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III...      IIInnntttrrroooddduuuccctttiiiooonnn   1 
 2 
 3 
Q_1.  Please state your name. 4 
 5 
A_1.  Steve Brown. 6 
 7 
Q_2.  Are you the same Steve Brown who gave direct 8 

testimony representing the opinion of the CAPD 9 
in this proceeding of the Tennessee Regulatory 10 
Authority (TRA)? 11 

 12 
A_2.  Yes, I am. 13 
 14 
Q_3.  What testimony are you giving now? 15 
 16 
A_3.  I am giving rebuttal testimony. 17 
 18 
Q_4.  Whose testimony are you rebutting? 19 
 20 
A_4.  I am rebutting the testimony of several 21 

witnesses who have provided direct testimony 22 
for Atmos. They are Dr. Donald A. Murry and 23 
Laurie M. Sherwood I am also rebutting the 24 
testimony of Mr. Jerry Kettles of the TRA 25 
Investigative staff. 26 

 27 
My opinion is that the just and reasonable 28 
rates in Tennessee cannot be set on the 29 
basis of the testimony given by Mr. 30 
Kettles, Dr. Murry, and Laurie Sherwood.  31 

 32 
 33 
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 1 

IIIIII...      TTThhheee   EEEqqquuuiiitttyyy   CCCooossstttsss   OOOfff   MMMrrr...   KKKeeettttttllleeesss   aaannnddd   2 

DDDrrr...   MMMuuurrrrrryyy,,,   111000...777555%%%   aaannnddd   111222%%%,,,   AAArrreee   3 

UUUnnnrrreeeaaasssooonnnaaabbbllleee   aaannnddd   AAArrreee   WWWiiinnndddfffaaallllll   4 

PPPrrrooofffiiitttsss   TTTooo   AAAtttmmmooosss   5 
 6 
 7 

Mr. Kettles and Dr. Murry disregard normal 8 
financial principles that establish an 9 
equity return. They dismiss the usual and 10 
accepted Discounted Cash Flow analysis 11 
because it provides a lower return, thus 12 
it must be wrong, according to them. Mr. 13 
Kettles says in his direct testimony, at 14 
page 14 lines 11-12, that “it is 15 
impossible to ignore the low valuation 16 
results given by the DCF when using 17 
dividend growth.” Dr. Murry says in his 18 
direct testimony, at page 21, lines 10 and 19 
6, and at page 22 lines 16 and 17: that 20 
“The DCF is theoretically sound… [but] 21 
when key assumptions [are] not realized in 22 
practice [the DCF] leads to incorrect 23 
measures of the cost of equity… 24 
misunderstanding of the DCF results can 25 
virtually assure that a regulated company 26 
will not earn its allowed return…” Thus 27 
the DCF must be wrong because it provides 28 
for lower returns. 29 

 30 
The witnesses remedy their problem by 31 
employing a peculiar form of the CAPM 32 
analysis to propel the equity return to 33 
near 12 percent in Mr. Kettles’ case and 34 
about 13 percent in Dr. Murry’s. Each 35 
witness then exercises his judgment to 36 
step away from the calculated result: Mr. 37 
Kettles recommends an equity return of 38 
10.75 percent and Mr. Murry recommends 12 39 
percent.  40 
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 1 
Such judgment may appear as graceful 2 
forbearance, but their recommendations are 3 
extreme. Their equity returns are far 4 
removed from the market’s equity costs, so 5 
much so that Mr. Kettles’ and Dr. Murry’s 6 
recommendations will create windfall 7 
profits in Tennessee for Atmos, if the 8 
company is granted such an equity return. 9 

 10 
Such a return would be a windfall for 11 
Atmos because equity returns are 12 
declining. Both witnesses rely on the 13 
Ibbotson Yearbook and its well-known 14 
author, Roger Ibbotson, as authoritative 15 
sources for data and equity costs: 16 

 17 
•  “I used the Ibbotson’s 2004 Stock, Bonds, Bills and Inflation 18 

Yearbook” [Kettles, Response To CAPD Discovery item 9]; 19 
 20 

•  “Ibbotson Associates…is the common source of data for the risk 21 
premium used in the CAPM analysis method” [Murry, Direct, 22 
Page 30, Lines 18-19]. 23 

 24 
 25 

However, both Mr. Kettles and Dr. Murry 26 
are out-of-touch with the message that 27 
Professor Ibbotson is sending to the 28 
investment community. No where in their 29 
testimonies do they show an understanding 30 
that the tide of equity returns has 31 
changed, that the market norm is 32 
approaching 9 percent, as supported not 33 
only by my direct testimony and the 34 
discovery herein, but also by their own 35 
authoritative source, Ibbotson. The next 36 
several pages show the tide-change, which 37 
has been known since December 2005, seven 38 
months before they filed their testimonies 39 
in July 2006. 40 

 41 
 42 
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 1 

2 
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 1 
 2 

Given the currency of the Ibbotson cache 3 
and the broad coverage given to his 4 
dramatic reduction of equity returns, it 5 
is surprising that such news does not 6 
appear in the testimonies of Mr. Kettles 7 
and Dr. Murry, despite their several 8 
proclamations of allegiance to the “long-9 
term:” 10 

 11 
•  “I used long-term forecasts of growth in earnings per share and 12 

dividends per share in my calculations” [Kettles, Direct, Page 13 13 
lines 3-4]; 14 

 15 

Below 6% Is One Well 
Known Possibility 

The Historical S&P500 Return 
Is 10.31% Not 12.5% As Dr. 
Murry and Mr. Kettles Suggest 
In Their Testimonies and 
CAPM Analyses 

Ibbotson’s Long-Term Equity 
Forecast is 9.27%, Not 
10.75%  As Mr. Kettles 
Recommends, Nor 12% As 
Dr. Murry Recommends 
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•  “Averaging the two returns provides a broader measure of long-1 
term growth across … the market as a whole” [Kettles, Response 2 
To CAPD Discovery item 9]; 3 

 4 
•  “I chose... the risk free rate based upon … long-term treasury 5 

bills” [Kettles, Direct, Page 10, Lines 19-20]; 6 
 7 

•  “Recognizing that rates from this proceeding will be in effect for a 8 
number of years, I also recognized prices over a longer time 9 
period” [Murry, Direct, Page 27, Lines 2-4]; 10 

 11 
•  “The CAPM method primarily provides a longer-term 12 

perspective…” [Murry, Direct, Page 30, Lines 25-26]; 13 
 14 

•  “For this case…the capital costs of regulated utilities…will 15 
continue to increase into the foreseeable future” [Murry, Direct, 16 
Page 4, Lines 3-7]; 17 

 18 
 19 
IIIIIIIII...      HHHooowww   MMMrrr...   KKKeeettttttllleeesss   aaannnddd   DDDrrr...   MMMuuurrrrrryyy   20 

RRReeeaaaccchhheeeddd   TTThhheeeiiirrr   RRReeesssuuullltttsss   –––   TTThhheee   MMMaaarrrkkkeeettt   21 

RRReeetttuuurrrnnn...   22 
 23 

The table on the next page compares the 24 
Risk premium methods of each witness.  25 

 26 
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Comparison Of Risk Premium Methods: 1 

 2 
 3 

Mr. Kettles’ and Dr. Murry’s replies to 4 
discovery about their “Market Returns” 5 
appear on the next page. 6 
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1 

 2 

Murry 
Reply 
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  1 
Mr. Kettles’ and Dr. Murry’s procedures 2 
suffer from several infirmities. Each 3 
calculates an average of 2 measures so 4 
different in content that it is improper 5 
to average them. 6 

 7 
•  In Mr. Kettles case 12.5 equals(12.35 + 12.99)/2. The first 8 

number is an arithmetic average of so-called “small company” 9 
returns from the time period 1983-2004 while the second number 10 
is the arithmetic average of the S&P500 returns from 1983-2004; 11 

 12 
•  In Dr. Murry’s case 14.85 equals (17.4 + 12.3)/2 where the first 13 

number is an arithmetic average of so-called “small company” 14 
returns from the time period 1982-2005 while the second number 15 
is the arithmetic average of the S&P500 returns from 1926-2005, 16 
more than a 50-year difference in time frames. 17 

 18 
The S&P500 is an index of stock returns, 19 
but the “small company” data happens to be 20 
the equity returns to just one mutual fund 21 
out of nearly 1800 that specialize in 22 
“small company” investments, and which 23 
investors can buy shares in the United 24 
States.  25 

 26 
The particular fund that Mr. Kettles and 27 
Dr. Murry employ is “U.S. DFA Micro Cap 28 
Mutual Fund.” The next page shows how that 29 
fund compares to others with regard to the 30 
fund name, the initial investment required 31 
by the fund, and the start date of the 32 
fund. The data source is Morningstar.com. 33 

 34 
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1 
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Mr. Kettles and Dr. Murry are arbitrary to 1 
pick just 1 fund while ignoring the rest. 2 
Their use of the “U.S. DFA Micro Cap 3 
Mutual Fund” shows their continued 4 
reliance on the Ibbotson Yearbook as an 5 
authoritative source. However, one of the 6 
DFA Fund’s compensated directors is also 7 
the author of the Ibbotson Yearbook: 8 

 9 

 10 

 11 
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 1 
 2 

The DFA fund’s prominence in Dr. Murry’s 3 
and Mr. Kettles’ analyses is directly 4 
related to the prominence of the 5 
Ibbotson’s Yearbook’s author and is not 6 
related to any independent analysis of 7 
small-company funds by either witness. 8 

 9 
Q_5.  In your opinion does the Ibbotson Yearbook 10 

make a representation that its data on 11 
small company stocks constitutes either an 12 
index or a “small company” market that can 13 
be added to the S&P500 index to create a 14 
“Total Market.” 15 

 16 
A_5.  No. In my opinion the Ibbotson Yearbook 17 

does not make such a claim. The Yearbook 18 
clearly explains that the returns are for 19 
just one mutual fund. The 2005 Yearbook 20 
says at pages 63 and 61: 21 

 22 
•  “For 1982-March 2001 the small company stock return series was 23 

the total return achieved by the DFA Small Company 9/Fund…For 24 
April 2001 to December 2004 is the total return achieved by the 25 
DFA Micro Cap Fund.” 26 

 27 
The Yearbook does not suggest nor 28 
recommend the calculations made by Mr. 29 
Kettles and Dr. Murry. There are also 30 
several facts that should prevent any 31 
reasonable equity-return analysis from 32 
including such an average:  33 

 34 
•  The S&P500 Index in any year represents about 45% of entire 35 

market's value. The S&P500's Market Value In May 2006 was 36 
$12,348,770 millions, but DFA Micro Cap Mutual Fund value was 37 
only $4,419 millions, thousands of times smaller than the 38 
S&P500’s value; 39 

 40 



                Page 14 of 38 

               CAPD Witness Brown - Rebuttal: Docket 05-00258 
 

• Mr. Kettles’ figure of 12.99 and Dr. Murry’s figure of 12.35 1 
represent the arithmetic average of the S&P 500 equity returns. 2 
The arithmetic average is the “fool’s gold” I referred to in my 3 
direct testimony. It is “fool’s gold” because it overstates the 4 
S&P500 real equity returns by about 2.5%. The general public, 5 
financial writers and stock brokers are not fools: they believe that 6 
10% is the real historical return of the S&P500. 7 

 8 
Professor Ibbotson is known as "Mr. 10%" 9 
not "Mr. 12%" as shown at page 4 of this 10 
rebuttal testimony. Other examples appear 11 
in my Rebuttal Schedule 1. 12 

 13 
Other factors that prevent Mr. Kettles’ 14 
and Dr. Murry’s “market returns” from 15 
being a basis for just and reasonable 16 
rates in Tennessee include: 17 

 18 
•  The initial investment in the DFA fund is $2 million, thus ordinary 19 

investors are denied access to the fund; 20 
 21 

•  The fund engages in capital gains speculation because less than 22 
30% of the fund's holdings pay dividends[refer to Brown Rebuttal 23 
Schedule 2; 24 

 25 
•  Although Mr. Kettles and Dr. Murry chose comparable companies 26 

because such companies paid dividends, their actual approach 27 
disregards the comparable-company principle, because the small-28 
company fund (DFA) they employ contains only a small 29 
percentage(30%) that pay dividends. 30 

 31 
From Kettles Direct page 9: 32 

 33 
 34 

 35 
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  1 
 2 
From Murry Direct page 11, lines 8 - 16: 3 

 4 

 5 
 6 
IIIVVV...      MMMrrr...   KKKeeettttttllleeesss   aaannnddd   DDDrrr...   MMMuuurrrrrryyy   IIImmmppprrrooopppeeerrrlllyyy   7 

AAApppppplllyyy   aaa   BBBeeetttaaa   BBBaaassseeeddd   OOOnnn   ttthhheee   NNNeeewww   YYYooorrrkkk   8 

SSStttoooccckkk   IIInnndddeeexxx   TTTooo   TTThhheee   MMMaaarrrkkkeeettt   RRReeetttuuurrrnnn   OOOfff   9 

TTThhheee   SSS&&&PPP555000000   IIInnndddeeexxx...   10 
 11 
Q_6.  In your opinion, do Mr. Kettles and Dr. 12 

Murry apply the correct beta to their CAPM 13 
model? 14 

 15 
A_6.  No. In my opinion neither witness applies 16 

the proper beta. A fundamental problem in 17 
Mr. Kettles’ and Dr. Murry’s analyses, 18 
after all their efforts to explain their 19 
“market returns,” is silent substitution 20 
of another index into their calculations. 21 
Their testimonies are filled with 22 
references to Value Line, and there is no 23 
doubt they apply Value Line’s betas, which 24 
are based on the New York Stock Exchange, 25 
as Value Line’s website explains: 26 

 27 
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1 

 2 
 3 
 4 
Q_7.  In your opinion are the S&P500 Index and 5 

the New York Stock Exchange Index 6 
reasonable substitutes for each other? 7 

 8 
A_7.  No. In my opinion one cannot be a 9 

reasonable substitute for the other. My 10 
Schedules 8 and 9 in my direct testimony 11 
show the composition of the S&P500, the 12 
NYSE, and the portion of companies that 13 
pay dividends. The NYSE index and the 14 
S&P500 index are not the same nor similar. 15 

 16 
For example, I use NASDAQ.com’s betas 17 
because they are based on the S&P500. 18 
These betas average to just .33, as shown 19 
in my direct testimony, Schedule 12 and 20 
13. In contrast, Dr. Murry’s average beta 21 
from the NYSE index is .91, as shown in 22 
his schedule DAM-23. Mr. Kettles’ average 23 
NYSE beta is .87 and appears in his 24 
schedule JLK-5. 25 

 26 



                Page 17 of 38 

               CAPD Witness Brown - Rebuttal: Docket 05-00258 
 

As I have already shown in my direct 1 
testimony at page 12 and in Schedule 8 2 
attached to my direct testimony, in the 3 
past five years only one-half of the 4 
companies listed on the New York Stock 5 
Exchange pay dividends. Therefore, one-6 
half of the price-movement on the NYSE is 7 
attributable to capital-gains speculation. 8 
In contrast, only one-fourth of the 9 
companies on the S&P500 Index are subject 10 
to that wealth-creation path. In contrast 11 
to the NYSE index, the S&P500 index is 12 
representative of income-oriented, safety-13 
conscience, dividend-recipient investors 14 
who do not chase after capital-gains. This 15 
behavior underlies the differences between 16 
my beta of .33, Mr. Kettles beta .87, and 17 
Dr. Murry’s beta of .91.  18 

 19 
Clearly, when comparing the comparable 20 
companies to the NYSE, they are going to 21 
appear volatile, or risky. But when the 22 
comparable companies are compared to the 23 
S&P500 Index, as is the case with the 24 
NASDAQ.com betas I have used, the risk 25 
drops substantially. 26 

 27 
Dr. Murry distinguishes between the DCF 28 
analysis and CAPM analysis by saying the 29 
DCF analysis is “the more volatile… 30 
analysis” [Murry Direct, page 27, line 31 
28], but in almost the same lines he says 32 
the “Beta is the measure of the 33 
volatility, as a measure risk, of a given 34 
security to the market as a whole” [Murry 35 
Direct, page 27, lines 20-21]. 36 

 37 



                Page 18 of 38 

               CAPD Witness Brown - Rebuttal: Docket 05-00258 
 

This argument has no merit. If anything, 1 
he has made the opposite case by his 2 
choices of betas and his silent selection 3 
of the NYSE index. In Tennessee, Atmos’ 4 
business is not subject to the wild risk-5 
rides of the NYSE index, contrary to the 6 
implication of Value Line’s beta. Change 7 
here is incremental and slow, as slow as 8 
the NSDAQ.com's betas.  9 

 10 
Furthermore, there is evidence that the 11 
NYSE index method of valuation changed in 12 
2003, as shown on the next two pages which 13 
are available at the NYSE’s website. Thus 14 
Value Line’s beta, which is based on five 15 
years dating to 2001, is derived from data 16 
treated in dissimilar ways before and 17 
after 2003. 18 

 19 
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1 
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Value Line’s 
Beta Straddles 
Both Methods 
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 1 
 2 
VVV...      MMMrrr...   KKKeeettttttllleeesss’’’   RRRiiissskkkfffrrreeeeee   RRRaaattteee   ooofff   555...555000%%%   3 

aaannnddd   DDDrrr...   MMMuuurrrrrryyy’’’sss   RRRiiissskkkfffrrreeeeee   RRRaaattteee   ooofff   4 

555...333555%%%   IIImmmppprrrooopppeeerrrlllyyy   AAApppppplllyyy   RRRiiissskkk---5 

DDDeeettteeerrrmmmiiinnneeeddd   RRRaaattteeesss   AAAsss   RRRiiissskkkfffrrreeeeee   RRRaaattteeesss   6 

IIInnn   TTThhheeeiiirrr   CCCAAAPPPMMM   AAAnnnaaalllyyyssseeesss...   7 
 8 
 9 
Q_8.  In your opinion, did Mr. Kettles and Dr. 10 

Murry employ a riskfree rate in their CAPM 11 
analyses? 12 

 13 
A_8.  No, in my opinion they did not. Their risk 14 

free rates show the contradiction inherent 15 
in the CAPM model: it leads to the absurd 16 
results that interest rate and rates of 17 
return do not reflect risk. Consider Mr. 18 
Kettles’ reply to CAPD discovery, as shown 19 
on the next page. 20 
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  1 

These Notes Have Equal Risk, 
According To Mr. Kettles 
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Given Mr. Kettles’ admission that the 1 
interest rates in his schedule are 2 
unrelated to risk and that the risk of a 3 
6-month note (GS6M) is equal to the risk 4 
of 20 year note (GS20), there is no good 5 
reason to accept 5.5% as a risk free rate. 6 
Based on Mr. Kettles’ assumptions, he 7 
could have used a number from the GS3M or 8 
GS6M column and calculated a much lower 9 
CAPM rate than he did. My opinion is to 10 
disregard his CAPM analysis as a basis for 11 
setting just and reasonable rates. 12 

 13 
Now consider Dr. Murry’s determination of 14 
a risk free rate, which he explains in 15 
response to CAPD’s discovery: 16 

 17 

 18 
 19 

The arbitrary nature of Dr. Murry’s time 20 
frames is now clear: 21 

 22 
•  The market return is based on 80 years of the S&P500 Index and 23 

22 years of the DFA mutual fund returns; 24 
 25 

•  The Beta Is Based on 5 years of data from the New York Stock 26 
Index; 27 

 28 
•  In contrast, the risk free rate is based on just a single month.29 
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 1 
 2 

Dr. Murry’s risk free rate is not derived 3 
from the same time frame as his market 4 
return, and that lack of consistency is a 5 
severe problem in his CAPM analysis. 6 
Instead of basing the risk free rate on a 7 
long-term set of data, as in his “market 8 
return” where he uses 80 years, he uses a 9 
single number from just one month. The 10 
risk free rate and the market return 11 
should be derived from the same time 12 
frame. To do otherwise is to be arbitrary. 13 
For example, did Dr. Murry choose 5.35% 14 
because it is 5.35%, or because it applies 15 
to a 20-year term, or because the note’s 16 
payer happens to be the U.S. government, 17 
or because it was available in May 2006? 18 

 19 
 20 
VVVIII...      TTThhheee   DDDCCCFFF   WWWooorrrkkksss   PPPrrrooopppeeerrrlllyyy,,,   PPPrrrooovvviiidddeeesss   21 

RRReeeaaasssooonnnaaabbbllleee   RRReeesssuuullltttsss,,,   AAAnnnddd   RRReeevvveeeaaalllsss   AAA   22 

CCCooommmpppaaannnyyy’’’sss   PPPooollliiicccyyy   OOOfff   RRReeeiiinnnvvveeessstttmmmeeennnttt   IIInnn   23 

IIItttsss   OOOwwwnnn   BBBuuusssiiinnneeessssss,,,   AAA   PPPooollliiicccyyy   NNNooottt   24 

RRReeevvveeeaaallleeeddd   IIInnn   AAA   RRRiiissskkk   PPPrrreeemmmiiiuuummm   AAAnnnaaalllyyysssiiisss   25 
 26 
 27 
Q_9.  In your opinion does the DCF work 28 

properly? 29 
 30 
A_9.  Yes. In my opinion it works well, 31 

providing results consistent with my risk 32 
premium analysis. In other words my DCF 33 
analysis confirms my risk premium analysis 34 
and vice-versa. The table on the next page 35 
is taken from my direct testimony, 36 
Schedule 6, the lower right corner. 37 
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 1 

 2 
 3 

Based on the values in this table, I chose 4 
a DCF return of 8 percent. Here are the 5 
results of my risk premium analysis from 6 
my direct testimony, Schedule 14: 7 

 8 

 9 

 10 
 11 
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The table below is taken from my direct 1 
testimony Schedule 8, which displays  2 
dividend payout ratios for the dividend 3 
paying companies in each category.  4 

 5 

Stock Exchange And 
Stock Category In Brown's 

Direct, Schedule 8 Current Prior Year 3 Year 4 Year 5

(1) - ALL 34% 35% 35% 36% 38%

(2) - AMEX 41% 44% 43% 45% 48%

(3) - NNM 34% 35% 33% 34% 36%

(4) - NSC 35% 35% 31% 35% 34%

(5) - NYSE 32% 32% 36% 36% 39%

(6) - OTC 40% 40% 38% 37% 37%

(7)  - S&P 500 28% 27% 31% 34% 37%

(8) - Comparables 66% 66% 73% 76% 71%

Median Dividend PayOut Ratio By Fiscal Year

 6 
 7 

My DCF return for the comparable companies 8 
is 8 percent. This return is just as it 9 
should be because the comparable group has 10 
a very high dividend payout ratio, paying 11 
out most of their earnings. This is a 12 
substantial contrast with the S&P500. Thus 13 
the comparable group dividend payout ratio 14 
is on the down-side of the S&P500’s, just 15 
like the comparables have an average beta, 16 
which is only .35. Thus Atmos and the 17 
comparables are only one-third as risky as 18 
a typical S&P500 company. They are low-19 
risk monopolies which pass through cost 20 
increases via the PGA and uncollectible 21 
accounts expense to captive customers. 22 

 23 
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Thus a major difference between my 1 
analyses and those of Mr. Kettles and Dr. 2 
Murry is that my DCF casts a very broad 3 
net and in so doing confirms the accuracy 4 
of the DCF model and my risk premium 5 
model, each supports the other and 6 
provides consistent results. 7 

 8 
In contrast, Dr. Murry and Mr. Kettles 9 
apply the DCF to a handful of companies 10 
and pronounce it wrong, and rush to their 11 
CAPM models to reach their conclusions. 12 
There is no justification for Dr. Murry 13 
and Mr. Kettles recasting the DCF by using 14 
earnings growth (refer to Kettles’ Direct 15 
page 13 and Murry’s Direct page 27) to 16 
provide Atmos with a higher return. By 17 
using earnings growth instead of dividend 18 
growth, these witnesses are treating Atmos 19 
as if it is at the head-of-the-line in the 20 
NYSE or the S&P500. These witnesses also 21 
ignore the information provided by the 22 
dividend payout ratio. 23 

 24 
Q_10.  In your opinion, what is the economic 25 

significance of the dividend payout 26 
ratios? 27 

 28 
A_10.  In my opinion the payout ratio measures 29 

the company’s reinvestment in itself, and 30 
indicates if the company sees itself 31 
operating in a competitive market or as a 32 
monopoly. Atmos and its comparables 33 
reinvest just a tiny fraction of earnings. 34 
They have themselves in the long-term 35 
position of passing on so much of their 36 
profit that they can not easily increase 37 
dividends. Atmos, being a monopoly, seeks 38 
to raise prices to its captive customers 39 
to achieve dividend growth and to fund 40 
stock issues. Dr. Murry says at page 10: 41 



                Page 28 of 38 

               CAPD Witness Brown - Rebuttal: Docket 05-00258 
 

 1 

 2 
 3 
 4 
 5 
VVVIIIIII...      CCCaaapppiiitttaaalll   SSStttrrruuuccctttuuurrreee   AAAnnnddd   ttthhheee   DDDCCCFFF   AAArrreee   6 

TTTiiieeeddd   TTTooogggeeettthhheeerrr:::   AAA   CCCooommmpppaaannnyyy’’’sss   PPPaaayyyooouuuttt   7 

RRRaaatttiiiooo   DDDeeettteeerrrmmmiiinnneeesss   RRReeetttaaaiiinnneeeddd   EEEaaarrrnnniiinnngggsss   8 

AAAnnnddd   TTThhheee   EEEqqquuuiiitttyyy   RRRaaatttiiiooo...   9 
 10 
A_11.  What economic significance does Dr. Murry 11 

assign to the low dividend growth rates of 12 
his comparable companies? 13 

 14 
Q_11.  Dr. Murry interprets low dividend growth 15 

rates as a sign of prudence. At page 25, 16 
lines 19-21 he says  17 

 18 
•  “Under … competitive circumstances prudent boards of directors 19 

are likely to conserve cash and refrain from increasing dividends.”  20 
 21 
Q_12.  In your opinion, would such a policy, if 22 

followed, increase a company’s equity 23 
ratio? 24 

 25 
A_12.  Yes. In my opinion this policy would 26 

improve the equity ratio if in fact the 27 
company followed its own policy. 28 

 29 
Q_13.  What do Dr. Murry and Ms. Laurie Sherwood 30 

testify to regarding Atmos’ equity ratio 31 
and capital structure? 32 

 33 
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A_13.  They make several statements regarding 1 
capital structure and the equity ratio. At 2 
page 4, lines 10-15 of his testimony Dr. 3 
Murry says: 4 

 5 
•  “.. the current common stock equity ratio is temporarily much 6 

lower than it has been historically… and much lower than other, 7 
typical gas distribution utilities. This low common equity ratio is 8 
an anomaly… Atmos Energy’s management has set a target… of 9 
50 percent common stock and long-term debt 50 percent long-term 10 
debt.” 11 

 12 
In her testimony Ms. Sherwood makes a 13 
similar statement from page 4 line 22 to 14 
page 5 lines 1-6: 15 

 16 
•  “Atmos Energy will use internally generated cash flows and 17 

ongoing additions to shareholders equity [and] plans to return its 18 
capital structure to near its permanent target of 50 percent 19 
shareholders equity and 50 percent debt.” 20 

 21 
Q_14.  In your opinion is it reasonable to accept 22 

these statements as a basis for setting 23 
just and reasonable rates in Tennessee?  24 

 25 
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A_14.  No. In my opinion it is not reasonable to 1 
accept these statements because they are 2 
very inaccurate: 1) Atmos’ current equity 3 
ratio is not an anomaly with respect to 4 
its own equity ratio, as shown in the 5 
table on next page; 2) Dr. Murry’s 6 
comparison of Atmos’ equity ratio to other 7 
equity ratios is not based on capital 8 
structures inclusive of short-term debt, 9 
as shown on the following page, and there 10 
is a huge difference in equity ratios when 11 
short-term debt is included in capital 12 
structure; 3) Claims like Ms. Sherwood’s 13 
have been made before by Atmos and its 14 
predecessor, as shown by the SEC 10-K 15 
reports I display on pages 33-34 of this 16 
rebuttal, but such claims have not been 17 
lived up to. 18 

Capital 
Structure 
Components 
As Of:

Short-Term 
Debt: Notes Due

Short-Term Debt: 
Current Portion 
of Long-Term 
Debt

Long-Term 
Debt

Common 
Equity Preferred Total

2005: Sep 30 3.7% 0.1% 55.5% 40.7% 0 100.0%
2004: Sep 30 0.0% 0.3% 43.1% 56.7% 0 100.0%
2003: Sep 30 6.4% 0.5% 46.7% 46.4% 0 100.0%
2002: Sep 30 10.3% 1.6% 47.5% 40.6% 0 100.0%
2001: Sep 30 13.4% 1.4% 46.2% 39.0% 0 100.0%
2000: Sep 30 24.7% 1.7% 34.7% 38.8% 0 100.0%
1999: Sep 30 18.2% 1.9% 39.1% 40.8% 0 100.0%
1998: Sep 30 2.1% 7.0% 45.8% 45.1% 0 100.0%
1997: Sep 30 20.7% 1.9% 36.8% 40.5% 0 100.0%
1996: Dec 31 17.1% 2.0% 40.0% 40.9% 0 100.0%

Median 40.7%
Average 42.9%

Atmos - History Of Capital Structure By Fiscal Year

 19 
 20 

40.7% Is Not 
An “Anomaly” 

56.7% Is The Anomaly 
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Value Line’s capital structures do not 1 
include short-term debt, as Dr. Murry has 2 
already testified in TRA Docket 03-00313: 3 

 4 

 5 
 6 

The capital structures in Dr. Murry’s Schedule 7 
DAM-6 do not include short-term debt, but in 8 
every SEC 10-K filed since 1996, Atmos includes 9 
short-term debt in the capital structure. 10 
Clearly, Atmos tells the world that the 11 
company’s capital structure includes short-term 12 
debt, as do all the comparable companies. Thus 13 
Mr. Kettles and Dr. Murry are mistaken to 14 
remove short-term debt from Atmos’ capital 15 
structure. 16 
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 1 

 2 
 3 

There is a striking difference between Value 4 
Line’s capital structure for NICOR and NICOR’s 5 
capital structure from the SEC Form 10-K, an 6 
audited report, displayed in Brown’s Direct, 7 
Schedule 3 page 3 of 10: 8 

 9 
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 1 
 2 
 3 

1997 Earlier Claims 
Like Ms. 
Sherwood’s: 
 

1997 

In Every SEC 10K 
Filing Since 1996, 
Atmos Has 
Represented Its 
Capital Structure 
As Including 
Short-Term Debt 
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 1 
 2 

 3 
 4 

1995 
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 1 
 2 
VVVIIIIIIIII...      IIInnnffflllaaatttiiiooonnn   IIIsss   NNNooottt   RRRaaaiiisssiiinnnggg   AAAtttmmmooosss’’’   3 

CCCaaapppiiitttaaalll   CCCooosssttt   4 
 5 
Q_15.  In your opinion is Dr. Murry accurate, when he 6 

asserts that inflation is increasing capital 7 
costs? 8 

 9 
A_15.  No. In my opinion he is not accurate. His 10 

guesswork on page 9 of his direct testimony 11 
regarding actions of the Federal Reserve has 12 
already proved incorrect. At least for the time 13 
being, the Reserve has stopped raising interest 14 
rates. Also, from 2001 through much of 2005 15 
interest rates were at record lows and waves of 16 
refinancing occurred. Sensibly enough, Atmos 17 
took advantage of these interest rates to lower 18 
the company’s debt cost, as have many 19 
companies. Atmos has a $400 million note due in 20 
2009. After that, the next due date is 2011. If 21 
Atmos needs rate increases to cover any change 22 
in its capital costs, I have no doubt it will 23 
promptly file a petition to raise rates in 24 
Tennessee. On the other hand Dr. Murry does not 25 
acknowledge one of the central reasons that 26 
brought this current docket into being – the 27 
long history of Atmos overearning in Tennessee, 28 
an overearning caused in part by the 29 
overstatement of debt costs he applied in the 30 
last rate-case, as shown in my direct testimony 31 
page 4. 32 
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 1 
 2 
IIIXXX...      VVVaaallluuueee   LLLiiinnneee’’’sss   FFFooorrreeecccaaassstttsss   AAArrreee   AAAnnn   3 

IIImmmppprrrooopppeeerrr   BBBaaasssiiisss   TTTooo   SSSeeettt   JJJuuusssttt   AAAnnnddd   4 

RRReeeaaasssooonnnaaabbbllleee   RRRaaattteeesss   IIInnn   TTTeeennnnnneeesssssseeeeee   5 
 6 
Q_16.  What does Dr. Murry testify to regarding Atmos’ 7 

projected common equity returns? 8 
 9 
A_16.  At page 4, lines 10-15 of his testimony 10 

Dr. Murry says: 11 
 12 

•  “… Value Line predicts a return on common stock for the 13 
comparable companies of 11.5 percent in 2006… In the same 14 
publication Value Line forecasts return of only 8.5 percent for 15 
Atmos Energy. In short, the common stock earnings of Atmos 16 
Energy are currently lower than… the group of comparable 17 
companies...” 18 

 19 
His schedule DAM-8 is shown below: 20 

 21 

 22 
 23 
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However, neither Dr. Murry nor Mr. Kettles 1 
evaluate the accuracy of Value Line’s 2 
Forecasts. To remedy that problem I have 3 
evaluated Value Line’s equity return forecasts 4 
with regard to Atmos, shown in the following 5 
table. Value Line’s source pages are attached 6 
as my Rebuttal Schedule 3. Clearly, Value 7 
Line’s forecasts are so inaccurate that they 8 
should not be a basis for setting just and 9 
reasonable rates in Tennessee.  10 

 11 

Date
Forecast 
Period

Forecasted 
Return to 
Common  
Equity To 
Atmos Fiscal Year 

Actual 
Return In 

Fiscal 
Year

Source: SEC 10-K 
filings

Error: 
Ratio Of 

Forcast To 
Actual 

Minus 1
1995 June 30 98-00 11.0% 1998
1996 June 28 99-01 11.5% 1999 4.7% 10-K For 2003, Sep. 30 145%
1997 June 27 00-02 13.5% 2000 9.3% 10-K For 2003, Sep. 30 45%
1998 June 26 01-03 15.0% 2001 10.4% 10-K For 2005, Sep. 30 44%
1999 June 25 02-04 16.5% 2002 9.9% 10-K For 2005, Sep. 30 67%
2000 June 23 03-05 14.5% 2003 9.9% 10-K For 2005, Sep. 30 46%
2001 June 22 04-06 17.5% 2004 9.1% 10-K For 2005, Sep. 30 92%
2002 June 21 05-07 14.0% 2005 9.0% 10-K For 2005, Sep. 30 56%
2003 June 20 06-08 14.5%
2004 June 18 07-09 9.5%
2005 June 17 08-10 9.0%
2006 March 17 09-11 10.5%

Value Line Makes Very Inacurate Forecasts Of Atmos' Equity Return

 12 
 13 

These results are not surprising. For example, 14 
economists Eugene Fama and Kenneth R. French 15 
authored an article, “The Equity Premium” which 16 
was published in the Journal of Finance in mid 17 
2002. The authors wrote:  18 

 19 
• “Moreover, though the issue is controversial... Claus and Thomas 20 

find that analysts’ forecasts are biased; they tend to be 21 
substantially above observed growth rates.... In short, we find no 22 
evidence to support a forecast of strong future dividends or 23 
earnings growth...” [The Equity Premium by Eugene Fama and 24 
Kenneth French in The Journal of Finance, Vol. 67, No. 2, April 25 
2002, p.639, p. 651] 26 

 27 
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This directly contradicts Dr. Murry’s assertion 1 
at page 24 line 4 of his direct testimony that 2 
“analysts['] growth rate forecasts are the best 3 
source for growth measures.” I also note that 4 
the article I refer to is far more recent than 5 
the sources Dr. Murry relies on in his 6 
footnotes on page 24. 7 
  8 
Finally, Value Line’s ever-present disclaimer 9 
cannot be ignored. The publisher tells the 10 
people who rely on its data: “Factual material 11 
is obtained from sources believed to be 12 
reliable and is provided without warranties of 13 
any kind. THE PUBLISHER IS NOT RESPONSIBLE FOR 14 
ANY ERRORS OR OMISSIONS HEREIN [sic].” 15 
 16 
Value Line’s disclaimer is no different than 17 
the disclaimer made by Atmos, which I show in 18 
my direct testimony, Schedule 2. Neither Atmos 19 
nor Value Line nor the witnesses who rely on 20 
Atmos and Value Line have any responsibility 21 
for wayward forecasts and arbitrary 22 
predictions. It is Tennessee’s ratepayers who 23 
pay the price for inaccuracy.  24 
 25 
This is all the more reason to base Tennessee’s 26 
just and reasonable rates on the verified data 27 
in the independently audited SEC 10-K reports, 28 
as I have done. 29 
 30 
This concludes my rebuttal testimony at this 31 
time. 32 

 33 
 34 
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