
ROBERT J. HENKES

QUESTION 11:

RESPONSE:

How does the witness reconcile Atmos Energy’s low cost of
service with his conclusion that Atmos Energy has “lost sight
of the foundation upon which the regulatory process was
developed” (reference page 43 of the Henkes testimony)?

Mr. Henkes made the above referenced statement on page 43
of his testimony in connection with the Company’s proposal
to receive a guaranteed rate of return combined with the fact
that regulation is supposed to act as a substitute for
competition. Mr. Henkes did not make the above referenced
statement on page 43 of his testimony in connection with the
level of the Company’s cost of service. Mr. Henkes fails to see
what reconciliation Atmos is looking for.






Witness Responsible:
ROBERT J. HENKES

QUESTION 12: Given the witness’ support of “traditional ratemaking”, when, if

RESPONSE:

ever, should the Commission permit experiments with
alternative mechanisms?

The Commission could consider experiments with alternative
mechanisms if reasonable alternative rate mechanisms are
proposed that are not skewed in favor of the utility, provide
true benefits to the ratepayers, maintain an equitable
distribution of risk between the ratepayers and stockholders,
and continue to provide true incentives for the utility to operate
efficiently and provide safe, reliable and adequate utility service
at the lowest possible cost while having an opportunity to earn
a reasonable rate of return.






Witness Responsible:
ROBERT J. HENKES

QUESTION 13: With reference to page 44 of Mr. Henkes' testimony, what
evidence does the witness have that there is always another
cost to cut if one cost increases?

A. Is the witness saying that Atmos Energy’s cost of services
is immune to inflation?

B. Is there ever a limit to which expenses can be reduced?
Please explain.

RESPONSE:

a. No.

b. Expenses should not be reduced if this would result in a
deterioration of the quality of service and/or would put at
risk the utility’s ability to provide safe, adequate and
reliable gas service.






Witness Responsible:
ROBERT J. HENKES

QUESTION

RESPONSE:

14: With reference to page 44 of Mr. Henkes’ testimony, what
evidence does the witness have that the CRS will result in
“bloated budgets with little prospect for management
attention to cost containment”?

A. Define “bloated”.

B. Provide a list of all expense items proposed by Atmos
that the witness believes are “bloated”.

Mr. Henkes has no evidence that adoption of the proposed CRS
will definitely result in “bloated budgets with little prospect for
management attention to cost containment.” What Mr. Henkes
meant to convey with this statement is that adoption of the CRS will
remove or reduce the incentives for the Company to operate in the
most efficient manner and at the lowest possible cost, with potential
side effects of more relaxed management attention to cost
containment and expense budgets being larger than warranted for
operating efficiently and at the lowest possible cost.

a. Being larger than warranted for operating efficiently and at
the lowest possible cost.

b. Mr. Henkes' above-quoted statement referred to future
expense budgets under a CRS mechanism as proposed by the
Company. Other than the expense items for which Mr.
Henkes has recommended adjustments in this case, it is not
Mr. Henkes’ position that Atmos’ proposed expense budget
underlying the forecasted test period in this case is “bloated.”






Witness Responsible:
ROBERT ]. HENKES

QUESTION 15:
a.
b.
C.
d.
e.
RESPONSE:

What ability does Atmos Energy have to control declining

customer usage?

What factors does Mr. Henkes believe cause the decline
in customer usage?

Of those factors, which are directly affected by gas cost?

Of these factors, which does the witness believe are
within Atmos Energy’s control?

How can Atmos Energy recover fixed costs with
declining usage without a rate increase?

Is there a limit to the reduction in expenses that can be
made to offset affects of declining customer usage?

An analysis of the reasons for Atmos Energy’s claimed declining
customer usage and the potential remedies for this claimed trend
was not within the scope of Mr. Henkes” engagement in this case.
Mr. Henkes is therefore not in a position to answer this question.

po oo

See above.
See above.
See above.
Please refer to Mr. Henkes’ response to Atmos’ data request

to Mr. Henkes, Item No. 8.
e. Please refer to Mr. Henkes’ response to Atmos’ data request
to Mr. Henkes, Item No. 13b.






Witness Responsible:
ROBERT J. HENKES

QUESTION 16: Would the witness support a rider mechanism to offset the

RESPONSE:

impact of declining customer usage on Atmos Energy’s
return? If no, please provide an explanation.

A. If no, how can any utility recover operating costs in a
declining usage market?

B. Does the witness believe that customer usage will
continue to decline? Please explain.

As Mr. Henkes has testified; he does not believe a rider such as the
proposed CRS mechanism should be implemented. It is Mr.
Henkes’ understanding that the impact of declining customer
usage is already substantially mitigated by implementation of the
sharply increased fixed monthly customer charges proposed by
Atmos and recommended by AG witness King in this case.

a. Please refer to Mr. Henkes’ response to Atmos’ data request
to Mr. Henkes, Item No. 8.

b. Mr. Henkes has not conducted a study regarding that
subject and, therefore, is not in a position to render an
opinion on this matter.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

In regard to the Testimony of Michael J. Majoros, Jr.

Witness Responsible:
MICHAEL J. MAJOROS, JR.

QUESTION 17: Please provide copies of all workpapers used in preparation
of testimony by Mr. Majoros.

RESPONSE: See attached.



ATMOS ENERGY CORPORATION - SHARED SERVICES
Book Depreciation Study as of September 30, 2006
Snavely King Recommended Rates and Accruals

Account Description

GENERAL PLANT
390.09 improvements to Leased Premises
391.00 Office Fumiture and Equipment
397.00 Conumnunication Equipment
398.00 Miscelianeous 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
399.24 General Startup Cost
Total Depreciable General Plant
Fully Depreciated
Late Retirements
Total Shared Services Facilities

Sources:

Cols. (a) - (c) and (e) from Exhibit DSR-4.
Col. (d) from response to AG 1-87.

Col. (i} from Exhibit___(MJM-3).

Snavely King
Company Proposed Plant Only SK Total
9/30/2006 fowa Remaining Study COR  PlantOnly  Depreciation SK COR Total Depreciation
Balance ASL Curve Life Rate Rate Rate Expense COR Rate _Allowance Rate and COR
(@) b (o (d) (e) M ©=e)- (=) @ U] =@M W=lgl@  (=(h)+()
9,949,143 10.0 SQ 4 210 0.00 9.10 905,372 - 0.00 910 905,372
9,074,352 300 R2 16 2.13 0.00 2138 193,284 - 0.00 213 193,284
25,311,861 10,0 L3 8.4 8.45 0.00 8.45 2,138,852 0.0025 621.40 8.45 2,139,474
633,466 100 86 4.3 8.15 ¢.00 8.15 51,627 - 0.00 8.15 51,627
224,866 50 8Q 1 4.66 0.00 466 10,479 - 0.00 4.66 10,479
14,567,322 50 8Q 57 6.95 0.00 6.95 1,012,429 - 30.00 6.95 1,012,429
8,647,580 50 8Q 6.3 4.00 0.00 4.00 345,903 - 0.00 4.00 345,903
2,377,029 50 SQ 8.4 98.30 .00 9.30 221,064 - 0.00 8.30 221,064
6,691,156 40 SQ 3.9 1486 0.00 14.86 994,306 - 0.00 14.86 994,306
3,928,199 4.0 SQ 53 8.02 0.00 9.02 354,324 - 0.00 9.02 354,324
111,323,312 80 Si15 5 1111 0.00 1.1 12,368,020 - 0.00 1111 12,368,020
23,172,326 100 8Q 25 15.89 0.00 15.89 3,682,083 - 0.00 15.89 3,682,083
215,900,612 1032 22277742 22,278,363
5,331,910
4,363,383
225,595,905



ATMOS ENERGY CORPORATION - KENTUCKY
Book Dep ion Study as of September 30, 2005
Snavely King Recommended Rates and Accruals

Snavely King
Company Proposed Plant Only SK Total
9/30/2005 lowa  Remaining ELG COR Plant Only Depreciation SK COR Total Depreciation
Aggount Degeription Balance ASL Curve Life Rate Hate Rate Expense COR Rate _Allowance Bate and COR
(a) (b) (©) (d) (e) U] (@)=(e)-th (h)=(a)(g) (0] 0=@r@®  K=(@+@ (N=(h)+()
PRODUCTION PLANT
32520 Producing Leaseholds 2,353 50 a5 17.0 5.89 0.00 589 139 - ¢ 589 139
32540 Rights-ol-Way 83,422 50 A5 437 2.29 0.00 229 1,910 - 0 229 1,910
336.00 Purification Equipment 44,369 50 R5 200 5.26 0.10 516 2,289 - [ 516 2,289
Total Production Plant 130,144 333 4,338 0 4,338
STORAGE PLANT
351.00 Structures and Improvements 308,065 50 A2 27.4 0.60 0.00 0.60 1,854 - 0 0.60 1,854
352.00 Well Construction and Equipment 2,176,341 50 R3 289 211 0.80 131 28,510 - 0 1.31 28,510
352.03 Cushion Gas 677,933 1/ 50 sQ 41.5 2.38 0.00 238 16,135 - 0 2.38 16,135
352 11 Storage Rights 54,614 50 R5 18.4 0.44 0.00 0.44 240 - 0 0.44 240
354 .00 Compressor Station Equipment 546,780 50 RS 247 0.60 0.00 0.60 3,281 - 0 0.60 3,281
355.00 M&R Station Equipment 288,851 50 R2 258 012 0.00 012 347 - 0 012 347
Total Storage Plant 4,053,584 1.24 50,367 0 50,367
TRANSMISSION PLANT
365.20 Rights-of-Way 812,196 55 RS 36.5 1.65 0.00 1.65 13,401 - 0 165 13,401
366.00 Structures and improvements 283,237 50 R3 367 2.08 0.00 205 5,806 - 0 2.05 5,806
367.00 Mains 22,044,698 55 A1 30.1 1.85 0.45 1.40 307,624 00259 5,700 1.42 313,324
369.00 M&R Station Equipment 2,952 222 46  ROS5 25.9 1.48 0.04 1.44 42,381 - 0 144 42,381
Total Transmission Plant 26,092,353 1.42 369,212 0.0218 5,700 374912
DISTRIBUTION PLANT
37402 Land Rights 145,459 55 RS 46.8 1.86 0.00 1.86 2,706 - 0 1.86 2,706
37500 Structures and Improvements 468,328 50 10 25.6 318 0.20 298 13,956 - 4] 2.98 13,956
376.00 Mains 895,924,845 85 ROS 317 243 0.45 198 1,894,952 0.0512 49,138 2.03 1,944,080
378.00 M&R Station Equipment 2,617,970 50 m 281 192 0.10 1.82 47,647 - 0 1.82 47,647
379.00 City Gate Equipment 2,804,310 50 R1 280 243 0.30 2.13 59,732 - o 213 59,732
38000 Services 69,190,312 40 R15 24.3 523 1.88 336 2,321,335 0.5985 414,083 385 2,735,418
381.00 Meters 13,775,723 25 ROS5 147 8.06 1.00 7.06 972,566 - 0 7.06 972,566
382.00 Meter installations 33,358,910 40 R1 234 4.60 0.63 398 1,328,017 1.5082 503,122 5.48 1,829,139
383 00 House Regulators 4,816,804 30 56 17.2 290 0.00 290 139,687 - 4 2.90 139,687
384.00 House Regulator Instaliations 154,276 a5 A2 201 202 0.00 202 3,116 - 0 2.02 3,116
385.00 Industrial M&R Equipment 4,433,322 40 5 276 2.61 043 219 __ 96868 0.0356 1,679 222 98447
Total Distribution Plant 227,690,259 302 6,878,582 0.4251 967,922 7,846,504
GENERAL PLANT
390.00 Structures and improvements 966,202 15 12 84 9.91 0.00 9.91 95,751 - 0 991 95,751
390.09 Improvements to Leased Premises 1,382,343 25 R4 108 236 0.00 236 32,623 - g 2.36 32,623
391.00 Office Fumiture and Equipment 2,305,350 18 Lo 94 6.22 0.00 6.22 143,393 0.0002 6 622 143,398
392.00 Transportation Equipment 761,620 8 S5 26 59.79 0.00 59.79 455,373 0.1220 928 59.91 456,302
394.00 Tools, Shop and Garage Equipment 2,118,023 20 s6 106 6.63 0.00 6.63 140,425 - 4] 6.63 140,425
396.00 Power Operated Equipment 663,629 15 L5 4.8 20.76 0.00 20.76 137,769 - 0 20.76 137,769
397.00 Gommunication Equipment 1,498,100 20 82 10.8 543 0.00 543 81,347 - 0 543 81,347
398.00 Miscellaneous Equipment 2,160,051 20 RS 17.0 4.26 0.00 4.26 92,018 - 0 426 92,018
399.01 OTP - Sewvers Hardware 175,990 10 sQ 35 2.71 0.00 271 4,769 - 0 271 4,769
389.03 OTP - Network Hardware 511,781 10 sQ 4.0 522 0.00 5.22 26,715 - o] 522 26,715
389.06 OTP - PC Hardware 2,702,795 10 L1 5.1 0.61 0.00 0.61 16,487 - 0 0861 16,487
399.07 OTP - PC Software 242,979 5 815 18 19.16 0.00 19.16 46,555 - 0 18.16 46,555
399.08 OTP - Application Software 522 254 8 353 24 17.49 0.00 17.49 91,342 - V] 17.48 91,342
Totat General Plant 16,011,117 852 1,364,567 0.0058 __ 935 1,365,502
Total Depreciable Plant 273,977,457 3.16 8,667,066 0.3557 974,557 9,641,623
intangible Plant 128,183
Non-Depreclable Plant 486,462
Fully Depreciated Plant 2,303,510
Total Plant in Service 276 895‘612

1/ 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)



ATMOS ENERGY CORPORATION - KENTUCKY
Comparison of Atmos and Snavely King COR Rates and Accruals

Account Description

PRODUCTION PLANT
326.20 Producing Leaseholds
325.40 Rights-of-Way
336.00 Purification Equipment
Total Production Plant

STORAGE PLANT

351.00 Structures and Improvements
362.00 Well Construction and Equipment
352.03 Cushion Gas
352.11 Storage Rights
354.00 Compressor Station Equipment
355.00 M&R Station Equipment

Total Storage Plant

TRANSMISSION PLANT
365.20 Rights-of-Way
366.00 Structures and Improvements
367.00 Mains
369.00 M&R Station Equipment
Total Transmission Plant

DISTRIBUTION PLANT
374.02 Land Rights
375.00 Structures and improvements
376.00 Mains
378.00 M&R Station Equipment
379.00 City Gate Equipment
380.00 Services
381.00 Meters
382.00 Meter Installations
383.00 House Regulators
384.00 House Regulator Installations
385.00 Industrial M&R Equipment

Total Distribution Plant

GENERAL PLANT

390.00 Structures and Improvements
390.09 Improvements to Leased Premises
391.00 Office Furniture and Equipment
392.00 Transportation Equipment
394.00 Tools, Shop and Garage Equipment
396.00 Power Operated Equipment
397.00 Communication Equipment
398.00 Miscellaneous Equipment
399.01 OTP - Servers Hardware
399.03 OTP - Network Hardware
399.06 OTP - PC Hardware
399.07 OTP - PC Software
399.08 OTP - Application Software

Total General Plant

Total Depreciable Plant
Intangible Plant
Non-Depreciable Plant
Fully Depreciated Plant
Total Plant in Service

Sources:
Cols (a) and (b) from Exhibit DSR-3.
Col. (d) from Exhibit___(MJM-3).

277,912,512

Company Proposed SK Recommended
9/30/2005 COR COR SK COR
Balance Rate Expense COR Rate Allowance Difference
(a) (b) (c)}=(a)"(b} (d) (e)=(a)*(d) {N=(e)-(c}
2,353 0.00 - 0.000 - -
83,422 0.00 - 0.000 - -
44,369 0.10 44 0.000 - (44)
130,144 44 0.000 - (44)
309,065 0.00 - 0.000 - -
2,176,341 0.80 17,411 0.060 - (17,411}
1,694,833 0.00 - 0.000 - -
54,614 0.00 - 0.000 - -
546,780 0.00 - 0.000 - -
288,851 0.00 - 0.000 - -
5,070,484 17,411 0.000 - (17,411)
812,196 0.00 - 0.000 - -
283,237 0.00 - 0.000 - -
22,044,698 0.45 100,203 0.026 5,700 (94,503)
2,952,222 0.04 1,312 0.000 - (1,312)
26,092,353 101,516 0.022 5,700 (95,815)
145,459 0.00 - 0.000 - -
468,328 0.20 937 0.000 - (937)
95,924,845 0.45 436,022 0.051 49,138 (386,884)
2,617,970 0.10 2,618 0.000 - (2,618)
2,804,310 0.30 8,413 0.000 - (8,413)
69,190,312 1.88 1,297,318 0.598 414,083 (883,236)
13,775,723 1.00 137,757 0.000 - (137,757)
33,358,910 0.63 208,493 1.508 503,122 294,629
4,816,804 0.00 - 0.000 - -
154,276 0.00 - 0.000 - -
4,433,322 0.43 18,842 0.036 1,579 (17,262)
227,690,259 2,110,400 0.425 967,922 (1,142,478)
966,202 0.00 - 0.000 - -
1,382,343 0.00 - 0.000 - -
2,305,350 0.00 - 0.000 6 &
761,620 0.00 - 0.122 929 929
2,118,023 0.00 - 0.000 - -
663,629 0.00 - 0.000 - -
1,498,100 0.00 - 0.000 - -
2,160,051 0.00 - 0.000 - -
175,990 0.00 - 0.000 - -
511,781 0.00 - 0.000 - -
2,702,795 0.00 - 0.000 - -
242,979 0.00 - 0.000 - -
522,254 0.00 - 0.000 - -
16,011,117 0 0.0058 935 935
274,994,357 2,229,370 0.3544 974,557 {1,254,813)
128,183
486,462
2,303,510

&



Account

390.09
391.00
397.00
388.00
399.00
399.01
399.02
399.03
399.06
399.07
399.08
399.24

Sources:

ATMOS ENERGY CORPORATION - SHARED SERVICES
Comparison of Atmos and Snavely King COR Rates and Accruals

Description

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

Cols (a) and (b) from Exhibit DSR-4.
Col. (d) from Exhibit___(MJM-3).

Plant Only SK
9/30/2006 COR Depreciation SK COR
Balance Rate Expense COR Rate Allowance Difference
(a) (b) {c)=(a)"(b) (d) (e)=(a)"(d) (M=(e)-{c)
9,949,143 0.00 - 0.0000 - -
9,074,352 0.00 - 0.0000 - -
25,311,861 0.00 - 0.0025 621 621
633,466 0.00 - 0.0000 - -
224,866 0.00 - 0.0000 - -
14,567,322 0.00 - 0.0000 - -
8,647,580 0.00 - 0.0000 - -
2,377,029 0.00 - 0.0000 - -
6,691,156 0.00 - 0.0000 - -
3,928,199 0.00 - 0.0000 - -
111,323,312 0.00 - 0.0000 - -
23,172,326 0.00 - 0.0000 - -
215,900,612 0 621 621
5,331,910
4,363,383
225,595,905



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 Curent
Total Company Adjusted Jurisdiction Annual Annual
Line Acct, 13 Month Avg. 12Month  Accrual 12 Month  Accrual
No. No. Account Tilles Investment Reserve 1/ Expense  Rale  Expense  Rate
(A) (B) © (D) (E) (F) (@) (H) {)
See Note See Note

1 Intangible Plant

2 301.00  Qrganization 76,480 8,330 0 0
3 302.00 Franchises & Consents 119,853 119,853 0 0
4 30300 Misc. Intangible Plant 408,053 0 0 0
5

6 Tolal Intangible Plant 604,386 128,182 i) 0
7

8 Nalural Gas Production Plant

9 32520 Producing Leaseholds 2,353 69 137 0
10 32540  Rights of Ways 83,422 955 1,888 0
11 331.00  Production Gas Wells Equipment 3,492 3,492 [ 0
12 332.01 Field Lines 47,163 47,163 0 0
13 33202 Tributary Lines 528,218 529,956 0 0
14 334.00 Field Meas. & Reg. Sta. Equip 198,469 198,469 0 0
15 336.00 Purification Equipment 44,369 1,145 2,263 0
16

17 Total Natural Gas Production Plant 907,486 781,249 4,288 0
18

19 Storage Plant

20 350.10 Land 261,127 0 0 0
21 35020  Rights of Way 4,662 4,757 0 0
22 351.00  Structures & Improvements 4,700 2,503 28 90
23 351.02  Compression Station Equipment 159,811 118,199 948 3,049
24 351.03 Meas. & Reg. Sta. Structues 23,138 24,976 0 0
25 351.04  Other Structures 144,554 132,962 857 2,758
26 352.00  Wells \ Rights of Way 62,814 51,214 813 1,683
27 352.01  Well Construction 2,113,527 1,786,598 27,368 56,616
28 35202  Well Equipment 531,954 579,757 0 0
29 352.03 CushionGas 2 677,933 17,389 15,949 0
30 352.10 Leaseholds 178,530 179,464 Q 0
31 352.11  Storage Rights 54,614 52,586 238 988
32 353,01 Field Lines 178,501 186,188 0 0
33 353.02  Tributary Lines 209,458 219,495 0 0
34 354.00 Compressor Station Equipment 546,780 481,599 3,243 8,161
35 355.00 Meas & Reg. Equipment 288,851 290,474 0 0
36 356.00 Purfication Equipment 243,118 248,386 0 0
37

38 Total Storage Plant 5,684,093 4,376,545 49444 73,344
39

40 Transmission Plant
41 36510 Land 26,970 16 0 0
42 36520  Rights of Way 838,245 342,444 13,672 7374
43 366.02  Stuctures & Improvements 214,065 17,431 4,338 2,541
44 366.03  Other Structues 69,172 63,126 1,402 950
45 367.00 Mains - Cathodic Protection 406,111 337,167 5,700 5,098
46 367.01  Mains - Steel 23,217,765 15,580,995 325,892 291,467
47 369.00 Meas. & Reg. Equipment 185,854 60,644 2,645 4,189
48 369.01 Meas. & Reg Equipment 2,968,370 1,861,127 42,252 66,899
49

50 Total Transmission Plant 27,926,553 18,362,950 395901 378,918
51

52 Distribution Plant

53 37400 Land & Land Rights 98,315 57,145 4} 0
54 37401 Lland 51,671 0 0 0
55 374.02  Land Rights 244,565 26,362 4,496 4,061
56 374.03 Land Other 2,784 0 0 0
57 375.00  Structures & Improvements 312,033 33,961 9,191 6,015
58 37501  Structures & improvements 7.B. 105,699 81,973 3,114 2,037
59 37502 LandRights 46,591 38,779 1372 898
60 37503 Improvements 4,005 51,327 0 [t}
61 376.00 Mains Cathadic Protection 10,874,159 2470479 218201 256,897
62 376.01  Mains - Steel 68,360,296 39,694,946 1,371,718 1,614,978
63 376.02 Mains - Plastic 27,804,905 8562509 557,933 656,877
64 37800 Meas. & Reg. Sta. Equip - General 3,132,686 1,440,773 56,358 77,105
65 379.00 Meas. & Reg. Sta. Equipment - City Gate 1,277,515 166,911 26,897 32,454
66 378.05 Meas & Reg. Sta. Equipment T.B. 1,636,212 1,727,745 0 0
67 380.00 Services 79,748,813 39,058,865 3,113,767 5,407,707
68 381.00 Meters 14,802,451 2,453,491 1,033,007 490,166
69 382.00  Meter Instaliations 36,761,828 7,005,807 1,992,410 1,112,550
70 383.00 House Regulators 5,400,323 2,713,334 154,804 152,135
71 384.00 House Reg. Installations 154,276 140,951 3,080 5,139



Atmos Energy Corporation, KY
Case No. 2006-00464
Jurisdictional Depreciation Expense, Accum. Reserve & Accrual Rates by Account
Forecasted Period ended June 30, 2008 - Reftecting Snavely King Rates

SK Recommended Current
Total Company Adjusted Jurisdiction Annual Annual

Line Acct. 13 Month Avg. 12Month  Accrual  12Month  Accrual

No. No. Account Titles Investment Reserve 1/ Expense  Rate  Expense  Rate

(A) (B) € (5 (E) {F) @ {H) )

See Note See Note

72 385.00 Ind. Meas. & Reg. Sta. Equipment 4,926,403 2,139,293 108,105 132,941

73 38600 Other Property on Cust Prem 0 2,511 4} 0

74

75 Total Distribution Plant 285,765,430 107,867,253 8,654,454 9,951,959

76



Atmos Energy Cosporation, 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. 12Month  Accrual 12 Month  Accrual
No No. Account Titles Invéstment Reserve 1/ Expense  Rate  Expense  Rale
(A) B) (©) (D) (E) () (G) (H) (U}
See Note See Note
77 General Plant*
78 389.00 land & Land Rights 71,393 28,459 0 0
79 390.01 Structures Frame 65,954 8423 1,645 1,645
80 390.02  Structures & improvements 193,598 109,629 18,964 4,067
81 38003 improvements 774,269 134,945 75,846 16,225
82 390.04  Air Conditioning Equipment 14,251 8,084 1,188 254
83 380.09  Improvement to Leased Premises 1,939,014 1,571,253 81,576 108,597
84 391.00 Office Fumiture & Equipment 2,496,243 1,425,957 105,852 131478
85  391.02 Remitlance Processing Equip 956 1,551 0 0
86 39103 Office Machines 119,984 4,045 6,500 7279
87 392.00 Transportation Equipment 508,135 (509,535} 304,887 45,395
88 39201 Trucks 16,597 26,470 0 4}
89 392.02  Trailers 111,671 154,739 0 0
80 39300  Stores Equipment 3,856 3,119 278 278
g1 39400  Tools, Shop & Garage Equip 1,449,163 72973 93,816 47,312
92 396.00 Power Operated Equipment 3,125 3,704 0 0
93 396.03 Ditchers 223,756 (133,021) 45916 6,171
94 39604 Backhoes 267,602 38,654 54,914 7,380
95 39605 Welders 33,959 (1,713) 6,969 937
96 397.00 Communication Equipment 2,653,181 1,297,724 187,921 166,732
97 39701 Communication Equip. - Mobile Radios 3,338 (18,709) 179 172
98 397.02  Communication Equip. - Fixed Radios 41,432 8,828 2,224 2,134
99 397.05 Communication Equip. - Telemetering 312,236 106,882 16,769 16,080
100 398.00 Miscellaneous Equipment 2,850,542 1,192,768 121,768 286,710
101 399.00  Other Tangible Property 40,867 39,927 5,319 5319
102 399.01  Other Tangible Property - Servers - HW 1,256,886 852,243 73,192 150,492
103 398.02 Other Tangible Property - Servers - SW 603,296 573,183 19,468 69,549
104 399.03  Other Tangible Properly - Network - H/W 724,910 680,115 24,059 30,315
105 39904  Other Tangible Property - CPU 56,964 83,539 0 0
106  399.05 Other Tangible Property - MF Hardware 60,318 77441 0 0
107 389.06 Other Tangible Property - PC Hardware 4,538,528 3909,152 177,992 827,720
108 399.07  Other Tang. Property - PG Software 515,241 447,639 21,295 41,858
109 39908  Other Tang. Properly - Application Software 7,610,511 4,689,742 845,902 623,587
110 399.09  Other Tang. Property - Mainframe S/W 133,816 191,807 0 0
m 399.24  Other Tang. Property - General Startup Costs 1,297,650 964,881 206,197 108,094
112
13 Total General Plant 30,993,244 18,043,895 2,500,626 2,705,767
114
15 Total Plant 321,881,192 149,560,075 11,604,713 13,109,989

* Note: inciudes allocations from Shared Services and Mid States General office. Snavely King has proposed no change in Shared Services rates.
Cofumn G and | Note: Depreciation rates are specific to Kentucky, Shared Services armd Mid States General office and
can be found on schedules AG DR15 series of schedules. Snavely King rates shown on pages 3-4 of this exhibit.

1/ Company workpaper "wpB.3.1 F09" {forecasted reserves) updated for Snavely 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.



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 Avg. Accrual Reserve 12Month Accrual Reserve 12 Month
No. No. Account Tilles Investment  Reserve 1/ Rate Computation  Expense Rate Compulatfon Expense
SK 2/ 98.85%  Current 98.85%
(A) 8) © (D) (E) () (G) (H {0 (9) K
1 Intangible Plant
2 301.00  Organization 8,330 8,330 0.00% 0 0 000% 0 0
3 30200 Franchises & Consents 119,853 119,853 0.00% 0 0 000% 0 0
4 303.00  Misc. Intangible Plant 0 0 0.00% 0 0 000% 0 0
5
6 Total Intangible Piant 128,182 128,182 0 0 0 0
7
8 Natural Gas Production Plant
9 325.20  Producing Leaseholds 2,353 69 5.89% 139 137 0.00% 0 0
10 325.40  Rights of Ways 83,422 955 2.29% 1,910 1,888 0.00% 0 0
11 331.00 Production Gas Wells Equipment 3492 3492 0.00% 4] 0 0.00% 0 0
12 33201  Field Lines 47,163 47,163 0.00% 0 0 000% 0 0
13 33202  Tributary Lines 528,218 529,956 0.00% 0 0 0.00% 0 Q
14 33400 Field Meas. & Reg. Sta. Equip 198,469 198,469 0.00% 0 0 0.00% 0 i}
15 336.00 Purfication Equipment 44,369 1,145 5.16% 2,288 2,263 0.00% 0 0
16
17 Total Natural Gas Production Plant 907,486 781,249 4,338 4,288 0 0
18
19 Staraga Plant
20 350.10  Land 261,127 0 0.00% 0 0 000% 0 0
21 35020  Rights of Way 4,682 4,757 0.92% 0 0 092% 0 0
22 351.00  Structures & Improvements 4,700 2,503 0.60% 28 28 193% 91 )
23 351.02  Compression Station Equipment 159,811 118,199 0.60% 959 948 193% 3,084 3,049
24 351.03  Meas. & Reg. Sta. Structues 23,138 24876 0.60% 0 0 193% 0 0
25 351.04  Other Structures 144,554 132,962 0.60% 867 857 1.93% 2,790 2,758
26 35200  Wells \ Rights of Way 62,814 51,214 1.31% 823 813 2.71% 1,702 1,683
27 35201 Weli Construction 2,113,627 1,786,598 1.31% 27,687 27,368 2.71% 57,277 56,616
or 352.02  Well Equipment 531,954 579,757 1.31% 0 0 271% 0 0
352.03  Cushion Gas 8/ 677,933 17,389 2.38% 16,135 15,949  0.00% 0 0
o 35210 Leaseholds 178,530 179,464 0.30% 0 0 030% 0 0
31 352,11 Storage Rights 54,614 52,5686 044% 240 238 183% 999 988
32 353.01  Field Lines 178,501 186,188 1.35% 0 0 1.35% 0 0
33 353.02  Tributary Lines 209,458 219,495 1.35% 0 0 1.35% 0 [
3 354.00 Compressor Station Equipment 546,780 481,599 0.60% 3,281 3243 151% 8,256 8,161
35 355.00  Meas & Reg. Equipment 288,851 290,474 0.12% 0 0 206% 0 0
36 356.00  Purification Equipment 243,119 248,386 1.30% 0 0 130% 0 0
37
38 Total Storage Plant 5,684,003 4,376,545 50,020 49,444 74,200 73,344
39
40 JTransmission Plant
41 365.10  land 26,970 16 0.00% 0 0 000% 0 0
42 365.20  Rights of Way 838,245 342,444 1.65% 13,831 13672 089% 7460 7,374
43 366.02  Structures & Improvements 214,065 17,431 2.05% 4,388 4338  1.39% 2,976 2,941
44 366.03  Other Structues 69,172 63,126 2.05% 1418 1402 1.39% 961 950
45 367.00  Mains - Cathodic Protection 406,111 337,167 142% 5,767 5700 127% 5,158 5,098
46 367.01  Mains - Steel 23217,765 16,580,995 1.42% 329692 325892 127% 204,866 291,467
47 369.00  Meas. & Reg. Equipment 185,854 60,644 144% 2676 2645 2.28% 4,237 4,189
48 369.01  Meas. & Reg. Equipment 2,968,370 1,961,127 1.44% 42,745 42,252 2.28% 67,679 66,899
49
50 Total Transmission Plant 27,926,553 18,362,950 400,517 395,901 383,337 378,918

51



Atmos Energy Gorporation, 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 Avg. Accrual  Reserve 12 Month Accrual Reserve 12 Month
No No. Account Titles Investment  Reserve 1/ Rate Computation Expense Rate  Computatfon  Expense
SK 2/ 98.85%  Current 98.85%
(A) B) () (0} (E) {F) G) ) ) 0] (K}
52 Distribution Plant
53 374.00 Land & Land Rights 98,315 57,145 0.00% 0 0 000% ¢} 0
54 37401 Land 51,671 0 0.00% 0 0 0.00% 0 0
55 37402  Land Rights 244,565 26,362 1.86% 4,549 4496 1.68% 4,109 4,061
56 37403  Land Other 2,784 0 0.00% 0 0 0.00% 0 0
57 37500  Structures & improvements 312,033 33961 2.98% 9,299 9,191  1.95% 6,085 6,015
58 37501 Structures & improvements T B. 105,699 81,973 2.98% 3,150 3114 195% 2,061 2,037
59 37502  tand Rights 46,591 38,779 2.98% 1,388 1,372 1.95% 909 898
60 37503  Improvements 4,005 51,327 2.98% 0 0 195% 0 0
61 37600  Mains Cathodic Protection 10,874,159 2,470,479 2.03% 220,745 218,201 2.39% 259,892 256,897
62 37601 Mains - Steel 68,360,296 39,694,946 2.03% 1,387,714 1371718 239% 1,633811 1,614,978
63 37602  Mains - Plastic 27,804,905 8,562,599 2.03% 564,440 557,933 23%% 664,537 656,877
64 378.00 Meas. & Reg. Sta. Equipment General 3,132,686 1,440,773 1.82% 57,015 56,358  2.49% 78,004 77,105
65 379.00 Meas. & Reg. Sta Equipment - City Gate 1,277,518 166,911 2.13% 27211 26,897 257% 32,832 32,454
66 37905 Meas & Reg Sta. Equipment T.B. 1,636,212 1,727,745 213% 0 0 257% 0 0
67 380.00  Services 79,748,813 39,058,865 3.95% 3,150,078 3,113,767 6.86% 5470,769 5407,707
68 381.00 Meters 14,802,451 2,453,491 7.06% 1,045,053 1,033,007 335% 495882 490,166
69 382.00  Meter Installations 36,781,828 7,005,807 548% 2015644 1992410 3.06% 1,126,524 1,112,550
70 38300 House Regulators 5400323 2,713,334 290% 156,609 154,804 2.85% 153,909 152,135
7 384.00  House Reg. Instalfations 154,276 140,951 2.02% 3,116 3080 337% 5,199 5,139
72 38500 Ind. Meas. & Reg. Sta. Equipment 4926403 2,139,203 222% 109,366 108,105 2.73% 134,491 132,941
73 386.00  Other Property on Cust Prem 0 2,511 300% 0 0 3.00% 0 0
74
75 Total Plant Distribution 255,765,430 107,867,253 8,755,378 8,654,454 10,068,013 9,951,959
7%
77 General Plant
78 389.00 Land & Land Rights 71,393 28,459 0.00% 0 0 000% 0 0
7’ 390.01  Structures Frame 4] 0 0 0 0.00% 0 0
390.02  Structures & Improvements 193,598 109,629 9.91% 19,186 18964 212% 4,104 4,057
b, 390.03  Improvements 774,269 134,945 9.91% 76,730 75846 2.12% 16,414 16,225
82 390.04  Air Conditioning Equipment 12,129 5868 9.91% 1,202 1,188  2.12% 257 254
83 390.09  improvement to Leased Premises 1,382,343 1,166,083 2.36% 32,623 32,247  500% 69,117 68,320
84 391.00  Office Furniture & Equipment 1,560,722 603,410 6.22% 97,077 95958  7.05% 110,031 108,763
85 391,02  Remittance Processing Equip 0 0 0 0 0.00% 0 0
86 39103  Office Machines 94,911 (20,448} 6.22% 5,903 5835 7.05% 6,691 6,614
87 392.00 Transportation Equipment 514,843 (507,279) 59.91% 308442 304,887 892% 45924 45,395
88 392.01  Trucks 16,597 25470 8.92% 0 0 892% 0 0
89 39202 Trailers 111,671 164,739 53.91% 0 0 892% 0 0
90 393.00  Stotes Equipment 0 0 0 0 000% 0 0
91 394.00  Tools, Shop & Garage Equip 1,404,373 63,134 6.63% 93,110 92,037 3.28% 46,063 45,532
92 396.00  Power Operated Equipment g 0 0 0 000% 0 0
93 396.03  Ditchers 223,756 (133,021) 20.76% 46,452 456 2.79% 6,243 6,171
94 396,04 Backhoes : 267,602 38,654 20.76% 55,554 54,914  2.79% 7,466 7,380
95 396.05 Welders 33,959 (1,713} 20.76% 7,050 6,969 2.79% 947 937
96 397.00  Communication Equipment 1,141,094 703,626 543% 61,961 61,247 521% 59,451 58,766
97 397.01  Communication Equip. - Mobile Radios 3,338 (18,709) 543% 181 179 521%° 174 172
98 397.02  Communication Equip. - Fixed Radios 41,432 8,828 543% 2,250 2224  521% 2,159 2,134
99 397.06  Communication Equip. - Telemelering 312,236 106,882 543% 16,954 16,759  521% 16,267 16,080
100 398.00 Miscellaneous Equipment 2,511,890 1,107,139 426% - 107,006 105773 10.94% 274,801 271,633
101 399.00  Other Tangible Property 0 0 0 0 000% 0 0
102 393.01  Other Tangible Properly - Servers - HW 175,990 205,672 271% 0 0 1429% 0 0
103 399.02  Other Tangible Property - Servers - SIW 113,473 146,838 14.29% 0 0 1429% 0 0
104 399.03  Other Tangible Property - Network - HW 511,781 545,999 5.22% 0 0 1429% 0 0
105 399.04  Other Tangible Property - CPU 0 0 0 0 000% 0 0
106 399.05  Other Tangible Property - MF Hardware 0 0 0 0 000% 0 0
107 399.06  Other Tangible Property - PG Hardware 3631797 3410816 061% 22,154 21,899 1851% 672,246 664,497
108 399.07  Other Tang. Property - PG Software 242,979 249,794 19.16% 0 0 1585% 0 0
109 399.08  Other Tang. Property - Application Software 622,254 459,904 17.49% 91,342 90,289 1250% 65282 64,529
110 399.09  Other Tangible Property - Mainframe - S/W 0 0 0.00% 4] 0 000% 0 0
11 399.24  Other Tang Property - General Startup Costs 0 0 0.00% 0 0 0.00% 0 0
112
113 Tota! General Plant 15870429  8.594,718 1,045179 1,033,131 1,403,638 1,387,458
114
‘ Total Plant 306,282,174 140,110,898 10,256,433 10,137,218 11,929,188 11,791,680

1/ Company workpaper "wpB.3.1 F09" (forecasted reserves) updated for SK rates.
2/ See Exhibit,__(MJM-4).



Atmos Energy Comporation, 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 Avg. Accrual Reserve 12 Month Accrual Reserve 12 Month
No. No. Account Titles Investment  Reserve 1/ Rate Computation Expense Rate Computatfon Expense
SK 2/ 9885%  Curment 98.85%
{A) (B). ) (] (E) (A ) (H) (U] ) K

3 Gushion gas {acct 352.3) balance updated to reflect Almos response to AG DR 2-52. Reserves adjusted to reflect the 60% of plant transferred to acct 117.



Atmos Energy Corporation, KY

Case No. 2006-00464
Workpaper Computation of Depreciation Expense - Div. 02 General Ofice only
Forecast Period Ending 6-30-2008

DIVISION 02

Annual Annual .
Line Acct 13 Month Avg. Accrual Reserve 12 Month Accrual  Heserve 12 Month
No. No. Account Titles Investment Reserve Rate Computation Expense Rate  Computation Expense
Proposed 99.92% Current 99.92%
A (] ©) (D) (E) (F) ©) (H) {) (0] K
General Plant
1 389.00 Land & Land Rights 0 0 0.00% 0 0 0.00% 0 0
2 390.01  Structures Frame 0 0 0.00% 0 0 0.00% 0 0
3 390.02  Structures & Improvements 0 0 0.00% 0 0 0.00% 0 0
4 390.03  Improvements 0 0 0.00% 0 0 0.00% 0 0
5 390.04  Air Conditioning Equipment 0 0 0.00% 0 0 0.00% 0 0
6 390.08  Improvement to Leased Premises 7,180,234 6,759,267 9.10% 653,401 652,853 7.43% 533491 533,044
7 39100  Office Fumiture & Equipment 8,880,324 6,072,967 2.13% 189,151 188,992 4.89% 434248 433,883
8 391.02  Remittance Processing Equip 18,384 29,821 11.37% 0 0 11.37% 0 0
9 391.03  Office Machines 255,134 292,550 2.22% 0 0 2.22% 0 0
10 39200  Transportation Equipment 18,885 36,133 28.96% 0 0 28.96% 0 0
1 39201  Trucks 0 0 0.00% 0 0 0.00% 0 0
12 39202 Trailers 0 0 0.00% 0 0 0.00% 0 0
13 39300  Stores Equipment (1,516) (188) 10.00% 0 0 10.00% 0 0
14 394.00  Tools, Shop & Garage Equip 1,343 5,198 10.00% 0 0 10.00% 0 0
15 396.00  Power Operated Equipment 0 0 0.00% 0 0 0.00% 0 0
16 396.03  Ditchers 0 0 0.00% 0 0 0.00% 0 0
17 39604  Backhoes 0 0 0.00% 0 0 0.00% 0 0
18 396.05 Welders 0 0 0.00% 0 0 0.00% 0 0
19 387.00  Communication Equipment 990,598 308,482 8.45% 83,705 83,635 7.12% 70,531 70,471
20 397.01  Communication Equip. - Mobile Radios 0 0 0.00% 0 0 0.00% 0 0
21 397.02  Communication Equip. - Fixed Radios 0 0 0.00% 0 0 0.00% 0 0
2 397.05  Communication Equip. - Telemetering 0 0 0.00% 0 0 0.00% 0 0
3 398.00  Misceflaneous Equipment 631,550 429,080 8.15% 51,471 51,428 5.36% 33,851 33823
24 399.00  Other Tangible Property 10,196 11,200 4.66% 0 0 16.75% 0 0
25 399.01  Other Tangible Property - Servers - HW 9,436,183 2,501,386 6.95% 665,815 655,264 14.29% 1,348,430 1,347,299
26 39302  Other Tangible Property - Servers - SIW 1,971,595 807,464 4.00% 78,884 78,798 1429% 281,741 281,504
27 399.03  Other Tangible Property - Network - H/W 1,917,244 628,553 9.30% 178,304 178,154 14.29% 273974 273,744
28 399.04  Other Tangible Property - CPU 1,095,465 1,606,519 26.26% 0 0 26.26% 0 0
29 399.05  Other Tangible Property - MF Hardware 1,159,964 1,489,243 15.76% 0 0 15.76% 0 0
30 399.06  Other Tangible Property - PG Hardware 3,086,387 2,272,695 14.86% 458,637 458,252 16.83% 519439 519,003
kil 399.07  Other Tang. Property - PC Software 1,467,647 1,170,832 9.02% 132,382 132271 17.73% 260,214 259,995
32 399.08  Other Tang. Property - Application Software 50,421,532 22,467,881 11.11% 5,601,832 5,597,130 8.22% 4,144,650 4,141,171
33 399.09  Other Tangible Property - Mainframe - SIW 2,573,389 3,688,698 22.16% 0 0 22.16% 0 0
34 389.24  Other Tang. Properly - General Startup Costs 0 0 15.89% 0 0 8.33% 0 0
35
36 Total General Plant 91,114,538 49,577,681 8,083,562 8,076,776 7,900,569 7,893,937
37
38 Total Plant 91,114,538 49,577,681 8,083,562 8,076,776 7,900,569 7,883,937

AG DR15 Div 02



Atmos Energy Corporation, KY
Case No. 2006-00464
Workpaper Computation of Depreciation Expense - Div 12 Customer Service only
Forecast Period Ending 6-30-2008

DIVISION 12 Annual Annual
Line Acct. 13 Month Avg. Accrual Reserve 12 Month Accrual  Reserve 12 Month
No. No. Account Titles Investment Reserve Rate Computation Expense Rate  Computation  Expense
Proposed 100.00%  Current 100.00%
(A) (8) () (D) (E) L) (S)] (H) 0] ) (K)
General Plant
1 389.00 Lland & Land Rights 0 0 0.00% 4} 0 0.00% 0 0
2 380.01  Structures Frame 0 0 0.00% 0 0 0.00% 0 0
3 390.02  Structures & Improvements 0 0 0.00% 0 0 0.00% 0 0
4 390.03  Improvements 0 0 0.00% 0 0 0.00% 0 0
5 390.04  Air Conditioning Equipment 0 0 0.00% 0 0 0.00% 0 0
6 390.09  Improvement to Leased Premises 3,018,160 1,653,690 9.10% 274653 274,653 7.43% 224,249 224,249
7 391.00 Office Fumiture & Equipment 56,077 11,875 2.13% 1,194 1,194 4.89% 2,742 2,742
8 391.02  Remittance Processing Equip 0 0 11.37% 0 0 11.37% 0 0
9 391.03  Office Machines 0 0 222% 0 0 2.22% 0 0
10 392.00  Transportation Equipment 0 0 28.96% 0 0 28.96% 0 0
1 392.01  Trucks 0 0 0.00% 0 0 0.00% 0 0
12 392.02  Trailers 0 0 0.00% 0 0 0.00% 0 0
13 393.00  Stores Equipment 0 0 10.00% 0 0 10.00% 0 0
14 394.00  Tools, Shop & Garage Equip 0 0 10.00% 0 0 10.00% 0 0
15 396.00 Power Operated Equipment 0 0 0.00% 0 0 0.00% 0 0
16 396.03 Ditchers 0 0 0.00% 0 0 0.00% 0 0
17 396.04  Backhoes 0 0 0.00% 0 0 0.00% 0 0
18 396.05 Welders 0 0 0.00% 0 0 0.00% 0 0
19 397.00 Communication Equipment 24,199,330 9,432,840 8.45% 2,044,843 2,044,843 7.12% 1,722,992 1,722,992
0 397.01  Communication Equip. - Mobile Radios 0 0 0.00% 0 0 0.00% 0 0
21 397.02  Communication Equip. - Fixed Radios 0 0 0.00% 0 0 0.00% 0 0
2 397.05  Communication Equip. - Telemetering 0 0 0.00% 0 0 0.00% 0 0
23 398.00 Miscellaneous Equipment 1916 428 8.15% 156 156 5.36% 103 103
24 399.00  Other Tangible Property 214,670 235,803 4.66% 0 0 15.75% 0 0
25 399.0t  Other Tangible Property - Servers - HW 10,051,060 8,746,527 6.95% 698,543 698,549 14.29% 1436296 1,436,296
26 399.02  Other Tangible Property - Servers - S/W 6,861,747 6,774,304 4.00% 274470 274,470 14.29% 980,544 980,544
27 399.03  Other Tangible Property - Network - H/W 459,784 264,431 8.30% 42,760 42,760 14.29% 65,703 65,703
28 399.04  Other Tangible Property - CPU 0 0 26.26% 0 0 26.26% 0 0
29 399.05  Other Tangible Property - MF Hardware 0 0 15.76% 0 0 15.76% 0 0
30 399.06  Other Tangible Property - PC Hardware 3,599,489 1,545,069 14.86% 534,884 534,884 16.83% 605,794 605,794
31 399.07  Other Tang. Property - PC Software 2,854,096 1,586,604 9.02% 257,439 257,439 17.73% 506,031 506,031
32 399.08  Other Tang. Property - Application Software 74,669,220  41,318325 11.11% 8,295,750 8,295,750 8.22% 6,137,810 6,137,810
33 399.09  Other Tangible Property - Mainframe - S'W 0 0 2216% 0 0 22.16% 0 0
34 399.24  Other Tang. Property - General Starup Costs __ 23,172,326 17,230,016 _15.89% 3,682,083 3,682,083 8.33% 1,930,255 1,930,255
35
3(75 Total General Plant 149,157,876 88,699,913 16,106,782 16,106,782 13,612,520 13,612,520
3
38 Total Plant 149,157,876 88,699,913 16,106,782 16,106,782 13,612,520 13,612,520

AG DR15 Div 12




Atmos Energy Corporation, KY
Case No. 2006-00464
Workpaper Computation of Depreciation Expense - Div. 91 Admin. Office only
Forecast Period Ending 6-30-2008

DIVISION 91 Annual Annual
Line Acct. 13 Month Avg. Accrual Reserve 12 Month Accrual  Reserve 12 Month
No. No. Account Titles Investment Reserve Rate Computation  Expense Rate  Computation Expense
Proposed 98.97% Current 98.97%
(A) B) (€ D) (E) {F) (@) (H) 0] ) (K)
1 Intangible Plant
2 301.00  Organization 185,309 0 0.00% 0 0 0.00% 0 0
3 302.00  Franchises & Consents 0 0 0.00% 0 0 0.00% 0 0
4 303.00  Misc. Intangible Plant 1,109,552 0 0.00% 0 0 0.00% 0 0
5
6 Total intangible Plant 1,294,861 0 0 0 0 0
7
8
9 Distribution Plant
10 376.01  Mains - Steel 0 0 361% 0 0 3.61% 0 0
11
12 Total Plant Distribution 0 0 0 0 0 0
13 .
14 General Plant
15 389.00  Land & Land Rights 0 0 0.00% 0 0 0.00% 0 0
16 390.01  Structures Frame 179,339 22,902 2.52% 4,519 4,473 2.52% 4,519 4,473
17 390.02  Structures & Improvements 0 0 0.00% 0 0 0.00% 0 0
18 390.08  Improvements 0 0 0.00% 0 0 0.00% 0 0
19 380.04  Air Conditioning Equipment 5,771 6,026 2.52% 0 0 2.52% 0 0
20 390.09  Improvement to Leased Premises 38,834 50,798 2.52% 0 0 2.52% 0 0
21 391.00  Office Furniture & Equipment 1,279,638 1,376,122 5.69% 0 0 5.69% 0 0
22 391.02  Remittance Processing Equip 0 0 0.00% 0 0 0.00% 0 0
23 391.08  Office Machines 32,103 25,234 5.69% 1,827 1,808 5.69% 1,827 1,808
24 392.00  Transportation Equipment (18,191) (11,244) 0.00% 0 0 0.00% 0 0
25 392.01  Trucks 0 0 0.00% 0 0 0.00% 0 0
26 392.02  Trailers 0 0 0.00% 0 0 0.00% 0 0
27 393.00  Stores Equipment 10,698 8,508 7.15% 765 757 7.15% 765 757
28 394.00  Tools, Shop & Garage Equip 121,600 26,017 4.02% 4,888 4,838 4.02% 4,888 4,838
29 396.00  Power Operated Equipment 8,497 10,070 11.11% 0 0 11.11% 0 0
30 396.03  Ditchers 0 0 0.00% 0 0 0.00% 0 0
31 396.04  Backhoes 0 0 0.00% 0 0 0.00% 0 0
32 396.05 Welders 0 0 0.00% 0 0 0.00% 0 0
33 397.00  Communication Equipment 286,634 135,459 7.49% 21,469 21,247 7.49% 21,469 21,247
34 397.01  Communication Equip. - Mobile Radios 0 0 0.00% 0 0 0.00% 0 0
35 397.02  Communication Equip. - Fixed Radios 0 0 0.00% 0 0 0.00% 0 0
36 397.05  Communication Equip. - Telemetering 0 0 0.00% 0 0 0.00% 0 0
37 398.00  Miscellaneous Equipment 831,253 172,103 4.40% 36,575 36,197 4.40% 36,575 36,197
38 399.00  Other Tangible Property 76,993 71,076 18.98% 14,613 14,462 18.98% 14,613 14462
39 399.01  Other Tangible Property - Servers - HW 71,663 72,581 14.29% 0 0 14.29% 0 0
40 399.02  Other Tangible Property - Servers - SIW 8,273 13,586 14.20% 0 0 14.29% 0 0
41 399.03  Other Tangible Property - Network - HW 238,424 235,540 14.29% 34,071 33,719 14.29% 34071 33,719
42 399.04  Other Tangible Property - CPU 0 0 0.00% 0 0 0.00% 0 0
43 399.05  Other Tangible Property - MF Hardware 0 0 0.00% 0 0 0.00% 0 0
44 399.06  Other Tangible Property - PC Hardware 1,481,024 798,427 18.98% 281,098 278,196 18.98% 281,098 278,196
45 399.07  Other Tang. Properly - PC Software 98,204 130,822 18.98% 0 0 18.98% 0 0
46 399.08  Other Tang. Property - Application Software 774,577 2,033,050 18.98% 0 0 18.98% 0 0
47 399.09  Other Tangible Property - Mainframe - SIW 0 0 0.00% 0 0 0.00% 0 0
18 399.24  Other Tang. Property - General Startup Costs 0 0 0.00% 0 0 0.00% 0 0
49
50 Total General Plant 5,525,332 5,177,079 309,826 395697 399,826 395,697
51
52 Total Plant 6,820,193 5,177,079 399,826 395,697 399,826 395,697

AG DR15 Div 91



ATMOS ENERGY CORPORATION - SHARED SERVICES

Five-Year Average Net Salvage Experience
2001-2005

Account  Year  Helirements Salvage

(@) 1]

39008000 2002
39003000 2003
39009000 2004
39009000 2005
39009000 2008
Five Year Total

Five Year Average

39100000 2002
39100000 2003
39100000 2004
33100000 2005
39100000 2006
Five Year Total

Five Year Average

39700000 2002
39700000 2003
39700000 2004
39700000 2005
39700000 2006
Five Year Total

Five Year Average

39800000 2002
39800000 2003
396800000 2004
38800000 2005
39800000 2006
Five Year Total

Five Year Average

39900000 2002
39900000 2003
39800000 2004
39800000 2005
39900000 2006
Five Year Total

Five Year Average

38903000 2002
39903000 2003
39903000 2004
39903000 2005
39903000 2006
Five Year Total

Flve Year Average

39906000 2002
39906000 2003
38306000 2004
39806000 2005
39906000 2006
Five Year Total

Flve Year Average

38907000 2002
39907000 2003
39907000 2004
39907000 2005
39907000 2006
Five Year Total

Five Year Average

39908000 2002
39908000 2003
39908000 2004
39908000 2005
39908000 2006
Five Year Total

Five Year Average

(@

178,757

(d)

14

(e)

Net Salvage
(H=(d)-(e}

178,757
35,751

1,420,965

1,420,965
284,193

34,015

792,568

e L2€,900
826,583
165,317

56,637

26,609

3,107

23,502

26,609
5,322

3,107
621

23,502
4,700

56,637
11,327

8,143

11,472

1,472
2,294

6,189,732

2,632,955

8,822,687
1,764,537

861,539

16,495

878,034
175,607

9,573,067

731,136

10,304,203
2,060,841

Source: Response to AG 1-087

Exhibit ___(MIM-3)
Page 50f 6



ATMOS ENERGY CORPORATION - KENTUCKY
Five-Year Average Net Salvage Experience

Ageount Year
(a) (b)

36700000 2001
38700000 2002
36700000 2003
38700000 2004
36700000 2005
Five Year Total
Five Year Average

36800000 2001

36000000 2002

38800000 2003

36800000 2004

36800000 2005
Five Year Total

Five Year Average

37600000 2001
37600000 2002
37800000 2003
37800000 2004

37600000 2005

Five Year Total

Five Year Average
37800000 2001
37800000 2002
87600000 2003
37800000 2004
37800000 2005

Five Year Total

Five Year Average

38000000 2001
38000000 2002
38000000 2003
38000000 2004
38000000 2005
Five Year Total
Five Year Average

38100000 2001

38100000 2002

38100000 2003

38100000 2004

38100000 2005
Five Year Total

Five Year Average

38200000 2001

38200000 2002

38200000 2003

38200000 2004

38200000 2005
Five Year Total

Five Year Average

38300000 2001

38300000 2002

38300000 2003

38300000 2002

38300000 2005
Five Year Total

Five Year Average

38500000 2001

38500000 2002

38500000 2003

38500000 2004

38500000 2005
Five Year Total

Five Year Average

38100000 2001
38100000 2002
38100000 2003

2001-2005
Salvage DNet Salvage
(c) (d) (e) (=)o)
8,910 - - -
2,750 - -
22519 - 28,490 (28,400
32,179 - 28,499 (28,499)
6,436 . 5,700 (5,700)
2,183 - - -
2,183 - - B
437 - - -
180,809 . 100,246  (100,246)
112,370 - 20,416 (20,416)
112,104 - 42,202 (42,202)
63,505 - 50,781 (50,731)
305,682 - 32,005 (32,005)
773,060 - 245,690  (245,690)
154,702 - 49,138 (49,138)
302 - - -
302 - - -
60 - - -
1,081,065 - 450,538  (450,538)
353,920 - 282,408  (282,408)
573,781 - 800,077  (800,977)
127,032 . 470,035  (470,085)
540,726 - 257,368 __ (257,366)
2,676,524 - 2,070,414  (2,070,414)
535,305 . 414,083  (414,089)
9,244,466 - . .
0,244,466 - - -
1,848,803 - . .
57,207 . 161,189  (161,160)
250,858 . 1,180,462 (1,130,462)
312,398 . 536,125  (536,125)
203,056 . 521,788  (521,798)
110,560 - 167,087 __(187.057)
035,064 . 2515611 (2,515,611)
187,013 . 503,122  (503,122)
68 - - -
4,054 . - -
4,122 - . -
824 - . .
16,167 . 7,896 (7,808)
16,167 - 7,806 (7,896)
3,233 - 1,576 (1,570)
72,169 - 28 (28)
94,092 - - -
15,380 - - -

Exhibit__{MJM-3)
Page 1 of 2



ATMOS ENERGY CORPORATION - KENTUCKY
Five-Year Average Net Salvage Experisnce

Account Year
(2) (b)

39100000 2004
39100000 2005
Five Year Total
Five Year Average

36200000 2001
36200000 2002
39200000 2003
38200000 2004
36200000 2008

Five Year Total

Five Year Average
39400000 2001
30400000 2002
39400000 2003
38400000 2004
89400000 2005

Five Year Totai

Five Year Average

39600000 2001

39600000 2002

38600000 2003

386800000 2004

39600000 2005
Five Year Total

Five Year Average

89700000 2001
B39700000 2002
39700000 2003
38700000 2004
38700000 2005

Five Year Total

Five Year Average
39906000 2001
36806000 2002

39206000 2003
30006000 2004
38908000 2005
Five Year Total
Five Year Average

39807000 2001
39807000 2002

30807000 2003
38007000 2004
38907000 2005
Five Year Total
Five Year Average
Jotal All Aceounts
2001
2002
2003
2004
2005
Five Year Total

Five Year Average

2001-2006
Salvage Nel Salvage
() (d) (e) (={de)
38,289 . -
220,830 - 28 (28)
44,166 - 6 ®
549,771 7,561 - 7,561
216,646 35,202 35,202
2,732,280 79,320 - 79,320
550,510 - - -
304,260 87,010 4,648 62,373
4,452,467 189,192 4,646 184,546
890,493 37,838 920 36,009
18,601 - - -
764,651 - - -
61,408 - . -
517,271 - . .
43,663 200 [¢] 104
1,405,484 200 [ 194
281,000 40 1 39
1,617 - - -
278,879 22,479 - 22,470
357,777 - - .
204,080 - . .
42,281 12,486 - 12,486
884,604 34,065 - 34,065
176,921 6,003 - 6,003
38,130 - . -
4,041 - - -
32,438 - - -
75,516 - R .
15,108 - - -
190,623 - - -
158,354 2,788 - 2,788
176,848 - - -
525,825 2,788 - 2,788
105,165 558 - 558
54,807 - - -
54,807 - - -
10,961 - . .
1,086,089 7,561 719,877  (712,316)
2,303,828 57,771 1,442,376 (1,384,605)
18,627,759 82,108 1,179,304  (1,097,196)
1,890,551 - 1,051,564  (1,051,564)
1,495,081 79,705 479,669 __(300,064)
21,304,208 227,145 4,872,700  (4,645,645)
4,260,842 45,429 974558  (929,129)

Source: Responss to AG 1-087.

Exhibit___(MJM-3)
Page 2 of 2



Account

390.09
391.00
397.00
398.00
399.00
399.01
399.02
399.03
399.06
399.07
399.08
399.24

Sources:

Exhibit___(MJM-3)

Page 1 of 1
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
Description Balance Avg. COR  COR Rate  Allowance
(a) (b) (c)=(b)(a)  (d)=(a)*(c)
GENERAL PLANT
Improvements to Leased Premises 9,949,143 - - -
Office Furniture and Equipment 9,074,352 - - -
Communication Equipment 25,311,861 621 0.002 621
Miscellaneous Equipment 633,466 - - -
Other Tangible Property 224,866 - -
Servers Hardware 14,567,322 - - -
Servers Software 8,647,580 - - -
Network Hardware 2,377,029 - - -
PC Hardware 6,691,156 - - -
PC Software 3,928,199 - - -
Application Software 111,323,312 - - -
General Startup Cost 23,172,326 - - -
Total Depreciable General Plant 215,900,612 621 0.000 621
Fully Depreciated 5,331,910
Late Retirements 4,363,383

Total Shared Services Facilities 225,595,905

Col. (a) from Exhibit DSR-4, Schedule 1.
Col. (b) from page 5..



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
389.03
399.06
3989.07
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 Fumiture 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
QTP - PC Software
OTP - Application Software

Total General Plant

Total Depreciable Plant
Intangible Plant
Non-Depreciable Plant
Fully Depreciated Plant
Total Plant in Service

Col. (a) from Exhibit DSR-3, Schedule 1.
Col. (b) from pages 3-4.

Exhibit___(MJM-3)
Page 1 of 1

2001-2005 SK
9/30/2005 5-Year SK COR
Balance Avg. COR COR Rate _Allowance
(a) (b) (0)=(b)a)  (d)=(a)(c)
2,353 (] - 0
83,422 0 - 0
44,369 0 - 0
130,144 [¢] - 0
309,065 0 - 0
2,176,341 0 - 0
1,694,833 0 - 0
54,614 0 - ¢}
546,780 0 - 0
288,851 0 - 0
5,070,484 0 0
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 0 0
468,328 0 - 0
95,924,845 49,138 0.05 49,138
2,617,970 0 - 0
2,804,310 0 - 0
69,190,312 414,083 0.60 414,083
13,775,723 0 - 0
33,358,910 503,122 1.51 503,122
4,816,804 0 - 0
154,276 0 - 0
4,433,322 1,579 0.04 1,679
227,690,259 967,922 0.43 967,922
966,202 0 - 0
1,382,343 0 - 0
2,305,350 6 0.00 6
761,620 929 0.12 929
2,118,023 1 - 0
663,629 0 0
1,498,100 0 - 0
2,160,051 0 - 0
175,990 0 - 0
511,781 0 - 0
2,702,795 0 - 0
242,979 0 - 0
522,254 0 - 0
16,011,117 936 0.01 935
274,994,357 974,558 0.35 974,657
128,183
486,462
2,303,510
277,912,512



.
=
D

Division

KY- Only - Div. 09
Div. 02
Div. 12
Div. 91

A WN -

4]

Total

Sources;

Atmos Energy Corporation

Forecasted Test Period Depreciation Expense

Company Proposed vs. Snavely King Recommended

Company Proposed

SK Recommended

Allocated Allocated
Amount Allocation Amount Amount Allocation Amount Difference
(a) (D) ©)=(a)*(b) (d) (e) (N=(d)*(e) (g)=(")-(c)
11,564,847 11,564,847 10,137,218 10,137,218 (1,427,629)
8,076,776 5.20% 419,992 8,076,776 5.20% 419,992 -
16,106,782 5.60% 901,980 16,106,782 5.60% 901,980 -
395,697 36.78% 145,523 395,697 36.78% 145,523 -
13,032,342 11,604,713 (1,427,629)

Company Proposed from AG-DR-1-15,

SK Recommended from Exhibit____(MJM-5). (Calculated by changing proposed rates in AG-DR-1-15 to SK recommended rates, and
updating Acct. 352.03 plant balance per response to AG-DR-2-52.
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Rev. Rul. 97-54, 1997-52 I.R.B. 9

INTERNAL REVENUE SERVICE
Revenue Ruling

LINE PACK GAS; CUSHION GAS
Published: December 29, 1997

26 CFR 1.263(a)-1: Capital expenditures: in general.

Line pack gas; cushion gas. The cost of recoverable line pack gas or cushion gas is
a capital expenditure and is not depreciable. The cost of nonrecoverable line pack
gas or cushion gas is a capital expenditure and is depreciable.

Section 167. - Depreciation, 26 CFR 1.167(a)-1: Depreciation in general.
The cost of recoverable line pack gas or cushion gas is not depreciable, and the
cost of nonrecoverable line pack gas or cushion gas is depreciable.

Section 263. - Capital Expenditures, 26 CFR 1.263(a)~1: Capital expenditures: in
general.

The cost of recoverable and nonrecoverable line pack gas or cushion gas is a
capital expenditure.

Section 471 - General Rule for Inventories, 26 CFR 1.471-1: Need for inventories.
The cost of recoverable and nonrecoverable line pack gas or cushion gas is a
capital expenditure. Line pack gas or cushion gas in not inventory.

(Also section 168.)

Line pack gas; cushion gas. The cost of recoverable line pack gas or cushion gas is
a capital expenditure and is not depreciable. The cost of nonrecoverable line pack
gas or cushion gas is a capital expenditure and is depreciable.

ISSUES

(1) Is the cost of "line pack gas" or "cushion gas" a capital expenditure under §
263 of the Internal Revenue Code or an amount that is included in inventory under §
47172

(2) If the cost of "line pack gas" or "cushion gas" is a capital expenditure under
§ 263, is that cost depreciable under ss 167 and 1687

FACTS

"Line pack gas" is the minimum volume of natural gas necessary to provide the
pressure to facilitate the flow of gas through a pipeline. "Cushion gas" is the
minimum volume of natural gas necessary to provide the pressure to facilitate the
flow of gas from a storage reservoir to a pipeline. Recoverable line pack gas and
recoverable cushion gas will be available for sale or other use upon the
abandonment of the pipeline or storage reservoir, respectively. Unrecoverable line
pack gas and unrecoverable cushion gas will not be available for sale or other use
upon the abandonment of the pipeline or storage reservoir, but will become obsolete
with that abandonment.

LAW AND ANALYSIS
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Section 263 (a) provides that no deduction shall be allowed for amounts paid out for
permanent improvements or betterments made to increase the value of any property or
estate.

Section 1.263(a)-2 of the Income Tax Regulations provides that a "capital
expenditure" includes the cost of acquisition, construction, or erection of
buildings, machinery and equipment, furniture and fixtures, and similar property
having a useful life substantially beyond the tax year.

Section 167(a) provides that there shall be allowed as a depreciation deduction a
reasonable allowance for the exhaustion, wear and tear (including a reasonable
allowance for obsolescence) of property used in a trade or business or held for the
production of income.

Generally, for tangible property, the depreciation deduction under § 167(a) is
determined under § 168 by using the applicable depreciation method, the applicable
recovery period, and the applicable convention.

Section 471 provides that whenever, in the opinion of the Secretary, the use of
inventories is necessary in order clearly to determine the income of any taxpayer,
inventories shall be taken by that taxpayer, on the basis the Secretary may
prescribe as conforming as nearly as may be to the best accounting practice in the
trade or business and as most clearly reflecting income.

Section 1.471-1 provides that in order to reflect income correctly, inventories at
the beginning and end of each tax year are necessary in every case in which the
production, purchase, or sale of merchandise is an income- producing factor.
Inventories should include all finished and partly finished goods and, in the case
of raw materials and supplies, only those that have been acgquired for sale or that
will physically become a part of merchandise intended for sale.

Rev. Rul. 68-620, 1968-2 C.B. 199, amplified by Rev. Rul. 78-352, 1978-2 C.B. 168,
holds that line pack gas is merchandise in transit that is intended to be sold to
customers and therefore must be included in the inventory of the taxpayer.

Rev. Rul. 75-233, 1975-1 C.B. 95, holds that the cost of unrecoverable cushion gas
is a capital expenditure under § 263, which is recoverable through an annual
depreciation deduction under § 167.

With respect to both line pack gas and cushion gas, several court decisions have
considered the capital expenditure-versus-inventory issue, as well as the
depreciation issue. In Pacific Enterprises v. Commissioner, 101 T.C. 1 (1993), the
United States Tax Court held that the costs of line pack gas and cushion gas are
capital expenditures. Accord Transwestern Pipeline Co. v. United States, 639 F.2d
679 (Ct.C1.1980), regarding line pack gas; Arkla, Inc. v. United States, 765 F.2d
487 (5th Cir.1985), regarding cushion gas. The United States Court of Appeals for
the Fifth Circuit in Arkla further held that recoverable cushion gas was not
subject to depreciation because it was not subject to exhaustion, wear, tear, or
obsolescence. Accord Washington Energy Co. v. United States, 94 F.3d 1557
(Fed.Cir.1996). The Fifth Circuit in Arkla distinguished unrecoverable cushion gas
as being subject to depreciation because that gas will become obsolete along with
the storage facility. Accord Rev. Rul. 75-233. Finally, in Arkla, Inc. v. United
States, 37 F.3d 621 (Fed.Cir.1994), the United States Court of Appeals for the
Federal Circuit held that line pack gas and cushion gas are treated the same for
purposes of depreciation. Accord Washington Energy Co. v. United States, 94 F.3d
1557.

Line pack gas or cushion gas is recoverable if it will be available for sale or
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other use upon abandonment of a pipeline or storage reservoir. See Arkla, Inc. v.
United States, 765 F.2d at 490. The Service will treat line pack gas or cushion gas
as being available for sale or other use to the extent that such gas will be
recovered from an abandoned pipeline or storage reservoir pursuant to a plan, a
requirement of law, or economic feasibility, whichever method projects the greatest
actual recovery of such gas.

The Service will follow the court decisions cited in this revenue ruling to the
extent they hold that the cost of line pack gas or cushion gas is a capital
expenditure, the cost of recoverable line pack gas or recoverable cushion gas is
not depreciable, and the cost of unrecoverable line pack gas or unrecoverable
cushion gas is depreciable.

HOLDINGS
(1) The cost of line pack gas or cushion gas is a capital expenditure under § 263.

(2) The cost of recoverable line pack gas or recoverable cushion gas is not
depreciable, but the cost of unrecoverable line pack gas or unrecoverable cushion
gas 1is depreciable under ss 167 and 168. The Service will treat line pack gas or
cushion gas as recoverable to the extent that such gas will be recovered from an
abandoned pipeline or storage reservoir pursuant to a plan, a requirement of law,
or economic feasibility, whichever method projects the greatest actual recovery of
such gas.

APPLICATION

Any change in a taxpayer's treatment of the costs of line pack gas or cushion gas
to conform with this revenue ruling 1is a change in method of accounting to which
the provisions of ss 446 and 481 and the regulations thereunder apply. A taxpayer
wanting to change its method of accounting for the cost of line pack gas or cushion
gas to conform with this revenue ruling must follow the automatic change in
accounting method provisions of Rev. Proc. 97-37, 1997-33 I.R.B. 18,

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 68-620 and Rev. Rul. 78-352 are revoked. Rev. Rul. 75-233 is superseded.
Rev. Proc. 97-37 is amplified to include this change in the Appendix.

PROSPECTIVE APPLICATION

The Service will not require a taxpayer to change its method of accounting to
comply with the holding that the cost of line pack gas or recoverable cushion gas
is a capital expenditure for any taxable year beginning before December 29, 1997.
In addition, the Service will not require a taxpayer to change its method of
accounting to comply with the holding for determining the amount of recoverable
line pack gas or recoverable cushion gas for any taxable year beginning before
December 29, 1997, provided the method used by the taxpayer projects recoverable
line pack gas or recoverable cushion gas in an amount equal to or greater than an
amount that would be projected using an economic feasibility of recovery standard.

DRAFTING INFORMATION

The principal author of this revenue ruling is Jennifer L. Nuding of the Office of
Assistant Chief Counsel (Income Tax and Accounting). For further information
concerning this revenue ruling, contact Ms. Nuding at (202) 622- 4970 (not a toll-
free call).
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Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

QUESTION 18: Please provide copies of all testimonies filed by Mr. Majoros
for the past three years.

RESPONSE: All testimonies filed by Mr. Majoros in the last three years
are listed in Appendix B attached to Mr. Majoros’s
testimony. These testimonies are a matter of public record
and can be obtained from the appropriate public agencies.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 19:  Mr. Majoros reduced plant in service in rate base by $1,016,900 to
reflect the transfer of the recoverable portion of cushion gas from
account 352.03 to account 117. Neither Mr. Majoros nor Mr.
Henkes have included this recoverable cushion gas in rate base.
Would Mr. Majoros agree that the investment in recoverable
cushion gas is an investment used to provide service to utility
customers? If not, why not?

RESPONSE: Yes.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 20: At page 2 of your testimony, you mention negotiations with
the Federal Communications Commission (“FCC”). When
was the most recent “represcription” in which you were
involved?

RESPONSE: 1992.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 21: At page 5, line 8 of your testimony, you recommend that
future cost of removal factors be based on Atmos’ most
recent experience. Are you asserting that the Company’s
cost of removal factors are not based on recent experience?

RESPONSE: No, we both use recent experience, just in different ways.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 22: Referencing page 6, line 13, of your testimony; please
provide all support and justification clearly showing where
Mr. Roff has specifically inflated cost of removal in his
depreciation rate calculations.

RESPONSE: Mr. Roff’s approach extrapolates past inflation into the
future, and then compounds that effect as plant balances
increase. I do not think Mr. Roff will deny these facts.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 23: At page 6, line 16, of your testimony, please provide specific
references to recent accounting pronouncements that
demonstrate that regulated utilities are charging ratepayers
far more cost of removal that they will ever spend.

RESPONSE: The accounting references are SFAS No. 143, FIN 47 and
FERC Order No.631. Mr. Majoros agrees that the utilities
will spend the money, just not for cost of removal.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 24: At page 6, line 19, of your testimony; please provide specific
information or calculations that demonstrate how Atmos has
estimated “future inflation out for thirty to forty years”.

RESPONSE: This is a generalization based on Mr. Roff’s proposed lives,
which Mr. Majoros has accepted.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 25: At page 7, line 5, of your testimony; please provide all
information that shows that Atmos will collect $2.2 million
in annual cost of removal.

RESPONSE: See the Company’s response to AG-DR-1-168.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 26: At page 7, line 7, of your testimony; please provide all
information that clearly demonstrates how Atmos has
“already collected $23.9 million over and above what it has
actually spent for gas and gas common plant cost of
removal”. This information should specifically demonstrate
revenues related to cost of removal.

RESPONSE: Mr. Majoros has not conducted any studies comparing the
Company’s charges to depreciation expense to any specific
recoveries for depreciation expense.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 27: With respect to your testimony at page 11, lines 19 and 20,
please provide specific references to Mr. Roff’s testimony
where the claim you make regarding convincing the
Commission of the wisdom of overcharging ratepayers is
addressed.

RESPONSE: See Roff study, page 10.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS; JR.

Question 28: At page 12, line 3, of your testimony, please define the term
“super-inflated estimates” and demonstrate how Mr. Roff’s
proposals reflect that level of “super inflation”.

RESPONSE: Super-inflation refers to the effect of applying inflated cost of
removal factors to ever growing plant balances.






Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
MICHAEL J. MAJOROS, JR.

Question 29:

RESPONSE:

With respect to SFAS No. 143 and FERC Order No. 631,
please provide all specific references to the terms “excess
collections” as referred to at page 12, line 10 of your
testimony. Further, please provide the specific sections of
Order No. 631 that defines excess collections as non-legal
asset retirement obligations. Finally, please provide the
specific language from Order No. 631 wherein non-legal
asset retirement obligations are defined.

See paragraphs B22 and B73 of SFAS No. 143. Non-legal
asset retirement obligations are not defined specifically in
FERC Order No. 631, however the definition can be implied
by reading paragraphs 33 and 36.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
MICHAEL ]J. MAJOROS, JR.

Question 30: With respect to FERC Order No. 631, please provide all
specific references to the terms “excess collections” as
referred to at page 12, line 10 of your testimony.

RESPONSE: None.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464
Witness Responsible:
MICHAEL J. MAJOROS, JR.
Question 31: With reference to page 22, line 6 through page 23, line 7 of

Mr. Majoros' testimony, please provide all analyses
performed by Mr. Majoros or Snavely King regarding the
long-term impact on ratepayers of utilizing the cost of
removal percentage estimation technique.

RESPONSE: None.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

In Regard to the Testimony of |. Randall Woolridge

Witness Responsible:
DR. J. RANDALL WOOLRIDGE

Question 32: Please provide copies of all workpapers used in preparation
of testimony by Dr. Woolridge.

RESPONSE: Dr. Woolridge’s work papers are provided on the attached
CD.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
DR. J. RANDALL WOOLRIDGE

Question 33: Please provide copies of all testimonies filed by Dr.
Woolridge for the past three years.

RESPONGSE: Dr. Woolridge's testimonies are provided on the CD.






Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
DR. J. RANDALL WOOLRIDGE

Question 34:

RESPONSE:

On page 7, line 3 of his testimony, Dr. Woolridge claims that
the change in the spread between BBB corporate securities
and 10-year treasury securities indicates “...the market price
of risk has declined and therefore the risk premium has
declined in recent years.” Please provide all justification that
the spread between BBB corporate securities and 10-year
treasury securities is a determinant of the risk premium for
equity over debt for utilities.

The yield spreads between different bond rating categories
and Treasury securities reflect the expected return
differentials required by investors for alternative risk
categories. As such, like the equity risk premium, it reflects
the risk-return requirements in the market. Assuch, a
decline in these yield spread reflects a reduction in the
return required by investors for taking on additional risk.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
DR. J. RANDALL WOOLRIDGE

PAGE 1 of2

Question 35: On page 10, line 15 of his testimony regarding the impact of
the recent temporary change in the tax law, Dr. Woolridge
claims “...my assessment indicates it could be as large as 100
basis points.” Please provide specific sources and citations
in support of this claim.

RESPONSE:

See my discussion below, prepared in response to this
question.

The Impact of the 2003 Tax Legislation
On the Cost of Equity Capital

On May 28, 2003, President Bush signed the Jobs and Growth Tax Relief
Reconciliation Act of 2003. 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 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 high cost of raising capital for corporations.

The new tax legislation reduces the 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. This 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
new tax law also reduced the tax rate on long-term capital gains from 20% to
15%.

To demonstrate the effect of the new legislation, assume that a utility has a 10%
expected return — 5.0% in dividends and 5.0% in capital gains. The new tax law
reduces the double-taxation by reducing the tax rate on dividends from the 30
percent range (the marginal tax bracket for the average individual taxpayer) to 15
percent. The table below illustrates the effect of the new tax law. Panel A shows



Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

PAGE 2 of 2

that under the old tax law a 10.0% pre-tax return provided for a 7.5% after tax
return. Panel B shows that under the new tax law, with tax rates of 15% on both
dividends and capital gains, the 10% pre-tax return is worth 8.5% on an after-tax
basis. In Panel C, I have held the after-tax return constant (at 7.5%) to illustrate
the effect of the new tax law on required pre-tax returns. Assuming that the
entire after-tax 1% return difference (7.5% to 8.5%) is attributed to the lower
taxation of dividends, the 10.0% pre-tax return under the new law is now only
8.82%. In other words, to generate an after-tax return of 7.5%, the new tax law
reduced the required pre-tax return from 10.0% to 8.82%.

The Impact of the New Tax Law on Pre- and After- Tax Returns

Panel A
Old Tax Law
10% Pre-Tax Return - 5% Dividend Yield & 5% Capital Gain
Tax Rates - Dividends 30% & Capital Gains 20%

Panel B
New Tax Law
10% Pre-Tax Return - 5% Dividend Yield & 5% Capital Gain
Tax Rates - Dividends 15% & Capital Gains 15%

Pre-Tax Tax After-Tax Pre-Tax

Tax After-Tax
Retun Rate Return Return Rate Retwn
Dividends 5.00% 30.00% 3.50% Dividends 5.00% 15.00% 4.25%
Capital Gain 5.00% 20.00% 4.00% Capital Gain 5.00% 15.00% 4.25%
Total 10.00% 7.50% Total 10,00% 8.50%
Panel C

The Effect of the New Tax Law on Pre-Tax Retmns
7.50% After-Tax Return - 3.25% Dividend Yield & 4.25% Capital Gain
Tax Rates - Dividends 15% & Capital Gains 15%

Pre-Tax Tax After-Tax

Return Rate Retun
Dividends 3.82% 15.00% 3.25%
Capital Gain 5.00% 15.00% 4.15%
Total 8.82% 7.50%







Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
DR. J. RANDALL WOOLRIDGE

Question 36:

RESPONSE:

On page 20, line 2 of his testimony regarding market-to-book
ratios, Dr. Woolridge states, “This demonstrates the strong
positive relationship between ROE’s and market-to-book
ratios for public utilities.” Please provide specific sources
and citations in support of the stated relationship between
regulated returns and utilities” market-to-book ratios.

See the following;:

Benjamin Esty, “A Note on Value Drivers,” Harvard
Business School, Case No. 9-297-082, April 7, 1997. This was
provided in Dr. Woolridge’s work papers under the title
“HBS ~ Value Drivers.pdf.”

In addition, see the attached article:

William Fruhan, “Hall of Fame Firms.”



Hall of Fame firms

Managers create economic value for their firm’s sharcholders whenever —
they undertake investments that produce returns that exceed capital costs. —
This chapter will focus first on developing a mathematical model that
places a specific economic value on the opportunity to invest capital in a
particular business at returns that vary from (and, more w@oommou:wq
cxceed ) capital costs.

A simple but powerful link exists between a firm's decisions on capital
investments and a rational investor’s valuation of that firm’s equity secur-
itics, Early explorations into this link partitioncd the value of a Brm's

fequity securitics into two different components.! The first component of

f value arose from the future cash flows streaming from the assets the firm

{already had in place. The second component of value arose from the cash

\mo:.m investors anticipated from investments that the firm would have

Cro opportunity to make some time in the future. For firms facing a large
volume of futurce investment opportunities promising rcturns substantially
in excess of eapital costs for a Jong time period, this second component

of value is quite important.

ASSUMPTIONS FOR A SAMPLE CALCULATION

A security valuation model (that takes into account the cash flows
streaming from a firm'’s existing as well as future eapital investments) can
be made explicit in an operationally useful way as follows:

1 The most prominent of the curliest works explieitly dealing with this issuc is
Merton [ Miller and Franco Modigliany, “Dividend Poliey, Growth, and the Vala-
tion of Shares,” The Joumal of Business, October 1961,

7




L. Assumnc that Firm A has a nct worth of $100, and that it caros an
annual after-tax profit of $30 on that equity base. The firn has cither
a fixed proportion of debt in its capital structure, or, as in the follow-
ing example, an all-equity capital structure. Assume further that a
business facing similar risk in a perfectly competitive market? could
be expected to carn only a 10 percent profit on its equity, and that the
appropriatc cost of cquity capital for Firm A is therefore 10 percent.

9. Assume that Firm A's ability to cam the abnormally high 30 percent
return on equity will last (for example, until the expiration of a
patent) only for the next ten years, and that at the end of ten years
its rate of return will immediatcly fall to the level of 10 pereent.

3. Finally, assume that the portfolio of abnormally high return invest-
ment opportunities (averaging 30 pereent®) facing Firm A is growing
sufficiently fast so as to exhaust only 50 percent of the firm's earnings
cach ycar, and that the remainder of the camings are returned to the
shareholders as dividends.

Given thesc assumptions the question of interest to us is, “What is the
cconomic value, today, of Firm A’s equity to a rational investor?” By dis-
counting the expected cash flows produced according to the specificd
assumptions, we arrive at an answer of §324.08 (Table 1-1). Since the
original investment by Firm A's sharcholders was only $100.00, Firm A’s
management has succeeded in creating value cqual to $324.08 — 8100.00
= $224.08. What is the source of this value creation?

THE SOURCE OF VALUE CREATION: THE PROFILE
OF INVESTMENT OPPORTUNITY

Absent new* capital-investment opportunities offering rates of retum
exceeding 10 percent, the cash flows produced by Firm A's existing equity
would be worth $222.92 (Table 1-2). Had Firm A carned only 10 percent
on its equity base at the outset, and had it cnjoyed future investment

2 This refers to perfectly competitive finuncial markets {that is, the markets for
securities ).

3This average rate could imply some investment opportunities promising returns
on equity substantially in cxcess of 30 pereent, and others at returns all the way
down to 10 percent. In addition, these investment ¢ portunitics would not Soowwﬁmw
carn avergge returns on equity of 30 percent aver their entire projectid lives. Indeed,
average returns on equity of 30 pereent would be eamed only during the time wéioz
(ten years in the cxample above) during which returns in excess of capital costs
were anticipated,

4 “New” investments relate only to those investments that would actually expand
the Kem's investment base. Tt is assumed, implicitly. that cash flow regulling, from
depreciation is reipvested annually to maintain both the capital investment base
and tho 30 percent ROE figure.

TABLE -1

Calculation of the aconomic value of a firm’s equity {versus its book valual
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Where the firm faces {47 Investiment oppactuniies with 0% roturns to equity in [b) amounts sufficent 1o exhaust 50% o} esch year's eprmings for

{c) 10 yesss, und o] where the Lirm has 3 10% cost of equity.
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TABLE 1-2

Catcutation of the economic value of a firm's equity {versus its bock value)
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Economic volue

Book value

Where the lirm taces {a) no new capital investiment opportunities with returns exceeding 10%, although the tiem earns 30% an equity at the outset;

(b} returns on equity will coltapse trom 30% to 10

’
0.

4 at the end of 10 years: (¢ the cost of equity to the fum is 10%

&

anco it is clear that futura ROEs will equai anly the firm’s assurmad cost of

*iy it gisumed thoat the stosk will be sold a1 book valua at the and ot yesr 10,
equity of 10%. The model alsa assumes that thare is no wiceriainly about the price of the stock at the end of yea

intnrvening yvears. Tho stock i% assumod to ko rationally valuadg such that 2 sate at any paint in time would produce a 10

4 raturn 1o sharaholderx

¥

r 10, or at any point during the ten

3,

1/ Hall of Fame firms k!

opportnnitics offering only 10 percent returns, the discounted value of
its future cash flows would, of course, cqual only 8100,

The $324.08 value for Firm A's equity securities calenlated in Table 1-1
can thus be allocated as follows:

1. $100.00 can be attributed to the original investment (assuming it bad
been abie to produce only the competitivelv demanded 10 percent
rate of rcturn).

9, $122.92" can be attributed to the fact that the original $100.00 invest-
ment was expeeted te produce returns on cquity for a ten-year period
that excceded cquity costs by some 20 percentage points.

3. $101.16° can be attributed to the fact that fnvestors in Finm A antici-
pated that the firm would have, annually over the next ten years, in-
vestment opportunities sufficient to utilize 50 pereent of the firm’s
profits. These investment opportunities promised, on average, to re-
turn 30 pereent on equity until the end of the tenth year. Profits not
reinvested would be returned to sharcholders as dividends, but cash
flow resulting from depreciation charges would be reinvested.

The sample calculations carricd out above arc entirely hypothetical.
The specific assumnptions describing Firm A's existing and future invest-
ment opportunitics arc probably realistic for only a handful of U.S. non-
financial corporations { NFCs). The cxample clearly needs to be extended
to cover a wider spectrum of investment opportunity profiles characteris-
tic of U.S. frms, Happily this is a rather straightforward task. Table 1-3
accomplishes this goal. Table 1-3 represents the link between investment
opportnnity and security valuations.

THE ECONOMIC VALUE/BOOK VALUE MATRICES

Table 1-3 displays the multiple of book value at which a firm'’s equity
security should be economically valued as a function of three factors. The

- three factors were introduced in Table I-1. They are:

1. The size of the percentage point spread projected to Le carned on
common equity over the cost of the firm’s common cquity.

2. The volume of future capital investment opportunities promising
average rates of return cqual to the level indicated in (1) above. This
is expressed in terms of the common equity increase cach year in
relation to net profits available for common stock.”

5 This equals §222.92 —~ $100.00 (iec., the Table 1-2 result minus the original
cquity investment valued at baok value ).

6 This cquals $324.08 — $222.92 {i.c., the Table 1-1 result minus the Table 1-2
result ).

7 This is equal to net profits after taxes {Jess preferred stock dividends, if any).
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3. The number of yeurs during which the cxceptional returns noted in
(1) and (2) above will continue to be available before these returns
are foreed to the level of the firm’s cost of common equity by, for
cxample, competitive pressures.®

The single calculation of Table 1-1 can be casily traced to Table 1-3.
The circled value in Table 1-1 is the circled value in the more fully de-
seribed universe of corporate investment opportunity profiles captured
in Table 1-3. The caleulations of Table 1-3 span, for firms, the range of
possible rates of rcturn on common equity from 5 pereent to 30 pereent.
Assuming a 10 pereent cost of common cquity, this is cquivalent to a
pereentage point sprcad earned above the cost of cauity equal to —5
pereentage points to 420 percentage points-as shown across the top
of the matrices in Table 1-3.

The matrices of Table 1-3 also span annual reinvestment rates ranging
from 30 percent of profits to 200 pereent of profits.” Variations in this
variable arc expressed along the right-hand side of T able 1-3.

Finally, Table 1-3 assumes that competitive forces will force a firm's
return on equity back to a rate that is consistent with its capital costs at
a specific point in time ranging from 3 to 30 years in the future. Varia-
tions in this variable arc captured along the left-hand side of the exhibit.

Within the parameters outlined above, the matrices of Table 1-3 indi-
cate the ecconomic value (measured in relation to book value) for any
firm’s common cquity security.'® That value is. of course, a function of
the attractiveness of the investment opportunity posture of the fimm.

THE HISTORIC INVESTMENT OPPORTUNITY
PROFILE OF US. NFCs

Table 1-4 confirms that the Table 1-3 categorization in fact captures
the broad range of actual performance historically achieved by U.S. NFCs

~Table 1-3 astumes that ROES in cxouss of equily capital costs will end abruptly
at the conchision of the time frume chosen. T¢ fhese roiams wre assumed to decay
linearly over the last Bve years of the time [rame chosen, the elfect of this change in
assuntptions on the present value of the cash flows s not usuully very significant.
The greatest, cffect occurs when the paint_ spread hewwesn ROLs and equity capital
costs'is high, and the time period over which this differential s snstainend is short.

#The definition of “reinvestment” hore encompasses both net worth increases
generated as a result of the sale of new shates for cash, as well as net worth in-
oreases wenerated by the issuance of new shares for corparate acquisitions. Thus.
reinvestment can {and for some firms dons) exceed 100 percent of prolils eared.

19 Implicit fn Table 1-3 s the assumption that each frm's cost of cyuity capital is
10 percent. This.is obviously a highbly simplified nssumption. which is used only for
iNustrative purpases. The limitations of this asswmption can bee casily overcome by
simply recaleufating Table 1-3 for cquity capital costs in 1 pereent increments ning-
ing, for n.ﬁ::m?. from 5 percent to 25 percent. This is a compulationaly trivial bt
physically bulky undertaking,

TABLE 1-4

448 firms with average rates of return 0 common equity 3s indicated across the top of the matrix, and average increass in common equity

Parcantage of 1,

{measured as a fractian of nat profits) as indicated along the left side of the matrix

Average rate of return on comman eguity, 1966-1975°

L
22 w2
g © o ¢ o 0w 90
© O O o o~ N~ O
3 - NN e <
3 =4
T
b
bd
LS
8
LR Ed
Slwmiomjwitije | SO TN
YWOOOO.OOO«.
i
&
¥
Aa. .
¥
R ¥ 5
ool lOlWn] O W =
m00!22006 z
z 3
o g
3
5
vy
% :
b I - P o
si|alajeiwlels) S g
gleld|lojginjo]Q
w\ - [ard
P w0
o 2 48
a2
g
b 4 R 3
Sjejalwig @ o) N
Sjoj~lgjmjojvjc|gie
5 £
- -
~
r
> = !
# T 3
xX- Z z
N & T 3
oAQEOSBBM.m m
M al=in[olsle|sioic
s < i~
~ a
S & E
=
3 G
W Lt
2 2 g
Eia %m -
~ . y =
s|Rlslajole|eli~nig|E 3
.‘%20000016..." &
- El
m.s ©
s (s ELAlg
5 38R 25 5 £
2 o ©c O - = v m H
5 o g 8 8 ¢ & S N
e 8 2 8
SOOOOOOBM_I.I.L
- N ¥ © ®© &N W 7w
o c oo o ~ - B5J|E
— - <13
3 c Eis
-
Eo_ 2 2o
z2=%t R1e
$§v3E Olg
>22C€co .- e
£afoocz ©
TE LT Qe 2
—w S a3 ax =
Omm%/Vla -4
$E5%8825% g
5L oPBEZ )
Sd%nmto=sx

¢ to reduce distortions cousad by somo extreme valuos produced

. ’rha. ratio of suma is usad In this definition rather thaa tho average of yoarly ratios in orda
in individual years. A ono-yaear lass that was substantial tn relatlon to net worth cauld,

averags of yearly ratios wore utifizad.

for exampla, produce a significant distartion of tho data If the

r .
(Average annual growth of common gquity}/Average annual protit after 1ax) is measured for an individual firm as:

(Profit to common equity )n]

1975
1967

L

Note: The charactoristics of tha 1,448 firms Included in this 1able ara described in Faotnote 11,

{Common «muiw)‘975 - {Comman oquily)’964
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regarding rates of rcturn and reinvestment rates. This exbibit shows that
alarge sample of U.S. NFCs exhibited the following characteristics.™t

1. For 92.4 pereent of the sample firms, the avcrage rate of return on
common equity ranged between 2 pereent and 24.9 pereent. This
would correspond to 3 —8 pereentage point to 415 pereentage point
spread over the assumed cquity cost of 10 pereent noted in Table 1-3.
Just 6.4 pereent of the sample fBrms achicved an average ROE below
2.0 pereent during the ten-year period, while 7.8 pereent of the firms
achicved an average ROE of 18.0 pereent or higher.

9. For 67 pereent of the sample firms. the average annual inerease in
common equity ranged from 40 pereent to 119 pereent of average
annual profits. For 12.8 percent of the sample frms, the average
annual increase in common cquity was Lelow 39 pereent of amnual
profits. For 20.3 percent of the sample firms, the average inercasc in
common cquity execeded 119 pereent of average annuval profits. This
latter result was somewhat surprising. It is explained largely by miajor
acquisitions that were mono:.m:w:og via exchanges of stock.

3. Another somecwhat surprising cmpirical obscrvation relates to the
fraction of firms that cxpanded their equity bases quite rapidly in
relation to their camings, while averaging rather low ROEs. About
9.6 percent of the sample firms expanded their equity bases over the
ten-year pertod at the rate of 120 percent or nore of average annual
carnings, while producing average ROEs of only 2.0 pereent to 7.
percent over the period.** The rapid expansion and low ROEs of
many of these firms can be ox_&w?oa as follows. The fiems made

11 The 1,448 firms in this sample include all of the firms that satisfied the follow-
ing constraints:
a. They were included in the Compusiat “Primary, Supplementary, and Tertiary
Industrial Files.” (These include, among others, all of the NYSE and AMEX
industrials, the Fortupe 500, and the S&F 425 sndustrials.} A few non-U.S. firms
are mcluded in the above tolels, where the Ry’ couity securilies are actively
traded i1 U.5. markets.

. They were fiyms for which data on profit to comman cquity, comnon equity,
common stock price, and ymmber of common shares outstanding, were available
for cvery year from 1960 to 1973.

e They were firms that never had & negative value for common ¢
1966 and 1973,

12 About 2.3 percent of the sample firms altered their cyuity bases over the ten-
year period nt the mte of 120 percent or more of gverage annual camings, while
producivg average ROEs of less than 2.0 pereent. Mast of the. firms i this calegory
actually suffered an crosion in thelr cquity bases because of earslative losses over
the period. The combined effects of dividend paymeats, cumulative Josses, and re-
duced net worth produces an amomalons reswlt necarding to the definition of the re-
investment rate utilized in Table 1-4. Such Brms appesr to have high refnvestment
rates whoen, in fact, they are contracting.

ity between
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major acquisitions'® via cxchanges of stock during the conglomerate
merger movement of 1967-69, and later suffercd major profit prob-
lems. Obviously not all of the Rrms in this catcgory followed the pat-
temn noted above, but it was a clearly obscrvable gencral characteristic
for this group of firms.

4. At the other end of the spectrum we find very few firms that are
both carning very high ROEs and expanding their equity bases signit-
icantly faster than their annual profits. Only 0.5 pereent of the sample
firms camed an ROE excecding 18.0 percent while simultaneousty
expanding their cquity bases by morc than 120 pereent of annual
camings. This cmpirical observation is not surprising since a firm
increasing its cquity base at 50 percent per yvear for ten years would
cxperience a 55-foid increase in net worth over this time period.

5. Finally, it shonld be noted that a surprisingly Iarge number of firms
seem able to survive and continue as independent cntitics for quite
long time periods while earning abysmal ratcs of return on equity.
Some 29.4 pereent of the sample frms eamed an average ROE of
Iess than 8 percent over the ten-year time period.

TIE RESULTS OF THE ECONOMIC VALUE/BOOK
VALUE MODEL

Table 1-3 presents some quite interesting obscrvations on the value-
crcation potential inherent in 2 firm's profile of investment opportunity. A
move from left to right along the horizontally circled line of data in the
exhibit shows the valuation impact associated with business ipvestment
opportunitics promising successitely increasing rates of return, A move
from the top down alony the vertically circled column of data in the
cxhibit shows the o@crw-f.é:m:cz impact associated with success in
extending the time frame of any competitive advantage a firm might enjoy
before competitive pressures force the rate of return back to purely &3-
petitive levels, Fimally, the dotted arrow demonstrates the enormous
valuation associated with the cquity sceuritics of rapidly growing high-
roturn busincsscs. Broadly speaking, the upper left-hand comer of
Table 1-3 represents the investment opportunity profile of U.S. firms in
mature industrics that are noncompctitive in world markets.? As we

13 0f the 124 firmg in this Q:amc_‘w. Eb?.z&a”c:ynM_.xm,m:: ma:wmi,ma
?:Gh&ﬁ&onﬂ& a growth in ook valus of total common equity excesding 30 per-
ot in ot ledst ane year of the periad 1868-75. In almost all casos this growth cunc
as 2 result of one ot mnoris nequisitions Tor stock,

WA finn saming o 25 percent ROE and expunding its equity hase by 200 pereent
of earnings cach yeur would uxpand its net wort by a factor of 58 over ten years.

15 Al ineluded in (his citegory are firms that geenpy uncconomic market positiorss

1 otherwise healthy industries, and fions with other debilitating charucteristics such
as poor mansyement,
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move to the bottom 1@:7?5& corner of Tabic 1-3, we fnd the firms
that investors perceive to be the cmbryonic IBMs, Xeroves. and Avons of
the [uture. Obviously, cconomic valuc soars as wc move along this ding-
onal in the exhibit.

REAL INVESTMENT VERSUS FINANCIAL
INVESTMENT DECISIONS

All of the analysis developed to this point has related to the vicw-
point of an investor making a rational cconomic valuation of an cquity
seourity, Exactly the same analysis can be used by a firm in its capital
vcmmom:m decisions regarding real asset acquisitions. In such situations
the multiples of cconomic value io relation to book value drawn from
Table 1-3 can be viewed as the present value of the maximum cash losscs
that a firm ought to be willing to sustain in order to achieve the invest-
ment opportunity posture corresponding to the appropriate matrix cle-
ment in Table 1-3. Thus. in order to buy into a markct arca with future
investinent oguo#cannm similar to Firm A {Table 1-1}. & firm ought
to be willing to invest's (in present value entry-costs or start-up ﬂommomw
up to a maximum of $224.08 for every $100 of carniny assets established
in this business.””

The above approach to strategic capital budgeting cxplains to some
degrec why frms such as GE and BCA were willing to invest very large
sums of money at a substantial loss year after vear in the 1960s in an
effort to gain a share of the highly profitable (to IBM) computer manu-
facturing busincss.'® 1t sirnilarly helps to explain why drug firms “invest”
in rescarch, and why consumer products firms “invest” in heavy adver-
tising in order to build a market franchise for their products.

The preceding discussion has produced a simplified model for valuing
a Brm’s equity sceuritics {or its real assct investment choices) that is

16 While funds would be invested in cstablishing 2 market positon, this “invest-
ment” would not be tefected in any bedance-shest assel accgunt. Instead, hoth cash
and net worth would declinc by the ameunt of the after-tax loss sushained in estab-
lishing the market position.

11 I this example investors would. receive: their reqnired 10 pergent yetini on
equity {thus making the investment entirely rational Y i the firm ware 102

g invest 5224.08 that was 10 be absorbed in after-tax start-up lossed, and
b, invest $100 that was to prodnce a 39 percent ROE for ten years, and 10 pereent
ROE therealter as shown in Table 1-1,aud
¢ finvest 50 pereent of its eamings each year in 4542.::02 oppostunitics thiat
promised to produce, on AVERAEE, 30 percent ROES until the ead of the ten-year
peviod.
This calculation again assurmes that the new business buing entered has rsk chae
actesistios consistent with a 10 percent cost of cquity capital.
1® We shall explore this concept at greater length in Chapler’ 10.
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based upon the attractivencss of the frm’s investment ovm.oncas.mm-s
Our focus has heen on the determiuation of economic? value. In Table
1-3 this cconomic value is related to book values ag determined through
the application of historical cost accounting principles (GAAR)H

The creation of economic valice ought to be important to managers
and sharcholders only to the extent that economic value ultimatcly trans-
lates into market value. 1 thus need to demonstrate that the cconomic
model developed in Table 1-3 represents a uscful concept that can assist
managers in mecasuring the long-run suCCess of their stesvardship. This
can be done by showing a long-run correspondence between the ob-
served market-value/book-value ratio for firms and the ceonormic-value/
book-value ratio data mo:nz:ri by the cconomic model.

AGCREGATE MARKET-VA LUE/BOOK-VALUL
DATA—UNADJUSTED

Table 1-5 presents 2 historical overview of market-value/book-valuce
ratios of the common stocks of specific groups of U.S. nonfinancial corpo-
rations {NFCs). There arc two facts about Tahle 1-5 that deserve close
attention. In the first three cotumns of Table 1-5, the market-value/book-
value ratios substuntially exceed 1.0 in abnost every year2* 1f “market”
value were an accurate reflection of “cconomic” value over the long Tun,
this phenomenon could not vecur unless:

1. Baok valtes as calealated according to historical cost accounting sub-
stantially understate the cconomic definition of book value,*¥ and/or

9. At least some U.S. NI'Cs in cach of the subgroupings of Table 15
were consistently carning profits well abave the levels possible in a
Muoloc:v. competitive envirenment. A co_.moo:% competitive c_.opr_.n.n

10 At this point the model {a) 15porcs the offects of inflation and general product
price Jevel changes; (b} assumes B synehironized ag diseeibution of capital equip-
ment, and that the depreciation polivied of finvs rellect trae cconontic epreciation:
and (¢} ignores the incame tix <fleets crented by any desdations from the assump-
tiops stated in- (B}, Later in he chapler we will mprove the snode} by incorporating
come ndjustments for the efiects of inflation. Finally, Table 1-3 assumes that the
fny's sisk (as soflected in dts cost of equily capital} dogs not chanye over time as
new ivestmens are undertaken, nor as tire horizon during which monopaly rents
may be camned is shortencd. ‘

20 By the lenm econmmie wilne we mean valye as defined by a rational investor
who values i asset by disconsting, the vadh fows veseived us o result of the owner-
ship of that asset at the appropriate cost for the capital at risk.

2 GAAP: “generally accepled accounting principles.”

22 As sugpested by the second column of data_in Tahle 1-3. if all firms eamed
rehins on equily. equal to their respective cgats of cquity capital. the market-value/
bouk-value ratio for vach and cvery Birm woutld equal exactly 1.0

3 This problen is explored in considerable detws! in the appendix to this chapter.
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TABLE 1-5

Historic cost market-valua/book-value ratios for seiected U.S, firms, and estimated
replacement cost markat-value/book-value ratios for all U.S. nontinancial corporations,

1951-1975

1) 2) 31} 4)

Al ULS.
Dow Jones Standard & Poor’s 1,448 Compustat Nonfinancial
30 Industrials® 425 industrials® Companies® Corporations?

1951, . . 1.3 1.3 — -
1852. . .... 1.4 1.3 - -
1953.. . ... 13 1.2 - -
1954, . . ... 1.8 1.7 - -
1955, ... 1.8 1.9 - -
1986, .. ... 1.8 19 - -
1957. .. ... 15 15 - -
1858. .. .. 1.9 1.9 - -
1959. . . .24 2.0 - -
1960. . . 47 1.8 - 0.9
1961. .. - . - 18 2.2 - 1.2
1962, ... 18 1.8 - 1.0
1963, . .... 1.8 2.1 - 1.2
1964, A 2.2 - 1.3
1965. . 2.1 23 - 1.6
1966. P ) 1.9 1.8 1.1
1987. .. - - - 1.9 2.2 2.2 1.2
1968. . ... 1.8 2.3 23 1.4
1869. ... .. 1.8 20 19 1.3
1970. . . .18 1.9 1.8 0.8
1971, .15 2.0 1.8 0.9
1972. .. 1.8 2.3 21 11
1973. . ... 12 1.7 1.6 09
1974. .. .. .08 1.1 1.0 0.6
1975. . .. .. 11 1.4 13 0.6

“Ratios calculated using book values at historic cost.
1t Ratios calcuiated using book values st roplacement cost.

Sources: Column 1~

Column 2 —~

Column 3 —

Column 4 —

Barron's, Aprit 23, 1873, and Octobor 25, 4876, tor market vaiuas,
and March 14, 1977, for book valuos.

Standard & Poors Trade and Securitics Stanstics, Sceurity Price
Index Record, 1976 ed.: p. 5 for rmarkat value, snd p. 32 tor
book valuea.

Compustat data from firms soloctod rccording 10 critetia spacitied
in fgotnote 11,

0. M. Holland and S. C. Myars, ~Trands in Corporats Profitnaility
and Capital Costs’ [Mimea), August 1977, Tavle A-1 for morket
values: book values wors calculated trom data found in Sratishcs
af Income, Corporation income Tox Regums, .5, Govarmmant
Printing Offica, adjusted with topiacament-cost daws for inven.
vories and net capital stock tound in Taple A-2a of the Roliand
and Myars papar noted abova.
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market environment would he one in which cach firm eamed a return
on cquity cquai to its cost of equity.

As I hope to demonstrate, Loth of these possible explanations contribute
to the unexpectedly high values observed in the first three columns of
Tablce 1-5.

AGGREGATE MARKET-VALUE/BOOK-VALUE
DATA—ADJUSTED

The fourth colunm of Table 1-3 partially adjusts the market-value/
book-value results of Columns 1-3 for the problem noted in (1) above.
If the GAAP-defined common cquity of all U.S. NFCs is adjusted to take
into account the replacement cost of incentory and net fixed assets {cx-
cluding land), the historical market-value/book-value relationship for
U.S. NFCs deelines quite sharply® I the appropriate computational
adjustments arc made at the aggregate level to capitalize and then amor-
tize (over an appropriate period ) cxpenditures for both advertising and
research and development, the market-value/book-value data of Colwmn
4, Table 1~5, would decline even further.®* Such adjustments are appro-
priate since expensing advestising and rescarch and development charges
immediately (as required by GAAP) can scriously distort both profits
and book value as noted in the appendix. Indeed, it would appear that
the market-valie/book-value ratios for U.5. NFCs (corrected for replace-
ment cost accounting and the capitalization and amortization of advertis-

21 Much of the data utilized in caleulating Column 4 of Table 1-5 was taken from
D. M. Holland and 8. G, Myers, “Trends in Co 1o Profitabiility and Cupital Costs”
{mimeographed); Awgust 1977, Tn she Jlodland and Myers paper a ratio is derived
that links the market valve of NFE delet and equity to the replacoment post of NF'C
not assets. Net assots are dofined by Holland and Myers as total assets valued at re-
placement_cost {exespt for fund, which is valued at historicel cost, and “invest-
mments,” which are enitted entircly ) less alf naninterest-bearing liabilitios. This stio,
called “nugmented 77 by :azuznw and Myers, differs conceptually in definition from
the dats in Column 4 of Table 1-5 in the following ways. First, the “mygmented q”
comeept’ relates to NFG total capital, not just cquity capital, Second, in “dugmented
q.” NFC debt is valued at cureent market prices Uic., replocement cost), Column
4 of Tuble 1-5 impliciy vadues NFC debt at historical (i.e., book) value. The logic
for vuluing NFC debt at book rather than market value in the Table 1-3 caleula-
tions fe as follows. Tn linking the assnned furere. profitability of real (ic. product.
masket) fvestents to the historieal ﬁqcm?r_.:n\ of roal fnvesiments, it 15 unreasor-
able cither to-enhiance or busden the asumed future profitability of real investments
with market gains or losses associated with past debt-Arancing decisions. This ap-
proach to measuring the futvre profitability of investment based on historical profit-
ability also assumes n constant Jevel of fulure interest rates {and w«_ﬂ:a_.:v. assumes
an expectation af 3 constant level of future inflation rates). The above facts not-
withstandbeg, the data of columu 4 of Table 1-5 differ very modestly from “aug-
wented g as defined by {olland and Myers.

=% Adjustments will be made at the individual Grm level later in this chapter in
order to demonstrate this cffcet.
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ing and research and devclopment expenditurcs) would not stray signi-
jcantly above 1.0 during most of the years 1960-73. This suggests that at
the aggregete Jevel of analysis, _:m«rovc&:o\gorkisa ratios for the
common stocks of .. NFCs seem 10 be reasovably consistent with both
2 broadly competifive ?oaco?q:uqrcn cconomy, and 2 rational cconomic
model of seeurity -aluation. Both of these conclusions flow from the
following fact. To the extent that the market value of a firm's equity e
ceeds the book value of that equity {adjusted for replacement cost
accounting and the c.p?g:swmc: and amortization of advertising md
cesearch and development ozcom%.g_‘omw: the difference hetween these
two values can be attribueed to the numﬁmas& walue of monopoly rents
and/or wawﬁmccao:w in the sceuritics rarkets that reflect vestor valu-
abion errors. .

Considcrable carc must be exercised in drawing further conclusions
from the cvidence m:mm.mmz:m that Eu%c"-...&:c\Goor;.ﬁzo ratios at the
aggregate Jevel appear to be reasonably conyistent with a broadly com-
cozﬁ:.c ?o&:o?:&«ron ecconomy and 8 yational CCONOMIc model of
sceurity valuation. In muw.zcisr the cvidence dues ot suggest that
Eoso%o_w rents and sceurities valuation Criovs are cither sonexistent of
unimportant at the level of individual firms. Indeed, demonstrating that
monopoly rents and sceuritics waluation crrors €an e extremely signif-
jeant to sndivdual firms represents an important objective of this book.

RECENT DECLINE IN CAPITAL PRODUCTIVITY

Table 1-5 portrays one other fact that is clearty worth nating. zMarket-
<ur.m\rcor-<£sn ratios for the common stocks of U.S. NFCs have eroded
sharply in the mid-1970s. As Flolland aud Myers™ and others™® fiave
pointed out, following an extraordinary crest in the 1963-63 period there
has heen a very significant decline in “veal” m5:.,:5:-?:;...,6&,.. profit-
ability for U.S. NFCs in reecht years. The valnation fmplications of this
phenomenon are clear from Table 1-3. If new investments by 1.8, NFCs
cannot produce real C::»:o:.w&cﬂ&w returs Lo equity that arc at least
cquivalent to real Q::E:zfﬁx:ﬁ&v cquity costs, managers choosing
to ke these :z:.mw:um fvestmuents Jestroy cconomic value {andd, by
:ﬁwxgacz, market valne). The %o:.,::& impact of eroded zaomﬁ oppor-
tunity upon the level of future capital imvestment for US. NICs s
ohvious 1 this ,?,cmﬂ..,&:mﬁv. rend toms ont 10 e more than just a transi-

tory mrczc_zosos,um

S
28 Folland antd Ryers, “Pyends in Corporale Proftability and aptal Conls.”
1% Economic Report of the Prosident, Jauary 1977, US. Govermment Printing
Olfice, pp- 27-31.

25 in o PAPET entitled, Tls the it of Drafit Lalling®s which wus prosented at
the Brookings s} on Beonomic Activily, Aprd WTT, dltin Foeldsivn and Law-
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THE CENERAL CONGRUENCE OF “ECONOMIC” VALUE
AND “MARKET" VALUE DATA

Table 1-5 shows aggregate S.p%o?a&:o\_uoo.w-....&co data for US.
NFCs for time periods oxtending up to 25 years. These data provide an
ommoﬁ::ﬁw 1o validate, at the aggregate Yevel, the 8::539:6. between
actual market valuations and the value ranges %Emwox& by the rational
cconomic model. Table 1-5 offers no insight into this fit at 2 much lower
Tevel of firm aggregation, however, and this task is reserved for Table
1-6. Table 1-6 stratifics the U.S. NECs according t0 performance meu-
surcs originally detailed in Table 1-3. The data on market-value/book-
value ratios arc mﬂomo:nn@ for a single point in time { December 31, 1975).-
The data of Table 1-8 (when overiaid on the anoga ranges of market-
value/book-value ratios caleulated in Table 1-3) corrohorate, at a m,.ca:v,
reduced lovel of aggregation, the general congruence hebween economic
value and market valuc. v,ﬂm_.rcvc&:o\voor;.&:n ratio results (for
categories of firms with similar historic investment oEuquSFc wno.Enw
as roficcted in their ROEs and cquity cxpansion rates) scem to be con-
sistent with the ranges shown in the Table 1-3 cconowic model® 1t is
worth recalling that this corroboration comes in spite of the quitc rigid
and extremely simplistic assumption of Table 1-3 that the cost of equity
capital for cach ang every frm is 10 percent. In comparing Table 1-3
and Table 1-6, onc needs to keep in wmind the results of Column 4, Table
1-5. Reul profitability was quite depressed in 1975, in contrast to nominal
profitability for the year which was only slightly below the average for
the prior decade. In 1975 a firm caming & nominal ROE of 8§ pereent O
11.9 pereent {Table 1-6) was almost certainly carning a real ROE several
points below its b cost of equity. Thus, in Colunm 4 of Table 1-5, we

rence Sinmners Argue that the secent Jecline in rates of retorn ean be espluned
largely in tenns of (a) wnmsvally Jow atilization of productive capacity and {b)
w.,::,,o.: year-to-year fluctuations in profitabitity of a type viten ohserved previonsiv.
They argne thal the factors contributing te the fall in return during the casly 19708
were transitory, $0 that the decline in retnrns iy aksa @ short-run wrnzm:_n:o:.
liolang and Myers reach 3 similay conclusion their paper noted sreviously. They
conchude Ju, 47) “that the after tax [retum on nnﬁzzm shows :c:w.n_‘ a Jownward
yor upwarg grend. Varlations aroond it comral tendenuy AR e explained, in large
put, by changes in the Jovel of cconamic activity and in the rte of inflation. Tn
pastienlar, the poor profitahility record nf the Jast half dozen years can e explained
by the combination of a slack cconamy and a brisk snflation.”

. 24 The one cohun of data in Table 1-8 thist seems to be least consistent with the
Yuble 1-3 data i the “L9 percent or oss” RAUEROTSRRY column. The absalute
tered of the arket-valuesbuok-valie ratios in this colwnn appear to be higher thant
one would expect given the Jevel of the dats i adjoining eolumns. A number of
hightechnology frms (with significant ressareh and development ex wpoes ) andd
watural resonrce—hased fems (with valuable assets nat yeflected on their balance
Jees) may account, at least in part, for this apparent aberration.
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find the common stock of the average U.S. NFC in 1975 sold for only
about 60 percent of book value (calculated at replacement cost).

In vicw of this depressed situation for the average company, the rela-
tively high ratios shown in the final two columns of Table 1-6 for the
companics that best satisfy the assumptions of Table 1-3 are particularly
noteworthy and impressive.

At an admittedly broad level of generality, there appears to be a rea-
sonably good Gt between the rationat economic model of security -alua-
tion presented in Table 1-3 and the actual “market defined” level of
sceurity prices observed at December 31, 1975, For our present prrposes
the evidence relating to this £t is suflicient since our primary objective
is to present a rather detailed analysis of some individual firms later in
the chapter. In Hu.,:zocrﬁ the objectives for the remaining parts of this
chapter are:

1. The identification of specific firms that have historically occupied very
attractive reak-investment-opportunity profiles;

% The presentation of evidence suggesting that a small but significant
number of U.S. NFCs (the {lall of Fame firms) have in fact consis-
tently managed to carn rates of return that exceed the cost of cquity
om?ﬁ: for these firms;

3. An cstimation of the very substantial value created for sharcholders
{ where this value creation is measured by the spread between market
and book values) by the managements of the firms identificd in (2)
above; and

4. Ap examination of some of the salient characteristics of the firms
noted in (2) und (3) above,

IDENTIFICATION OF VFIRMS HISTORICALLY ENJOYING
ATTRACTIVE INVESTMENT OPPORTUNITIES

In any given year 8 relatively small number of U.S. NFCs carn rates of
return on common equity (ROEs) that arc five or more percentage points
above the median® ROE for all firms. This is not surprising, since on
visual inspection the distribution of corporate ROEs appears to be
roughly normul. Figure I-1 presents the distribution of corporatc ROEs
for the 1,448 finns characterized previously. The data shown are for the

701 wse median mther than mean values for this comparison since the mean value
can e significandy infhuaced by 2 fow Bros with very high posilive or negative
walucs for this varable, For exawple, jn 1968 ane firm in the sample had a retarn
on canmon equity el 1 —1,.103 percent. This single sbservation amzsgiw. dis-
tarts tig mean ROE calenlation of um..u,tw firms for 1968, but has no extraordinary
cffect-on the medisn value.
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FIGURE 1-1

Probabllity distribution of corporale profitability for 1448 U.S. non-financial
corporations in the best year (1966}, worst year (1971), and tast year (1875) of the
decade 18861975

A, Probohility distribution of (Net profis ovaitable for semeen aauityV (Coaw

eqiifty} for the 1,648 Compottal companies (1986 mudion ROE v 13.4 percent}
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best (1966), worst® (1971 3, and last year (1975} of the decade 1966-75.

One could predict with a fair degree of accuracy the number of firms
that would earn, in any given year, an ROLE excecding the median value
by five percentage points. This is neither terribly intercsting nor remark-
able, What is intcresting is that many of the same firms, vear atter year,
turn up with the superior ROE performance. The number of firms in our
1,448-firm sample that carned rates of return on common equity exceed-

11971 was the worst year of the decade not in terms of median ROF, but rather
in terms of the number of firms with ROEs excewding 13 percent, as shown in

T -1
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FIGURE 1-1 {confinued)

8. Frobebility diswibiaion of (et pndiv svollebsle Tor comeman 2quity )} (Gammon
asity) For the 1,438 Lonpuuter conpacins (1971 sedion ROE = 2.0 percent)
s v ~

¥

~t

Parcent of 1, 448 Computtat Tirmw camirg indioated rote of mriurn
“r

i
HIERLIES A M:L:E : : T Loy b i

<33 -1 -0 0 19 2 39 &9 Prrcert
(Nwt profit ovcilaoie It gomman squity) (CoTmon equity)

o

ing 15.0 pereent in cach of the ten vears 1966-75 is shown in Table 1-7.
The number of firms that carned rates of return on common cquity in
cxcess of 15 pereent in all ten years is 72. If a company with an ROE
of 15 pereent in one ycar was no more likcly to earn a 15 percent ROE in
the following year than any other firm, then from the Table 1-7 data one
would expect, statistically, 0.0008 firms out of 1448 to have camed a 15
pereent ROE for all ten years in snecession. In fact, more than onc third
of the 214 Airms that achicved an ROE in excess of 15 percent in the worst

year of the decade (1971) carned such a return in etery year of the
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FIGURE 1-1 {conciuded)
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Parcem

decade. The persistence of high-retarn performance is remarkably strong.
Of the 150 finns with five straight years of ROL performance nzoec&:.m
15 pereent in the vears 1966-70, almost half succeeded in keeping the
string, going during the next five years, as indicated in Table 1-8.%

31 Af st glance the data of Table 1-8 may appear to conflict with the conclu-
sions of LM.D. Litde, A C. Rayner, J. Lantner, and R. Clatber in their respective
soscarches on the stability of geowth in reported eumings pur share {EPS) over suc
esaive time periods, In fact, de conclusions do 1ot 85%“, for two reasoms. First,
success in exceeding an BOE Venehnark of 15 pereent over ¢ siguificant thne ericd
dons mot necessarly lead o wowth i EPS at all, et alone consistent growth, For
axample, 2 firm whose ROE declined from 30 percent to 15 porcent over u five-year
time period would probably find its EPS declimng, but the firm would still pass th
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TABLE 1-7
Number and fraction of sample NFCsearninng ROEs i excess of

15% {1966~1975)

Firms out of 1,448
carning ROEs in

Median ROE excess af 15%

Year n year Inumber) fporcentage]
1966 - - Lo 136% 599 41
1967 - Loe.. 123 485 33
1968 - - - A AN 392 27
1968 ... <108 323 22
1970 < - e 8.9 227 16
1971 - - - .. 99 214 15
1972 - s 9.9 240 17
1973 oo vt 115 342 24
1974 T B 438 30
1976 .. ... 102 338 23
TABLE 1-8

Persistence of high-ROE performance among sampla tiems {1066-1975!

Number of tirms

Number of veprs of Numbee of agditional
ROE performants years of ROE performance with indicated ROE
excoedhing 15% exceeding 15% performatice
(1966-1970 {1971-1975} (1966-1975/
5 . Q 17
5 1 5
5 . .2 34
5 3 12
5 . - .4 3q
k] 5 72
Toral 150

The group of Brms with ten successive years of ROE performance in
excess of 15 pereent is presented in Tablo 1-9. In this cxhibit the data
arc avranged (a) by industry group and {P) in descending order of
observed market-value/book- wmlue vatio as of Decernber 31, 1975. Listing
these firms accomplishes the first of the four objectives outlined on page
95 and allows us to move on to determine which of these frms, if any,
have actually achieved returns on equity in Cxeess of their cquity capital
costs.

15 porcont ROE test, Second, the authors cited above did not segment their data
on the EPS growth-consistency of firms by ROE performuncc. As noted in Chapter
2 {page §6) rapid wrawth in EPS can be achivad in o mmber of wass, anly ont
of which is snstainable over & signilicant thne frame. Since  requitgricnt for sus-
jainahle rapid growth in EPS i 5 High level of HROE performance, high-ROE com-
pavies could coneeivahly achiove semmesvhat greater precistability of growth in EFS
acynss five-year tine pericds than that achicved by firms categorized more broadly.
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{DENTIFYING FIRMS WHOSE ROEs EXCEED TUEIR
EQUITY CAPITAL COSTS

Persistently high ROE performance is mo:n.E:v.. mz,iu.oa as evidence
of superior management skill by business partisans. and damned as prin
facie cvidence of monopoly by advocates of expanded antitrust enforee-
ment. In 1972, for example, the late Scnator Philip M Last® filed a bill
entitled “The Industrial moonmmsﬁbacs Act S.1167.7 Title I, Scction
101.{b) of the bill stated:*

There shall be 2 rebuttable presumption that monapoly power is possessed

(1) by any corporation it the average rate of return on net worth after

taxes is in CXCOss of 15 pereentum over & period of five consecutive
years out of the most recent seven years preceding the filing of the
complaint . - -

The bill went on to state that:

A corporation shall not be required to divest monopoly power if it can

show—

(1) Such power is due solely to the ownership of valid patents, Jaw-
fully acquired and lawfully used, or

(2) such a divestiture would result in a Toss of substantial cconomics.

The burden shall be upon the corporation to prove that monopoly power

should not be divested pursuant to paragraphs (1) and (2) of the above

subsection - - -

Clearly there are some dangers associated with arbitrarily sclecting 2
single ROE pumber and (@) declaring that any firm that consistently
SUrpasscs that Jevel of performance must be carning returns in CXCess
of equity capital costs, OF (b) concluding that carning « high ROE alonc
s evidence that a firm is extracting monopoly rents. Happily, the Hart
bill never gained much support.

Somc of the firms listed in Table 1-9, for cxample, subject <hareholders
to more than average tevels of mv.ﬁoauzo risk, as will be nzq_uw:om later
in this chapter. For other firms, mm:mncriw those in the drug and heav-
E,-mﬂ?aw:mom consumer products fields, the book value of common cquity
{the denominator upon which the ROE is caleuluted ) 18 .f.v.,,,SEumom:w
understated. This phenomenon resuits from 2 divergence between the
cconomic logic associated with capitalizing and amortizing advertising
S

4% Senator Hart wos Chairman of the Suhcommiltee on Antitrust and Monopoly, @
subcommittee of the Commiliue 0T the Judiciary. ’

1 The text of this bill can be found the Congrossional Record, sol. 119, no. 38,
March 12, 1973.
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and rescarch and development n./.mosnmgnmm, and the inmediate expens-
ing® of these expenditures required by GAAP.

Finally, for those firms with heavy fied assct commitments, OF heavy
commitments to inventory. the historical cost orientation of GAAP tends
to overstate the reul rate of return on common equity carncd by the firm.
Each of the potential problem arcas noted above must be cxamined in
tumn i vrder (0 determine whether the ROE reported by 2 firm truly
cxceeds its capital costs.

O.»FOGTNS.,HZO T1IE COST OF EQUITY CAPITAL:
NOMINAL VERSUS REAL cosT

Moder portfolio theory™ suggests that the cost of equity capital for

o
a frm can be calculated according to the following, cquation®?

K. = NWs + \wﬁwha, - E.L.
where

K, = the cost of equity 8@:& fora mwn&mo frm;
R, == the ratc of return required by investors on a risk-free assct {the
rate on short-term (90-day] U.S. Treasury bills is generally con-
sidered a good approximation of the risk-free rate);

K, =the investor's requircd rate of return on investment in 2 stock of
average market risk. This is the ratc that would be required on 2
portfolio consisting of all stocks, weighted in accordance with
their respective market values;

4% Financial Ascousting Standards Board, ~gatement of Financial Accownting
standards No. 2. Aceaunting fer Rescanch and Developient Custs.” October 1974.
While all Ry sere nok required o jpupediately expense rescarch and developroent
expendituses in fisangia) statenients prier 8 the year beginning fanuary 1, 1975, as
a practiea matter most Grs did fatlovw This practice prior o that date.

30 The definifion of ¢isk i moadern partintio theory eRTPAsies only that pettion
of totel risk that s ponsid relawd die syslematic risk1. AUl pther pisk i, unisys-
ematic visk¥ is ﬁ&é& on the aswnpition thal its impact B oltectively cancellod ont
by the Jivprsibicativn in e 4 inddividisl shareholder’s total sqoity ﬂﬁ%&? As Gordon
Dunaltdsop b postted oot i @ paper eatitled “The Management of Risk and Boturh
in the Tndividnad, Brsiress Firm~ { Mimea, May 1977). _E&ﬁﬁﬁmmn pisk (that sk
peciliar to an sngustey or a finm} preeisely the typeof risk forwhich & manageynent
group ds often hald ot clearly accotutanic. Thns, it would pet be at all sueprising
s find manigers sompwtinies SSSESIINg risk gilferently {ant J&S tifishly so fron
their perspustivel faom the way proseeibed by the ‘sharehold sraveaitls mavimization
cr?n:wé.guwzzinw ax mascern portfolio thory. ‘

47 A quile seadable smnpRTY uf madan portfclio theory (popularly called the
Capital- Asset Pricing Medel} can b found in F. Modigliam und G, A Popue, “An
Introdugtion te Risk singd Return.” Fingueial Analysts Journal, Mare ~April 1974 and
May-June 1974, A mipre rigoreus Jiscussion of the theary can be found in Michacl
C Tewsen, ACapital Ytarkets: “Theary sl Evidence,” Bell Journal of Ecanomics and

Management Scienee, Antsunn 1972,
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8 = the measurc of market risk associated with the common stock
of a particular firm. For a firm of average market risk, § = 1.0
by definition.

At December 31, 1975, the 90-day Treasury bill rate (which represents
a closc approximation of Ry, the risk-Trec rate) was 5.2 percent. Since
the real (inflation-adjusted) rate of rcturn on Treasury bills over the
perod 1928-74 was about 0.1 percent® we can make the somewhat heroic
assumption®® that investors at December 31, 1 75, were mariur... antici-
pating a ncar-term future inflation rate of about 5.1 percent’® Since
investors realized a real (inflation-adjusted ) rate of return of 8.8 pereent
on common equities over the 1929-74 period,*t using logie similar to that
outlined above we can assume that the requircd nominal rate of return
on a sceurity of average market risk (K, was probably about 8.8 per-
cent 4 5.1 percent = 13.8 percent at December 31, 1875.

Using these values and the market risk factors (f8's) appropriate for
cach firm,* it is possible to approximatc the nominal cost of equity capital
for each NFC at December 31, 1975. By removing the inflation factor. it
is also possible to cstimate a real cost of cquity capital for each firm at
that date.

The relevant calculation for cach of the 72 U.S. NFCs reporting a
nominal ROE in excess of 15 pereent for cach of the ten vears 1966-75 is
presented in Columans 2 and 3 of Table 1-10, The compicte calculation
for onc frm, Avon Products, is carricd out below.

Nominal cost of equity capital for Avon:
K. =R+ B(Kn — By)
— 524 125(139 —5.2)
=161%. T

Real cost of equity capital for Avon:

28 R. G. Ihbotson and R. A. Sinquefeld, “Stocks, Bonds, Bills, and Inflation: Your-
by-Year Historical Returns (1929-1974)" Journal of Business, January 1976.

33 During the period 1829-74 the average rate of Inflation {annual rate of change
in the Consumer Price Index) was 2.1 percent, During the period 1966-74 thie mtc
was 5.5 percent. The 5.1 percent rate was thus farrly close ta the expericnce of the
Jecade prior to 1975,

10 This was equal to the 80-day Treasury bill rate of 5.2 percent as of Decenrher
31, 1975, less the historical {1928-74) real rate of return on Treasury bills, which
was 0.1 percent.

41 R, G. Ibbatson and R, A. Sinquefeld, “Sacks, Bonds, Bills, and Inflation.”

42 A pumber of commercial services mzmma‘ market risk factors {3 values) caleu-
lated on a regular basis, Among these are ~Security Risk Evaluation,” Merrill Lynch,
Picres, Fenner & Smith, Inc., and “Capital Market Fquilibrium Statistics,” Wilshire
Associates, Incorporated.
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7.., ”m\«lw..umml - m\w
— 0.1+ 125(88 —0.1)
= 11.0%.

After the adjustment for market risk (but before any adjustment for
capitalizing and then amortizing advertising and rescarch and develop-
ment cspenditures, and belore any adjustment for inflation), Column
8 of Table 1-10 suggests that 61 of the 72 high-return companics enjoyed
ROEs in cxcess of their eqnity capital costs in 1976. Sinee the ROEs
carned by most of these firms in 1976 approximated the average returns
arned over the Mwomca 1966-75 (Column 4, Table 1-10), by implication
most of these firms had carned nominal unadjusted rates of return in
excess of their equity capital costs for over a decade.

 Onee_a firm's equity capital cost is defined, the next step is to dcfine
the @@ rate of return on cquity capital achicved by the firm adjusted
for:

a. aberrations caused by geuerally accepted accounting principles re-
lated to cxpenditures for advertising and research and development,
and

b, aberrations caused by generally accepted accounting principles rc-
lating to the usc of historical cost rather than replacesent cost for
the major nonmonctary assct items.

ADJUSTING THE GAAP-REPORTED ROE FOR
ADVERTISING AND R&D EXPENDITURES

Advertising and research and development expenditures both gencrate
cconomie benefits extending substantially beyond the point in time at
which the expenditure occurs, Because these expenditures are written
off immediately under GAAP, an cconornic assct {which might be labeled
“capitalized advertising” or “capitalized rescarch and devclopment”)

W3 In fact, every ons of the gight finns whose nominal ROE in 1976 did not gqual
ur exeved their nominsl cquity capital costs a¢ of December 31, 1975 failed to meet
this test becavse their ROE petformance in 1976 wis below their (en-year gverage
ROL. Conversely, however, 3 of the 72 firms pagstd this ?EB:E‘ test in 1876 that
would not have pussed it on the basis of their ten-year average ROEs.

“The average annual inflation rate during, the poriod 1866-T4 was 3.3 percent, This
was not markedly dilferent from the 5.1 percent inflation rake that we pssumed was
inpprporated into investor expectations in the mid-1970s. Thus, to the estent that
() nomimlb ROEs achicved in the 196678 drecade were similir 10 the nomina} ROEs
achieved i 1976 {as the comparisan batween Columins 4 and 5 of Table -10 wauld
suggest ). and {H7 real costs of equity capital nre relativels stable aver time, it s
resonalile o assume that real ROEs have, on average, wroeeded real cquity costs
over the full decade 1966-75 for most of those finns that produced this result m

1976.
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disappears from the balance sheet. So do the offsetting entrics for deferred
taxes and nect worth, which, by definition, woild combitic to equal the
value of the capitalized asset. The cfleet of capitalizing and then amortiz-
ing advertising and rescarch and development expenditures would be
to inercase net worth, and (so long as advertising and research and
development cxpenditures were growing annually*') to increase reported
profits, For most firms the percentage increase in net worth would be
larger than the pereentage inercase in net profits, thus lcading to a redne-
tion in the firm’s adjusted ROE (Table 1-10). The specific calculations
that arc appropriate for one firm, Avon Products, Inc., are presented in
the appendix.

At the conceptual level the adjustments noted above are quitc straight-
perationally, t S more_difftcats, The diffienlty

ATisesin dehining a reasonable ccono > for the 3 d re-
scarch and development expenditures of a firm, an ving a
rcasonable amortizatiof : AAVertisig rescarch and

development assets, Clearly these variables ought to differ for different
firms, and indecd perhaps should even be different for different product
types within a singic firm.

Fortunately the likely range of error one could make by adopting uni-
form assumptions on cconomic life and amortization rates for advertising
and R&D cxpenditures across firms are not critical in verifying the points
I wish to establish.*® For that rcason I will simply follow, without lengthy
discussion, some precedents established by others in the cxploration of
these issues. Thus, advertising expenditures will be assumed to have a
six-ycar economic life. The assumed amortization rate for advertising
assots will follow the double declining balance method. Readers wishing
to cxaminc more carcfully the cconomic rationale for these particular
choices should consult the first of the articles on the aceounting for ad-
vertising expenditures, and the impact of accounting policy on reported
profitability as noted in Footuote 46.

Arguments similar to those raised above can lie applied to rescarch
and development cxpenditures, Given the normally long lead times be-

+4 1f expenditures on advertising and research and development for a given finn
were cemstant aver binw, the GAAY definition of cxpense and the economic defimtion
of cxpense for aduestising and research and development in any year would, of
course; be equal.

4% The magnitudé of the ROE change that can be attributed to the cipilalizaiion
and amortization of advertising and R&D expendibires (Cofummn 3 versus Colunu 6
of Tuble 1-10) s wsually mther small in relation lo the spreatl between real ROKS
and realequity capital costs for the Srms appearing in “Table 1-10.

16 Loonard ¥%. Waiss, “Advertising, Profits, and Corporste Taxes,” The Beelew of
Econgmics and Statistics, November 1968, pp. 421-30; or Harry Bloch, “Advertisiuyg
and Profitability: A Reappraisa » Journal of Political Economy, March/apeil 1974,
pp. 267-86; or Yoram Peles, “Amortization of Advertising Expenditures i the Fioan.
cial Statenents,” Jourmal af Accounting Rescarch, Spring 1970,
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fore R&D expenditures produce the opportunity for revenuce gencration,
and the length of the product Jife eyele generally associated with pro-
prictary products { particularly in the drug industry) a ten-ycor lifc was
applicd to R&D expenditures. Straight line amortization at the nte of
10 pereent per vear was applied to the RaD asset. Readers wishing to
examine more carcfully the economic rationale for these particular choices
should consult the frst of the articles on the accounting for R&ID expen-
diturcs, and the impact of accounting policy on reported ?.cmgvz.d. as
noted in Footnote 47.

In the mmmn:&% sample caleulations for Avon Products, Inc., are carried
out that convert GAAP-determined profit and book value data into the
more ceonomically meaningful figures resulting from capitalizing and
then amortizing expenditures on advertising and R&D. “Adjusted ROE™
caleulations (taking into account the capitalization and amortization of
advertising and B&D expenditures) are then prosented in Columnn 6 of
Table 1-10 for cach of the 72 high-ROE firms first described in Table
1-9. Table 1-10 {Column 9} suggests that prior to any adjustment for
inflation (but after adjustinents for risk, and the capitalizatiun and
amortization of advertising and R&D expenditures), 63 of the 72 high-
returm companics enjoved equity returns in 1976 that were in excess of
their cquity capital costs.

ADJUSTING ROE FOR THE EFFECT OF INFLATION:
REPLACEMENT COST ACCOUNTING

Onc final adjustinent can be made to reported ROEs to adjust, at least
partially, for inflation.** During periods of rapid inflation, ROE caleuls-
tions based on GAAP can greatly overstate true profitability.** True profit-
ability is necessarily based on current. not historic, cost levels. In an effort
to capture a significant part of the impact of inflation on a firm's opera-

tions and profitability, the U.S. Securitics and Exchange Commission (as

47 Rosalind Schulman in Joseph Cooper, ed., The Econoniics of Drug Innovation
{Washington: Amicriean University, 19693, pp. 213-21: or Vemon A Mund in
Joseph Conper, pp- 125-38; or Humald A, Clymer in Joseph Cooper, pp. 100-24.

2% ) forther refinciment of the ROE data might inchide an adjustrient to interest
expense to veflect current rales rather thian the rates that a Frm might eajuy on debt
jssped previously when rates were significantly different. As we will show momentarily
{foutnols 56) the frms noted in Lines 1-37 of Table 1-1 had 2 nugligible amount
of fised-rate Jong-term debt m helow-narket rates on December 81, 1975, Suck an ad-
justenent would thus simply fyrther complicnte our analysis without sdding any
significant benefit. ’

9 Rexders interosted in pursuing Uds Tine of axgiiment can ex lore it in fireater
detall in the following n&awﬁ“ S. Davidsan and B. L. Weil, “Inflation Mccounting:
The SEC uwwm__i.“nHMH for Rephcement Cost Disclasures,” Financial Analpsts Journgl,
March/Apeil 1176: or Richard F. Vancil, “Inflation Accounting—The Grest Contro-
versy,” Harcurd Business Review, March-April 1978,
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of December 95, 1976) required large™ Frms to report domestic inven-
tories and net plant and B&?soiz at replacement as well as histeric
cost. The reporting of this information makes it possible (again in 8
rather crude™ fashion} to adjust a frny's income statement and balancc
sheet to isolate & portion of the effect of inflation on ?.cmn.iv:w.ﬂv_,.

The caleulation of the profit, ook value, and ROE impact of utilizing
replacement cost accounting is mnmmc:g for Avon Products in the appen
dix. While the requisite replacement cost data arc available for only the
first 37 of the 72 firms listed in Tabice 1-10. it is interesting to note {from
Column 10 of Table 1-10) that for 31 of thesc {irms, real Tatcs of return
on adjusted equity exceed real cquity costs.* This was tru¢ in 1976, and
R

3 E.C. Accounting Serics Relopse No. 180 (dated March 23, 1976, and offective
Pecember 25, 1976) “reguires vegistrsnls who have mventories andk gross propertys
plant and cquipment which uggrygate worc than $100 miltiost and’ which camprise
more than 10 pexcent of total asssts o Jdisclose the estimatet current roplacenent
cogt of imventorids and productive capacity st the end af cach fiscal yeur for which
2 balance sheet i3 ¢ wired and the approximaty smonnt of cost of sales ama deprect-
ation based on seplacement oost”

4t Cash and accounts roceivable roprosent assets whose replacement cost i eepal
to storic sost, This is pot penerally troc {or inuontaries, of act plant-and cquip-
inent, however, Ta the cxtent the SEC's 1c¢ uireraenis {groes fand, forgign ventory,
and {oreign net plant and equipment, Exw othey poamonitary asset items, it does
not caplure’ the fuill eoonomic tmipact of tnflation accounting. I addition, replace
ment cost accounting generally Sgnores the swpact of inflation’ o monetdry dssels
and liobilitis. In anplyzing the potential peafitubility of future DRSINCss pparations.
however, this latter amission. i4 entirely yepsonablc.

82 Replacement cost data @s ?«c&:n& o the BEC do not for 2515 reflect
aprrating o8t savings that would vesult from the replacement of cxisting assets with
s assels wtilizing aurrent Lechnology.

v3 For another three of thess 3T firms, = povrct ROL performunce in 1976 than
that which characterized the pator deeade taused tew 1© 1l w achieve u real ROE
that excoeded their rcal erpuity capital cost A8 of December 3L 1976. Comversely, one
tirm passed this particular test i 1876 that sould not have passed iten the basis of {8
ﬁomwwéﬂ»m... fot the prior decade.

When equity capital costs are comparcd with actual return-an-cuity pertorin-
ance data, the ROE purformance data should be calculuted using Beginning-of-cer
commaon equity values vnloss new pquity is issued during the year. In situations
where @ significant amount of now equity i issyed By a firm diring the yest, the
average of v..,,mmsasm.omuﬁé. and end-of-year comman cquity wAmgs might be he
most appropnate fgure to use in the ROE calculation. At the tine this book was
written, replecenment cost data (which are utilized in the caleulution of adjnsted
ok values in Table 1-11) wers not available for points in time prior to Degember.
1976. Profit data were not yet wvailable for 1977 All of the adjusted RO data of
Table 3-10 thus had to be based upon endeof-year common equily rather than be-
E:E:n.c*,w.ﬁ: of avene cammon eouity. In order © waintain cansisincy Urrough-
out the text, a)) ROE data { whether n&:.f.ﬂnz ar :ﬁv&ﬁﬁ& have been caleulated
asing end-of-year common cquitys T he s of end-of-year common euitity produees
a modest downward bias in the pepotted spreads hetween rates of veturs on equity,
as soported W this boak, -and the cist of comman wepuity. For the firms Bsted in
Lines 1=37 of Table 1-10, for cxam je, 1978 :ﬁ»&c&m& RKOEs would havi Tecn, on
average, 2.4 pereentage poinls. anc 1.4 peroentaps points higher, 1es suetreely, it
Deginning-of-year of avtrape common eenity valvi had been whilizeds Far firus
witly lowor Jovels of profitability and gverage dividend payout miios, the downward
bins brought abov! by utilizing endaf ey comuion egnity would, in genersd, be
smaller. -
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in most cascs was probably cqually true for the prior decade as well for
seasons noted in the second ﬁﬁ.mm,.ﬁur of Footnote 43.

- ltecan he Fairly safely stated that most of the firms that show 2 positive
figure in Coluom 10 of Table 1~10 do.m fact, carn rates of return on
equity that exceed their equity capital costs.™ Thesc arc bona fide Hall
of Fame firms. One further caveat, however. should be offered at this
point. Our Jist of firms that have consistently carned rates of retum in
excess of equity capital cosis Was drawn from a sample of 72 firms that
had achicved ROLS iiy erecss of 15 percent in ecery year of the decade
1966-75. This sample in no SENSC purports tn be exhaustive with regard to
firnis that qualify as Taving consistently carncd ROEs in ¢xcess of cquity
capital costs. fndeed, if a firnrs cost of equity capital were relatively low
{asa cesult of limited mv.%c.z;:c risk ), it might consistently achicve ROEs
in excess of cqnity capital costs and not appear in the 79-firm sample.
Similarly. there is no magic in defining “consistently” as ten years out ot
ten with ROEs in CxCCS5 of 15 percent. Nwucrous companics might have
carned ROEs in exewss of their cquity n.mc:& costs in many, but not all,
of the years 1966-75. Such firms would pot secessarily appear on the 72-
grm Jist, In short, the =g firm list in Table 1-10 simpty picks wp the most
Tikely candidates.

Having identificd a list ?&339\,:% not exhaustive) of firms that have
consistently  camed ROEs in excess of cquity capital cost, we have
achicved the second ohjective guilined on page 235, This allows us to
move on to the tlyird objective, which is to cstimate the very substantial
vatug ereated for sharcholders by the managements of thosc Frms whosc
returns on equity exceed their equity capital costs.

VALUE CREATION: MARKET VALUE VERSUS ADJUSTED
BOOK VALUE FOR 11G1I-ROE FFIRMS

As noted int Tabie 1-10. the data needed to adjust O>>m¢229§oa
book values for the clfects of advertising, Ral)., and inflation are available

e

&4 Freors in caleubting

pumbey of soues, several of which have abendy Iseen moted. For thix reason, simall
positive wilugs i this columm (9 the range of 001 or 0.02) sJiould not be taken a8
cotmpelling evitlones that 2 pacticular firm 1 actually achieving 2 real ROE that
excopds s cquily capstal vost, For example, the 3 Gtitized in walculaing @ firn's
cost of q@c:v. capital 1 Table 1-10 15 detevmingd via sogresslon rechmiques. The
wnine sa deternmined is simply an estmate of the true g of the frmv's common stock.,
1f uncertaintivs surrounding the trug value of 7 wero the only nneenainty assaciaterd
with defining he sive of the sprasd mdicated in Column 19, Toble 1-10, then we
could say {withi a minimum of 90 pereent confidence in each case) that the 24
Grms withy starred Juta Is Colunn 10 of Table 1-10 were actuplly coming Rtes of
retum on equily that exceeded their equity capital costs. T use of stanglard evvor
data velting to- the B dlcujation {combined with the use of the t-distibution} per-
its s (o determing, statistically, this confidunce interval

i o the wahue of Coluun 10, Tuble 1-10. ean grige from 2
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for only 37 of the 72 previously deseribed high-ROE firms.® The market
value of the common cquity securitics of these 37 firms exceeds the ad-
justed book value of their equity by some $57.6 billion at December 31,
1976 (Column 7, Table 1-11)% This created value, as the model devel-
oped carlier in the chapter suggests, arises from investor perceptions
(often buttressed by a favorable historical record) regarding the volume,
duration, and degree of extraordinary vqcmﬂmvz:w anticipated from the
firm's existing investments and future investment opportunities.

A substantial part of the message conveyed by Chapter 1 is captured
in Column 7 of Table 1-11. The message is simply this. Managers who
are successful in either shaping or simply taking advantage of the com-
petitive enyironment 50 as to eorn returns in excess of their capital costs
create enormous wealth for their shareholders. The game is clearly worth
the candle. How some of the firms in Table 1-11 have played the game is
the subject of Chapters 3 to S,

We have now cxamined, empirically, the degree of wealth creation
achieved by firms Jisted in Table 1-10 that have suceceded in producing
rcturns on equity that excced their equity capital costs. This {ulfills the
third objective noted on page 25. The fourth objective noted on page 25
remains. We shall now cxamine, bricfly, some of the important character-
istics of the 72 high-ROE firms.™

SALIENT CHARACTERISTICS OF IHIGI-ROE
FIRMS—ENTRY BARRIERS

Firms that consistently carn rates of return on equity that exceed their
cquity capital costs can in -artably attribute their success to the existence
of some entry barrier(s}) in the competitive environment. This is truc as

85 Replacement cost data arc available only for domestic U.S. firms whose fiscal
years end after December 24, 1976, and whose gross asscts plus inventorics exceed
S100 million. Thisteen of 35 high-ROE finns for which replacement cost data are
ot available had their 1978 fiscal year end prior to Deceruber 23, 1976,

58 Qe rould argue that if the long-tern debt of these firms were valved at market
vathor than book walues, the spread betwoon the market value of the cquity of these
firssis, ond the sdjusted book value of the equity of these firms would be reduced. In
favt, the impact would be insignilicant. At December 31, 1976, the firms listed in
Lines 137 of Table 1-11 had « book value total of $5.5 billion of long-term debt
outstanding. Of this total, $0.4 billion was floating-rate debt, $1.3 billion was not
identified as to mte, and 338 billion was fized-rate debt. Of the fixed-mte, non-
convertible debt, Tess than $0.5 billion carrisd an interest rule of Jess than 7.5 percent.
These facts make it guite clear that adjusting the long-term debt of these finms 1o
market rather than book values would have no significant impact on the calculation
of the adjusted book value of the equity sceurities of these firms.

57 While some of the chameleristics are causally related to the ability of these
Grms to earn ROEs in excess of their capital casts, others are not. Sonic characteristics
simply result from the fact that these firms achieve high ROEs, and have no causal
Jink to that success.
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a general proposition, extending beyond just those high-ROE firms listed
in Table 1-10. 1f competilive entry barriers did not exist, the action of
competition would simply drive equity returns down to the level of cquity
costs. Entry barricrs exist in a number of forms that have been well eata-
logued and described, primarily by specialists in the ficld of industrial
organization cconormies.™

There arc four broad catagorics of entry barriers.™ Unique products
(often called differentiated products) can be ereated and protected from
competition by patents, trademarks, and persuasive advertising. Becausc
of their real or perceived umqueness, such products face limited compe-
tition and can sometimes be priced at levels that produce returns in excess
of capital costs.

Scale ceonomies in the production, marketing, or maintenance of prod-
ncts sometimes exist that allow the most efficiently organized compe-
titor(s) to enjoy costs that arc below those of less clficiently positioncd
competitors. To the extent that the benefits of these cost advantuges are
saptured for shareholders, the cfficient producer can achieve rcturns in
excess of capital costs, while still pricing his product no higher than that
of the less efficient competitor.

Absolute cost adgantages often occur in the extractive industrics, where
some competitors control scarce resources that can be developed and
marketed at costs that are far below that enjoyed by less fortunately posi-
tioned competitors. The firms that control the scarce low-cost resource
can often carn returns that substantially exceed their capital costs, while
pricing their product at competitive levels. Finally, the capital require-
ments associated with participution in a market can be so high in some
busincsses that most potentinl competitors are, as a practical matter,
precluded from cither enteving or clfectively exploiting the market. This
fact allows the financially well positioned firms alrcady participating in
the market to price their products so as to produce returns in excess of
-apital costs.

Once a catalog of entry barriers has been deseribed, one could go
through the list of firms presented in Table 1-10 in an cffort to pinpoint

fie

5% See, for example, Joe S. Bain, Barricrs to New Competition {Cambridpe, Mass.:
Harvard Universily Press, 1958); or John M. Vernon, Murket Structurc and [ndustrial
Performance~A Review of Statistical Findh {Boston: Allyn and Bacen, Ine,
1972); or F. M. Scherer, Industrial Market Struciure and Economic Performance
{ Chicago: Rund MeNally & Co., 1970).

64 The ecatslog of lentifinble entry bawiess and the understanding of the rela-
tionshins between -these harpers and vnhanced profitability hawe been cariched sub-
»n_szum% since Bain's seming] rescarch, which deseribed these four categories. For
a sample of somé pew directions in research in the field of industrial organization
see, for example, Michael £, Porler, Intetbrund Choice, Strategy, und Biloters! Murket
Fower { Cambridge, Mass; Harvard University Pross, 1976).

% The uso of the word product here is meant to vefer to sorvives o3 well as prod-
wets in the vsual sense.

£
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the specific entry barrier(s) that permit cach firm to carn premium rates
of return, To accomplish this task with rigor could casily be the work
of a lifctime. Instead, in Chapters 3 to 9 we shall Took, in some depth, at
a fow of the firms listed in Table 1-10 (as well as some others) in an
offort to understand how the managers of some firms have acted to create
value for their cquity shareholders through the cffective utilization of

entry barriers.”

SALIENT CHARACTERISTICS OF MANY HIGH-ROE
FIRMS—FOCUSED PRODUCT LINES

Most of the firms listed in Table 1-10 are highly focused in their busi-
ness activities. Indced, a high fraction of their sales is in a single F.S of
business, according to the way these firms define their lines of business
in 10K reports to the SEC.*® Table 1-12 summarizes this m:moz:umc:.mn
indicates that 61 percent of these high-ROE firms have more than 70
percent of their total sales in a single line of business. )

In addition to being highly focused, many of the high-ROE firms in
Table 1-10 lLiave achieved thc largest national market share in the in-
dustrics in which they compete. Indeed, the 72 high-ROE firms of Table
1-10 cnjoy the dominant national markct pousition in at Jeast 22 lines of

TABLE 112
Degree of focus in the lines of business of 72 high-ROE firms—- 1876
Fraction of firm’s Fimms with this fraction
sales in its of total sales in their
principal line pracipd! line 0f business
of business {number} fpercentage)
0.91-1.00. . . . . ... 30 41
081-090.. ... . ... 4 B
0.71-080. ... . .. 10 14
0.61.0.70. . . ... . L7 10
051060......... ... 8 11
0.41-0.50. .7 10
0.31-0.40. . . 4 6
0.21-0.30. e 1 1
0.41-0.20. . . - . . - . MV Aw
-0.10. . - . e .
o0 72 T00%

81 The Erms sclected for analysis in greater depth in Chaplers 3-9 in no sensc
represent & random sample of the 72 firms. The finns were sulected instead for the
Jarity with which value-creation, value-transfer, and value-destruction phenomena
could be highlighted, .

€2 Since firms do not mport thelr line-of-business dala to the SEC according to
SIC categories, this measure of diversification in their busipess activities s guile
imprecise, It does at least give an indication, however, of the mnmﬁﬁ to which many
of these firms have rather sharply focused their arca of bisiness operations.

~J
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business.™ To the cxtent opportunitics for achicving scale cconomies at
the national level exist in the businesses represented, the firms shown in
Table 1-10 arc certainly advantageously positioned to reap these scale
ceonomics.

SALIENT CHARACTERISTICS OF MANY lHGH-ROE
FIRMS—REDUNDANT CASI

The cery rich, | am told. are cursed by an inability to spend wealth
faster than it accumulates. Their wealth sim ply grows and grows. So it is
with corporations. Annually a surprisingly Jarge number of US. NFCs
report levels of cash and marketable sccuritics that are more than suff-
cient to (¢} meet normal transactions requirements and (b) repay all of
their outstanding short- and long-term borrowings. In 1975, for example,
151 firms in the sample of 1,448 Frms enjoved this luxury (Line 10, Table
1-13). Some 60 of these firms had basked in such splendor for at least a
decade (Line I, Table 1-13). In cffect, thesce firms enjoy the cquivalent
of a debt-free capital structure and a large pool of redundant cash.®

ndceed, it would be aceurate to characterize these firms as having nega-
tive Jeverage, or what cconomists would call a net-creditor position.

Who are the firms that c¢njoy the benefits of a capital structure that is
free from financial risk? Are they only firmns Facing great operating risk
whose managers scek Lo reduce total corporate risk by adopting an all-
cquity or even negatively Jeveraged capital structure? The answer ap-
pears 1o be nol The firms most likely to have redundant cash arc firms
with very high ROEs whose cquity capital retentions outpace the invest-
ment requirements of their product-markets. As shown iu Line 1 of Tahle
1-14, 38.3 pereent of the 72 firms with ROEs exceeding 15 pereent for the
vears 1966875 also had redundant cash in every year of this decade. A
significant fraction of thosc high-rcturn firms simply do not face a supply
of attractive investment opportunitics in their existing markets that is
commensurate with their ability to gencrate equity capital through carn-

%3 It should be noted that “markets™ are defined here so hroadly as to limit the
econoinic significance of the inforwation. As will be shown in Chaptor 4, for example,
compelition in the retail grecery tride has cconomic relevance primarily at the ity
Jevel; not the nativral tevel. Thus, while the Dillon Companies, ucky Stores, Winn-
Dixie, and Weis Markets {Lines 26-20, Table 1-8) might ull be dominant in many of
the Jucal areus in which they operite, nonie of these firms ranks higher than fifth in
teron of jts share of wational retail grocery trade.

& Redundunt cash, as defined here, equals all cash and marketable sccuritics Tess
an amount equal o the sum of {1} borrowed money, and (2} 6 percent of all non-
cash assets. The 6 percent figite noted above is assumed 0 be the amount of cash
and marketable scenrities needed to meet nermal openeting nreds. FTC data for the
1974-75 period show firms in the category “all mumufacturing” holding cash and
macketable securities eqnal to about 6 percent of noncash assots.
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TABLE 1-13
A. Number of firms out of Compustat 1.448 stockpiling redundant

cash in sach of the ynars 1966-1975

Ling Year Number Percentoge
1 1966 . . - .. . 270 18.7
2 1967 . - e e 237 16.4
3 1968 .. . . . .o - 229 15.9
4 1968 . ... . - o . 179 124
5 1970 . . e 162 11.2
6 187V ...« 168 1.7
7 1972 . oo 164 1.3
8 1973 .. oo e 151 104
9 1874 . . . 123 8.5
10 1975 ... .. 151 104

B. Number of years in the ten-yesr poriod 1966-1975 during which
radundant cash was stockpiled by gach of the 151 Compustat firms
holding redundant cash as of Dacember 31, 1975

Number of years
n the period
1966-1875 during
which redundant

Line cash was held Number Percentige
11 10 . e e s 60 39.7
12 9 . .. 13 8.6
13 g8 ... .- . 11 7.3
14 7 . . 11 7.3
15 8 e s 9 6.0
16 5 .. e 11 7.3
17 4 (... . 6 4.0
18 3. 1 0.6
18 2 11 7.3
20 1 e e e e 18 11.9
21 b1 60 0%

ings retentions. Why these frms do not return this redundant cash to
their sharcholders in the form of higher dividends or share repurchases
{or use it to acquire other businesses) is an open rescarch question that
might well be answered differently for cach firm. 1t is interesting to note,
however, that the existence of redundant cash (and, by definition,™ re-
dundant equity capital) substantially reduces a firm’s reported ROE. For
example, absent its $3.7 billion pool of redundant cash {and ecquity capi-
tal) at December 31, 1975, IBM's ROE would have risen from 17.4 per-
cent to 23.7 pereent {Lines 1, 2, Table 1-13). If 1BM had chosen to both
(a) climmate its redundant cash and (D) leverage itsclf to the same
point as its least leveraged competitor in 1975, the firm's ROE would have

aumomcsasiﬁmvmzqumcsmminma:%@mv:la«m Rﬁﬁ_. Uv.m@m:m:g.as?.
redundant cash is calculated on the assumption that all debt is repaid before cgsh
can be deemed “redundant.”

TABLE 1-14

Historical data indicating the propensity of firms with very high rates of return on common equity to stock pile redundunt

cash over extended time pariods

GO Compustat

feiemis with ten successve

151 Compustat
tirms vorth redundant

years of redundant cash

1.448 Campustat

ar 12431478

cash at 12/31/25

Retuen Qo Comuion equity

birms

Excredifig 18% in gact af the years

1966-75 . . R
2. Exceeding 15% in at least 6 out of

|

7 of the years 1968-75 {but not
including the firms in {1) above)

3 tess than §

in at least 8 of the

o

years 1966-75
4. Qther than that characterized by

5 .
b Ao
s folle]
S Tho
§T 21 f"

4 f

i

Ay
‘w H

© o e
E R | 33
2
Ela o lo e
S iw o o |~no
Bl- - 5”0
3 =4
e
S
bm & o v I
E e & 1= loopn
2
5
2 o
§ m @ N
E
E-8
x .
2o o w o
£~ ® ~ ~ig
3 - ==
2 g

(1) 1o {3} above . . . .

NOte: All cush and marketable securities over an amount equat to the sum of (1] borrowed money, (2) customaor deposits,

and {3} 6 porcant of all noncash assets is considerad 1o be redundant cush,



TABLE 1-158

Cateulation of the affact of a change in financial structure (via the removal of redundant cash and/or utilizing debt capitall an the reported profit/

common aquity ratios of the IBM Corp. and Avon Products, inc. {1966-1975)

1967 1968 1969 1970 1971 1972 1973 1974 1975

1966

Prafit/common eguity ratio

18M Corp.

Line

Q.162 0.168 0.179 0.182
0,173 0.172 ©.193 0.217 023 237

0N

Q77
0.188

0.1
0.229

0170
0.17Q

. Q.158
.. 0158

Adjusted to remove redundant® cash,
Adjusted to remove redundant cosh

As reported to shareholders |

and 10 achievo the dabt/equity ratio
of the least laveraged competitart

i the industry

Avan Products, inc.

0,324

(5.285)

¥,

0.237
0.291

0.304

R | X A 0.373 0.353 0.358 0.361 0.344 0,330
Adjusted to remove redundant” cash. . . 0.546 0.542 0.611 0.413 0.422 0.453 0.470 0.395

As reported to sharebolders .

" All cash and markatablo tacuritios 1oss an amount equal ta the sum of: (1) borrowved manoy, {2} 6 parcant of all nancesh assots is considerad to ba

redundant cash. in removing this rodundant cash (vla dividends or sharo raparchases) for tha calculation [n Ling Z, this rodundant cash is assumaed o

hevo vislded 4 percent aftar taxss. Tho darivation of Line § ¢an ta tound in Takis JA-1.

ed-monay/net-wotth ratios as follows: Burroughs 0.47, Honevywall 0.70, Control

TAt Decermber 31, 187G, 1BM's principal competitors had borrow

Data 0.76, Sparry Rand 0.B2, and NCR 0 89.

IBM is assumad ta hava borrowad $2,485 mifiion at an after-tax cost of § per.

in the Line 3 cmiculation,

cent. and 10 have paid out this amount via dividends or share rapurchases, thdreby achioving a dobt/aquity ratio 0! .47,
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risen to about 324 pereent (Line 3, Table 1-15).%° IBM's unleveraged
capital structure and its enorinous pool of redundant capital have clearly
reduced the obviousness of IBM's cnormous profitability.

The profitability of Avon Produets, when cast in a framework similar
to that suggested in the IBM cxample above, is even more staggering
{Juines 4-5, Table 1-15). No other Arm in a similar size class comes even

_Losc to the level of profitability of this truly remarkable firm,

SALIENT CHABACTERISTICS OF MANY HIGH-ROE
FIRMS—OVERVALUATION

One final note should be added to complete Chapter 1. That note
rclates to the great degree of optimism shown by investors in valuing
high-ROE firms. The cireled values in Columns 5-7 of Table 1-16 depict
an interesting phenomenon. The market-value/adjusted-book-value ratios
of 16 of the 37 inflation-adjusted high-ROE firms fall above the ratios
that would be expected for these firms based upon a 30-year extrapolation
of their historical performance measurced along the three eritical valuc-
creating dimensions originallv outlined in Table 1-3. This overvaluation
is demonstrated as follows. Column 6 of Table 1-16 contains the calcu-
lated market-value/adjusted book-valuc ratio for cach firm assuming that
its real ROE at December 31, 1975, was exactly cqual to its real cost of
equity capital, and that its real cquity returns and costs would remain
cqual in the future. Under these circumstances the market-valuesad-
justed-book-vatuc ratio for the firm should obviously be 1.0, as is shown
in Coluinn 6 of Table 1-16. Now let's change these assumptions, how-
ever, and assume that real cquity returns for the 30 years following
December 31, 1975, would exceed real cquity costs by the amount indi-
cated in Column 3 of Table 1-16. Then assume further that cach frm
would, for the next 30 years, expand its cquity basc at the rate achieved
during the prior decade as fndicated in Column 4 of Table 1-16. Given
this sct of investor expectations, the caleulated (and ceonomically ra-
tional) market-valuc/adjusted-book-value ratio for cach firm would be
as indieated in Column 7 of Table 1-16.

Clearly, as of December 31, 1975, a large number of high-ROE firms
faced some quite impressive (and, in at Jeast a fow cases, essentially

¢& it should be noted that the clinunation of redundant cash and/or leveraging 2
fiem’s eapital structurg worild, of conse, inerase the firm’s 8 and itx vost of capital.
This effeet is examined in the apgendix to Chapter 3.

87 “Overvaluation” here refers o the notion {Tsble 1-3} that the eonomic value
of a firnvs cquity secnsities s » function of the firsis »éul investment opportunity
profile and the Jiwconnted valuo of the satli flows stréaming from these investment
opportunities.
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unachicvable®®) investor expectations. A nwnber of factors may be con-
tributing to this phenomenon. These include:

1. The depressing cfect of redundant cash® upon reported returns on
cquity as noted in the cases of 1BM and Avon Products { Table 1-15).
The relative importance of redundant cash (in relation to rcported
net worth) is indicated for cach firm in Column 1 of Table 1-16;

9. The anticipation that the spread scparating real returns from equity
capital costs will, for some of these firms, improve in the future over
what they had been in 1976;7¢

3. The anticipation that reinvestment opportunitics in relation to nct
profits beyond 1976 will accelerate above the levels o%oao:o& dur-
ing the decade 1966-75; and

4. The possibility that market valuations for some of these high-ROE
firms have simply become detached, at Jeast temporarily, from cco-
nomic reality.™

This last point is a mw_.moiuzv, important one. 1t suggests that sig-
nificant m:%o_,monmo:u.ﬁ in the US. equity markets may well exist in the
valuation of individual securities such as those listed in Table 1-16. These

05 An cxample of essentially unachievable implied invesior expectations is de-
scribed in the Avon Products. Inc., example in Chapter 3.

62 The impact of this phenomenon would be to decrease the projected warket-
lue/adjusted-book-value ratio. Partially offsetting this ¢ffect, howewer, i the fset
that reinvestment rates { Column 4 of Table 1-18) are oerstated somewbut in com-
parison to what they would have been ahsent the accumulation of redundant cash. An
overstated reinvestment rate for a high-retumn fiom tends lo overstate the projected
market-valuesadjusted-book-value ratio.

70 Twelve of the sixtcen finms whose Ea:ﬁa._;:H:r.cN.,.pr_n\rcow-..&_._n ratios fell
above the projected upper boundary calne in Columns 6 and 7 of Table 1-16, for
example, carned o lower ominal ROE in 1976 than their average nominal ROE in
the prior decade {Colnmn § versus Column 4, “Table 1103, H the sverage nominal
ROE achicved by these firms duning the prior decade were substituted for the nomi-
nal ROE achieved in 1976, the adjusted-matket-valuesbob lue ratio for six of
these firms would then fall below the projected upper boundary value in Columas G
and 7 of Table 1-16.

71 Ay noted in Footnote 54, errars in estimating the 2 for #ach firm can introduce
&Mw:mmnpi error in the ealculation of a firm's cost of eguity eapital, and thus in the
valye appearing in Column 7, Table 1-16. If unearfainty surrounding the truc value
of g were the only uncertainty in determining the Coltinn 7 value, then we could
say (with o minimum of 90 percent confidence in sach ease) that the firms with
starred data in Column 7, Table 1-16 were wrvalied.” For the six frms with
double stars, we could make this statement with a minimun of 85 percent confidence
in each case.

T In a 1963 article on share viduation, Burton Malkiel reached the eruivadent
conchnsion. Malkiel's valnation model was similar in concept to the model presented
in Chapter 1, but the Malkiel model focused gn the wtionality of a firm's gprice/
eamings mtio based on o maximum fivg-yeur extrapolation of growth wxic::::c?
See Burton G. Malkicl, “Equity Yields, Growtls, and the Stratlure of Share Prices,”
The American Economic Beview, December 1963,
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are sceuritics that arc traded broadly and deeply by scemingly sophisti-
cated investors, The possibility that such market imperfections may exist
presents significant opportunitics for value transfers. a subject that will
be explored in greater detail in Chapters 2.3, 7, and 9.

APPENDIX

CAPITALIZING AND AMORTIZING ADVERTISING
EXPENDITURES

The accounting requirement that advertising and rescarch and devel-
opient cxpenditures be immediately expensed can lead to an under-
statement of a frmv's total profils, while at the same time producing an
overstalement of a firm’s overall m_.cmgvm:.ﬁ {ROE). Avon Products, for
cxample, increased its media advertising expenditures very significantly in
1976 (Lines 8-13, Column 1, Table 1A-1). If the economic benefits of
Avon's advertising outlays were assumed to decay over six years at the
rates indicated in Lines 1-8, Column 1, Table 1A-1, then in 1976 the firm
experienced an ceconomic amortization of its advertising assets equal to
$20.1 million (Line 14, Column 3. Table 1A-1). This $20.1 million figure
represents the economic cost of advertising for the firm in 1976, The
GAAP accounting cost of advertising for the firm in 1978 was, howcver,
$29.3 million.

Given our assumnptions. Avon's 1976 pretax profit, according to the
economic definition of profit, should have been $9.2 million higher than
the firm's pretax profit calculated according to the GAAP definition of
profit. The firm’s after-tax profit {applying Avon’s 1976 tax rate of 50.4
pereent per Line 3. Table 1A-3) should have been $9.2 x (1.0 — 0.304)
= $1.6 million higher according to the economic definition of profit.

This profit increasc is only part of the story, however. Had Avon capi-
talized its nedia advertising expenditures cach year, the unanmortized
halance of the firm's advertising asset at December 31, 1976, would have
been $36.2 million (Line 14, Colunm 2, Table 1A-1). This figurc is deter-
mined by multiplying the pumbers in Lines 1-6, Calumn 2, by the num-
bers m Lines 8§-13, Column 1 and summing the results (Lines 8-13,
Column 2} to arrive at the $36.2 million total, Were this advertising assct
to appear on Avon's halance sheet, there would obviously have to be
some ollsetting liabilitics. Since reported pretax profits would have been
increased by $36.2 million over the period 1971-76 as  result of capital-
izing advertising expenditures, alter-tax profits would also have been
increased. TE we again apply Avon's 1976 tax rate of 50.4 pereent, Avon's
retained curnings at Decenber 31, 1976, would have risen by 5362 (1.0 —
0.504). or £18.0 million. Avon’s tax liability would have risen by the bal-
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ance of $36.2 — $18.0, or $18.2 million. Since these taxes would be
reported only to sharcholders, and not actually paid to the Internal
Revenue Scrvice™ for the years 1971-76, this $16.2 million fgure would
appear as a liability entitled “deferred taxes.”

The bookkeeping adjustments nceded to capitalize and then amortize
Avon’s advertising expenditures have the net result of boosting Avon’s
1976 profits by $4.6 million and increasing the Brm’s net worth at Deeem-
ber 31, 1976, by $18.0 million. When these adjustments arc made to profits
and net worth as calculated according to GAAP, Avon's 1976 ROE de-
clines from 28.6 percent to 28.5 percent as shown in Table 1A-3 (Lines
14-15, 18-19, and 24-25). While this decline is not particularly note-
worthy in the Avon Products cxample, the cffeet can be quite substantial
for a firm with high (in rclation to net worth} and rapidly growing ad-
vertising expenditures. Firms marketing branded consumer products often
fall into this category. In the case of Dr. Pepper, for example, tbis adjust-
ment would reduce the Brm's 1976 reported ROE from 31.3 percent to

27.8 pereent.

CAPITALIZING AND AMORTIZING R&D EXPENDITURES

Rescarch and development expenditures are quite analogous to adver-
tising expenditures. The cconomie benefits of R&D expenditures almost
certainly appear more slowly however, and the benefits mav last somewhat
longer. This is reflected in Lincs 1-10, Columu !, of Table 1A-2. Here
we assume that the economic benefits of R&D cxpenditures extend over
ten years and that the R&D assct is amonrtized according to a straight-line
pattern. Given Avon’s past pattern of R&D cxpenditures, this set of as-
sumptions produces:

a. a cost reduction for 1978 equal to SL7 million when an economic
definition of R&D cost is used in place of the GAAP definition (Line
25, Column 1, Table 1A-2)

b, a Swzuzwom R&D asset at December 31, 1976, equal to $60.8 million
when an economic definition of R&D cost is used in place of the
GAAP definition { Line 22, Column 2, Table 1A-2).

When these cost and asset items are tax-elfected and work their way
into Avon's financial statements, the Brm's ROL in 1978 declines from
28.5 percent to 27.3 percent as shown in Tabic 1A-3 {Lines 15-16, 19-20.
and 25-26}.

Again (as was the casc in the advertising example ) the impact of capi-
talizing and then amortizing R&D expenditures is not particularly pro-
found in the Avon situation. The impact is far greater for fimns with

13 It is assumed that Avon would continue to cxpense advertising expenditures
for tax purposes as permitted by IRS regulation.

i
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TABLE 1A-3

Caleulation of the adjustments to Aven Products’ profit/common-equity ratio {caused by
{ 1) copitatizing and amortizing advertising, (2} capitalizing and amortizing R&D,

{3) replacement cost accounting for inventory and plant and equipment)

1876
Line (S millian)
1 Profit before raxes e . iee.....339.4
2 Income taxes . . . J R A
3 INCOMEIIX (AIC . . . - o v v ok e s e e, D.BO4
4 Profit af1er 1OXES . v v o« v o h e oo e e e .. ... .108.4
5 Prefarred dividends . . . S ¢ B o
[} Protit atter taxes ovailable for commonstock. . . .o ..o - .. ...168.4
7 Change in costs—Advertising adjustment {Line 17, Column 1,
Table 1A-1] . .. . .. oo e .. 192
8 Change in costs—R&D adjustment (Line 25, Column 1, Table 1A-2} . ... (1.7}
] Change in costs—Reglacement cost of goods sold {from Avon's 10K
Reportto the SECdated 12/31/76) . . o . - . v v o v e i e 21.6
10 Change in cosis—Ruplacement cost depreciation® {{rom Avon’s 10K
Report 10 the SEC dated 12/31/76] . e e ... B2
11 Tax-»ffecied change in profits after tax from:—~Advertising . « . « ..« « 4.6
12 Tax-eifected changa «n profirs atter tax from:~R&D. . .. .. ceew... 0.8
13 Tax-effected change in profits after tax from:—Heplacement cost
of goods soid and replacement cost amoan_a:oa. P § 8-
14 Profit after Loxes avatable for common stock (historical reporting} .. .188.4
15 PAT to common—Adjusted for advertising (Line 14 + Line 11} . ..... 1730

16 PAT to common—Adjusted for advertising, R&D {Line 15 + Line12}....1738
17 PAT 10 common—Adjusted for advartising, R&D, repigcernent cost of

goods and depreciation {Line 16 + Line 13} .. e ... 1880
18 Common equity (historical reporuing) .. . . .o oo ce e .589.4
19 Comemon equity {adjusted for advertising: equal to line 18 +

{1 — tax rate) {Line 14, Column 2, Table TA-1) .. .. e.....6074

20 Common equity (adiusted for advertising, R&D: cqual to C:.m .dw +
{1« tox rate) {Line 22, Column 2, Table JA-2). .. ... ... ..« o .637.6

21 increase én net plant ireplocementcost) . . . . - .. e e 1728
22 \ncrease in inventory (replacementcostl. . ... oo e DL 307
23 Common eguity {adjusted far agverusing, R&D, net plant and

inventory: Equalto Line 20 + Line 21 +Line22). . . . .. ... .. . 841.1
24 Profit after tox/common equity (historical reporting) . . . .. .....{0.286
25 Profit after tax/common equity ladjusted for advertising). . . . .. .. (0.285 )
26  Profit alter tax/common equity ladjusted for advertising, R&D! . . . L {0.273)

27 Protit ofter taxjcommon equity {adjusted for advertising,
R&D, nerplontand inventosy). . o .. o oo ....... (0189}

“Depragiation other than that mefudad in cost of goods sold. .

TUnder standard accounting conventions, no ax bonedits would be 0350c10108 with tha
increpsed lovel of costs rasulting from the appiication of replscormant cost accounting 19
axisting nssets gince such benoafits would not. in fact, ba raceivad from the IRS, On New
invastmonts. however, 1ax benafits vouid be rralized. Since now nvestmont is often morae
critical to the valuation of the squity of high-ROE firms than old Investments {Tople 1-3),
for our purposes 11 is rnasonable to Impute g tax impact into the caicuiation.
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large (in relation to net worth) and rapidly growing Ral> expenditures.
Pharmaceutical firms generally fall into this category. In the case of
Merck & Co., for example. this adjustment wonld reduce the firm's 1976
ROE from 22.6 pereent to 20.5 percent.

ROE VERSUS TRUK (DCF) RETURNS

It is Hucmmzzc to make adjustments such as those indicated above to
GAAP profitability calculations in order to bring them morg closely into
line with an cconomic notion of profitability. Nevertheless, sume prob-
lems inherent in the measurement system atill remain. An ROE calenla-
tion, no matter how carefully adjusted, does not necessarily equal the true
vield (measured on o DFC basis) produced by the cash flows properly
allocable to a firm's cquity capital. Solomon has demonstrated this phe-
nomenon with a series of relatively simple examples.”! Stanfler has devel-
oped the issues in considerably more analvtic detail™ In comparing
GAAP-caleulated ROEs with his own trnc discounted-cash-flow (DCF}
rates of return, Stauffer notes that ™. .. the maguitude of these dis-
crepancics 1s small for most industries other than m?.:.éuoo::our. oil
producing companics, and a fow other “discovery intensive industries.”™
In the pharmaceutical industry (the industry with the widest diserepan-
cies) Stauffer finds a divergence hetween GAAP and true discounted cash
flow roturns to the firm's equity investment as indicated in the table

below. ™

GAAP True DCF Difference

ROE AOE {percentoge points)
FirmA . ... 12.58% 15.0% 25
Firm8 . ... 201% 16.4% 3.7
FirmC . ... 98% 12.1% (2.3
FirmD .. ... 294% 21.2% 8.2
Firm E ... .. 204% 16.3% 4.1
FirmF . .. .. 13.3% 13.1% 0.2

In Table 1-10 we ar¢ comparing a truc discounted-cash-flow concept
(the cost of equity capital in Column 2) against an accounting measurc

of returns on a firm's cquity capital (Colunms 4.5, 8, and 71. Ilappily in

T Ezra Solomon, “Return on Investrent: The Relation of Book Yield to Truc
Yield,” in Rescarch in Accounting Measurement, American Accounting Asfocintion,
196G8.

76 Themas R. Stanifer, “The Measurement of Ocqmaw.ﬁn Rates of Retorn: A Gen-
erilized Formulation,” Bell Journal of Economics anc Monegement Science, Aulnmn
1971; and Thamas B, Stauiler, “Profitability Measies in the Pharmacentical Tndus-
try,” {n Hebert B. Delms, Drug Development and Marketing, The American Enter-
prise Institute for Public Poliey Research, 1975.

6 Thid., pp. 112-13.

77 1bid., p. 110.

3
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most of our Table 1-10 cxamples the spread between equity capital costs
(both unadjusted and adjusted) is sulliciently large so that the measure-
ment error is nol eritical.

ADJUSTING FOR INFLATION—REAL VERSUS NOMINAL
LEQUITY COSTS AND ROE's

Colurnn 6 of Table 1-10 adjusts historically reported ROEs to reflect
the elleets of capitalizing and then amortizing advertising and rescarch
and development expenditures. One final adjustment remains. That is to
incorporate into the data the impact of inflatiou. Numerous articles have
appeared in yecent veawrs that describe the adjustments that must be
made to a firm's inconte statenent and halance sheet in order to account
correetly for the impact of inflation. Three broad approaches have been
described. These are (11 current-replacement-value accounting (CRVA),
{2} mc:c_.&-?.mco.wc,.& accounting {GPLAY, and {3) mmcnmmo.mza‘mo:-
eral-price-level accounting { SPLA)T®

The critical issne in choosing a specific method for capturing the im-
pact of inflativn relates to the use to which the adjusted data will be put.
Our concern here is largely with the value-creation potential of a Brm’s
future investment opportunities. Thus we need to look forward to csti-
niate future profitability. Accordingly, in our definition of net profits we
will ignore holding gains or losses (realized and unrealized) from both
tangible™ and net monetary assets. Our definition of profit is quite close
o thut described by Davidson as “sustainable income.™ There is one
ditferance between Davidson's definition of “sustainable income” and
our own definition of inflation-adjustcd income as outlined in Table 1A-3.
On new investment we would gain the tax benefits associated with the
higher level of costs usually reflected in cc23781_anaBoi&&:n ac-
comnting. For the investmants alrcady in place, however, we would not
receive any tax hencfits from the utilization of CRVA, as Davidson’s dch-
nition of “sustainable income” properly relleets. Given the future orienta-
tion of our data need, Table IA-3 reflects a definition of profit that in-
corporates in the calculations tax benefits from CRVA.

As with advertising and R&D expenditures, we also neced to cxamine
the impact of inflation accounting {of the CRVA vaicty deseribed above)

75 Richard F. Vancil, “Inflation Accounting,” p. 59.

™ Ly this contest “tangible” refers fo inventory and property, plnt and equip-
ment,

50 Sicsey Davidiou and Roman L. Weil, “Inflation Accounting,” p. 59, According
1 Davidean | pages 58-60 of the article noted ), “changis In.this number over time
probahly measiu: U growth capability of the firm buttor than the wih in any
ther meome figure, This ss e incame number. that financial analysts probubly
should pay most atton 1o in assessin grawth prospects for the compuny, henee
in assessing potentinl for appreviation of the fira's shaves in stock markets,”

¢
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on the reported profitahility of Avon Products. As shown in Linc 9, Table
1A-3, the December 31, 1976, replacement cost of products sold by Avon
in 1976 was $21.6 million higher than that reported under GAAP account-
ing. Depreciation based on CRVA was $8.9 million higher than that
reported under GAAP accounting {Linc 10, Table 1A-3). The value of
net plant was increascd by $172.8 million through the use of CRVA {Linc
21, Table 1A-3) and inventorics werc revalucd upward by $30.7 million
through the use of CRVA (Line 22, Table 1A-3).

As Avon looks forward to future investments, the net cffect of CRVA
on the firm is to reduce the real (inflation-adjusted) ROE to 18.9 pereent
(Line 27, Table 1A-3). When this figure is compared to Avon's 11.0 per-
cent real cost of equity capital, it is clear that Avon enjoys about
a 7.9 percentage point spread between its cquity cost and the returns on
equity (projected forward) of its past investments (Linc 9, Column 10,
Table 1-10).

PART
TWO

Processes by which
sharcholder values are
created, transferred, and
destroyed
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Question 37: On page 31, line 13 of his testimony, Dr. Woolridge provides
his DCF model as K=D/P + G. Please provide the derivation
for this model as it is opposed to the traditional model of K=
D1/Po +g.

RESPONSE: See discussion below, prepared in response to this question.

DCEF Dividend Yield Requirement

The following demonstrates the impact of applying an equity cost rate
derived from the Discounted Cash Flow (DCF) model to a forecasted, adjusted,
or end-of-test-year rate base. This is demonstrated using a simple numerical
example.

Consider a firm with no debt and a market-to-book ratio of 1.0. This
hypothetical firm has a book value and market price equal to $20 per share. The
firm's most recent quarterly dividend was $.50 which results in a spot dividend
yield of 10%. The shareholders anticipate that book value, market value, earnings
per share, and dividends per share are to grow at 5% per year. Thus, over the
next year investors anticipate receiving;:

ER) = D1+D2+D3+Ds + 5% * ($20)

where:
E(R) = shareholders' expected return
Dn = quarterly dividends which are expected to grow quarterly
and at an annual rate of 5%.

Therefore,
D=
$.50(1+G)'/4
where:
Do=%.50, D1=$.506,D,=$.512, D3=$.519, and D4=%$.525.
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Thus, shareholders expect to receive four quarterly dividends (all of
which are greater than the recent $.50 dividend) and an increase in market value
from $20 to $21 (which reflects 5% annual growth). If the firm is able to increase
book value by $1 and meet all four dividend payments, then the shareholders
will earn the expected rate of return. The key question is what rate of return, k,
must the firm earn on year-end book value to meet the shareholders'
expectations. This value of k, detailed below, is the correct cost of common
equity to be employed in the case.

Firm's earnings = shareholders' expectations

k (year-end book value) = dividends + growth

k ($21.00) = $.506 + $.512 + $.519 + $.525 +5% * ($20.00)

k = (($.506 + $.512 + $.519 + $.525)/$21.00) + ($1.00/$21.00)

k =$2.062/%$21 + $1.00/$21.00 k = 9.82% + 4.76% = 14.58%

The dividend yield on the left, 9.82%, is less than 10% which is the spot
dividend yield. In addition, the growth rate of 4.76% works out to be less than
the 5% expected growth rate which is employed in the DCF model.

To summarize, this example demonstrates that both the spot dividend
yield and the expected growth rate in the DCF model are overstated, with a
resulting overstated cost of equity capital estimate, when the cost rate of equity
capital is applied to a forecasted, adjusted, or end-of-test-year rate base of a
utility. Therefore, when the overall fair rate of return is applied to rate base that
includes future adjustments, the dividend yield and the expected growth rate are
overstated.
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Question 38: On page 31, line 10 of Dr. Woolridge’s testimony, Dr.
Woolridge states he adjusts the expected growth rate by %.
Please provide the derivation and any citations that support

this adjustment as it is opposed to the traditional model of K
=D1/Po +g.

RESPONSE: See response to Atmos DR No. 37.
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Question 39:

RESPONSE:

It appears Dr. Woolridge has employed both historical and
forecasted growth rates in determining his expected growth
rate in his DCF analyses; is that correct? If so, please provide
all citations of generally accepted academic texts that
indicate historical growth is an appropriate measure of
expected growth for use in DCF analyses.

Dr. Woolridge knows of no theoretical or empirical studies
that have been performed on the determinants of investors
expected growth rates.

Dr. Woolridge has used both historical and forecasted
growth rates in determining an expected DCF growth rate
for two reasons:

. Historical data on earnings and dividends and other

financial variables are provided to investors by virtually all
investment information sources.

. As discussed in Dr. Woolridge’s testimony, there is a well-

known upward bias in the forecasted EPS growth rates of
Wall Street analysts. Hence, simply relying on these
forecasts would tend to overstate expected growth rate
expectations.
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Question 40:

RESPONSE:

Does Dr. Woolridge agree that analysts consider historical
performance when determining their forecasts of expected
growth? Please provide any studies Dr. Woolridge has and
any citation explaining why it is not redundant to further
explicitly rely on historical performance to determine
expected growth.

Dr. Woolridge agrees that analysts know of historic
performance when they make their EPS growth rate
projections. However, in the DCF model, we are concerned
with investors’ growth rate expectations. As noted in
response to Atmos 39, historical data on earnings and
dividends and other financial variables are provided to
investors by virtually all investment information sources. In
addition, there is the well-known upward bias in analysts’
forecasted EPS growth rates. For these reasons, it is Dr.
Woolridge’s opinion the historical growth rate performance
must be explicitly considered, and there is no issue with
redundancy because analysts know of historical
performance when making their EPS growth rate
projections.
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Question 41: On page 55, line 1 of his testimony, Dr. Woolridge states,
“Hence it is unlikely that investors are going to experience
high stock market returns due to higher P/E ratios and
lower interest rates.”

(A)When did Dr. Woolridge first include this
statement in his cost of capital testimony before a
regulatory agency? Please provide the case citation,
including the regulatory agency and case number.

(B) Since Dr. Woolridge first presented that statement
in testimony, have investors experienced high stock
market returns?

(C) Please provide all studies and citations that
support the statement that “investors expect stock
market returns of only 7.50%" given recent and
historical returns.

(D)Please provide all studies and citations that
support the statement that “investors expect stock
market returns of only 7.50%" is valid today.

RESPONSE: a. To the best of Dr. Woolridge’s knowledge, the first time
such a statement was made in his testimony was in the
Kentucky-American Water Company case (Case No. 2004~
00103).

b. The context of the statement is long-term stock returns.
According to Ibbotson Associates, the stock market returns
in 2005 and 2006 were 4.89% and 15.79% which, in Dr.
Woolridge’s opinion, reflect one year with a relatively low
return and one year with a relatively high return.
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c. The statement reflects Dr. Woolridge’s opinion and is
supported by the CFO and Financial Forecaster surveys
cited in Dr. Woolridge’s testimony. In addition, it is
reflected in a recent Wall Street Journal op-ed article by
well-known economist Burton Malkiel. This article is
attached.

d. See response to Atmos 41 (c).
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Despite news that the estimated first quarter GDP growth rate fell to 1.3%, the Dow  Reprints tool at the bottom of any
Jones H.smsmaw_ Average closed last Friday at 13,121, a record high. The broader wd,_\m_\maﬂmwm%m com.
capitalization-weighted S&P 500 stock index, covering 80% of the market, traded

just below its historical high. Only the Nasdaq index is well below its Internet bubble ; 5°¢ & samPie reprint in PDF
high. Is the stock market correctly pricing strong growth in corporate profits and » Order a reprint of this article now.
present economic stability? Or are we being irrationally complacent in the face of

substantial risks to the market and the world economy?

Despairing of economists who offered "on the one hand, on the other hand" advice, President Harry S. Truman
yearned for a one-handed economist who could offer clear predictions about the future. I fail Truman's test; neither
I nor anyone else knows the proper level of securities prices, and we can never be sure if today's stock prices are
reasonable measures of uncertain future events. We can, however, evenhandedly assess current valuations in
financial markets and the prospects for likely future long-run returns.

The facts are that stock prices are high not only in the U.S. but also in the world's
developed and emerging markets. We can estimate long-run annual equity returns by
adding today's dividend yield (just under 2%) to the likely future growth rate of earnings
and dividends (perhaps 5.5%). This calculation suggests that stocks are priced to produce
about 7.5% future returns, well below the 10.5% annual returns achieved from 1926
through 2006. Treasury bond yields (at just under 4.75%) are historically low, as is core
inflation, running close to 2%. The prospective equity risk premium (the amount by
which stock returns are likely to exceed bond returns) of about two and three-quarter
percentage points appears to be well below the five percentage point equity risk premium
earned since 1926. We are not being paid as much to take on the risk of holding stocks.

Kan Faifis

Not only are equity premiums low; so are bond risk premiums. The spread between high-yield bonds (more
pejoratively called junk bonds) and safe U.S. Treasuries is just about at an all-time low. Sovereign

5/3/2007 9:08 AM
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emerging-market debt yields are not much more than two percentage points over U.S. government debt. The VIX
index, measuring expected U.S. stock market volatility, is extraordinarily low. These measures imply that financial
markets are very relaxed about risk and that the world is a very stable place.

There are reasons to argue that world economic stability has in fact increased. We have not endured a world war in
over 60 years. The Cold War ended peacefully, and increased trade has made the world's economies increasingly
interdependent. Free market economies have blossomed throughout the world. As money manager Rex Sinquefield
reminds us, the only people today who don't believe that markets work are the Cubans and the North Koreans (and
some "active" portfolio managers). Economic activity in the U.S. has become increasingly stable. Depressions have
been avoided, recessions have been mild, earnings variability has moderated and inflation has been contained.
Moreover, despite the rise in the stock market, and unlike the situation at the 2000 peak, price-earnings multiples
in the mid to high teens are not far from their long-run average values.

But could the stock market be underestimating geopolitical risks today? We are all painfully aware of the
extraordinarily difficult situation in the Middle East. The conflicts between Sunnis and Shiites as well as the
violence of Hezbollah and Hamas threaten to destabilize the entire region. Iran poses a grave threat to Israel and
seems determined to become a nuclear power. Unrest in the region has a direct impact on oil prices.

Potential problems in energy-vulnerable Europe seem more remote to most observers. But Europe has a large
Muslim population that is experiencing limited social integration, high unemployment and radical Islamist
influence. Beyond that, with slow-growing economic activity and rapidly aging populations, European
governments will be hard put to fulfill their generous social welfare promises. Could it be, paraphrasing President
Franklin D. Roosevelt, that the only thing we have to fear is lack of fear itself?

Moreover, economic imbalances in the U.S. could trip us up. According to Yale University economist Robert
Shiller, inflation- and quality-adjusted home prices are still more than 50% higher than their averages throughout
most of the 20th century. These data suggest that the real-estate correction could have much further to go.
Measured savings rates in the U.S. are essentially zero, and the trade deficit is running at 7% of GDP.

The late economist Herbert Stein used to say, If something can't go on forever, it won't. Many observers would also
argue that the U.S. income distribution may be unsustainable. The share of after-tax corporate profits (increasingly
influenced by the foreign profits of multinational corporations) relative to GDP is almost 9%, compared with an

5/3,2007 9:08 AM
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average of about 5% during the 1970s and 1980s. Wages and salaries as a percent of GDP have fallen from 53% to
under 46% since 1970.

Corporate profits have shown strong tendencies to revert to the mean in the past and could do so in the future.
Inflation-adjusted earnings of the S&P 500 stocks showed zero growth from 1900 through 1947 and again from
1967 through 1987. If we enter such a period in the future, today's moderate price-earnings multiples may look far
less attractive.

As a believer in efficient markets, I hesitate to conclude that our markets are being irrationally complacent. I
believe that markets are high and risk spreads compressed because of massive increases in world liquidity. A world
awash in dollar-based purchasing power has helped to keep our interest rates low and the spreads on risk assets
tight. It has encouraged large flows of money into private equity funds that are privatizing (and leveraging) some
of the "undervalued" companies in the market, leaving less attractive firms available for public investors. Flows of
money have also continued into hedge funds where leverage is high and where "accidents” such as the Amaranth
collapse are always possible. In our highly leveraged, narrow-spread markets, shocks to the system -- be they
economic or geopolitical -- can have large destabilizing effects.

So what should investors do as the Dow rises to new highs? Should they "sell in May and go away," as one
stock-market bromide suggests? As a student of markets for over 50 years, I am convinced that attempting to time
the market is a fool's game. But new highs in the market should induce investors to review their asset allocations. If
the rising stock market has pushed your allocation of equities well above the level consistent with your risk
tolerances, it makes sense to consider rebalancing. Rebalancing is an excellent strategy to constrain your
investment risk in a very uncertain world.

Despite the risks and potential problems I have outlined, I remain a cautious optimist. I don't think anyone will
make money in the long run betting against the inherent strength of the U.S. economy. I expect that the economy
will adjust eventually to whatever imbalances exist and that the nations of the world will ultimately find peaceful
solutions to the seemingly intractable problems that continue to bedevil us.

Having disclosed my optimistic bias, however, I can't help remembering the story of two rabbis at the time of the
creation. One rabbi asked the other whether he was optimistic or pessimistic. "I'm optimistic," the second rabbi
replied. "Then why are you frowning?" the first rabbi asked. The answer: "Because I'm not sure my optimism is
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justified."

Myr. Malkiel is a professor of economics at Princeto

n University and the author of "4 Random Walk Down Wall
Street," 9th ed. (W.W, Norton, 2007).
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Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
DR.J. RANDALL WOOLRIDGE

QUESTION 42:

RESPONSE:

On page 63, line 1 of his testimony, Dr. Woolridge evaluates
the reasonableness of his recommendation using market-to-
book ratios. Has Dr. Woolridge performed any analysis to
determine the impact that non-regulated assets or non-
regulated earnings have on a utilities’ market-to-book ratios?
If yes, please provide details of that analysis.

Dr. Woolridge has not evaluated the impact of non-
regulated earnings on utility’s market-to-book ratios.
However, the utilities in question are predominantly
regulated public utilities providing gas service and are not
predominantly in some other business.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
DR. J. RANDALL WOOLRIDGE

Question 43: Please provide the coverage ratios for Atmos Energy using
Dr. Woolridge’s recommendation and the coverage ratios of
his comparable companies.

RESPONSE: Dr. Woolridge has not used coverage ratios in supporting
his recommendation and has not made the calculation.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

In regard to the Testimony of Charles W. King

Witness Responsible:
CHARLES W. KING

Question 44. Please provide copies of all workpapers used in preparation
of testimony by Mr. King.

RESPONSE: There are no workpapers beyond Exhibit CWK-1.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 45: Please provide copies of all testimonies filed by Mr. King for
the past three years.

RESPONSE: Mr. King's appearances are listed in Attachment B to his
testimony and are all in the public record. Most of his recent
testimonies can be found on the web sites of the respective
commissions.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 46: Given the objections stated by the witness to the 45 day
review period, how does the witness reconcile the fact that
new rates may go into effect in Mississippi under a similar
mechanism after 55 days?

RESPONSE: Mr. King has no experience with the Mississippi program.
However, he does note that the Mississippi plan has a 100
basis point “deadband” around a benchmark return. This
feature may reduce the complexity of the rate review
process.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 47: Is there time period (60 days, 75 days, 90 days etc.) over
which the witness would believe a CRS mechanism is
feasible?

RESPONSE: Since the witness does not concede that the CRS mechanism

is feasible at all, its time period is immaterial.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 48: Is it Mr. King’s position that extensive adversarial
proceedings are a necessity in all or almost all rate filings?

RESPONSE: Adversarial proceedings are necessary in all rate filings
because the interests of the utility and its ratepayers are
adverse. These proceedings do not have to be “extensive” if
the parties can find common ground for settlement.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 49: Does the witness agree that extensive adversarial
proceedings result in longer and more expensive regulatory
proceedings?

RESPONSE: The term “longer and more expensive” implies a comparison

with something else. The witness agrees that extensive
adversarial proceedings are longer and more expensive than
less extensive adversarial proceedings.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 50: With reference to page 8, line 14 of Mr. King’s testimony, if a
retrospective examination of the past year’s results does not
have to happen in a rate case, what is the purpose of an
historical test period (or base period) in a rate case?

RESPONSE: In a conventional rate case, the historical test year is
evaluated only to the extent that it conveys information as to
the utility’s prospective earnings. Typically, the actual
return earned during the historical period is not a
determinant of the ultimate rate
adjustment.






Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 51:

RESPONSE:

Would the witness support the proposed CRS if a “dead
band” was included in the proposed CRS?

A) Is there any alternative rate recovery mechanism that the
witness could support? Please explain.

B) Is there any aspect of Atmos’ proposed CRS that the
witness believes is feasible?

C) Are there any changes to the proposed CRS that the
witness could make that would allow him to support it?

The witness opposes on principle any rate recovery
mechanism that seeks to guarantee the utility its rate of
return. The witness concurs with Mr. Henkes’ criteria for
rate recovery mechanisms:

... if reasonable alternative rate mechanisms are
proposed that are not skewed in favor of the utility,
provide true benefits to the ratepayers, maintain an
equitable distribution of risk between the ratepayers
and stockholders, and continue to provide true
incentives for the utility to operate efficiently and
provide safe, reliable and adequate utility service at
the lowest possible cost while having an opportunity
to earn a reasonable rate of return.”






Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 52: Is the objection to the CRS based on the variance from “traditional
ratemaking” referred to by Mr. Henkes?

RESPONSE:

A.

If yes, what are the assumptions on which “traditional
ratemaking” is based?

Is it the witness’s position that those assumptions have not
changed in recent years?

Is it the witness’s position that the market conditions in the
natural gas industry have not changed in recent years?

. Is it the witness’s position that the natural gas market is

operating under the same economic conditions that existed
20 years ago?

Does the witness recognize any changes in the natural gas
industry over the last 20 years? Please explain the answer.

Yes.

The assumptions are those outlined by Mr. Henkes, namely
that regulation should function as a substitute for
competition, and that regulation should provide the utility
with the opportunity, but not a guarantee, to earn its
authorized rate of return. Regulation should also convey an
incentive for the utility to maximize the efficiency of its
operations and to provide the highest quality service.

Yes.

No.

. No.
Yes. Among the changes are the following:

Pipelines may no longer own and sell gas;

End-use customers may purchase gas directly from
suppliers rather than from the distribution companies;
There has been considerable consolidation in the industry;
Weather normalization adjustments are becoming the norm;
Interest rates and equity costs are much lower;

The cost of gas has become highly volatile;

Gas costs have increased;

Meters and meter-reading have increased in efficiency;

Cast iron and bare steel pipes are being replaced.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 53: Is there a level of reduced customer usage that would
warrant an increase in rates to recover that loss of revenue
associated with declining usage? Please explain.

RESPONSE: A reduction in customer usage that cannot be offset by
productivity improvement and results in the utility not
being able to earn its authorized rate of return would justify
its filing for rate relief.






Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 54:

RESPONSE:

What ability does Atmos Energy have to control declining
customer usage?

A. What factors does Mr. King believe cause the decline in

customer usage?

Of those factors, which are directly affected by gas cost?

Of these factors, which does the witness believe are

within Atmos Energy’s control?

D. How can Atmos Energy recover fixed costs with
declining usage without a rate increase?

nw

a. Mr. King has not made any formal study of this issue, but
it appears that the high cost of gas and the availability of
more efficient appliances and better insulation are the
principal causes of reduced use per customer.

b. The availability of more efficient appliances and better
insulation would probably cause some reduction in per
customer usage regardless of the price of gas. The high price
of gas may accelerate the adoption of these gas-saving
mechanisms.

c. None are within Atmos’s control.
d. By improving the efficiency of its operations, as it has

done over the past six years, see Henkes response to
question 8.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 55: Is there a limit to any utility’s ability to reduce expenses to
offset reduced customer usage? Please explain.

RESPONSE: So far, there is no evidence that productivity improvement
has run its course. So the answer is no.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 56: Should the risk of decreased customer usage be entirely on
the shareholders? Please explain.

A) If the answer is yes, should the return on equity be
adjusted upward to reflect this increased risk? Please
explain.

RESPONSE: Yes.

a. The answer depends upon the basis of the rate of return.
If the rate of return reflects the risk of other gas distribution
companies that also bear the risk of decreasing customer
usage, then the return should not be adjusted upward.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 57: How does the 37.833 percent increase in rates in Mississippi
since the Stable Rate Evaluation was implemented in 1992
compare to the rate of inflation from 1992 to the present?
Please include a specific reference to changes in the
Consumer Price Index during this period.

RESPONSE: The Consumer Price Index has increased from 140.3 to 206.7
since 1992, an increase of 47.3 percent.






Response of the Attorney General to
Atmos Energy’s Requests for Information to the Attorney General
Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 58: Which of the “risk-reducing” rate mechanisms that Atmos
Energy currently has in Kentucky address affects of
declining customer usage?

RESPONSE: The Margin Loss Recovery Rider addresses some of the
effects of reduced usage.






Response of the Attorney General to

Atmos Energy’s Requests for Information to the Attorney General

Case No. 2006-00464

Witness Responsible:
CHARLES W. KING

Question 59:

RESPONSE:

Would the witness support a rider mechanism to offset the
impact of declining customer usage on Atmos Energy’s
return? If no, please provide an explanation.

A) If no, how can any utility recover operating costs in a
declining usage market?

B) Does the witness believe that customer usage will
continue to decline? Please explain.

The answer is probably no, but the witness would need to
know more about the program. There are two objections.
First, from the customer’s standpoint, such a program makes
savings from improved appliance efficiency and insulation
self-defeating. For every reduction, there is an offsetting
increase in the price of gas. Second, it is desirable to
maintain pressure on the utility to continue to search for
further improvements in productivity. Too much protection
leaves the utility in a cost-plus situation where it loses all
incentive to enhance its operational performance.

a. By continuing to pursue cost savings and improved
productivity, as it has done for the past six years.

b. Probably.



