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BEFORE THE PUBLIC SERVICE COMMISSION 

COMMONWEALTH OF KENTUCKY 

IN THE MATTER OF ) 
) 

RATE APPLICATION BY ) Case No. 2006-00464 
) 

ATMOS ENERGY CORPORATION ) 

TESTIMONY OF LAURIE M. SHERWOOD 
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1. POSITION AND QUALIFICATIONS 

PLEASE STATE YOIJR NAME, BUSINESS AFFIL,IATION AND BUSINESS 

ADDRESS. 

My name is Laurie M. Sheiwood. I ain the Vice President, Coiyorate Developineiit 

aiid Treasurer of Atinos Energy Corporation (“Atiiios”, “Atinos Energy” or “the 

Company”). My business address is 5430 LBJ Freeway, Suite 700, Dallas, Texas 

7.5240. 

PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND DESCRIBE 

YOUR WORK EXPERIENCE. 

I earned a Bachelor of Business Administration degree with a double inajor in 

Management arid Finance froin Texas A & M University in 1982 and a Master of 

Business Administratioii degree fioin Soutliei-n Methodist University iii 1988. Froin 

August 1982 to April 1999, I was employed by Oryx Energy Company and its former 

parent, Sunoco Tnc., iii various haiicial positions, iiiost recently as Manager, 

Coiyorate Finance. 

I joined Atinos in May 1999 as Assistant Treasurer. I was iiained Vice President arid 

Treasurer in September 2000 and became Vice President, Corporate Developineiit 

and Treasurer in February 200 1.  

WHAT ARE YOUR JOB RESPONSIBILITIES? 
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I am responsible for the corporate treasury, procurement, risk management, business 

insurance and payment processing knctions of the Company. My duties include 

planning, scheduling and administering the Company’s financial requirements, 

including the sale and issuance of debt and equity securities. In addition to long-term 

financings, I am responsible for the Company’s bank relations and short-term 

borrowing and investing activities. As a result of these activities, I am in frequent 

contact with financial institutions, security analysts and commercial and investment 

bankers. I also oversee the Company’s merger, acquisition and divestment activities. 

I am also ultimately responsible for oversight of the Company’s risk management 

group which develops the Company’s risk management policies and is responsible for 

the procurement and maintenance of adequate levels of insurance coverage for 

general liability, casualty and other risks at a reasonable cost. 

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE KENTIJCKY 

PIJBLIC SERVICE COMMISSION OR OTHER REGULATORY ENTITIES? 

No. However, I have testified before the Georgia Public Service Cornmission, the 

Illinois Commerce Commission, the Louisiana Public Service Commission, the 

Missouri Public Service Commission, the Mississippi Public Service Commission, 

the Railroad Commission of Texas and the Tennessee Regulatory Authority. 

11. PURPOSE OF TESTIMONY 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

The purpose of my testimony is to sponsor the Company’s proposed capital structure 

and embedded cost of debt in this rate proceeding. I am also providing testimony as 

to certain affiliate costs, namely the property insurance costs charged to the Company 

by Blueflame Insurance Services, L,td. (“Blueflame”), the Company’s wholly-owned 

insurance captive. 

ARE YOU SPONSORING ANY OF THE FILING REQUIREMENTS IN THIS 

CASE, AND, IF SO WHICH REQUIREMENTS? 

Direct Testimony of L,aurie M. Shenvood Page 2 
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I am sponsoring the following specific filing requirements of Section 10 of 807 

K.A.R. 5:OOl‘: 

FR 10(8)(c) 

FR 10(9)(h)( 1 1) 

FR 10(9)(u) 

13-month average capitalization for the forecasted test period; 

Capital structure requirements; 

Amounts charged the Company’s Kentucky utility operations, 

Kentucky/Mid-States Division and Shared Services2 by 

Blueflame; and 

Cost of capital summary. FR lO(lO)(i) 

DO YOU ADOPT THESE FILING REQUIREMENTS AND MAKE THEM 

PART OF YOUR TESTIMONY? 

Yes. 

111. CAPITAL STRUCTURE AND EMBEDDED COST OF DEBT 

CAN YOU DESCRIBE THE ORGANIZATIONAL STRUCTURE OF THE 

COMPANY? 

Yes. As described more particularly in the direct testimony of Mr. Cagle, Atmos 

Energy is a corporation which conducts its utility operations in twelve states through 

unincorporated divisions. The Company’s division for which rates are sought to be 

adjusted in this proceeding is commonly referred to as the Kentucky/Mid-States 

Division. The Company also has a number of wholly-owned subsidiaries, of which 

Blueflame is one. 

DO THE COMPANY’S UNINCORPORATED DIVISIONS ISSTJE THEIR 

OWN DEBT OR EQUITY? 

This regulation prescribes numerous filing requirements (FRs). The FR abbreviations used are to the 
applicable subparts of Section 10 of 807 K.A.R. 5001. 

The charges from Blueflame to the Company’s Shared Services (SSU) are part of the allocated common costs 
more particularly described in the testimony of Company witness James C. Cagle, who describes the allocation 
process and the allocated amounts. The charges from Blueflame to the Kentucky/Mid-States Division general 
office are also allocated to Kentucky per the allocation process described in Mr. Cagle’s testimony. 

2 
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No. These divisions, including the Kentucky/Mid-States Division, are not separate 

legal entities and actually comprise part of the Company itself. Therefore, all debt or 

equity is issued by the Company as a whole on a consolidated basis. 

WHAT CAPITAL STRUCTURE SHOULD BE USED IN THIS 

PROCEEDING? 

Although this proceeding only affects the rates which may be charged by the 

Company for its regulated utility operations in Kentucky, the appropriate capital 

structure for each of the Atmos utility operating divisions, including its 

KentuckyMid-States Division, is equivalent to the consolidated capital structure for 

Atmos as a whole. This is because Atmos provides the debt and equity capital that 

supports the assets serving Kentucky customers. The capital structure that is 

appropriate for the Company’s Kentucky operations in this proceeding is set forth in 

FR 1 O( 1 O)(i). As shown in that FR, long-term debt comprises 5 1.8% and equity is 

48.2% of the Company’s 1 %month average capital structure for the forward-looking 

test period. 

HOW DOES THIS RECOMMENDED CAPITAL STRUCTURE COMPARE 

TO THE ACTUAL, CAPITAL RATIOS AS OF SEPTEMBER 30,2006? 

Atmos Energy’s capital structure and ratios at September 30,2006 were as follows ($ 

in thousands): 

L-T Debt S-T Debt Total Debt Shareholder Equity Total 

$2,183,548 $382,416 $2,565,964 $1,648,098 $4,2 14,062 

51.8% 9.1% 60.9% 39.1% 100.0% 

ARE THE DEBT COMPONENTS OF THE COMPANY’S CAPITAL 

STRUCTURE AS OF SEPTEMBER 30,2006 HIGHER THAN THE CAPITAL 

STRUCTURE THAT YOU BELIEVE TO BE APPROPRIATE FOR THIS 

PROCEEDING? 

Yes. The Company’s capital structure as of September 30, 2006 contained 

approximately 60.9% total debt, but this included seasonally elevated levels of short- 

term debt incurred to finance purchases of natural gas in preparation for the fall and 

Direct Testimony of Laurie M. Shenvood Page 4 
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winter heating season. The Company’s practice is not to use short-term debt to 

finance additions to utility plant. 

DOES THE COMPANY HAVE ANY PLANS TO REDUCE THE DEBT 

COMPONENT OF ITS CAPITAL STRUCTURE? 

Atmos Energy’s objective is to reduce its debt over the next several years to a level 

representing 50 - S5% of total capitalization. This level is consistent with the 

Company’s actual capital structure immediately prior to its acquisition of the 

operations of TXTJ Gas Company in fiscal year 2005, as discussed in more detail 

below, and is also consistent with the objective of maintaining a solid investment 

grade credit rating on Atmos Energy’s debt. 

Q. 

A. 

Q. CAN YOU EXPLAIN THE EVENTS WHICH CULMINATED IN THE 

COMPANY’S CAPITAL, STRUCTURE AS OF SEPTEMBER 30,2006? 

A. Yes. On September 30, 2004, debt comprised approximately 43.3% of the 

Company’s capital structure. On October 1, 2004, Atmos completed the acquisition 

of the operations of TXU Gas Company for approximately $1.9 billion in cash. In 

order to permanently finance the acquisition, Atmos issued 9.9 million shares of 

common stock in a public offering in July 2004, followed by another offering of 16.1 

million shares of common stock in October 2004, yielding combined net proceeds of 

approximately $617 million. The remainder of the purchase price was financed with 

long-term debt. 

This acquisition, combined with warm winter weather and higher than expected 

natural gas prices, increased Atmos Energy’s ratio of debt to total capitalization to 

approximately 59.3% as of its next fiscal year end on September 30, 2005. The 

Company’s debt ratio as of September 30, 2006 was slightly higher, at 60.9% of total 

capitalization, due to continuing high natural gas prices and the extremely warm 

winter weather that Atmos continued to experience across its service territory 

(particularly in Texas, where over half of the Company’s utility customers are 

located) during fiscal year 2006. 
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Q. WHY IS THE COMPANY’S CAPITAL STRUCTURE AT SEPTEMBER 30, 

2006 NOT APPROPRIATE FOR USE IN SETTING RATES IN THIS 

PROCEEDING? 

Because, as explained below, the September 30, 2006 capital structure does not 

accurately depict the Company’s recent historical capitalization ratios and the 

Company’s near-term objectives for its permanent consolidated capital structure, nor 

does it depict the Company’s current capital structure after giving effect to its recent 

equity offering. 

A. 

Q. WHAT IS THE COMPANY’S OBJECTIVE FOR ITS PERMANENT 

CONSOLIDATED CAPITAL STRUCTURE AND HOW DOES ATMOS PLAN 

TO ACHIEVE IT? 

As the Company has repeatedly stated, including in its 2005 Annual Report to 

Shareholders, Atmos Energy intends to return its capital structure to one comprising 

SO - 55% debt. The Company plans to fund future spending requirements by 

utilizing internally generated cash flows, credit facilities, and its access to the public 

debt and equity capital markets. In addition, Atmos will continue to increase 

shareholders’ equity by issuing common stock from its various stock plans and by 

generating earnings in excess of dividends paid. Because Atmos Energy’s current 

temporary capital structure contains a higher percentage of debt than both its 

permanent target capital structure and its actual capital structure immediately prior to 

the TXU Gas acquisition, it is not the appropriate capital structure to be applied to the 

Kentucky operations for use in this proceeding. 

HAS THE COMPANY UNDERTAK%,N ANY RECENT ACTION TO MOVE 

TOWARD ITS STATED CAPITALIZATION OBJECTIVE? 

Yes. The Company recently filed an application for and obtained the approval from 

the Commission for the implementation of a $900 million universal shelf offering for 

issuances of long-term debt, equity and hybrid se~urities.~ Under the universal shelf, 

the Company issued 6,325,000 shares of stock as of December 13, 2006 which 

A. 

Q. 

A. 

See In the Matter of the Application of Atmos Energy Corporation .for an Order Authorizing the 3 

Implementation of a $900,000,000 Universal ShelfRegistration, Case No. 2006-00387. 
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yielded net proceeds of approximately $191.86 million! The net proceeds from this 

equity issuance were used to pay down short-term debt outstanding under the 

Company’s commercial paper program. 

WHAT IS THE COMPANY’S CAPITAL STRUCTURE AFTER GIVING 

EFFECT TO THE RECENT ISSUANCE OF EQUITY? 

After giving effect to this equity issuance, the Company’s capital structure from 

September 30,2006 (as adjusted) is as follows: 

L-T Debt S-T Debt Total Debt Shareholder Equity Total 

$2,183,548 $190,552 $2,734,100 $4,214,062 $4,2 14,062 

5 1.8% 4.5% 56.3% 43.7% 100.0% 

WHY DIDN’T THE COMPANY ISSUE MORE EQUITY IN CONNECTION 

WITH THIS RECENT OFFERING IN ORDER TO MORE QUICKLY MOVE 

TOWARD ITS CONSOLIDATED CAPITALIZATION OBJECTIVE? 

The issuance of large blocks of equity by the Company is subject to a number of 

factors including, but not limited to, current stock price, dilution and investor 

confidence. When the stock price is higher, the Company will typically yield higher 

net proceeds from the issuance of fewer shares. When more shares are issued, the 

dilutive effect upon existing shares can be more pronounced. Therefore, when large 

equity issuances are contemplated, a reasonable balance between the number of 

shares to be issued and dilution must be achieved in order to avoid depressing the 

stock price and maintaining investor confidence. The level of the recent equity 

issuance struck such a balance, and the Company will continue to monitor market 

conditions to determine if and when further large-block equity issuances are 

warranted. The universal shelf recently approved by the Commission provides the 

Company with the ability and flexibility to respond to favorable market conditions, 

not only in the form of further equity issuances, but also with respect to further debt 

and hybrid security issuances. 

The prospectus for this equity issuance is sponsored by Company witness Daniel M. Meziere as FR lO(9)Q) 

Page 7 
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Q. WHY HAVE YOU NOT INCLUDED ANY SHORT-TERM DEBT IN THE 

CAPITAL STRUCTURE FOR THE FORECAST PERIOD IN THIS RATE 

PROCEEDING? 

The Company has not historically used short-term debt as a permanent form of 

capital. The Company has in the past used short-term debt as the means to finance 

purchased gas costs during the heating season and the level of short-term debt 

typically reduces to zero during the warmer months. As already explained 

hereinabove, the increase in the Company’s short-term debt level to that reflected as 

of September 30, 2006, was driven largely by the acquisition of TXU Gas and higher 

purchased gas costs during the following two winter periods. That level has since 

been reduced by 50% and the Company reasonably anticipates that its level of short- 

term debt will continue to decline. 

PLEASE SUMMARIZE YOUR DISCUSSION ON CAPITAL STRUCTURE. 

Although Atinos Energy’s temporary capital structure as of September 30, 2006 

included approximately 60.9% debt, this level is the result of the acquisition of the 

operations of TXU Gas Company in the Company’s fiscal year 2005 and the 

extremely warm winter weather and high natural gas prices prevailing during fiscal 

years 2005 and 2006. On September 30, 2004, just prior to completion of the 

acquisition, Atmos Energy’s capital structure contained approximately 43.3 % debt. 

Atmos will use internally generated cash flow and ongoing additions to shareholders 

equity to return its capital structure to near its permanent target af 50 - 55% debt. 

Moreover, the Company’s recent implementation of its universal shelf and equity 

issuance thereunder, coupled with the Company’s historically demonstrated ability to 

improve its capitalization ratio after consummating large acquisitions5, illustrates that 

the capital structure advocated by the Company for purposes of this proceeding, 

although forecasted, is realistic, achievable and entirely appropriate. Therefore, the 

capital structure that I have proposed of 51.8% long-term debt and 48.2% 

shareholders’ equity is appropriate for use in this proceeding. 

A. 

Q. 
A. 

See Direct Testimony of Company witness Dr. Don Murry. 5 
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Q. WHAT RATES DO YOU PROPOSE FOR THE EMBEDDED COST OF DEBT 

CAPITAL IN SETTING RATES IN THIS CASE? 

As shown in Exhibit LMS-I attached to my testimony, the Company’s weighted 

average cost of long-term debt was 6.09% as of September 30, 2006. However, I do 

not recommend that the Commission adopt 6.09% as the weighted average cost of 

long-term debt capital for use in this proceeding because it does not reflect what the 

cost will be as of June 30,2008, which is the end of the forecasted test period used in 

this proceeding. Exhibit L,MS-2 attached to my testimony shows that at June 30, 

2008, the Company’s projected cost of long-term debt capital will be 6.20% and I 

recommend that the Commission adopt that as the weighted average cost of long-term 

debt capital for use in this proceeding. 

Although the Company does not believe that it is appropriate to include short-term 

debt in the Company’s capital structure herein, should the Commission find to the 

contrary, then I recommend that the Commission adopt the Company’s projected cost 

of short-term debt at June 30, 2008. As shown on Exhibit LMS-1, the Company’s 

weighted average cost of short-term debt at September 30, 2006 was 5.58%. 

However, as shown in Exhibit LMS-3 attached to my testimony, the projected 

weighted average cost of short-term debt capital at June 30,2008 will be 6.32%. 

The calculations supporting these recommended costs of debt are shown on my 

Exhibits LMS-2 and LMS-3. These weighted average costs of debt will permit 

Atmos Energy to raise the required debt capital to support its operations and to 

continue to provide safe, reliable and efficient natural gas service to its Kentucky 

customers. 

A. 

IV. PROPERTY INSURANCE 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY REGARDING 

PROPERTY INSURANCE? 

As more fully explained hereinafter, the Company obtains property insurance for its 

utility and other assets through its captive insurance carrier, Blueflame. As part of the 

A. 
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filing requirements of 807 K.A.R. 5901, Section 10, the Company is required by FR 

10(9)(u) to provide a detailed description of the method of calculation and amounts 

allocated or charged to it by Blueflame with respect to the Kentucky utility operations 

and Atmos Shared Services, the method and amounts allocated during the base period 

and method and estimated amounts to be allocated during the forecasted test period, 

an explanation of how the allocator for both the base and forecasted test period was 

determined, and all facts relied upon, including other regulatory approval, to 

demonstrate that each amount charged, allocated or paid during the base period is 

reasonable. My testimony explains the purpose of and relationship of Blueflame and 

the Company, why the Company uses Blueflame for property insurance coverage, 

how insurance premiums are determined for the utility divisions and Shared Services 

(although the allocation of Shared Services costs and Kentucky/Mid-States Division 

general office costs is described by Mr. Cagle in his direct testimony) and that 

Blueflame’s services are provided at cost. 

PLEASE BRIEFLY DESCRIBE BLUEFLAME AND EXPLAIN HOW ITS 

FITS INTO THE COMPANY’S CORPORATE STRUCTURE? 

Blueflame was chartered in Bermuda effective December 16, 2003 and was 

operational as of January 1, 2004. Blueflame is a wholly-owned subsidiary of the 

Company and is incorporated under Bermuda’s well-developed insurance law and 

regulations and is fully capitalized under the requirements of applicable Bermuda 

law. The insurance services provided by Blueflame are provided to the Company at 

cost and without markup. Blueflame does not provide insurance services to any 

entity other than Atmos and its affiliates. 

DOES THE COMPANY MANAGE THE OPERATIONS OF BLUEFLAME? 

Blueflame is managed by Aon Risk Manager - Bermuda, a third-party risk manager, 

but the direction and philosophy of Blueflame is determined by the Company’s risk 

management group. Premiums and claims are directed to Blueflame by the Company 

and reinsurance terms and conditions are negotiated by Atmos. 

PLEASE DESCRIBE THE COMPANY’S PROPERTY RISK MANAGEMENT 

PROGRAM AND BLUEFLAME’S ROLE UNDER THE PROGRAM. 
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A. Blueflame, as Atmos’ captive insurance carrier, provides cost-effective property 

insurance coverage for Atmos and its utility assets through the Program. Over the 

last several years, affordable property insurance in the commercial insurance market 

has become increasingly difficult to obtain and traditional commercial carriers have 

lost interest in writing property insurance coverage for energy companies and utilities. 

In fact, many commercial carriers simply will no longer write coverage for the energy 

industry. Assuming that coverage can be found, it is too costly and the levels of 

coverage offered, coupled with high deductible requirements, are simply inadequate 

for a utility with the size, diversity and geographic complexity such as Atmos. As a 

result, Blueflame was created for the purpose of providing affordable property 

coverage to Atmos under the Program. 

Blueflame provides property insurance coverage for Atmos’ utility operations 

through three loss levels aggregating $255,000,000. The first loss level, after 

satisfaction of a $100,000 deductible, is insured directly by Blueflame for losses up to 

$1,000,000. The second loss level is insured through Blueflame pursuant to 

reinsurance arrangements Blueflame has made with United Insurance Company, for 

losses over $1,000,000 and up to $5,000,000. The third loss level is insured through 

Blueflame pursuant to reinsurance arrangements with OIL Co. for losses greater than 

$5,000,000 and up to $255,000,000. 

WHY DID THE COMPANY CREATE BLIJEFLAME AND ASSIGN IT A 

KEY ROLE IN THE ADMINISTRATION OF THE PROGRAM? 

There were several reasons for the Company to form Blueflame. Each of these 

reasons either allows for more comprehensive coverage or reduces expenses for the 

Company and its customers. As I stated previously, the availability of adequate and 

cost-effective coverage through the commercial insurance market has become scarce 

and increasingly difficult to obtain over the last several years. 

Another reason which prompted the Company to form Blueflame is that it places a 

legal entity between the Company and the insurance marketplace, which enables the 

Company to take advantage of the third-party commercial market. In short, 

Blueflame is the Company’s gateway to the reinsurance market which it cannot 

Q. 

A. 
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access without a captive insurer. The reinsurance (third-party commercial insurance) 

market is a vital component for any insurance coverage since the re-insurers have the 

ability to spread the insurance coverage risk over an extremely large international 

base. 

Blueflame was also formed because it works exclusively for the Company and its 

customers. Blueflame does not have divided loyalties which can pose a problem with 

brokers and agents who have shareholders that must be satisfied. 

ARE THERE OTHER FACTORS THAT INFLUENCED THE COMPANY’S 

DECISION TO FORM BLUEFLAME? 

Yes, there are other factors that influenced the decision to form Blueflame. One such 

factor was our concern about the creditworthiness of commercial insurance 

companies. Another factor involves the benefits to Atmos and its customers resulting 

&om the use of Blueflame to the second loss level ($1,000,000 to $5,000,000 per 

occurrence) through the Program. 

Part of the function of the Company’s risk management group is to keep abreast of 

the financial stability and security of the commercial insurance companies to which 

the Company pays or has paid premiums. By using Blueflame, the Company’s 

concerns regarding the financial viability of commercial insurance companies for 

property coverage is effectively eliminated since we know the financial viability of 

Blueflame. 

With respect to the second factor, if the Company self-insured to the level of 

$5,000,000 of property loss, it would not be able to shed this risk of loss to the third- 

party commercial insurance market as Blueflame is able to do, The ability to transfer 

risk is a major advantage in having a captive as opposed to straight self-insurance, 

and the captive ensures that the Company’s risk is covered through premium 

payments instead of the Company being in the position of waiting for an 

undetermined loss situation occurring in the future. 

Q. 

A. 

Q. DOES BLUEFLAME PROVIDE PROPERTY COVERAGE FOR THE 

COMPANY’S KENTUCKY UTILITY OPERATIONS? 
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A. Yes. All of the Company’s Kentucky property, plant and equipment is covered 

through insurance provided by Blueflame through the Program. In addition, 

Blueflame provides property insurance through the Program for the property, plant 

and equipment of Shared Services and the Kentucky/Mid-States Division. 

Q. EXPLAIN HOW THE COST OF OBTAINING THE INSURANCE 

COVERAGE THROUGH BLUEFLAME IS DETERMINED. 

The services provided by Blueflame are provided at cost and without markup. The 

amount of the annual premiums for coverage paid to Blueflame by Atmos are 

determined using a number of factors. The administrative fees, cost of reinsurance 

premiums and projected losses are determined and used as a budgeting guideline. 

The administrative fees and cost of reinsurance premiums are costs paid by Blueflame 

directly to non-affiliated third parties and which are then charged back to Atmos by 

Blueflame without mark-up. Values of insured property are updated annually and a 

premium factor is assigned based upon exposure, loss history and projected losses. 

Periodic surveys in the commercial market will also be conducted and a risk factor 

per hundred dollars of value assigned and coverage limits renewed based upon the 

final pricing factor. 

A. 

Q. HOW ARJ3 THE CHARGES TO KENTUCKY FROM BLUEFLAME 

DETERMINED? 

Each utility division’s and subsidiary’s annual gross plant balance is the basis for 

apportioning the property insurance costs from Blueflame. In other words, each 

division or subsidiary pays the same insurance rates charged by Blueflame and the 

actual amount of the premium charged is based upon the same factor, gross plant 

balance. If a particular utility division’s gross plant is greater than that of another 

utility division, then the division having the greater amount of plant will bear more of 

the total premium cost charged to the Company by Blueflame. 

DO THE PREMIUMS CHARGED TO KENTUCKY INCLUDE INSURANCE 

A. 

Q. 
COVERAGE FOR THE KENTUCKYIMID-STATES DIVISION GENERAL 

OFFICE PLANT? 
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8 A. 
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11 

12 

13 Q. 

14 A. 

No. Premiums are charged to the Kentucky/Mid-States General Office based upon 

the general office’s gross plant balance. The general office’s premiums then become 

part of the total costs of the general office which are allocated to the rate divisions 

within the Kentucky/Mid-States Division as more particularly described in Mr. 

Cagle’s testimony. 

DO THE PREMIUMS CHARGED TO KENTUCKY INCLUDE INSURANCE 

COVERAGE FOR THE COMPANY’S SHARED SERVICES PLANT? 

No. Premiums are charged to the Company’s Shared Services in the same manner as 

to the utility divisions and subsidiaries - gross plant balance. The Shared Services 

premiums then become part of the total Shared Services costs which are allocated in 

accordance with the procedures and methodology described in the direct testimony of 

Company witnesses Daniel Meziere and James Cagle. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes. 
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Atmos Energy Corporation 
Consolidated & Utility Long-Term Debt Outstanding w/ calculation of Effective Interest Rates 
as of September 30,2006 

Atmos Energy Corp., Consolidated: 
- Line 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

Debt Series 
(4 

9.76% Sr Note J Hancock due 20041 RET 2013 
9.57% Sr Note Var Annuity Life due 2006lRET 201 3 
7.95% Sr Note Var Annuity Life due 2006lRET 201 3 
8.07% Sr Note Var Annuity Life due 2006/RET 201 3 
8.26% Sr Note NY Life due 201 LURET 201 3 
9.40% First Mortgage Bond J due May 2021/RET 2005 
10% Senior Notes due Dec 201 1 
7.38% Senior Notes due May 201 1 
6.75% Debentures Unsecured due July 2028 
5.125% Senior Notes due Feb 2013 
10.43% First Mortgage Bond P due 201 7 (eff 201 2) 
9.75% First Mortgage Bond Q due Apr 2020lRET 2005 
9.32% First Mortgage Bond T due JiJne 2021/RET 2005 
8.77% First Mortgage Bond U due May 202ZRET 2005 
7.50% First Mortgage Bond V due Dec 2007/RET 2005 
6.67% MTN A1 due Dec 2025 
6.27% MTN A2 due Dec 2010 
2.465% Sr Note 3Yr Floating due 1011 5/2007 
4.00% Sr Note due 1011 512009 
4.95% Sr Note due 10/15/2014 
5.95% Sr Note due 10/15/2034 

Subtotal -- Utility Long-Term Debt 

United Cities Propane Gas, Inc. 
Baxter, KY -- Harlan LP due 03/05 
Evensviile, TN -- E-Con due 06/08 
Pulaski -- Ingas, lngram & Carveil 06/08 
Boone, NC -- High Country, Kirby 02/04 

Total Propane 

United Cities Gas Storage, Inc. 
Nations Bk Sr Sec Notes #I8 #26 03/07 

Atmos Leasing, Inc. 

Atmos Power Sys - Wells Fargo 05/08 
US Bancorp ~ 04/09 
Total Long-Term Debt 

Annualized Amortization of Debt Exp. & Debt Dsct. 

Industrial Develop Revenue Bond 0711 3 

Less Unamortized Debt Discount 

Effective Avg Cost of Consol Debt 
Utility Only 
Note: includes current maturities 

Year 
Issued 

(b) 

1989 
1991 
1992 
1994 
1994 
1991 
1991 
200 1 
1998 
2003 
1987 
1990 
1991 
1992 
1992 
1995 
1995 
2004 
2004 
2004 
2004 

Outstanding End 
9/30/2006 ,Int Rate 

$0 

2,303,308 
350,000,000 
150,000,000 

8,750,000 
250,0~0,000 

10,000,000 
'10,000,000 

300,000,000 
400,000,000 
500,00~,000 
200,000,000 

9.76% 
9.57% 
7.95% 
8.07% 
8.26% 
9.40% 
10.00% 
7.38% 
6.75% 
5.13% 
10.43% 
9.75% 
9.32% 
8.77% 
7.50% 
6.67% 

5.88% 
4.00% 
4.95% 
5.95% 

6.27% 

$ 2,181,053,308 

- 7.50% 
- 7.00% 

200,000 8.00% 

Annual Int at 
9/30/2006 

0 
0 
0 
0 
0 
0 

230,331 
25,812,500 
10,125,000 
12,812,500 

91 2,625 
0 
0 
0 
0 

667,000 
627,000 

17,646,000 
16,000,000 
24,750,000 
1 1,900,000 

$ 12'1,482,956 

16,000 
- 7.50% 

$200,000 $1 6,000 

1991 - 7.45% 

1991 91 6,666 7.90% 72,417 
2003 1,960,913 5.65% 11 0,792 
2004 2,747,620 5.29% 145,349 

$ 2,186,878,506 $ 121,827,513 
$ 3,330,494 

$ 11,084,796 
$ 2,183,548,011 $ 132,912,309 - 

6.09% end of period 
6.09% end of period 
- 

$ 2,183,548'01 1 
92 0 
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Atmos Energy Corporation, KY 
Case No. 2006-00464 

as of June 30,2008 
AVERAGE ANNUALIZED LONG-TERM DEBT 

Data:-Base Period X Forecasted Period 
Type of Filing: X Original Updated 

EXHIBIT LMS-2 

Schedule J-3 
Sheet 2 of 2 

Workpaper Reference No($. Witness: 
13 Mth Averaae EFFECTIVE COMPOSITE 

" 
Amount Interest ANNUAL interest Line 

No. ISSUE OUTSTANDING Rate cost Rate 
(B) ((7 (D) (E=D/B) (A) 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

First Mortgage Bonds 
Unsecured Note 
Unsecured Note 
Debentures 

7.375% Sr Note 2001-2011 
5.125% Sr Note 2003-2013 

Medium Term Notes 
Medium Term Notes 
Unsecured Notes 
Unsecured Notes 
Unsecured Notes 
Unsecured Notes 
Columbus IDB 
Wells Fargo Equipmt Lease 
US Bancorp 
Pulaski 

Amortization of debt discount 
Unamortized Debt Discount 
Total LONG-TERM DEBT 

$6,730,769 
1 ,I5 1,654 
1,151,654 

150,000,000 
350,000,000 
250,000,000 

10,000,000 
10,000,000 

300,000,000 
400,000,000 
500,000,000 
200,000,000 

760,530 
978,435 

1,462,137 
69,231 

(2,775,329) 
$2,179,529,081 

10.43% 
10.00% 
10.00% 

6.75% 
7.38% 

6.670% 

6.02% 
4.00% 
4.95% 
5.95% 

7.90% 
5.65% 
5.59% 
8.00% 

5.13% 

6.270% 

$702,019 
115,165 
115,165 

10,125,000 
25,812,500 
12,812,500 

667,000 
627,000 

18,060,000 
16,000,000 
24,750,000 
11,900,000 

60,082 
55,282 
81,733 
5,538 

11,074,648 

$1 32,963,633 6.10% 

J .3 
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COMMONWEALTH OF KENTLJCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF 1 

ATMOS ENERGY CORPORATION ) 
RATE APPLICATION OF ) Case No. 2006-00464 

CERTIFICATE AND AFFIDAVIT 

The Affiant, Donald A. MLIITY, being duly sworn, deposes and states that the prepared 
testiniony attached hereto and made a part hereof, constitutes the prepared direct testimony of 
this affiant in Case No. 2006-00464, in the Matter of the Rate Application of Atmos Energy 
Corporation, and that if asked the questions propounded therein, this affiant would make llie 
aiiswers set forth in the attached prepared direct pre-filed testimony. 

Affiant further states that he will be present and available for cross examination and for 
such additional direct examination as may be appropriate at any hearing in Case No. 2006-00464 
scheduled by the Commission, at which time affiant will further reaffirm the attached testimony 

SUBSCRIBED AND SWORN to before me by Donald A. Mimy on this the I c?\ day of 
December, 2006. 



BEFORE THE PIJBLIC SERVICE COMMISSION 

COMMONWEALTH OF K]%NTIJCKY 

IN THE MATTER OF ) 

) 
RATE APPLICATION BY ) Case No. 2006-00464 

1 
ATMOS ENERGY CORPORATION 1 

TESTIMONY OF DONALD A. MURRY 

1 

2 

3 Q- 

4 A. 

5 Q- 

6 A. 

7 

8 

9 

10 Q. 

11 A. 

12 

13 Q. 

14 A. 

15 

I. POSITION AND OUALIFICATIONS 

PLEASE STATE YOUR NAME. 

My name is Donald A. Murry. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT POSITION? 

I am a Vice President and economist with C. €3. Guernsey & Company. I work out of the 

Oklahoma City office at 5555 North Grand Boulevard, 73 1 12, and the Tallahassee office. 

I am also a Professor Emeritus of Economics on the faculty of the University of 

Oklahoma. 

WHAT IS YOUR EDUCATIONAL BACKGROUND? 

I have a B. S. in Business Administration, and a M.A. and a Ph.D. in Economics from the 

University of Missouri - Columbia. 

PLEASE DESCRIBE YOUR PROFESSIONAL BACKGROUND. 

From 1964 to 1974, I was an Assistant and Associate Professor and Director of Research 

on the faculty of the University of Missouri - St- Louis. For the period 1974-98, I was a 

Direct Testimony of Donald A. Murry Page 1 
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6 
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8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Professor of Economics at the TJniversity of Oklahoma, and since 1998, I have been 

Professor Emeritus at the University of Oklahoma. Until 1978, I also served as Director 

of the University of Oklahoma’s Center for Economic and Management Research. In 

each of these positions, I directed and performed academic and applied research projects 

related to energy and regulatory policy. During this time, I also served on several state 

and national committees associated with energy policy and regulatory matters, published, 

and presented a number of papers in the field of regulatory economics in the energy 

industries. 

WHAT IS YOUR EXPERIENCE IN REGITLATORY MATTERS? 

1 have consulted for private and public utilities, state and federal agencies, and other 

Q. 

A. 

industrial clients regarding energy economics and finance and other regulatory matters in 

the TJnited States, Canada and other countries. In 1971-72, I served as Chief of the 

Economic Studies Division, Office of Economics of the Federal Power Commission. 

From 1978 to early 1981, I was Vice President and Corporate Economist for Stone & 

Webster Management Consultants, Inc. I am now a Vice President with C. H. Guernsey 

& Company. In all of these positions, I have directed and performed a wide variety of 

applied research projects and conducted other projects related to regulatory matters. I 

have assisted both private and public companies and government officials in areas related 

to the regulatory, financial and competitive issues associated with the restructuring of the 

utility industry in the United States and other countries. 

HAVE YOU PREVIOUSLY TESTIFIED BEFORE OR BEEN AN EXPERT 

WITNESS IN PROCEEDINGS BEFORE REGULATORY BODIES? 

Q. 

Direct Testimony of Donald A. Murry Page 2 
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A. 

Q. 

A. 

Q. 

Yes, I have appeared before the 1J.S. District Court-Western District of Louisiana, U S .  

District Court-Western District of Oklahoma, District Court-Fourth Judicial District of 

Texas, U S .  Senate Select Committee on Small Business, Federal Power Commission, 

Federal Energy Regulatory Commission, Interstate Commerce Commission, Alabama 

Public Service Commission, Alaska Public Utilities Commission, Arkansas Public 

Service Commission, Colorado Public Utilities Commission, Florida Public Service 

Commission, Georgia Public Service Commission, Illinois Commerce Commission, Iowa 

Commerce Commission, Kansas Corporation Commission, Kentucky Public Service 

Commission, L,ouisiana Public Service Commission, Maryland Public Service 

Commission, Mississippi Public Service Commission, Missouri Public Service 

Commission, Nebraska Public Service Commission, New Mexico Public Service 

Commission, New York Public Service Commission, Power Authority of‘ the State of 

New York, Nevada Public Service Commission, North Carolina Utilities Commission, 

Oklahoma Corporation Commission, South Carolina Public Service Commission, 

Tennessee Public Service Commission, Tennessee Regulatory Authority, The Public 

‘IJtility Commission of Texas, the Railroad Commission of Texas, the State Corporation 

Commission of Virginia, and the Public Service Commission of Wyoming. 

11. PURPOSE OF TESTIMONY 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE? 

Atmos Energy Corporation (“Atmos Energy”) retained me to analyze the current cost of 

capital and to recommend a rate of return and capital structure that are appropriate for the 

Kentucky operating division in this proceeding. In this testimony, I refer to the Kentucky 

operating division of Atmos Energy as “Atmos” or the “Company.” 

ARE YOU SPONSORING ANY EXHIBITS WITH YOUR TESTIMONY? 

Direct Testimony of Donald A. Murry Page 3 
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A. 

Q. 

A. 

Q. 

A. 

Yes. I am sponsoring an exhibit that I have attached to my testimony which includes 

Schedules DAM-1 through DAM-29. 

WAS THIS EXHIBIT PREPARED EITHER BY YOU OR UNDER YOUR 

DIRECT SIJPERVISION? 

Yes, it was. 

111. SUMMARY OF TESTIMONY 

PLEASE SUMMARIZE YOUR TESTIMONY IN THIS CASE. 

My testimony is an explanation of my analysis and my recommended allowed return for 

the Company in this proceeding. I began my analysis with a study of the current 

economic environment, taking note of the recent economic expansion, the associated 

inflation and the Federal Reserve’s recent action to raise interest rates. Of course, because 

rates are being set for the future, reputable forecasts of economic activity and interest 

rates are important. Rising interest rates mean that the capital costs of regulated utilities 

are increasing generally. 

To assess the capital costs of Atmos, I studied the capital structure, cost of debt, 

and cost of common stock appropriate for setting rates in this case. Atmos Energy’s 

capital structure has more debt than historical levels, and its common equity ratio is also 

much lower than other, typical gas distribution utilities. It is a highly leveraged, risky 

capital structure. This highly leveraged, low equity capital structure is the result of a very 

large debt issue used to finance an acquisition, and for this reason, it is temporary. The 

Atmos Energy management has announced its intention to return the common equity 

level to its historical levels. These historical levels of equity will be similar to the equity 

ratios of most other gas distribution companies. For example, Atmos Energy’s 
Direct Testimony of Donald A. Murry Page 4 
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management has set a target of a 50 to 55 percent total debt to total capitalization in its 

capital structure. I am recommending a projected capital structure of 5 1.80 percent long- 

term debt and 48.20 percent common equity. 

Atmos Energy’s appropriate cost of debt for this proceeding is the embedded cost 

of projected long-term debt of Atmos Energy of 6.10 percent at September 30,2008. 

To measure the cost of common stock equity, I identified indicators of financial 

and business risks, which included financial statistics of Atmos Energy. I compared these 

statistics to similar statistics for a group of comparable natural gas distribution utilities. 

For example, Value Line predicts a return on common stock for a group of comparable 

local gas distribution companies (“LDCs”) of 1 1.9 percent in 2006. In comparison, Value 

Line forecasts a return of only 9.0 percent for Atmos Energy in 2006. Therefore, despite 

its low-equity capital structure, Atmos Energy’s common stock earnings are significantly 

lower than the average of a group of comparable gas distribution companies according to 

Value Line. I also studied the total return on capital of Atmos Energy, which includes 

debt costs. I determined that Atmos Energy’s total return was lower than the average total 

return of the comparable companies. 

For my market analyses of the cost of common stock I used the Discounted Cash 

Flow (“DCF’) and Capital Asset Pricing Model (“CAPM”) methods. I applied similar 

analyses to Atmos Energy and each of the comparable natural gas distribution utilities. 

Focusing on the most relevant earnings growth DCF and CAPM results for Atmos 

Energy, I identified a cost of equity range of 10.87 percent to 12.39 percent fkom the 

DCF and 1 1.13 percent to 1 1.82 percent for the CAPM. 
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I also evaluated several specific business risk factors fkom reputable published 

sources, including key statistics that revealed the relative financial circumstances of 

Atmos Energy. For example, I noted the historically low common stock earnings of 

Atmos, which is important given current market risks. Among the risks that are currently 

important to LDCs generally and Atmos specifically, is how high gas costs impact 

customer demand and expose the company margins to certain risks. Together, declining 

customer sales and forecasted rising interest rates squeeze the LDCs’ margins. 

Using the background information of economic expansion, the rising interest 

rates, returns to alternative investments and the risk factors, I determined a recommended 

allowed return for the Company in this proceeding. I am recommending an allowed 

return for the Company in this proceeding of 1 1 .50 to 12.0 percent. This common equity 

return results in a recommended return on total capital of 8.70 percent to 8.94 percent. 

Finally, I compared the After-Tax Interest Coverage for Atmos Energy at my 

recommended return level to the average After-Tax Interest Coverage for the comparable 

LDCs. My recommended allowed return will result in an after tax coverage of just 2.83 

times at a 12.0 percent allowed return on common equity. This compares to an average 

coverage of 3.55 times for the comparable LDCs and confirms that my allowed return is 

very conservative. 

IV. UTILITY REGULATION 

Q. DID THE POLICIES AND PROCEDURES OF UTILITY REGULATION 

AFFECT YOUR COST OF CAPITAL TESTIMONY IN ANY WAY? 

A. Yes. I based my analysis and recommendations on my interpretation of the role of 

regulation in the natural gas distribution industry. Due to the nature of the industry, 
Page 6 Direct Testimony of Donald A. Murry 
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analysts have recognized the likely presence of market power in a franchised utility 

market. Economies of scale at the distribution or retail level of utility service indicate that 

the duplication of facilities by more than one firm may be economically inefficient. This 

is the principal economic rationale for utility regulation, and I used this as a guide for my 

analysis and recommendations in this proceeding. Consequently, I predicated my analysis 

on the objective to set an allowed return in a regulatory proceeding that is sufficient to 

allow a utility to recover the costs of providing service but not higher than necessary to 

attract and maintain invested capital that provides utility service. As an economist, I 

believe that these analytical objectives are consistent with the legal standard of a “fair 

rate of return” in regulation. 

WHAT DID YOU MEAN BY USING THE TERM “LEGAL STANDARD” WHEN Q. 

YOU REFERRED TO THE CONCEPT OF A “FAIR RATE OF RETURN?” 

A. The term “fair rate of return,” as I use it, is consistent with the return that meets the 

standards set by the United States Supreme Court decision in Bluefield Water Worh and 

Improvement Company vs. Public Sewice Commission, 262 U.S. 679 (1 923) 

(“Bluefield”), as krther modified in Federal Power Commission vs. Hope Natural Gas 

Company, 320 U.S. 591 (1 944) (“Hope ’y. My understanding of these decisions is that 

they characterize a “fair rate of return” as one that provides earnings to investors similar 

to returns on alternative investments in companies of equivalent risk. 

Q. CAN YOU EXPLAIN FURTHER WHY THE CONCEPT OF A “FAIR RATE OF 

RETURN” IS IMPORTANT IN RATEMAKING? 

A. The term “fair rate of return” is one that is sufficient to enable the company to operate 

successfully and provide utility services, attract capital, maintain its financial integrity, 
Page 7 Direct Testimony of Donald A. Murry 
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and compensate investors for the associated risks of investment. This interpretation, I 

believe, is consistent with the regulatory standard discussed previously. 

V. ECONOMIC ENVIRONMENT 

WHAT ARE THE IMPORTANT ECONOMIC FACTORS WHEN 

DETERMINING THE COST OF CAPITAL IN THIS PROCEEDING? 

The key factors in the current economic environment that affect investors are the 

expectations regarding inflation and interest rates. Inflationary pressures are a cause of 

tighter federal monetary policy, which leads generally to higher interest rates. Higher 

interest rates, in turn, lead to higher costs of capital for regulated utilities. In the case of a 

regulated utility such as Atmos, the regulatory environment is also a critical component 

of the business environment. Anticipated regulatory actions, as well as forecasts of 

inflation and interest rates, affect investors’ expectations of utility returns and their 

evaluations of the risks and returns on alternative investments. For these reasons, I 

reviewed both the current and forecasted levels of inflation and interest rates and noted 

recent regulatory decisions. 

PLEASE EXPLAIN THE CURRENT ECONOMIC ENVIRONMENT AND THE 

REASONS THAT IT IS IMPORTANT TO YOUR ANALYSIS OF THE COST OF 

CAPITAL. 

Economic activity is expected to continue to expand at a moderate pace. The consensus 

forecast, as provided by Blue Chip Financial Forecasts (“Blue Chip ”), predicts real 

Gross Domestic Product (“GDP”) growth of 2.3 percent for the fourth quarter of 2006 

and 2.65 percent for the first half of 2007. This is an increase fiom the 2.2 percent real 

GDP growth experienced in the third quarter of 2006 but is lower than the 4.1 percent 
Direct Testimony of Donald A. Murry Page 8 
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rate of growth experienced in the first half of 2006. Manufacturing activity is generally 

positive nationwide according to the Federal Reserve’s Beige Book released November 

29‘h. Labor markets remain tight with moderate wage growth while health care and post- 

retirement costs continue to be a concern. The unemployment rate dropped to 4.4 percent 

in October-the lowest level in five years-while initial jobless claims fell again in 

November. Consumer spending, which accounts for two-thirds of economic activity, has 

been increasing, albeit slowly, and retailers remain confident regarding holiday sales. 

Housing markets and residential construction activity have softened, at least in part 

because of rising interest rates. For example, housing starts fell 14 percent in October to 

the lowest level in six years, and housing lowered the third quarter GDP by 1.1 percent. 

Schedule DAM-1 summarizes recent trends of GDP growth, unemployment and the 

Consumer Price Index (“CPI”). Together these statistics reveal recent inflationary 

pressures. 

YOU MENTIONED THAT YOU USED INFORMATION AND FORECASTS 

FROM BLUE CHIP FINANCIAL FORECASXY IN YOUR ANALYSIS. CAN YOU 

EXPLAIN WHY YOU USED BLUE CHIP? 

Blue Chip Financial Forecasts is a much respected publication that reports the consensus 

forecasts of financial forecasters. These consensus forecasts, and the predictions of the 

individual forecasters embodied in them, are available to knowledgeable investors. 

Consequently, these forecasts, which are from reliable sources, are very likely to affect 

investors’ decisions. 

Q. 

A. 

Direct Testimony of Donald A. Murry Page 9 
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1 Q. YOU MENTIONED INFLATION AS A FACTOR THAT YOU CONSIDERED. 

2 HOW ARE THE LEVELS OF RECENT AND FORECASTED INFLATION 

3 RATES IMPORTANT TO YOIJR ANALYSIS? 

A. The economy is showing signs of increasing inflation after several years of stable prices. 4 

The consensus forecast for October-over-October core CPI growth (which excludes food 5 

and energy costs) is 2.7 percent. This is above the “tolerance zone” expressed by Fed 6 

Chairman Bernanke and other Fed officials. The Fed stated, in its December 12, 2006 7 

press release: 8 

Readings on core inflation have been elevated, and the high level of resource 
utilization has the potential to sustain inflation pressures. However, inflation 
pressures seem likely to moderate over time, reflecting reduced impetus from 
energy prices, contained inflation expectations, and the cumulative effects of 
monetary policy actions and other factors restraining aggregate demand. 
Nonetheless, the Committee judges that some inflation risks remain. The extent 
and timing of any additional firming that may be needed to address these risks 
will depend on the evolution of the outlook for both inflation and economic 
growth, as implied by incoming information. 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 The core Consumer Price Index increased 2.7 percent in October 2006 on a year-over- 

year basis-down from the 2.9 percent rate in September, which was the highest rate in a 20 

decade. The 2.7 percent rate for core inflation for 2006 is significantly above the 1.5 21 

percent rate of three years ago and reveals a broadening of inflationary pressures in the 22 

23 economy. Core CPI inflation increased at an average annualized rate of 3.8 percent over 

each of the last six quarters. As shown in Schedule DAM-2, Blue Chip is forecasting an 24 

increase in the CPI of between 2.4 and 2.6 percent in 2007. Traders expect inflation to 25 

26 increase at an average rate of 2.44 percent as indicated by the differences in yields 

between Treasury notes and Treasury inflation-indexed bonds. Increasing inflationary 27 

pressures are troubling to the financial markets and have the -full attention of federal 
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1 policymakers. At a recent conference in Frankfurt, Dallas Federal Reserve President 

2 Richard Fisher cautioned, “We have no tolerance for continued inflation above two 

3 

4 
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6 
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8 
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15 

16 

17 

18 

19 

20 

21 

22 

23 

percent.” 

HOW HAS THE ECONOMIC ACTIVITY AFFECTED INTEREST RATES? Q. 

A. The state of the economy and economic expectations provide an important background 

for my cost of capital analysis because increasing inflationary pressures almost certainly 

lead to actions by the Federal Reserve to increase interest rates. For example, the Federal 

Open Market Committee (“FOMC”) raised interest rates 17 times between June 2004 and 

June 2006. Although the FOMC recently has forgone raising short-term rates, it has 

indicated it will remain vigilant regarding inflation concerns. 

CAN YOU SUMMARIZE WHAT YOU FOUND TO BE THE SIGNIFICANT Q. 

INTEREST RATE DEVELOPMENTS? 

As the economy expands, the Federal Reserve has signaled it will raise interest rates as A. 

necessary to control inflation. Inflation has remained stubbornly elevated based on the 

Fed’s preferred measure-the core personal consumption expenditures price index. The 

core personal consumption expenditures price index rose 2.4 percent in October, which is 

well above the Fed’s stated goal of 1 percent to 2 percent. October’s 2.4 percent reading 

is only slightly below the August 2006 reading of 2.5 percent, which was the highest 

level in over a decade. 

DID YOU STUDY THE RECENT AND FORECASTED BOND RATES? Q. 

A. Yes. As shown on Schedule DAM-3, the yields on 10-year Treasury Notes bottomed out 

in 2003 but have been increasing ever since. The Baa-corporate rate continued to slide 

into 2005. Currently, the 10-year Treasury notes and Baa-corporate rate are about 4.29 
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percent and 6.06 percent, respectively. Most significantly, for the purposes of setting an 

allowed return in this proceeding analysts expect long-term bond rates to continue rising. 

The Blue Chip forecasts for the Baa-corporate rate and the 30-year Treasury rate are for 

continued increases to 6.8 percent and 5.0 percent respectively into 2008. I have shown 

these growth estimates in Schedule DAM-4. 

PLEASE EXPLAIN THE IMPORTANCE OF THE ECONOMIC 

ENVIRONMENT TO THIS PROCEEDING. 

The rates set in this proceeding will be in effect during a period of rising inflation and 

interest rates. Rising inflation and interest rates erode earnings and adversely affect the 

cost of a utility’s debt and equity. Utilities such as Atmos are particularly sensitive to the 

effects of increasing inflation and increasing interest rates because they are capital 

intensive with large interest payment obligations. The rising costs erode utility margins. 

That is, rising inflation and rising interest rates increase the risk that common 

stockholders will not achieve their anticipated returns on investment. 

VI. SELECTION OF COMPARABLE COMPANIES 

YOU STATED THAT YOU COMPARED YOIJR ANALYTICAL RESULTS FOR 

ATMOS ENERGY TO SIMILAR CALCULATIONS FOR A GROUP OF 

COMPARABLE NATURAL GAS DISTRIBUTION COMPANIES. WHAT 

CRITERIA DID YOU USE TO SELECT THE UTILITIES THAT YOIJ 

IDENTIFIED AS COMPARABLE TO ATMOS ENERGY FOR YOUR 

ANALYSIS? 

Using criteria that were similar to the characteristics of Atmos Energy, I selected a group 

of local gas distribution utilities for comparative analysis. I first selected the comparable 
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companies from a group of gas distribution companies reported by Value Line. Second, 

because of the importance of size in determining the cost of capital of a utility, I limited 

the group of distribution companies to firms with a market capitalization of at least $1 

billion. Third, as a measure of financial health and similar investor expectations, I 

excluded companies that do not pay a dividend. Finally, I limited this group to companies 

that are primarily gas distributors. 

YOU USED SELECTION CRITERIA SIMILAR TO ATMOS ENERGY WHEN 

SELECTING A GROUP OF COMPANIES TO STUDY. WHY DID YOU DO 

THIS? 

Methodologically, it is important to determine the risks and the associated costs of 

common stock equity of gas distribution utilities that are similar to Atmos Energy. 

Holding some key characteristics constant in selecting companies for comparison is 

Q. 

A. 

important analytically. If the companies are not comparable, one would need to measure 

the cost of the risk differential between Atmos Energy and the comparable companies in 

order to make the analytical comparison. As I described this methodology, the regulatory 

objective is to determine the cost of investing in securities of equivalent risks. For this 

reason, I selected a group of companies that were very similar to Atmos Energy in many 

respects. 

Q. WHAT COMPANIES DID YOU SELECT AS COMPARABLE TO ATMOS 

ENERGY AND SUITABLE FOR YOUR ANALYSIS? 

I selected a group of seven natural gas companies that are similar in many respects to 

Atmos Energy. This group includes AGL Resources, New Jersey Resources, NICOR, 

A. 
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Inc., Northwest Natural Gas, Piedmont Natural Gas, Southwest Gas, and WGL Holdings, 

Inc. 

VII, CAPITAL STRUCTURE 

WHAT IS THE CURRENT CAPITAL, STRUCTURE FOR ATMOS ENERGY IN 

THIS PROCEEDING? 

I have illustrated the projected capital structure in Schedule DAM-5. The Long-Term 

Debt is 51.80 percent of total capital, and the Common Equity is 48.20 percent of total 

capital. From my experience in observing current capital structures, this is a very low 

common equity ratio for an LDC in the current market. 

IS THE CURRENT CAPITAL STRUCTURE OF ATMOS ENERGY THE 

CAPITAL STRUCTURE THAT YOU ARE RECOMMENDING FOR 

RATEMAKING IN THIS PROCEEDING? 

No. The common equity ratio in this current capital structure is too low for rateinaking 

for Atmos because it is a temporary capital structure. The common equity ratio is lower 

than the Company’s historical common equity ratio, and it is lower than the projected 

common equity ratio. This current common equity ratio is unusually low simply because 

Atmos Energy made a recent, large acquisition with debt. Atmos Energy has announced 

plans to issue common stock over time to return the common equity ratio to more normal 

levels for an LDC, and it has recently closed a major common stock offering. 

WHAT IS THE COMMON EQUITY RATIO THAT YOU ARE 

RECOMMENDING FOR ATMOS IN THIS PROCEEDING? 

I am recommending using Atmos Energy’s capital structure for the forecasted test period, 

48.20 percent common equity and 5 1.80 percent debt, as the appropriate capital structure 
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1 for this proceeding. As Schedule DAM-6 shows, Atmos Energy’s forecasted common 

equity ratio is lower than its historical common equity ratio as recently as 2004. 2 

Moreover, even Atmos Energy’s announced forecasted test-period common equity ratio 3 

is still lower than the typical common equity ratios of comparable utilities. For example, 4 

Value Line data show that Atmos Energy’s common equity was 56.8 percent as recently 5 

6 as 2004, which was prior to the recent acquisition. 

Also, Value Line data show the actual common stock equity of 43.0 percent in 2006 for 7 

Atmos Energy, is significantly lower than the average of the comparable gas distribution 

utilities, which is 54.1 percent. Atmos Energy’s current common equity ratio is 

8 

9 

temporary, inconsistent with the industry average and inappropriate for setting rates for 10 

the future. 

For example, in Atmos’ annual 10-K Report for the Fiscal Year 2006, the 

11 

12 

13 Company stated, as follows (at 52): 

Within three to five years, we intend to reduce our capitalization ratio to a target 
range of 50 to 55 percent through cash flow generated from operations, continued 
issuance of new common stock under our Direct Stock Purchase Plan and 
Retirement Savings Plan, and access to the equity capital markets. 

14 
15 
16 
17 
18 
19 The cornmon equity that the Company will be moving towards during the period that 

these rates will be in effect is the appropriate capital structure for ratemaking. 20 

Q. YOU DID NOT INCLUDE ANY SHORT-TERM DEBT IN THIS CAPITAL, 

STRUCTURE. WHY DID YOU NOT INCLUDE SHORT-TERM DEBT IN THIS 

21 

22 

CAPITAL STRUCTURE? 

I did not include short-term debt because it is not part of Atmos Energy’s permanent A. 

23 

24 

capital structure. Atmos Energy does not use short-term debt to support its long-term 25 
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assets that provide utility serve to its customers. Atmos Energy’s short-term debt 

fluctuates greatly and even disappears for months at a time. It is obvious the Atmos 

Energy uses short-term debt to support such variable operating expenses as the cost of 

purchased gas. 

ARE YOU AWARE OF EVIDENCE THAT ATMOS ENERGY WILL ISSUE 

COMMON STOCK SIJFFICIENT TO RETURN TO ITS PRIOR COMMON 

EQUITY LEVELS? 

Following other acquisitions, Atmos Energy has issued common stock over time and 

brought its common equity ratio back to these same levels. In addition, as Schedule 

DAM-7 shows, at least some financial analysts believe that this will be the case in this 

instance also. As this schedule shows, Value Line predicts that Atmos Energy’s common 

stock outstanding will grow at a rate that is many times faster than any of the comparable 

LDCs that I studied. At the time of this testimony, Atmos Energy issued a press release 

announcing that it has closed a significant common stock offering of approximately 

$191.5 million for the stated purpose of paying down outstanding debt. 

VIII. COST OF LONG-TERM DEBT 

YOU SAID THAT YOU DETERMINED THE COST OF LONG-TERM DEBT OF 

ATMOS ENERGY. WHAT DID YOU DETERMINE IS THE WEIGHTED 

AVERAGE COST OF LONG-TERM DEBT APPROPRIATE FOR SETTING 

RATES IN THIS PROCEEDING? 

Atmos Energy’s embedded weighted average cost of long-term debt is 6.10 percent. I 

have illustrated this calculation in Schedule DAM-8. 

Direct Testimony of Donald A. Murry Page 16 
KerztucLy/Muny Testirizony 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

IX. FINANCIAL RISK 

Q. ONE OF THE FACTORS THAT YOU MENTIONED INVESTIGATING WAS 

ATMOS ENERGY’S “FINANCIAL RISK.” WHAT IS FINANCIAL RISK TO 

THE COMMON STOCKHOLDERS? 

A. Financial risk is the risk to a company’s common stockholders as a result of its use of 

financial leverage. This risk results from using fixed income securities to finance the 

firm. Since the return to common stockholders is the available income alter a company 

has paid debt holders, the return to common stockholders is a residual return. This means 

it is less certain than the contractual return to debt holders. In general, the lower the 

common stock equity ratio, the greater the relative prior obligation owed to debt holders. 

Consequently, all things being equal, the risk faced by common stockholders is greater if 

the common equity ratio is smaller. Firms must compensate common stock investors for 

this risk. 

Q. IS FINANCIAL RISK AN IMPORTANT CONSIDERATION IN THIS 

PROCEEDING? 

A. Yes. Financial risk is an important determinant of required return. As I noted previously, 

the common equity of Atmos Energy which is appropriate for this proceeding is 48.20 

percent. Also, as I noted earlier, the average for the comparable companies is 54.1 

percent, which represents a less risky capital structure for the common stock investors. 

Consequently, even at my recommended capital structure, financial risk is a very 

significant factor for setting an allowed return in this proceeding. As a corollary to this 

high risk common equity ratio, for ratemaking purposes, this is also relevant because 

common equity is the highest cost component of permanent capital. 
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Q. DID YOU REVIEW ANY OTHER MEASURES OF FINANCIAL RISK 

REPORTED BY THIRD PARTIES? 

A. Yes, I reviewed Value Line’s measure of “Financial Strength” and Standard & Poor’s 

(S&P’s) Bond Ratings and S&P’s “Business Position” ratings. Notably, these measures 

by independent financial analysts are consistent with my observations when I compared 

Atinos Energy’s financial risk to that of the comparable companies. Atmos Energy’s 

“Financial Strength” according to Value Line is B+. By comparison, the median rating for 

the group of comparable companies is A. Only Southwest Gas, an LDC with recent 

financial difficulties, has a ranking lower than Atmos Energy’s. The Standard & Poor’s 

credit rating is BBR for Atmos Energy. The median credit rating for the comparable 

companies is A+. Likewise, Standard & Poor’s “Business Position’’ measures Atmos 

Energy as a “4” and the median for the comparable LDCs as a “3”. That is, in all of these 

measures by independent financial analysts, Atmos Energy is relatively higher risk. I 

have illustrated these comparisons in Schedule DAM-9. 

X. BUSINESS RISK 

Q. YOU ALSO STATED THAT YOU INVESTIGATED THE “BUSINESS RISK” OF 

ATMOS. WHAT IS BUSINESS RISK? 

A. Business risk is the exposure to common stockholders’ returns that occurs because of 

business operations. Currently, for LDCs, business risk is heightened due to declining 

sales which threaten margins because of competition &om other fuels and rising gas 

costs. Also, another risk to LDC investors is the effect of rising inflation and interest 

rates, which increase costs and can narrow margins. 

Q. 
Direct Testimony of Donald A. Murry 
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Q. 

A. 

Q* 

A. 

Q. 

High gas costs lead to increases in working capital and short-term debt required to pay 

suppliers. Since high costs lead to lower consumption and rising bad debt expenses, an 

LDCs’ accounts receivables and short-term debt also increase. 

DID YOU CONSIDER BUSINESS RISK IN YOUR ANALYSIS IN THIS 

PROCEEDING? 

Yes. Atmos Energy’s division in Kentucky has the business risk of LDCs operating in the 

U. S. retail natural gas market. An important risk for common stock investors to consider 

is whether the recovery of incurred operating costs will be timely. The current high gas 

costs are an important business risk for all LDCs in the current markets. 

DID YOU REVIEW ANY STATISTICS THAT DEMONSTRATED INVESTORS’ 

AWARENESS OF THESE CURRENT BUSINESS RISKS FOR GAS 

DISTRIBUTION COMPANIES? 

As I illustrate in Schedule DAM-10, Value Line shows that the common stock of Atmos 

Energy and the comparable LDCs may be relatively “safe” since investing in these 

companies is not “timely.” As this schedule shows, where a rank of “1” indicates an 

investment is most timely relative to all common stock investments and a rank of “5” 

indicates least timely, the LDCs are ranked less than the average at 3.6. 

XI. FINANCIAL STATISTICS 

YOU EARLIER MENTIONED THAT YO13 REVIEWED KEY FINANCIAL 

STATISTICS OF ATMOS ENERGY. WHAT FINANCIAL STATISTICS DID 

YOU REVIEW THAT WERE RELEVANT TO YOUR RECOMMENDATION? 
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Q. 

A. 

Q. 

A. 

I reviewed earnings, dividend histories and forecasted dividends for Atmos Energy and 

the comparable LDCs. These provide important information for setting an allowed return 

in this proceeding. 

YOU OBSERVED THAT ATMOS ENERGY HAD A VERY LOW COMMON 

EQUITY RATIO, INDICATING A HIGH LEVEL OF FINANCIAL RISK. DID 

YOU FIND THAT ATMOS ENERGY’S RETURN TO COMMON EQUITY WAS 

RELATIVELY HIGH TO COMPENSATE FOR THIS FINANCIAL RISK? 

No. Although the common equity ratio of Atmos Energy is very low relative to the 

comparable LDCs, its return to common stock is not higher than the average return to the 

group as a whole. In fact, as I illustrate in Schedule DAM-1 1, in each of the last five 

yeas, Atmos Energy’s return to common stock has been lower than the average for the 

comparable group. As this schedule shows, Value Line is predicting that Atmos Energy 

will earn only 9.0 percent on common stock equity in 2006 as compared to the average of 

the comparable companies at 1 1.9 percent. Value Line is forecasting that every one of the 

comparable companies will have common returns in 2006 greater than Atmos Energy. 

DID YOU ALSO COMPARE ATMOS’ RETURN TO TOTAL CAPITAL TO 

THAT OF THE COMPARABLE LDCS? 

Yes. Atmos Energy’s very low common equity ratio and low return on common stock 

resulted in a very low total cost of capital. Atmos Energy’s return to total capital of 5.5 

percent, as estimated by Value Line for 2006, is lower than all of the comparable 

companies, except Southwest Gas. The average for the comparable group of LDCs is 7.9 

percent. I illustrated this return in Schedule DAM-12. 
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Q. DID YOU DETERMINE WHETHER ATMOS ENERGY’S LOW COMMON 

STOCK EARNINGS HAVE HAMPERED ITS ABILITY TO MAINTAIN ITS 

DIVIDEND? 

A. Atmos Energy’s dividend growth has been only 1.65 percent over the past five years. 

This is relatively low, as Schedule DAM-13 shows; however, the reason for this low 

growth is not clear from these data. The average for the comparable gas distribution 

utilities is twice that amount, or 3.17 percent, over the same period. 

Q. GIVEN THE RELATIVELY LOW RETURN ON COMMON STOCK AND 

RELATIVE FLAT DIVIDEND GROWTH, HOW DOES ATMOS ENERGY’S 

DIVIDEND PAYOUT RATIO COMPARE TO THE PAYOUT RATIOS OF THE 

COMPARABLE COMPANIES? 

A. As Schedule DAM-14 shows, Atmos Energy’s dividend payout has averaged 74.2 

percent over the most recent five-year period. This dividend payout was somewhat higher 

than the payouts of the comparable companies, which was 65.4 percent for the same 

period. Of course, maintaining earnings sufficient to support a stable dividend is 

important to many utility investors. 

IN  YOUR ANALYSIS OF DIVIDENDS AND EARNINGS, DID YOU EVALUATE 

THE RELATIVE MARKET ACCEPTANCE OF THE COMMON STOCK OF 

ATMOS ENERGY AND THE OTHER GAS DISTRIBUTION COMPANIES 

THAT YOU ANALYZED IN YOUR COMPARATIVE ANALYSIS? 

Q. 

A. Yes, I reviewed the common stock price earnings (“P/E”) ratios of Atmos Energy and the 

comparable companies. This comparison showed that, at present, Atmos Energy’s market 

price earnings ratio of 15.6 times is slightly lower than the average for the comparable 
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Q. 

A. 

Q. 

LDCs. Perhaps, a more relevant statistic for this proceeding is Value Line 's prediction of 

a decline in Atrnos Energy's price earnings ratio to 13.0 times by the 2009-201 1 period. I 

have shown these comparisons in Schedule DAM-15. 

XII. COST OF COMMON STOCK 

YOU ALSO STATED PREVIOUSLY THAT YOU CALCULATED THE COST 

OF COMMON STOCK EQUITY FOR ATMOS. EXPLAIN THE METHODS YOU 

USED. 

I used two generally accepted market-based methods for estimating the cost of common 

stock in regulatory proceedings. These are the Discounted Cash Flow analysis, which is 

probably the most commonly referenced method in regulatory proceedings, and the 

Capital Asset Pricing Model. I applied each of these methods to estimate the cost of 

common stock of Atmos and also for each of the comparable companies. Of course, just 

mechanically applying either of these methods is a sterile analysis. So, when interpreting 

the results in this case, I investigated the assumptions underlying the methods to make 

sure conditions satisfied these assumptions. I also reviewed academic literature related to 

the use of these two techniques. In this way, I interpreted the results taking into account 

the relative strengths and weaknesses of these methods. Then, to put them into 

perspective, I evaluated these calculations within the context of current market 

conditions. 

XIII. DISCOUNTED CASH FLOW METHOD 

YOU MENTIONED THAT YOU USED THE DCF METHOD FOR 

DETERMINING COST OF COMMON STOCK. CAN YOU DEFINE THE DCF 

METHODOLOGY FOR MEASURING COST OF COMMON EQUITY? 
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A. 

Q- 

A. 

Yes. The DCF calculation of the investor’s required rate of return can be expressed by the 

following formula: 

K =  D / P + g  

Where: K = cost of common equity 
D = dividend per share 
P = price per share and 
g = rate of growth of dividends, or alternatively, common 

stock earnings. 

In this expression K is the capitalization rate required to convert the stream of future 

returns into a current value. 

YOU MENTIONED THE UNDERLYING ASSUMPTIONS OF THE COST OF 

CAPITAL, MODELS. WHAT ASSUMPTIONS UNDERLYING THE DCF 

METHOD ARE IMPORTANT WHEN ESTIMATING THE COST OF COMMON 

STOCK EQUITY IN PRACTICE? 

As an example of underlying assumptions of the DCF, David Parcell stated in The Cost of 

Capitul-A Practitioner ’s Guide, ’ that the general DCF model has the following four key 

assumptions: 

1. 
2. 

3. 
4. 

Investors evaluate common stocks in the classical economic framework. 
Investors discount the expected cash flows at the same rate (K) in every 
future period. 
K corresponds only to the specific steam[sic] of future cash flows. 
Dividends, rather than earnings, constitute the source of value. 

These key assumptions are important; when not realized in practice, they can lead to 

incorrect measures of the cost of common equity. In turn, this may lead to 

misinterpretation of the results using the DCF method. 

Parcell, David, The Cast of Capital-A Practitioner’s Guide, Society of IJtility and Regulatory Analysts, 1997, pp. 1 

8-5,8-6. 
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XIV. STRENGTHS OF THE DCF 

WHAT ARE THE STRENGTHS OF THE DCF THAT YOU THINK ARE 

IMPORTANT TO YOUR ANALYSIS? 

The DCF’s principal strength is that it is theoretically sound; it relates an investor’s 

expected return in the form of dividends and capital gains to the value that the investor is 

willing to pay for those returns. The DCF implies that an investor is willing to pay a 

market price that is equal to the present value of an anticipated stream of earnings. In this 

way, one can estimate the opportunity cost of investors’ funds. This is also consistent 

with the regulatory objective of setting an allowed return equal to the returns on 

investments of equivalent risk. 

On a more practical basis, the DCF relates known market price information and 

the company’s dividend and earnings performance to determine the value that investors 

place on anticipated returns. Another advantage in using the DCF, to measure the cost of 

capital for ratemaking, is that regulatory proceedings commonly use it, and participants in 

proceedings generally understand it. 

XV. WEAJiNESSES OF THE DCF 

YOU ARE USING THE DCF TO ESTIMATE THE COST OF COMMON 

EQUITY IN A UTILITY RATE PROCEEDING. ARE YOU AWARE OF ANY 

IMPORTANT WEAKNESSES OF THE DCF METHOD THAT MAY BE 

IMPORTANT IN THIS APPLICATION? 

The DCF can have both conceptual and data problems that may lead to misinterpretation 

of the calculated results. Either or both can create problems in a ratemaking proceeding. 

Direct Testimony of Donald A. Murry Page 24 
Kenlcrcky/Miiriy Tes fimony 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q. WHAT CONCEPTUAL PROBLEMS WITH THE DCF MAY BE IMPORTANT 

WHEN YOIJ USE IT TO ESTIMATE THE COST OF CAPITAL IN A RATE 

PROCEEDING? 

I believe that an important problem with the DCF method in a rate proceeding is that 

participants may misinterpret and misapply its results. For example, if an assumption, 

A. 

such as dividends being the sole source of value expectations of an investor, does not 

materialize, then analysts may fail to take this into account. Obviously, this is a strong 

assumption; many investors seek capital gains potential that measured dividends may not 

reflect. 

Perhaps even more important, the DCF estimates the marginal cost of common 

stock equity of a company, and often, analysts using it do not recognize the theoretical 

significance of this characteristic. That is, the DCF provides an estimate of the minimal 

return necessary to attract marginal, or incremental, investment in the common stock 

equity. However, the method does not account for any other factors that may affect the 

ability of the company to earn that return, and this is obviously important in a regulatory 

setting. 

WHY IS THE MARGINAL COST NATURE OF THE DCF SIGNIFICANT IN A 

REGULATORY SETTING? 

The DCF cost of capital is the cost of incremental investment. If regulators set this as the 

Q. 

A. 

allowed return, this provides no cushion so that the realized return will be sufficient to 

attract and maintain capital. Analysts interpreting the results of the DCF caIculations may 

not recognize this. Consequently, the DCF-based calculations may be misleading. In fact, 
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A. 

Q. 

A. 

this misunderstanding of the DCF results can virtually assure that a regulated company 

will not have the opportunity to earn its allowed return. 

TO YOUR KNOWLEDGE, HAVE REGULATORY COMMISSIONS 

RECOGNIZED THESE LIMITATIONS OF THE DCF, WHEN USED IN RATE 

PROCEEDINGS TO DETERMINE THE COST OF COMMON EQUITY? 

Yes. Regulatory bodies have recognized the difficulties of relying on the raw, unadjusted 

DCF calculations. In one example addressing these factors directly, the Indiana 

commission, in a 1990 decision, recognized that the assumptions underlying the DCF 

model rarely, if ever, hold true.2 This coinmission stated that an “...unadjusted DCF 

result is almost always well below what any informed financial analyst would regard as 

defensible and therefore requires an upward adjustment based largely on the expert 

witness’ judgn~ent.”~ 

IN YOUR EXPERIENCE, IS IT COMMON FOR REGULATORS AND 

ANALYSTS TO RECOGNIZE THE MARGINAL COST NATURE OF THE DCF 

AND ATTEMPT TO COMPENSATE FOR IT? 

Yes, it is. Regulators and analysts often apply adjustments to compensate for the 

marginal cost nature of the DCF adjustment, and they do so in a variety of ways. 

Although these various adjustments may differ greatly in their approaches, each 

addresses the inadequacy of the marginal cost estimates of the cost of capital in some 

manner. For example, I have observed such practices as applying a “flotation” 

Phillips, Charles F., Jr. and Robert G. Brown, Chapter 9: The Rate of Return, The Regulation of Public Utilities: 

Ibid, Ifi re Indiana Michig-an Power Company, 116 PUR4th 1, 17 (Ind. 1990). 

2 

Theory and Practice, (1993: Public Utility Reports, Arlington, VA) p. 423. 
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adjustment, a “market pressure” adjustment or an adjustment to common equity to reflect 

the market values of debt and equity. 

HOW DOES A FLOTATION ADJUSTMENT ADDRESS THE MARGINAL 

COST NATURE OF THE DCF? 

The flotation adjustment specifically recognizes that the measurement of the market- 

based DCF estimate of the cost of capital does not always incorporate the costs of issuing 

common stock. That is, the DCF does not account for fees incurred when issuing 

securities, like legal fees, investment banker fees and the publication costs of a 

prospectus. The flotation adjustment attempts to bring the market-measured cost of 

capital to the level of the level of the true cost of capital of the utility. 

RECOGNIZING THE MARGINAL COST NATURE OF THE DCF AND THE 

NEED OF A REGULATED UTILITY TO BE ACTIVE IN THE FINANCIAL 

MARKETS, DO YOU RECOMMEND CALCULATING A FLOTATION 

ADJUSTMENT? 

No, I believe an analyst should focus on the high end of the DCF results to compensate 

for its marginal cost nature. This will provide adequate compensation for issuing new 

securities. 

WHAT IS THE RATIONALE OF A “MARKET PRESSURE” ADJUSTMENT TO 

THE MARGINAL COST NATURE OF THE DCF? 

Market pressure is the measured impact of an issuance of common stock on the prices of 

common stock of the regulated utility. The DCF measured cost of common stock does 

not account for the price impact of new issues. Consequently, the marginal cost of 
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common stock, if set as the allowed return, will fail to provide a reasonable probability 

that the utility will achieve its allowed return. 

DO YOU RECOMMEND APPLYING A MARKET PRESSURE ADJUSTMENT 

TO THE DCF RESULTS IN SELECTING A RECOMMENDED ALLOWED 

RETURN IN RATEMAKING? 

No. Again, in most circumstances, I believe looking to the higher end of the DCF market- 

based results will supply a reasonable return on common stock for a regulated utility. 

This should also provide an adequate return to compensate for the impact of newly issued 

securities on market prices and the associated effect upon DCF calculations. 

PLEASE EXPLAIN THE ADJUSTMENT TO THE COST OF EQUITY TO 

REFLECT MARKET VALUES FOR DEBT AND EQUITY? 

Regulatory convention dictates that one use the book values in ratemaking capital 

structures. Some analysts adjust the capital structure for ratemaking to compensate for the 

difference between book values and market values. Market values reflect investors’ 

perceptions of risks and returns and form the basis for determining the marginal cost of 

capital, or in other words, the cost of attracting the next dollar of investment. The 

proposed adjustment compensates for the marginal cost measure of capital. 

DO YOU RECOMMEND ADJUSTING THE CAPITAL, STRUCTURE FOR THE 

MARKET VALUE OF SECURITIES IN RATEMAKING? 

Although the concern about the differential between market value and book value is 

theoretically sound, I believe that adjusting the capital structure is unnecessary as long as 

the allowed return is set at a sufficient level to attract capital. 
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XVI. DATA FOR THE DCF ANALYSIS 

HAVE ANALYSTS PERFORMED STUDIES REGARDING WHICH DATA 

USED IN A DCF ANALYSIS ARE MOST LIKEXY TO CAPTURE INVESTORS’ 

EXPECTATIONS ABOUT THE FUTURE RETURNS? 

Yes. As early as 1982, published academic studies showed that analysts’ forecasts were 

superior to historically trended growth rates as predictors of growth rates for DCF 

analyses. 

CAN YOU CITE SOME OF THE STUDIES THAT DEMONSTRATED THAT 

INVESTORS LOOK TO ANALYSTS’ FORECASTS WHEN MAKING 

INVESTMENT DECISIONS? 

Yes. A number of authors have addressed the merits of analysts’ forecasts in a DCF 

analysis of the cost of capital. For example, a well-known financial textbook, by Brigham 

and Gapenski, explains why analysts’ growth rate forecasts are the best source for growth 

measures in a DCF analysis. They state: 

Analysts’ growth rate forecasts are usually for five years into the future, and the 
rates provided represent the average growth rate over the five-year horizon. 
Studies have shown that analysts’ forecasts represent the best source for growth 
for DCF cost of capital estimates! 

Research reported in the academic literature supports this position also. For example, 

Vander Weide and Carleton found: 

. . .overwhelming evidence that the consensus analysts’ forecast of future growth 
is superior to historically oriented growth measures in predicting the firm’s stock 
price.. ..Our results are consistent with the hypothesis that investors use analysts’ 

Brigham, Eugene F., Louis C. Gapenski, and Michael C. Ehrhardt, “Chapter 10: The Cost of Capital,” Financial 
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forecasts, rather than historically oriented growth calculations, in making stock 
buy- and- sell decisions . 

As to the use of the DCF in utility regulatory proceedings, Timme and Eisemann 

examined the effectiveness of using analysts’ forecasts rather than historical growth rates. 4 

They concluded: 5 

The results show that all financial analysts’ forecasts contain a significant amount 
of information used by investors in the determination of share prices not found in 
the historical growth rate.. ..The results provide additional evidence that the 
historical growth rates are poor proxies for investor expectations; hence they 
should not be used to estimate utilities’ cost of capital.6 

6 
7 
8 
9 

10 
11 
12 Q. ARE YOU AWARE OF ANY OTHER EMPIRICAL INFORMATION THAT 

FOCUSES ON THE IMPORTANCE OF COMMON STOCK EARNINGS? 13 

Yes. In an “event analysis”, a colleague and I compared the market reactions to dividends 14 A. 

announcements and common stock earnings announcements for a group of electric 15 

utilities. Specifically, we looked at announcements that were likely to be a surprise to the 16 

market. We looked at the price impact of both earnings announcements and dividend 17 

18 announcements that exceeded Value Line ’s projected levels. Among these companies, 

there were 8 dividend announcements and 19 common stock announcements that 19 

exceeded analysts’ expectations from September 2001 to December 2003. By developing 20 

ratios of a utility’s common stock price to the Dow Jones Utility Index, we statistically 21 

isolated the impact of these announcements, and linked them to contemporaneous price 22 

changes. As Schedule DAM-I6 shows, the impact on market prices of the unexpected 23 

Vander Weide, James H. and Willard T. Carleton, “Investor Growth Expectations: Analysts vs. History,” The 
Journal ofPorfolio Management, Spring 1988, pp. 78-82. ‘ T i m e ,  Stephen G. and Peter C. Eisemann, “On the Use of Consensus Forecasts of Growth in the Constant 
Growth Model: The Case of Electric Utilities,” Financial Management, Winter 1989, pp. 23-35. 
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earnings per share announcement in these cases is dramatic and obvious, and the impact 

of unexpected dividend announcements is seemingly less so. 

WHEN DEVELOPING YOUR DCF ANALYSIS, DID YOU ALSO REVIEW Q. 

HISTORICAL, COMMON STOCK EARNINGS AND DIVIDEND 

INFORMATION? 

Yes. I reviewed the dividend and earnings history of the companies studied. In recent 

years, as I have illustrated in Schedule DAM-17, the dividends have grown more slowly 

than earnings per share. Also as this schedule shows, this lower dividend growth rate is 

likely to continue at least for the next few years. This is not surprising, however, in light 

A. 

of the increased competition in the gas distribution industry. Under increasingly 

competitive pressures, prudent boards of directors are likely to conserve cash and rehain 

from increasing the dividend rate. This is likely to affect dividends, even as earnings 

grow. One might expect this earnings-dividend relationship to change as a consequence 

of the recent tax reduction on dividends, but the data that I reviewed of the comparable 

LDCs does not show this impact. 

ARE YOU AWARE OF ANY OTHER EVIDENCE THAT SUPPORTS THE 

HIGHER EARNINGS PER SHARE GROWTH RATES? 

The general economic conditions discussed previously foreshadowed the higher growth 

rate forecasts. For example, Value Line projects an inflation rate of 2.2 percent and an 

Q. 

A. 

economic growth in the economy of 3.5 percent. When one combines them, they imply a 

nominal growth in the economy of approximately 5.7 percent. Some analysts use this 

growth rate as a check on financial analysts’ earnings forecasts. 
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Q. HOW DID YOU DETERMINE COMMON STOCK PRICES FOR YOUR DCF 

ANALYSIS? 

A. Of course, I was interested in current market valuations. However, recognizing that rates 

from this proceeding will be in effect for a number of years, I also recognized prices over 

a longer time period. I obtained common stock prices for the past year reported by the 

Wall Street Journal, and I also selected current prices from a recent two-week period as 

reported by YAHOO! Finance. 

XVII. DCF CALCULATIONS 

Q. 

A. 

PLEASE EXPLAIN THE FINDINGS FROM YOUR DCF ANALYSIS. 

The combined historical and forecasted dividend growth rates and the common stock 

prices for the past year produced very low estimates for both Atmos Energy and the 

comparable companies. In fact, the results are so low that they are not credible; I show 

these DCF calculations in Schedule DAM-18. For the comparable companies, the 

average higher DCF cost of common return is only 7.38 percent. For Atmos Energy, 

despite the low common equity ratio, the higher DCF common equity return estimate is 

even a lower 6.71 percent. This is close to the forecasted Baa rate of 6.8 percent 

discussed previously, which, of course, is a lower risk investment instrument. 

Consequently, these DCF results are not reasonable for setting rates for an LDC such as 

Atmos. They simply are not credible estimates of the cost of common equity for 

ratemaking purposes for a gas distribution company. Using current prices for Atmos 

results in a high-end estimate of only 5.68 percent for Atmos Energy. This further 

confirms that these DCF estimates are not credible for ratemaking purposes. 
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WHAT RESULTS DID YOUR DCF ANALYSIS PRODUCE WHEN YOU USED 

FORECASTED RETURNS? 

Combining the historical and forecasted earnings per share growth rates shows sharply 

higher DCF results. For Atmos Energy, they range from 11.25 percent to 12.39 percent. 

Using current price levels, the DCF estimates for Atmos are 11.3 1 percent to 11.36 

percent. I show these calculations in Schedules DAM-20 and DAM-21. The high-end 

projected-earnings per share growth rate DCF estimates for Atmos are 12.01 percent, 

using prices over the past year, and 10.98 percent, using recent prices. I have illustrated 

these calculations in Schedules DAM-22 and DAM-23. 

XVIII. CAPITAL ASSET PRICING MODEL 

YOU STATED THAT YOU USED THE CAPITAL ASSET PRICING MODEL IN 

YOUR ANALYSIS. WHAT IS THE CAPITAL ASSET PRICING MODEL? 

The Capital Asset Pricing Model is a risk premium method that measures the cost of 

capital based on an investor’s ability to diversify by combining securities of various risks 

into an investment portfolio. It measures the risk differential, or premium, between a 

given portfolio and the market as a whole. The diversification of investments reduces the 

investor’s total risk. However, some risk is non-diversifiable, e.g., market risk, and 

investors remain exposed to that risk. The theoretical expression of the CAPM model is: 

K = R F +  fi (RM-RF) 

Where: K = the required return 
RF = the risk-free rate 
RM = the required overall market return 
f3 = beta, a measure of a given security’s risk relative to that of the 

overall market. 
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In this expression, the value of market risk is the differential between the market rate and 

the “risk-free” rate. Beta is the measure of the volatility, as a measure of risk, of a given 

security relative to the risk of the market as a whole. By estimating the risk differential 

between an individual security and the market as a whole, an analyst can measure the 

relative cost of that security compared to the market as a whole. 

XIX. STRENGTHS OF THE CAPM 

WHAT, IN YOUR OPINION ARE THE STRENGTHS OF THE CAPM 

METHOD? 

Since it is a risk premium method, the CAPM method provides a longer-term perspective, 

and it is not as volatile as the more price and earnings sensitive DCF analysis. As a risk 

premium method, it takes current debt costs as a basis, for measuring the cost of common 

stock. In this way, the CAPM links the incremental cost of capital of an individual 

company with the risk differential between that company and the market as a whole. 

Although it is a less refined calculation, it is a good tool for assessing the general level of 

the cost of a security. For example, the CAPM results for companies fi-om the same 

industry with similar financial characteristics are likely to have very similar cost of 

capital estimates. 

XX. WEAKNESSES OF THE CAPM 

WHAT PROB1,EMS DO YOU PERCEIVE TO RE IMPORTANT WHEN ONE 

USES THE CAPM IN A RATEMAKING PROCEEDING? 

The cost of capital calculations for a company are sensitive to the beta used in the 

analysis. This beta is a single measure of risk, so, consequently, the CAPM will not 

incorporate any risks not included in the measures of market volatility. Also, a number of 
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betas greater than one and underestimates the cost of capital of companies with betas less 

than one. In regulation, this is important because most utilities have beta estimates less 

than one. For example, Atmos Energy currently has a beta of 0.75. In addition, analysts 

have shown that the standard CAPM method will underestimate the cost of capital of 

smaller companies. 

PLEASE EXPLAIN THE CAPM METHODOLOGY THAT YOU USED IN YOUR 

ANALYSIS. 

I applied two different, but complementary, approaches to estimate a CAPM cost of 

capital. One of these methods examines the historical risk premium of common stock 

over high grade corporate bonds. The other integrates the risk premium of common 

stocks to long-term government bonds in recent markets. This second method requires an 

adjustment for the bias because of company size that I mentioned previously. The 

financial literature has recognized this bias as an empirical problem for a long time, but 

correcting for this bias is a recent analytical development. 

YOU STATED THAT THE FINANCIAL LITERATURE RECOGNIZES THAT 

THE CAPM METHOD MAY REQUIRE AN ADJUSTMENT FOR A 

COMPANY’S SIZE. WHAT IS THE NATURE OF THIS RECOGNIZED BIAS? 

R. W. Ram7 and M. R. Reinganwm8 in the 198Os, for example, is a good reference 

pointing out this size bias. Reinganum examined the relationship between the size of the 

Banz, R.W., “The Relationship Between Return and Market Value of Common Stock,” Journal of Financial 
Economics, March 198 1, pp. 3-1 8. 
* Reinganum, M. R., “Misspecification of Capital Asset Pricing: Empirical Anomalies Rased on Earnings, Yields, 
and Market Values,” Journal ofFinancial Economics, March 198 1, pp. 19-46. 
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greater than those of large firms that had equivalent risk as measured by the beta. Of 

course, the beta is the distinguishing measure of risk in the CAPM. Banz confirmed that 

beta does not explain all of the returns associated with smaller companies; hence, the 

CAPM would understate their cost of common equity. In the same time frame, Fama and 

French confirmed that the Banz analysis consistently rejected the central CAPM 

hypothesis that beta sufficed to explain expected the return of investorsg. 

WHAT DID YOU MEAN WHEN YOU SAID THAT THE CAPM METHOD 

REQUIRES AN ADJUSTMENT? 

Although repeated studies showed that the CAPM method possesses a bias that 

Q. 

A. 

understates the expected returns of small companies, this remained only an empirical 

observation without a clear remedy. However, now Ibbotson Associates, which is the 

common source of data for the risk premium used in CAPM analyses, has developed an 

adjustment for this bias. Ibbotson Associates discusses the problem as follows: 

One of the most remarkable discoveries of modern finance is that of the 
relationship between firm size and return. The relationship cuts across the entire 
size spectrum but is most evident among smaller companies, which have higher 
returns on average than larger ones. Many studies have looked at the effect of 
firm size on return. 10 

To account for this empirical bias against smaller companies, Ibbotson Associates has 

prescribed quantitative adjustments to the CAPM, which it publishes in the same data 

source used by many analysts to estimate the risk premium in their CAPM analyses. 

’ Fama, Eugene F., and Kenneth R. French, “The CAPM is Wanted, Dead or Alive,” The Journal of Finance, Vol. 

Chauter 7 :  Firm Size and Return, “Ibbotson Associates’ Stocks, Bonds, Bills, and Inflation: 2006 Yearbook 
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ASSOCIATES IN YOUR ANALYSIS? 

A. Yes. In my CAPM analysis, I followed the method recommended by kbotson Associates 

to compensate for this inherent data bias. 

Q. HAVE ANY REGULATORY COMMISSIONS ACCEPTED THIS SIZE 

ADJUSTMENT TO THE CAPM IN RATE PROCEEDINGS WHEN 

DETERMINING THE COST OF COMMON EQUITY? 

A. Yes. The Minnesota Public Utilities Commission has done so in an Interstate Power and 

Light Company case. The Commission observed: 

The Administrative L,aw Judge takes comfort fkom the fact that Ibbotson 
Associates is a widely-recognized statistical reporting firm that has a national 
reputation. He considers it to be in the same general category as Standard & 
Poor’s or Moody’s. There is no indication that the report in question was prepared 
for IPL, or the utility industry, to bolster arguments in rate cases. Instead, it 
appears that the report in question is part of an almanac-type yearbook that 
Ibbotson prepares without any particular focus on the utility industry. The 
Administrative L,aw Judge understands and shares the concerns of the Staff 
concerning the methodology used, and thinks the issue is worthy of pursuit in 
some other forum. But for purposes of this case, the Administrative L,aw Judge 
accepts the principal conclusion of the study - that size of a firm is a factor in 
determining risk and return.’ 

XXI. CAPM RESULTS 

Q. WHAT ARE THE RESIJLTS OF YOIJR CAPM ANALYSIS? 

A. The results of my two CAPM analyses for Atmos are 11.13 percent and 11.82 percent. 

For the comparable companies, these results are 12.49 percent and 12.93 percent. I 

illustrate these calculations in Schedules DAM-24 and DAM-25. The CAPM apparently 

does not account for the obvious higher financial risk of Atrnos Energy. However, as I 

In the Matter of the Petition of Interstate Power and Light Company far Authority to Increase its Electric Rates in 
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Q. 

A. 

Q. 

noted earlier, analysts have shown that the beta as a market measure of risk does not 

account for all of the risks associated with an individual common stock. Notably, Atmos 

Energy has a relatively low beta of 0.75, which surely does not capture the financial risk 

of the recent, temporary decrease in common stock equity. 

=I. INTERPRETING THE DCF AND CAPM RESULTS 

HAVE YOU PREPARED A SUMMARY OF THE RESIJLTS OF YOUR DCF AND 

CAPM ANALYSES? 

Yes. I have summarized these results in Schedule DAM-26. 

HOW DID YOPJ INTEGRATE YOUR DCF AND CAPM CALCULATIONS INTO 

YOIJR OVERALL ANALYSIS? 

The recent and forecasted interest rates and returns on alternative investments provide a 

perspective for interpreting the DCF and CAPM calculations. 

HOW ARE INTEREST RATES IMPORTANT TO YOUR INTERPRETATION 

OF THE DCF AND CAPM RESULTS? 

Significantly, the levels of interest rates are a measure of the return that investors in 

utility equities might expect from alternative investments. Consequently, forecasted 

rising interest rates mean that investors will require higher returns from their common 

stock investments. Relatively speaking, if the risk premium between common stock and 

debt remains relatively constant, the returns to common stock investments must increase 

to attract and maintain capital. This is an important consideration when establishing an 

allowed return. 

YOU STATED THAT YOU LOOKED AT ALTERNATIVE: RETURNS ALSO. 

WHAT DID THIS REVIEW SHOW? 
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A. I reviewed the recent returns of non-regulated firms to determine the level of returns of 

these alternative investments as well as to gauge their relative perfonnance during the 

recent period of economic growth. With rising interest rates and a growing economy, the 

earnings of the industrial sector, which already experiences returns higher than the LDCs, 

also continued to grow. For example, from 2003 through 2006, a period when short-term 

interest rates grew by approximately four percent, the common stock returns for a number 

of U.S. industries grew by equivalent amounts or more. Using the Value Line measures of 

industry returns, I compared the growth in common stock earnings over the same period 

for a group of U. S. industries. I show this comparison in Schedule DAM-27. I note that, 

over this period, the return to common stock for Atmos declined by 0.3 percent. 

XXIII. RECOMMENDED RETURN 

Q. WHAT LOGICAL STEPS DID YOU FOLLOW WHEN YOU DETERMINED A 

RECOMMENDED ALLOWED RETURN ON COMMON STOCK FOR ATMOS 

ENERGY? 

A. As I noted, I recommend using Atmos’ projected common equity ratio of 48.20 percent 

and long-term debt ratio of 51.80 percent as the appropriate capital structure for 

ratemaking in this proceeding. My recommended allowed return on equity assumes this 

common equity ratio. Rising interest rates and Atmos Energy’s low common equity 

returns and a relatively high dividend payout ratio indicate the significance of the returns 

allowed in this proceeding. Focusing on the forecasted earnings per share growth rates, 

the relevant DCF results for Atmos Energy were in the broad range of 10.87 percent to 

12.39 percent. The two CAPM analyses provided return on common equity estimates of 

11.13 to 11.82 percent for Atmos Energy and a higher 12.49 percent and 12.93 percent 
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for the comparable companies. Consequently, these market-based measures of the cost of 

common equity ranged overall from 10.9 percent to 12.9 percent, centering on 

approximately 12.0 percent. 

Q. WHAT IS YOUR RECOMMENDED RETURN ON COMMON STOCK EQUITY 

FOR ATMOS IN THIS PROCEEDING? 

A. I am recommending a recommended allowed return for Atmos in this proceeding in the 

range of 1 1 .S  percent to 12.0 percent, with a midpoint of this range of 1 1.75 percent. 

Q. WHAT IS THE TOTAL COST OF CAPITAL THAT YOU ARE 

RECOMMENDING FOR ATMOS IN THE PROCEEDING? 

A. My recommended allowed return on common equity at a cost of debt of 6.10 percent will 

result in a total cost of capital in the range of 8.70 percent to 8.94 percent. I illustrate 

these calculations in Schedule DAM-28. 

XXIV. FINANCIAL INTEGRITY TEST 

Q. YOU STATED PREVIOUSLY THAT YOU TESTED THE ADEQUACY AND 

APPROPRIATENESS OF YOUR RETURN RECOMMENDATION. HOW DID 

YOU DO THIS? 

A. I compared Atmos Energy’s After-Tax Interest Coverage ratio at my recommended 

allowed return to similar ratios maintained by the comparable LDCs in current markets. 

The After-Tax Interest Coverage is a measure that implies the likelihood that a company 

will have sufficient funds available to meet its fixed interest obligations so it is a measure 

of financial integrity of my recommended return. The higher the coverage ratio the 

greater the likelihood that the allowed return will provide funds to meet the fixed interest 

obligations. 
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WHAT DID YOUR CALCULATION OF THE AFTER-TAX INTEREST 

COVERAGE REVEAL? 

The After-Tax Interest Coverage ratio for Atmos at the high end of my recommended 

allowed return on common equity range of 12.0 percent is 2.83 times. By comparison, the 

average After-Tax Interest Coverage of the comparable companies is 3.55 times. 

Consequently, my recommendation is conservative at the common stock equity target of 

48.20 percent. At the low end of my recommended allowed return on common equity, the 

After-Tax Interest coverage will be even less. This coverage is 2.75 times. Although this 

is lower than the coverage of all but two of the comparable LDCs, I believe that, at the 

48.20 percent common equity for ratemaking and 51.80 percent long-term debt, this 

recommended return is sufficient to raise the additional common equity as proposed by 

the Company. I show this comparison in Schedule DAM-29. 

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 

Yes, it does. 

Direct Testimony of Donald A. Murry Page 41 
Kentucky/Mur-ty Testimony 
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Schedule DAM - 29 

Atmos 

Atmos Energy Corporation 

Comparable Gas Companies 

Comparison of After-Tax Times Interest Earned Ratios 

Energy Corp. 

AGL Resources 
New Jersey Resources 
NICOR, Inc. 
Northwest Natural Gas 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings, Inc. 

Comparable Companies' Average 

@ I  1 .t 
@ I l . i  
@12.( 

50% ROE 2.75 
75% ROE 2.79 
10% ROE 2.83 

2.95 
4.56 
5.91 
2.77 
3.54 
1.50 
3.62 

3.55 

Source : Value Line Investment Survey 
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Atmos Energy Corporation 

Projected Cost of Capital 

Percent of Embedded Cost Weighted Cost of Capital 
Total Low Middle High Low Middle High 

Long Term Debt 51.80% 6.10% 6.10% 6.10% 3.16% 3.16% 3.16% 
Common Equity 48.20% 11 “50% 11.75% 12.00% 5.54% 5.66% 5.78% 

Total Capital 100.00% 8.70% 8.82% 8.94% 

Source: 
Atmos Energy Corporation Work Papers 
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Atmos Energy Corporation 

Recent increase in Returns on Common Equity 

By industry Group 

Industry 

Atmos 

Building Materials 
Cement & Aggregates 
Chemical/Diversified 
Healthcare Information 
Household Products 
Insurance (Life) 
Machinery 
Railroad 
Tire & Rubber 

Three Month Treasury Security* 

2003 

9.30% 

13.50% 
9.40% 

15.20% 
12.50% 
33.50% 
9.30% 

11.90% 
8.60% 
0.30% 

1.03% 

Earnings 
2004 

7.60% 

15.30% 
14.50% 
16.20% 
16.10% 
34.60% 
9.60% 

16.50% 
9.30% 
6.80% 

1.40% 

2005 

8.50% 

16.00% 
19.50% 
19.70% 
15.10% 
39.80% 
10.80% 
19.20% 
11.50% 
18.90% 

3.22% 

2006 

9.00% 

16.00% 
22.50% 
19.50% 
15.50% 
18.50% 
11 .OO% 
20.00% 
11.50% 
17.00% 

5.04% 

* The Week Ending December 1 is used for the 2006 Three Month Treasury Security 

Percent Increase 
2003-2006 

-0.30% 

2.50% 
13.1 0% 
4.30% 
3.00% 

1.70% 
8.10% 
2.90% 
16.70% 

-15.00% 

4.01% 

Sources: Value Line Investment Survey 
Federal Reserve 
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Atmos Energy Corporation 

Comparable Gas Companies 

Summary of Discounted Cash Flow and Capital Asset Pricing Analysis 

Comparable Gas Companies Atmos Energy Corporation 
Low High Low High 

Capital Asset Pricinq Model 
Size Adjusted Capital Asset Pricing Model 
Historical Capital Asset Pricing Model 

52-Week Discounted Cash Flow 
Using Earnings Growth Rates 
Using Projected Growth Rates 

Current Discounted Cash Flow 
Using Earnings Growth Rates 
Using Projected Growth Rates 

9.55% 
7.10% 

9.61% 
7.16% 

12.49% 
12.93% 

11.13% 
11 “82% 

10.44% 11.25% 12.39% 
9.81% 10.87% 12.01% 

9.66% 11.31% 11.36% 
9.00% 10.93% 10.98% 

Sources: Schedules DAM-20 through DAM-25 
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Atmos Energy Corporation 

Comparable Gas Companies 

Comparison of Value Line's Safety and Timeliness Rank 

Atmos Energy Corp. 

AGL Resources 
New Jersey Resources 
NICOR, Inc. 
Northwest Natural Gas 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings, Inc. 

Comparable Companies' Average 

Safety 
Rank 

2 

2 
1 
3 
1 
2 
3 
I 

1.9 

Timeliness 
Rank 

3 

4 
4 
3 
3 
4 
3 
4 

3.6 

Source: Value Line Investment Survey 
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Atmos Energy Corp. 

Comparable Gas Companies 

Comparison of Standard and Poor's and Value Line Financial Ratings 

Company 

Atmos Energy Corp. 

AGL Resources 
New Jersey Resources 
NICOR, Inc. 
Northwest Natural Gas 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings, Inc. 

Comparable Companies' Median 

Value Line 
Financial 
Strength 

B+ 

B++ 
A 
A 
A 

B++ 
B 
A 

A 

S&P Rating 

BBB 

A- 
A+ 
AA 
AA- 
A 

BBB- 
AA- 

A+ 

S&P 
Business 
Position 

4 

4 
2 
3 
1 
2 
3 
3 

3.0 

Sources: Value Line Investment Survey 
www.standardandpoors.com 

http://www.standardandpoors.com


Atmos Energy Corporation Schedule DAM - 8 

Debt Series 

First Mortgage Bonds 
Unsecured Note 
Unsecured Note 
Debentures 

7.375% Sr Note 2001-201 1 
5.125% Sr Note 2003-2013 

Medium Term Notes 
Medium Term Notes 
Unsecured Notes 
Unsecured Notes 
Unsecured Notes 
Unsecured Notes 
Columbus IDB 
Wells Fargo Equip. Lease 
US Bancorp 
Pulaski 

Total Long-Term Debt Outstanding 

Less Unamortized Debt Discount 

Amortization of Debt Discount 

Total 

Embedded Cost of Long-Term Debt 

Embedded Costs of Long - Term Debt 

As of June 30,2008 

13 Month Average 
Amount 

Outstanding 

$6,730,769 
$1 ,I 51,654 
$1 , I  51,654 

$1 50,000,000 
$350,000,000 
$250,000,000 
$10,000,000 
$1 0,000,000 

$300,000,000 
$400,000,000 
$500,000,000 
$200,000,000 

$760,530 
$978,435 

$1,462,137 
$69,231 

$2,182,304,410 

$2,775,329 

$2,179,529,081 

Interest 
Rate 

10.430% 
10.000% 
10.000% 
6.750% 
7.375% 
5.125% 
6.670% 
6.270% 
6.020% 
4.000% 
4.950% 
5.950% 
7.900% 
5.650% 
5.590% 
8.000% 

Effective Interest 
cost 

$702,019 
$1 15,165 
$1 15,165 

$1 0,125,000 
$25,812,500 
$12,812,500 

$667,000 
$627,000 

$18,060,000 
$16,000,000 
$24,750,000 
$1 1,900,000 

$60,082 
$55,282 
$81,733 
$5,538 

$121,888,985 

$1 1,074,648 

$1 32,963,633 

6.10% 
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Atmos Energy Corporation 

Projected Capital Structure 

Percent of 
Total 

Long Term Debt 
Common Equity 

Total 

51 “80% 
48.20% 

100.00% 

Source : 
Atmos Energy Corporation Work Papers 
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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF THE 
RATE APPLICATION OF ) Case No. 2006-00464 
ATMOS ENERGY CORPORATION 1 

CERTIFICATE AND AFFIDAVIT 

The Affiant, Bernard L. Uffelman, being duly sworn, deposes and states that the prepared 
testimony, exhibit, and class cost of service study and worksheets attached hereto and made a part hereof, 
constitutes the prepared direct testimony of this affiant in Case No. 2006-00464, in the Matter of the Rate 
Application of Atmos Energy Corporation, and that if asked the questions propounded therein, this affiant 
would make the answers set forth in the attached prepared direct pre-filed testimony. 

Affiant further states that he will be present and available for cross examination and for such 
additional direct examination as may be apprapriate at any hearing in Case No. 2006-00464 scheduled by 
the Commission, at which time affiant will further reaffim the attached testimony as his direct testimony in 
such case. 

STATE OF TEXAS 
COUNTY OF TRAVIS 

SUBSCRIBED AND SWORN to before me by Bernard L, Uffelman on this the 5th day of 
December, 2006. A 

My Commission Expires: 
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DIJXECT TESTIMONY 

OF 

BERNARD L. IJFFE1,MAN 

ATMOS ENERGY CORPORATION 

Case No. 2006-00464 

Q. Please state your name and business address. 

A. My name is Bernard L. Uffelinan. My business address is 400 West 15“’ Street, Suite 

1700, Austin, Texas 7870 1. 

Q. Please suininarize your educational background. 

A. I received a Bachelor of Science degree in accounting fi-oin Southern Illinois University 

and a Master of Business Administration degree in finance froin Illinois State University. 

I am a certified public accountant (“CPA”) and a ineinber of the American Institute of 

Certified Public Accountants (“AICPA”) and the Texas Society of Certified Public 

Accountants. I ain a licensed CPA in Illinois and Texas. 

Q. By whom and in what capacity are you employed? 

A. I ain a partner in the firm of Deloitte & Touche LLP (“Deloitte & Touche”). 

Q. What are your pi-imary responsibilities as a partner with Deloitte & Touche? 
Page 1 
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A. My pi-iinaiy responsibilities as partner and U.S. Regulatoiy Services Leader for Deloitte 

& Touche’s Energy & Resources practice include regulatory accounting, revenue 

requirements development, regulatory and litigation suppoi-t, cost allocation, affiliate 

transactions and codes of conduct, financial and business planning, and strategic services. 

Q. Please summarize your professional work experience. 

A. I have been associated with the regulated utilities industry for over 35 years. My 

experience includes that as an employee of major investor-owned electric and gas 

utilities, Chief Accountant of the Illinois Commerce Commission, Director of Accounting 

for the Public Utility Commission of Texas, and consultant to public utility commissions, 

interveners and utilities. As a staff member of the Illinois and Texas Commissions, I 

have advised commissioners on accounting, financial and tax policy and have 

recommended rateinaking treatment for complex regulatory issues. 

I am contributing author to Accounting for Public Utilities (Matthew Bender & 

Co., Inc.) and have co-authored other industry publications. I have moderated and 

participated in panel discussions on various industry topics, and have presented papers on 

various utility issues in numerous foiums. I am a past member of the National 

Association of Regulatory Utility Commissioners’ (“NARUC”) Staff Subcommittee on 

Accounts. I served as Chainrian of the Natural Gas, Telecommunications and Electric 

Industries Committee of the Texas Society of Certified Public Accountants. I served on 

the Public TJtilities Advisory Coininittee for the University of Texas Regulatory Institute, 

Graduate School of Business and as an instructor for the Institute. I currently serve on 

the Advisoiy Council for the Center for Public Utilities at New Mexico State University. 

Page 2 
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