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BEFORE THE TENNESSEE REGULATORY AUTHORITY

NASHVILLE, TENNESSEE
May 7, 2010

IN RE: )

)
PETITION OF CHATTANOOGA GAS )
FOR GENERAL RATE INCREASE, ) Docket No. 09-00183
IMPLEMENTATION OF THE )
ENERGYSMART CONSERVATION )
PROGRAMS, AND IMPLEMENTATION OF )
A REVENUE DECOUPLING MECHANISM )

)

CHATTANOOGA GAS COMPANY’S POST-HEARING BRIEF

Pursuant to Chairman Kyle’s directions at the hearing on the merits in this matter,
Chattanooga Gas Company (“CGC” or “Company”) respectfully submits this brief in support of
its petition for a rate increase and implementation of the energySMART conservation program
along with the implementation of its proposed rate design that will fully align the Company’s

and the ratepayer’s interests.

EXECUTIVE SUMMARY

The Company’s energySMART Conservation Program
and the Alignment of Interests

The time for removing the financial disincentives for a local distribution company to
aggressively promote energy conservation is now. CGC has presented the energySMART
conservation program which is cost effective, measurable and verifiable, and through the
community outreach and customer education component will help achieve behavioral changes

that are sustainable and not merely driven by increases in the price of natural gas. Along with its




conservation program, the Company has proposed an Alignment and Usage Adjustment (AUA”)
mechanism that will fully align the interests of the Company and its ratepayers by removing the
disincentives inherent in current volumetric rate designs. Additionally, in response to the
Tennessee Regulatory Authority (“TRA” or “Authority”) Staff’s data requests, the Company has
proposed two alternative forms of straight fixed variable rate designs that the Company also
believes will fully align interests. The details of the energySMART program and the alignment
of interest component are set forth in Section L. herein.
Revenue Requirement

The Company has requested a rate increase to allow the Company to earn an additional
$2.6 million in revenues. As a result of updates due to utilizing more current data for a proposed
test period ending December 31, 2009, the Company has reduced its request to $2.2 million as
discussed in Company witness Ronald Hanson’s rebuttal testimony and exhibits. The Consumer
Advocate and Protection Division (“CAPD” or “Consumer Advocate”) of the Office of the
Attorney General is proposing a rate decrease of approximately $200,000 after allowing for the
additional $111,000 in depreciation expense as explained in Section III.D. The primary
differences in the revenue requirement between the CAPD and CGC are the cost of capital which
results in a difference in revenue requirement of $1.5 million and the proposed elimination of
certain operating expenses by the CAPD totaling approximately $1 million.

Of the $2.2 million in revenue deficiency, $1.9 million is required for CGC to achieve
the level of revenue approved by the TRA in CGC’s last rate case (Docket 06-00175). In that
docket, the TRA approved rates that would produce approximately $31.9 million annually in

base revenue. However, the projected base revenue for the attrition period ending April 30, 2011




is approximately $30 million or $1.9 million less than the level approved three years ago by the
TRA. The remaining $300,000 is a result of cost differences from the 2006 rate case.
Cost of Capital

The Company is proposing a fair and reasonable rate of return on common equity capital
(“ROE”) of 10.75% if the Company’s proposed alignment of interests is adopted and 11% if
rejected.  Section II. provides a detailed explanation of Dr. Morin’s analysis and justifications
for the Company’s proposed ROE as well as points out the flaws in Dr. Klein’s analysis and
recommendation. The Company has proposed a capital structure for ratemaking purposes that
reflects a known and reasonable level of short term debt while the CAPD’s proposed capital
structure is based on a backward looking analysis.

Operating Expense Disagreements

The CAPD and CGC have fundamental differences about how the TRA should treat
several operating expenses which are normal operating costs of a regulated utility. Regarding
the revenue requirements, CGC has agreed to many of the demands of the Consumer Advocate.
However, as set forth in Sections III.A.-C. herein, CGC has compromised as much as it can and
firmly believes that it should be allowed to recover the following remaining issues:

1. Variable Compensation -- CGC has included only market level compensation,

including both fixed and variable components, and therefore is entitled to include
an additional amount over the CAPD’s recommendation of $210,592 for the AIP
and $189,359 for the LTIP as set forth in Exhibit RDH-5, Schedule 5 and Exhibit
RDH-8 of Ronald Hanson’s pre-filed rebuttal testimony.

2. Rate Case Costs-- All of the projected rate case costs were prudently incurred to

bring this case and therefore CGC should be allowed to recover the cost of




$210,667, which is a $104,131 increase over the CAPD’s recommendation as set
forth in Revised Ronald Hanson Workpaper 4 attached hereto.

3. Forecast of Legal Costs for the Attrition Period -- The amount of $590,821,

which is a $396,208 increase over the CAPD’s recommendation (as set forth in
Exhibit RDH-5, Schedule 5 and Exhibit RDH-8 of Ronald Hanson’s pre-filed
rebuttal testimony) is an accurate forecast of the legal expenses for the attrition
period given the overly litigious environment in Tennessee as testified to by Mr.
Archie Hickerson.

During the hearing on the merits, the parties were able to reach agreement about the
appropriate level of depreciation expense, which included an additional $111,480 conditioned
upon the TRA’s ordering the Company to allocate accumulated depreciation reserves consistent
with the Company’s depreciation study, as set forth in Exhibit RDH-5, Schedule 1 and Exhibit
RDH-8 of Ronald Hanson’s pre-filed rebuttal testimony. This agreement results in a total
depreciation expense of $5,312,911.00 for the attrition period as set forth more fully in Section
[LD. herein.

CGC also requests, as set forth in Section IILE., that the TRA not adopt the CAPD’s
“consumer protection” recommendations at this time because the Company’s current practices
and procedures are working well and the CAPD has not provided any contrary evidence.

Recovery of Litigation Costs From Docket 07-00224

For approximately two (2) years, CGC had to defend itself as the respondent against the

outrageous and totally unsupported accusations brought against it by the CAPD in Docket 07-

0224. CGC is requesting to recover over three (3) years through the PGA the approximately




$745,000 in litigation costs that it prudently incurred. Section IV. herein sets forth the arguments

in support of this recovery.

I. THE COMPANY’S energySMART CONSERVATION PROGRAM AND THE
ALIGNMENT OF INTERESTS

Senator Andy Berke from Chattanooga best summarized one of the principle issues in
this docket when he addressed the TRA at the hearing on the merits:

...I believe that conservation is a worthy goal of our government.
When avenues are available to encourage conservation of natural
gas, we should examine them closely.

The rate structure portion of this case presents this issue
squarely before you. Currently to return the maximum amount to
its shareholders, the utility has every incentive to deliver more and
more product to customers. We need to change that to ensure that
it is instead able to engage in environmentally-sensitive techniques
without harming its shareholders.

I encourage you today to fully align the interests of the
utility with conservation. Whether doing so is through decoupling,
a straight-fixed variable, or some other design is beyond my
knowledge. What I do know, however, is that there is a way to
align these interests better, and you have the ability to find it.!

The country and the State of Tennessee have engaged in an open and honest debate on
how to accomplish the full alignment of the interests of the customers and the shareholders of
utilities. The United States Department of Energy and the United States Environmental
Protection Agency formed a powerful, influential and balanced stakeholders’ group” that
developed a National Action Plan for Energy Efficiency’ that clearly and unequivocally called
for creativity and a non-traditional approach for the development of rate designs to accomplish

the goals of conservation.* Governor Bredesen, in his letter dated March 23, 2009 to the

! Senator Andy Berke, Vol. I, Tr, 118:23 — 119:16.

? Yardley, Pre-filed Direct Testimony, Exhibit DPY-2, pgs. 12-13.
? Yardley, Pre-filed Direct Testimony, Exhibit DPY-2.

* Yardley, Pre-filed Direct Testimony, Exhibit DPY-2, pgs. 17-19.




Secretary of the Department of Energy, and through the Administration’s technical corrections
bill, Public Chapter 531 (2009), codified at Tenn. Code Ann. § 65-4-126, called for state action
on this important national and state policy. Likewise, both the Stimulus Act and Public Utility
Regulatory Policies Act (“PURPA”) encourage this alignment of interests.

CGC has presented to the Authority a comprehensive and multifaceted conservation
program, called energySMART, which consists of measurable and verifiable programs along
with a rate design that includes an alignment and usage adjustment (“AUA”) mechanism to
accomplish the goal of removing the financial disincentives for a utility to aggressively promote
the reduced usage of natural gas by its customers. The Company’s AUA mechanism will fully
align the interests of the Company and its customers. In response to TRA Staff data request
number 29, CGC has also proposed two forms of straight fixed variable rate designs that it
believes are appropriate alternatives to the AUA mechanism and will also align the interests of
the Company and its customers and remove the financial disincentives for CGC to promote
conservation. CGC’s energySMART program and its plan for alignment of interests have all the
components necessary for approval by this Authority. CGC has brought this plan as part of a
rate case to ensure that the alignment of interests is implemented on the basis of accurate and up-
to-date base revenues and associated billing determinants. CGC believes that the
implementation of the energySMART programs along with one of its three proposed rate design
modifications, including the AUA, will accomplish the goals set forth in Tenn. Code Ann. §65-4-
126.

The CAPD relies upon the testimony of Dr. David Dismukes to present its position on the
Company’s rate alignment proposals. Dr. Dismukes offered extensive pre-filed testimony, which

the Company strongly disagrees with. In assessing the appropriateness of Dr. Dismukes’




recommendations, it is critical to understand the fundamental viewpoint that he is espousing. Dr.
Dismukes testified extensively that in his opinion the Company’s existing rate design already
aligns the interests of customers and the Company.” Thus, Dr. Dismukes concludes that no
action on the part of the TRA is necessary in this proceeding in order to achieve the alignment of
interests called for in Tenn. Code Ann. §65-4-126. In essence, the CAPD argues through
Witness Dismukes that the legislature’s call for the TRA to implement a general policy “that
ensures that utility financial incentives are aligned with helping their customers use energy more
efficiently and that provides timely cost recovery and a timely earnings opportunity for utilities
associated with cost-effective measurable and verifiable efficiency savings” requires absolutely
no change to rate design.

This viewpoint and philosophy are squarely at odds with the policy framework
established by the legislature in Tenn. Code Ann. §65-4-126 and with mainstream thought and
direction regarding delivering additional benefits of energy efficiency to customers. The stark
contrast between Senator Berke’s equivocal testimony calling for a change in rate design and the
underlying philosophy of the CAPD is plain to see. In laying the foundation for its proposals,
the Company itself explained the extensive work by many entities representing all facets of the
industry to address the fundamental challenges facing consumers and the environment associated
with increasing energy consumption. On repeated occasions, the National Association of
Regulatory Utility Commissioners (“NARUC”) implored member commissions to consider
innovative rate designs to promote energy efﬁciency.6 In addition, the Company already noted

the work of the National Action Plan for Energy Efficiency, which is represented by an extensive

° Dismukes, Vol. IL, Tr. 439:2-11.
8 Yardley, Pre-filed Direct Testimony, at 12:11-27.




stakeholder group working together to broaden the benefits of energy efficiency.” The
stakeholders leading this effort are provided in Mr. Yardley’s Direct Testimony at Exhibit DPY-
2, pages 12 and 13. Under cross-examination, Dr. Dismukes repeatedly dismissed the relevance
of the National Action Plan recommendations because he claimed that there were no consumer
representatives involved.® Clearly, Dr. Dismukes has no interest in allowing changes to the
Company’s rate structure that would align the interests of the Company and its customers as
have been implemented in many other jurisdictions and are receiving great attention and focus
from NARUC and a broad array of industry stakeholders, as well as the American Council for an
Energy Efficient Economy (“ACEEE”) and the Natural Resources Defense Council (“NRDC”).”

The viewpoint and underlying philosophy of Dr. Dismukes permeates all of his
recommendations. Since his viewpoint and philosophy are squarely at odds with the intent of the
legislature’s policy here in Tennessee and with the leading proponents of energy efficiency
throughout the United States, the Company strongly urges the TRA to dismiss the relevancy of
his recommendations to CGC. The Company is not addressing the specific recommendations
here; however, Mr. Yardley has detailed the concerns with these recommendations in his rebuttal
testimony.'°

Dr. Dismukes characterizes a number of his recommendations as “customer protections”.
While this terminology is attractive, it is not representative of the true intent, which is clearly to
prevent rate alignment by restricting the effect of the rate design changes that are implemented.

Most of Dr. Dismukes claimed protections have not been crafted based upon Chattanooga Gas-

" Yardley, Pre-filed Direct Testimony, at 10:13 — 12:10. One member of the stakeholder group is Mary Healey,
Consumer Counsel for the State of Connecticut and current President of NASUCA. See Dismukes, Vol. II, Tr.
519:18 —520:13.

8 See, e.g., Dismukes, Vol. II, Tr. 450:10 — 452:1.

° Dismukes, Vol. II, Tr. 461:1 - 464:1-4; Yardley, Pre-filed Direct Testimony, at 9-10 & Exhibit DPY-1.

1 Yardley, Pre-filed Rebuttal Testimony, at 2-29.




specific facts, but are borrowed from other jurisdictions where rate design innovation has been
adopted through negotiated settlements that were in proceedings independent of a base rate
case.'! These factors alone make it difficult to transfer the mechanisms to CGC. More
importantly, the Company’s rate design proposals reduce the revenue risks for customers
associated with change in consumption and ensure that customers pay on average the base
revenues authorized by the TRA in a base rate case proceeding. This is an intrinsic consumer
protection in and of itself when compared with traditional rate design. Unfortunately, the
“protections” offered by Dr. Dismukes are harmful to customers in that they reestablish the
direct link between utility earnings and customer throughput. Had Dr. Dismukes recommended
any mechanisms that offered true protections to consumers, the Company would have embraced
them. '

CGC has a vested interest in maximizing the benefits of the natural gas service that
customers receive from the Company. The rate design innovation and increased emphasis on
energy efficiency that result have been demonstrated to increase customer satisfaction.
Customers desire to reduce their energy consumption in order to manage their utility bills and
lower their emissions of greenhouse gases.'* CGC strongly urges the TRA to reject the rate
alignment recommendations of the CAPD, which would maintain the existing impediments to

realizing the benefits for consumers.

" Yardley, Pre-filed Rebuttal Testimony, at 26:13-18.

2 In the event that the TRA is concerned about the potential impact of the rate design changes that are needed to
promote energy efficiency, the Company noted a potential safeguard that could be introduced. Specifically, the
TRA could require a full rate case filing in the event that revenue deferrals under the AUA proposal reach a level
equal to 10% of revenues. See Yardley, Pre-filed Rebuttal Testimony, at 28:4-16.

1 Yardley, Pre-filed Direct Testimony, at 15:21 — 16:10.




A. The Company’s Proposed energySMART Conservation Programs

As explained by Company witness Donna Peeples, the Vice President of Corporate
Communications and Chief Marketing Officer of AGL Resources Inc. (“AGL”), the Company’s
proposed energySMART program is designed to drive a philosophical and behavioral change in
its customers that is sustainable and not merely driven by increases in the price of natural gas."
Most customers want to do the right thing when it comes to energy and the environment, but they
are not sure what that is.'”> CGC wants to provide the necessary resources to help their customers
solve these challenges.

The energySMART program targets various customers and market segments based on
need, point of decision opportunities, and general education and will save residential and
commercial customers money by reducing usage and thereby utility bills as well as conserving
natural resources and minimizing environmental impact.'® The energySMART program consists
of five components for residential customers:'” (1) a free programmable thermostat program; (2)
a low income weatherization grant program; (3) an incentive program for tankless water heaters;
(4) an incentive program for high efficiency furnaces; and (5) an incentive program for high
efficiency water heaters. If a residential customer takes advantage of these programs, the
customer could save up to $280 annually.'® The energySMART program also consists of five

programs for commercial customers that are outlined in the testimony of Donna Peebles and Dan

i: Peeples, Pre-filed Direct Testimony, at 5.
Id
' Peeples, Pre-filed Direct Testimony, at 3:1-6.
7 For specific details of each residential program, see Peeples, Pre-filed Direct Testimony, at 12-14, and for the cost
benefit analysis of each program, see Nikolich, Pre-filed Direct Testimony, at 4-16.
'® Peeples, Pre-filed Direct Testimony, at 10,
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Nikolich."” If a commercial customer takes advantage of these programs, the customer could
save up to $500 annually.?

An important component of the energySMART program is the Community Outreach and
Customer Education Program which will be specifically tailored to CGC’s customers. Company
witness Donna Peeples passionately and convincingly testified that, if approved by the TRA, she
would develop and oversee a Chattanooga-specific education and community outreach program
utilizing programs developed and successfully implemented in other jurisdictions served by
AGL.! Ms. Peeples explained that the program would be designed not as a mass marketing
campaign for the utility, but rather as an educational campaign targeted at the Company’s current
customers to promote energy efficiency.”? In her pre-filed direct testimony on pages 6-10, Ms.
Peeples explains how the Community Outreach and Customer Education Program will be
specifically designed for CGC’s customers. Having the Vice President of Corporate
Communications and Chief Marketing Officer testify for the first time in this case demonstrates
the corporate commitment at the highest levels to the success of the energySMART conservation
program.

CGC is committing to fund up to $100,000 of the costs incurred above the baseline level
of $200,000 for the Community Outreach and Customer Education Program for the first year, up
to $50,000 over the baseline in the second year, and up to $25,000 over the baseline in the third

year.> CGC is not requesting recovery of these committed amounts.®*

19 Peeples, Pre-filed Direct Testimony, at 16; Nikolich, Pre-filed Direct Testimony, at 12-15 & Exhibit DIN-1.
%0 peeples, Pre-filed Direct Testimony, at 11,

*! peeples, Pre-filed Direct Testimony, at 6-10.

?2 peeples, Pre-filed Rebuttal Testimony, at 2.

 Lindsey, Pre-filed Direct Testimony, at 12.

* Lindsey, Vol. I, Tr. 49:6-7.
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As explained in the testimony of company witness Dan Nikolich, CGC is proposing to
recover the actual costs of the energySMART programs through a separate monthly per therm
charge to the residential and commercial customers.” The costs will be projected for a 12 month
period, and any over recovery from the prior year will be subtracted from the 12 month budgeted
amount and any under recovery from the prior year will be added.

Ms. Peeples refutes the proposition that customers are going to pay more for using less
natural gas if rate alignment is adopted. Since 70% of the customer’s bill consists of the
commodity cost of natural gas, a customer’s reduction in their total bill will likely be
significant.?® In addition, Mr. Yardley explained that the operation of the proposed AUA results
in customers paying no more and no less than the average base revenue per customer authorized
by the TRA in a base rate proceeding.”’

1. The energySMART Program is Cost Effective, Measurable and Verifiable.

Through the testimony of Company witness Dan Nikolich, CGC has demonstrated with
clear and convincing evidence that its proposed energySMART conservation program is cost
effective and measurable and verifiable. The extensive cost benefits analysis performed by Mr.
Nikolich was virtually unchallenged on cross examination by the intervenors. Mr. Nikolich’s
detailed analysis utilized all known and widely accepted tests*® and was supported by recent data
from the Chattanooga pilot programs.” In total, all of this supports Mr. Nikolich’s conclusion
that CGC’s proposed energySMART program is cost effective, measurable, and verifiable.*’

Thus, the standards set forth in Tenn. Code Ann. § 65-4-126 are met.

% Nikolich, Pre-filed Direct Testimony, at 16-17.

2 Yardley, Vol. I, Tr. 260:14-18; Peeples, Vol. I, Tr. 95:3-9; Nikolich, Vol. I, Tr. 116:17-117:1.
7 Yardley, Vol. I, Tr. 260:1 — 260:18

28 Nikolich, Vol. I, Tr. 99:8 — 100:18; Nikolich, Pre-filed Direct Testimony, at 3-4.

¥ Nikolich, Vol. I, Tr. 99:3-7.

3% Nikolich, Vol. I, Tr. 101:23-102:8.
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In applying the five traditional tests,”’ Mr. Nikolich determined the cost benefit analysis
of each of the energySMART programs.®* The details of the tests performed by Mr. Nikolich are
set forth in his pre-filed direct testimony on pages 5-15, and the results are summarized on pages
15-16 and on Exhibits DJN-1 and DJN-2. Mr. Nikolich has testified and has concluded that in
total the energySMART program is cost effective and should be approved.” Based upon these
analyses, the Company’s proposed conservation measures will decrease the customer’s weather
normalized consumption, the average customer’s total gas bill, and promote saving energy in a
cost-effective manner.

The only witness who provides testimony contrary to CGC’s extensive pre-filed
testimony and pre-filed exhibits and proof is Dr. David Dismukes. However, Dr. Dismukes’
testimony was simply discredited. A significant portion of Dr. Dismukes’ testimony is based on
a 2004-2005 California study rather than on Chattanooga specific data.** CGC contends that this
California study provided stale numbers from a state with very little similarities to Chattanooga,
Tennessee, and was performed during a period of time when the California housing boom was
underway. Other differences between California and Chattanooga have been pointed out both in
cross-examination as well as in rebuttal testimony.>®

In contrast, Dan Nikolich based a portion of his analysis upon actual usage data for
Chattanooga customers pre and post implementation of similar energy efficiency measures that
was obtained from Chattanooga specific pilot conservation programs from 2006 to 2008.® On

cross-examination, Dr. Dismukes denied having considered the pre and post usage data from the

! Nikolich, Vol. I, Tr. 99:8 — 100:18; Nikolich, Pre-filed Direct Testimony, at 3-4.

*2 Nikolich, Pre-filed Direct Testimony & Exhibits DJN-1 and DJN-2.

33 Nikolich, Vol. I, Tr. 101:23 — 102:8; Nikolich, Pre-filed Direct Testimony, at 16:5-9.

3 Dismukes, Vol. II, Tr. 479:19 —481:14.

3 See, e. g., Nikolich, Pre-filed Rebuttal Testimony, at 10-12.

3¢ The Chattanooga pilot programs operated from 2006 to 2009; however, the actual data was generated from 2006
to 2008. Nikolich, Vol. I, Tr. 99:3-7.
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Chattanooga specific pilot programs that was provided to the CAPD in response to Discovery
Request No. 173. CGC can find no explanation for why Dr. Dismukes decided to base his
analysis on the inapplicable data from disparate states rather than utilize data for Chattanooga-
specific customers. Dr. Dismukes admits that it is rare to find a ratepayer specific basis of pre
and post usage to evaluate conservation programs, but that use of ratepayer-specific data is
advisable when available.’” Therefore, it is incomprehensible why he performed no analysis
using the Chattanooga specific pre and post usage data obtained from the Chattanooga specific
pilot conservation program.

After Dr. Dismukes’ mistake in failing to utilize actual Chattanooga specific data, CGC
chose to end the cross examination of Dr. Dismukes rather than to prolong the proceeding by
lengthy cross examination. However, the testimony filed in this case clearly shows additional
errors in Dr. Dismukes’ testimony and analysis. Dr. Dismukes was clearly wrong regarding
projected participation rates for the energySMART programs. In Dr. Dismukes’ pre-filed
testimony, he claims that the participation rates in the Virginia Natural Gas (“VNG”)
conservation programs are low and thus lead to lower projected participation rates for a
Chattanooga specific conservation program than those projected by Company witness Dan
Nikolich. However, as pointed out in the rebuttal testimony of Mr. Nikolich and accompanying
exhibit DJN-4, Dr. Dismukes understates the participation rates for Chattanooga by 50% in most
cases because he bases them upon only 6 months of VNG data.® Another glaring difference in

Dr. Dismukes’ and Mr, Nikolich’s cost benefit analysis is Dr. Dismukes’ elimination of an

*7 Dismukes, Vol. II, Tr. 481:9-19.
¥ Nikolich, Pre-filed Rebuttal Testimony, at 6:14-7:12 & Exhibit DIN-4 & DJIN-5.
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inflation adjustment to escalate capacity costs over time by applying a 0% inflation rate versus
the modest 2.5% inflation rate for capacity costs as projected by Mr. Nikolich.*

CGC refers the Authority to the detailed rebuttal testimony and exhibits of Dan Nikolich
for other areas of dispute in the competing analyses of Dr. Dismukes and Mr. Nikolich, and CGC
notes that the CAPD offered very little cross examination of Mr. Nikolich’s analysis and
opinions. In conclusion, CGC contends that the proof preponderates in favor of CGC and that
the Company’s proposed energySMART program is cost effective, measurable and verifiable.

As actual conditions and results may differ from the projections, CGC has agreed to
identify an independent monitor to perform annual monitoring and verification of the programs.
CGC will first approach the University of Tennessee at Chattanooga (“UTC”) to determine if
UTC has the expertise necessary to provide this independent monitoring. CGC also has agreed
in its testimony to form a community advisory panel that will advise and provide input into the
implementation of the energySMART programs and offer guidance for future adjustments to the
programs if needed.

B. The Company’s Proposed Rate Designs That Fully Align Interests

Chattanooga Gas has presented a fair and equitable rate design that aligns the economic
interests of the Company with its customers.*® CGC’s proposed changes are necessary to reflect
important public policy objectives in Tennessee and the country. CGC’s existing rate design
recovers a substantial portion of the costs of providing service to customers through variable (or
volumetric) delivery charges. This type of rate design provides a disincentive for the Company
to promote energy efficiency and conservation and makes it difficult for the Company to have a

reasonable opportunity to recover the approved revenue requirements while promoting energy

%% Nikolich, Pre-filed Rebuttal Testimony, at 7:13 — 8:4 & Exhibit DIN-6.
* Yardley, Vol. I, Tr. 258:20-25; 310:16-311:4.
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' CGC believes that its existing rate design is no longer appropriate because it

conservation.
fails to align the interests of CGC and its customers by providing a disincentive to CGC to
promote energy efficiency and conservation.

The reason for the disincentive that is inherent in traditional rate designs is that a majority
of the Company’s costs are fixed, but the Company recovers a significant portion of its margins
through volumetric charges. This means that, although the Company’s costs to operate a safe
and reliable distribution system are the same regardless of the volume of gas delivered through
the distribution system, the Company will recover less of its costs when less energy is consumed.
Maintaining the linkage between base revenue recovery and customer usage incentivizes the
Company to encourage increased usage rather than reduced usage so that the Company will have
the opportunity to earn its authorized rate of return.

Through the testimony of its expert Daniel P. Yardley, CGC is proposing a new rate
design that includes the Alignment and Usage Adjustment (“AUA”) tariff which is a base
revenue adjustment mechanism that operates in conjunction with the Company’s base rates to
normalize base revenue recoveries per customer to the level authorized by the TRA in this base
rate case. The AUA tariff operates symmetrically to offset variances in usage that occur
following a rate case by creating credits or charges. When base revenue recoveries per customer
are higher than the authorized level, a credit is applied to customer bills in a future period.
Conversely, when base revenues per customer are lower than the authorized level, a charge is
applied to customers in a future period. Under the AUA tariff, customers will pay no more and

no less to CGC for the distribution services they receive than the base revenue per customer

authorized by the TRA in this rate case.*” Customers will experience substantial bill savings

“ yardley, Vol. I, Tr. 259:10-18.
2 Yardley, Vol. I, Tr. 260:5-18.
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when they reduce their consumption through reduction in PGA gas costs which comprises
approximately 70% of their bills.

Along with the AUA mechanism, CGC is proposing to increase the customer charge to
residential customers. The customer charge provides an important price signal to customers with
respect to the costs of receiving distribution service regardless of the level of natural gas
consumed each month. The proposed increases to the customer charges promote fairness and
reduce intra-class subsidies through the recovery of a greater proportion of fixed costs through a
fixed charge.43

In response to data requests from the TRA Staff, CGC has carefully developed
compromises to its original proposed rate design and has offered two alternative straight fixed
variable rate designs that CGC agrees offer a full alignment of interests and are in compliance
with the intent of the America Recovery and Reinvestment Act, PURPA, state policy, and the
opinion offered by Senator Andy Berke. CGC’s expert witness Daniel P. Yardley proposes the
first straight fixed variable rate design alternative which is characterized as a demand charge
straight fixed variable rate design (“SFV-1”) and is set forth in Exhibit DPY-17, page 20 of 23,
to his pre-filed rebuttal testimony. The first straight fixed variable alternative replaces the
existing delivery (or volumetric) charge in CGC’s current rate design with a demand charge
applied to customer specific billing demand quantities which reflects the quantity of natural gas
utilized at peak period and recognizes size differences among customers. The proposed demand
charge is $11.094 per peak unit per month. The demand charge will be adjusted annually to

4

adjust for individual customer’s actual usage.** The Company is proposing to increase the

existing residential customer charge by $1 to yield $13 per month during the winter months and

# Yardley, Pre-filed Rebuttal Testimony at 30:11-20 and Yardley, Vol. I, Tr. 284:14-24,
* Yardley, Vol. I, Tr. 298:7 — 300:6; 305:20-306:25
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$12 per month during the summer months. This represents a smaller increase to the customer
charge than under the Company’s proposed rate design under the non straight-fixed variable
alternative. The lower customer charge accounts for the fact that some fixed costs are recovered
through a demand charge.®

Mr. Yardley proposes a second straight fixed variable rate design which is characterized
as a modified demand charge straight fixed variable rate design (“modified SFV-2”) and is set
forth in Exhibit DPY-17, page 20 of 23, to his pre-filed rebuttal testimony. The second modified
straight fixed variable alternative retains a small delivery (or volumetric) charge to recover a
portion of the Company’s revenue requirements. There is a demand charge of $7.75 per month.
The residential customer charge is increased by $1 as described above under the first straight
fixed variable alternative.

The continuation of a delivery charge in the modified straight fixed variable rate design
would necessitate retaining the existing weather normalization adjustment albeit at a
significantly reduced level due to the lower variable charges.*® For detailed information on the
specific rate design for the R-1 Residential Class as well as information on the other classes’’,
please see Exhibit DPY-17 to Daniel P. Yardley’s pre-filed rebuttal testimony. Under both of
these straight fixed variable alternatives, Mr. Yardley recommends that the programs be
“sculpted”™® so that the bills will be lower in the summer and higher in the winter in order to

better match customers’ expectations.*’

* Chattanooga Gas Company Response to Staff Discovery Request Number 29.

46 Yardley, Pre-filed Rebuttal Testimony, at 31:2-4; Yardley, Vol. [, Tr. 287:23 —288:8.

7 Incorporated in the rate designs proposed by Mr. Yardley are increases that result in a slightly greater increase in
the residential as compared to the industrial classes pursuant to Mr. Yardley’s class cost of service study.

*® Yardley, Pre-filed Rebuttal Testimony, at 30:3-7; see also Yardley, Vol. I, Tr. 287:10-22; Vol. I, Tr. 295:21 —
297:24.

49 I d
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The CAPD claims that either of the straight fixed variable rate design alternatives
proposed by the Company weaken the incentive of consumers to conserve by removing the
volumetric charge. However, this claim is misguided and fails to account for the specific
components of the Company’s rate proposals. Under both of the Company’s straight fixed
variable rate design alternatives, customers experience bill reductions when implementing
energy efficiency and conservation. The bill reductions occur because the Company has
proposed to reestablish the demand billing determinant each year and will still be dependent
upon a customer’s actual usage. In addition, customers that reduce their consumption will
continue to experience gas supply savings, which account for approximately 70% of a
customer’s bill. Therefore, it is Mr. Yardley’s opinion that his proposed rate designs will not
reduce the incentive for individual customers to conserve.”

Finally, Mr. Yardley explains in his rebuttal testimony on pages 16-18 why the modified
SFV-2 rate design does not shift risks from the utility to the customers. Under a usage-based rate
design, both the utility and its customers are exposed to revenue-related risks. Rate alignment
that is accomplished through either the implementation of the AUA or through one of the
proposed straight fixed variable rate designs reduces the revenue-related risks of both customers
and the Company. Because the existing revenue risks are in the opposife direction, revenue risks
are not shifted to customers. Mr. Yardley also explains that it is contrary to accepted rate design
principles for a rate design to impose significant revenue-related recovery risks.

This modified SFV-2 rate design with the proposed sculpting does not create rate shock

and will minimize the impact on low volume ratepayers.’> Rate shock is eliminated by virtue of

the continuation of a size-based charge. While the existing delivery charge is substantially

% yardley, Vol. I, Tr. 275:17-21.
I'yardley, Pre-filed Rebuttal Testimony at 16-18.
32 Yardley, Vol. I, Tr. 283:9 — 284:24; Yardley, Vol., Tr. 278:13-22.
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reduced, it is replaced with a demand charge that is applied to customers based upon their size.
The result is that individual customer bills do not vary significantly with the implementation of
the rate design change. This contrasts with a different form of straight-fixed variable rate design
that relies upon an equal flat charge to customers, which could produce significant rate shock for
smaller customers. This alternative was rejected by the Company and the potential outcome of
this type of rate design should not be confused with the Company’s proposal.53As stated earlier,
CGC believes that any of these proposed rate designs (AUA, SFV-1, or modified SFV-2)** will
accomplish the goal of full alignment of interests of the customers and ratepayers. CGC also
believes that the proposals of the intervening parties,”” or any increases in the volumetric
component of the modified SFV-2 would not remove the financial disincentive of current rate
designs, thus not fully aligning the interests of customers and ratepayers, and would not allow
the aggressive promotion of conservation that is needed to meet the goal of reduced usage.

It is apparent that all of the CAPD’s concerns with straight fixed variable rate design are
directed toward a form of straight fixed variable rate design that has been implemented
elsewhere; namely, applying the same flat monthly charge to all customers in a specific rate
class. CGC’s proposals are distinct and are not subject to these same concerns. When the
specific facts of the Company’s straight fixed variable rate design alternatives are considered, it
is evident that the proposals are a reasonable alternative that achieves the alignment of interests
between the Company and its customers.

In conclusion, CGC has presented a compelling case that any of the three rate designs

recommended by Mr. Yardley will achieve the rate design goals of energy efficiency, revenue

» Yardley, Vol. I, Tr. 278:5 —279:2 and 291:6-13.

* AGL has 12 years of extensive experience in implementing a modified SFV-2 rate design with an affiliate of
CGC. See Yardley, Pre-filed Rebuttal Testimony, at 3 1.

5> CGC believes that the proposals such as the New Jersey Model or the Washington Model are not full alignment
and are merely window dressing. See Yardley, Vol. I, Tr. 311:11-18 & 262:3-7.
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stability, fairness, rate moderation, and simplicity. Furthermore, these three rate designs will be
consistent with the attributes of a sound rate structure as described in Mr. Yardley’s rebuttal
testimony on pages 8 and 9. Adopting one of these three rate designs and fully aligning the
interests of CGC’s customers and shareholders will allow for the aggressive implementation of
its energySMART conservation program which is cost effective, measurable and verifiable.

Chattanooga Gas is proud of its proposal for the promotion of conservation and the
alignment of interests presented in this docket. CGC contends that its program as compared to
the one presented in Docket 09-00104 provides for an energySMART conservation program that
will make the Authority proud and will accomplish conservation and reduced gas bills for its
customers. The plan is measurable and verifiable®® and is supported by a strong corporate
commitment. The plan will be implemented simultaneously with the utilization of current
revenue forecasts authorized by the TRA in this rate case rather than stale data as was presented
in Docket 09-00104.

The energySMART conservation program along with a new rate design that fully aligns
customers’ and shareholders’ interests will result in decreased energy usage, thus reducing
energy bills’’ and will allow CGC’s customers the opportunity to become more satisfied
customers as indicated in the 2008 J.D. Power Customer Satisfaction Study showing higher
customer satisfaction with local distribution companies (“LDCs”) that have revenue decoupling
programs.”®

Therefore, CGC should be allowed to move forward expeditiously with implementing its

energy conservation program on September 1, 2010. CGC should be allowed to implement

% In Docket 09-00104, only two tests were performed by Piedmont Natural Gas Company to establish a cost benefit
analysis as compared to the five tests performed by CGC. See Nikolich, Vol. I, Tr. 116:11-14.

7 peeples, Vol. I, Tr. 92:15 - 93:7.

%8 yardley, Pre-filed Direct Testimony, at 15-16 & Exhibit DPY-5.
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immediately one of the three (3) proposed new rate designs - the AUA tariff, the SFV-1, or the
modified SFV-2.
1L COST OF CAPITAL

One of the primary differences between CGC and the CAPD on revenue requirement is
the cost of capital which results in a $1.5 million difference. Of this amount, $300,000 reflects
the difference in capital structure. As explained in Section ILA. below, the Company has
proposed a reasonable capital structure that accounts for known and measurable changes in the
Company’s costs of short term debt levels. The Company has also proposed a fair and
reasonable rate of return on common equity capital as explained in detail in Section II.B. below.

A. The Company has proposed a reasonable capital structure that reflects a known
and measurable level of short-term debt.

The Company proposes to utilize for ratemaking purposes a capital structure consisting of
42.15% long-term debt, 6.94% short-term debt, and 50.90% equity.” CAPD witness Dr.
Christopher Klein proposes a capital structure consisting of 10.0% short term debt, 42.0% long
term debt and 48.0% equity.*® The difference between the Company and the CAPD on capital
structure is the differing percentage of short term debt in the total capital structure.’! As
discussed more fully below, the Company’s proposed capital structure is known and measurable,
while Dr. Klein’s capital structure is based on the unreasonable premise that the future will
mirror the past.

The Company’s proposed capital structure reflects the issuance of $300 million in senior

notes by AGL Resources Inc. (“AGL”) in August 2009, the proceeds of which were used to

% Hanson Pre-filed Direct Testimony, Exhibit RDH-4.
8 Klein Pre-filed Direct Testimony, Exhibit 1.
*! Klein, Vol. II1, Tr. 770:10-21.
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repay short-term debt.®* Thus, the Company’s current capital structure is known and measurable.
The Company’s proposed capital structure is also generally consistent with the capital structures
of the comparable gas distribution companies that are used by Dr. Morin to estimate the cost of
equity,® and is therefore a reasonable capital structure to be used for ratemaking purposes. In
contrast, Dr. Klein has based his proposed 10% short term debt level on the four point average of
the percentage of short term debt in the AGL capital structure at June 30, 2007, 2008 and 2009,
respectively and the Company’s proposed short term debt forecast for the attrition period.**
However, the record shows that there are a number of reasons why the levels of short-term debt
reflected on the Company’s balance sheet during the 2007-2009 period are unlikely to re-occur
in the period in which the rates established in this proceeding will be in effect.

First, during the historical period, the Company experienced significantly higher gas
costs than are forecast to occur during the attrition period.> A portion of AGL’s need to borrow
on a short-term basis is driven by the need to finance gas purchases on a seasonal basis.*® To the
extent that gas prices are forecast to remain below those experienced in the three years ending
June 30, 2009,%7 it is unlikely that AGL’s short-term debt levels will return to historic levels.

Second, as Dr. Klein agreed, the world financial crisis occurred during the 2008-2009
timeframe.®® During this period even investment grade companies like AGL would have found it
extremely difficult to access the long term debt markets. However, conditions have now

improved and AGL was in fact able to issue $300 million of long-term debt in August 2009.

62 Hanson, Pre-filed Rebuttal Testimony, at 22.

 Id. at 23.

6 Id. at 22; Klein, Pre-filed Direct Testimony, Exhibit 2.

% Klein, Vol. III, Tr. 795:2-7.

% Klein, Vol. III, Tr. 794:15-19; see also AGL’s 2009 10-K, at 47, 50.

87 Dr. Klein had no reason to believe that gas costs were likely to return to the high levels experienced during the
historical period. Klein, Vol. III, Tr. 795:2-7.

% Klein, Vol. I1I, Tr. 795:8-15.

23




Assuming that capital markets continue to stabilize, it is more likely than not that AGL’s short-
term debt levels will not return to the levels experienced in 2007-2009.

In sum, other than a backward looking analysis, Dr. Klein’s proposed capital structure is
unsupported. However, there are sound reasons to believe that the future will not mimic the past.
CGC’s proposed capital structure is more reasonable in that it accounts for the known and
measurable changes in the Company’s short term debt levels that are likely to remain in effect
during the attrition period.

B. Return on Equity — The Company’s Proposal

Through the testimony of Dr. Roger Morin — a nationally recognized expert on utility
cost of capital — the Company is proposing a fair and reasonable rate of return on the common
equity capital of 10.75% if the Company’s proposed rate alignment is adopted and 11.00% if the
proposed rate alignment is rejected. As discussed by Dr. Morin, the proposed ROE (1) is fair to
consumers, meaning that there is no transfer of wealth between investors and customers; (2) is
commensurate with returns offered on investments of comparable risk; (3) would allow the
Company to attract capital; and (4) would preserve the financial integrity of the Company.*’

1. The Company’s ROE Proposal is Supported by Substantial Record Evidence
and Appropriately Accounts for the Circumstances of CGC.

Dr. Morin utilized three market-based methodologies to estimate the return required by
investors on the common equity capital committed to CGC — the Capital Asset Pricing
Methodology (“CAPM”™), the Discounted Cash Flow (“DCF”) methodology and the Risk
Premium Methodology. He applied his DCF methodology to two samples of companies.”’ One

proxy group consisted of investment grade natural gas local distribution companies. Because of

%% Morin, Vol. III, Tr. 692:17 — 693:12.
7® Dr. Morin also utilized data from his tax proxy groups to calculate the beta used in his CAPM analyses. See

Morin, Pre-filed Direct Testimony, Exhibit RAM-2.
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the small size of that sample, Dr. Morin also used as a second proxy group, a sample that
included combination gas and electric utilities in order to have a more statistically valid estimate.
Companies with less that 50% of their revenues from regulated operations were eliminated from
the second proxy group.”' The record shows that combination companies are reasonable proxies
for natural gas distribution utilities in that they have capital intensive distribution networks and
are engaged in the distribution of energy services in cyclical and weather sensitive markets just
like natural gas distribution utilities.” The combination companies are also highly regulated and
subject to rate of return regulation.” Furthermore, their allowed rates of return as established by
regulatory bodies are virtually identical to natural gas distribution utilities which is evidence of
their risk comparability.™

The results of all of Dr. Morin’s market-based estimates of CGC’s ROE include an
adjustment for flotation costs.” Flotation costs are incurred when new equity is issued. Because
they are not expensed, they must be recovered by means of an adjustment to the rate of return.

Flotation costs have both a direct and an indirect component. The direct component is
the compensation to the securities underwriter and the operating expenses associated with a new
issue.”® The indirect component represents the downward pressure on the stock price as a result
of a new issue.”” Dr. Morin estimates that total flotation costs — the direct and indirect

components — require a 5% adjustment to the dividend yield component of the DCF

! Morin, Pre-filed Direct Testimony, at 40.
2 Id at 39.

73 I d

74 Id

" Id. at 14,

76 Id. at 42-43.

7 Id. at 43.
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methodology and corresponding adjustments to the CAPM and risk premium approaches to

appropriately compensate investors.”®

a. Capital Asset Pricing Model

The CAPM attempts to quantify the additional return or risk premium required by equity
investors for bearing risks in excess of that required on an equivalent “risk-free” investment.”
The CAPM assumes that equity investors require a rate of return that is at least equal to the risk-
free rate plus appropriate compensation for the risk to which their equity investment is
exposed.®® According to the CAPM, securities are priced such that their expected return equals
the risk free rate plus a risk premium. Denoting the risk free rate by Ry and the return on equity
securities as a whole as Ry, the formula for the CAPM is:

ROE =R, +B (Rm—Ry)
Where B or “Beta” measures the change in a security’s return relative to changes in the overall
market.®!

Dr. Morin used the current yield on 3b~year United States (“U.S.”) Treasury bonds as the
proxy for the risk-free rate.¥ The rationale for using 30-year Treasuries as a proxy for the risk
free rate is that common stock is a long term investment.*> Actual yields on 30-year Treasury
bonds will more closely incorporate within their yields the inflation expectations that influence
prices of common stocks than short-term or intermediate term U.S. Treasury notes.** Dr. Morin

did not utilize short-term rates as reflected in U.S. Treasury bills because they are volatile and

7 Id. at Appendix B.

P Id at 18.

8 Morin, Vol. III, Tr. 693:21 — 694:2.

81 See Morin, Pre-filed Direct Testimony, at 18, 21. A stock with a beta of less than 1 is less risky than the market as
a whole and a stock with a beta of greater than 1 is more risky.

5 Id.at 19.

83 T d

% I1d.at 20.
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are used as policy vehicles to stimulate the economy.® The yield on 30-year Treasury bonds
prevailing in September 2009 as reported by Value Line and the Federal Reserve was 4.3%, and
Dr. Morin used that level in his CAPM calculations.*® Dr. Morin also utilized a beta of 0.70 and
a market risk premium of 7.0%.

Dr. Morin also performed an empirical CAPM (“E-CAPM?”) that takes into account the
empirical finding that CAPM-based estimates of cost of capital tend to underestimate the return
required from low-beta securities and overstate the return required from high-beta securities.?’
Because of current unsettled market circumstances, CAPM estimates are not significantly above
the cost of new debt capital and thus likely underestimate the cost of equity.®  As a
consequence, Dr. Morin determined that less weight should be given to the CAPM analysis
under present circumstances for two reasons. First, the impact of the financial crisis is not fully
reflected in the betas employed in the CAPM analysis because the betas are estimated over five-
year historical periods.”” Second, government interest rates have decreased substantially, thus

lowering the CAPM results.”

b. Historical Risk Premium

The historical risk premium technique looks at the history of utility stocks and compares
the difference between the actual realized rate of return on equity capital for the Standard and
Poor’s Utility Index to government bond returns.”’ Dr. Morin expressed concern about using the
historical risk premium given the current state of capital markets. Given that trends in utility

cost of capital are reflected in their cost of debt and are not directly captured by a risk premium

85
Id
8 Jd. at21. The current yield on 30-year Treasury bonds is 4.66% as of April 23, 2010.
87
Id
% 1d. at 29.
89 [d
% Id. at 28-29.
91 ]d
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estimate tied to government bond yields, Dr. Morin also performed the historical risk premium
analysis using utility bond yields instead of government bond yields.*

c. Discounted Cash Flow

The discounted cash flow (“DCF”) model determines the cost of equity by measuring the
current dividend yield plus projected increases in future dividend payments expected by
investors.” The DCF formula posits that an investor’s expected return is the sum of an expected
dividend yield plus the expected growth rate of future dividends and stock price.94 Dr. Morin
used analysts’ earnings growth forecasts prepared by Zacks Investment Research, Inc. and Value
Line as proxies for the expected growth rate in the DCF model.”

d. Dr. Morin’s Summary of Analyses

The results of the various analyses conducted by Dr. Morin range from a low 0f 9.5% to a
high of 11.6% with a midpoint of 10.5%.°® The average result from all of the tests is also 10.5%
as well as the truncated average.”” The results of the tests performed by Dr. Morin are set forth
in a table on page 45 of Dr. Morin’s pre-filed direct testimony. In Dr. Morin’s opinion, a
conservative estimate for the common cost of capital would be 10.5%. As explained further
below, Dr. Morin adjusted this conservative estimate by 50 basis points to account for CGC’s
being riskier than the comparable companies because of its relatively small size (25 basis points)
and declining demand and conservation (25 basis points).”® Thus, Dr. Morin recommends an

ROE of 11% for CGC’s natural gas utility operations in Tennessee.” If the AUA mechanism is

2 1d. at 31-32.
% I1d. at 33.

% Id at 34.

% Id. at 36.

% Id. at 45,

97 Id.

8 1d. at 46.

? Id at 48.
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adopted, Dr. Morin recommends a 10.75% return on equity to reflect the impact of the AUA on

the risks of CGC’s operations.

2. The Return on Equity Established in this Proceeding Should Reflect the
Costs and Risks of CGC, Not AGL.

As discussed supra, in estimating the appropriate ROE to be used for ratemaking
purposes in this proceeding, Dr. Morin utilized available financial information from publicly
traded gas distribution companies and combination gas and electric companies in his DCF and
CAPM calculations. In addition, in order to more accurately capture the cost of equity for CGC,
Dr. Morin adjusted his recommendation upwards by 50 basis points to account for the fact that
CGC’s small size and declining demand increase the cost of equity that would be required by
investors in CGC’s equity above the ROE that would be required by investors in larger, less
risky entities such as AGL or the companies in Dr. Morin’s two proxy groups.'%

Dr. Klein disagreed with this approach. Based primarily on the fact that AGL approaches
the financing of its various operations from a consolidated perspective,101 Dr. Klein
recommended that the TRA look only to the cost of equity of the parent enterprise — AGL. Dr.
Klein asserts that this approach captures “AGL’s size and current decoupling status, including
that of CGC.”'*

Dr. Klein’s approach is fatally flawed for legal, policy and factual reasons. First, from a
legal perspective, Dr. Klein’s recommendation violates the fundamental tenet of utility

regulation that states that a public utility is entitled to rates that will permit it to earn a return

“equal to that generally being made at the same time and in the same general part of the country

' 14 at 46-47.

190 While Dr. Klein testified that AGL is the only entity that issues external debt of stock [see Klein, Pre-filed Direct
Testimony, at 9, L. 12-19], this is not correct. Various entities in the AGL organization issue debt to investors.
Klein, Vol. III, Tr. 799:10-800:1. By proceeding in this manner, AGL has been able to achieve a very reasonable
embedded cost of long term debt of 6.03% that is being used for ratemaking purposes in this proceeding.

192 Klein, Pre-filed Direct Testimony, at 17 L. 6-7.
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on investments in other business undertakings which are attended by corresponding risks and
uncertainties.”'® In this proceeding, the TRA has the responsibility to set just and reasonable
rates for CGC, not AGL. Therefore, the ROE approved in this proceeding must compensate
investors in CGC for the risks attendant to an investment in CGC. The purpose of this
proceeding is not to determine the rates needed to compensate AGL’s investors for an investment
in AGL.

While it might be the case that determining the cost of equity for CGC on the basis of
AGL’s costs and risks would be appropriate if the entities were comparable, the record shows
that this is not the case. There are several differences between AGL and CGC that create
material differences between the entities and require the use of the approach supported by Dr.
Morin to estimate CGC’s cost of equity. These differences include the following:

1. AGL is a diversified natural gas company, while CGC'’s operations are limited to
the local distribution of gas in Tennessee. In addition to CGC, AGL owns local distribution
companies in five other states. Moreover, AGL has significant investments in a retail provider of
natural gas commodity service, a natural gas wholesale trader, liquefied natural gas import
facilities, natural gas storage facilities and a provider of communications services.'”* Each of
these investments has different costs and risks that collectively create AGL’s overall cost and
risks. However, there is no basis in the record to conclude that AGL’s costs and risks are
identical to CGC’s costs and risks.

2. AGL has a market capitalization of roughly $2.7 billion dollars while CGC,
standing alone, would be a small company that would command a significant risk premium.

Both Dr. Morin and Dr. Klein recognized that small companies standing alone require a

19 See Bluefield Water Works and Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679,
692 (1923); see also Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).
1% See AGL’s 2009 Annual Report, at 16.
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significant risk premium as compared to larger cornpanies.lo5 By using AGL as t