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III...      IIInnntttrrroooddduuuccctttiiiooonnn...   1 
 2 
Q_1.  Please state your name. 3 
 4 
A_1.  Dr. Stephen Brown. 5 
 6 
Q_2.  Where do you work? 7 
 8 
A_2.  I am an Economist in the Consumer Advocate 9 

and Protection Division, Office of the 10 
Tennessee Attorney General. A statement of 11 
my credentials appears at the end of this 12 
testimony.  13 

 14 
II.  Summary  15 
 16 

The comparable companies for setting just and 17 
reasonable rates in Tennessee for Atmos Energy 18 
Corporation (AEC) are AGL Resources, New Jersey 19 
Resources, NICOR, Northwest Natural Gas, 20 
Piedmont Natural Gas, Southwest Gas, WGL 21 
Holdings, and South Jersey Industries. These 22 
are local gas distribution companies. 23 

 24 
My capital structure is based on the five year 25 
average capital structure derived from the 26 
comparable companies where the equity ratio is 27 
45.8%, the short-term debt ratio is 13.1%, and 28 
the remaining components are gathered into the 29 
long-term debt ratio, 41.1%.  30 

 31 
My short-tem debt cost is 2.5%, my long-tem 32 
debt cost is 6.27% and my equity cost of 7.8%. 33 
My total weighted capital cost is 6.5%. 34 

 35 
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There are two general methods used in setting 1 
the equity return: The Discounted Cash Flow 2 
(DCF) method and Capital Asset Pricing Model 3 
(CAPM). Of the two general methods, DCF and 4 
CAPM, my opinion is that the DCF is more 5 
appropriate because it tracks the actual flow 6 
of a company’s payments to shareholders. I 7 
place only marginal emphasis on the CAPM and 8 
rely primarily on the DCF analysis 9 

 10 
My equity return of 7.8 percent for AEC in 11 
Tennessee means that Tennessee’s residences and 12 
businesses would pay $6.8 million in equity 13 
returns to AEC.  14 

  15 
 16 
IIIIIIIII...      CCCooommmpppaaarrraaabbbllleee   CCCooommmpppaaannniiieeesss   17 
 18 

The Chairman and CEO of AEC, Mr. Best, said in 19 
a press conference on November 2, 2008, where 20 
he and other AEC officials discussed AEC’s 21 
financial performance for the fiscal year 2008:  22 

 23 
 “As you know, the foundation of our business lies in the regulated 24 
distribution business.” [[http://seekingalpha.com/article/105633-25 
atmos-energy-corp-f4q08-qtr-end-09-30-08-earnings-call-26 
transcript]. 27 

 28 
In my opinion regulated distribution activities 29 
should be fundamental to the comparable 30 
companies, in the sense they should derive most 31 
of their income from such activities. 32 

 33 
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The comparable companies for setting just and 1 
reasonable rates in Tennessee for AEC’s 2 
customers are AGL Resources, New Jersey 3 
Resources, NICOR, Northwest Natural Gas, 4 
Piedmont Natural Gas, Southwest Gas, WGL 5 
Holdings, and South Jersey Industries. These 6 
are same companies that formed the basis of 7 
AEC’s most recent rate case in Tennessee. In 8 
TRA Docket 07-00105 AEC’s cost-of-capital 9 
witness, Dr. Murry, and I agreed that these 10 
companies formed a reasonable basis of 11 
comparison. Keeping these companies as a basis 12 
of comparison provides continuity for setting 13 
AEC’s rates in Tennessee.  14 

 15 
Of the eight companies which I use, Dr. Vander 16 
Weide uses six of them, omitting WGL Holdings 17 
and NJR Resources. He bases his opinions on ten 18 
companies, but four of them are akin to 19 
domestic oil companies. These four companies 20 
are Energen, ONEOK, Questar, and Equitable. 21 

 22 
Q_3.  In your opinion are oil companies comparable to 23 

AEC?  24 
 25 
A_3.  No. In my opinion these companies are not 26 

comparable. They derive very small portions of 27 
income from regulated distribution operations.  28 

 29 
I do not accept Energen, ONEOK, Questar, and 30 
Equitable as companies comparable to AEC. 31 
Energen is not a comparable company because the 32 
cost of equity of its regulated utility 33 
subsidiary, Alagasco, is not established via 34 
inspection of market evidence. According to 35 
Energen:  36 

 37 
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“As an Alabama utility, Alagasco is subject to regulation by the 1 
Alabama Public Service Commission (APSC) which established 2 
the Rate Stabilization and Equalization (RSE) rate-setting process 3 
in 1983. RSE was extended in 2007, 2002, 1996, 1990, 1987 and 4 
1985. On December 21, 2007, the APSC extended RSE for a seven-5 
year period through December 31, 2014. Under the terms of the 6 
extension, RSE will continue after December 31, 2014, unless, 7 
after notice to the Company and a hearing, the APSC votes to 8 
modify or discontinue the RSE methodology. Alagasco’s allowed 9 
range of return on average equity remains 13.15 percent to 13.65 10 
percent throughout the term of the order. Alagasco is on a 11 
September 30 fiscal year for rate-setting purposes (rate year).” 12 
[ENERGEN, 10-K Filed 2008_02_25, Page 7] 13 

 14 
Energen’s return has not been set via market 15 
evidence for 26 years. This disqualifies 16 
Energen as a comparable company.  17 

 18 
Also, natural gas distribution is not 19 
fundamental to Energen. The next image shows 20 
that Energen separates its operating income 21 
into natural gas distribution and into oil and 22 
gas operations. For the fiscal year 2007 gas 23 
distribution accounted for less than 15% of 24 
Energen’s operating income. This, too, 25 
disqualifies Energen as a comparable company. 26 

 27 
Energen Corporation:10K  2008-02-25 Pg 21.

Years ended December 31, 2007 2006 2005 2004 2003
OIL AND GAS OPERATIONS

Operating income 451,567 405,149 243,876 180,379 153,325
NATURAL GAS DISTRIBUTION

Operating income 72,742 74,274 72,922 66,199 66,848

(dollars in thousands)

SELECTED BUSINESS SEGMENT DATA 

 28 
  29 

The following remarks by Questar and ONEOK in 30 
their SEC Form 10-Ks prove that natural gas 31 
distribution is not fundamental to their 32 
businesses. 33 
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 1 
“ Retail Gas Distribution - Questar Gas. General: Questar Gas 2 
distributes natural gas as a public utility in Utah, southwestern 3 
Wyoming and a small portion of southeastern Idaho. It generated 4 
approximately 9% of the Company’s operating income in 2007.” 5 
[QUESTAR, 10-K Filed 2008_02_27, Page 10] 6 

 7 
 “Operating income from our Distribution segment was 21 8 
percent, 16 percent and 21 percent of our consolidated operating 9 
income from continuing operations excluding the gain on sale of 10 
assets in 2007, 2006 and 2005, respectively. Our Distribution 11 
segment had no single external customer from which it received 10 12 
percent or more of consolidated revenues. Intersegment sales 13 
accounted for less than one percent of our Distribution segment’s 14 
revenues in 2007 and 2006, and there were none in 2005.” 15 
[ONEOK, 10-K Filed 2008_02_27, Page 10]. 16 

 17 
The following chart and remarks are drawn from 18 
Equitable's SEC From 10-K. They also prove that 19 
that natural gas distribution is not 20 
fundamental to Equitable. 21 

 22 
 “Equitable Resources, Inc. is an integrated energy company, with 23 
an emphasis on Appalachian area natural gas activities, including 24 
production, gathering and processing, and distribution, 25 
transmission, storage and marketing. The Company and its 26 
subsidiaries offer energy (natural gas, and a limited amount of 27 
natural gas liquids and crude oil) products and services to 28 
wholesale and retail customers. The results of operations of the 29 
Company for the year ended December 31, 2007 are reported in 30 
this Form 10-K through two business segments: Equitable Supply 31 
and Equitable Utilities. These reporting segments reflect the 32 
Company’s lines of business and are reported in the same manner 33 
the Company evaluated its operating performance through 34 
December 31, 2007.” [EQUITABLE RESOURCES, 10-K Filed 35 
2008_02_22, Page 6]. 36 

 37 
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Supply Segment Components: Utilities Segment Components:

Production Distribution Operations
Gathering Pipeline (Transportation and Storage) Operations

Energy Marketing
"Equitable Supply generated 
approximately 64% of the 
Company’s net operating 
revenues in 2007." Pg 7.

Equitable Utilities generated approximately 36% 
of the Company’s net operating revenues in 2007. 
Pg. 10.

Equitable's Segment Operating Income:

 1 
 2 
 3 

Also Dr. Vander Weide is well aware that ONEOK, 4 
Questar, and Equitable have always had very low 5 
portions of income stem from distribution 6 
activities. The next at page 7 of my testimony 7 
is from his rebuttal testimony dated January 8 
24, 2005 in FERC Docket 03-398-000, Exhibit 9 
NNG-164, page 7. 10 

 11 
According to his rebuttal testimony, for the 12 
three year period of 2001-2003 these three 13 
companies derived no more than 25% of their 14 
operating income from distribution. Since then 15 
the companies have derived even smaller 16 
portions of income from gas distribution.  17 

 18 
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 1 
 2 

Dr. Vander Weide is also aware that the other 3 
companies in his group have always derived most 4 
of their income from regulated distribution 5 
operations. The next image is from his rebuttal 6 
testimony dated February 20, 2004 in FERC 7 
Docket 03-398-000, Exhibit NNG-86, page 5. 8 

 9 
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 1 
 2 

This evidence supports my opinion that Dr. 3 
Vander Weide has an inappropriate mix of 4 
companies in his comparable group. Regarding 5 
WGL and New Jersey Resources, which I use and 6 
which Dr. Vander Weide does not, natural gas 7 
distribution comprises about 90 percent WGL’s 8 
assets and income.  9 

 10 
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New Jersey Resources is a bit different than it 1 
used to be. In fiscal year 2008 natural gas 2 
distribution accounted for 37% of NJR’s income 3 
but 67% of NJR’s assets. NJR has an unregulated 4 
subsidiary, NJR Energy Services (NJRES), which 5 
accounts for over 60% of NJR’s income. NJR says 6 
its unregulated subsidiary “focuses on creating 7 
value from underutilized natural gas assets, 8 
which are typically amassed through contractual 9 
rights to natural gas transportation and 10 
storage capacity… [and through] asset 11 
management services.” NJRES is the asset 12 
manager for NJR’s utility subsidiary. 13 
Therefore, natural gas distribution is 14 
fundamental to NJR Resources. This is a 15 
situation similar to AEC and its unregulated 16 
subsidiary, Atmos Energy Marketing (AEM). In 17 
its most recent 10-K AEC said:  18 

 19 
“AEM aggregates and purchases gas supply, arranges 20 
transportation and storage logistics and ultimately delivers gas to 21 
customers at competitive prices. To facilitate this process, we 22 
utilize proprietary and customer-owned transportation and storage 23 
assets to provide various services our customers request, including 24 
furnishing natural gas supplies at fixed and market-based prices, 25 
contract negotiation and administration, load forecasting, gas 26 
storage acquisition and management services, transportation 27 
services, peaking sales and balancing services, capacity utilization 28 
strategies and gas price hedging through the use of financial 29 
instruments.” [AEC, 10-K Filed 2008_11_19, Page .13] 30 

 31 
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Both NJR and AEC derive income from their 1 
unregulated subsidiaries, and in each case the 2 
unregulated business relies on assets of the 3 
regulated distribution sector. Thus NJR 4 
Resources is comparable to AEC, despite the 5 
income level of NJR’s utility subsidiary. This 6 
also means that the name of a “business 7 
segment” is not necessarily descriptive of the 8 
foundation which underlies the segment.  9 

 10 
 11 
IIIVVV...      CCCaaapppiiitttaaalll   SSStttrrruuuccctttuuurrreee   12 
 13 

In my opinion just and reasonable rates in 14 
Tennessee flow from a capital structure based 15 
on the audited capital-balances of the 16 
comparable companies. 17 

 18 
IIIVVV...      AAA...   CCCaaapppiiitttaaalll   SSStttrrruuuccctttuuurrreee   CCCooommmpppooonnneeennntttsss   19 

IIInnncccllluuudddeee   AAAllllll   SSSooouuurrrccceeesss   OOOfff   CCCaaapppiiitttaaalll...   20 
 21 

In the same press conference I mentioned 22 
earlier, AEC’s CEO said: 23 

 24 
 “Our debt capitalization was 54.6% at the end of fiscal 2008. We 25 
keep this ratio on our list of top priorities and stand committed to 26 
preserving a debt capitalization range of 50% to 55% and 27 
maintaining solid investment grade credit ratings. These 28 
fundamental business principals have served us well during this 29 
time of disruption in the credit markets.” 30 
[[http://seekingalpha.com/article/105633-atmos-energy-corp-31 
f4q08-qtr-end-09-30-08-earnings-call-transcript].  32 

 33 
His statement is consistent with the basis for 34 
choosing a capital structure: It includes 35 
equity, long-tem debt and short-term debt. 36 

 37 



 _____ ________  Page 11 of 80 
 

_____________________________________________________________________________  
 CAPD Witness Brown - Direct: TRA Docket 08-00197 – Petition Of Atmos Energy  

The ratio he mentioned, 54.6%, is consistent 1 
with AEC’s United States Securities and 2 
Exchange Commission’s (SEC) Form 10-K for the 3 
fiscal year 2008 filed with the SEC in November 4 
2008. The equity ratio was 45.4%. Add the two 5 
ratios together and the result is 100%.  6 

 7 
AEC’s 54.6% ratio is composed of a long-term 8 
debt ratio and a short-term debt ratio. The 9 
left side of the next image at page 12 of my 10 
testimony displays the components of AEC’s 11 
capital structure compiled from AEC’s most 12 
recent SEC Form 10-K, which is an audited 13 
financial statement. The right side of the 14 
image displays the CEO’s statement again to 15 
emphasize that he included short-term debt in 16 
his capital structure. 17 

 18 

45.4%
Total 100.0%

AEC's Capital Structure Per AEC's CEO 
Statement At Press Conference, Nov. 2, 

2008.

Total Debt Ratio

7.8%
46.8%

54.6%

% OF TOTAL
Source Of 
Capital
Short-term Debt

Long-term Debt

Common Equity

"These 
fundamental 
business 
principals 
have served 
us well during 
this time of 
disruption in 
the credit 
markets."

 19 
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 1 
However, Dr. Vander Weide recommends a capital 2 
structure very much different than what AEC’s 3 
CEO referred to. AEC’s witness ignores short-4 
term debt as a source of capital. He presents 5 
his capital structure at page 28 of his 6 
testimony. I display his capital structure at 7 
page 13 of my testimony: 8 

 9 
 

 10 
 11 
Q_4.  In your opinion is Dr. Vander Weide’s capital 12 

structure consistent with AEC’s public 13 
representations that a “54.6%” debt ratio 14 
served Atmos well? 15 

 16 
A_4.  No. Dr. Vander Weide’s capital structure is not 17 

consistent with public representations made by 18 
AEC about a “54.6%” debt ratio serving Atmos 19 
well. In addition, Dr. Vander Weide’s capital 20 
structure is not drawn from an analysis of the 21 
comparable companies’ capital structure, 22 
despite his emphasis that  23 

 24 
 “In utility regulation, the practice of using a group of comparable 25 
companies, called the comparable company approach, is further 26 
supported by the United States Supreme Court standard that the 27 
utility should be allowed to earn a return on its investment that is 28 
commensurate with returns being earned on other investments of 29 
the same risk.” [Vander Weide, Direct Page 2, lines 26-29].  30 
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 1 
His omissions are very consequential to 2 
Tennessee’s ratepayers:  3 

 4 
• Year-after-year the comparable 5 

companies use large amounts of short-term 6 
debt, upwards of 13% of their capital 7 
structure. 8 

 9 
• Short-term debt has a very low cost 10 

right now. In its SEC form 10-K filed 11 
December 28, 2008 Piedmont recently said 12 
that its short-term debt cost was equal to 13 
the “30-day LIBOR rate plus .75% to 1.75%” 14 
based on its credit ratings.  15 

 16 
 “Effective December 3, 2008, we entered into a syndicated 17 
seasonal credit facility with aggregate commitments totaling $150 18 
million. Advances under this seasonal facility bear interest at a 19 
rate based on the 30-day LIBOR rate plus from .75% to 1.75%, 20 
based on our credit ratings. Any borrowings under this agreement 21 
are due by March 31, 2009. We entered into this facility to provide 22 
lines of credit in addition to the senior revolving credit facility 23 
discussed above in order to have additional resources to meet 24 
seasonal cash flow requirements and general corporate needs.” 25 

 26 
The next image at page 15 of my testimony 27 
displays short-term debt rates, the “1 Month”, 28 
“3 Month”, and “6 Month” LIBOR rates as of 29 
December 31, 2008 at the web site, 30 
bankrate.com.  31 

 32 
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http://www.bankrate.com/brm/ratewatch/other-indices.asp

 1 
 2 
 3 

On December 31, 2008 the average of the “1 4 
Month”, “3 Month”, and “6 Month” LIBOR rates 5 
was 1.22 percent. Like the comparable 6 
companies, AEC borrows short-term debt at LIBOR 7 
rates plus a markup, as AEC said in reply to 8 
CAPD discovery request 52 which I display at 9 
page 16 of my testimony: 10 

 11 
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Atmos Energy Corporation, Tennessee 
Docket No. 08-00197 

Responses to CAPD First Discovery Request 
 

52.  If Atmos expects any changes in the terms of short-term debt, commercial paper and credit line
agreements now in effect, or any changes in the interest rates charged in such agreements, or any new
agreements regarding short-term debt, commercial paper or credit lines, then describe the changes Atmos
expects and identify the Atmos witnesses who discuss such changes. 

  
Response: The Company does not expect any changes in the terms of any of the agreements now in effect 
prior to their maturity.  The interest rates applicable to borrowings under these agreements will change as the 
underlying market rates (such as LIBOR) fluctuate, but the borrowing spreads and fees specified in these 
agreements are not expected to change.  The yield on the Company’s commercial paper that is demanded by 
investors will also fluctuate according to conditions in the short-term credit markets.   

 1 
 2 
 3 

Dr. Vander Weide’s omission of short-term debt 4 
from his capital structure is harmful to 5 
Tennessee’s ratepayers. He is weighting the 6 
capital structure towards a substantially 7 
higher debt cost than AEC’s overall debt cost 8 
and a substantially higher debt cost than of 9 
the comparable companies as a group. The next 10 
image at page 17 of my testimony displays the 11 
capital structures described by AEC’s CEO, by 12 
Dr. Vander Weide and by me. Mine are based on 13 
an analysis of the comparable companies’ 14 
capital structures for the most recent year and 15 
for the past five fiscal years. Clearly, the 16 
comparable companies have a stable capital 17 
structure from year to year. Dr. Vander Weide’s 18 
capital structure is so unlike AEC’s current 19 
capital structure and so unlike the capital 20 
structures of the comparable companies that his 21 
capital structure is inappropriate for rate 22 
making in Tennessee. 23 

 24 
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AEC's CEO 
Public 

Statement

Dr. 
Vander 
Weide

 8 Comparable 
Companies Most 

Recent FY

 8 Comparable 
Companies 

Average Of Past 
Five  FY

7.8% 0.0% 13.1% 13.1%

46.8% 50.0% 41.9% 41.1%

45.4% 50.0% 45.0% 45.8%

100.0% 100.0% 100.0% 100.0%

Common Equity

Total

Capital Structure Components Per:

Capital Structure 
Components:

Short-Term Debt

Long-Term Debt

 1 
  2 

In my opinion, the appropriate capital 3 
structure in this case is in the far-right 4 
column of the image. 5 

 6 
 7 
IIIVVV...      BBB...   IIInnnvvveeessstttooorrrsss   RRReeelllyyy   OOOnnn   CCCaaapppiiitttaaalll   8 

SSStttrrruuuccctttuuurrreeesss   TTThhhaaattt   HHHaaavvveee   BBBeeeeeennn   9 

VVVeeerrriiifffiiieeeddd   BBByyy   IIInnndddeeepppeeennndddeeennnttt   AAAuuudddiiitttooorrrsss...   10 
 11 
Q_5.  In your opinion does AEC rely on audited 12 

statements to represent its financial 13 
condition to investors? 14 

 15 
A_5.  Yes. When AEC’s CEO said “Our debt 16 

capitalization was 54.6% at the end of 17 
fiscal 2008” he was referring to an 18 
audited financial statement. 19 

 20 
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The CEO’s reliance on an audited statement as 1 
representative of AEC’s capital structure is 2 
consistent with AEC’s past representations to 3 
investors that the audited statements represent 4 
AEC’s financial condition. The next image on 5 
this page is from AEC’s SEC Form 424B2 filed 6 
December 8, 2006, page S-4.  7 

 8 

 9 
 10 

Form 424B2 is a prospectus supplement for 11 
potential investors. It displays audited 12 
balance sheet entries for short-term debt, 13 
long-term debt and common equity for AEC for 14 
the fiscal years 2002 to 2006, although I show 15 
only 2006 to 2004 here. The prospectus does not 16 
contain unaudited balance sheet data regarding 17 
the capital structure nor did AEC say in that 18 
prospectus that investors should rely on 19 
unaudited information. Nor did AEC tell 20 
investors that they should rely on a projected 21 
capital structure for AEC. This is consistent 22 
with the principle that investors rely on 23 
audited data. 24 

 25 
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The ties between just and reasonable rates 1 
in Tennessee, capital structure, the 2 
public trust, the 10-K, and the faithful 3 
reporting of financial conditions by 4 
independent certified public accountants 5 
were made clear by the U.S. Supreme Court 6 
in a 1984 case, UNITED STATES v. ARTHUR 7 
YOUNG & COMPANY: 8 

 9 
“An independent certified public accountant performs a different 10 
role from an attorney whose duty, as his client's confidential 11 
adviser and advocate, is to present the client's case in the most 12 
favorable possible light. In certifying the public reports that depict 13 
a corporation's financial status, the accountant performs a public 14 
responsibility transcending any employment relationship with the 15 
client, and owes allegiance to the corporation's creditors and 16 
stockholders, as well as to the investing public… This “public 17 
watchdog” function demands that the accountant maintain total 18 
independence from the client at all times and requires complete 19 
fidelity to the public trust.” 20 

 21 
The Court recognized that investors rely 22 
on audited data: 23 

 24 
“In an effort to control the accuracy of the financial data available 25 
to investors in the securities markets, various provisions of the 26 
federal securities laws require publicly held corporations to file 27 
their financial statements with the Securities and Exchange 28 
Commission. Commission regulations stipulate that these financial 29 
reports must be audited by an independent certified public 30 
accountant in accordance with generally accepted auditing 31 
standards….The SEC requires the filing of audited financial 32 
statements in order to obviate the fear of loss from reliance on 33 
inaccurate information, thereby encouraging public investment in 34 
the nation's industries.”  35 

  36 
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In the instant docket AEC is not relying on 1 
comparable companies or audited statements as 2 
the basis for a capital structure. At pages 6 3 
and 7 of her testimony, AEC witness Laurie 4 
Sherwood suggests that a capital structure can 5 
be made from audited and unaudited reports 6 
beginning at the time AEC acquired TXU, 7 
September 30, 2004: 8 
 9 

“If one evaluates all of the 10-Q and 10-K filings made by the Company 10 
since the acquisition of TXU Gas Company…” 11 

 12 
She proposes the capital structure be split 50 13 
percent to equity and 50 percent to long-term 14 
debt with nothing for short-term debt.  15 

 16 
 “Proposed Capital Structure: For the purpose of setting rates in 17 
this case, the capital structure that should be applied is 50% long-18 
term debt and 50% shareholders’ equity.” [Sherwood, Direct Page 19 
12] 20 

 21 
If investors look to audited statements to 22 
verify a company’s financial condition, then 23 
the same consideration should be extended to 24 
Tennessee’s ratepayer. But neither Ms. Sherwood 25 
nor Dr. Vander Weide make the effort. As I 26 
mentioned, Dr. Vander Weide also recommends 27 
this capital structure without examining the 28 
comparable companies’ capital structures. Thus 29 
AEC ignores two principles central to 30 
ratemaking, the use of an audited balance sheet 31 
and the comparability principles. 32 

33 
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  1 
 2 
IIIVVV...      CCC...   SSShhhooorrrttt---ttteeerrrmmm   DDDeeebbbttt   IIIsss   AAA   PPPeeerrrmmmaaannneeennnttt   3 

PPPaaarrrttt   OOOfff   AAA   CCCaaapppiiitttaaalll   SSStttrrruuuccctttuuurrreee   4 
 5 

AEC has not applied the comparable company 6 
principle to capital structure. AEC 7 
adheres to its long-standing rate-case 8 
strategy that short-term debt be excluded 9 
from capital structure. This strategy 10 
contrasts with AEC’s remarks about its 11 
sources of capital. 12 

 13 
In its SEC Form 10-K, page 22, filed in 14 
November 2008 AEC said “We rely upon 15 
access to both short-term and long-term 16 
credit markets to satisfy our liquidity 17 
requirement.” AEC also said that it has 18 
credit lines of about $780 million and 19 
that its long-term debt was rated as 20 
“investment grade,” meaning that AEC could 21 
secure short-term borrowing from 22 
institutional lenders.  23 

 24 
In an earlier TRA docket Piedmont, one of 25 
the comparable companies, readily 26 
acknowledged that short-term capital can 27 
be used for any purpose. Thus short-term 28 
debt is a permanent capital source which 29 
reduces the need for long-term capital and 30 
common equity. The image at page 22 of my 31 
testimony displays Piedmont’s reply to a 32 
CAPD discovery request in TRA Docket 99-33 
00994: 34 
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 1 
 2 

The Treasurer of Piedmont testified in Docket 3 
03-00313: 4 

 5 
“Why don’t you just sell common stock and long-term debt and 6 
avoid the use of long-term debt on short notice?” 7 

 8 
“We can sell short-term debt on very short notice. We cannot sell 9 
common stock and long-term on short notice...” [Docket 03-00313, 10 
Dzuricky Rebuttal Sept. 2, 2003, P. 17 L. 25 – P. 18, L. 5-7] 11 

 12 
Because AECs’ cash flows are predictable and 13 
its long-term debt is “investment grade,” there 14 
is no question that short-term debt be included 15 
in AEC’s capital structure.  16 

  17 
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Investors expect to see short-term debt in a 1 
company’s capital structure, just as AEC told 2 
potential investors in December 2006 when AEC 3 
went through a public offering of new shares 4 
and specifically included short-term debt in 5 
its consolidated balances in the SEC Form 424B2 6 
which I referred to earlier.  7 

 8 
IIIVVV...      DDD...   SSShhhooorrrttt---TTTeeerrrmmm   DDDeeebbbttt   CCCooosssttt...   9 
 10 

In my opinion the appropriate short-term debt 11 
cost is the average of the three short-term 12 
LIBOR rates, 1.22%, plus a markup of 1.25%, 13 
where the markup is mid point of the markups 14 
described by Piedmont which I cited earlier. I 15 
round this result to 2.5%. 16 

 17 
IIIVVV...      EEE...   LLLooonnnggg---ttteeerrrmmm   DDDeeebbbttt   CCCooosssttt...   18 
 19 

I accept AEC’s proposed cost of 6.27% for long-20 
term debt. However, I do not accept 50% as the 21 
long-term debt ratio. 22 

 23 
 24 
IIIVVV...      FFF...   EEEqqquuuiiitttyyy   RRRaaatttiiiooo      25 
 26 

AEC suggests that it needs a 50% equity ratio 27 
and a rate increase in Tennessee to prevent its 28 
equity from declining. CAPD discovery request 29 
80 asked AEC if it expected its equity to 30 
decline in Tennessee. The question and reply 31 
are:  32 

 33 
“Does Atmos expect its equity return in Tennessee to decline? 34 
Provide a detailed explanation of your response, including all 35 
supportive documents.” 36 

  37 
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“Response: If the currently effective rates in Tennessee remain in 1 
place, then the Company expects its equity return in Tennessee will 2 
continue to decline.” 3 

 4 
 5 
IIIVVV...      GGG...   AAAEEECCC’’’sss   SSStttoooccckkk   OOOppptttiiiooonnnsss   PPPrrrooogggrrraaammm   6 

HHHaaasss   DDDeeeppprrriiivvveeeddd   IIIttt   OOOfff   CCCaaapppiiitttaaalll   TTThhhaaattt   7 

CCCooouuulllddd   HHHaaavvveee   BBBoooooosssttteeeddd   AAAEEECCC’’’sss   EEEqqquuuiiitttyyy...   8 
 9 

Although AEC is asking its Tennessee customers 10 
to pay over $11 million in equity returns, I 11 
discovered that AEC gave up $33 million of 12 
equity by issuing over 2.6 million shares at 13 
discounts ranging up to 50% of market price in 14 
the fiscal years 2004 to 2008, as displayed in 15 
the next image at page 25 of my testimony. Line 16 
3, “Paid in Capital per Share Exercised,” 17 
indicates the magnitude of the discount. 18 

19 
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 1 
 2 

AEC’s policy of giving deep discounts contrasts 3 
with the policy of one comparable company, 4 
Northwest Natural Gas. Its policy is to set 5 
option prices equal to market prices on the 6 
date the option is granted:  7 

 8 
 9 
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“All options are granted at an option price not less than the 1 
market value at the date of grant and may be exercised for a 2 
period not exceeding 10 years from the date of grant.”[Northwest 3 
Natural Gas 10-K filed 2007_02_28, page 88]  4 

 5 
I checked AEC’s daily closing price per share 6 
for the year 1998 and found that that the 7 
average daily closing price was $28.94, the 8 
maximum price was $32.06 and the minimum price 9 
was $24.75. These prices are not much different 10 
than the prices from 2004 to 2008. It is clear 11 
that the options granted through the 1998 12 
Incentive Plan were given at deep discounts to 13 
market price, whether in 1998 or from 2004 to 14 
2008. With regard to the current rate case, it 15 
is very fair that Mr. Peters of CAPD excludes 16 
long-term incentive expenses from this rate 17 
case.  18 

 19 
 20 
IIIVVV...      HHH...   AAAEEECCC   HHHaaasss   BBBllluuurrrrrreeeddd   TTThhheee   21 

DDDiiissstttiiinnnccctttiiiooonnn   BBBeeetttwwweeeeeennn   IIItttsss   22 

SSShhhaaarrreeehhhooollldddeeerrrsss   aaannnddd   AAAEEECCC   IIItttssseeelllfff   BBByyy   23 

IIIssssssuuuiiinnnggg   OOOvvveeerrr   222555%%%   OOOfff   NNNeeewww   SSShhhaaarrreeesss   24 

IIInnnttteeerrrnnnaaallllllyyy,,,   RRRaaattthhheeerrr   TTThhhaaannn   TTTooo   TTThhheee   25 

PPPuuubbbllliiiccc...   26 
 27 

The data on AEC’s stock options caused me to 28 
review AEC’s issues of new stock since 2001. I 29 
found that AEC issued much more new stock than 30 
the comparable companies, and that AEC issued a 31 
large portion of the new stock to itself.  32 

 33 
In my opinion this makes AEC a less attractive 34 
company to investors because it means AEC is 35 
seen as a company willing to dilute its shares. 36 
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 1 
Since 2001 over 26% of AEC shares were issued 2 
internally. Since 2004 over 17% of new shares 3 
were issued internally. However, AEC has not 4 
provided any forecast of new share issues 5 
expected in the future. In TRA Docket 04-00034 6 
the Authority concluded that no flotation costs 7 
were needed because the company had not 8 
forecasted a need for new financing. The 9 
following image displays my compilation of 10 
AEC’s new shares issued since 2001. 11 

 12 

 13 
 14 

The next image at page 29 of my testimony 15 
displays shares outstanding for the past 6 16 
fiscal years for the 8 comparable companies and 17 
Atmos, whose data is displayed at the bottom of 18 
the image. In comparison to the comparable 19 
companies, AEC has issued a large number of 20 
shares in the past several years, making AEC 21 
appear as a company where share dilution is a 22 
problem and perhaps depressing share price.  23 

 24 
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IIIVVV...      III...   FFFiiinnnaaalll   CCCaaapppiiitttaaalll   SSStttrrruuuccctttuuurrreee   AAAnnnddd   1 

CCCaaapppiiitttaaalll   CCCooossstttsss...   2 
 3 

In my opinion there is no good reason to accept 4 
AEC’s proposal that its capital structure be 5 
set according to its projections and unaudited 6 
data. The next image displays the capital 7 
structure and capital costs which provide just 8 
and reasonable rates for AEC’s customers in 9 
Tennessee. 10 

 11 
 12 

 13 
 14 
 15 

The average capital structure components for 16 
the eight comparables for each of the past five 17 
fiscal years is presented in the next image at 18 
page 31 of my testimony, where FY1 represents 19 
the most recent year and FY5 represents the 20 
oldest fiscal year.  21 

 22 
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 1 
 2 

The equity ratio of 45.8% is a bit higher than 3 
AEC’s fiscal year 2008 equity ratio of 45.4% 4 
and much higher than AEC’s average equity ratio 5 
of 42.9% for the fiscal years 2005 to 2008. The 6 
image at page 30 of my testimony displays the 7 
record of AEC’s capital structure balances 8 
since 1997. The image at page 31 of my 9 
testimony displays the record of AEC’s capital 10 
structure ratios since 1997. They and are based 11 
on the audited balances since 1997. The capital 12 
structure as of September 30, 2004 reflects 13 
AEC’s preparations for its merger with TXU and 14 
is not a normal fiscal year capital structure 15 
for AEC. The next two images at pages 32 and 33 16 
of my testimony display annual audited balances 17 
in rounded dollar amounts, as expressed in each 18 
company’s oldest SEC Form 10-K, and in 19 
percentage amounts for each fiscal year per 20 
each company’s SEC Form 10-K. These tables also 21 
appear as excel files in my workpapers. 22 
 23 
 24 
 25 
 26 
 27 
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 1 
 2 
 3 
 4 
  5 
 6 

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

VVV...      CCCAAAPPPDDD   EEEqqquuuiiitttyyy   RRReeetttuuurrrnnn   –––   GGGeeennneeerrraaalll   2 

EEEcccooonnnooommmiiiccc   CCCooonnndddiiitttiiiooonnnsss   3 
 4 

In my opinion just and reasonable rates in 5 
Tennessee include consideration of 6 
consumers’ ability to pay the utility’s 7 
bill. There is no doubt Tennessee’s 8 
businesses and consumers have been hurt by 9 
the changes in the state’s and the 10 
nation’s economy. AEC’s CEO explicitly 11 
acknowledged the “ability-to-pay-problem” 12 
in the press conference of November 2, 13 
2008: 14 

  15 
“Now of course we're all concerned with the current economic 16 
conditions that our customers may have more difficulty in paying 17 
all of their bills, credit cards and utility bills and we're certainly in 18 
the middle of all of that. But we have a very effective collections 19 
team in place and good trackers in our terrace.” 20 
[http://seekingalpha.com/article/105633-atmos-energy-corp-21 
f4q08-qtr-end-09-30-08-earnings-call-transcript]. 22 

 23 
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Letting a collections team handle the “ability-1 
to-pay-problem” is one solution, but a more 2 
effective strategy is to moderate AEC’s 3 
proposed rate increase by setting rates based 4 
on the current state of the economy. The 5 
current rate case is AEC’s third one in three 6 
years. Because AEC’s rate cases are occurring 7 
at regular intervals (this is case is the third 8 
one in three years), current economic 9 
conditions will not weigh disproportionately on 10 
AEC’s long-term outlook. AEC itself is keenly 11 
aware of current conditions. Mr. Cocklin, AEC’s 12 
President said in the press conference, 13 
“…capital and expense budgets are being 14 
reviewed almost on a daily basis right now to 15 
keep in contact with the economic climate.” 16 

 17 
AEC’s keen awareness has not flowed to its 18 
current rate case. In CAPD discovery request 63 19 
CAPD asked AEC if it had evaluated the impact 20 
of its rate increase on its customers in 21 
Tennessee. The question and reply are:  22 

 23 
“Provide copies of any study or report performed by Atmos or on 24 
its behalf where Atmos' proposed rate increase is evaluated for its 25 
financial impact on its customers in Tennessee.” 26 

 27 
“Response: The only study or report performed concerning the 28 
impact of the rate increase to the Company’s customers was 29 
provided as Schedule PJC-3 “Present vs. Proposed Rates.” 30 

 31 
 32 
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AEC’s cost of capital witness, Dr. Vander 1 
Weide, proposes that residential and business 2 
customers pay AEC $11.2 million in equity, a 3 
return of 11.7 percent. Investors will not make 4 
and do not expect to make double-digit returns 5 
in the current economy. One expert, Mr. Gross 6 
of Pimco Bonds Inc. has said there is no end in 7 
sight for the current situation and that 8 
investors “be content with single-digit returns 9 
in future years:” 10 

 11 
 “A recession may be replaced by a depression…Investors need to 12 
recognize these titanic shifts in markets and public policies and be 13 
content with single-digit returns in future years.” [Bill Gross, 14 
http://money.cnn.com/galleries/_ 15 
fortune/0812/gallery.market_gurus.fortune./jump.html] 16 

 17 
The same expectations appear in the minutes of 18 
the Federal Open Market Committee for December 19 
15 and 16, 2008: 20 

 21 
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 “Real GDP appeared likely to decline substantially in the fourth 1 
quarter of 2008 as conditions in the labor market deteriorated 2 
more steeply than previously anticipated; the decline in industrial 3 
production intensified; consumer and business spending appeared 4 
to weaken; and financial conditions, on balance, continued to 5 
tighten. Rising unemployment, the declines in stock market wealth, 6 
low levels of consumer sentiment, weakened household balance 7 
sheets, and restrictive credit conditions were likely to continue to 8 
hinder household spending over the near term. Homebuilding was 9 
expected to contract further. Business expenditures were also 10 
likely to be held back by a weaker sales outlook and tighter credit 11 
conditions. Oil prices, which dropped significantly during the 12 
intermeeting period, were assumed to rise over the next two years 13 
in line with the path indicated by futures market prices, but to 14 
remain below the levels of October 2008. All told, real GDP was 15 
expected to fall much more sharply in the first half of 2009 than 16 
previously anticipated.” [Minutes of the Federal Open Market 17 
Committee, December 15-16, 2008, page 6, 18 
http://www.federalreserve.gov/monetarypolicy/files/fomcminutes2019 
081216.pdf]. 20 

 21 
The Congressional Budget Office testified 22 
to Congress on January 8, 2009. The CBO 23 
said there will be:  24 

 25 
 “A marked contraction in the U.S. economy in calendar year 2009, with 26 
real (inflation-adjusted) gross domestic product (GDP) falling by 2.2 27 
percent [and ]an unemployment rate that will exceed 9 percent early in 28 
2010.” [Statement of Robert A. Sunshine, Acting Director, CBO, before 29 
the Committee on the Budget United States Senate, January 8, 2009, 30 
[http://www.cbo.gov/ftpdocs/99xx/doc9958/01-08-Outlook_Testimony.pdf 31 
CBO testimony] 32 

 33 
 34 

The outlook in Tennessee is no different. 35 
Knoxville station WBIR featured at its web site 36 
the story displayed in the next image at page 37 
39 of my testimony: “All the news is bad news.” 38 
A report from the University Of Tennessee said 39 
the state’s unemployment would reach 8.3% in 40 
2009.  41 
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 1 
In sum there is ample evidence suggesting that 2 
investors are not expecting an 11.7 percent 3 
return on equity in the current economy. 4 

 5 

 6 
 7 

8 
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 1 
 2 
VVV...      AAA...   CCCAAAPPPDDD   DDDCCCFFF   AAAnnnaaalllyyysssiiisss   3 
 4 

My DCF analysis is based on the dividend yields 5 
and dividend payment of the comparable 6 
companies. These represent the actual cash 7 
flows to shareholders from the companies. My 8 
estimated DCF return is 7.5% and is displayed 9 
in the far right corner of the image 41 of my 10 
testimony. My calculated figure is 7.5%, but I 11 
raised that amount to 7.8% to ensure a 1.5% 12 
markup over the cost of AEC’s long-term debt. 13 
The return is well above the current prime rate 14 
of 3.25% as of January 14, 2009.  In my opinion 15 
a 7.8% return is ample to attract prudent 16 
investors, those who are not primarily 17 
motivated by capital gains as a source of 18 
income. 19 

 20 
Dr. Vander Weide’s 11.7% return is premised on 21 
investors expecting substantial capital gains 22 
from investing in AEC: 23 

 24 
“Likewise, investors value an investment in a firm’s stock because 25 
they expect to receive a sequence of dividend payments and, 26 
perhaps, expect to sell the stock at a higher price sometime in the 27 
future.” [Vander Weide Direct, Page 9, Lines 26-28.] 28 

 29 
In contrast, I rely on the DCF model because it 30 
approximates the real cash flow to investors 31 
and is not tied to hypothetical capital gains 32 
which create cash flow burdens which must be 33 
supported by AEC’s Tennessee rate payers. This 34 
is consistent with my testimony in TRA Docket 35 
05-00258:  36 

 37 
 38 
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 3 
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“Tennessee’s ratepayers must provide a reasonable equity return 1 
to the providers of natural-gas distribution services, but such a 2 
return must be based on verified information, and the return must 3 
be free from the influence of capital-gains speculation….In my 4 
opinion Tennessee’s ratepayers are obliged to fund Atmos’s 5 
investments through a return to equity motivated by wealth-6 
creation through dividends rather than wealth-creation through 7 
capital-gains speculation.” [Brown Direct, TRA Docket 05-00258, 8 
page 2, July 17, 2006] 9 

 10 
In Docket 05-00258 my opinion was criticized by 11 
Dr. Murry, the witness for AEC:  12 

 13 
“With regard to Dr. Brown's testimony, I have some -- a number of 14 
theoretical and mechanical questions; however, I think it -- I think 15 
we can narrow this down and focus on two issues that I think are 16 
very important. I think they're very fundamental, and, frankly, I 17 
think they're fatal to his testimony as to his recommendation. The 18 
first of those applies to his DCF method and his essentially or 19 
practically -- I don't know any other way to explain it -- creating a 20 
new theory of value for economics and finance by not recognizing 21 
the value of capital gains. He limits his DCF analysis, and he says 22 
at several points in his testimony that all value comes from 23 
dividends and he essentially ignores the prospect of investors 24 
investing in a common stock for a capital gains purposes.” [Dr. 25 
Murry, Page 18, Line 20 – Page 19, Line 10, Transcript Of 26 
Proceedings ,Thursday, August 31, 2006 Volume VIII] 27 

 28 
In fact, all of AEC’s shareholder value has 29 
come from dividend payments and dividend growth 30 
since at least January 2, 2004. I base this on 31 
my selection of a holding period to reflect Dr. 32 
Vander Weide’s assumption that an equity return 33 
is premised on investors having a “holding 34 
time.”  35 

 36 
 37 
 38 
 39 
 40 
 41 
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Dr. Vander Weide says: 1 
 2 

 “Rather than buying and selling frequently in anticipation of 3 
highly volatile price movements, most investors employ a strategy 4 
of buying and holding a diversified portfolio of stocks. This buy-5 
and-hold strategy will allow an investor to achieve a much more 6 
predictable long run return on stock investments and at the same 7 
time will minimize transaction costs.” [Vander Weide Direct, Page 8 
22, Lines 4-8.] 9 

 10 
To make an assessment of Dr. Vander Weide’s 11 
claims, CAPD asked Dr. Vander Weide in CAPD 12 
discovery request 88 if there was such a thing 13 
as a start time and an end time to a holding 14 
period. He replied that he “has not studied” 15 
whether investors have start and end dates in a 16 
holding period. His reply is displayed in the 17 
next image: 18 

 19 
Atmos Energy Corporation, Tennessee 

Docket No. 08-00197 
Responses to CAPD First Discovery Request 

 
88.  Do investors have a start date and an end date when they employ a strategy of buying and holding a 

stock? Provide a detailed explanation of your response, including all supportive documents. 

  
Response:  

In addition to its general objections, AEC objects on the ground that this request is vague and indefinite.  
Subject to and without waiving its general and specific objections to this data request, Atmos Energy 
responds as follows: 

Dr. Vander Weide has not studied whether investors have a start date and an end date when they employ a 
buy-and-hold strategy. 

 20 
  21 
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Given Dr. Vander Weide’s lack of knowledge 1 
about a start date and end date for an 2 
investor’s buy and hold and sell strategy, I 3 
chose two periods to determine the market’s 4 
full impact on investors. One period was from 5 
January 2, 2004 to January 2, 2009. The other 6 
period was January 2, 2006 to January 2, 2009.  7 

 8 
The two charts at pages 45 and 46 of my 9 
testimony display the results of my analysis. 10 
In each chart the rate of capital gains is 11 
shown on the left axis and the company ticker, 12 
such as ATO for Atmos Energy, is shown at the 13 
bottom of the chart. Clearly AEC is not a 14 
source of capital gains for investors who have 15 
paid a market price for AEC’s stock. Thus in 16 
the last two rate cases Tennessee’s rate payers 17 
have funded AEC for capital gains which never 18 
occurred.  19 

 20 
 21 
 22 
 23 
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My opinion is that most of the equity payments 1 
made by Tennessee’s rate payers will not reach 2 
those Atmos’s investors who have paid the 3 
market price for AEC’s stock.  4 

 5 
The next image at page 48 of my testimony is my 6 
compilation of where the cash will flow once it 7 
leaves the ratepayers, as proposed by Dr. 8 
Vander Weide and me. AEC’s dividend growth 9 
since 2001 is very low, about 1.6%, in 10 
comparison to the comparable companies. 11 
Although dividend growth is assumed to come 12 
from retained earnings, it is clear that AEC’s 13 
shareholders can expect little dividend growth 14 
in the future. Thus, Dr. Vander Weide’s 15 
proposed 11.7% equity return, to the extent it 16 
exceeds AEC’s actual dividend yield and 17 
dividend growth, will create a capital-gains 18 
cash flow to AEC without that flow being passed 19 
on to shareholders.  20 
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VVV...      BBB...   CCCAAAPPPDDD’’’sss   DDDCCCFFF   RRReeetttuuurrrnnn   IIIsss   1 

CCCooonnnsssiiisssttteeennnttt   WWWiiittthhh   AAAtttmmmooosss’’’sss   RRRiiissskkk   2 
 3 

Dr. Vander Weide enumerates five items from 4 
pages 8 to 9 in his testimony that he believes 5 
constitute risk for AEC - high operating 6 
leverage, demand uncertainty, supply 7 
uncertainty, investment uncertainty, and peak 8 
demand. 9 

 10 
I do not agree with him. In my opinion Atmos 11 
has little risk. I agree with the risk-12 
assessment made by a Morningstar analyst on 13 
January 5, 2009: 14 

 15 
 “With so many different jurisdictions, however, Atmos is more 16 
insulated from individual negative rulings. It also enjoys some 17 
highly favorable rate mechanisms in its territories. The company is 18 
protected from weather-related fluctuations in customer usage for 19 
approximately 95% of its meter base, with a completely decoupled 20 
rate structure for another 2%. Even better, Atmos has managed to 21 
achieve rate increases without having to file a formal rate case 22 
before its regulators. Roughly 90% of its rate increases during the 23 
last three years were accomplished through automatic 24 
mechanisms--a truly impressive statistic. All of these factors 25 
combine to allow Atmos to generate relatively predictable cash 26 
flows.” 27 
[http://quicktake.morningstar.com/StockNet/MorningstarAnalysis.28 
aspx?Country=USA&Symbol=ATO] 29 

 30 
Also, AEC witness Pat Childers notes in her 31 
direct testimony at page 7 that AEC “currently 32 
collects approximately 45% of its base rate 33 
margin through the customer charge.” This too 34 
enhances the predictability of AEC’s cash 35 
flows. 36 

 37 
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The notion that predictable cash flows minimize 1 
risk is perfectly consistent with a 7.8% equity 2 
return and with Dr. Vander Weide’s past 3 
testimonies before the Tennessee Public Service 4 
Commission (TPSC) and the FERC. 5 

 6 
In TPSC docket 95-02164 Dr. Vander Weide said 7 
in his rebuttal testimony:  8 

 9 
“According to basic financial theory, the required rate of return 10 
on any investment is related to that investment's risk, which is 11 
based on the uncertainty of its future cash flows.” [TPSC Docket 12 
95-02614, “Bellsouth Telecommunications, Inc.”, Dr. Vander 13 
Weide Rebuttal Testimony, Oct. 30, 1995, Page 5, lines 20-23.] 14 

  15 
In FERC Docket RP03-398-000 Dr. Vander Weide 16 
said:  17 

 18 
“Investors are only concerned with the future stream of cash flows 19 
they expect to receive from their investment.” [FERC Consolidated 20 
Docket R03-398-000, "Northern Natural Gas Company", Exhibit 21 
NNG-164, Jan. 21, 2005, Page 2.] 22 

 23 
Predictable cash flow is the attractive feature 24 
of owning AEC’s stock considering the history 25 
of AEC’s stock price. AEC’s share price on 26 
January 2, 2009 was $23.71. On January 2, 2004 27 
AEC’s share price was $24.55. In the past five 28 
years AEC’s shareholders have either had price 29 
losses or no price gains. AEC’s shareholders’ 30 
returns have approximated 5% and have been in 31 
the form of dividends and dividend growth.  32 

 33 
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Despite the losses on price, AEC continues to 1 
attract capital, its shares continue to trade, 2 
and its long-term debt continues to be rated as 3 
“investment grade.” Dr. Vander Weide makes no 4 
attempt to reconcile his opinion, that AEC must 5 
return 11.7% to its shareholders, with the low 6 
actual returns flowing to AEC’s shareholders. 7 
The charts on pages 45 and 46 confirm that 8 
AEC’s shareholders have been receiving returns 9 
composed of dividends and dividend growth, not 10 
capital gains. The market has been treating 11 
AEC’s stock as if it were a bond in the sense 12 
that investors are willing to live with the 13 
lack of capital gains from AEC.  14 

 15 
VVV...      CCC...   CCCAAAPPPDDD’’’sss   DDDCCCFFF   RRReeetttuuurrrnnn   IIIsss   16 

CCCooonnnsssiiisssttteeennnttt   WWWiiittthhh   TTThhheee   PPPooosssiiitttiiiooonnn   TTThhhaaattt   17 

AAA   CCCooosssttt   OOOfff   EEEqqquuuiiitttyyy   CCCaaannn   BBBeee   18 

EEEssstttaaabbbllliiissshhheeeddd   WWWiiittthhhooouuuttt   RRReeefffeeerrrrrriiinnnggg   TTTooo   19 

AAA   CCCAAAPPPMMM   MMMooodddeeelll   FFFooorrr   VVVeeerrriiifffiiicccaaatttiiiooonnn...   20 
 21 

The following article at Morningstar.com 22 
clearly says that no CAPM model and no beta are 23 
needed to arrive at a cost of equity. 24 

  25 
“Morningstar.com, Factoring in Risk in Valuation, Friday March 26 
2, 6:00 am ET By Brian Lund”  27 

 28 
“There are a lot of strong opinions out there about beta. To 29 
devotees of Modern Portfolio Theory, the longtime guiding light of 30 
financial academia, beta is a measure of a stock's sensitivity to 31 
macroeconomic events relative to the overall stock market, and 32 
this volatility is important to consider when one is building a 33 
portfolio with optimum risk levels. To fundamental investors who 34 
strongly object to the notion of an efficient market, beta is just a 35 
pile of noise that has nothing to do with future cash flows, and 36 
should not therefore influence any estimate of value.” 37 



 _____ ________  Page 51 of 80 
 

_____________________________________________________________________________  
 CAPD Witness Brown - Direct: TRA Docket 08-00197 – Petition Of Atmos Energy  

 1 
“Berkshire Hathaway (brk.b.B) chairman Warren Buffett derides 2 
the concept, because it implies that a stock that has fallen sharply 3 
in value is ipso facto more risky than it was before it fell. He uses 4 
the example of Washington Post (NYSE:WPO - News), which 5 
plummeted 1973 just before Berkshire bought it. Buffett believed 6 
that the company was a substantially less risky investment after the 7 
fall, because he was getting the same great company at a better 8 
price, despite the rise in its beta following its decline.” 9 

 10 
“This last point is the bottom line for Morningstar: Because we 11 
advise investors to think like long-term owners of a company 12 
rather than short-term traders of stock, we fall squarely on the 13 
Buffett end of the spectrum. We don't use beta to determine our 14 
costs of equity, or anything else for that matter.” 15 
[http://news.morningstar.com/articlenet/article.aspx?id=104896]. 16 

 17 
VVVIII...      DDDrrr...   VVVaaannndddeeerrr   WWWeeeiiidddeee’’’sss   CCCooosssttt   OOOfff   EEEqqquuuiiitttyyy   18 
 19 

In contrast, Dr. Vander Weide suggests a return 20 
of 11.7%, which has a spread of 5.5% over AEC’s 21 
long-term debt cost. Dr. Vander Weide offers 22 
five equity methods which appear at page 5 of 23 
his direct testimony: 24 

  25 

 26 
 27 
 28 
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VVVIII...      AAA...   DDDrrr...   VVVaaannndddeeerrr   WWWeeeiiidddeee’’’sss   EEEqqquuuiiitttyyy   1 

MMMeeettthhhooodddsss   AAArrreee   NNNooottt   RRReeeaaasssooonnnaaabbbllleee...   2 
 3 

Dr. Vander Weide’s 5 distinct methods in fact 4 
are not distinct methods. They suffer from 5 
infirmities: 6 

 7 
• The DCF method is a recycling of Dr. 8 

Vander Weide’s testimony in 2003; 9 
 10 

• The Ex Ante method is a restatement of 11 
the DCF method, and it is no surprise that 12 
it yields an 11.1% return:  13 

 14 
 “My ex ante risk premium method is based on studies of the DCF 15 
expected return on my comparable group of natural gas companies 16 
[11.1% - This Is CAPD’s Note] compared to the interest rate on 17 
Moody’s A-rated utility bonds. Specifically, for each month in my 18 
study period, I calculate the risk premium using the equation, 19 
RPPROXY = DCFPROXY – IA.” [Vander Weide, Direct Page 19, 20 
lines 13-17].  21 

 22 
 23 

• The Ex Post method is not based on 24 
comparable companies. Dr. Vander Weide 25 
describes the method: 26 

 27 
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“I first performed a study of the comparable returns received by 1 
bond and stock investors over the last 71 years. I estimated the 2 
returns on stock and bond portfolios, using stock price and 3 
dividend yield data on the S&P 500 and bond yield data on 4 
Moody’s A rated Utility Bonds. My study consisted of making an 5 
investment of one dollar in the S&P 500 and Moody’s A rated 6 
Utility Bonds at the beginning of 1937, and reinvesting the 7 
principal plus return each year to 2007. The return associated with 8 
each stock portfolio is the sum of the annual dividend yield and 9 
capital gain (or loss) which accrued to this portfolio during the 10 
year(s) in which it was held. The return associated with the bond 11 
portfolio, on the other hand, is the sum of the annual coupon yield 12 
and capital gain (or loss) which accrued to the bond portfolio 13 
during the year(s) in which it was held. The resulting annual 14 
returns on the stock and bond portfolios purchased in each year 15 
between 1937 and 2008 are shown on Schedule 3. The average 16 
annual return on an investment in the S&P 500 stock portfolio was 17 
11.4 percent, while the average annual return on an investment in 18 
the Moody’s A rated utility bond portfolio was 6.4 percent. Thus, 19 
the risk premium on the S&P 500 stock portfolio is 5.0 percent.” 20 
[Vander Weide, Direct Page 20, line 22 – Page 21, line 12].  21 

 22 
 23 
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• The “DCF CAPM” method is an 1 
inappropriate mix between Dr. Vander 2 
Weide’s Historical CAPM analysis of the 3 
comparable companies and his estimate of a 4 
DCF return to the S&P500 companies. I have 5 
taken his tables 7 and 6 and joined them 6 
into the single image at page 56 of this 7 
testimony. The image’s top portion is his 8 
table 7, his “DCF CAPM” analysis. I have 9 
circled his estimate of 13.9%, his 10 
estimate of an expected return to the 11 
S&P500 companies. The bottom portion is 12 
his table 6, which is his CAPM analysis of 13 
the comparable companies. Each table has 6 14 
numbered lines with line 6 of each titled 15 
as “CAPM cost of equity.” The identical 16 
titles prove the arbitrary nature of Dr. 17 
Vander Weide’s testimony regarding the 18 
CAPM analyses. They can be fashioned at 19 
the expert’s whim.  20 

 21 
 22 
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 1 
 2 
 3 
 4 
VVVIII...      BBB...   DDDrrr...   VVVaaannndddeeerrr   WWWeeeiiidddeee’’’sss   DDDCCCFFF   RRReeesssuuullltttsss   5 

AAArrreee   IIIdddeeennntttiiicccaaalll   TTTooo   RRReeesssuuullltttsss   HHHeee   6 

PPPrrroooddduuuccceeeddd   IIInnn   222000000333   AAAnnnddd   AAA   RRReeecccyyycccllliiinnnggg   7 

OOOfff   HHHiiisss   222000000333   AAAnnnaaalllyyysssiiisss...      8 
 9 

Dr. Vander Weide ignores the current state of 10 
the economy. The best proof that his analysis 11 
in the instant docket is a recycling of an 12 
analysis he performed in FERC Docket ER04-242-13 
000 in November 2003. The image below appears 14 
at page 14-43 of Dr. Vander Weide’s testimony 15 
in 2003. 16 

 17 
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1 
  2 
 3 

The next image is from the instant docket, Dr. 4 
Vander Weide’s direct testimony, Schedule 1, 5 
which appears on an unnumbered page that is two 6 
pages after page 28 of his direct testimony: 7 

 8 
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 1 
 2 

In November 2003 he found that 11.1 percent was 3 
the DCF “Market-Weighted Average” cost of 4 
equity. In October 2008, he found the DCF 5 
“Market-Weighted Average” was 11.1 percent. The 6 
next image is from an analysis he performed in 7 
FERC Docket ER04-109-000 in October 2003 when 8 
he discussed the differential between the 9 
return to equity and the cost of debt: 10 
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 1 
 2 

The next image is from Dr. Vander Weide’s 3 
direct testimony, at page 24, line 26 to page 4 
25, line 6, in the instant docket: 5 

 6 
 7 
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A.  1 My studies provide strong evidence that investors today require an equity 

return of approximately 4.6 to 5.0 percentage points above the expected 

yield on A-rated utility bonds.  The average interest rate on Moody’s A - 

rated utility bonds at August 2008 is 6.4 percent.  Adding a 4.6 to 

5.0 percentage point risk premium to an expected yield of 6.4 percent on A-

rated utility bonds, I obtain an expected return on equity in the range 

11.0 percent to 11.4 percent, with a midpoint of 11.2 percent.  Because the 

ex post methodology does not reflect flotation costs, I have added a 

14 basis-point allowance for flotation costs, which I determined by 

calculating the difference in my DCF results with and without a flotation 

cost allowance.  Adding a 14 basis-point allowance for flotation costs, I 

obtain an estimate of 11.3 percent as the cost of equity for Atmos Energy 

using the ex post risk premium method.  1 
 2 

It is standard fare for Dr. Vander Weide’s 3 
forward looking cost of capital analyses to be 4 
consistent with and substantially no different 5 
than the costs long ago. 6 

 7 
Therefore, it is no surprise that he finds 8 
AEC’s current cost of equity to be 11.7%, 9 
nearly identical to AEC’s cost of 11.8%, which 10 
he found in FERC Docket ER04-242-000 in 11 
November 2003. That estimate, the one he made 12 
in 2003, was wrong by a large margin. As I 13 
pointed out in my DCF analysis, AEC’s investors 14 
have not earned 11.8% since 2004. 15 

 16 
17 
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 1 
In reply to CAPD discovery request 64 Dr. 2 
Vander Weide said his market models “implicitly 3 
incorporate information on the current state of 4 
the economy:” 5 

 6 
Atmos Energy Corporation, Tennessee 

Docket No. 08-00197 
Responses to CAPD First Discovery Request 

 
64.  Is an examination of the current state of the economy essential for understanding the current level of 

capital market costs? Provide a detailed explanation of your response, including all supportive 
documents.  

 

  
Response: Generally, an examination of the current state of the economy is not required to estimate the cost 
of equity because the cost of equity can be estimated from market models such as the discounted cash flow, 
risk premium, and CAPM which already implicitly incorporate information on the current state of the 
economy.  However, in periods of severe market disruption such as the present, where some companies 
cannot obtain capital at any cost, knowledge of the current state of the economy may be helpful for 
understanding the current level of capital market costs. 

 7 
 8 
 9 

Of course his answer is wrong; otherwise he 10 
would not have found 11.1% as a DCF “Market-11 
Weighted Average” cost of equity in November 12 
2003 and October 2008. 13 

 14 
Dr. Vander Weide’s reply to discovery request 15 
64, that “an examination of the current state 16 
of the economy is not” essential to understand 17 
the current level of capital costs is quite 18 
different than his direct testimony in 19 
Tennessee Public Service Commission (TPSC) 20 
Docket 95-02614, where he explicitly said at 21 
pages 5 to 6 that “an examination of the 22 
current state of the economy is essential” as 23 
displayed at page 62 of my testimony: 24 

 25 
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 1 
 2 
 3 

The evidence I have presented here supports my 4 
opinion that Dr. Vander Weide’s analysis is not 5 
representative of AEC’s current cost of equity.6 
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 1 
 2 
VVVIII...      CCC...   DDDrrr...   VVVaaannndddeeerrr   WWWeeeiiidddeee’’’sss   DDDCCCFFF   MMMeeettthhhoooddd   3 

RRReeellliiieeesss   OOOnnn   III///BBB///EEE///SSS   EEEaaarrrnnniiinnngggsss   GGGrrrooowwwttthhh   4 

FFFooorrreeecccaaassstttsss   WWWhhhiiiccchhh   HHHaaavvveee   HHHiiissstttooorrryyy   ooofff   5 

OOOvvveeerrreeessstttiiimmmaaatttiiiooonnn   AAAnnnddd   AAArrreee   NNNooottt   6 

AAAppppppllliiieeeddd   IIInnn   AAA   MMMaaaiiinnnSSStttrrreeeaaammm   WWWaaayyy...      7 
 8 

Dr. Vander Weide’s summary table of his DCF 9 
analysis is displayed in the next image. In my 10 
opinion the growth estimates are inappropriate.  11 

 12 
Line 
No. 

Company D0 P0 Growth Cost of 
Equity 

1 AGL Resources 0.420 34.140 5.25% 10.9% 
2 Atmos Energy 0.325 26.760 5.00% 10.6% 
3 Energen Corp. 0.120 67.378 10.75% 11.6% 
4 Equitable Resources 0.220 60.942 11.67% 13.5% 
5 Nicor Inc. 0.465 42.023 4.25% 9.3% 
6 Northwest Nat. Gas 0.375 46.147 4.83% 8.5% 
7 ONEOK Inc. 0.380 46.787 9.07% 12.9% 
8 Piedmont Natural Gas 0.260 26.771 5.75% 10.1% 
9 South Jersey Inds. 0.270 36.922 6.67% 9.9% 

10 Questar Corp. 0.123 60.583 9.00% 10.0% 
11 Southwest Gas 0.225 29.380 6.00% 9.5% 
12 Market-Weighted 

Average 
   11.1% 

  13 
 14 

Dr. Vander Weide’s direct testimony at page 13, 15 
lines 25 to 28, explains his reliance on a firm 16 
called I/B/E/S: 17 

 18 
“I/B/E/S growth rates are... widely circulated in the financial 19 
community ... include the projections of reputable financial 20 
analysts ...are reported on a timely basis ... are widely used ... by 21 
investors.” 22 
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 1 
There is such a long history of over-estimation 2 
by I/B/E/S that its accuracy is doubtful, as 3 
the past Chairman of the Federal Reserve Board 4 
emphasized:  5 

 6 
 “...long-term earnings forecasts of brokerage-based securities 7 
analysts, on average, have been persistently overly optimistic. 8 
Three-to five-year earnings forecasts for each of the S&P 500 9 
corporations, compiled from projections of securities analysts by 10 
I/B/E/S, averaged almost 12 percent per year between 1985 and 11 
2001. Actual earnings growth over that period averaged about 7 12 
percent." [Remarks by Chairman Alan Greenspan, "Corporate 13 
Governance" At the Stern School of Business, New York 14 
University, New York, New York March 26, 2002] 15 

 16 
When a past Chairman of the Federal Reserve 17 
Board singles out a firm and its data as a 18 
source of over-optimism or exaggeration, that 19 
firm’s projections should have no role in rate-20 
making for Tennessee’s consumers. Therefore, I 21 
disregard Dr. Vander Weide’s analyses which 22 
rely on I/B/E/S.  23 

 24 
Of course, Chairman Greenspan’s comments 25 
reflect widely-held and general knowledge about 26 
the status of broker-established expectations 27 
on rate of return. For example, economists 28 
Eugene Fama and Kenneth R. French authored an 29 
article, “The Equity Premium” which was 30 
published in the Journal of Finance in mid 31 
2002. The authors wrote:  32 

 33 
“Moreover, though the issue is controversial... Claus and Thomas 34 
find that analysts forecasts are biased; they tend to be substantially 35 
above observed growth rates.... In short, we find no evidence to 36 
support a forecast of strong future dividends or earnings growth..” 37 
[The Equity Premium by Eugene Fama and Kenneth French in The 38 
Journal of Finance, Vol. 67, No. 2, April 2002, p.639, p. 651] 39 

 40 
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The doubts about I/B/E/S are also reflected in 1 
FERC’s rate setting procedures. FERC has 2 
required for years that its rates be set 3 
through the DCF model. On July 19, 2007 FERC 4 
issued a policy statement regarding the use of 5 
proxy companies in setting equity cost. The 6 
next image at page 65 of my testimony displays 7 
paragraph 3 of that statement:  8 

 9 

6.095
(6.095)
(12) (13)

 10 
 11 

FERC uses I/B/E/S but weights it by a factor of 12 
two-thirds. The remaining portion of FERC’s 13 
growth rate is an average of the long-term 14 
forecasts of the Gross Domestic Product (GDP) 15 
by the Energy Information Administration, the 16 
Social Security Administration, and Global 17 
Insights.  18 

 19 
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I was unable to find these rates at the web 1 
sites of these organizations. However, in FERC 2 
Docket IS08-390-002 I found testimony filed on 3 
October 16, 2008 where the witness followed 4 
FERC procedures, using a GDP forecast of 2.46% 5 
and weighting it by one-third. I have included 6 
that filing in my workpapers. I applied that 7 
method to the 6 gas distribution companies in 8 
Dr. Vander Weide’s group. The results are shown 9 
in the next image. The DCF return of 8.70% is 10 
much closer to my DCF result than Dr. Vander 11 
Weide’s and supports the results of my DCF 12 
return of 7.8%. 13 

 14 

Company d0 P0 I/B/E/S 
Growth

Cost of 
Equity

Implied 
Dividend 

Yield (5) - (4)

FERC 
Weights 
I/B/E/S 

Growth By 
Two-Thirds

FERC Adds 
Forecasted 
Long-Term 

GDP Growth, 
2.46% 

Currently, 
Weighted By 

One-Third

FERC Total 
DCF Growth 

FERC Total 
DCF 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)
AGL Resources 0.42 34.14 5.25% 10.90% 5.65% 3.50% 0.82% 4.32% 9.97%
Nicor Inc. 0.465 42.023 4.25% 9.30% 5.05% 2.83% 0.82% 3.65% 8.70%
Northwest Nat. Gas 0.375 46.147 4.83% 8.50% 3.67% 3.22% 0.82% 4.04% 7.71%
Piedmont Natural Gas 0.26 26.771 5.75% 10.10% 4.35% 3.84% 0.82% 4.65% 9.00%
South Jersey Inds. 0.27 36.922 6.67% 9.90% 3.23% 4.45% 0.82% 5.27% 8.50%
Southwest Gas 0.225 29.38 6.00% 9.50% 3.50% 4.00% 0.82% 4.82% 8.32%
Weighted Average 5.46% 11.10% 4.24% 3.64% 0.82% 4.46% 8.70%

Application Of FERC's DCF Procedures To Dr. Vander Weide's 
DCF Model.

 15 
 16 

Despite the doubts over the accuracy of I/B/E/S 17 
forecasts, Dr. Vander Weide’s position in the 18 
past is that accuracy does not matter: 19 

 20 
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“As Dr. Vander Weide notes, the I/B/E/S growth forecasts are 1 
more highly correlated with stock prices than other growth rates, 2 
and the intervenors' argument that I/B/E/S growth rates have 3 
failed to predict future growth in recent years is irrelevant because 4 
the DCF model requires the growth forecasts of investors, whether 5 
or not those forecasts subsequently turn out to be accurate.” 6 
[FERC Docket RP03-398-000 Exhibit No. NNG-164 Rebuttal 7 
Testimony Summary Of James Vander Weide, Page 3] 8 

 9 
This reasoning serves the economic interest of 10 
any company asking for a rate increase and 11 
creates an incentive to overestimate the ROE 12 
because it is the ratepayers that bear the 13 
burden of the error, not the company.  14 

 15 
In his testimony at page 17 line 9 Dr. Vander 16 
Weide says “The DCF model also requires a 17 
reliable estimate of a company’s expected 18 
future growth.” In CAPD discovery request 82, 19 
CAPD asked Dr. Vander Weide if analysts’ 20 
forecasts were sometimes unreliable. The 21 
question and rely are provided below: 22 

 23 
“Are analysts forecasts' sometimes unreliable? Provide a detailed 24 
explanation of your response, including all supportive 25 
documents.” 26 

 27 
“Dr. Vander Weide does not know the intended meaning of the 28 
word “unreliable.” Since the future is unknown, analysts’ 29 
forecasts represent the analysts’ best estimates of companies’ 30 
future earnings growth. Dr. Vander Weide’s research indicates 31 
that analysts’ forecasts are generally the best proxy for investors’ 32 
growth expectations” 33 

 34 
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Dr. Vander Weide’s assessment has been opposed 1 
in at least one ongoing case known as “JDS 2 
Uniphase Corporation Securities Litigation.” I 3 
found a declaration by an expert witness, Mr. 4 
Terrence L. Barnich, a former Chairman of the 5 
Illinois Commerce Commission, where Mr. Barnich 6 
responded to opinions expressed by Dr. Vander 7 
Weide on analysts’ forecasts. The next image 8 
displays the cover page of Mr. Barnich’s 9 
declaration:  10 

 11 

 12 
 13 

The next page displays his assessment of Dr. 14 
Vander Weide’s opinions, noting that Dr. Vander 15 
Weide used “unreliable forecasts:” 16 

 17 
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 1 
 2 
 3 

The next page shows that in Mr. Barnich’s 4 
opinion forecasters simply take “management’s 5 
word for its forecasted numbers.” 6 

 7 
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 1 
 2 



 _____ ________  Page 70 of 80 
 

_____________________________________________________________________________  
 CAPD Witness Brown - Direct: TRA Docket 08-00197 – Petition Of Atmos Energy  

If Mr. Barnich’s declaration is accurate, then 1 
Dr. Vander Weide’s logic clearly serves the 2 
economic interests of a company making the 3 
forecast. Dr. Vander Weide says his research 4 
indicates that analysts’ forecasts are 5 
generally the “best proxy for investors’ growth 6 
expectations.” But another expert, Mr. Barnich, 7 
says analysts “rely on management’s word for 8 
its forecasted numbers.” If Mr. Barnich is 9 
correct, then Dr. Vander Weide’s I/B/E/S 10 
forecasts are not independent and are simply 11 
recycled forecasts of a company itself. Mr. 12 
Greenspan’s assessment of the I/B/E/S forecasts 13 
and FERC’s policy of automatically reducing 14 
I/B/E/S forecasts by one-third, support Mr. 15 
Barnich’s assessment. The convergence of three 16 
different opinions, Greenspan’s, FERC’s and Mr. 17 
Barnich’s, clearly imply that I/B/E/S forecasts 18 
are not reliable. I have the same opinion. Thus 19 
Dr. Vander Weide’s DCF analysis is not an 20 
appropriate basis for setting just and 21 
reasonable rates in Tennessee. 22 

 23 
 24 
VVVIII...      DDD...   DDDrrr...   VVVaaannndddeeerrr   WWWeeeiiidddeee’’’sss   25 

RRReeessseeerrrvvvaaatttiiiooonnnsss   AAAbbbooouuuttt   CCCAAAPPPMMM   MMMeeettthhhooodddsss...   26 
 27 

Dr. Vander Weide’s CAPM equity returns of 11.3% 28 
and 13.4% may suggest that his DCF return of 29 
11.1% is reasonable. Dr. Vander Weide’s CAPM 30 
analysis is a kind of regulatory straw-man, 31 
where 13.4% and 11.3% are presented as 32 
reasonable returns that that can be sacrificed 33 
for a lower one of 11.1%.  34 
However, he is on record that as judging the 35 
CAPM to be an inappropriate method to estimate 36 
the cost of equity. 37 
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 1 
At pages 20-21 in his rebuttal testimony dated 2 
February 20, 2004 in FERC Docket 03-398-000, 3 
Exhibit NNG-86, Dr. Vander Weide gave a cogent 4 
critique of the CAPM method, and I include it 5 
here: 6 

`  7 
 “Do you have reservations about the use of the CAPM at this 8 
time?” 9 

 10 
“Yes. The CAPM is a theoretical model of capital market 11 
equilibrium based on certain simplifying assumptions about how 12 
investors behave, their beliefs about the probability distributions of 13 
returns on different securities, and the available opportunities in 14 
the market place. On the basis of these simplifying assumptions, 15 
the CAPM concludes that investors are sensitive to only one risk 16 
factor, how a company's stock varies in proportion to movements 17 
in the market as a whole. Relaxing the assumptions in the CAPM 18 
in the direction of more realism leads to new capital market 19 
equilibrium models that incorporate additional risk factors which 20 
affect the cost of equity. Using a single-factor model such as the 21 
CAPM, when the cost of equity actually depends on multiple risk 22 
factors, introduces a bias into the estimate of the cost of equity. 23 
Unfortunately, financial economists are in considerable 24 
disagreement about which risk factors should be included in multi-25 
factor capital market models.”  26 

 27 
“In addition to the fact that the CAPM does not capture all the 28 
risks that affect the cost of equity, there are significant problems in 29 
estimating the model's basic parameters, the risk-free rate, the 30 
beta, and the expected return on the market portfolio. Because the 31 
CAPM is a single-period model, it gives no guidance on the time 32 
frame that should be used to measure the risk-free rate” 33 

 34 
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“Furthermore, since the CAPM is, in theory, forward looking, the 1 
beta factor is supposed to reflect the co variation between the 2 
expected return on security i in the single period and the expected 3 
return on the market portfolio in that single period. Thus, beta is a 4 
hypothetical construct measured from returns in hypothetical 5 
future states. In practice, an analyst is generally confined to the 6 
use of historical data in measuring beta, a severe restriction when 7 
the risk of the candidate firm is changing dramatically. In addition, 8 
the use of historical data can provide misleading results. If a 9 
random shock such as industry restructuring causes the risk of a 10 
company to increase, its stock price, and thus, its historical return, 11 
will decline. If the decline in historical returns occurs at a time 12 
when the general stock market is increasing, the company's 13 
measured beta will decline at a time when the fundamental risk of 14 
the business is increasing.”  15 

 16 
“Measuring the expected return on the market portfolio, or, 17 
equivalently, the market risk premium, is also a difficult task. In 18 
general, there are two approaches to measuring the expected 19 
market risk premium. First, one can calculate the expected return 20 
on the market using a methodology such as the DCF model applied 21 
to the S&P 500, and subtract the interest rate on a risk-free 22 
investment. This approach means that, since the DCF model is 23 
used to measure the expected risk premium, the CAPM application 24 
is essentially a DCF application, especially for firms whose betas 25 
are very close to 1.0. A second approach is to measure the 26 
expected risk premium on the market portfolio from historical data 27 
on earned returns on stock and bond portfolios. This approach is 28 
subject to the criticism that historical returns may not reflect future 29 
expected returns. Thus, use of CAPM, in my opinion, is 30 
inappropriate at this time.”  31 

 32 
 33 
 34 
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Dr. Vander Weide has not explained why these 1 
reservations do not apply in the current case, 2 
or why “returns in hypothetical future states” 3 
are now acceptable. In TRA Docket 04-00288, Dr. 4 
Vander Weide was silent on the CAPM, never 5 
mentioning it in his testimony. Thus he has 6 
changed his position on the CAPM without 7 
explaining why it is now appropriate to use the 8 
CAPM. Therefore, his CAPM analysis is arbitrary 9 
and is not a basis for just and reasonable 10 
rates in Tennessee. 11 

 12 
 13 
VVVIII...      EEE...   BBBeeetttaaasss   FFFrrrooommm   SSSeeevvveeerrraaalll   SSSooouuurrrccceeesss   14 

SSShhhooowww   TTThhhaaattt   DDDrrr...   VVVaaannndddeeerrr   WWWeeeiiidddeee’’’sss   BBBeeetttaaa   15 

IIIsss   IIInnnaaapppppprrroooppprrriiiaaattteee   FFFooorrr   TTThhheee   CCCAAAPPPMMM   16 

MMMooodddeeelll...   17 
 18 

Dr. Vander Weide’s CAPM results are displayed 19 
in his table 6, which I reproduce here:  20 

 21 

 22 
 23 
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Dr. Vander Weide’s beta of .94 is from Value 1 
Line. 2 

 3 
In CAPD discovery request 78 CAPD asked Dr. 4 
Vander Weide if it was “reasonable to expect 5 
that investors place greater weight on a single 6 
Value Line” beta than on an average of betas 7 
from different source. Although CAPD asked Dr. 8 
Vander Weide about investors, he began his 9 
reply by saying “Dr. Vander Weide does not use 10 
a single Value Line beta.” The question and 11 
reply are displayed in the next image:  12 

 13 
78.  Is it reasonable to expect that investors place greater weight on a single Value Line's beta rather than an 

average of betas from different sources? Provide a detailed explanation of your response, including all 
supportive documents.   

  
Response:  

In addition to its general objections, AEC objects on the ground that this request is vague and indefinite.  
Subject to and without waiving its general and specific objections to this data request, Atmos Energy 
responds as follows: 

Dr. Vander Weide does not use a single Value Line beta to estimate the cost of equity using the CAPM.  
Rather, he uses an average of the Value Line betas for his comparable companies.  Dr. Vander Weide 
believes it is reasonable for investors to use average Value Line betas for a group of comparable companies 
because the use of average betas reduces the measurement errors in individual company betas.  In addition, 
Dr. Vander Weide believes that it is reasonable for investors to use Value Line betas rather than betas from 
other sources because Value Line adjusts its beta estimates for the tendency of betas to move toward the 
overall mean beta of 1.0 over time.  Furthermore, the Value Line betas are easily accessible to investors; and 
the Value Line adjustment process partially accounts for the well-documented tendency of the CAPM to 
underestimate the future return on investments in companies whose betas are less than 1.0. 

Dr. Vander Weide’s response is based on his knowledge as an expert in finance and economics.  No 
supporting documents are required. 

 14 
 15 
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Dr. Vander Weide’s suggestion that investors 1 
would rely only on Value Line instead of 2 
multiple sources contradicts his reasoning in 3 
his rebuttal testimony in TPSC Docket 95-01264, 4 
where he rejected my use of Value Line for 5 
earnings forecasts. Then his opinion was that 6 
multiple sources were “far more reasonable” for 7 
investors than reliance on one source: 8 

 9 
 “I disagree with Dr. Brown's reliance on Value Line…it is far 10 
more reasonable to expect that investors would place weight on a 11 
consensus of analysts' forecasts than on a single analyst such as 12 
Value Line.”[Dr. Vander Weide Rebuttal Testimony, TPSC Docket 13 
95-01264,page 15 lines 13-16.] 14 

 15 
By the same reasoning, investors would place 16 
more weight on betas from several sources 17 
rather than relying on Value Line as single 18 
source. 19 

  20 
I compiled betas from the New York Stock 21 
Exchange (NYSE), NASDAQ, YAHOO and ScotTrade 22 
web sites and display them and Value Line’s 23 
betas in the image at page 76 of my testimony.  24 

25 
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 1 
 2 
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The NYSE, the traditional source of stock 1 
market information for over a century, shows 2 
AEC’s beta as .65 but Value Line’s is .85. The 3 
NYSE shows Questar’s beta as 1.50, but Value 4 
Line’s is 1.05. For my comparable companies, 5 
Value Line’s betas are twice as large as the 6 
betas from the other sources. Regarding 7 
Energen, Equitable, ONEOK and Questar, the four 8 
companies which I reject as comparable to AEC, 9 
Value Line’s betas are just 80% of the betas 10 
from the other sources.  11 

 12 
When I discussed comparable companies I pointed 13 
out the wide disparity between my comparable 14 
companies and Dr. Vander Weide’s four oil 15 
companies regarding the source of operating 16 
income. That wide disparity is repeated in the 17 
betas from sources other than Value Line.  18 

 19 
Value Line betas and the four oil companies are 20 
two sides of the same coin in Dr. Vander 21 
Weide’s testimony. By declaring these companies 22 
as comparable and using Value Line’s beta as 23 
evidence of comparability, he has 24 
inappropriately raised AEC’s risk and its cost 25 
of equity. This further shows how a Value Line 26 
beta distorts the measurement of risk.  27 

 28 
If I were to accept all of Dr. Vander Weide’s 29 
CAPM analysis except for its Value Line beta, 30 
and apply the analysis to my comparable group, 31 
my CAPM cost of equity would equal 4.53% + (.51 32 
X 7.1%) or 8.2%.  33 

 34 
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If I were to accept all of Dr. Vander Weide’s 1 
CAPM analysis except for its Value Line beta, 2 
and use the gas distribution companies that we 3 
have in common(exclude New Jersey Resources and 4 
WGL) my beta would be .54 and my CAPM cost of 5 
equity would equal 4.53% + (.54 X 7.1%) or 6 
8.33%. 7 

 8 
If I were to accept all of Dr. Vander Weide’s 9 
CAPM analysis, apply it to my comparable group, 10 
and include all betas in the calculation of an 11 
average beta, then my beta would be .582 and my 12 
CAPM cost of equity would equal 4.53% + (.582 X 13 
7.1%) or 8.65%. 14 

 15 
If I were to accept all of Dr. Vander Weide’s 16 
CAPM analysis, apply it to the gas distribution 17 
companies that we have in common (exclude New 18 
Jersey Resources and WGL), and include all 19 
betas in the calculation of an average beta, 20 
then my beta would be .60 and my CAPM cost of 21 
equity would equal 4.53% + (.60 X 7.1%) or 22 
8.80%. 23 
 24 
Again, I recommend a cost of equity from my DCF 25 
analysis with an adjustment upwards. A return 26 
of 7.8% is a healthy return under the current 27 
economic circumstances which affect us all. 28 
Market losses in the past year have ranged from  29 
30% to 40%. AEC itself has gained no market 30 
value in 5 years. 31 
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Excluding the flotation costs and correcting 1 
for the fact that AEC is not nearly as risky as 2 
Dr. Vander Weide suggests, and less risky than 3 
most of the comparable companies, a CAPM range 4 
of 8.2% to 8.8% may reflect the cost of equity 5 
in the near future if the general economic 6 
conditions improve soon, rather than 7 
deteriorating as expected. 8 

 9 
 Statement of Credentials and Experience 10 

 11 
Q_6.  What experience do you have regarding 12 

utilities? 13 
 14 
A_6.  In 1995 I began work as an economist in 15 

the Consumer Advocate and Protection 16 
Division (CAPD) of the Attorney General’s 17 
Office. I have also appeared as a witness 18 
for CAPD in several cases before the 19 
Tennessee Regulatory Authority (TRA). From 20 
1986 to 1995 I was employed by the Iowa 21 
Utilities Board as Chief of the Bureau of 22 
Energy Efficiency, Auditing and Research, 23 
and Utility Specialist and State Liaison 24 
Officer to the U.S. Nuclear Regulatory 25 
Commission.  26 

 27 
From 1984 to 1986 I worked for Houston 28 
Lighting & Power as Supervisor of Rate 29 
Design. From 1982 to 1984 I worked for 30 
Arizona Electric Power Cooperative as a 31 
Rate Analyst. From 1979 to 1982 I worked 32 
for Tri-State Generation and Transmission 33 
Association as Power Requirements 34 
Supervisor and Rate Specialist.  35 
 36 

 37 
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Q_7.  What is your educational background? 1 
 2 
A_7.  I have an M.S. in Regulatory Economics 3 

from the University of Wyoming, an M.A. 4 
and Ph.D. in International Relations with 5 
a specialty in International Economics 6 
from the University of Denver, and a B.A. 7 
from Colorado State University. 8 

 9 
Q_8.  Dr. Brown, have you authored any articles 10 

relating to your profession? 11 
 12 
A_8.  Yes, my articles have appeared in Public 13 

Utilities Fortnightly. 14 
 15 
Q_9.  Are you and have you been a member of any 16 

professional organizations? 17 
 18 
A_9.  Yes, I am a past member of the NARUC Staff 19 

Committee on Management Analysis, a past 20 
trustee of and a member of the Board for 21 
the Automatic Meter Reading Association, 22 
and a current member of the National 23 
Association of Business Economists.  24 

 25 
Q_10.  Have you studied mathematics and 26 

statistics as part of your education? 27 
 28 
A_10.  Yes. This concludes my testimony. 29 
 30 
 31 
 32 
 33 
 34 
 35 






