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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)

51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

64 S.Ct. 281
Supreme Court of the United States

FEDERAL POWER COMMISSION et al.
v.
HOPE NATURAL GAS CO.
CITY OF CLEVELAND
v.
SAME.

Nos. 34and 35. | Argued Oct. 20,
21,1943. | Decided Jan. 3, 1944.

Separate proceedings before the Federal Power Commission
by such Commission, by the City of Cleveland and the City
of Akron, and by Pennsylvania Public Utility Commission
wherein the State of West Virginia and its Public Service
Commission were permitted to intervene concerning rates
charged by Hope Natural Gas Company which were
consolidated for hearing. An order fixing rates was reversed
and remanded with directionsby the Circuit Court of Appeals,
134 F.2d 287, and Federal Power Commission, City of Akron
and Pennsylvania Public Utility Commission in one case and
the City of Cleveland in another bring certiorari.

Reversed.

Mr. Justice REED, Mr. Justice FRANKFURTER and Mr.
Justice JACK SON, dissenting.

On Writs of Certiorari to the United States Circuit Court of
Appeals for the Fourth Circuit.

West Headnotes (26)

[1] Public Utilities
&= Nature and extent in general
Rate-making is only one species of price-fixing
which, like other applications of the police
power, may reduce the value of the property
regulated, but that does not render the regulation
invalid.

25 Cases that cite this headnote

[2]  Public Utilities

Mext
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(3]

(4]

(5]

¢= Reasonableness of chargesin general

Rates cannot be made to depend upon fair value,
which is the end product of the process of rate-
making and not the starting point, when the
value of the going enterprise dependson earnings
under whatever rates may be anticipated.

101 Cases that cite this headnote

Gas
¢= Federal Power Commission

The rate-making function of the Federal Power
Commission under the Natural Gas Act involves
the making of pragmatic adjustments, and the
Commission is not bound to the use of any
single formula or combination of formulae in
determining rates. Natural GasAct, 8§ 4(a), 5(a),
6, 15U.S.C.A. §8 717c(a), 717d(a), 717e.

46 Cases that cite this headnote

Gas
&= Scope of review and trial de novo

When order of Federa Power Commission
fixing natural gas rates is chalenged in the
courts, the question is whether order viewed in
its entirety meetsthe requirements of the Natural
GasAct. Natural Gas Act, §8 4(a), 5(a), 6, 19(b),
15U.S.C.A. 88 717c(q), 717d(a), 717e, 717r(b).

8 Cases that cite this headnote

Gas
¢= Reasonableness of Charges

Under the statutory standard that natural gasrates
shall be “just and reasonable’ it is the result
reached and not the method employed that is
controlling. Natural Gas Act 88 4(a), 5(a), 15
U.S.C.A. 88 717c(a), 717d(a).

69 Cases that cite this headnote

Gas

&= Scope of review and trial de novo
If the total effect of natural gas rates fixed by
Federal Power Commission cannot be said to be
unjust and unreasonable, judicial inquiry under
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)
51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

(8l

(9

theNatural GasActisat anend. Natural GasAct,
88 4(a), 5(a), 6, 19(b), 15 U.S.C.A. 88 717c(a),
717d(a), 717e, 717r(b).

74 Cases that cite this headnote

Gas
&= Presumptions

An order of the Federal Power Commission
fixing rates for natural gas is the product of
expert judgment, which carries a presumption
of validity, and one who would upset the rate
must makeaconvincing showingthatitisinvalid
because it is unjust and unreasonable in its
consequences. Natural Gas Act, 88 4(a), 5(3), 6,
19(b), 15 U.S.C.A. 88 717c(a), 717d(a), 717e,
717r(b).

118 Cases that cite this headnote

Gas
o= Reasonableness of Charges

Thefixing of just and reasonableratesfor natural
gas by the Federal Power Commission involves
a balancing of the investor and the consumer
interests. Natural Gas Act, 88 4(a), 5(a), 15
U.S.C.A. 88 717c(a), 717d(a).

52 Cases that cite this headnote

Gas
o= Depreciation and depletion

As respects rates for natural gas, from the
investor or company point of view it isimportant
that there be enough revenue not only for
operating expenses but also for the capital costs
of the business, which includes service on the
debt and dividends on stock, and by such
standard the return to the equity owner should
be commensurate with the terms on investments
in other enterprises having corresponding risks,
and such returns should be sufficient to assure
confidence in the financia integrity of the
enterprise so as to maintain its credit and to
attract capital. Natural Gas Act, 88 4(a), 5(a), 15
U.S.C.A. 88 717c(a), 717d(a).

265 Cases that cite this headnote

6372

[10]

(11]

[12]

[13]

Gas

&= Depreciation and depletion
The fixing by the Federal Power Commission
of a rate of return that permitted a natura
gas company to earn $2,191,314 annually was
supported by substantial evidence. Natural Gas
Act, 88 4(a), 5(a), 6, 19(b), 15 U.SC.A. 88
717c(a), 717d(a), 717e, 717r(b).

3 Cases that cite this headnote

Gas
&= Depreciation and depletion

Rates which enable a natural gas company to
operate successfully, to maintain its financia
integrity, to attract capital and to compensate
its investors for the risks assumed cannot be
condemned as invalid, even though they might
produce only a meager return on the so-called
“fair value’ rate base. Natural Gas Act, 88 4(a),
5(a), 6, 19(b), 15 U.S.C.A. §8 717c(a), 717d(a),
717e, 717r(b).

155 Cases that cite this headnote

Gas
&= Method of valuation

A return of only 3 27/100 per cent. on aleged
rate base computed on reproduction cost new to
natural gas company earning an annual average
return of about 9 per cent. on average investment
and satisfied with existing gas rates suggests
an inflation of the base on which the rate had
been computed, and justified Federal Power
Commission in rejecting reproduction cost asthe
measure of the rate base. Natural Gas Act, 8§
4(a), 5(a), 15 U.S.C.A. 88 717c(a), 717d(a).

64 Cases that cite this headnote

Gas

&= Depreciation and depletion
Thereisno constitutional requirement that owner
who engages in a wasting-asset business of
limited life shall receive at the end more than
he has put into it, and such rule is applicable
to a natural gas company since the ultimate
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)
51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

(14]

[19]

[16]

(17]

exhaustion of its supply of gas is inevitable.
Natura Gas Act, 88 4(a), 5(a), 6, 19(b), 15
U.S.C.A. 88 717c(a), 717d(a), 717e, 717r(b).

1 Cases that cite this headnote

Gas
&= Depreciation and depletion

In fixing natural gas rate the basing of annual
depreciation on cost is proper since by such
procedure the utility is made whole and the
integrity of its investment is maintained, and no
more isrequired. Natural Gas Act, 88 4(a), 5(a),
6, 19(b), 15U.S.C.A. 88 717c(a), 717d(a), 717e,
717r(b).

13 Cases that cite this headnote

Gas
&= Findings and orders

There are no congtitutional requirements more
exacting than the standards of the Natural Gas
Act which are that gas rates shall be just and
reasonable, and arate order which conformswith
the act is valid. Natural Gas Act, 88 4(a), 5(a),
6, 19(b), 15U.S.C.A. 88 717c(a), 717d(a), 717e,
717r(b).

13 Cases that cite this headnote

Commerce
&= Gas

The purpose of the Natural Gas Act was to
provide through the exercise of the national
power over interstate commerce an agency for
regulating the wholesale distribution to public
service companies of natural gas moving in
interstate commerce not subject to certain types
of state regulation, and the act was not intended
to take any authority from state commissions or
to usurp state regulatory authority. Natural Gas
Act, §let seq.,, 15U.S.C.A. § 717 et seq.

25 Cases that cite this headnote

Minesand Minerals
&= Qil and gas

(18]

[19]

[20]

6373

Under the Natura Gas Act, the Federa
Power Commission has no authority over the
production or gathering of natural gas. Natural
GasAct, § 1(b), 15 U.S.C.A. § 717(b).

8 Cases that cite this headnote

Gas
&= Ingeneral; amount and regulation

The primary aim of the Natural Gas Act was
to protect consumers against exploitation at the
hands of natural gas companies and holding
companies owning a majority of the pipe-
line mileage which moved gas in interstate
commerce and against which state commissions,
independent producers and communities were
growing quite helpless. Natural GasAct, §§4, 6—
10, 14, 15U.S.C.A. 88 717c, 717e-717i, 717m.

59 Cases that cite this headnote

Gas
&= Ingenera; amount and regulation

Apart from the express exemptions contained in
§ 7 of the Natural Gas Act considerations of
conservation are material where abandonment
or extensions of facilities or service by natural
gas companies are involved, but exploitation
of consumers by private operators through
maintenance of high rates cannot be continued
because of the indirect benefits derived
therefrom by a state containing natural gas
deposits. Natural Gas Act, 88 4, 5, and 8 7 as
amended 15 U.S.C.A. 88 717c, 717d, 717f.

19 Cases that cite this headnote

Commerce
= Gas

A limitation on the net earnings of a natural
gas company from its interstate business is not
a limitation on the power of the producing
state, either to safeguard its tax revenues from
such industry, or to protect the interests of
those who sell their gas to the interstate
operator, particularly where the return alowed
the company by the Federal Power Commission
was a net return after all such charges. Natural
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)
51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

(21]

(22]

(23]

(24]

Gas Act, 88 4, 5, and § 7, as amended, 15
U.S.C.A. 88 717c, 717d, 717f.

10 Cases that cite this headnote

Gas
&= Reasonableness of Charges

The Natural Gas Act granting Federal Power
Commission power to fix “just and reasonable
rates’ does not include the power to fix rates
which will disallow or discourage resales for
industrial use. Natural Gas Act, 88 4(a), 5(a), 15
U.S.C.A. 88 717c(a), 717d(a).

73 Cases that cite this headnote

Gas
&= Reasonableness of Charges

The wasting-asset nature of the natural gas
industry does not require the maintenance of the
level of rates so that natural gas companies can
make a greater profit on each unit of gas sold.
Natural Gas Act, 88 4(a), 5(a), 15 U.S.CA. 88
717c(a), 717d(a).

1 Cases that cite this headnote

Federal Courts

&= Presentation of Questions Below or on
Review; Record; Waiver
Federal Courts

&= Scope and Extent of Review

Where the Federal Power Commission made no
findings asto any discrimination or unreasonable
differences in rates, and its failure was not
challenged in the petition to review, and had not
been raised or argued by any party, the problem
of discrimination was not open to review by the
Supreme Court on certiorari. Natural Gas Act, §
4(b), 15U.S.C.A. 8 717¢(b).

18 Cases that cite this headnote
Constitutional Law

&= Judicial encroachment on executive acts
taken under statutory authority

[29]

[26]

**283
petitioners Federal Power Com'n and others.

6374

&= Power to control and regulate

Congress has entrusted the administration of
the Natural Gas Act to the Federal Power
Commission and not to the courts, and apart from
the requirements of judicia review, it is not for
the Supreme Court to advise the Commission
how to discharge its functions. Natural Gas Act,
88 1 et seq., 19(b), 15 U.S.C.A. 88 717 et seq.,
717r(b).

13 Cases that cite this headnote

Gas
o= Decisions reviewable

Under the Natural Gas Act, where order sought
to be reviewed does not of itself adversely affect
complainant but only affects hisrights adversely
on the contingency of future administrative
action, the order is not reviewable, and resort to
the courts in such situation is either premature
or wholly beyond the province of such courts.
Natural GasAct, § 19(b), 15 U.S.C.A. § 717r(b).

8 Cases that cite this headnote

Gas
&= Persons entitled to relief; parties

Findings of the Federal Power Commission on
lawfulness of past natura gas rates, which the
Commission was without power to enforce,
were not reviewable under the Natural Gas Act
giving any “party aggrieved” by an order of the
Commission the right of review. Natural Gas
Act, § 19(b), 15 U.S.C.A. § 717r(b).

27 Cases that cite this headnote

Attorneysand Law Firms

*592 Mr. Francis M. Shea, Asst. Atty. Gen., for

*593 Mr. Spencer W. Reeder, of Cleveland, Ohio, for
petitioner City of cleveland.

Mr. William B. Cockley, of Cleveland, Ohio, for respondent.
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)

51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

Mr. M. M. Neeley, of Charleston, W. Va, for State of West
Virginia, as amicus curiae by special leave of Court.

Opinion
Mr. Justice DOUGLAS delivered the opinion of the Court.

The primary issue in these cases concerns the vaidity under
the Natural Gas Act of 1938, 52 Stat. 821, 15 U.S.C. s 717
et seq., 15 U.S.C.A. s 717 et seq., of arate order issued by
the Federal Power Commission reducing the rates chargeable
by Hope Natural Gas Co., 44 P.U.R.,N.S,, 1. On a petition
for review of the order made pursuant to s 19(b) of the Act,
the *594 Circuit Court of Appeals set it aside, one judge
dissenting. 4 Cir., 134 F.2d 287. The cases **284 are here
on petitions for writs of certiorari which we granted because
of the public importance of the questions presented. City of
Cleveland v. Hope Natural Gas Co., 319 U.S. 735, 63 S.Ct.
1165.

Hope is a West Virginia corporation organized in 1898. It
is a wholly owned subsidiary of Standard Oil Co. (N.J).
Since the date of its organization, it has been in the business
of producing, purchasing and marketing natural gas in that

gate. ! 1t sdls some of that gas to local consumers in West
Virginia. But the great bulk of it goes to five customer
companies which receive it at the West Virginia line and

distribute it in Ohio and in Pennsylvania_2 In July, 1938,
the cities of Cleveland and Akron filed complaints with the
Commission charging that the rates collected by Hope from
East Ohio Gas Co. (an affiliate of Hope which distributes
gas in Ohio) were excessive and unreasonable. Later in
1938 the Commission on its own motion instituted an
investigation to determine the reasonableness of all of Hope's
interstate rates. In March *595 1939 the Public Utility
Commission of Pennsylvania filed a complaint with the
Commission charging that the rates collected by Hope from
Peoples Natural Gas Co. (an affiliate of Hope distributing
gas in Pennsylvania) and two non-affiliated companies
were unreasonable. The City of Cleveland asked that the
challenged rates be declared unlawful and that just and
reasonable rates be determined from June 30, 1939 to the
date of the Commission's order. The latter finding was
requested in aid of state regulation and to afford the Public
Utilities Commission of Ohio a proper basic for disposition
of a fund collected by East Ohio under bond from Ohio
consumers since June 30, 1939. The cases were consolidated
and hearings were held.

MNext

On May 26, 1942, the Commission entered its order and
made its findings. Its order required Hope to decrease its
futureinterstate rates so asto reflect areduction, on an annual
basis of not less than $3,609,857 in operating revenues. And
it established ‘just and reasonable’ average rates per m.c.f.

for each of the five customer compani$3 In response to
the prayer of the City of Cleveland the Commission also
made findings as to the lawfulness of past rates, although
concededly it had no authority under the Act to fix past rates
or to award reparations. 44 P.U.R.,U.S,, at page 34. It found
that the rates collected by Hope from East Ohio were unjust,
unreasonable, excessive and therefore unlawful, by $830,892
during 1939, $3,219,551 during 1940, and $2,815,789 on an
annual basis since 1940. It further found that just, reasonable,
and lawful rates for gas sold by Hope to East Ohio for resale
for ultimate public consumption were those required *596

to produce $11,528,608 for 1939, $11,507,185 for 1940 and
$11.910,947 annually since 1940.

The Commission established an interstate rate base of
$33,712,526 which, it found, represented the ‘actual
legitimate cost’ of the company's interstate property less
depletion and depreciation and plus unoperated acreage,
working capital and future net capital additions. The
Commission, beginning with book cost, made **285 certain
adjustments not necessary to relate here and found the
‘actual legitimate cost’ of the plant in interstate service
to be $51,957,416, as of December 31, 1940. It deducted
accrued depletion and depreciation, which it found to be
$22,328,016 on an ‘economic-service-life’ basis. And it
added $1,392,021 for future net capital additions, $566,105
for useful unoperated acreage, and $2,125,000 for working
capital. It used 1940 as a test year to estimate future
revenues and expenses. |t allowed over $16,000,000 as annual
operating expenses—about $1,300,000 for taxes, $1,460,000
for depletion and depreciation, $600,000 for exploration
and development costs, $8,500,000 for gas purchased. The
Commission alowed a net increase of $421,160 over
1940 operating expenses, which amount was to take care
of future increase in wages, in West Virginia property
taxes, and in exploration and development costs. The total
amount of deductions allowed from interstate revenues was
$13,495,584.

Hope introduced evidence from which it estimated
reproduction cost of the property at $97,000,000. It aso
presented a so-called trended ‘original cost’ estimate which
exceeded $105,000,000. The latter was designed ‘to indicate
what the origina cost of the property would have been if
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1938 material and labor prices had prevailed throughout
the whole period of the piece-mea construction of the
company's property since 1898." 44 P.U.R.N.S,, at pages
8, 9. Hope estimated by the ‘percent condition’ method
accrued depreciation at about 35% of *597 reproduction
cost new. On that basis Hope contended for a rate base of
$66,000,000. The Commission refused to place any reliance
on reproduction cost new, saying that it was ‘not predicated
upon facts' and was ‘too conjectural and illusory to be given
any weight in these proceedings’ Id., 44 P.U.R.,U.S, a
page 8. It likewise refused to give any ‘probative value' to
trended ‘original cost’ since it was ‘not founded in fact’ but
was ‘basically erroneous and produced ‘irrational results.’
Id., 44 P.U.R,, N.S, at page 9. In determining the amount
of accrued depletion and depreciation the Commission,
following Lindheimer v. lllinois Bell Telephone Co., 292
U.S. 151, 167-169, 54 S.Ct. 658, 664—666, 78 L.Ed. 1182;
Federal Power Commission v. Natural Gas Pipeline Co., 315
U.S. 575, 592, 593, 62 S.Ct. 736, 745, 746, 86 L.Ed. 1037,
based its computation on ‘actual legitimate cost’. It found
that Hope during the years when its business was not under
regulation did not observe ‘ sound depreciation and depletion

practices but ‘actually accumulated an excessive reserve 4

of about $46,000,000. Id., 44 P.U.R.,N.S,, a page 18. One
member of the Commission thought that the entire amount
of the reserve should be deducted from ‘actual legitimate

cost’ in determining the rate base.® The majority of the
*598 Commission concluded, however, that where, as here,
a business is brought under regulation for the first time and
where incorrect depreciation and depletion practices have
prevailed, the deduction of the reserve requirement (actual
existing depreciation and depletion) rather than the excessive
reserve should be made so asto **286 lay ‘a sound basis
for future regulation and control of rates.’ Id., 44 P.U.R.,N.S,,
at page 18. As we have pointed out, it determined accrued
depletion and depreciation to be $22,328,016; and it allowed
approximately $1,460,000 as the annual operating expense

for depletion and depreciation. 6

Hope's estimate of original cost was about $69,735,000—
approximately $17,000,000 more than the amount found by
the Commission. The item of $17,000,000 was made up
largely of expenditures which prior to December 31, 1938,
were charged to operating expenses. Chief among those
expenditureswas some $12,600,000 expended *599 inwell-
drilling prior to 1923. Most of that sum was expended by
Hope for labor, use of drilling-rigs, hauling, and similar costs
of well-drilling. Prior to 1923 Hope followed the general
practice of the natural gas industry and charged the cost

MNext

of drilling wells to operating expenses. Hope continued
that practice until the Public Service Commission of West
Virginiain 1923 required it to capitalize such expenditures,
as does the Commission under its present Uniform System
of Accounts. ’ The Commission refused to add such items to
the rate base stating that ‘No greater injustice to consumers
could be done than to allow items as operating expenses and
a alater date include them in the rate base, thereby placing
multiple charges upon the consumers.’ 1d., 44 P.U.R.,N.S,,
a page 12. For the same reason the Commission excluded
from the rate base about $1,600,000 of expenditures on
properties which Hope acquired from other utilities, the
latter having charged those payments to operating expenses.
The Commission disallowed certain other overhead items
amounting to over $3,000,000 which al so had been previously
charged to operating expenses. And it refused to add some
$632,000 asinterest during construction since no interest was
in fact paid.

Hope contended that it should be allowed areturn of not less
than 8%. The Commission found that an 8% return would be
unreasonable but that 6 1/2% was a fair rate of return. That
rate of return, applied to the rate base of $33,712,526, would
produce $2,191,314 annually, as compared with the present
income of not less than $5,801,171.

The Circuit Court of Appeals set aside the order of the
Commission for the following reasons. (1) It held that
the rate base should reflect the ‘present fair value' of the
*600 property, that the Commission in determining the
‘value’ should have considered reproduction cost and trended
origina cost, and that ‘actua legitimate cost’ (prudent
investment) was not the proper measure of ‘fair vaue
where price levels had changed since the investment. (2) It
concluded that the well-drilling costs and overhead items in
the amount of some $17,000,000 should have been included
in the rate base. (3) It held that accrued depletion and
depreciation and theannual allowancefor that expense should
be computed on the basis of ‘present fair value' of the
property not on the basis of ‘actual legitimate cost’.

**287 The Circuit Court of Appeals aso held that the
Commission had no power to make findings as to past rates
inaid of state regulation. But it concluded that those findings
were proper as a step in the process of fixing future rates.
Viewed in that light, however, the findings were deemed to
be invalidated by the same errors which vitiated the findings
on which the rate order was based.
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Order Reducing Rates. Congress has provided in s 4(a) of
the Natural Gas Act that all natural gas rates subject to the
jurisdiction of the Commission ‘shall be just and reasonable,
and any such rate or charge that is not just and reasonable
is hereby declared to be unlawful.” Sec. 5(a) gives the
Commission the power, after hearing, to determine the ‘just
and reasonable rate’ to be thereafter observed and to fix
the rate by order. Sec. 5(a) aso empowers the Commission
to order a ‘decrease where existing rates are unjust * *
* unlawful, or are not the lowest reasonable rates” And
Congress has provided in s 19(b) that on review of these
rate orders the ‘finding of the Commission as to the facts,
if supported by substantial evidence, shall be conclusive.’
Congress, however, has provided no formula by which the
‘just and reasonable’ rateisto be determined. It has not filled

inthe *601 detailsof the general prescription8 of s4(a) and
s5(a). It hasnot expressed in aspecific rulethefixed principle
of ‘just and reasonable’.

1 (2
Natural Gas Act in the Natural Gas Pipeline Co. case, we
stated that the ‘authority of Congress to regulate the prices
of commodities in interstate commerce is at least as great
under the Fifth Amendment as is that of the states under the
Fourteenth to regulate the prices of commoditiesin intrastate
commerce.’ 315 U.S. at page 582, 62 S.Ct. at page 741, 86
L.Ed. 1037. Rate-making is indeed but one species of price-
fixing. Munn v. Illinois, 94 U.S. 113, 134, 24 L.Ed. 77. The
fixing of prices, like other applications of the police power,
may reducethe value of the property whichisbeing regul ated.
But the fact that the value is reduced does not mean that the
regulationisinvalid. Block v. Hirsh, 256 U.S. 135, 155—157,
41 S.Ct. 458, 459, 460, 65 L.Ed. 865, 16 A.L.R. 165; Nebbia
v. New York, 291 U.S. 502, 523—539, 54 S.Ct. 505, 509—
517, 78 L.Ed. 940, 89 A.L.R. 1469, and cases cited. It does,
however, indicate that ‘fair value' is the end product of the
process of rate-making not the starting point as the Circuit
Court of Appeals held. The heart of the matter is that rates
cannot be made to depend upon ‘fair value' when the value
of the going enterprise depends on earnings under whatever

rates may be anticipated. 9

*602 [3] [4 [5] [€]
Commission v. Natura Gas Pipeline Co., supra, that the
Commissionwas not bound to theuse of any singleformulaor
combination of formulaein determining rates. Itsrate-making
function, moreover, involves the making of ‘pragmatic
adjustments.’ 1d., 315 U.S. at page 586, 62 S.Ct. at page
743, 86 L.Ed. 1037. And when the Commission's order is

When we sustained the constitutionality of the

challenged in the courts, the question is whether that order
‘viewed in its entirety’ meets the requirements of the Act.
Id., 315 U.S. at page 586, 62 S.Ct. at page 743, 86 L.Ed.
1037. Under the statutory standard of ‘just and reasonable’
it is the result reached not the method employed which is
controlling. Cf. **288 Los Angeles Gas & Electric Corp.
v. Railroad Commission, 289 U.S. 287, 304, 305, 314, 53
S.Ct. 637, 643, 644, 647, 77 L.Ed. 1180; West Ohio Gas Co.
v. Public Utilities Commission (No. 1), 294 U.S. 63, 70, 55
S.Ct. 316, 320, 79 L.Ed. 761; West v. Chesapeake & Potomac
Tel. Co., 295 U.S. 662, 692, 693, 55 S.Ct. 894, 906, 907, 79
L.Ed. 1640 (dissenting opinion). Itisnot theory but theimpact
of the rate order which counts. If the total effect of the rate
order cannot be said to be unjust and unreasonable, judicial
inquiry under the Act is at an end. The fact that the method
employed to reach that result may contain infirmities is not
then important. Moreover, the Commission's order does not
become suspect by reason of thefact that it ischallenged. Itis
the product of expert judgment which carries a presumption
of validity. And he who would upset the rate order under
the Act carries the heavy burden of making a convincing
showing that it isinvalid becauseit isunjust and unreasonable
inits consequences. Cf. Railroad Commission v. Cumberland
Tel. & T. Co., 212 U.S. 414, 29 S.Ct. 357, 53 L.Ed. 577;
Lindheimer v. Illincis Bell Tel. Co., supra, 292 U.S. at pages
164, 169, 54 S.Ct. at pages 663, 665, 78 L.Ed. 1182; Railroad
Commission v. Pecific Gas & E. Co., 302 U.S. 388, 401, 58
S.Ct. 334, 341, 82 L.Ed. 319.

*603 [8] [9] Therate-making processunder theAct, i.e.,
thefixing of ‘just and reasonabl€’ rates, involves abalancing
of the investor and the consumer interests. Thus we stated in
the Natural Gas Pipeline Co. case that ‘regulation does not
insure that the business shall produce net revenues.’” 315 U.S.
at page 590, 62 S.Ct. at page 745, 86 L.Ed. 1037. But such
considerations aside, the investor interest has a legitimate
concern with the financia integrity of the company whose
rates are being regulated. From the investor or company
point of view it is important that there be enough revenue
not only for operating expenses but also for the capital
costs of the business. These include service on the debt
and dividends on the stock. Cf. Chicago & Grand Trunk

[7] We held in Federal pPow& Co. v. Wellman, 143 U.S. 339, 345, 346, 12 S.Ct. 400,

402, 36 L.Ed. 176. By that standard the return to the equity
owner should be commensurate with returns on investments
in other enterprises having corresponding risks. That return,
moreover, should be sufficient to assure confidence in the
financial integrity of the enterprise, so asto maintainits credit
and to attract capital. See State of Missouri ex rel. South-
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)

51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

western Bell Tel. Co. v. Public Service Commission, 262 U.S.
276,291, 43 S.Ct. 544, 547,67 L.Ed. 981, 31 A.L.R. 807 (Mr.
Justice Brandeis concurring). The conditions under which
more or less might be allowed are not important here. Nor is
it important to this case to determine the various permissible
ways in which any rate base on which the return is computed
might be arrived at. For we are of the view that the end result
in this case cannot be condemned under the Act as unjust and
unreasonable from the investor or company viewpoint.

We have aready noted that Hope is a wholly owned
subsidiary of the Standard Oil Co. (N.J.). It has no securities
outstanding except stock. All of that stock has been owned by
Standard since 1908. The par amount presently outstanding
is approximately $28,000,000 as compared with the rate base
of $33,712,526 established by *604 the Commission. Of
the total outstanding stock $11,000,000 was issued in stock
dividends. The balance, or about $17,000,000, was issued for
cash or other assets. During the four decades of its operations
Hope has paid over $97,000,000 in cash dividends. It had,
moreover, accumulated by 1940 an earned surplus of about
$8,000,000. It had thus earned the total investment in the
company nearly seven times. Down to 1940 it earned over
20% per year on theaverage annual amount of itscapital stock
issued for cash or other assets. On an average invested capital
of some $23,000,000 Hope's average earnings have been
about 12% ayear. And during this period it had accumulated
in addition reserves for depletion and depreciation of about
$46,000,000. Furthermore, during 1939, 1940 and 1941,
Hope paid dividends of 10% on its stock. And in the year
1942, during about half of which the lower rates were in
effect, it paid dividends of 7 1/2%. From 1939-1942 itsearned
surplusincreased from $5,250,000 to about $13,700,000, i.e.,
to amost half the par value of its outstanding stock.

As we have noted, the Commission fixed a rate of
return which permits Hope to earn $2,191,314 annualy.
In determining that amount it stressed the importance of
maintaining the financial integrity of the **289 company. It
considered the financial history of Hope and a vast array of
data bearing on the natural gas industry, related businesses,
and general economic conditions. It noted that the yields on
better issues of bonds of natural gas companies sold in the
last few years were ‘close to 3 per cent’, 44 P.U.R.N.S,, at
page 33. It stated that the company was a* seasoned enterprise
whose risks have been minimized' by adequate provisions
for depletion and depreciation (past and present) with
‘concurrent high profits, by ‘protected established markets,
through affiliated distribution companies, in populous and

Mext

industralized areas, and by a supply of gas localy to
meet all requirements, *605 ‘except on certain peak days
in the winter, which it is feasible to supplement in the
future with gas from other sources.” Id., 44 P.U.R.N.S,
a page 33. The Commission concluded, ‘The company's
efficient management, established markets, financial record,
affiliations, and its prospective business place it in a strong
position to attract capital upon favorable terms when it is
required.’ Id., 44 P.U.R.,N.S,, at page 33.

(100 [11] [12]
cannot say that an annua return of $2,191,314 is not ‘just
and reasonable’ within the meaning of the Act. Rates which
enable the company to operate successfully, to maintain
its financial integrity, to attract capital, and to compensate
its investors for the risks assumed certainly cannot be
condemned as invalid, even though they might produce only
ameager return on the so-called ‘fair value' rate base. In that
connection it will be recalled that Hope contended for a rate
base of $66,000,000 computed on reproduction cost new. The
Commission points out that if that rate base were accepted,
Hope's average rate of return for the four-year period from
1937-1940 would amount to 3.27%. During that period Hope
earned an annual average return of about 9% on the average
investment. It asked for no rate increases. Its properties were
well maintained and operated. As the Commission says such
a modest rate of 3.27% suggests an ‘inflation of the base
on which the rate has been computed.” Dayton Power &
Light Co. v. Public Utilities Commission, 292 U.S. 290,
312, 54 S.Ct. 647, 657, 78 L.Ed. 1267. Cf. Lindheimer v.
Illinois Bell Tel. Co., supra, 292 U.S. at page 164, 54 S.Ct.
at page 663, 78 L.Ed. 1182. The incongruity between the
actual operations and the return computed on the basis of
reproduction cost suggests that the Commission was wholly
justified in rejecting the latter as the measure of the rate base.

In view of this disposition of the controversy we need not
stop to inquire whether the failure of the Commission to add
the $17,000,000 of well-drilling and other coststo *606 the
rate base was consistent with the prudent investment theory
as developed and applied in particular cases.

[13] [14] [15] Only a word need be added respecting
depletion and depreciation. We held in the Natural Gas
Pipeline Co. casethat there was no constitutional requirement
‘that the owner who embarks in a wasting-asset business of
limited life shall receive at the end more than he has put
into it.” 315 U.S. at page 593, 62 S.C. at page 746, 86 L.Ed.
1037. The Circuit Court of Appeals did not think that that
rule was applicable here because Hope was a utility required
to continue its service to the public and not scheduled to
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51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

end its business on a day certain as was stipulated to be
true of the Natural Gas Pipeline Co. But that distinction is
quite immaterial. The ultimate exhaustion of the supply is
inevitable in the case of all natural gas companies. Moreover,
this Court recognized in Lindheimer v. Illinois Bell Tdl. Co.,

supra, the propriety of basing annual depreciation on cost. 10
By such a procedure the **290 utility is made whole and

the integrity of its investment maintained. ' No more is

required. 12 we cannot approve the contrary holding *607
of United Railways & Electric Co.v. West, 280 U.S. 234, 253,
254,50 S.Ct. 123, 126, 127, 74 L .Ed. 390. Since there are no
constitutional requirements more exacting than the standards
of the Act, arate order which conforms to the latter does not
run afoul of the former.

The Position of West Virginia. The State of West Virginia,
as well as its Public Service Commission, intervened in
the proceedings before the Commission and participated in
the hearings before it. They have also filed a brief amicus
curiae here and have participated in the argument at the bar.
Their contention is that the result achieved by the rate order
‘brings consequences which are unjust to West Virginia and
its citizens and which ‘unfairly depress the value of gas,
gas lands and gas leaseholds, unduly restrict development of
their natural resources, and arbitrarily transfer their properties
to the residents of other states without just compensation
therefor.’

West Virginiapoints out that the Hope Natural Gas Co. holds
alarge number of leases on both producing and unoperated
properties. The owner or grantor receives from the operator or
grantee delay rentals as compensation for postponed drilling.
When a producing well is successfully brought in, the gas
lease customarily continues indefinitely for the life of the
field. In that case the operator pays a stipulated gas-well
rental or in some cases a gas royalty equivalent to one-eighth

of the gas marketed. 13 Both the owner and operator have
valuable property interests in the gas which are separately
taxable under West Virginia law. The contention is that the
reversionary interests in the leasehol ds should be represented
in the rate proceedings since it is their gas which is being
sold in interstate *608 commerce. It is argued, moreover,
that the owners of the reversionary interests should have
the benefit of the ‘discovery value' of the gas leaseholds,
not the interstate consumers. Furthermore, West Virginia
contends that the Commission in fixing a rate for natura
gas produced in that State should consider the effect of the
rate order on the economy of West Virginia. It is pointed

MNext

out that gas is a wasting asset with a rapidly diminishing
supply. Asaresult West Virginia's gas deposits are becoming
increasingly valuable. Nevertheless the rate fixed by the
Commission reduces that value. And that reduction, it is
said, has severe repercussions on the economy of the State.
It is argued in the first place that as a result of this
rate reduction Hope's West Virginia property taxes may be
decreased in view of the relevance which earnings have under
West Virginia law in the assessment of property for tax

purposes. 14 Secondly, it is pointed out that West Virginia

has a production tax 15 on the ‘value' of the gas exported
from the State. And we are told that for purposes of that
tax ‘value' becomes under West Virginialaw ‘practically the
substantial equivalent of market value.” Thus West Virginia
argues that underval uation of Hope's gas leaseholds will cost
the State many thousands of dollars in taxes. The effect, it
is urged, is to impair West Virginias tax structure for the
benefit of Ohio and Pennsylvania consumers. West Virginia
emphasizes, moreover, its deep interest in the conservation
of its natural resources including its natura gas. It says
that a reduction of the value of these leasehold values
will jeopardize these conservation policies in three respects:
(1) **291 exploratory development of new fields will be
discouraged; (2) abandonment of lowyield high-cost marginal
wellswill be hastened; and (3) secondary recovery of oil will
be hampered. *609 Furthermore, West Virginia contends
that the reduced valuation will harm one of thegreat industries
of the State and that harm to that industry must inevitably
affect thewelfare of the citizens of the State. It isalso pointed
out that West Virginia has alarge interest in coal and oil as
well asin gas and that these forms of fuel are competitive.
When the price of gas is materially cheapened, consumers
turn to that fuel in preference to the others. As aresult this
lowering of the price of natural gas will have the effect of
depreciating the price of West Virginia coa and oil.

West Virginia insists that in neglecting this aspect of the
problem the Commission failed to perform thefunction which
Congress entrusted to it and that the case should be remanded

to the Commission for amodification of its order. 16

We have considered these contentions at length in view of the
earnestness with which they have been urged upon us. We
have searched the legidlative history of the Natural Gas Act
for any indication that Congress entrusted to the Commission
the various considerations which West Virginiahas advanced
here. And our conclusion isthat Congress did not.

[16] [17] We pointed out in Illinois Natural Gas Co. v.
Central Illinois Public Service Co., 314 U.S. 498, 506, 62
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S.Ct. 384, 387, 86 L.Ed. 371, that the purpose of the Natural
Gas Act was to provide, ‘through the exercise of the national
power over interstate commerce, an agency for regulating
the wholesale distribution to public service companies of
natural gas moving interstate, which this Court had declared
to be interstate commerce not subject to certain types of state
regulation.” Asstated in the House Report the * basic purpose’
of this legisation was ‘to occupy’ the field in which such
cases as *610 State of Missouri v. Kansas Natural Gas
Co., 265 U.S. 298, 44 S.Ct. 544, 68 L.Ed. 1027, and Public
Utilities Commission v. Attleboro Steam & Electric Co., 273
U.S. 83, 47 S.Ct. 294, 71 L.Ed. 549, had held the States
might not act. H.Rep. No. 709, 75th Cong., 1st Sess,, p. 2.
In accomplishing that purpose the bill was designed to take
‘no authority from State commissions' and was ‘so drawn
as to complement and in no manner usurp State regulatory
authority.” 1d., p. 2. And the Federal Power Commission was
given no authority over the‘ production or gathering of natural
gas.’ s1(b).

[18] The primary aim of this legisation was to protect
consumers against exploitation at the lands of natural gas
companies. Due to the hiatus in regulation which resulted
from the Kansas Natural Gas Co. case and related decisions
state commissions found it difficult or impossible to discover
what it cost interstate pipe-line companies to deliver gas
within the consuming states; and thus they were thwarted
in local regulation. H.Rep., No. 709, supra, p. 3. Moreover,
the investigations of the Federa Trade Commission had
disclosed that the majority of the pipe-line mileage in the
country used to transport natural gas, together with an
increasing percentage of the natural gas supply for pipe-line
transportation, had been acquired by a handful of holding

companies. 17 state commissions, independent producers,

and communities having or seeking the service were growing

quite helpless against these combinations. 18 These were
the types of problems with which those participating in the

hearings were pre-occupied. © Congress addressed itself to
those specific evils.

*611 The Federal Power Commission was given **292
broad powers of regulation. The fixing of ‘just and

reasonable’ rates (s 4) with the powers attendant thereto 20
was the heart of the new regulatory system. Moreover, the
Commission was given certain authority by s 7(a), on a
finding that the action was necessary or desirable ‘in the
publicinterest,’ to require natural gas companiesto extend or
improve their transportation facilities and to sell gas to any

MNext

authorized local distributor. By s 7(b) it was given control
over the abandonment of facilities or of service. And by s
7(c), as originally enacted, no natural gas company could
undertake the construction or extension of any facilities for
the transportation of natural gasto a market in which natural
gaswas already being served by another company, or sell any
natural gas in such a market, without obtaining a certificate
of public convenience and necessity from the Commission. In
passing on such applications for certificates of convenience
and necessity the Commission wastold by s7(c), asoriginally
enacted, that it was ‘ the intention of Congressthat natural gas
shall be sold in interstate commerce for resale for ultimate
public consumption for domestic, commercial, industrial, or
any other use at the lowest possible reasonabl e rate consistent
with the maintenance of adeguate service in the public
interest.” The latter provision was deleted from s 7(c) when
that subsection was amended by the Act of February 7, 1942,
56 Stat. 83. By that amendment limited grandfather rights
were granted companies desiring to extend their facilities
and services over the routes or within the area which they
were aready serving. Moreover, s 7(c) was broadened so
as to require certificates *612 of public convenience and
necessity not only where the extensions were being made
to markets in which natural gas was aready being sold by
another company but in other situations as well.

[19] These provisions were plainly designed to protect
the consumer interests against exploitation at the hands of
private natural gas companies. When it comes to cases of
abandonment or of extensions of facilities or service, we may

assume that, apart from the express exempti ons?! contained
in s 7, considerations of conservation are materia to the
issuance of certificates of public convenience and necessity.
But the Commission was not asked here for a certificate of
public convenience and necessity under s 7 for any proposed
construction or extension. It was faced with a determination
of the amount which a private operator should be allowed to
earn from the sale of natural gas across state lines through
an established distribution system. Secs. 4 and 5, not s 7,
provide the standards for that determination. We cannot
find in the words of the Act or in its history the dightest
intimation or suggestion that the exploitation of consumers
by private operators through the maintenance of high rates
should be allowed to continue provided the producing states
obtain indirect benefits from it. That apparently was the
Commission's view of the matter, for the same arguments
advanced here were presented to the Commission and not
adopted by it.
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We do not mean to suggest that Congress was unmindful
of the interests of the producing states in their natura gas
supplies when it drafted the Natural Gas Act. As we have
said, the Act does not intrude on the domain traditionally
reserved for control by state commissions; and the Federal
Power Commission was given no authority over *613 ‘the
production or gathering of natural gas.” s 1(b). In addition,
Congress recognized the legitimate interests of the States in
the conservation of natural gas. By s 11 Congress instructed
the Commission to make reports on compacts between two
or more States dealing with the conservation, production and

transportation of natural gas. 22 The Commission was also
**293 directed to recommend further legislation appropriate
or necessary to carry out any proposed compact and ‘to
aid in the conservation of natural-gas resources within the
United States and in the orderly, equitable, and economic
production, transportation, and distribution of natural gas.’
s 11(a). Thus Congress was quite aware of the interests of

the producing states in their natural gas supplies. 2 But it
left the protection of *614 those interests to measures other
than the maintenance of high rates to private companies. If
the Commission is to be compelled to let the stockholders of
natural gascompanieshaveafeast so that the producing states
may receive crumbs from that table, the present Act must be
redesigned. Such a project raises questions of policy which
go beyond our province.

[20] It is hardly necessary to add that a limitation on the
net earnings of a natural gas company from its interstate
businessisnot alimitation on the power of the producing state

either to safeguard itstax revenues from that industry % orto
protect theinterests of thosewho sell their gasto theinterstate

operator. 25 Thereturnwhich **294 the Commission *615
allowed was the net return after all such charges.

It is suggested that the Commission has failed to perform its
duty under the Act in that it has not allowed a return for gas
production that will be enough to induce private enterprise
to perform completely and efficiently its functions for the
public. The Commission, however, was not oblivious of those
matters. It considered them. It alowed, for example, delay
rentals and exploration and development costs in operating

expenses. 26 No serious attempt has been made here to show
that they are inadequate. We certainly cannot say that they
are, unless we are to substitute our opinions for the expert
judgment of the administrators to whom Congress entrusted
the decision. Moreover, if in light of experience they turn
out to be inadequate for development of new sources of

Mext

supply, the doors of the Commission are open for increased
allowances. Thisisnot an order for al time. The Act contains

machinery for obtaining rate adjustments. s 4.

[21] [22] But it is said that the Commission placed
too low a rate on gas for industrial purposes as compared
with gas for domestic purposes and that industrial uses
should be discouraged. It should be noted in the first place
that the rates which the Commission has fixed are Hope's
interstate wholesale rates to distributors not interstate rates

to industrial users?’ and domestic consumers. We hardly
*616 can assume, in view of the history of the Act and
its provisions, that the resales intrastate by the customer
companies which distribute the gas to ultimate consumersin
Ohio and Pennsylvania are subject to the rate-making powers

of the Commission. 28 But in any event those rates are not
in issue here. Moreover, we fail to find in the power to
fix ‘just and reasonable’ rates the power to fix rates which
will disallow or discourage resales for industrial use. The
Committee Report stated that the Act provided ‘ for regulation
aong recognized and more or |ess standardized lines' and that
there was ‘nothing novel in its provisions. H.Rep.No.709,
supra, p. 3. Yet if we are now to tell the Commission to
fix the rates so as to discourage particular uses, we would
indeed be injecting into arate case a ‘novel’ doctrine which
has no express statutory sanction. The same would be true if
we were to hold that the wasting-asset nature of the industry
required the maintenance of the level of rates so that natural
gas companies could make a greater profit on each unit of
gas sold. Such theories of rate-making for this industry may
or may not be desirable. The difficulty is that s 4(a) and s
5(a) contain only the conventional standards of rate-making

for natural gas companies. 2 The *617 Act of February
7, 1942, by broadening s 7 gave the Commission some
additional authority to deal with the conservation aspects of

the problem. 30 Byt s4(a) and s 5(a) were not changed. If the
standard **295 of ‘just and reasonabl€’ is to sanction the
maintenance of high rates by a natural gas company because
they restrict the use of natural gas for certain purposes, the
Act must be further amended.

[23] [24] Itisfinaly suggested that the rates charged by
Hope are discriminatory as against domestic users and in
favor of industrial users. That charge is apparently based on
s 4(b) of the Act which forbids natural gas companies from
maintaining ‘any unreasonable difference in rates, charges,
service, facilities, or in any other respect, either as between
localities or as between classes of service.” The power of the
Commission to eliminate any such unreasonable differences
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or discriminationsisplain. s5(a). The Commission, however,
made no findings under s 4(b). Its failure in that regard was
not challenged in the petition to review. And it has not been
raised or argued here by any party. Hence the problem of
discrimination has no proper place in the present decision.
It will be time enough to pass on that issue when it is
presented to us. Congress has entrusted the administration of
the Act to the Commission not to the courts. Apart from the
requirementsof judicial reviewitisnot *618 for usto advise
the Commission how to discharge its functions.

Findings as to the Lawfulness of Past Rates. As we have
noted, the Commission made certain findings as to the
lawfulness of past rates which Hope had charged itsinterstate
customers. Those findings were made on the complaint of the
City of Cleveland and in aid of stateregulation. It isconceded
that under the Act the Commission has no power to make
reparation orders. And its power to fix rates admittedly is
limited to those ‘ to be thereafter observed andinforce.” s5(a).
But the Commission maintains that it has the power to make
findings as to the lawfulness of past rates even though it has

no power to fix those rates. 31 However that may be, we do
not think that these findings were reviewable under s 19(b) of
the Act. That section gives any party ‘aggrieved by an order’
of theCommission areview ‘of such order’ inthecircuit court
of appeals for the circuit where the natural gas company is
located or hasits principal place of business or in the United
States Court of Appeals for the District of Columbia. We do
not think that thefindingsin question fall within that category.
[25] [26]
types of administrative action or determination reviewable
as orders under the Urgent Deficiencies Act of October 22,
*619 1913, 28 U.S.C. ss 45, 47a, 28 U.S.C.A. ss 45, 473,
and kindred statutory provisions. Rochester Tel. Corp. v.
United States, 307 U.S. 125, 59 S.Ct. 754, 83 L.Ed. 1147.
It was there pointed out that where ‘the order sought to
be reviewed does not of itself adversely affect complainant
but only affects his rights adversely on the contingency of
future administrative action’, it is not reviewable. 1d., 307
U.S. at page 130, 59 S.Ct. at page 757, 83 L.Ed. 1147. The
Court said, ‘In view of traditional conceptions of federal
judicial power, resort to the courts in these situations is
either premature or wholly beyond their province’” **296
Id., 307 U.S. at page 130, 59 S.Ct. at page 757, 83 L.Ed.
1147. And see United States v. Los Angeles S.L.R. C/O.,
273 U.S. 299, 309, 310, 47 S.CT. 413, 414, 415, 71 L.ED.
651; SHANNAHAN V. UNITED STATES, 303 U.S. 596,
58 S.CT. 732, 82 L.ED. 1039. THESE CONSIDERATIONS

Mext

The Court recently summarized the various

ARE APPOSITE HERE. THE COMMISSION HAS
NO AUTHORITY TO ENFORCE THESE FINDINGS.
THEY ARE ‘THE EXERCISE SOLELY OF THE
FUNCTION OF INVESTIGATION.” UNITED STATES
V. LOS ANGELES & S.L.R. CO., SUPRA, 273 U.S.
AT PAGE 310, 47 SCT. AT PAGE 414, 71 L.ED.
651. THEY ARE ONLY A PRELIMINARY, INTERIM
STEP TOWARDS POSSIBLE FUTURE ACTION—
ACTION NOT BY THE COMMISSION BUT BY
WHOLLY INDEPENDENT AGENCIES. THE OUTCOME
OF THOSE PROCEEDINGS MAY TURN ON FACTORS
OTHER THAN THESE FINDINGS. THESE FINDINGS
MAY NEVERRESULT IN THE RESPONDENT FEELING
THE PINCH OF ADMINISTRATIVE ACTION.

Reversed.

Mr. Justice ROBERTS took no part in the consideration or
decision of this case.

Opinion of Mr. Justice BLACK and Mr. Justice MURPHY .

We agree with the Court's opinion and would add nothing
to what has been said but for what is patently a wholly
gratuitous assertion as to Constitutional law in the dissent
of Mr. Justice FRANKFURTER. We refer to the statement
that ‘ Congressiona acquiescence to date in the doctrine of
Chicago, etc., R. Co. v. Minnesota, supra (134 U.S. 418,
10 S.Ct. 462, 702, 33 L.Ed. 970), may fairly be claimed.’
That was the case in which a mgjority of this Court was
finally induced to expand themeaning *620 of ‘ due process
so as to give courts power to block efforts of the state
and national governments to regulate economic affairs. The
present case does not afford a proper occasion to discuss
the soundness of that doctrine because, as stated in Mr.
Justice FRANKFURTER'S dissent, ‘That issue is not here
in controversy.” The salutary practice whereby courts do not
discuss issues in the abstract applies with peculiar force to
Constitutional questions. Since, however, the dissent adverts
to ahighly controversial due process doctrine and impliesits
acceptance by Congress, we feel compelled to say that we
do not understand that Congress voluntarily has acquiesced
inaConstitutional principle of government that courts, rather
than |egislative bodies, possessfinal authority over regulation
of economic affairs. Even this Court has not always fully
embraced that principle, and we wish to repeat that we have
never acquiesced in it, and do not now. See Federal Power
Commission v. Natural Gas Pipeline Co., 315 U.S. 575,
599-601, 62 S.Ct. 736, 749, 750, 86 L.Ed. 1037.
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)

51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

Mr. Justice REED, dissenting.

This case involves the problem of rate making under the
Natural Gas Act. Added importance arises from the obvious
fact that the principles stated are generally applicable to all
federal agencies which are entrusted with the determination
of ratesfor utilities. Because my views differ somewhat from
those of my brethren, it may be of some value to set them out
in asummary form.

The Congress may fix utility rates in situations subject to
federal control without regard to any standard except the
congtitutional standards of due process and for taking private
property for public use without just compensation. Wilson v.
New, 243 U.S. 332, 350, 37 S.Ct. 298, 302, 61 L.Ed. 755,
L.R.A.1917E, 938, Ann.Cas.1918A, 1024. A Commission,
however, does not have this freedom of action. Its powers
are limited not only by the constitutional standards but also
by the standards of the delegation. Here the standard added
by the Natural Gas Act is that the rate be ‘just *621 and

reasonable.’* Section 62 **297 throws additional light on
the meaning of these words.

When the phrase was used by Congress to describe allowable
rates, it had relation to something ascertainable. The rates
were not |eft to the whim of the Commission. The rates fixed
would produce an annual return and that annual return wasto
be compared with atheoretical just and reasonable return, all
risks considered, on the fair value of the property used and
useful in the public service at the time of the determination.

Such an abstract test is not precise. The agency charged with
its determination has a wide range before it could properly
be said by a court that the agency had disregarded statutory
standards or had confiscated the property of the utility for
public use. Cf. Chicago, M. & St. P.R. Co. v. Minnesota, 134
U.S. 418, 461—466, 10 S.Ct. 462, 702, 703—705, 33 L.Ed.
970, dissent. This is as Congress intends. Rates are left to
an experienced agency particularly competent by training to
appraise the amount required.

The decision as to a reasonable return had not been a source
of great difficulty, for borrowers and lenders reached such
agreements daily in a multitude of situations; and although
the determination of fair value had been troublesome, its
essentials had been worked out in fairness to investor and
consumer by the time of the enactment *622 of this Act.
Cf. Los Angeles G. & E. Corp. v. Railroad Comm., 289
U.S. 287, 304 et seq., 53 S.Ct. 637, 643 et seq., 77 L.Ed.
1180. The results were well known to Congress and had that

MNext

body desired to depart from the traditional concepts of fair
vaue and earnings, it would have stated itsintention plainly.
Helvering v. Griffiths, 318 U.S. 371, 63 S.Ct. 636.

It was already clear that when rates are in dispute, ‘earnings
produced by rates do not afford a standard for decision.’
289 U.S. a page 305, 53 S.Ct. at page 644, 77 L.Ed. 1180.

Historical cost, prudent investment and reproduction cost
were al relevant factors in determining fair value. Indeed,
disregarding the pioneer investor'srisk, if prudent investment
and reproduction cost were not distorted by changes in price
levels or technology, each of them would produce the same
result. The redization from the risk of an investment in
a speculative field, such as natural gas utilities, should be

reflected in the present fair value. 4 The amount of evidence
to be admitted on any point was of course in the agency's
reasonablediscretion, and it wasfreeto giveitsown weight to
these or other factors and to determine from all the evidence
its own judgment as to the necessary rates.

*623 | agreewith the Court in not imposing arule of prudent
investment alone in determining the rate base. This leaves
the Commission free, as | understand it, to use any available
evidence for its finding of fair value, including both prudent
investment and the cost of installing at the present time an
efficient system for furnishing the needed utility service.

My disagreement with the Court arises primarily from its
view that it makesno **298 difference how the Commission
reached the rate fixed so long as the result is fair and
reasonable. For methe statutory command to the Commission
is more explicit. Entirely aside from the constitutional
problem of whether the Congress could validly delegate its
rate making power to the Commission, in toto and without
standards, it did legisate in the light of the relation of
fair and reasonable to fair value and reasonable return. The
Commission must therefore make its findings in observance
of that relationship.

The Federal Power Commission did not, as | construe
their action, disregard its statutory duty. They heard the
evidence relating to historical and reproduction cost and
to the reasonable rate of return and they appraised its
weight. The evidence of reproduction cost was rejected as
unpersuasive, but from the other evidence they found arate
base, which is to me a determination of fair value. On
that base the earnings allowed seem fair and reasonable.
So far as the Commission went in appraising the property
employed in the service, | find nothing in the result which
indicates confiscation, unfairness or unreasonableness. Good

6383


http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100348&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_302&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_302
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100348&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_302&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_302
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100348&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_302&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_302
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100348&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_302&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_302
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100348&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_302&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_302
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1917100348&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_302&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_302
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS6&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS6&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_702&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_702
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_702&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_702
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_702&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_702
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_702&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_702
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1890180105&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=780&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_780_304&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_780_304
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=780&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_780_304&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_780_304
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=780&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_780_304&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_780_304
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=780&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_780_304&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_780_304
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_643&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_643
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_643&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_643
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=470&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1943120494&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1943120494&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_644&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_644
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1933122981&pubNum=708&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&fi=co_pp_sp_708_644&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_708_644

PEOPLES GAS SYSTEM, INC.
DOCKET NO. 20230023-GU
OPC'S FIRST REQUEST FOR PODS

FILED: MAY 11, 2023

Workpaper 01
Page 14 of 31

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)

51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

administration of rate making agencies under this method
would avoid undue delay and render reval uations unnecessary
except after violent fluctuations of price levels. Rate making
under this method has been subjected to criticism. But until
Congress changes the standards for the agencies, these rate
making bodies should continue the conventional theory of
rate *624 making. It will probably be simpler to improve
present methods than to devise new ones.

But amajor error, | think was committed in the disregard by
the Commission of the investment in exploratory operations
and other recognized capital costs. These were not considered
by the Commission because they were charged to operating
expenses by the company at atime when it was unregul ated.
Congress did not direct the Commission in rate making
to deduct from the rate base capita investment which had
been recovered during the unregulated period through excess
earnings. In my view this part of the investment should no
more have been disregarded in the rate base than any other
capital investment which previously had been recovered and
paid out in dividends or placed to surplus. Even if prudent
investment throughout the life of the property is accepted
as the formula for figuring the rate base, it seems to me
illogical to throw out the admittedly prudent cost of part of
the property because the earnings in the unregulated period
had been sufficient to return the prudent cost to the investors
over and above a reasonable return. What would the answer
be under the theory of the Commission and the Court, if the
only prudent investment in this utility had been the seventeen
million capital charges which are now disallowed?

For the reasons heretofore stated, | should affirm the action
of the Circuit Court of Appealsin returning the proceeding to
the Commission for further consideration and should direct
the Commission to accept the disallowed capital investment
in determining the fair value for rate making purposes.

Mr. Justice FRANKFURTER, dissenting.

My brother JACKSON has analyzed with particularity the
economic and social aspects of natural gas as well as *625
the difficulties which led to the enactment of the Natural
Gas Act, especially those arising out of the abortive attempts
of States to regulate natural gas utilities. The Natural Gas
Act of 1938 should receive application in the light of this
anaysis, and Mr. Justice JACKSON has, | believe, drawn
relevant inferences regarding the duty of the Federal Power
Commission in fixing natural gasrates. His exposition seems
to me unanswered, and | shall say only a few words to
emphasize my basic agreement with him.

MNext

For our society the needsthat are met by public utilitiesare as
truly public services asthetraditional governmental functions
of policeand justice. They are not less so when these services
are rendered by private enterprise under governmental
regulation. Who ultimately determinestheways of regulation,
is the decisive aspect in the public supervision of privately-
owned utilities. Foreshadowed nearly sixty years ago,
Railroad Commission Cases (Stonev. Farmers' Loan & Trust
Co.), 116 U.S. 307, 331, 6 S.Ct. 334, 344, 388, 1191, 29 L .Ed.
636, it was decided more than fifty **299 years ago that the
final say under the Constitution lieswith thejudiciary and not
the legislature. Chicago, etc., R. Co. v. Minnesota, 134 U.S.
418, 10 S.Ct. 462, 702, 33 L.Ed. 970.

While legal issues touching the proper distribution of
governmental powers under the Constitution may always be
raised, Congressional acquiescence to date in the doctrine
of Chicago, etc., R. Co. v. Minnesota, supra, may fairly
be clamed. But in any event that issue is not here in
controversy. As pointed out in the opinions of my brethren,
Congress has given only limited authority to the Federal
Power Commission and made the exercise of that authority
subject to judicial review. The Commission is authorized to
fix rates chargeable for natural gas. But the rates that it can
fix must be ‘just and reasonable’. s 5 of the Natural Gas Act,
15 U.S.C. s 717d, 15 U.S.C.A. s 717d. Instead of making
the Commission's rate determinations final, Congress *626
specifically provided for court review of such orders. To
be sure, ‘the finding of the Commission as to the facts, if
supported by substantial evidence' was made ‘conclusive’,
s 19 of the Act, 15 U.S.C. s 717r; 15 U.SC.A. s 717r.
But obedience of the requirement of Congress that rates be
‘just and reasonable’ is not an issue of fact of which the
Commission's own determination is conclusive. Otherwise,
there would be nothing for a court to review except questions
of compliance with the procedural provisions of the Natural
GasAct. Congress might have seenfit soto cast itslegislation.
But it has not done so. It has committed to the administration
of the Federa Power Commission the duty of applying
standards of fair dealing and of reasonableness relevant
to the purposes expressed by the Natural Gas Act. The
requirement that rates must be ‘just and reasonable’ means
just and reasonable in relation to appropriate standards.
Otherwise Congress would have directed the Commission
to fix such rates as in the judgment of the Commission are
just and reasonable; it would not have aso provided that
such determinations by the Commission are subject to court
review.
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To what sources then are the Commission and the courts to
go for ascertaining the standards relevant to the regulation
of natural gas rates? It is at this point that Mr. Justice
JACKSON'S analysis seems to me pertinent. There appear to
be two alternatives. Either the fixing of natural gas rates must
be left to the unguided discretion of the Commission so long
as the rates it fixes do not reveal a glaringly had prophecy
of the ability of a regulated utility to continue its service in
the future. Or the Commission's rate orders must be founded
on due consideration of all the elements of the public interest
which the production and distribution of natural gasinvolve
just because it is natural gas. These elements are reflected
in the Natural Gas Act, if that Act be applied as an entirety.
See, for *627 instance, ss4(a)(b)(c)(d), 6, and 11, 15 U.S.C.
ss 717¢(a)(b)(c)(d), 717e, and 717}, 15 U.S.C.A. ss 717c(a—
d), 717e, 717j. Of course the statute is not concerned with
abstract theories of ratemaking. But its very foundation isthe
‘publicinterest’, and the publicinterest isatexture of multiple
strands. It includes more than contemporary investors and
contemporary consumers. The needs to be served are not
restricted to immediacy, and social aswell as economic costs
must be counted.

It will not do to say that it must al be left to the skill of
experts. Expertise isarational process and arational process
implies expressed reasons for judgment. It will little advance
the public interest to substitute for the hodge-podge of the
rulein Smyth v. Ames, 169 U.S. 466, 18 S.Ct. 418, 42 L.Ed.
819, an encouragement of conscious obscurity or confusion
in reaching a result, on the assumption that so long as the
result appears harmless its basis is irrelevant. That may be
an appropriate attitude when state action is challenged as
unconstitutional. Cf. Driscoll v. Edison Light & Power Co.,
307 U.S. 104, 59 S.Ct. 715, 83 L.Ed. 1134. But it is not to
be assumed that it was the design of Congress to make the
accommodation of the conflicting interests exposed in Mr.
Justice JACK SON'S opinion the occasion for ablind clash of
forcesor apartial assessment of relevant factors, either before
the Commission or here.

The objection to the Commission's action is not that the rates
it granted were too low but that the range of itsvision wastoo
narrow. And since theissues before the Commission involved
no lessthan the **300 total public interest, the proceedings
before it should not be judged by narrow conceptions of
common law pleading. And so | conclude that the case should
be returned to the Commission. In order to enable this Court
to dischargeits duty of reviewing the Commission'sorder, the
Commission should set forth with explicitness the criteria by

MNext

which it is guided *628 in determining that rates are ‘just
and reasonabl€’, and it should determine the public interest
that isin its keeping in the perspective of the considerations
set forth by Mr. Justice JACKSON.

By Mr. Justice JACKSON.

Certainly thetheory of the court below that tiesrate-making to
the fair-value-reproduction-cost formula should be overruled
asin conflict with Federal Power Commission v. Natural Gas

Pipeline Co. L But the case should, | think, be the occasion
for reconsideration of our rate-making doctrine as applied to
natural gas and should be returned to the Commission for
further consideration in the light thereof.

The Commission appears to have understood the effect of
the two opinions in the Pipeline case to be at least authority
and perhaps direction to fix natural gas rates by exclusive
application of the ‘prudent investment’ rate base theory.
This has no warrant in the opinion of the Chief Justice
for the Court, however, which released the Commission
from subservience to ‘any single formula or combination of
formulas provided its order, ‘viewed in its entirety, produces
no arbitrary result.” 315 U.S. at page 586, 62 S.Ct. at page
743, 86 L.Ed. 1037. The minority opinion | understood to
advocate the ‘ prudent investment’ theory asasufficient guide
in a natural gas case. The view was expressed in the court
below that since this opinion was not expressly controverted

it must have been approved. 2 | disclaim this imputed *629
approval with some particularity, because | attach importance
at the very beginning of federal regulation of the natural gas
industry to approaching it as the performance of economic
functions, not as the performance of legalistic rituals.

Solutions of these cases must consider eccentricities of the
industry which gives rise to them and aso to the Act of
Congress by which they are governed.

The heart of this problem is the elusive, exhaustible, and
irreplaceable nature of natural gas itself. Given sufficient
money, we can produce any desired amount of railroad, bus,
or steamship transportation, or communications facilities,
or capacity for generation of electric energy, or for the
manufacture of gas of akind. In the service of such utilities
one customer has little concern with the amount taken by
another, one's waste will not deprive another, a volume of
service and be created equal to demand, and today's demands
will not exhaust or lessen capacity to serve tomorrow. But
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the wealth of Midas and the wit of man cannot produce or
reproduce a natural gas field. We cannot even reproduce the
gas, for our manufactured product has only about half the
heating value per unit of nature's own. 8

**301 Natura gasin some quantity is produced in twenty-
four states. It is consumed in only thirty-five states, and is

*630 available only to about 7,600,000 consumers. # Its
availability has been more localized than that of any other
utility service because it has depended more on the caprice
of nature.

The supply of the Hope Company is drawn from that old
and rich and vanishing field that flanks the Appalachian
mountains. Its center of production is Pennsylvaniaand West
Virginia, with a fringe of lesser production in New Y ork,
Ohio, Kentucky, Tennessee, and the north end of Alabama
Oil was discovered in commercial quantities at a depth of
only 69 1/2 feet near Titusville, Pennsylvania, in 1859.

Its value then was about $16 per barrel.® The oil branch
of the petroleum industry went forward at once, and with
unprecedented speed. The area productive of oil and gaswas
roughed out by the drilling of over 19,000 ‘wildcat’ wells,
estimated to have cost over $222,000,000. Of these, over
18,000 or 94.9 per cent, were ‘dry holes.” About five per cent,
or 990 wells, made discoveries of commercia importance,

767 of them resulting chiefly in oil and 223 in gas only. 6
Prospecting for many years was a search for oil, and to strike
gaswas amisfortune. Waste during this period and even later
isappalling. Gaswasregarded as having no commercial value
until about 1882, in which year the total yield was valued

only at about $75,000. 7 Sincethen, contrary to oil, which has
become cheaper gasin thisfield has pretty steadily advanced
in price.

While for many years natural gas had been distributed on a

small scale for Iighting,8 its acceptance was slow, *631
facilities for its utilization were primitive, and not until 1885

did it take on the appearance of asubstantial industry. 9 Soon

monopoly of production or markets developed. 10 19 get
gas from the mountain country, where it was largely found,
to centers of population, where it was in demand, required
very large investment. By ownership of such facilities a
few corporate systems, each including several companies,
controlled access to markets. Their purchases became the
dominating factor in giving a market value to gas produced
by many small operators. Hope is the market for over 300
such operators. By 1928 natural gas in the Appalachian

MNext

field commanded an average price of 21.1 cents per m.c.f.
a points of production and was bringing 45.7 cents at

points of consumption. 1 The companies which controlled
markets, however, did not rely on gas purchases alone. They
acquired and held in fee or leasehold great acreagein territory
proved by ‘wildcat’ drilling. These large marketing system
companies as well as many small independent owners and
operators have carried on the commercial development of
proved territory. The development risks appear from the
estimate that up to 1928, 312,318 proved areawells had been
sunk in the Appalachian field of which 48,962, or 15.7 per

cent, failed to produce oil or gasin commercial quantity. 12

*632 With the source of supply thus tapped to serve
centers of large demand, like Pittsburgh, Buffalo, Cleveland,
Y oungstown, Akron, and other industrial communities, the
distribution of natural gas fast became big business. Its
advantagesasa **302 fuel and its price commended it, and
the business yielded a handsome return. All was merry and
the goose hung high for consumers and gas companies alike
until about thetime of thefirst. World War. Almost unnoticed
by the consuming public, the whole Appalachian field passed
its peak of production and started to decline. Pennsylvania,
which to 1928 had given off about 38 per cent of the natural
gas from this field, had its peak in 1905; Ohio, which had
produced 14 per cent, had itspeak in 1915; and West Virginia,
greatest producer of all, with 45 per cent to its credit, reached

its peak in 1917, 13

Western New York and Eastern Ohio, on the fringe of the
field, had some production but relied heavily onimportsfrom
Pennsylvania and West Virginia. Pennsylvania, a producing
and exporting state, was a heavy consumer and supplemented
her production with imports from West Virginia. West
Virginia was a consuming state, but the lion's share of her
production was exported. Thus the interest of the statesin the
North Appalachian supply was in conflict.

Competition among localities to share in the failing supply
and the helplessness of state and local authorities in the
presence of state lines and corporate complexities is a part

of the background of federal intervention in the industry. 14
West Virginiatook theboldest measure. It legislated apriority
in its entire production in favor of its own inhabitants. That

was frustrated by an injunction *633 from this Court. n
Throughout the region clashes in the courts and conflicting
decisions evidenced public anxiety and confusion. It was
held that the New Y ork Public Service Commission did not
have power to classify consumers and restrict their use of
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gas. 16 That Commission held that a company could not

abandon apart of itsterritory and still servetherest. 7 some
courts admonished the companies to take action to protect

consumers. 8 Several courts held that companies, regardless
of failing supply, must continueto take on customers, but such
compulsory additionswerefinally held to bewithinthe Public

Service Commission's discretion. ° There were attempts to
throw up franchises and quit the service, and municipalities

resorted to the courts with conflicting results. 20 pyplic
service commissions of consuming states were handicapped,

for they had no control of the supply. 2

**303 *634 Shortagesduring World War | occasioned the
first intervention in the natural gas industry by the Federa
Government. Under Proclamation of President Wilson the
United States Fuel Administrator took control, stopped
extensions, classified consumers and established apriority for

domestic over industrial use. 2 After the war federal control
was abandoned. Some cities once served with natural gas
became dependent upon mixed gas of reduced heating value

and relatively higher price. 23

Utilization of natural gasof highest social aswell aseconomic
return is domestic use for cooking and water *635 heating,
followed closely by usefor space heatingin homes. Thisisthe
true public utility aspect of the enterprise, and its preservation
should be the first concern of regulation. Gas does the family

cooking cheaper than any other fuel. 2 Butits advantages do
not end with dollars and cents cost. It is delivered without
interruption at the meter as needed and is paid for after it is
used. No money istied upin asupply, and no spaceisused for
storage. It requires no handling, creates no dust, and leavesno
ash. It responds to thermostatic control. It ignites easily and
immediately develops its maximum heating capacity. These
incidental advantages make domestic life more liveable.

Industrial use is induced less by these qualities than by low
cost in competition with other fuels. Of the gas exported from
West Virginia by the Hope Company a very substantial part
is used by industries. This wholesale use speeds exhaustion
of supply and displaces other fuels. Coal miners and the
coa industry, a large part of whose costs are wages, have
complained of unfair competition from low-priced industrial

gas produced with relatively little labor cost. 2

Gas rate structures generally have favored industrial users.
In 1932, in Ohio, the average yield on gas for domestic
consumption was 62.1 cents per m.c.f. and on industrid,

MNext

*636 38.7. In Pennsylvania, the figures were 62.9 against
31.7. West Virginia showed the least spread, domestic

consumers paying 36.6 cents; and industrial, 27.7. %
Although this spread islessthan **304 in other parts of the
United States, 2’ it can hardly be said to be self-justifying.
It certainly is a very great factor in hastening decline of the
natural gas supply.

About the time of World War | there were occasional
and short-lived efforts by some hard-pressed companies
to reverse this discrimination and adopt graduated rates,
giving a low rate to quantities adequate for domestic use

and graduating it upward to discourage industrial use. 28

*637 These rates met opposition from industrial sources,
of course, and since diminished revenues from industrial
sources tended to increase the domestic price, they met little
popular or commission favor. The fact is that neither the gas
companies nor the consumers nor local regulatory bodies can
be depended upon to conserve gas. Unless federal regulation
will take account of conservation, its efforts seem, asin this
case, actually to constitute a new threat to the life of the
Appalachian supply.

Congress in 1938 decided upon federal regulation of the
industry. It did so after an exhaustive investigation of all
aspects including failing supply and competition for the use
of natural gas intensified by growing scarcity. 2 Pipelines
from the Appalachian area to markets were in the control
of a handful of holding company systems. 30 This created
a highly concentrated control of the producers market
and of the consumers supplies. While holding companies
dominated both production and distribution they segregated

those activities in separate *638 subsidiaries, 3! the effect
of which, if not the purpose, wasto isolate **305 some end
of the business from the reach of any one state commission.
The cost of natural gasto consumers moved steadily upwards
over the years, out of proportion to prices of oil, which,
except for the element of competition, is produced under
somewhat comparable conditions. The public came to feel
that the companies were exploiting the growing scarcity of
local gas. The problems of this region had much to do with
creating the demand for federal regulation.

The Natural Gas Act declared the natural gas business
to be ‘affected with a public interest,” and its regulation

‘necessary in the public interest.’ 32 Originally, and at the
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time this proceeding was commenced and tried, it aso
declared ‘the intention of Congress that natural gas shall be
sold in interstate commerce for resale for ultimate public
consumption for domestic, commercial, industrial, or any
other use at thelowest possibl e reasonabl e rate consistent with

the maintenance of adequate servicein the public interest.’ 33

While this was later dropped, there is nothing to indicate
that it was not and is not still an accurate statement of
purpose of the Act. Extension or improvement of facilities
may be ordered when ‘necessary or desirable in the public
interest,” abandonment of facilities may be ordered when
the supply is ‘depleted to the extent that the continuance of
service is unwarranted, or that the present or future public
convenience or necessity *639 permit’ abandonment and
certain extensions can only be made on finding of ‘the

present or future public convenience and necessity.' % The
Commission isrequired to take account of the ultimate use of
the gas. Thusiit is given power to suspend new schedules as
to rates, charges, and classification of services except where
the schedules are for the sale of gas ‘for resale for industrial

use only,' 35 which gives the companies greater freedom to
increase rates on industrial gas than on domestic gas. More
particularly, the Act expressly forbids any undue preference
or advantage to any person or ‘any unreasonable differencein
rates* * * either as between localities or as between classes

of service' 3 And the power of the Commission expressly
includes that to determine the ‘just and reasonable rate,
charge, classification, rule, regulation, practice, or contract to
37

be thereafter observed and in force.'
In view of the Court's opinion that the Commission in
administering the Act may ignore discrimination, it is
interesting that in reporting this Bill both the Senate and the
House Committees on Interstate Commerce pointed out that
in 1934, on a nationwide average the price of natural gas
per m.c.f. was 74.6 cents for domestic use, 49.6 cents for
commercial use, and 16.9 for industrial use. 8 | am not ready
to think that supporters of abill called attention to the striking
fact that householders were being charged five times as much
for their gas as industrial users only as a situation which the
Bill would do nothing to remedy. On the other hand the Act
gave to the Commission what the Court aptly describes as
‘broad powers of regulation.’

*640 111.

This proceeding was initiated by the Cities of Cleveland
and Akron. They alleged that the price charged by Hope for

MNext

natural gas ‘for resale to domestic, commercial and small
industrial consumersin Cleveland and el sewhereisexcessive,
unjust, unreasonable, greatly in excess of the price charged
by Hope to nonaffiliated companies at wholesale for resale
to domestic, commercial and small industrial consumers,
and greatly in excess of the price charged by Hope to East
Ohio for resale to certain favored industrial consumers in
Ohio, and thereforeis further unduly discriminatory between
consumers and between classes of service' (italics supplied).
The company answered admitting differences in prices to
affiliated and nonaffiliated companies and justifying them
by differences in conditions of delivery. **306 As to the
allegation that the contract price is ‘greatly in excess of the
price charged by Hope to East Ohio for resale to certain
favored industrial consumers in Ohio,” Hope did not deny
a price differential, but aleged that industrial gas was not
sold to ‘favored consumers' but was sold under contract and
schedules filed with and approved by the Public Utilities
Commission of Ohio, and that certain conditions of delivery
made it not ‘unduly discriminatory.’

The record shows that in 1940 Hope delivered for
industrial consumption 36,523,792 m.c.f. and for domestic
and commercia consumption, 50,343,652 m.c.f. | find no
separate figure for domestic consumption. It served 43,767
domestic consumers directly, 511,521 through the East Ohio
Gas Company, and 154,043 through the Peoples Natural
Gas Company, both affiliates owned by the same parent. Its
specia contracts for industrial consumption, so far as appear,
are confined to about a dozen big industries.

*641 Hope is responsible for discrimination as exists in
favor of these few industrial consumers. It controls both
the resale price and use of industrial gas by virtue of the
very interstate sales contracts over which the Commission is
exercising its jurisdiction.

Hope's contract with East Ohio Company isan example. Hope
agrees to deliver, and the Ohio Company to take, ‘(a) al
natural gasrequisite for the supply of the domestic consumers
of the Ohio Company; (b) such amounts of natural gas as
may be requisite to fulfill contracts made with the consent
and approval of the Hope Company by the Ohio Company,
or companies which it supplies with natural gas, for the sale
of gas upon specia terms and conditions for manufacturing
purposes.” The Ohio company is required to read domestic
customers meters once a month and meters of industrial
customersdaily and to furnish all meter readingsto Hope. The
Hope Company is to have access to meters of al consumers
and to al of the Ohio Company's accounts. The domestic
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consumers of the Ohio Company are to be fully supplied
in preference to consumers purchasing for manufacturing
purposes and ‘Hope Company can be required to supply
gas to be used for manufacturing purposes only where the
same is sold under specia contracts which have first been
submitted to and approved in writing by the Hope Company
and which expressly provide that natural gaswill be supplied
thereunder only in so far as the sameis not necessary to meet
the requirements of domestic consumers supplied through
pipe lines of the Ohio Company.” This basic contract was
supplemented from time to time, chiefly as to price. The
last amendment was in a letter from Hope to East Ohio in
1937. It contained a special discount on industria gas and
a schedule of special industrial contracts, Hope reserving
the right to make eliminations therefrom and agreeing that
others might be added from time to *642 time with its
approval in writing. It said, ‘It is believed that the price
concessions contained in this letter, while not based on our
costs, are under certain conditions, to our mutual advantage
in maintaining and building up the volumes of gas sold by us

(italics supplied). 3°

**307 The Commission took no note of the charges of
discrimination and made no disposition of the issue tendered
on thispoint. It ordered aflat reduction in the price per m.c.f.
of al gas delivered by Hope in interstate commerce. It made
no limitation, condition, or provision as to what classes of
consumers should get the benefit of the reduction. While the
cities have accepted and are defending the reduction, it is my
view that the discrimination of which they have complained
is perpetuated and increased by the order of the Commission
and that it violates the Act in so doing.

The Commission's opinion aptly characterizes its entire
objective by saying that ‘bona fide investment figures now
become al-important in the regulation of rates.’ It should be
noted that the all-importance of this theory is not the result of
any instruction from Congress. When the Bill to regulate gas
was first before Congress it contained *643 the following:
‘In determining just and reasonable rates the Commission
shall fix such rate as will allow afair return upon the actual
legitimate prudent cost of the property used and useful for the
service in question.” H.R. 5423, 74th Cong., 1st Sess. Title
111, s 312(c). Congressrejected thislanguage. See H.R. 5423,
5213 (211(c)), and H.R. Rep. No. 1318, 74th Cong., 1st Sess.
30.

The Commission contends nevertheless that the ‘all
important’ formula for finding a rate base is that of
prudent investment. But it excluded from the investment
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base an amount actually and admittedly invested of some
$17,000,000. It did so because it says that the Company
recouped these expenditures from customers before the days
of regulation from earnings above a fair return. But it
would not apply all of such ‘excess earnings to reduce
the rate base as one of the Commissioners suggested.
The reason for applying excess earnings to reduce the
investment base roughly from $69,000,000 to $52,000,000
but refusing to apply them to reduce it from that to some
$18,000,000 is not found in a difference in the character of
the earnings or in their reinvestment. The reason assigned
is a difference in bookkeeping treatment many years before
the Company was subject to regulation. The $17,000,000,
reinvested chiefly in well drilling, was treated on the books
as expense. (The Commission now requiresthat drilling costs
be carried to capital account.) The allowed rate base thus
actually was determined by the Company's bookkeeping,
not its investment. This attributes a significance to formal
classification in account keeping that seemsinconsi stent with

rational rate regulation. 4 of *644 course, the **308
Commission would not and should not allow a rate base to
beinflated by bookkeeping which had improperly capitalized
expenses. | have doubts about resting public regulation upon
any rule that is to be used or not depending on which side it
favors.

*645 The Company on the other hand, has not put its gas
fieldsintoitscal culations on the present-value basis, although
that, it contends, isthe only lawful rulefor finding arate base.
To do so would result in arate higher than it has charged or
proposes as a matter of good business to charge.

The case before us demonstrates the lack of rationa
relationship between conventional rate-base formulas and
natural gasproduction and the extremitiesto which regulating
bodies are brought by the effort to rationalize them. The
Commission and the Company each stands on a different
theory, and neither ventures to carry its theory to logical
conclusion as applied to gasfields.

V.

This order is under judicial review not because we interpose
congtitutional theories between a State and the business
it seeks to regulate, but because Congress put upon the
federal courts a duty toward administration of a new federal
regulatory Act. If weareto hold that agiven rateisreasonable
just because the Commission has said it was reasonable,
review becomes a costly, time-consuming pageant of no
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practical valueto anyone. If on the other hand we are to bring
judgment of our own to the task, we should for the guidance
of the regulators and the regulated reveal something of the
philosophy, be it legal or economic or social, which guides
us. We need not be slaves to a formula but unless we can
point out a rational way of reaching our conclusions they
can only be accepted as resting on intuition or predilection. |
must admit that | possess no instinct jby which to know the
‘reasonable’ from the ‘unreasonable’ in prices and must seek
some conscious design for decision.

The Court sustains this order as reasonable, but what makes
it so or what could possibly make it otherwise, *646 |
cannot learn. It holds that: ‘it is the result reached not the
method employed which is controlling’; ‘the fact that the
method employed to reach that result may contain infirmities
is not then important’ and it is not ‘important to this case to
determinethe various permissiblewaysinwhich any ratebase
on which the return is computed might be arrived at.” The
Court doeslean somewhat on considerations of capitalization
and dividend history and requirements for dividends on
outstanding stock. But | can give no real weight to that for it
is generally and | think deservedly in discredit as any guide
in rate cases, *

Our books aready contain so much talk of methods of
rationalizing rates that we must appear ambiguous if we
announce results without our working methods. We are
confronted with regulation of a unique type of enterprise
which | think requires considered reection of much
conventional utility doctrine and adoption of conceptsof *just
and reasonable’ ratesand practicesand of the‘ public interest’
that will take account of the peculiarities of the business.

The Court rejects the suggestions of this opinion. It says that
the Committees in reporting the bill which became the Act
said it provided ‘for regulation along recognized and more
or less standardized lines' and that there was ‘ nothing novel
in its provisions.” So saying it sustains a rate calculated on
a novel variation of a rate base theory which itself had at
the time of enactment of the legislation been recognized only
in dissenting opinions. Our difference seems to be between
unconscious innovation, * and the purposeful **309 and
deliberate innovation | *647 would make to meet the
necessities of regulating the industry before us.

Hope's business has two components of quite divergent
character. One, while not a conventional common-carrier
undertaking, is essentidly a transportation enterprise
consisting of conveying gasfromwhereit isproduced to point

Mext

of delivery to the buyer. Thisisarelatively routine operation
not differing substantially from many other utility operations.
The service is produced by an investment in compression
and transmission facilities. Its risks are those of investing
in a tested means of conveying a discovered supply of gas
to a known market. A rate base calculated on the prudent
investment formula would seem a reasonably satisfactory
measure for fixing a return from that branch of the business
whose serviceisroughly proportionate to the capital invested.
But it has other consequences which must not be overlooked.
It gives marketability and hence ‘value’ to gas owned by
the company and gives the pipeline company a large power
over the marketability and hence ‘value' of the production of
others.

The other part of the business—to reduce to possession an
adequate supply of natural gas—is of opposite character,
being more erratic and irregular and unpredictablein relation
to investment than any phase of any other utility business. A
thousand feet of gas captured and severed from real estate for
delivery to consumersisrecognized under our law as property
of much the same nature as a ton of coal, a barrel of ail,
or ayard of sand. The value to be alowed for it is the real
battleground between the investor and consumer. It is from
this part of the business that the chief difference between the
parties as to a proper rate base arises.

It is necessary to a ‘reasonable’ price for gas that it be
anchored to arate base of any kind?Why did courtsin thefirst
place begin valuing ‘rate bases in order to ‘value' something
else? The method came into vogue *648 in fixing rates
for transportation service which the public obtained from
common carriers. The public received none of the carriers
physical property but did make some use of it. The carriage
was often a monopoly so there were no open market criteria
as to reasonableness. The ‘value' or ‘cost’ of what was put
to use in the service by the carrier was not a remote or
irrelevant consideration in making such rates. Moreover the
difficulty of appraising an intangible service was thought
to be simplified if it could be related to physical property
which was visible and measurable and the items of which
might have market value. The court hoped to reason from
the known to the unknown. But gas fields turn this method
topsy turvy. Gasitself istangible, possessible, and does have
a market and a price in the field. The value of the rate base
is more elusive than that of gas. It consists of intangibles—
|easehol ds and freehol ds—operated and unoperated—of little
use in themselves except as rights to reach and capture gas.
Their value lies amost wholly in predictions of discovery,
and of price of gas when captured, and bears little relation to
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cost of tools and supplies and |abor to develop it. Gasiswhat
Hope sells and it can be directly priced more reasonably and
easily and accurately than the components of a rate base can
be valued. Hence the reason for resort to a roundabout way
of rate base price fixing does not exist in the case of gasin
thefield.

But if found, and by whatever method found, a rate base is
little help in determining reasonableness of the price of gas.
Appraisal of present value of these intangibl e rightsto pursue
fugitive gas depends on the value assigned to the gas when
captured. The ‘present fair value' rate base, generaly in ill
repute, 43 isnot even **310 urged by the gas company for
valuing itsfields.

*649 The prudent investment theory has relative merits in
fixing rates for a utility which creates its service merely by
its investment. The amount and quality of service rendered
by the usual utility will, at least roughly, be measured by
the amount of capital it puts into the enterprise. But it has
no rational application where there is no such relationship
between investment and capacity to serve. There is no such
rel ationship between investment and amount of gas produced.
Let us assume that Doe and Roe each produces in West
Virginiafor delivery to Cleveland the same quantity of natural
gas per day. Doe, however, through luck or foresight or
whatever it takes, gets his gas from investing $50,000 in
leases and drilling. Roe drilled poorer territory, got smaller
wells, and hasinvested $250,000. Does anybody imagine that
Roe can get or ought to get for his gas five times as much as
Doe because he has spent fivetimes as much? The service one
renders to society in the gas business is measured by what he
gets out of the ground, not by what he puts into it, and there
is little more relation between the investment and the results
than in a game of poker.

Two-thirds of the gas Hope handles it buys from about 340
independent producers. It is obviousthat the principle of rate-
making applied to Hope's own gas cannot be applied, and
has not been applied, to the bulk of the gas Hope delivers.
It is not probable that the investment of any two of these
producers will bear the same ratio to their investments. The
gas, however, al goesto the same use, hasthe same utilization
value and the same ultimate price.

To regulate such an enterprise by undiscriminatingly
transplanting any body of rate doctrine conceived and
*650 adapted to the ordinary utility business can serve the
‘public interest’ as the Natural Gas Act requires, if at al,
only by accident. Mr. Justice Brandeis, the pioneer juristic

advocate of the prudent investment theory for man-made
utilities, never, so far as | am able to discover, proposed its
applicationto anatural gascase. On the other hand, dissenting
in Commonwealth of Pennsylvania v. West Virginia, he
reviewed the problems of gas supply and said, ‘In no other
field of public service regulation is the controlling body
confronted with factors so baffling as in the natura gas
industry, and in none is continuous supervision and control
requiredin so high adegree.’ 262 U.S. 553, 621, 43 S.Ct. 658,
674, 67 L.Ed. 1117, 32 A.L.R. 300. If natural gas rates are
intelligently to be regulated we must fit our legal principles
to the economy of the industry and not try to fit the industry
to our books.

As our decisions stand the Commission was justified in
believing that it was required to proceed by the rate base
method even as to gas in the field. For this reason the Court
may not merely wash its hands of the method and rationale
of rate making. Thefact isthat this Court, with no discussion
of its fitness, simply transferred the rate base method to the
natural gas industry. It happened in Newark Natural Gas
& Fuel Co. v. City of Newark, Ohio, 1917, 242 U.S. 405,
37 S.Ct. 156, 157, 61 L.Ed. 393, Ann.Cas.1917B, 1025, in
which the company wanted 25 cents per m.c.f., and under the
Fourteenth Amendment challenged the reduction to 18 cents
by ordinance. This Court sustained the reduction because the
court below ‘gave careful consideration to the questions of
the value of the property * * * at the time of the inquiry,’
and whether the rate ‘would be sufficient to provide a fair
return on the value of the property.” The Court said this
method was ‘based upon principles thoroughly established
by repeated secisions of this court,’ citing many cases, not
one of which involved natural gas or a comparable wasting
natural resource. Then came issues as to state power to
*651 regulate as affected by the commerce clause. Public
UtilitiesCommissionv. Landon, 1919, 249 U.S. 236, 39 S.Ct.
268, 63 L.Ed. 577; Pennsylvania Gas Co. v. Public Service
Commission, 1920, 252 U.S. 23, 40 S.Ct. 279, 64 L.Ed. 434.
These questions settled, the Court again was called upon in
natural gas cases to consider state rate-making claimed to be
invalid under the Fourteenth Amendment. United Fuel Gas
Co. v. Railroad Commission of Kentucky, 1929, 278 U.S.
300, 49 S.Ct. 150, 73 L.Ed. 390; United Fuel Gas Company
v. Public Service Commission of West Virginia, 1929, 278
U.S. 322, 49 S.Ct. 157, 73 L.Ed. 402. Then, as now, the
differences were ‘due **311 chiefly to the difference in
value ascribed by each to the gas rights and leaseholds.” 278
U.S. 300, 311, 49 S.Ct. 150, 153, 73 L.Ed. 390. No one seems
to have questioned that the rate base method must be pursued
and the controversy was at what rate base must be used. Later
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the ‘value’ of gasin the field was questioned in determining
the amount a regulated company should be allowed to pay an
affiliate therefor—a state determination also reviewed under
the Fourteenth Amendment. Dayton Power & Light Co. v.
Public Utilities Commission of Ohio, 1934, 292 U.S. 290, 54
S.Ct. 647, 78 L.Ed. 1267; Columbus Gas & Fuel Co. v. Public
Utilities Commission of Ohio, 1934, 292 U.S. 398, 54 S.Ct.
763, 78 L.Ed. 1327, 91 A.L.R. 1403. In both cases, one of
which sustained, and one of which struck down afixed rate
the Court assumed the rate base method, as the legal way of
testing reasonableness of natural gas prices fixed by public
authority, without examining itsreal relevancy to theinquiry.

Under the weight of such precedents we cannot expect the
Commission to initiate economically intelligent methods of
fixing gas prices. But the Court now faces a new plan of
federal regulation based on the power to fix the price at
which gas shall be allowed to move in interstate commerce.
| should now consider whether these rules devised under the
Fourteenth Amendment are the exclusive tests of a just and
reasonable rate under the federal statute, inviting reargument
directed to that point *652 if necessary. As | see it now |
would be prepared to hold that these rules do not apply to a
natural gas case arising under the Natural Gas Act.

Such aholding would leave the Commission to fix the price of
gasinthefield asonewould fix maximum pricesof oil or milk
or cod, or any other commodity. Such apriceisnot calculated
to produce afair return on the synthetic value of arate base of
any individual producer, and would not undertake to assure
afair return to any producer. The emphasis would shift from
the producer to the product, which would be regulated with
an eyeto average or typical producing conditionsin thefield.

Such a price fixing process on economic lines would offer
little temptation to the judiciary to become back seat drivers
of the price fixing machine. The unfortunate effect of
judicia intervention in this field is to divert the attention
of those engaged in the process from what is economically
wise to what is legaly permissible. It is probable that
price reductions would reach economically unwise and self-
defeating limits before they would reach constitutional ones.
Any constitutional problems growing out of price fixing
are quite different than those that have heretofore been
considered to inhere in rate making. A producer would
have difficulty showing the invalidity of such a fixed price
so long as he voluntarily continued to sell his product in
interstate commerce. Should he withdraw and other authority
beinvoked to compel him to part with his property, adifferent
problem would be presented.

Mext

Allowancein arate to compensate for gas removed from gas
lands, whether fixed as of point of production or as of point of
delivery, probably best can be measured by a functional test
applied to thewholeindustry. For good or ill we depend upon
private enterprise to exploit these natural resources for public
consumption. The function which an alowance for gasin the
field should perform *653 for society in such circumstances
is to be enough and no more than enough to induce private
enterprise completely and efficiently to utilize gas resources,
to acquire for public service any available gas or gas rights
and to deliver gas at arate and for uses which will be in the
future as well asin the present public interest.

The Court fears that ‘if we are now to tell the Commission
to fix the rates so as to discourage particular uses, we would
indeed be injecting into a rate case a ‘novel’ doctrine * * *.'
With due deference | suggest that there is nothing novel in
the idea that any change in price of a service or commodity
reacts to encourage or discourage its use. The question is
not whether such consequences will or will not follow; the
question iswhether effects must be suffered blindly or may be
intelligently selected, whether price control shall have targets
at which it deliberately aims or shall be handled likeagunin
the hands of one who does not know it is loaded.

We should recognize ‘price’ for what it is—atool, a means,
an expedient. In public **312 hands it has much the same
economic effects as in private hands. Hope knew that a
concession in industrial price would tend to build up its
volume of sales. It used price as an expedient to that end.
The Commission makes another cut in that same price but the
Court thinks we should ignore the effect that it will have on
exhaustion of supply. Thefact isthat in natural gasregulation
price must be used to reconcile the private property right
society has permitted to vest in an important natural resource
with the claims of society upon it—price must draw abalance
between wealth and welfare.

To carry this into techniques of inquiry is the task of the
Commissioner rather than of the judge, and it certainly is no
task to be solved by mere bookkeeping but requires the best
economic talent available. There would doubtless be inquiry
into the price gasis bringing in the *654 field, how far that
price is established by arms' length bargaining and how far
it may be influenced by agreements in restraint of trade or
monopoalistic influences. What must Hope really pay to get
and to replace gasit delivers under thisorder? If it should get
more or less than that for its own, how much and why? How
far are such prices influenced by pipe line access to markets
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and if the consumers pay returns on the pipe lines how far
should the increment they cause go to gas producers? East

Ohioisitself aproducer in Ohio. 44 \What do Ohio authorities
require Ohio consumers to pay for gas in the field? Perhaps
these are reasons why the Federal Government should put
West Virginia gas at lower or at higher rates. If so what are
they? Should East Ohio be required to exploit its half million
acres of unoperated reserve in Ohio before West Virginia
resources shall be supplied on adevalued basis of which that
State complains and for which she threatens measures of self
keep? What is gas worth in terms of other fuelsit displaces?

A price cannot be fixed without considering its effect on the
production of gas. Is it an incentive to continue to exploit
vast unoperated reserves? Is it conducive to deep drilling
tests the result of which we may know only after trial? Will
it induce bringing gas from afar to supplement or even to

substitute for Appalachian gas’?45 Can it be had from distant
fields as cheap or cheaper? If so, that competitive potentiality
is certainly a relevant consideration. Wise regulation must
also consider, as a private buyer would, what alternatives
the producer has *655 if the price is not acceptable. Hope
hasintrastate business and domestic and industrial customers.
What can it do by way of diverting its supply to intrastate
sales? What can it do by way of disposing of its operated
or reserve acreage to industrial concerns or other buyers?
What can West Virginia do by way of conservation laws,
severance or other taxation, if the regulated rate offends?
It must be borne in mind that while West Virginia was
prohibited from giving her own inhabitants a priority that
discriminated against interstate commerce, we have never yet
held that agood faith conservation act, applicable to her own,
as well as to others, is not valid. In considering alternatives,
it must be noted that federal regulation is very incomplete,
expresdy excluding regulation of ‘ production or gathering of
natural gas,” and that the only present way to get the gas seems
to beto call it forth by price inducements. It is plain that there
isadownward economic limit on a safe and wise price.

But there is nothing in the law which compels a commission
to fix a price at that ‘value’ which a company might give
to its product by taking advantage of scarcity, or monopoly
of supply. The very purpose of fixing maximum prices is
to take away from the seller his opportunity to get all that
otherwise the market would award him for his goods. This
is a constitutional use of the power to fix maximum prices,
**313 Block v. Hirsh, 256 U.S. 135, 41 S.Ct. 458, 65 L.Ed.
865, 16 A.L.R. 165; Marcus Brown Holding Co. v. Feldman,
256 U.S. 170, 41 S.Ct. 465, 65 L.Ed. 877; International

MNext

Harvester Co. v. Kentucky, 234 U.S. 216, 34 S.Ct. 853,
58 L.Ed. 1284; Highland v. Russell Car & Snow Plow
Co., 279 U.S. 253, 49 S.Ct. 314, 73 L.Ed. 688, just as the
fixing of minimum prices of goods in interstate commerce
is congtitutional although it takes away from the buyer the
advantage in bargaining which market conditions would give
him. United States v. Darby, 312 U.S. 100, 657, 61 S.Ct.
451, 85 L.Ed. 609, 132 A.L.R. 1430; Mulford v. Smith, 307
U.S. 38, 59 S.Ct. 648, 83 L.Ed. 1092; United States v. Rock
Royal Co-operative, Inc., 307 U.S. 533, 59 S.Ct. 993, 83
L.Ed. 1446; Sunshine Anthracite Coal Co. v. Adkins, 310
U.S. 381, 60 S.Ct. 907, 84 L.Ed. 1263. The Commission has
power to fix *656 a price that will be both maximum and
minimum and it has the incidental right, and | think the duty,
to choose the economi c consequencesit will promoteor retard
in production and also more importantly in consumption, to
which | now turn.

If we assume that the reduction in company revenues is
warranted we then come to the question of trandlating
the alowed return into rates for consumers or classes of
consumers. Here the Commission fixed a single rate for all
gas delivered irrespective of its use despite the fact that Hope
has established what amounts to two rates—a high one for

domestic use and alower one for industrial contracts. *6 The
Commission can fix two prices for interstate gas as readily
as one—a price for resale to domestic users and another for
resale to industrial users. This is the pattern Hope itself has
established in the very contracts over which the Commission
is expressly given jurisdiction. Certainly the Act is broad
enough to permit two prices to be fixed instead of one, if the
concept of the ‘public interest’ is not unduly narrowed.

The Commission's concept of the public interest in natural
gas cases which is carried today into the Court's opinion
was first announced in the opinion of the minority in the
Pipeline case. It enumerated only two ‘phases of the public
interest: (1) the investor interest; (2) the consumer interest,’
which it emphasized to the exclusion of all others. 315 U.S.
575, 606, 62 S.Ct. 736, 753, 86 L.Ed. 1037. This will do
well enough in dealing with railroads or utilities supplying
manufactured gas, electric, power, acommunications service
or transportation, where utilization of facilities does not
impair their future usefulness. Limitation of supply, however,
brings into a natural gas case another phase of the public
interest that to my mind overrides both the owner *657 and
the consumer of that interest. Both producers and industrial
consumershave served their immediate privateinterests at the
expense of thelong-range public interest. The public interest,
of course, requires stopping unjust enrichment of the owner.
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But it aso requires stopping unjust impoverishment of future
generations. The public interest in the use by Hope's half
million domestic consumers is quite a different one from the
public interest in use by a baker's dozen of industries.

Prudent price fixing it seemsto me must at the very threshold
determine whether any part of an alowed return shall be
permitted to be realized from sales of gas for resae for
industrial use. Such use does tend to level out daily and
seasonal pesks of domestic demand and to some extent
permitsalower charge for domestic service. But isthat awise
way of making gas cheaper when, in comparison with any
substitute, gas is already a cheap fuel? The interstate sales
contracts provide that at times when demand is so great that
thereis not enough gasto go around domestic users shall first
be served. Should the operation of this preference await the
day of actual shortage? Since the propriety of a preference
seems conceded, should it not operate to prevent the coming
of a shortage as well as to mitigate its effects? Should
industrial use jeopardize tomorrow's service to householders
any more than today's? If, however, it is decided to cheapen
domestic use by resort to industrial sales, should they be
limited to the few uses **314 for which gas has special
values or extend also to those who use it only because it is

cheaper than competitive fuel s?*" And how much cheaper
should industrial *658 gas sell than domestic gas, and how
much advantage should it have over competitive fuels? If
industrial gasisto contribute at all to lowering domestic rates,
should it not be made to contribute the very maximum of
which it is capable, that is, should not its price be the highest
at which the desired volume of sales can be realized?

If | wereto answer | should say that the household rate should
be the lowest that can be fixed under commercia conditions
that will conservethe supply for that use. Thelowest probable
rate for that purpose is not likely to speed exhaustion much,
for it still will be high enough to induce economy, and use
for that purpose has more nearly reached the saturation point.
On the other hand the demand for industrial gas at present
rates aready appears to be increasing. To lower further
the industrial rate is merely further to subsidize industrial
consumption and speed depletion. The impact of the flat
reduction *659 of rates ordered here admittedly will be to
increasetheindustrial advantages of gas over competing fuels
and to increase its use. | think this is not, and there is no
finding by the Commission that it is, in the public interest.

There is no justification in this record for the present
discrimination against domestic users of gas in favor of
industrial users. It is one of the evils against which the

MNext

Natural Gas Act was aimed by Congress and one of the
evils complained of here by Cleveland and Akron. If Hope's
revenues should be cut by some $3,600,000 the whole
reduction is owing to domestic users. If it be considered
wise to raise part of Hope's revenues by industrial purpose
sales, the utmost possible revenue should be raised from
the least consumption of gas. If competitive relationships
to other fuels will permit, the industrial price should be
substantially advanced, not for the benefit of the Company,
but the increased revenues from the advance should be
applied to reduce domestic rates. For in my opinion the
‘public interest’ requires that the great volume of gas now
being put to uneconomic industrial use should either be saved
for its more important future domestic use or the present
domestic user should have the full benefit of its exchange
valuein reducing his present rates.

Of course the Commission's power directly to regulate
does not extend to the fixing of rates at which the local
company shall sell to consumers. Nor is such power required
to accomplish the purpose. As dready pointed out, the
very contract the Commission is altering classifies the gas
according to the purposes for which it is to be resold and
provides differentials between the two classifications. It
would only be necessary for the Commissionto order **315
that all gas supplied under paragraph (a) of Hope's contract
with the East Ohio Company shall be *660 at a stated
price fixed to give to domestic service the entire reduction
herein and any further reductions that may prove possible by
increasing industrial rates. It might further provide that gas
delivered under paragraph (b) of the contract for industrial
purposes to those industrial customers Hope has approved
in writing shall be at such other figure as might be found
consistent with the public interest as herein defined. It
is too late in the day to contend that the authority of a
regulatory commission does not extend to a consideration
of public interests which it may not directly regulate and
a conditioning of its orders for their protection. Interstate
Commerce Commission v. Railway Labor Executives Assn,
315 U.S. 373, 62 S.Ct. 717, 86 L.Ed. 904; United States v.
Lowden, 308 U.S. 225, 60 S.Ct. 248, 84 L.Ed. 208.

Whether the Commission will assert its apparently broad
statutory authorization over prices and discriminations is,
of coursg, its own affair, not ours. It is entitled to its own
notion of the ‘public interest’ and its judgment of policy must
prevail. However, where there is ground for thinking that
views of this Court may have constrained the Commission to
accept therate-base method of decision and aparticular single
formula as ‘all important’ for a rate base, it is appropriate
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economic considerations, instead of legal and accounting
theories, the foundation of federal policy. | would return the
case to the Commission and thereby be clearly quit of what
now may appesar to be some responsibility for perpetrating a
shortsighted pattern of natural gas regulation.

to make clear the reasons why |, at least, would not be so
understood. The Commission is free to face up redlistically
to the nature and peculiarity of the resources in its control,
to foster their duration in fixing price, and to consider
future interests in addition to those of investors and present
consumers. |f we return this case it may accept or decline the
proffered freedom. This problem presents the Commission
an unprecedented opportunity if it will boldly make sound 51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

Parallel Citations

Footnotes
1 Hope produces about one-third of its annual gas requirements and purchases the rest under some 300 contracts.
2 These five companies are the East Ohio Gas Co., the Peoples Natural Gas Co., the River Gas Co., the Fayette County

Gas Co., and the Manufacturers Light & Heat Co. The first three of these companies are, like Hope, subsidiaries of
Standard Oil Co. (N.J.). East Ohio and River distribute gas in Ohio, the other three in Pennsylvania. Hope's approximate
sales in m.c.f. for 1940 may be classified as follows:

Local West Virginia

11,000,000
40,000,000
10,000,000
400,000
YOO ..t 860,000
LY =T 10 = 1o U =] £SO RURSORR SRS 2,000,000
Local West Virginia
Hope's natural gas is processed by Hope Construction & Refining Co., an affiliate, for the extraction of gasoline and
butane. Domestic Coke Corp., another affiliate, sells coke-oven gas to Hope for boiler fuel.

3 These required minimum reductions of 7¢ per m.c.f. from the 36.5¢ and 35.5¢ rates previously charged East Ohio and
Peoples, respectively, and 3¢ per m.c.f. from the 31.5¢ rate previously charged Fayette and Manufacturers.
4 The book reserve for interstate plant amounted at the end of 1938 to about $18,000,000 more than the amount determined

by the Commission as the proper reserve requirement. The Commission also noted that ‘twice in the past the company
has transferred amounts aggregating $7,500,000 from the depreciation and depletion reserve to surplus. When these
latter adjustments are taken into account, the excess becomes $25,500,000, which has been exacted from the ratepayers
over and above the amount required to cover the consumption of property in the service rendered and thus to keep the
investment unimpaired.’ 44 P.U.R.,N.S., at page 22.

5 That contention was based on the fact that ‘every single dollar in the depreciation and depletion reserves' was taken
‘from gross operating revenues whose only source was the amounts charged customers in the past for natural gas. It
is, therefore, a fact that the depreciation and depletion reserves have been contributed by the customers and do not
represent any investment by Hope.’ Id., 44 P.U.R.,N.S., at page 40. And see Railroad Commission v. Cumberland Tel. &
T. Co., 212 U.S. 414, 424, 425, 29 S.Ct. 357, 361, 362, 53 L.Ed. 577; 2 Bonbright, Valuation of Property (1937), p. 1139.

6 The Commission noted that the case was ‘free from the usual complexities involved in the estimate of gas reserves
because the geologists for the company and the Commission presented estimates of the remaining recoverable gas
reserves which were about one per cent apart.” 44 P.U.R.,N.S., at pages 19, 20.

The Commission utilized the ‘straight-line-basis' for determining the depreciation and depletion reserve requirements. It
used estimates of the average service lives of the property by classes based in part on an inspection of the physical
condition of the property. And studies were made of Hope's retirement experience and maintenance policies over the
years. The average service lives of the various classes of property were converted into depreciation rates and then
applied to the cost of the property to ascertain the portion of the cost which had expired in rendering the service.

The record in the present case shows that Hope is on the lookout for new sources of supply of natural gas and is
contemplating an extension of its pipe line into Louisiana for that purpose. The Commission recognized in fixing the rates
of depreciation that much material may be used again when various present sources of gas supply are exhausted, thus
giving that property more than scrap value at the end of its present use.

7 See Uniform System of Accounts prescribed for Natural Gas Companies effective January 1, 1940, Account No. 332.1.
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8 Sec. 6 of the Act comes the closest to supplying any definite criteria for rate making. It provides in subsection (a) that, ‘The
Commission may investigate the ascertain the actual legitimate cost of the property of every natural-gas company, the
depreciation therein, and, when found necessary for rate-making purposes, other facts which bear on the determination
of such cost or depreciation and the fair value of such property.’ Subsection (b) provides that every natural-gas company
on request shall file with the Commission a statement of the ‘original cost’ of its property and shall keep the Commission
informed regarding the ‘cost’ of all additions, etc.

9 We recently stated that the meaning of the word ‘value’ is to be gathered ‘from the purpose for which a valuation is being
made. Thus the question in a valuation for rate making is how much a utility will be allowed to earn. The basic question
in a valuation for reorganization purposes is how much the enterprise in all probability can earn.’ Institutional Investors
v. Chicago, M., St. P. & P.R. Co., 318 U.S. 523, 540, 63 S.Ct. 727, 738.

10 Chief Justice Hughes said in that case (292 U.S. at pages 168, 169, 54 S.Ct. at page 665, 78 L.Ed. 1182): ‘If the predictions
of service life were entirely accurate and retirements were made when and as these predictions were precisely fulfilled,
the depreciation reserve would represent the consumption of capital, on a cost basis, according to the method which
spreads that loss over the respective service periods. But if the amounts charged to operating expenses and credited to
the account for depreciation reserve are excessive, to that extent subscribers for the telephone service are required to
provide, in effect, capital contributions, not to make good losses incurred by the utility in the service rendered and thus
to keep its investment unimpaired, but to secure additional plant and equipment upon which the utility expects a return.’

11 See Mr. Justice Brandeis (dissenting) in United Railways & Electric Co. v. West, 280 U.S. 234, 259—288, 50 S.Ct. 123,
128—138, 74 L.Ed. 390, for an extended analysis of the problem.

12 It should be noted that the Act provides no specific rule governing depletion and depreciation. Sec. 9(a) merely states
that the Commission ‘may from time to time ascertain and determine, and by order fix, the proper and adequate rates
of depreciation and amortization of the several classes of property of each natural-gas company used or useful in the
production, transportation, or sale of natural gas.’

13 See Simonton, The Nature of the Interest of the Grantee Under an Oil and Gas Lease (1918), 25 W.Va.L.Quar. 295.

14  West Penn Power Co. v. Board of Review, 112 W.Va. 442, 164 S.E. 862.

15 W.Va.Rev.Code of 1943, ch. 11. Art. 13, ss 2a, 3a.

16 West Virginia suggests as a possible solution (1) that a ‘going concern value’ of the company's tangible assets be included
in the rate base and (2) that the fair market value of gas delivered to customers be added to the outlay for operating
expenses and taxes.

17 S.Doc. 92, Pt. 84-A, ch. XII, Final Report, Federal Trade Commission to the Senate pursuant to S.Res.No. 83, 70th
Cong., 1st Sess.

18 S.Doc. 92, Pt. 84-A, chs. XII, XIll, op. cit., supra, note 17.

19 See Hearings on H.R. 11662, Subcommittee of House Committee on Interstate & Foreign Commerce, 74th Cong., 2d
Sess.; Hearings on H.R. 4008, House Committee on Interstate & Foreign Commerce, 75th Cong., 1st Sess.

20 The power to investigate and ascertain the ‘actual legitimate cost’ of property (s 6), the requirement as to books and
records (s 8), control over rates of depreciation (s 9), the requirements for periodic and special reports (s 10), the broad
powers of investigation (s 14) are among the chief powers supporting the rate making function.

21 Apart from the grandfather clause contained in s 7(c), there is the provision of s 7(f) that a natural gas company may
enlarge or extend its facilities with the ‘service area’ determined by the Commission without any further authorization.

22 See P.L. 117, approved July 7, 1943, 57 Stat. 383 containing an ‘Interstate Compact to Conserve Oil and Gas' between
Oklahoma, Texas, New Mexico, lllinois, Colorado, and Kansas.

23 As we have pointed out, s 7(c) was amended by the Act of February 7, 1942, 56 Stat. 83, so as to require certificates of
public convenience and necessity not only where the extensions were being made to markets in which natural gas was
already being sold by another company but to other situations as well. Considerations of conservation entered into the
proposal to give the Act that broader scope. H.Rep.No. 1290, 77th Cong. 1st Sess., pp. 2, 3. And see Annual Report,
Federal Power Commission (1940) pp. 79, 80; Baum, The Federal Power Commission and State Utility Regulation (1942),
p. 261.

The bill amending s 7(c) originally contained a subsection (h) reading as follows: ‘Nothing contained in this section shall
be construed to affect the authority of a State within which natural gas is produced to authorize or require the construction
or extension of facilities for the transportation and sale of such gas within such State: Provided, however, That the
Commission, after a hearing upon complaint or upon its own motion, may by order forbid any intrastate construction or
extension by any natural-gas company which it shall find will prevent such company from rendering adequate service
to its customers in interstate or foreign commerce in territory already being served.” See Hearings on H.R. 5249, House

Mext
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)
51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

Committee on Interstate & Foreign Commerce, 77th Cong., 1st Sess., pp. 7, 11, 21, 29, 32, 33. In explanation of its
deletion the House Committee Report stated, pp. 4, 5: ‘The increasingly important problems raised by the desire of
several States to regulate the use of the natural gas produced therein in the interest of consumers within such States,
as against the Federal power to regulate interstate commerce in the interest of both interstate and intrastate consumers,
are deemed by the committee to warrant further intensive study and probably a more retailed and comprehensive plan
for the handling thereof than that which would have been provided by the stricken subsection.’

24  We have noted that in the annual operating expenses of some $16,000.000 the Commission included West Virginia and
federal taxes. And in the net increase of $421,160 over 1940 operating expenses allowed by the Commission was some
$80,000 for increased West Virginia property taxes. The adequacy of these amounts has not been challenged here.

25 The Commission included in the aggregate annual operating expenses which it allowed some $8,500,000 for gas

purchased. It also allowed about $1,400,000 for natural gas production and about $600,000 for exploration and
development.
Itis suggested, however, that the Commission in ascertaining the cost of Hope's natural gas production plant proceeded
contrary to s 1(b) which provides that the Act shall not apply to ‘the production or gathering of natural gas'. But such
valuation, like the provisions for operating expenses, is essential to the rate-making function as customarily performed
in this country. Cf. Smith, The Control of Power Rates in the United States and England (1932), 159 The Annals 101.
Indeed s 14(b) of the Act gives the Commission the power to ‘determine the propriety and reasonableness of the inclusion
in operating expenses, capital, or surplus of all delay rentals or other forms of rental or compensation for unoperated
lands and leases.’

26 See note 25, supra.

27 The Commission has expressed doubts over its power to fix rates on ‘direct sales to industries' from interstate pipelines
as distinguished from ‘sales for resale to the industrial customers of distributing companies.” Annual Report, Federal
Power Commission (1940), p. 11.

28 Sec. 1(b) of the Act provides: ‘The provisions of this Act shall apply to the transportation of natural gas in interstate
commerce, to the sale in interstate commerce of natural gas for resale for ultimate public consumption for domestic,
commercial, industrial, or any other use, and to natural-gas companies engaged in such transportation or sale, but shall
not apply to any other transportation or sale of natural gas or to the local distribution of natural gas or to the facilities used
for such distribution or to the production or gathering of natural gas.” And see s 2(6), defining a ‘natural-gas company’,
and H.Rep.No. 709, supra, pp. 2, 3.

29 The wasting-asset characteristic of the industry was recognized prior to the Act as requiring the inclusion of a depletion
allowance among operating expenses. See Columbus Gas & Fuel Co. v. Public Utilities Commission, 292 U.S. 398, 404,
405, 54 S.Ct. 763, 766, 767, 78 L.Ed. 1327, 91 A.L.R. 1403. But no such theory of rate-making for natural gas companies
as is now suggested emerged from the cases arising during the earlier period of regulation.

30 The Commission has been alert to the problems of conservation in its administration of the Act. It has indeed suggested
that it might be wise to restrict the use of natural gas ‘by functions rather than by areas.” Annual Report (1940) p. 79.
The Commission stated in that connection that natural gas was particularly adapted to certain industrial uses. But it
added that the general use of such gas ‘under boilers for the production of steam’ is ‘under most circumstances of very
questionable social economy.’ Ibid.

31 The argument is that s 4(a) makes ‘unlawful’ the charging of any rate that is not just and reasonable. And s 14(a) gives
the Commission power to investigate any matter ‘which it may find necessary or proper in order to determine whether any
person has violated’ any provision of the Act. Moreover, s 5(b) gives the Commission power to investigate and determine
the cost of production or transportation of natural gas in cases where it has ‘no authority to establish a rate governing the
transportation or sale of such natural gas.” And s 17(c) directs the Commission to ‘make available to the several State
commissions such information and reports as may be of assistance in State regulation of natural-gas companies.’ For a
discussion of these points by the Commission see 44 P.U.R.,N.S., at pages 34, 35.

1 Natural Gas Act, s 4(a), 52 Stat. 821, 822, 15 U.S.C. s 717c(a), 15 U.S.C.A. s 717c(a).

2 52 Stat. 821, 824, 15 U.S.C. s 717e, 15 U.S.C.A. s 717e:

‘(@) The Commission may investigate and ascertain the actual legitimate cost of the property of every natural-gas
company, the depreciation therein, and, when found necessary for rate-making purposes, other facts which bear on the
determination of such cost or depreciation and the fair value of such property.

‘(b) Every natural-gas company upon request shall file with the Commission an inventory of all or any part of its property
and a statement of the original cost thereof, and shall keep the Commission informed regarding the cost of all additions,
betterments, extensions, and new construction.’

6397


http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1934123958&pubNum=104&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1934123958&pubNum=104&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1934123958&pubNum=104&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1934123958&pubNum=104&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS4&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS4&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS14&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS14&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS5&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS5&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_a83b000018c76
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS4&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=35USCAS4&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717C&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_8b3b0000958a4
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717C&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_8b3b0000958a4
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717C&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_8b3b0000958a4
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717C&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_8b3b0000958a4
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717E&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717E&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717E&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS717E&originatingDoc=If25b21219cc111d9bdd1cfdd544ca3a4&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)

PEOPLES GAS SYSTEM, INC.
DOCKET NO. 20230023-GU

OPC'S FIRST REQUEST FOR PODS
FILED: MAY 11, 2023

Workpaper 01
Page 28 of 31

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)
51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

3 ‘Reproduction cost’ has been variously defined, but for rate making purposes the most useful sense seems to be, the
minimum amount necessary to create at the time of the inquiry a modern plant capable of rendering equivalent service.
See | Bonbright, Valuation of Property (1937) 152. Reproduction cost as the cost of building a replica of an obsolescent
plant is not of real significance.

‘Prudent investment’ is not defined by the Court. It may mean the sum originally put in the enterprise, either with or without
additional amounts from excess earnings reinvested in the business.

4 It is of no more than bookkeeping significance whether the Commission allows a rate of return commensurate with the
risk of the original investment or the lower rate based on current risk and a capitalization reflecting the established earning
power of a successful company and the probable cost of duplicating its services. Cf. American T. & T. Co. v. United
States, 299 U.S. 232, 57 S.Ct. 170, 81 L.Ed. 142. But the latter is the traditional method.

1 315 U.S. 575, 62 S.Ct. 736, 86 L.Ed. 1037.

2 Judge Dobie, dissenting below, pointed out that the majority opinion in the Pipeline case ‘contains no express discussion
of the Prudent Investment Theory’ and that the concurring opinion contained a clear one, and said, ‘It is difficult for me to
believe that the majority of the Supreme Court, believing otherwise, would leave such a statement unchallenged.’ (134
F.2d 287, 312.) The fact that two other Justices had as matter of record in our books long opposed the reproduction cost
theory of rate bases and had commented favorably on the prudent investment theory may have influenced that conclusion.
See opinion of Mr. Justice Frankfurter in Driscoll v. Edison Light & Power Co., 307 U.S. 104, 122, 59 S.Ct. 715, 724,
83 L.Ed. 1134, and my brief as Solicitor General in that case. It should be noted, however, that these statements were
made, not in a natural gas case, but in an electric power case—a very important distinction, as | shall try to make plain.

3 Natural gas from the Appalachian field averages about 1050 to 1150 B.T.U. content, while by-product manufactured gas
is about 530 to 540. Moody's Manual of Public Utilities (1943) 1350; Youngberg, Natural Gas (1930) 7.

4 Sen.Rep. No. 1162, 75th Cong., 1st Sess., 2.

5 Arnold and Kemnitzer, Petroleum in the United States and Possessions (1931) 78.

6 Id. at 62-63.

7 Id. at 61.

8 At Fredonia, New York, in 1821, natural gas was conveyed from a shallow well to some thirty people. The lighthouse at

Barcelona Harbor, near what is now Westfield, New York, was at about that time and for many years afterward lighted
by gas that issued from a crevice. Report on Utility Corporations by Federal Trade Commission, Sen.Doc. 92, Pt. 84-
A, 70th Cong., 1st Sess., 8-9.

9 In that year Pennsylvania enacted ‘An Act to provide for the incorporation and regulation of natural gas companies.’
Penn.Laws 1885, No. 32, 15 P.S. s 1981 et seq.

10  See Steptoe and Hoffheimer's Memorandum for Governor Cornwell of West Virginia (1917) 25 West Virginia Law
Quarterly 257; see also Report on Utility Corporations by Federal Trade Commission, Sen.Doc. No. 92, Pt. 84-A, 70th
Cong., 1st Sess.

11  Arnold and Kemnitzer, Petroleum in the United States and Possessions (1931) 73.

12 Id. at 63.

13 Id. at 64.

14 See Report on Utility Corporations by Federal Trade Commission, Sen.Doc. No. 92, Pt. 84-A, 70th Cong., 1st Sess.

15 Commonwealth of Pennsylvania v. West Virginia, 262 U.S. 553, 43 S.Ct. 658, 67 L.Ed. 1117, 32 A.L.R. 300. For conditions
there which provoked this legislation, see 25 West Virginia Law Quarterly 257.

16 People ex rel. Pavilion Natural Gas Co. v. Public Service Commission, 188 App.Div. 36, 176 N.Y.S. 163.

17 Village of Falconer v. Pennsylvania Gas Company, 17 State Department Reports, N.Y., 407.

18 See, for example, Public Service Commission v. Iroquois Natural Gas Co., 108 Misc. 696, 178 N.Y.S. 24; Park Abbott
Realty Co. v. Iroquois Natural Gas Co., 102 Misc. 266, 168 N.Y.S. 673; Public Service Commission v. Iroquois Natural
Gas Co., 189 App.Div. 545, 179 N.Y.S. 230.

19  People ex rel. Pennsylvania Gas Co. v. Public Service Commission, 196 App.Div. 514, 189 N.Y.S. 478.

20 East Ohio Gas Co. v. Akron, 81 Ohio St. 33,90 N.E. 40, 26 L.R.A., N.S., 92, 18 Ann.Cas. 332; Village of New-comerstown
v. Consolidated Gas Co., 100 Ohio St. 494, 127 N.E. 414; Gress v. Village of Ft. Laramie, 100 Ohio St. 35, 125 N.E. 112,
8 A.L.R. 242; City of Jamestown v. Pennsylvania Gas Co., D.C., 263 F. 437; Id., D.C., 264 F. 1009. See, also, United
Fuel Gas Co. v. Railroad Commission, 278 U.S. 300, 308, 49 S.Ct. 150, 152, 73 L.Ed. 390.

21 The New York Public Service Commission said: ‘While the transportation of natural gas through pipe lines from one state
to another state is interstate commerce * * *, Congress has not taken over the regulation of that particular industry. Indeed,
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it has expressly excepted it from the operation of the Interstate Commerce Commissions Law (Interstate Commerce
Commissions Law, section 1). Itis quite clear, therefore, that this Commission can not require a Pennsylvania corporation
producing gas in Pennsylvania to transport it and deliver it in the State of New York, and that the Interstate Commerce
Commission is likewise powerless. If there exists such a power, and it seems that there does, it is a power vested in
Congress and by it not yet exercised. There is no available source of supply for the Crystal City Company at present
except through purchasing from the Porter Gas Company. It is possible that this Commission might fix a price at which
the Potter Gas Company should sell if it sold at all, but as the Commission can not require it to supply gas in the State of
New York, the exercise of such a power to fix the price, if such power exists, would merely say, sell at this price or keep
out of the State.’ Lane v. Crystal City Gas Co., 8 New York Public Service Comm.Reports, Second District, 210, 212,

22 Proclamation by the President of September 16, 1918; Rules and Regulations of H. A. Garfield, Fuel Administrator,
September 24, 1918.

23 For example, the Iroquois Gas Corporation which formerly served Buffalo, New York, with natural gas ranging from 1050
to 1150 b.t.u. per cu. ft., now mixes a by-product gas of between 530 and 540 b.t.u. in proportions to provide a mixed
gas of about 900 b.t.u. per cu. ft. For space heating or water heating its charges range from 65 cents for the first m.c.f.
per month to 55 cents for all above 25 m.c.f. per month. Moody's Manual of Public Utilities (1943) 1350.

24 The United States Fuel Administration made the following cooking value comparisons, based on tests made in the
Department of Home Economics of Ohio State University:
Natural gas at 1.12 per M. is equivalent to coal at $6.50 per ton.
Natural gas at 2.00 per M. is equivalent to gasoline at 27¢ per gal.
Natural gas at 2.20 per M. is equivalent to electricity at 3¢ per k.w.h.
Natural gas at 2.40 per M. is equivalent to coal oil at 15¢ per gal.
Use and Conservation of Natural Gas, issued by U.S. Fuel Administration (1918) 5.

25 See Brief on Behalf jof Legislation Imposing an Excise Tax on Natural Gas, submitted to N.R.A. by the United Mine
Workers of America and the National Coal Association.

26 Brief of National Gas Association and United Mine Workers, supra, note 26, pp. 35, 36, compiled from Bureau of Mines
Reports.

27 From the source quoted in the preceding note the spread elsewhere is shown to be:

State Industrial Domestic
HINOIS.....eeieieee et 29.2 1.678
Louisiana.... 10.4 59.7
Oklahoma... 11.2 415
TEXAS. .o ieei ettt 131 59.7
Alabama........coccviiiiiiiiie e 17.8 1.227
[CT=To] o |- VUSRI 22.9 1.043

28 In Corning, New York, rates were initiated by the Crystal City Gas Company as follows: 70¢ for the first 5,000 cu. ft. per
month; 80¢ from 5,000 to 12,000; $1 for all over 12,000. The Public Service Commission rejected these rates and fixed a
flat rate of 58¢ per m.c.f. Lane v. Crystal City Gas Co., 8 New York Public Service Comm. Reports, Second District, 210.
The Pennsylvania Gas Company (National Fuel Gas Company group) also attempted a sliding scale rate for New York
consumers, net per month as follows: First 5,000 feet, 35¢; second 5,000 feet, 45¢; third 5,000 feet, 50¢; all above 15,000,
55¢. This was eventually abandoned, however. The company's present scale in Pennsylvania appears to be reversed
to the following net monthly rate; first 3 m.c.f., 75¢; next 4 m.c.f., 60¢; next 8 m.c.f., 55¢; over 15 m.c.f., 50¢ . Moody's
Manual of Public Utilities (1943) 1350. In New York it now serves a mixed gas.
For a study of effect of sliding scale rates in reducing consumption see 11 Proceedings of Natural Gas Association of
America (1919) 287.

29 See Report on Utility Corporations by Federal Trade Commission, Sen. Doc. 92, Pt. 84-A, 70th Cong., 1st Sess.

30 Four holding company systems control over 55 per cent of all natural gas transmission lines in the United States. They
are Columbia Gas and Electric Corporation, Cities Service Co., Electric Bond and Share Co., and Standard Oil Co. of
New Jersey. Columbia alone controls nearly 25 per cent, and fifteen companies account for over 80 per cent of the total.
Report on Utility Corporations by Federal Trade Commission, Sen. Doc. 92, Pt. 84-A, 70th Cong., 1st Sess., 28.
In 1915, so it was reported to the Governor of West Virginia, 87 per cent of the total gas production of that state was
under control of eight companies. Steptoe and Hoffheimer, Legislative Regulation of Natural Gas Supply in West Virginia,
17 West Virginia Law Quarterly 257, 260. Of these, three were subsidiaries of the Columbia system and others were
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subsidiaries of larger systems. In view of inter-system sales and interlocking interests it may be doubted whether there
is much real competition among these companies.

31 This pattern with its effects on local regulatory efforts will be observed in our decisions. See United Fuel Gas Co. v.
Railroad Commission, 278 U.S. 300, 49 S.Ct. 150, 73 L.Ed. 390; United Fuel Gas Co. v. Public Service Commission,
278 U.S. 322, 49 S.Ct. 157, 73 L.Ed. 402; Dayton Power & Light v. Public Utilities Commission, 292 U.S. 290, 54 S.Ct.
647, 78 L.Ed. 1267; Columbus Gas & Fuel Co. v. Public Utilities Commission, 292 U.S. 398, 54 S.Ct. 763, 78 L.Ed. 1327,
91 A.L.R. 1403, and the present case.

32 15 U.S.C. s 717(a), 15 U.S.C.A. s 717(a). (Italics supplied throughout this paragraph.)

33 s 7(c), 52 Stat. 825, 15 U.S.C.A. s 717f(c).

34 15U.S.C. s 717f, 15 U.S.C.A. s 7171.

35 Id., s 717c(e).

36  Id., s 717c(b).

37 Id., s 717d(a).

38 Sen. Rep. No. 1162, 75th Cong., 1st Sess. 2.

39 The list of East Ohio Gas Company's special industrial contracts thus expressly under Hope's control and their demands
are as follows:

40 To make a fetish of mere accounting is to shield from examination the deeper causes, forces, movements, and conditions
which should govern rates. Even as a recording of current transactions, bookkeeping is hardly an exact science. As a
representation of the condition and trend of a business, it uses symbols of certainty to express values that actually are in
constant flux. It may be said that in commercial or investment banking or any business extending credit success depends
on knowing what not to believe in accounting. Few concerns go into bankruptcy or reorganization whose books do not
show them solvent and often even profitable. If one cannot rely on accountancy accurately to disclose past or current
conditions of a business, the fallacy of using it as a sole guide to future price policy ought to be apparent. However, our
quest for certitude is so ardent that we pay an irrational reverence to a technique which uses symbols of certainty, even
though experience again and again warns us that they are delusive. Few writers have ventured to challenge this American
idolatry, but see Hamilton, Cost as a standard for Price, 4 Law and Contemporary Problems 321, 323-25. He observes
that ‘As the apostle would put it, accountancy is all things to all men. * * * Its purpose determines the character of a system
of accounts.’ He analyzes the hypothetical character of accounting and says ‘It was no eternal mold for pecuniary verities
handed down from on high. It was—Tlike logic or algebra, or the device of analogy in the law—an ingenious contrivance of
the human mind to serve a limited and practical purpose.’ ‘Accountancy is far from being a pecuniary expression of all that
is industrial reality. It is an instrument, highly selective in its application, in the service of the institution of money making.’
As to capital account he observes ‘In an enterprise in lusty competition with others of its kind, survival is the thing and
the system of accounts has its focus in solvency. * * * Accordingly depreciation, obsolescence, and other factors which
carry no immediate threat are matters of lesser concern and the capital account is likely to be regarded as a secondary
phenomenon. * * * But in an enterprise, such as a public utility, where continued survival seems assured, solvency is
likely to be taken for granted. * * * A persistent and ingenious attention is likely to be directed not so much to securing
the upkeep of the physical property as to making it certain that capitalization fails in not one whit to give full recognition
to every item that should go into the account.’

41  See 2 Bonbright, Valuation of Property (1937) 1112.

42 Bonbright says, * * * the vice of traditional law lies, not in its adoption of excessively rigid concepts of value and rules
of valuation, but rather in its tendency to permit shifts in meaning that are inept, or else that are ill-defined because the
judges that make them will not openly admit that they are doing so.’ Id., 1170.

43 ‘The attempt to regulate rates by reference to a periodic or occasional reappraisal of the properties has now been tested
long enough to confirm the worst fears of its critics. Unless its place is taken by some more promising scheme of rate
control, the days of private ownership under government regulation may be numbered.’ 2 Bonbright, Valuation of Property
(1937) 1190.

44 East Ohio itself owns natural gas rights in 550,600 acres, 518,526 of which are reserved and 32,074 operated, by 375
wells. Moody's Manual of Public Utilities (1943) 5.

45 Hope has asked a certificate of convenience and necessity to lay 1140 miles of 22-inch pipeline from Hugoton gas
fields in southwest Kansas to West Virginia to carry 285 million cu. ft. of natural gas per day. The cost was estimated at
$51,000,000. Moody's Manual of Public Utilities (1943) 1760.

46 I find little information as to the rates for industries in the record and none at all in such usual sources as Moody's Manual.
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Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944)
51 P.U.R.(NS) 193, 64 S.Ct. 281, 88 L.Ed. 333

47 The Federal Power Commission has touched upon the problem of conservation in connection with an application for a
certificate permitting construction of a 1500-mile pipeline from southern Texas to New York City and says: ‘The Natural
Gas Act as presently drafted does not enable the Commission to treat fully the serious implications of such a problem. The
question should be raised as to whether the proposed use of natural gas would not result in displacing a less valuable fuel
and create hardships in the industry already supplying the market, while at the same time rapidly depleting the country's
natural-gas reserves. Although, for a period of perhaps 20 years, the natural gas could be so priced as to appear to offer
an apparent saving in fuel costs, this would mean simply that social costs which must eventually be paid had been ignored.
‘Careful study of the entire problem may lead to the conclusion that use of natural gas should be restricted by functions
rather than by areas. Thus, it is especially adapted to space and water heating in urban homes and other buildings and
to the various industrial heat processes which require concentration of heat, flexibility of control, and uniformity of results.
Industrial uses to which it appears particularly adapted include the treating and annealing of metals, the operation of kilns
in the ceramic, cement, and lime industries, the manufacture of glass in its various forms, and use as a raw material
in the chemical industry. General use of natural gas under boilers for the production of steam is, however, under most
circumstances of very questionable social economy.’ Twentieth Annual Report of the Federal Power Commission (1940)
79.

End of Document © 2015 Thomson Reuters. No claim to original U.S. Government Works.
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FILED 1/6/2023
DOCUMENT NO. 00107-2023 Attorneys and Counselors at Law

A A FPSC - COMMISSION CLERK 123 South Calhoun Street
M AUSLEY Tallhassee,FL 32901
MCMU LLEN P: (850) 224-9115
F: (850) 222-7560

ausley.com

January 6, 2023

VIA ELECTRONIC FILING

Mr. Adam J. Teitzman
Commission Clerk

Florida Public Service Commission
2540 Shumard Oak Boulevard
Tallahassee, Florida 32399-0850

RE:  Undocketed; Peoples Gas System, Inc. (formerly Peoples Gas System, a division
of Tampa Electric Company)

Dear Mr. Teitzman:

In accordance with Rule 25-9.044, Florida Administrative Code, Peoples Gas System, Inc.,
hereby gives notice that effective January 1, 2023, the assets of Peoples Gas System, a division of
Tampa Electric Company (“PGS”) were transferred into a separate corporation named Peoples
Gas System, Inc., which is a wholly owned subsidiary of newly formed gas operations holding
company, TECO Gas Operations, Inc., which is a subsidiary of TECO Energy, Inc. TECO Energy,
Inc. continues to be a wholly-owned subsidiary of Emera Incorporated.

Peoples Gas System, Inc. hereby adopts, ratifies, and makes its own all rates, rules,
classifications and regulations of PGS effective as of January 1, 2023, including, but not limited
to, all existing tariffs, special contracts, territorial agreements, and the Stipulation and Settlement
Agreement approved by Order No. 2020-0485-FOF-GU, issued December 10, 2020, in Docket
Nos. 20200051-GU, 20200166-GU, and 20200178-GU; and the 2020 Storm Agreement, approved
by Order No. 2020-0103-PAA-GU, issued April 14, 2020, in Docket. No. 20190109-GU. Peoples
Gas System, Inc. will issue and file in its own name the rate schedules and regulations in the PGS
tariff as it existed as of December 31, 2022, by a complete reissuance within 30 days of this notice.

The asset transfer and technical change of control of those assets described in this notice
will be seamless to customers. It will not involve substantive changes to the PGS tariff. Customer
bills will still be issued in the name of Peoples Gas. The company’s customer service operation
will remain the same and will use the same physical and mailing addresses, phone numbers, email
addresses, and remote access pathways. The company’s trucks, uniforms, and signs will not change
due to the transaction. Peoples Gas System, Inc. will continue to provide the same high level of
award-winning natural gas service to its customers.

6402



Mr. Adam Teitzman
January 6, 2023

Page 2

Inc.

JIW/ne

CC:

PEOPLES GAS SYSTEM, INC.
DOCKET NO. 20230023-GU

OPC'S FIRST REQUEST FOR PODS
FILED: MAY 11, 2023

Workpaper 02
Page 2 of 2

Peoples Gas System, Inc. requests that the Commission administratively update its records
to reflect the change of name described in this letter. The persons designated for PGS to receive
notices, orders, data requests, and other communications from the Commission, and their contact
information (email addresses and phone numbers) will remain the same for Peoples Gas System,

Questions about this notice may be directed to the undersigned counsel for Peoples Gas
System, Inc.

Sincerefly,

N /
{

/

\J{ /
J{/

Braulio Baez (Executive Director)

Mark Futrell (Deputy Executive Director/Technical)

Keith Hetrick (General Counsel)

Richard Gentry (Public Counsel)

Charles Rehwinkel (Deputy Public Counsel)
Jon Moyle (FIPUG)
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variable rates, at the St. Louis
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address is http://research.
stlouisfed.org/fred/.

574 CHAPTER 14

MATURITY MATCHING OR
“SELF-LIQUIDATING,” APPROACH

sufficient to pay off the loan at the end of only one year, so the loan would have ¢
be renewed. If for some reason the lender refused to renew the loan, then the com-
pany would have problems. Had the plant been financed with long-term debt, hoy-
ever, the required loan payments would have been better matched with cash flows
from profits and depreciation, and the problem of renewal would not have arisen,

At the limit, a firm could attempt to match exactly the maturity structure of its gs.
sets and liabilities. Inventory expected to be sold in 30 days could be financed with o
30-day bank loan; a machine expected to last for 5 years could be financed with
S-year loan; a 20-year building could be financed with a 20-year mortgage bond; and
so forth. Actually, of course, two factors prevent this exact maturity matching:
(1) there is uncertainty about the lives of assets, and (2) some common equity must
be used, and common equity has no maturity. To illustrate the uncertainty factor, a
firm might finance inventories with a 30-day loan, expecting to sell the inventories
and then use the cash to retire the loan. But if sales were slow, the cash would not be
forthcoming, and the use of short-term credit could end up causing a problem. Still,
if a firm makes an attempt to match asset and liability maturities, we would define
this as a moderate current asset financing policy.

In practice, firms don’t finance each specific asset with a type of capital that has a
maturity equal to the asset’s life. However, academic studies do show that most firms
tend to finance short-term assets from short-term sources and long-term assets from
long-term sources.'®

d LR Maturity Matching, or The maturity matching, or “self-liquidating,” approach calls for matching asger
i; R “Self-Liquidating,” and liability maturities as shown in Panel a of Figure 14-3. This strategy minimizeg
oA Approach the risk that the firm will be unable to pay off its maturing obligations. To illustrate
MR A financing policy that suppose a company borrows on a one-year basis and uses the funds obtained to buﬂé
i ?} matches asset and liability 41,4 equip a plant. Cash flows from the plant (profits plus depreciation) would not be
Il

AGGRESSIVE APPROACH

Panel b of Figure 14-3 illustrates the situation for a relatively aggressive firm that fi-
nances all of its fixed assets with long-term capital and part of its permanent current
assets with short-ferm, nonspontaneous credit. Note that we used the term “rela-
tively” in the title for Panel b because there can be different degrees of aggressiveness.
For example, the dashed line in Panel b could have been drawn below the line desig-
nating fixed assets, indicating that all of the permanent current assets and part of the
fixed assets were financed with short-term credit; this would be a highly aggressive,
extremely nonconservative position, and the firm would be very much subject to dan-
gers from rising interest rates as well as to loan renewal problems. However, short-
term debt is often cheaper than long-term debt, and some firms are willing to sacri-
fice safety for the chance of higher profits.

CONSERVATIVE APPROACH

Panel ¢ of Figure 14-3 has the dashed line above the line designating permanent cur-
rent assets, indicating that long-term capital is being used to finance all permanent

16 For example, see William Beranek, Christopher Cornwell, and Sunho Choi, “External Financing,
Liquidity, and Capital Expenditures,” Journal of Financial Research, Vol. 18, No. 2, 207-222.

WORKING CAPITAL MANAGEMENT
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Petition for rate increase by Peoples Gas { DOCKET NO. 080318-GU
System. ORDER NO. PSC-09-0411-FOF-GU
| ISSUED: June 9, 2009

The following Commissioners participated in the disposition of this matter:

MATTHEW M. CARTER II, Chairman
LISA POLAK EDGAR
KATRINA J. McMURRIAN
NANCY ARGENZIANO
NATHAN A. SKOP

APPEARANCES:

ANSLEY WATSON, JR., ESQUIRE, Macfarlane, Ferguson & McMulien, P.O,
Box 1531, Tampa, Florida 33601-1531, and JAMES D. BEASLEY, ESQUIRE,
Ausley & McMulien, P. O. Box 391, Tallahassee, Florida 32302

On behalf of Peoples Gas System (PGS}

J.R.KELLY and CHARLES REHWINKEL, ESQUIRES,

Office of Public Counsel, W. Madison Street, Room 812, Tallahassee, Florida
32399-1400

On behalf of the Citizens of the State of Florida (OPC)

CECILIA BRADLEY, ESQUIRE, Office of the Attorney General, The Capitol,
PL-01, Tallahassee, Florida 32399-1050

On behalf of the Citizens of Florida (OAG)

JOHN W. McWHIRTER, JR. ESQUIRE, McWhirter Law Firm, P.O. Box 3350,
Tampa, Florida 33601-3350
On behalf of the Florida Industrial Gas Users (FIGU)

CAROLINE M. KLANCKE, and KATHERINE E. FLEMING, ESQUIRES,
Florida Public Service Commission, 2540 Shumard Oak Boulevard, Tallahassee,
Florida 32399-0850

On behalf of the Florida Public Service Commission (Staff)
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FINAL ORDER GRANTING IN PART AND DENYING IN PART
PETITION FOR RATE INCREASE

BY THE COMMISSION:

BACKGROUND

This proceeding commenced on August 11, 2008, with the filing of a petition for a
permanent rate increase by Peoples Gas System (Peoples, PGS, Utility or Company). The
Company is engaged in business as a public utility providing gas service as defined in Section
366.02, Florida Statutes (F.S.), and is subject to the jurisdiction of the Commission. Peoples
provides gas service to 338,790 customers in the following counties: Bay, Broward, Charlotte,
Clay, Collier, Dade, Duval, Gilchrist, Hernando, Highlands, Hillsborough, Lafayette, Lake Lee,
Levy, Liberty, Manatee, Marion, Martin, Orange, Osceola, Palm Beach, Pasco, Pinellas, Polk,
Sarasota, Seminole, St. Johns, Sumter, Volusia, Wakulla, and Union. Since the last rate case,
Peoples added approximately 100,000 residential and commercial customers.

Peoples requested an increase in its retail rates and charges to generate $26,488,091 in
additional gross annual revenues. This increase would allow the Company to earn an overall rate
of return of 8.88 percent or an 11.50 percent return on equity (range 10.50 percent to 12.50
percent). The Company based its request on a projected test year ending December 31, 2009.
Peoples stated that this test year is the appropriate period to be utilized because it represents the

conditions to be faced by the Company, and is representative of the customer base, investment
* requirements, throughput levels, and overall cost of service to be realized for the period when the
new rates will be in effect.

In Peoples last rate case, it was granted a final revenue increase of $12,050,000 by Order
No. PSC-03-0038-FOF-GU.! In that order, the Company’s jurisdictional rate base was found to
be $505,441,206 for the projected test year ended December 31, 2003. The allowed rate of
return was found to be 8.83 percent for the test year using an 11.25 percent return on equity.

In the instant docket, Peoples was granted an interim revenue increase of $2,380,000 by
Order No. PSC-08-0696-PCO-GU.? In that order, the Company’s Jurisdictional Adjusted Rate
Base was found to be $515,212,000 for the 2008 interim test year. The allowed overall rate of
return was found to be 8.31 percent for the test year using a return on equity (ROE) of 10.25
percent, which is the minimum of the authorized range for an ROE of 11.25 percent from the last
rate case.

The Office of Public Counsel (OPC)’ and Florida Industrial Gas Users (FIGU)*
intervened in this proceeding.

! Issued January 6, 2003, in Docket No. 020384-GU, Inre: Petition for rate increase by Peoples Gas System.

2 Issued October 20, 2008, in Docket No. 080318-GU, Inre: Petition for rate increase by Peoples Gas System.

? See Order No. PSC-08-0532-PCO-GU, issued August 18, 2008, in Docket No. 080318-GU, Inre: Petition for rate
increase by Peoples Gas System.
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Customer service hearings were held in Panama City on November 7, 2008, and in
Jacksonville on November 14, 2008, and no customers attended either service hearing,
Customer service hearings were also held in Orlando on January 13, 2009, Tampa and Charlotte
County on January 14, 2009, and Hollywood on February 2, 2009. Ten customers presented
testimony. There were no complaints related to Peoples’ gas service. This order addresses
Peoples’ requested permanent rate increase. We have jurisdiction pursuant to Sections 366.06(2)
and (4), and 366.071, F.S.

DECISION
I. APPROVED STIPULATIONS

We have previously approved several stipulated issues, stipulated adjustments, and
partially stipulated issues. The stipulated issues are reflected below, as well as in a consolidated
list attached as Appendix 1.

1. TEST PERIOD

At the hearing, witness Cantrell read from PGS’s test year letter dated June 12, 2008,
that, “[t]he proposed 2009 test year will most accurately reflect the economic conditions during
the first 12 months the new rate will be in effect.” Witness Cantrell testified that the test year
was based on the best projections at that time and not on the current economic conditions. In
extensive cross examination, witness Cantrell agreed that the ratepayers throughout the PGS
service area were hurting because of the downturn in economic conditions, as a result of job
losses and the decline in the real estate market. Witness Cantrell explained that if the Utility
filed its MFRs in the current economic climate, the Utility’s requested revenue incredse would be
greater because of a decrease in the projected revenues from the future customers.

The test year letter stated that since the last historical base year, the Consumer Price
Index (CPI) has increased more that 17 percent. During cross examination, witness Cantrell
emphasized that PGS is receiving more requests for service, for example, the opportunity to
extend lines to serve six or seven asphalt plants around PGS’s service territory. Witness Cantrell
also noted that PGS will provide gas to a steel plant that is coming online south of Ocala. Even
though usage per customer has decreased in many segments, PGS sees no drop-off in the
commercial sector because of the increase in customers that want natural gas service. OPC
pointed out that commercial customers were using less therms of gas because of the slow down
in the economic conditions for BPB Celotex, National Gypsum Co., and United States Gypsum
Company-D.I1.P. At the hearing, witness Cantrell stated that even though United States Gypsum
Company used 3.2 million less therms, this would equate only to a $116,000 decrease in
revenues at 3.5 cents per therm.

Witness Cantrell further explained that even though the initial revenue requirement
increase was $15-20 million in the 2008 Business Plan, PGS requested $26 million because of
the economic slow down, the decrease in therm usage, and PGS’s revenue forecast. Witness

* See Order No. PSC-08-0532-PCO-GU, issued August 18, 2008, in Docket No. 080318-GU, In re: Petition for rate
increase by Peoples Gas System.
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Cantrell further explained that if the case were filed today, the requested revenue increase would
be even higher than the $26 million currently requested.

FIGU asserted that we should exercise caution when using a projected test year that is 18
months from the filing of the test year letter. Section 366.06, F.S., states that we shall only
approve rates using the depreciated investment in utility plant that is actually in use and useful in
providing service. When the time lag for a projected, test year is too far in the future from the
base year, it becomes more difficult to verify the used and useful plant in service that is
necessary to comply with Section 366.06, F.S.

The real estate market has deteriorated and unemployment has risen in the PGS service
area since the test year letter was filed on June 12, 2008. The current economic climate may
improve because of the federal economic stimulus package that will be effective in 2009 and
future years.

FIGU asserted that the Florida Administrative Procedures Act requires regulatory
agencies to express their governing policies by adopting rules.” FIGU further stated that the
Commission has rules but their applicability is developed using common law principles on a case
by case basis. The current rulings and findings set precedents for future cases with similar
issues. Staff believes that the regulatory process, which includes auditing the company, issuing
discovery requests, conducting depositions and holding a hearing, would uncover any
consequential financial and account excesses that would be represented in the projected 2009 test
year.

Based on the above, we find that the historical base year ended December 31, 2007, and
the projected test year ending December 31, 2009, as adjusted, reflect the appropriate rate base,
cost of capital, and net operating income. Therefore, the historical base year ended December
31, 2007, and the projected test year ending December 31, 2009, are the appropriate test years.

*Section 120.52(16), F.S., provides that “rule” means each agency’s statement of general applicability that
implements, interprets, or prescribes law or policy.
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III. RATE BASE

A. Adjustments to Projected Plant, Accumulated Depreciation, and Depreciation Expense

The Company’s MFRs indicated a 13-month average for Plant in Service and
Accumulated Depreciation for the 2009 projected test year of $989,149,922 and $426,364,359,
respectively. PGS asserted that the 2009, 13-month average net Plant in Service, should include
approximately $6.4 million in actual expenditures for 2008.

PGS witness Higgins testified that the factors which contributed to the over six years of
growth in rate base included: 1) the increase of about 100,000 new residential and commercial
customers, 2) the addition of over 1,500 miles of main to support growth, 3) increased need for
maintenance capital expenditures, and 4) significant relocation of facilities due to the rapid
expansion of highways and roads throughout the State of Florida.

1. System Expansion

PGS witness Binswanger testified that PGS uses a multi-step decision process to serve
new developments. He stated that the Company must first identify the development of gas load
potential; secondly, design the distribution main, and finally, design the supply main. He further
stated that by establishing the gas load potential, the Company is able to establish the residential
and commercial mix, and the timeline for build-out. He contended that the distribution main and
service lines size are based on hourly demand for gas. In addition, witness Binswanger testified
that the gas load information enables the PGS engineers to properly size the distribution mains
and service lines to properly transport gas to customers anytime. He also stated that the size of
typical distribution mains range from two inches to four inches, and service lines range in size
from three-quarters of an inch to two inches. Furthermore, he stated that the completion of the
design of the distribution mains and service lines to serve a development, results in the design
criteria for a natural gas distribution system and estimates of construction cost. Additionally, he
stated that the natural gas supply main and associated appurtenances connects the development
distribution system to the interstate transmission pipeline system or an existing Peoples supply
main. In the final step, witness Binswanger further asserted that the supply main design
requirements include the length of the main, hourly customer demand, and available gas
pressure.

2. Government-Mandated Line Relocation

Witness Binswanger testified that the Company used different government-owned public
rights-of-way, including those owned or controlled by the Florida Department of Transportation.
He stated that the provisions for public utilities to use the rights-of-way were established by
statute, regulation, ordinance, or franchise agreements. He further stated that the Company is
required to move any installed mains or service lines under or along public rights-of-way when
they are ordered by a governmental entity. He contended that in “most instances” it is at the
Company’s expense, without reimbursement, to meet its service obligations. In addition, the
Company’s right to install supply and distribution mains in public rights-of-way is subject to
PGS relocating any facilities if conflict develops when work is done by or for governmental
entities. He further contended that once PGS receives a relocation order, it means that the

6410




PEOPLES GAS SYSTEM, INC.
DOCKET NO. 20230023-GU

OPC'S FIRST REQUEST FOR PODS
FILED: MAY 11, 2023

Workpaper 04
ORDER NO. PSC-09-0411-FOF-GU Page 6 of 66
DOCKET NO. 080318-GU
PAGE 6

Company has been put on notice that at some point in the near future, road construction work
will begin, and facilities must be relocated. He asserted that contractors/governmental entities
could impose fees on the Company if it fails to relocate facilities as required, and the
entity/entities miss established deadlines.

According to witness Binswanger, the Company’s capital expenditures for government-
mandated relocations were $17.6 million during the period of 2004 through 2007. He contended
that PGS did not receive any revenues to recover the associated depreciation and ad valorem tax
expense or a return on its investment. He further contended that PGS was granted depreciation
expense and a return on government-mandated relocations in its 2003 rate case. He stated the
Company is proposing capital expenditures for the 2008 and 2009 projected test year for
government-mandated relocations in the amount of $6.3 million and $3.8 million, respectively.

3. Capital Budget and Expenditures

PGS witness Narzissenfeld testified that the annual capital budget is determined by
normal expenditures and capital projects. He stated that normal expenditures are composed of
recurring costs required to provide service to new customers, and routine costs associated with
the replacement and/or relocation of existing facilities and equipment. He further stated that
major projects consist of expansions with cost in excess of $500,000. He asserted that in the
quantification of the annual capital budget, PGS detailed the existing revenue-producing projects
that have activity in the current year. He further asserted that the information was then used in
the establishment of the capital expenditures by budget category for the next fiscal year. Finally,
he contended that the information obtained from the analysis enabled PGS to: 1) forecast new
customers; 2) calculate blanket expenditures, such as meter sets and service lines; and 3) main
expansion within a development, city, or projected new area. He stated that maintenance capital
was forecasted by budget category, which consisted of known projects and historical experience.

According to witness Narzissenfeld, the capital expenditures for 2008 and 2009 are
projected to be $62 and $60 million, respectively. He stated that for 2008, of the budgeted $62
million, PGS would use: 1) $39 million to construct revenue producing facilities for new and
existing customers; 2) $15 million for the replacement or removal of mains and services,
improvements to the distribution systems and relocations and replacements to accommodate
municipal, state and federal road construction; and 3) $8 million for improvements to structures,
replacement of vehicles, office equipment and communication systems, and other tools and
equipment. He described revenue producing facilities as the construction of mains and services,
together with installation of metering and pressure regulation stations, control equipment,
corrosion prevention systems, and other appurtenances. He further stated that of the budgeted
$60 million for 2009, PGS would use: 1) $42 million for facilities to serve new and existing
customers; 2) $13 million spent for replacement or removal of mains and services, improvement
of the distribution systems, and relocations and replacements to accommodate municipal, state
and federal road construction; and 3) $5 million for improvements to structures, replacement of
vehicles, office equipment and communication systems, and other tools and equipment.
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According to OPC witness Schultz, the Company overstated its 2008 and 2009 capital
expenditures by 33 percent in comparison to its historical spending. He also stated that the
Company’s past five years’ average capital expenditures were $44,784,558. Witness Schultz
acknowledged that the adjustments he proposed in his direct testimony are no longer applicable
as they were based on erroneous information provided by the Company. However, he believed
that the cost of spending was primarily for mains and services without showing a complementary
increase in customer growth. Witness Schultz believes that when rates are set they are based on
plant and operating costs that are associated with a specific level of customers. He stated that
according to Company witness Richards, the average use per customer has declined. He
contended that witness Richards’ statement is in direct contradiction with witness
Narzissenfeld’s argument that the increase in plant is attributable, in part, to accommodating
increased use by existing customers.

Witness Schultz stated that PGS witness William Cantrell testified that the cost of steel
pipe has more than doubled and the cost of plastic pipe has increased by 45 percent. Witness
Schultz used historical data provided by the Company in OPC’s Exhibit 64 to confirm the figures
regarding the cost of pipe. He stated that the information showed the fluctuation of cost per foot
for both steel and plastic pipe for mains and services. He stated that the provided data showed
the projected cost per foot for the size of mains and service lines installed more than doubled the
actual cost. Witness Schultz’s adjustments show a reduction to average projected plant in the
amount of $2,356,919 for steel mains, $15,883,458 for plastic mains, and an increase to the
average projected plant for plastic mains by $2,912,691. He further stated that the adjustment for
accumulated depreciation and depreciation expense should be $369,404 and $404,900,
respectively.

OPC witness Shultz stated that the errors in the Company-provided documents caused an
initial wrong turn, but it has not caused OPC to retreat from the recommendation that rate base
should be reduced for excessive and unjustified capital spending. OPC believes that the
customer growth does not explain nor justify the 2008 and 2009 spike in capital expenditures.
OPC’s post-hearing brief states that:

Regardless of whether it is by design or not, it appears that PGS is asking current
customers to unfairly bear the cost of the downturn in the economy. Additionally,
they are asking the current customers to shoulder the cost of extending facilities to
position the company to meet or serve future demands regardless of the cost
effectiveness or viability of the facilities extensions.

OPC argued that PGS Vice President of Operations, Bruce Narzissenfeld, testified on
January 30, 2009, that “nothing occurred which caused the Company to believe that its 2009
projections should be changed.” OPC argued that: 1) 12 projects were delayed, or cancelled
between the time of filing and the hearing which caused a 43 percent or $6,973,735 reduction in
the original budgeted revenue producing category, 2) Witness Narzissenfeld testified that delays
were due primarily to the real estate market, and 3) for 2009, over $8 million of revenue-
producing projects were reduced or eliminated from the initial budget included in the MFRs.
OPC believes that when new last minute dollars appear in order to plug the budget so that it does
not change by one single dollar, then the reliability of those new additions should be questioned.
OPC asserted that in the last rate case, which was stipulated, an adjustment in the amount of
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$15,377,000 was made for cancelled, delayed, or under-budgeted additions. OPC recommends
that we should reduce the projected rate base by $15 million. OPC believes it would be
consistent with the adjustment made in the last rate case, and would insure that revenues, and
costs are appropriately matched while providing a check on excessive spending to pursue ever
elusive customer growth.

In his rebuttal testimony, witness Narzissenfeld stated that OPC witness Schultz’s
adjustments were based on a re-estimate of the 2008 capital expenditures which were based on
erroneous data received from PGS. He contended that in the process of calculating the
“estimated” projected footage, the Company divided the projected spending by what it believed
to be the 2007 actual costs per foot. He further contended that PGS estimated the footage
because the budget system could not capture that type of data. He stated that this type of
information is prepared by personnel at the project level and only the financial projections are
captured in the budget system. He further stated that the Company provided OPC and staff with
the corrected answers. He concluded that the information needed by witness Schultz for his
adjustment methodology is not available, and the estimated footage used was inaccurate for his
adjustments to capital expenditures.

PGS witness Narzissenfeld argued that there is no relationship between use per customer
and capital expenditures. In addition, the use per customer can decrease while the overall system
usage would increase due to an increase in the total number of customers or changes in customer
mix. He further asserted that economic conditions have reduced near-term customer growth
estimates, but PGS’s planning cycle is much longer. Furthermore, he argued that PGS’s
evaluation of expansion capital is based on a four-year payback period which is reflected in
PGS’s 2009 budget. He believes that short-term economic conditions should not automatically -
reduce the Company’s expansion plans and delay providing gas to areas not currently served.
According to witness Narzissenfeld, the 2008 -final capital expenditures are now known,
validated, and exceed the level of capital spending included in the Company’s filing.

We examined the Company’s plant data filed in this rate proceeding. Our staff’s audit of
the historical test year revealed no adjustments to plant, construction work in progress (CWIP),
retirements, and accumulated depreciation. We further reviewed the responses to interrogatories
provided by the Company for the historical base year plus one and the projected test year. Staff
received a copy of the Company’s responses to OPC’s interrogatories and request for documents
(PODs). The Company’s response to OPC POD No. 72 and its backup documentation mirrored
MFR Schedule G-1, Construction Budget for the Historic Base Year Plus One and Construction
Budget for the Projected Test Year, pages 23 through 28. This information was used by staff to
correlate the data provided by the Company to OPC Interrogatories 70, 72, and 73, which later
were revised. Accordingly, we agree with OPC that the documentation received was flawed.
Also, the initial adjustments to plant were based on this information.

We reviewed the corrected data provided by the Company in response to OPC POD No.
72, and Interrogatories 70, 72, and 73. The Company’s response included a breakdown of
several projects listed as revenue-producing — new, ongoing, and other, and maintenance
expenditures. The updated information included actual expenditures for 2008 totaling $68.4
million. This is a $6.4 million increase over the projected historical base year. The actual capital
expenditures for 2008 validates the Company’s 2008 projection. But, there existed in the revised
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documentation for OPC POD No. 72 cancelled, delayed, cost over-runs, and new projects
completed in 2008. We removed government-mandated projects totaling $3,803,800 for 2009
since the majority of the projects were completed in 2008. Because the Company added new
government-mandated projects for 2009, we believe that the projects listed in Exhibit 94 should
be completed in 2009. Also, the Company projected $3,200,042 for cost of removal for 2008,
but the actual expenditure was $1,552,481. This created an overstatement of accumulated
depreciation in the amount of $1,647,561.

Peoples is currently involved in a territorial dispute in Martin County with Florida Public
Utilities Company.® This dispute is over an area located immediately west of the Florida
Turnpike on SW Martin Hwy (State Hwy 714) near Stuart, Florida. Peoples extended a supply
main into this area which prompted this dispute. That supply main is estimated to cost $114,816
when complete. Peoples’ witness Binswanger testified that Peoples does not serve any
customers located within the disputed area, nor does the Utility have any contracts or agreements
to provide service in the area. We find that while this dispute is as yet undecided by the
Commission, it would be discriminatory and inappropriate to allow the cost of this supply main
in rate base.

In summary, based on reductions discussed in this issue, we find that the 2009 projected
test year 13-month average Projected Plant, and Depreciation Expense shall be reduced by
$1,959,308 and $113,640, respectively, and Accumulated Depreciation shall be increased by
$795,371, resulting from 2008 and 2009 activities.

B. Adjustments to Reduce Plant, Accumulated Depreciation, Depreciation Expense, and
Other Expenses to Reflect Non-Utility Operations

PGS stated that all required adjustments to remove non-utility items have been made for
the 2009 test year. Moreover, the parties did not propose -any adjustments to reduce plant,
accumulated depreciation expense, or other expenses to reflect non-utility operations.

We find that no adjustments are necessary to Plant, Accumulated Depreciation,
Depreciation Expense or other expenses to reflect non-utility operations.

C. Construction Work in Progress (CWIP)

PGS stated that the appropriate amount of CWIP for the 2009 projected test year is
$18,249,444. OPC argued that the Company’s CWIP balances for 2008 and 2009 appear to be
as excessive as plant. OPC argued that there were no specific adjustments to recommend to any
particular CWIP project. According to OPC, the MFRs showed $25,028,580 for the 2008
projected base year CWIP amount, but the final amount for 2008 was $26,863,863. OPC
asserted that it compares unfavorably to the 2003-2006 average CWIP balance in the amount of
$14,771,750. OPC further argued that although the 2003 final CWIP balance was $16,685,000,
the amount used for setting rates in the 2003 test year was $21,277,545.7 OPC asserted that the

® See Docket No. 080642-GU, In re: Petition of Florida Public Utilities Company to resolve a territorial dispute with

Peoples Gas System.
" Order No. PSC-03-0038-GU, issued January 6, 2003, in Docket No. 020384-GU, In Re: Petition for rate increase

by Peoples Gas System.
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projected CWIP for 2009 represents another opportunity for the Company to curtail costs and
reduce the impact of the economy on its customers. OPC further stated that 2008 and 2009
CWIP mirror the 2008 capital budget during dire economic conditions, no growth, and a stagnant
real estate market. OPC further argued that the Company failed to meet its burden of showing
the projected rate base is reasonable.

During PGS witness Higgins’ telephonic deposition where several questions were
proposed by OPC, witness Higgins testified in the affirmative that the average CWIP for the
unadjusted projected test year was lower than the originally projected 2008 average. He agreed
that the actual average CWIP for 2008 was greater than the historic base year plus one average
CWIP. He further stated that the amount was $26.6 million.

In the following chart, our staff analyzed the data provided in the parties’ testimonies
concerning the average CWIP costs in the MFRs for 2003-2006, the 2008 base year plus one and
the 2009 projected test year.

Comparison of Construction Work in Progress (CWIP)

2003-2006 Average CWIP Balance $14,771,750

2003 Final CWIP Balance 16,685,000 12.9 percent increase over 2003-2006 average CWIP

2003 CWIP used for Setting rates 21,277,545 27.5 percent increase over 2003 Balance and a 17
percent increase over 2009 projected test year.

2008 Projected Base Year 25,028,580 17.6 percent increase over 2003 for rate setting.

12008 Final CWIP 26,863,863 7 percent increase over 2008 projected base year and
47 percent increase over 2009 Projected Test Year

2009 Projected Test Year $18,249,444 32 percent decrease over 2008 Final CWIP and a

© 14.2 percent decrease over 2003 CWIP used for

setting rates

9 percent increase over 2003 final CWIP balance

As shown in the chart, the 2003 final CWIP balance increased by 12.9 percent over the
2003-2006 average. But, the 2003 CWIP used for setting rates was 27.5 percent over the 2003
final CWIP balance. PGS’s last rate case included a $15.377 million decrease to plant.
Furthermore, the 2008 projected base year plus one CWIP was 17.6 percent over the 2003 CWIP
used for setting rates, which entails a five-year span of time. Finally, the 2009 projected test year
CWTP is 9 percent more than the 2003 final CWIP balance, but 32 percent less than the 2008
final CWIP. The balance in CWIP continually fluctuates depending on when projects are
completed during the year and transferred to plant in service.

We believe that the data provided by OPC in the comparison of CWIP from 2003 through
2009 does not support its position of excessive CWIP for the projected test year. Accordingly,
we find that the $18,249,444 is appropriate for the 2009 projected test year.

D. 2009 Projected Test Year Total Plant

In determining the appropriate 2009 projected test year to plant, we reviewed Plant in
Service documentation provided by the Company for 2008 to determine the proper 2009
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projected test year amount. For this issue, we used the 13-month average Plant in Service
balance as contained in the MFRs of $1,009,374,293 minus Construction Work in Progress,
which totaled $991,124,849. We also made an adjustment to decrease Total Plant of
$991,124,849 by $1,959,308 for the 13-month average to $989,165,541. Therefore, the
appropriate level of Total Plant in Service shall be $989,165,541.

E. 2009 Projected Test Year Depreciation Reserve

In determining the 2009 projected test year total amount we examined accumulated
depreciation data for 2008. Moreover, we used the 13-month average for Accumulated
Provision-Depreciation and Amortization and Customer Advances For Construction contained in
the MFRs of $426,364,359 and $7,916,127, respectively, totaling $434,280,486. We also
incorporated the adjustments made to Projected Plant, Accumulated Depreciation, and
Depreciation Expense. The effect of the adjustments increases the depreciation reserve of
$434,280,486 by $795,371 to $435,075,857.

F. Projected Test Year Rate Base

The appropriate amount of rate base for the 2009 projected test year is $560,844,757, as
stated in the table below.

Comparative Rate Base
Projected Test Year Ending December 31, 2009

Per Company opC? Commission

Utility Plant in Service $991,124,849 $983,624,849 $989,165,541
Accumulated Depreciation (434,280,486) (434,171,736) (435,075,857)
Net Plant-In-Service 556,844,363 549,453,113 554,089,684
CwWIP 18,249,444 18,249,444 18,249,444
Net Utility Plant 575,093,807 567,702,557 572,339,128
Working Capital (11,494,371) (11,494,371) (11,494,371)
Total Rate Base $563,599,436 $556,208,186 $560,844,757

IV. COST OF CAPITAL

A. Return on Common Equity

Two witnesses testified in this proceeding regarding the appropriate return on common
equity (ROE) for PGS. PGS witness Murry recommended an ROE of 11.50 percent. OPC
witness Woolridge recommended an ROE of 9.25 percent. PGS’s currently authorized ROE of
11.25 percent was set in 2003 in Order No. PSC-03-041 5-FOF-GU.’

The statutory principles for determining the appropriate rate of return for a regulated
utility were set forth by the U.S. Supreme Court in Federal Power Commission v. Hope Natural
Gas Company, 320 U.S. 591 (1944) and Bluefield Waterworks & Improvement Company v.

¥ The calculation of OPC’s position is based on the amounts contained in OPC’s Brief,
- ? Issued March 25, 2003, in Docket No. 020384-GU, In re; Petition for rate increase by Peoples Gas System,
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Public Service Commission of West Virginia, 262 U.S. 679 (1923). These decisions define the
fair and reasonable standards for determining rate of return for regulated enterprises. Namely,
these decisions hold that the authorized return for a public utility should be commensurate with
returns on investments in other companies of comparable risk, sufficient to maintain the financial
integrity of the company, and sufficient to maintain its ability to attract capital under reasonable
terms.

While the logic of the legal and economic concepts of a fair rate of return are fairly
straight forward, the actual implementation of these concepts is more controversial. Unlike the
cost rate on debt that is fixed and known due to its contractual terms, the cost of equity must be
estimated. Financial models have been developed to estimate the investor-required ROE for a
company. Market-based approaches such as the Discounted Cash Flow (DCF) model and the
Capital Asset Pricing Model (CAPM) are generally recognized as being consistent with the
market-based standards of a fair return enunciated in Hope, 320 U.S. 591 and Bluefield, 262 U.S.
679.

1. Discounted Cash Flow Model (DCF)

Both witnesses Murry and Woolridge used the DCF model to estimate the investor-
required ROE for PGS. PGS is a division of Tampa Electric Company (TECO), which is a
wholly-owned subsidiary of TECO Energy, Inc. (TECO Energy). As such, its common stock is
not publicly traded. To apply the DCF model, each witness had to select a group of companies
with publicly traded stock to serve as a proxy for PGS.

To select his group of comparable companies, PGS witness Murry started from a group
of all publicly traded local distribution companies (LDCs) followed by Value Line Investment
Survey (Value Line). From this initial sample, he excluded all companies that did not pay a
dividend and companies with a market capitalization greater than $1.7 billion. Based on this
selection criteria, witness Murry identified a group of six companies that he testified provided a
representative sample of the financial and cost of capital information for a financially healthy gas
distribution utility such as Peoples.

Witness Murry relied on stock prices and dividends for a recent two week period prior to
the filing of his direct testimony in August 2008 and the high and low stock prices for the
preceding 52-week period. While he reviewed dividend growth rates, his DCF analysis relied
principally on forecasted eamings growth rates. In lieu of making a specific adjustment for
flotation costs, witness Murry recognized the high end of the results of his DCF analysis to
compensate for the price impact flotation costs and market pressure from a stock issuance have
on the price of that common stock.

The various iterations of witness Murry’s DCF analysis produced indicated returns
ranging from a low of 6.94 percent to a high of 11.02 percent for his proxy group. Due to the
recent turmoil in the debt and equity markets, he testified that the relevant DCF results from his
analysis range from 10.04 percent to 11.02 percent.

To select his group of comparable companies, OPC witness Woolridge started with all
publicly-held gas distribution companies followed by Value Line and AUS Utility Reports.
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From this initial sample, he removed all companies that did not have an investment grade bond
rating from Moody’s Investors Service (Moody’s) and Standard & Poors’ (S&P). He further
narrowed his proxy group by focusing on companies that generate at least 50 percent of its
operating income from regulated natural gas operations. Based on this selection criteria, witness
Woolridge identified a group of nine comparable companies for use in his analysis.

Witness Woolridge relied on dividend yields for the six-month period ended December
2008 and for the month of December 2008. He relied on Value Line’s historical and projected
growth rate estimates for earnings per share (EPS), dividends per share (DPS), and book value
per share (BVPS). In addition, he used the average EPS growth rate forecasts from Bloomberg
and Zacks and the expected growth rate as measured by the earnings retention method. Witness
Woolridge’s DCF analysis did not include an adjustment for flotation costs. The indicated return
from witness Woolridge’s DCF analysis is 9.50 percent.

OPC witness Woolridge’s direct testimony critiqued the reasonableness of certain aspects
of PGS witness Murry’s DCF analysis. In turn, witness Murry filed rebuttal testimony
challenging the reasonableness of certain aspects of witness Woolridge’s analysis. The two
witnesses used very similar DCF models, similar estimates of dividend yields, and relatively
similar proxy groups. The primary reasons for the difference in the witnesses’ indicated DCF
returns are their respective estimates of the growth rate to include in the DCF model and witness
Murry’s decision to rely on the high end of his indicated DCF results to account for flotation
costs.

Focusing first on expected growth rates, OPC witness Woolridge used a growth rate of

5.25 percent. This growth rate is the average of the projected growth rates for EPS, DPS, BVPS,

and the internal growth rate. In contrast, PGS witness Murry’s relevant DCF range is based on

growth rates that range from 6.50 percent to 8.06 percent These growth rates are based
> exclusively on forecasted EPS growth rates. :

This Commission has traditionally recogmzed a reasonable adjustment for flotation costs
in the determination of the investor-required ROE.'"® However, such adjustments have typically
been on the order of 25 to 35 basis points. While not making a specific adjustment for flotation
costs, by going to the high end of his DCF results witness Murry has effectively incorporated an
adjustment to his recommended DCF result far in excess of 25 to 35 basis points.

2. Capital Asset Pricing Model (CAPM)

Both witnesses relied on the CAPM approach to estimate the investor-required ROE for
PGS. For the reasons discussed earlier, the witnesses used their respective proxy groups for
certain inputs to their CAPM analyses.

PGS witness Murry performed two different, but complimentary, approaches to estimate
a CAPM ROE for PGS. The first method compared the historical risk premium between
common stocks and long-term government bonds. The second method examined the historical

10 Order No. PSC-08-0327-FOF-EI, issued May 19, 2008, in Docket No. 070304-EL In re: Petition for rate increase
by Florida Public Utilities Company, p. 37.
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risk premium of common stocks over Aaa-rated corporate bonds. In both analyses, he used the
average beta for his proxy group.

In PGS witness Murry’s first CAPM method, he relied on Ibbotson Associates’ data to
compare the risk premium between the historical earned returns on common stocks and the
earned returns on 20-year Treasury bonds. This method produced a CAPM result of 12.46
percent. This result included a “small size adjustment” of 165 basis points. Witness Murry
testified that this adjustment is necessary to account for an empirical bias against smaller
companies in the CAPM analysis.

In his second CAPM approach, witness Murry relied on Ibbotson Associates’ data to
compare the risk premium between the historical earned returns on common stocks and the
earned returns on long-term Aaa-rated corporate bonds. This method produced a CAPM result
of 13.01 percent. Witness Murry testified that this CAPM method does not require a separate
recognition of the size bias because it embodies the historical relationship between common
equity and debt.

OPC witness Woolridge performed an ex ante version of the CAPM analysis. As a proxy
for the risk free rate, he used a composite yield of long-term U.S. Treasury bonds. He used the
average beta for his proxy group. He determined an expected risk premium based on the results
of various studies of historical risk premium, ex ante risk premium studies, equity risk premium
surveys, and the building block approaches. Witness Woolridge’s CAPM analysis indicated an
ROE of 7.4 percent.

Both witness Murry and Woolridge challenged the reasonableness of certain aspects of
each other’s CAPM analysis. The primary reasons for the difference in their indicated CAPM
results is the size of the market risk premium assumed in their respective analyses, and PGS
witness Murry’s decision to include a small size adjustment to the results of one of his CAPM
methods. Also contributing to the difference in their respective CAPM results were differences
between the risk-free rate and beta each witness used in their respective analyses.

OPC witness Woolridge used a risk premium of 4.78 percent in his CAPM analysis. PGS
witness Murry used risk premiums of 7.10 percent and 8.50 percent in his CAPM analyses.
Witness Woolridge relied on ex ante or forward-looking risk premiums in his analysis. In
contrast, witness Murry relied on ex post or historical risk premiums in his CAPM analysis.
Witness Woolridge testified that there is considerable academic research documenting that risk
premiums based on historical, earned returns are poor predictors of current market expectations.
PGS witness Murry used a risk-free rate of 4.60 percent and a beta of .88. In contrast, OPC
witness Woolridge used a risk-free rate of 3.50 percent and a beta of .82.

OPC witness Woolridge testified that the small size adjustment proposed by PGS witness
Murry in one of his CAPM approaches is not justified. Witness Murry testified that he
calculated the small size adjustment consistent with the method recommended by Ibbotson
Associates. However, witness Woolridge countered that the errors in using historical earned
returns to measure forward-looking risk premiums also apply to this type of analysis. In
addition, witness Woolridge noted that the explicit size premium in the Ibbotson study is for
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companies with betas much greater than the betas for gas distribution companies. As such,
witness Woolridge believes these size adjustments are not associated with companies in the gas
distribution industry. Due to regulation, government oversight, performance review, accounting
standards, and information disclosure, witness Woolridge testified that utilities are much
different than industrial companies. For these reasons, witness Woolridge testified that there is
no evidence of a significant size premium for utility stocks.

Based on a review of the results of all the models presented in the testimony in this
proceeding, the record supports an authorized ROE within the range of 6.94 percent to 13.01
percent. Based on a more pragmatic review of the testimony, we find that the record more
strongly supports an ROE for PGS within the range of 9.25 percent to 11.50 percent.

Each of the witnesses recognized that the generally accepted models used for estimating
ROE are based on a number of restrictive assumptions. Under normal economic circumstances,
the relaxation of these assumptions for the practical application of these models is generally
understood. However, as each of the ROE witnesses have testified, the economy is not presently
in a normal or stable state. This realization does not mean that the models no longer have value,
rather, it is particularly important at this point in time to exercise informed judgment in the
application of the models.

Due to the reliance on historical earned returns to estimate the current risk premium and
the decision to include a questionable small-size adjustment in his CAPM analysis, combined
with the decision to recognize the high end of his DCF results, we believe that witness Murry’s
recommended ROE overstates the current investor-required ROE for PGS. Conversely,
recognizing that witness Woolridge’s recommended ROE is only marginally greater than the
current cost of utility debt, we believe returns in the single digits may understate the investor-
required ROE in the current market. '

PGS witness Murry testified that recently authorized returns of other natural gas
companies are not relevant to this proceeding because these returns do not account for investor
expectations following the recent disruption in the credit markets. However, this position is
drawn into question by the fact witness Murry’s recommended ROE is significantly influenced
by the historical earned returns over the period 1926-2007. We do not agree that returns
recently authorized in other cases are not relevant to this proceeding, but a return based on
historical earned returns over the past 81 years does convey information on current investor
expectations that this Commission can rely on for making its decision in this case.

There is little doubt the recent disruption in the credit markets has exerted some degree of
upward pressure on the current expectations of the market risk premium. However, we believe
that this incremental increase in required return, whatever the appropriate amount may be, should
be applied to a contemporary estimate of the current investor-required return, not an authorized
return set in 2003. Witness Murry identified a group of companies which he testified are
comparable in risk to PGS. These utilities have authorized ROEs ranging from a low of 10.00
percent to a high of 10.51 percent. The average ROE for this group is 10.23 percent. We do not
believe that the investor-required return for PGS is 127 basis points greater than the average
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authorized return for the group of companies witness Murry has identified as comparable in risk
to PGS. .

We find that an authorized ROE of 10.75 percent is appropriate. We have taken into
account PGS’s proposed construction program and its need to access the capital markets during
this potentially challenging period. In addition, we considered the Company’s proposed equity
ratio of 54.7 percent. We find that at an equity ratio of approximately 55 percent, and an
authorized ROE of 10.75 percent is supported by competent, substantial evidence in the record
and satisfies the standards set forth in the Hope, 320 U.S. 591 and Bluefield, 262 U.S. 679
decisions of the U.S. Supreme Court regarding a fair and reasonable return for the provision of
regulated service.

B. Capital Structure

PGS’s proposed capital structure for the projected 2009 test year reflects an equity ratio
as a percentage of investor-supplied capital of 54.7 percent. PGS witness Gillette testified that
the proposed 54.7 percent equity ratio is reasonable when compared to the equity ratio of 57.4
percent approved by this Commission in PGS’s 2002 base rate proceeding. Witness Gillette also
testified that no equity infusions were deemed necessary in 2008, and the 2009 planned equity
infusion from TECO Energy to PGS is $25 million.

OPC witness Woolridge agreed that PGS’s proposed capital structure is appropriate, but
with a caveat. The witness asserted that the average common equity ratio for the Gas Proxy
Group in the first eleven months of 2008 was 49.9 percent. Witness Woolridge testified that
PGS’s proposed capital structure includes a higher common equity ratio than the average equity
ratio for the Gas Proxy Group and therefore, represents lower financial risk. The witness
explained that he recognized PGS’S lower financial risk in his recommended cost of equity.
Witness Woolridge testified that his recommended ROE of 9.25 percent is a fair return given
PGS’s higher common equity ratio and lower degree of financial risk.

PGS witness Murry identified a group of six natural gas companies that he testified
“provide a representative sample of the financial and cost of capital information for a financially
healthy gas distribution utility such as Peoples.” The regulated utilities associated with the
companies in witness Murry’s proxy group have equity ratios that range from a low of 38.1
percent to a high of 52.7 percent. The average equity ratio for this group of utilities is 45.4
percent.

Based on the record, we find that the capital structure proposed by PGS is appropriate for
rate setting purposes. This capital structure reflects an equity ratio of 54.7 percent as a
percentage of investor-supplied sources of capital. While this level of equity is less than the
equity ratio approved for PGS in its last rate case, it is above the range of equity ratios of the
regulated utilities in witness Murry’s proxy group. Neither OPC nor FIGU objected to PGS’s
proposed capital structure and equity ratio other than contending that this level of equity should
be considered in the setting of the Company’s ROE.
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While the equity ratio and authorized ROE are two separate matters, we believe that
equity ratio and ROE are inextricably related. Thus, the ROE of 10.75 percent discussed above
is implicitly linked to the equity ratio recommended herein.

We find that the appropriate capital structure for purposes of setting rates in this
proceeding is the Company’s 2009 projected test year capital structure. This capital structure
reflects a projected equity ratio of 54.7 percent as a percentage of investor-supplied capital. The
appropriate capital structure for the 2009 test year is shown on Schedule 2.

C. Short Term Debt

PGS’s capital structure for the projected test year reflects a short-term debt cost rate of
4.50 percent. PGS witness Higgins testified that the Company utilized an average historical
London Interbank Offered Rate (LIBOR) rate in developing its proposed short-term interest rate.
Witness Higgins asserted that current LIBOR rates are at historical lows due to the financial
crisis and believes that rates have been extremely volatile and will continue to be volatile in the
foreseeable future. Witness Higgins testified it is therefore prudent to use a historical average
LIBOR rate as proposed by PGS as opposed to a rate at a particular point in time as
recommended by OPC witness Woolridge.

OPC witness Woolridge recommended a short-term debt cost rate of 1.76 percent.
Witness Woolridge contended that PGS’s recommended rate is based on the historical LIBOR
rate between 1991-2008 of 4.73 percent, plus a program financing fee. The witness asserted that
the historic rate has little to do with current LIBOR rates. Witness Woolridge testified that as of
December 17, 2008, the three-month LIBOR rate was 1.58 percent. Witness Woolridge
explained that his recommended short-termn debt cost rate consisted of the 1.58 percent LIBOR
rate, plus a financing program fee of 18 basis points (1.59% + 0.18% = 1.76%).

FIGU adopted no position on the approﬁriate cost rate of short term debt for the projected
test year.

PGS witness Gillette testified that PGS is a division of TECO and does not issue its own
debt securities. Any debt is issued in TECO’s name and is then allocated to PGS and Tampa
Electric on an as-needed basis. The Company utilized average historical LIBOR rates, plus a
program financing fee, to develop its proposed short-term interest rate of 4.50 percent. For the
period 1991 through 2008, the three-month average LIBOR rate was 4.37 percent. This was the
number on which PGS based its proposed short-term debt cost rate. Witness Higgins argued that
OPC witness Woolridge’s use of the December 17, 2008, LIBOR rate of 1.76 percent is not
appropriate due to the volatility in the market.

One year ago, TECO was paying approximately 5.34 percent for its short-term credit
facility due to a higher three-month LIBOR rate, which averaged about 4.5 percent over the last
three years. In December 2008, PGS renewed its LIBOR-based credit facility. This credit
facility included a fixed cost fee of 125 basis points, plus a fee for use of the facility of 50 basis
points. Therefore, the effective cost of this credit facility is the current three-month LIBOR rate
plus 175 basis points. On March 4, 2008, the three-month LIBOR rate closed at 1.27 percent.
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Accordingly, witness Gillette confirmed that if the Company were to draw on its credit facility
today, its rate would be approximately 3.02 percent.

We find that a cost rate of 3.02 percent is appropriate for short-term debt. This cost rate
is based on the three-month LIBOR rate at the close of the record plus 175 basis points to
account for financing fees. This is the same methodology used to determine the cost rate of
short-term debt recently approved by this Commission in the TECO rate case in Docket No.
080317-EL!" Based on the record in the TECO case, the Commission approved a short-term
debt cost rate of 2.75 percent.

Based on the record, we find that the appropriate cost rate for short-term debt for the
2009 projected test year is 3.02 percent as shown on Schedule 2.

D. Accumulated Deferred Taxes

In its MFRs, PGS recorded a balance of accumulated deferred income taxes (ADITs) in
the Company’s capital structure for the projected test year of $27,670,682. PGS witness Higgins
testified that in order to comply with specific rules under the Internal Revenue Code (IRC), an
adjustment was made to reduce the balance of ADITs to compensate for using a projected test
year. The offset to this reduction was applied to investor-supplied sources of capital on a pro
rata basis.

PGS witness Felsenthal testified that the projected 2009 MFR income tax amounts have
been properly stated in accordance with Generally Accepted Accounting Principles (GAAP), and
with the adjustment included in Exhibit 40, have been calculated in accordance with the
requirements of the IRC and Regulations applicable to the use of a projected test period. The
methodology used by witness Felsenthal to calculate the balance of ADITs for purposes of this
case represents a change from the Company’s prior practice. The witness, however, cited several
private letter rulings (PLRs) to support his proposed adjustment to ADITs of $205,000 that
results from the Company’s revised methodology. The witness stated that the methodology used
to calculate the adjustment in the instant case is the same methodology used in the TECO rate
case in Docket No. 080317-EL"

OPC recognized that this issue may follow the decision in the TECO case since the two
companies are part of 2 wholly owned subsidiary of TECO Energy. OPC questioned why PGS
cannot seek a private letter ruling with the facts presented with input from Commission staff.
OPC reasoned that if the Internal Revenue Service (IRS) ruled that PGS is in compliance with
IRS code with respect to normalization, the associated revenue requirement benefit could be
flowed through the Purchased Gas Adjustment (PGA) clause. OPC asserted that if the
Commission allows the Company’s proposal, it should at least follow Commission precedent and
adjust the deferred tax balance by reconciling the capital structure to rate base for these dollars
over investor-supplied sources of capital.

" Order No. PSC-09-0283-FOF-EI, issued April 30, 2009, Docket No. 080317-EI, In re: Petition for rate increase by

Tampa Electric Company.
12 !_d:
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FIGU adopted no position on the appropriate amount of accumulated deferred taxes to be
included in the capital structure for the projected test year.

ADITs represent taxes that are expected to be paid in the future based on transactions
recorded in the financial statements in the current period. These amounts are sometimes referred
to as “interest free loans” from the U.S. Treasury. Accelerated depreciation is the major
component of deferred taxes and is intended to lower the cost of financing assets by providing a
utility an interest free loan. When Congress changed the IRC to permit the use of accelerated
depreciation, it intended that, by being allowed to accelerate depreciation deductions (and
thereby reduce current income tax payments), companies would lower the financing costs of
their investment in capital assets and would be incented to incur such expenditures. The ADIT
balance is a zero cost source of capital in the cost of capital computation thereby sharing the
benefit of the reduced financing costs with ratepayers.

ADITs are recognized as a liability for future taxes due when the book depreciation of an
asset exceeds the tax depreciation of the asset. This is referred to as a temporary book/tax
difference. In the regulatory environment, the process of recording deferred income taxes on
temporary differences is often referred to as normalization. Witness Felsenthal testified the pro
rata adjustment of $205,000 is required for accumulated deferred income taxes recorded in
Account 282, net of the Financial Accounting Standard 109 component, because this account
includes the deferred taxes governed by the IRS normalization rules. In this case, the future
portion of the test period subject to the pro rata adjustment necessary to comply with the
normalization requirement is the period from May 2009 (the expected effective date of the rate
change) to December 31, 2009. The IRC rules are set forth in Treasury Regulation Section
1.167(1)-1(h)(6) which addresses forecast net periods and the appropriate amount of ADIT used
to be treated as a zero cost of capital in the determination of cost of capital for a forecast test
period. - The penalty for violating the normalization requirements is the loss of the ability to
claim accelerated depreciation on public utility property.

We find that PGS has reasonably relied on PLRs which, while not binding on the IRS, are
indicative of the IRS’s position on this issue. In reconciling rate base and capital structure, PGS
followed Commission precedent and made a pro rata adjustment over investor-supplied sources
of capital. Further, PGS used the same methodology to calculate the required normalization
adjustmenit of the ADITs that was approved by this Commission in the TECO rate case. PGS is
a division of TECO, and as a matter of consistency, we believe that the same methodology
should be utilized. Therefore, we find that the Company’s change in methodology is appropriate.
Moreover, we find that the appropriate amount of accumulated deferred taxes to include in
PGS’s capital structure for the 2009 projected test year is $27,670,682 as shown on Schedule 2.

E. Weighted Average Cost of Capital

Based upon the decisions in preceding issues and the proper components, amounts, and
cost rates associated with the capital structure, we calculated a weighted average cost of capital
of 8.50 percent.

As discussed previously, we find that 10.75 percent is the appropriate mid-point return on
common equity. Moreover, as stipulated to by the parties, the appropriate cost rate for long-term
debt is 7.20 percent. As discussed above, we find that 3.02 percent is the appropriate cost rate
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for short-term debt. Further, the appropriate balance of accumulated deferred income taxes
(ADIT) is $27,670,682. As stipulated to by the parties, the appropriate amount and cost rate of
unamortized investment tax credits (ITCs) are $7,862 and O percent, respectively.

In reconciling rate base and capital structure, PGS made a pro rata adjustment over
investor-supplied sources of capital only. This treatment is consistent with past Commission
. 13
practice.

The net effect of these adjustments is a decrease in the overall cost of capital from the
8.88 percent return requested by PGS to a return of 8.50 percent approved herein. Schedule 2
shows the approved test year capital structure. Based upon the proper components, amounts, and
cost rates associated with the capital structure for the test year ending December 31, 2009, we
find that the appropriate weighted average cost of capital for PGS for purposes of setting rates in
this proceeding is 8.50 percent.

V. REVENUES

A. Off-System Sales

PGS witness Higgins testified that the Commission ruled in PGS’s last rate case'® that,
“for the purpose of setting rates in this docket, operating revenues should be increased by
$500,000 in the projected test year” for off-system sales (“OSS”). According to witness Higgins,
the Company did not include any amount for OSS in the last rate case, and the $500,000 was set
as an annual base level for the purpose of setting rates. He further testified that we changed the
sharing mechanism where the Company would retain 25 percent of all net revenues and 75
percent of the net revenues were to be used to reduce the Company’s cost of gas recovered
through the Purchased Gas Adjustment Clause (PGA). For this proceeding, the Company only
included the base level of $500,000 of OSS net revenues. He further testified that the Company
intends to maintain the current sharing mechanism on a going-forward basis.

Witness Higgins argued that the Company has been successful in generating net revenues
for OSS in excess of $500,000 annually. He further asserted that we were clear in the last order
that the base level of sales was “for purposes of setting rates.” Witness Higgins testified that this
was not presented as the Company’s expected level of future OSS revenues. He believes that the
$500,000 represents a significant reduction to revenue requirements in this proceeding without
excessively burdening the Company with an unreasonably high “hurdle” in future years. He
stated that “sales are sporadic, opportunistic transactions that are highly dependent on market
conditions, sale agreements which are short-term, or spot market type transactions that are non-
recurring in nature.” In addition, market conditions drive the opportunities for OSS, and PGS
has noticed a decline in the market, as 2007 sales are below the 2006 level. Finally, he stated
that the Company expects continuing decline in the market.

B Order No. PSC-03-0038-FOF-GU, issued January 6, 2003, in Docket No. 020384-GU, In re: Petition for rate

increase by Peoples Gas System.
g,
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OPC witness Schultz stated that the Company wants to keep OSS shared and to continue
the sharing based on any sales in excess of $500,000. He also stated “there is no reason that the
Company will not earn in excess of the $500,000 revenue base currently used to trigger the
sharing mechanism.” He argued that the Company has averaged $2,258,556 a year from 2003
through 2007. He stated that if the 2008 actual to date was annualized it would be $2,170,781.
He believes the sharing should continue but should be on revenue in excess of $2,000,000. He
further believes that the Company’s shareholders receive the benefit, especially when the trigger
point is lower, the earlier the revenue sharing takes place.

OPC argued that PGS tracks and budgets OSS at the very highest levels of the Company.
OPC further added that this was admitted by PGS President William Cantrell while on the stand
at the hearing, and that he regularly reports on OSS sales at the TECO Energy Board of
Director’s meeting and has described them in glowing terms: “strong” and “ahead of plan.”
OPC believes that recent history has shown that the $2 million sales level is achievable,
measurable, and known. OPC argued that PGS made significant capital expenditures in 2008
which are included in rate base to serve affiliate TECO’s Bayside Power Station and for
facilitating OSS.

We agree with OPC witness Schultz’s adjustments to increase OSS by $1,500,000. In
response to Staff’s Interrogatory No. 129, the Company provided actual OSS for 2003 through
2008. The 2008 OSS Gross Margin was $8,255,652. The PGA portion was $6,191,739, and the
OSS net revenue was $2,063,913. In its response to Interrogatory No. 129¢, the Company stated
that:

PGS did not use the $500,000 in the calculation of the sharing amount for the
2009 projected test year. The $500,000 amount included in revenues for the
projected test year is, in part, the result of PGS’s applying the 75/25 percent
sharing mechanism to reasonably attainable OSS Gross Margins for 2009 of $2
million to obtain the amounts which would be credited to the PGA ($1.5 Million)
and included in revenues for this case. The $500,000 is also, the amount of OSS
that was included in the last base rate proceeding.

Although the Company used $2 million as its OSS gross margin to apply the 75/25 sharing
mechanism for 2009, the amount has never been below $3 million since 2003.

Therefore, we find that OSS shall be increased by $1,500,000 for the projected test year
and taxes other than income shall be increased by $7,500 for the related regulatory assessment
fee.

B. Projected Test Year Total Operating Revenues

Based on our finding above, the requested Operating Revenues of $169,906,126 shall be
increased by $1,500,000 resulting in an adjusted total of $171,406,126 for the 2009 projected test
year. See Scheduie 3.
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VI. EXPENSES

A. Trend Rates Used to Calculate Projected Operation & Maintenance Expenses

In its filing, the Company utilized three different projection factors in its calculation of
the projected test year ending December 31, 2009. The three factors that the Company used
were a payroll factor, inflation factor, and customer growth factor. For items that the Company
expected to increase at a greater rate than the projection factors, the Company projected the
expenses based on estimated expenses for the twelve-month period ending December 31, 2009.

The Company separated operating and maintenance (O&M) expenses into payroll
expenses and other expenses in each account. The Company applied the payroll factor to six
payroll accounts, as of December 31, 2007, and payroll times the customer growth factor to the
remaining payroll accounts. The 2008 and 2009 payroll factor is 3.5 and 4.0 percent,
respectively. These payroll increase percentages were taken from the WorldatWork Annual
Salary Budget Survey and were appropriately used by Peoples.

PGS witness Higgins used Moody’s Economy.com forecasts for the inflation trend factor
for 2008 and 2009. The estimates of the Consumer Price Index — All Urban (CPI-U) inflation for
2008 and 2009 were 2.9 percent and 2.1 percent, respectively. OPC asserted that a more recent
forecast for the 2009 inflation factor was -1.1 percent, and asked witness Higgins why PGS does
not feel it’s appropriate to use a lower inflation factor for 2009. Witness Higgins testified that
looking at 2008, the forecast was for a 2.9 percent increase with an actual 3.8 percent increase.
Witness Higgins also testified that the forecast data can change dramatically, decreasing from 2.4
percent in September, four months before the testimony, to 1.2 percent in November, two months
before the testimony. Witness Higgins further testified “that it is somewhat of a crap shoot in
terms of what you pick in 2009 . . . there’s a lot of stimulus dollars placed in the economy. 1
don’t know how fast that’s going to factor in, but I think the longer term expectation is that that
could have inflationary pressures on the economy.” In addition, page 2 of witness Higgins Late
Filed Deposition Exhibit No. 9 contains Moody’s Economy.com January 2009 CPI-U forecasts,
which has a 2.1 percent inflation rate for the out years.

We find that the appropriate trend factors to be used in deriving projected expenses in the
projected test year are as follows:

Trend Factors Historic Base Year +1 Projected Test Year
12/31/2008 12/31/2009
Payroll Only 3.50% 4.00%
Customer Growth & Payroll 4.37% 4.51%
Customer Growth & Inflation 3.76% 2.60%
Inflation Only 2.90% 2.10%
Customer Growth 0.84% 0.49%

These are the same factors that were used by the Company in its filing.
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Peoples’ payroll increases were based on actual merit increases for 2008 of 3.5 percent
overall and a projected increase of 4.0 percent for 2009 provided by compensation professional
in the TECO Human Resources department.

OPC is correct that the CPI has fallen since 2008. However, during periods of recession
this decline is but with the economy in a recession that is not typical. The State's National
Economic Estimating Conference in February 2009 forecast that the CPI will reach 2.6 percent
in 2010, and afterwards will not fall below 2.7 percent going out to 2019. Therefore, PGS’s
trend factor of 2.1 percent is reasonable for use in this docket.

B. Adjustments to the Projected Test Year O&M Expense

Based on OPC’s analysis of the trend factors, OPC stated that expenses should be
reduced by $245,164. In determining the $245,164, OPC included the impact of modifying the
trend factors that were applied to each expense account.

OPC witness Schultz testified that 19 payroll accounts should not be increased by using
the customer growth factor of 0.84 percent for 2008 and 0.49 percent for 2009. The customer
growth factors were used to increase payroll expense for additional customers from 2007-2008
and 2008-2009. These customer growth factors were addressed below. The total customer
growth expense is $210,199. Witness Schultz believed the current employees should be able to
perform the required work for the small growth in customers. In rebuttal testimony, PGS witness
Higgins explained in a few isolated instances, new positions were included in the 2009 payroll
budget. Witness Higgins stated that these additional new positions are limited and do not reflect
a significant increase in expense.

While OPC pointed out in its brief that PGS actually lost 580 customers in 2008, the
number of bills and therms for the test year ending December 21, 2009, was stipulated by the
parties. As the stipulated number of bills is based on the number of customers, we find that the
number of customers and customer growth factors used in this filing are appropriate. For several
accounts, the amount of expense is dependent on the level of customer growth. Therefore, the
customer growth factor, discussed above, shall be applied to the 19 payroll accounts identified by
OPC witness Schultz.

Based on the above analysis, the payroll factor, customer growth factors and inflation
factors were not changed, so no adjustments are necessary to the 2009 O&M expenses. Also, no
adjustment is needed to remove the customer growth factors in the determination of the 2009
payroll expense. Therefore, we find that no adjustments are necessary to the 2009 O&M
expenses.

C. Adjustments to Account 920, Administrative and General Salaries

Witness Higgins testified that PGS has an incentive program for all employees which
includes a fixed base pay and a variable incentive pay mechanism which equals the market
average salary. The variable pay incentive mechanism is based on the achievements of each
individual against the criteria established by PGS. An incentive pay increase is based on the
performance of safety goals, customer favorability goals, operational unit financial goals, and
individually-determined goals. At the hearing, witness Higgins agreed that employees work
harder to achieve the goals when there is incentive pay. Witness Higgins emphasized that base
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pay and any additional pay based on meeting the various goals does not change with downturns
in the economy. Meeting the goals based on certain criteria are still necessary to earn a portion
of the employees’ salaries which would bring his/her salary to the average market salary. The
average market salary may change because of the economic conditions, but the process to
determine the pay of an individual does not change when the economic conditions changes.

PGS routinely evaluates salary levels for all jobs in the Company using data from various
outside expert resources such as Towers Perrin, WorldatWork, Mercer Inc., Hewitt Associates,
Watson Wyatt Worldwide, and Gartner, Inc. Therefore, compensation levels, including targeted
incentive compensation, reflect a market-based average necessary to attract and retain qualified
employees. Witness Higgins pointed out the World at Work 2008/2009 Annual Salary Budget
Survey stated that over 80 percent of the 2,375 companies surveyed use an incentive pay
program. In rebuttal testimony, witness Higgins pointed out that witness Schultz’s proposed
adjustment to incentive compensation was not based on any studies and no alternatives were
proposed to compensate PGS employees.

At the hearing, witness Higgins agreed that a downturn in the economic conditions could
affect the market average and would lower salaries. In fact, witness Higgins agreed that the
Mercer Study reflects that executives are less likely to get an increase than the rank and file
employees. Further, PGS made an adjustment to delete the executives’ 2009 salary increase and
reduce the other employees’ salaries for the projected test year as reflected in Higgins® Late-filed
Deposition Exhibit No. 7. A World at Work article pointed out that the employers are committed
to rewarding employees. Further, the survey indicates that 77 percent of employees expect a pay
raise especially for high performance.

OPC Interrogatory No. 42 asked PGS to provide for each of the years 2003-2007, the
respective Company and team goals and the respective actual results for each of the goals.
Witness Schultz stated that PGS’s response to OPC’s Interrogatory No. 42 was incomplete for
2003-2007 in relation to Company and team goals and actual results for each of the goals. The -
specific customer service and safety goals for 2005-2008 were missing. In response to OPC
POD No. 35, the Company provided a document for 2005-2008 customer service and safety
goals, but this information was not given in response to OPC’s Interrogatory No. 42.

In rebuttal testimony, witness Higgins testified that if the response was insufficient for
Mr. Schultz’s needs, OPC had another two and a half months between the date of the Company’s
responses to discovery and the date on which witness Schultz’s direct testimony was filed to seek
additional information. Witness Higgins did not know of witness Schultz’s alleged
incompleteness of PGS responses until the reading of the direct testimony of witness Schultz.

OPC witness Schultz believes that the incentive program is not justified because the
goals are not realistic. Witness Schultz pointed out that the 2003 goal to answer a phone call
within 30 seconds, 85 percent — 90 percent of the time, was not met in 1 percent of the calls. In
2004, PGS changed the goal to require that a call must be answered within 60 seconds, 80
percent of the time. The calls were answered within this new criterion 96 percent of the time.
Witness Schultz stated that a goal should be set to achieve or exceed target goals to incent the
employee to work at a higher level of efficiency.

Lastly, witness Schultz’s explained that there was insufficient evidence to determine
whether the goals were achieved or required a higher level of performance to earn the incentive
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compensation pay. Therefore, it is impossible to determine if the incentive compensation plan
benefits the ratepayers.

In rebuttal testimony, PGS witness Higgins testified that OPC witness Shultz’s proposed
adjustment to eliminate 100 percent of the Company’s targeted 2009 incentive compensation as
inappropriate. Witness Higgins argued that OPC witness Schultz’s recommendation removing
incentive compensation based on his opinion that PGS did not provide sufficient evidence is
inappropriate. Witness Higgins testified that PGS has provided at least 100,000 pages of
documents of which a number of the documents related to incentive compensation, especially
those produced in response to OPC’s First and Second Sets of Requests for Production of
Documents (Nos. 35, 59, and 60) and OPC’s First and Second Sets of Interrogatories (Nos. 22,
28, 41, 42, 43, 61, and 79). Witness Higgins further testified that if this data was not sufficient
for Mr. Schultz’s needs, he could have asked for additional detail. There was enough time for
further discovery between the date of PGS’s last response to OPC’s Discovery and the date
Witness Schultz’s testimony was filed.

Further, witness Higgins explained that all employees’ compensation has two parts: a
base salary, which is the fixed portion of total compensation, and a short term incentive, which is
the cash portion of compensation that is “at risk.” In addition, officers and key employees have a
third component of compensation, long-term incentive, which is the equity portion of total
compensation. Witness Higgins testified that Peoples includes health care and life insurance
benefits in its total rewards plan.

Witness Higgins explained that there is a separate short-term incentive plan for an officer,
a key employee, and a general employee. The short-term incentive plan for the general
employee is know as “RSVP” or Rewarding Service Valuing Performance. The officer’s short-
term incentive plan provides a consistent framework of financial and operation goals. Each
participant has a business plan goal which reflects the participant’s contribution to achieving
initiatives and enhancing profitability through effective management initiatives beyond the
business plan. The key employees’ short-term incentive plan works virtually identically to the
incentive plan for officers. As with officers, key employees have both financial and operational
goals.

In all incentive compensation plans for officers, key employees and general employees,
the actual amount of the award depends upon the achieved results. All of the incentive plans are
designed to emphasize key operational and financial goals and link pay with business
performance results. Incentive plans such as these encourage cost control and resource
optimization both of which will benefit customers.

In rebuttal testimony, witness Higgins asserted that we did not challenge the
appropriateness of the incentive compensation plan in Peoples’ last rate case.'> Also, in the Gulf
Power Company rate case, in Docket No. 010949-EI, we approved an incentive compensation
plan that consisted of a base salary and incentive compensation to pay the Gulf employees at the
75™ percentile while Peoples is targeted at the market average.'

15 Order No. PSC-03-0038-FOF-GU, issued January 6, 2003, in Docket No. 020304-GU, In Re: Petition of Florida

Power & Light Company for authority to increase its rates and charges.
'8 Order No. PSC-02-0787-FOF-EI, issued June 10, 2002, in Docket No. 010949-EI, In Re: Request for rate increase

by Gulf Power Company.
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Witness Higgins stated that if the incentive compensation portion was eliminated, the
base pay package would need to be redesigned because payment of base pay alone would be
below the market average and would not be competitive in attracting and retaining a high quality
and skilled workforce. Witness Higgins further pointed out that elimination of the incentive
compensation portion of the pay package would increase the salary expense for the ratepayers
because there would be no deduction when the financial and operational goals are not met by the
individual employees.

In response to witness Schultz’s claim that the goals set are not realistic goals, witness
Higgins explained that witness Schultz does not understand “incentive compensation.” Witness
Higgins explains the goal-setting process includes a review of historical results and
achievements, the challenges of the goal, and the applicability to the upcoming year’s
operational and financial objectives. Also, the goals are set to have a reasonable chance of
achievement, while requiring efforts that challenge the organization’s employees and balance the
cost to provide targeted levels of service. PGS does not take the goal-setting process lightly and
there are numerous factors that go into setting goals and targets each year, including
consideration of past achievements, reorganizational changes and system enhancements.

According to OPC, payroll expense should be reduced by $697,861 for the difference
between the payroll amounts calculated from Interrogatory No. 61 and the amount shown on
MFR Schedule G-2. OPC argues that this payroll expense reduction should be made for lack of
justification.

PGS witness Higgins testified that Peoples prepared two O&M expense projections. The
first methodology was based on the Company’s annual budget process and the second
methodology utilized the trend factor study contained in the MFRs. . He further testified that:the
O&M expense in the MFRs was lower than the amount calculated through the budget process.
The difference between these two amounts was approximately $72,000, a difference of 0.1
percent. Witness Higgins pointed out that PGS was able to reconcile total O&M expenses using
the two methods to within an immaterial difference.

PGS Witness Higgins testified that the Securities and Exchange Commission, Form 8K,
Section 5, Item 5.02E stated that “On February 4™m 2009, the board and the compensation
committee for TECO Energy, with respect to the chief executive officer’s salary, decided to keep
the salaries of the executive officers the same as in 2008 . . . ” Witness Higgins agreed that this
adjustment should be reflected in the PGS rate case by keeping the 2009 projected year test year
officers’ salary expense the same as the 2008 salary expense:

Table 1
2009 Original Revised
Guidelines Guidelines
Officers 4.0% 0.0%
Exempt 4.0% 2.0%
Non-Exempt 4.0% 3.5%

The revised guidelines reduced PGS’s projected test year salary expense by an estimated impact
of $253,300. The TECO Electric salary allocation was reduced by $26,500.
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1. Incentive Compensation

An employee’s salary is made up of their base pay and the incentive compensation pay.
It is up to the employees to earn the incentive portion of their salary. If the employees do not
meet their work goals, the employees will not be paid the additional incentive compensation.
Even though the customer response goals were slightly lower in 2004, the goals were achieved at
a higher percentage of responsiveness. We find that the incentive compensation has been earned
not only because of the response time of calls to ratepayers is appropriate, but also because no
ratepayers testified at the four customer service hearings throughout the State of Florida about
any complaints about the gas service or the cost of PGS’s gas service.

We believe that an incentive compensation plan is an appropriate tool to motivate
employees to work efficiently and effectively. The incentive portion of salary gives the
employee the opportunity to earn the market average salary. As the base pay is below the
average market salary, the incentive is provided that allows the employee the opportunity to
achieve a market based salary.

This Commission approved PGS’s incentive program in its last rate case in 2003. The
incentive program allows PGS to maintain and attract a quality workforce that provides quality
gas service demonstrated by the lack of customer complaints at the service hearings. We find
that an adjustment is not necessary to the incentive compensation plan. The reduction in the
merit increases, as discussed above, compensates for the lowering of the 2009 average market
salaries.

2. Other Payroll

This filing is based on a 2009 projected test year. PGS witness Higgins testified that -
PGS’s 2009 O&M expenses included in the MFRs were lower when compared to PGS’s 2009 - -
budgeted O&M expenses. An adjustment could be made to update the O&M expenses in the .
MEFRs to reflect the budgeted expenses in OPC’s Interrogatory No. 61. We believe that PGS did
not request an adjustment in this issue to update its 2009 O&M expenses because the budgeted
expenses were only $72,000 more than the expenses in the MFRs. In addition, this adjustment
would have been additional expense borne by the ratepayer. Thus, we find that OPC’s suggested
$697,861 payroll expense reduction is not warranted.

3. Merit Increase Guidelines

Witness Higgins agreed that the $253,300 adjustment should be reflected in the PGS rate
case by keeping the 2009 projected test year officers’ salary expense the same as the 2008 salary
expense. We find that this adjustment shall be made.

In summary, we find that an adjustment to Account 920, Administrative and General
Salaries, in the amount of $253,300 to reduce the officers’ payroll increases to zero and reduce
the merit increase of the other employees, is warranted in this case.

C. Rate Case Expense and Amortization Period for Rate Case Expense

OPC witness Schultz testified that PGS projected a total expenditure of $750,000 to be
amortized over a three year period at a cost to rate payers of $250,000 per year. He testified that
using the average CPI index and the inflation rates proposed on MFR Schedule G-2, page 19, the
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benchmark costs for rate case expense should have increased by only 18.4 percent instead of 212
percent. Thus, witness Schultz concluded that the costs are excessive.

According to witness Schultz, the Company stated that its accounting staff was not
capable of handling the additional workload associated with a rate proceeding. Furthermore, the
Company hired seven consultants to handle the rate case. He asserted that the Company
included amounts that were not supported by the contract information provided in response to
OPC Interrogatory No. 65. He contended that in the filing; 1) C.H. Guernsey payment is $3,000
less than what is in the contract, 2) AUS Consultant amount is $6,500 higher than the contract, 3)
Huron Consulting amount is $37,000 more than what is in the contract, and 4) C. Holden’s
contract is on an “as required” contract basis with a fixed hourly rate without any cap. Witness
Schultz believes that an adjustment should be made for the consultants’ contracts in the amount
of $65,500. He further asserted that the three-year amortization period is not reasonable based
on the Company’s history of five years between rate cases. The Company’s last rate case was in
2002. He believes that a five-year contract is more appropriate. Witness Schultz believes that
the Company’s amortization expense should be reduced by $113,100, the unamortized balance in
rate base should be reduced by $8,950, and the working capital allowance should be increased by
$8,950.

In his rebuttal testimony, PGS witness Higgins testified that the Company is staffed to
handle ongoing day-to-day responsibilities but additional workload of the rate filing required
supplementing the existing team. He stated that the consultants were hired to assist in case
preparation and to serve as expert witnesses. He argued that the adjustments proposed by
witness Schultz are based on “bid” amounts in the contracts. He further argued that the $37,000
reduction made to the Huron Consulting Group by witness Schultz was not reflective of the
contract bid, “which was for professional services only, and did not reflect out of pocket
expenses that are reimbursable by the Company.” He testified that C. Holden was retained as a
contractor on an “as needed” basis to supplement the Company’s accounting staff. In addition,
the related fees were paid on an hourly basis and the Company was required to estimate the total
expenses expected for his work. Witness Higgins, argued that witness Schultz’s reduction of C.
Holden’s contract by 50 percent was totally unsubstantiated. He further argued that witness
Schultz’s statement is not based on the understanding of the Company’s size, workload, any
studies of the same, or any information other than his arbitrary and conclusory statement.
According to witness Higgins, to provide the detailed information required by the Company for a
rate case proceeding requires quality professionals to supplement Peoples’ existing staff. He
asserted that C. Holden is familiar with the Company and its accounting system and also
provides quality services. Witness Higgins testified that it is difficult to predict when Peoples
will file its next base rate case, but he is certain it will be sooner than five years. He testified that
three years is an appropriate amortization period for rate case expense, and no adjustment should
be made.

We examined PGS’s contracts for the rate case consultants and agrees with OPC witness
Schultz’s findings. A review of Huron’s Consulting contract shows that the “Scope of Service”
had defined costs, stated as “fixed price and budget limit.” Pursuant to our analysis of this
information, we believe that the burden of proof for the reasonableness of Mr. Holden’s work
and payment is on the Company. Also, the scope of work and directions to the consultant was to
account for and maintain records as documentation, which is stated in Section 2 of the agreement
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between the Company and Mr. Holden. Therefore, we believe that the information was readily
available and should have been supplied to validate Mr. Holden’s performance as it related to
PGS rate case.

With respect to the amortization of rate case expense, we find that a four-year period is
appropriate. We have previously approved four-year amortization periods for St. Joe Natural
Gas Company, Inc. and Sebring Gas System, Inc."’

In summary, we find that rate case expense is $684,500 and shall be amortized over 4
years. In PGS’s last rate case, we approved a 4-year amortization period. In addition, we find
that a reduction to amortization expense in the amount of $78,875 is appropriate. The $78,875
represents the difference between the Company’s proposed annual amortization of $250,000
($750,000/3 years) and our calculations with respect to the annual amortization of $171,125
($684,500/4 years).

D. Recovery of the Gas Cost Portion of Bad Debt Expense Through the Purchased Gas
Adjustment Clause

PGS witness Higgins testified that PGS made a pro forma adjustment in its filing to
remove the gas cost portion (46 percent, or $723,580) of bad debt expense and proposed to
recover this cost through the Purchased Gas Adjustment Clause (PGA) instead of base rates.
OPC witness Schultz argued that PGS’s proposal will not benefit customers. He also testified
that as a type of uncollectible expense, the gas cost portion of bad debt showed no strong
correlation with the volatility of natural gas prices. This point was not contested by PGS.
However, PGS contested OPC’s claim that recovery through the PGA will reduce scrutiny and
Company incentive to pursue collection.

PGS and OPC agreed that PGS’s proposal would be a change in our practice of not using
the PGA to separately recover the gas cost portion of bad debt expense. PGS has not presented
any basis in the record to justify a change in our practice. Therefore, we find that the appropriate
recovery mechanism for the gas cost portion of bad debt expense shall be base rates, not the
PGA. Moreover, PGS’s adjustment to transfer $723,580 of the bad debt expense to the
Purchased Gas Adjustment Clause shall be reversed.

E. Adjustments to Bad Debt Expense

PGS witness Higgins testified that the Company proposed to recover a portion of the
Company’s uncollectible accounts or bad debt expense through the PGA instead of base rates.
As discussed subsequently, the Company made a pro forma adjustment in the amount of
$723,580, as reflected on MFR Schedule G-2, page 2, of bad expense from the PGA. Witness
Higgins testified that to arrive at the estimate to apply to the projected test year, PGS performed

17 See Order No. PSC-08-0436-PAA-GU, issued July 8, 2008, in Docket No. 070592-GU, In re: Petition for rate
increase by St. Joe Natural Gas Company, Inc. Consummating Order No. PSC-08-0489-CO-GU, issued August 8,
2008, made Order No. PSC-08-0436-PAA-GU final and effective; and Order No. PSC-04-1260-PAA-GU, issued
December 20, 2004, in Docket No. 040270-GU, In re: Application for rate increase by Sebring Gas System, Inc.
Consummating Order No. PSC-05-0039-CO-GU, issued January 12, 2005, made Order No. PSC-04-1260-PAA-GU
final and effective.
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an analysis of the historical write-offs for 2005, 2006, and 2007. The resulting fuel portion of
the bad debt expense for each year was 40, 49, and 47 percent, respectively, was used to develop
the weighted average percentage of 46 percent. Finally, the 46 percent was applied to the total
calculated bad debt expense of $1,573,000, (which was based on a four-year average factor),
resulting in a $723,580 adjustment to be used for the PGA.

OPC witness Schultz testified that the shifting of a substantial portion of the uncollectible
cost to the PGA would provide the Company an automatic pass-through. He further testified that
without an automatic pass-through, the Company is required to provide the effort to minimize
the level of write-offs between rate cases. Witness Schultz believes that the adjustment to
remove the $723,580 from O&M expense shall be reversed.

We find that bad debt expense shall be increased by $723,580 and shall be based on a
four-year average. PGS’s calculation of the total bad debt expense in the amount of $1,573,000
was based upon a four-year average before applying the 46 percent weighted average.
Therefore, we find that the bad debt expense should be increased by $723,580, based upon a
four-year average.

F. Adjustments to Account 926, Employee Pensions and Benefits

In its response to OPC Interrogatory No. 6, PGS stated that its test year amounts for
pensions and post retirement benefits were $1,735,700 and $1,203,600, respectively. These
amounts are, in combination, lower than the base year amounts provided in the same response by
$271,966, or 8.47 percent. In direct testimony, PGS witness Higgins testified that the projected
test year amounts were calculated by the outside actuary firm of Towers Perrin. No other party
filed testimony regarding pension and post retirement benefits. Staff has reviewed the evidence
in the record and believes that pension and post retirement benefit expense are reasonable, and
that no adjustment is appropriate. ; ‘

In its response to OPC Interrogatory No. 6, the Company stated that its test year amounts
for executive stock grants and stock option expense were $564,200 and $5,300 respectively for a
total of $569,500. OPC witness Schultz testified that these costs should not be paid for with
ratepayer funds. Witness Schultz stated that “the addition of restricted stock grants and stock
options only increases the disparity between the general employee population and the executive
levels.” Witness Schultz also averred that “the cost of this perk is especially excessive given the
current economy and taking into consideration the fact that very few of the Company ratepayers
have a similar benefit available to them.”

In rebuttal testimony, PGS witness Higgins testified that OPC witness Schultz provided
no analysis, benchmarks, or other data to support his recommended adjustment. Witness Higgins
stated his belief that witness Schultz’s general characterization of the amounts as excessive was
not sufficient to remove them from the Company’s O&M expense, which he noted was already
below this Commission’s benchmark. In response to staff Interrogatory No. 118, PGS stated
that, according to the 2008 Towers Perrin General Industry and Energy Services Industry Long-
Term Incentive Plan Reports, 57 percent of Energy Services Industries offer restricted stock. The
Company stated that “the prevalence and utilization of these plans makes these incentives
necessary to attract and retain talent.”
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After examining the evidence in the record, we find that the Company’s testimony is
persuasive, and we agree that OPC has not provided specific data to support its position that the
stock grants and associated expense are excessive. Accordingly, we find that no adjustments to
these amounts are appropriate.

In direct testimony, witness Schultz testified the 2007 Employee welfare/activity expense
was $211,374. In response to OPC Interrogatory No. 13, PGS identified an additional $122,720
in expenses that needed to be removed as part of the ratemaking process and Witness Schultz
identified a corresponding $8,361 inflation factor that needed to be removed. In rebuttal
testimony, witness Higgins agreed with the adjustment to remove $8,361 for the approximate
inflation factor. Also, witness Schultz identified $164,600 in unjustified costs.

PGS Witness Higgins pointed out that OPC witness Schultz provided no explanation as
to why he believes that the $164,500 costs were unjustified other than the fact these expenses are
new. Witness Higgins explained the $164,500 costs were derived from the Company’s budget
process that requested that field and corporate managers to include any new prudent expenses
anticipated in 2009. In this case, PGS’s Human Resource experts provided detailed information
for the additional employee costs.

We find that a portion of the $164,500 expense shall be removed. The $10,000 for
interviews and $37,500 for job postings expenses are self explanatory in the budget process.
However, PGS has not put forth sufficient justification for the $27,000 in wellness expenses or
the $90,000 in crucial conversation expenses to be allowed even though the expenses were
requested and documented in the budget process. The budget process is a guide for future
expenses, not a guarantee that the dollars will be spent for the original requested purpose. This
Commission would need additional facts in order to allow the wellness and crucial conversation
expenses. Therefore, we find that and adjustment shall be made to reduce Account 926,
Employee Pensions and Benefits by $125,361, which removes the $117,000 in unjustified
employee benefit expenses and the $8,361 inflation factor that was agreed to by OPC and PGS.

G. Appropriate Amount of Pipeline Integrity Expense

PGS included $751,500 in operations and maintenance (O&M) expense (Account 887 —
Maintenance of Mains) for the projected test year for transmission and distribution pipeline
integrity costs. A portion of the expense was included in anticipation of a new federal rule which
is expected to be adopted in 2009, as well as for additional required distribution system
reliability. OPC believes that the increase is not justified and recommends that PGS’s request be
reduced by $250,000.

PGS’s witness Higgins testified that a proposed new rule related to distribution pipeline
integrity activities will require a significantly large level of expenses in 2009 and beyond. The
Pipeline Inspection, Protection, Enforcement, and Safety Act of 2006 (Public Law 109-468, the
PIPES Act) was passed by Congress and signed into law by President Bush. The U.S.
Department of Transportation’s Pipeline and Hazardous Materials Safety Administration
(PHMSA) has been studying the issue of distribution integrity management programs (DIMP)
with the intention of promulgating new regulatory requirements in this area. PHMSA published
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a notice of proposed rulemaking in the Federal Register for June 25, 2008. PGS’s witness
Binswanger testified that the federal Pipeline Safety Act of 2002 (the 2002 Act) required the
implementation of integrity management activities with respect to “transmission” pipeline, and
the PIPES Act required similar measures with respect to “distribution” pipelines. He stated that
the 2002 Act and the resulting PHMSA’s regulations were limited because of the relatively small
proportion of pipelines within PGS’s system that are classified as transmission pipelines.
However, the PIPES Act and PHMSA’s implementing regulations will much more directly affect
PGS and other natural gas local distribution companies, and PGS simply has no control over the
incurrence of the costs. PHMSA’s proposed rule for distribution integrity, expected to be
finalized in about a year, outlines seven steps that distribution companies must take, including
develop and implement a written integrity management plan, know your infrastructure, identify
threats, both existing and of potential future importance, assess and prioritize risks, identify and
implement appropriate measures to mitigate the risks, measure performance, monitor results, and
evaluate effectiveness of programs while making changes where needed, and periodically report
a limited set of performance measures to regulators.

Witness Higgins indicated that the full impact of costs related to the proposed DIMP rule
is not known with certainty. It is anticipated that the costs of developing a plan, preparing
required documentation, and performing required risk assessments will represent approximately
$250, 000 in the 2009 projected test year. This estimate, to be added to Account 887, was based
on industry data included in a study completed by the American Gas Association. PGS
anticipates that most, or all of this work, will be accomplished by the employment of outside
contractors. According to the Ultility, the 2009 projected test year expenses included in Account
887 are approximately $250,000 more than the 2008 and 2010 through 2013 projected expenses.
The increased amount for 2009 reflected a boost in transmission and distribution integrity
management.

OPC argues that PGS’s proposal to recover the speculative pipeline integrity expense
from customers is unwarranted and unjustified. The expense level is based largely on guesswork
and not even on existing rules or regulations. OPC witness Schultz testified that it is important to
note that the steps required above are steps that a prudently operated distribution company
should already have had in existence. Because of the unknown nature of the new distribution
pipeline integrity costs that PGS proposes to include in Account 887 for 2009, witness Schultz
recommended that they should not be allowed at the level requested. He points out that an
afijn}stment of $250,000 reduces PGS’s unknown cost estimate to $501,500. This amount is
similar to the 2008 amount and slightly below the estimated costs for each of the years 2010
through 2013. 1t is also $241,930 more than the 2007 base year cost, an increase of 100 percent.

In his rebuttal testimony, PGS witness Binswanger testified that pipeline integrity costs
are very difficult to estimate, and disagrees with OPC’s adjustments as they ignore the integrity
management mandates. The witness does not believe that the federal government would have
spent @e last four years crafting these requirements, in addition to the time the gas industry has
spent in addressing the requirements of DIMP, if prudently operated distribution companies
alrea_dy hgd them in existence as OPC witness Schultz indicated. Witness Binswanger indicated
that in this case, the fact that history does not support estimates for future DIMP costs is quite
understandable because the industry would not have historical expenses to justify future
expenses. PGS believes that while not every item of expense is expected to occur in every year,
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the inclusion of $750,000 for this category of expense for the projected test year is reasonable for
ratemaking purposes, and should be approved by the Commission.

We find that the Utility failed to prove that the proposed costs for system reliability are
warranted. PGS’s request for the inclusion of an estimated $250,000 in Account 887 for system
reliability costs relating to the proposed DIMP rule may be premature since a rule has not yet
been adopted. We also note that the 2009 projected expense constitutes approximately $250,000
in increases over the projected expenses for 2008 and the four years following 2009. We
question the validity of this amount without sufficient documentation to warrant such an
increase. We have concerns with the estimated costs and the lack of detailed information
justifying those costs, such as supporting documentation including actual historical costs, bids or
contracts. Accordingly, we find that the proposed costs are too wide-ranging in nature and the
amount requested by the Utility shall not be allowed. Therefore, we find that the projected test
year pipeline integrity expense shall be reduced by $250,000.

H. Storm Damage Reserve

PGS witness Higgins testified that the annual accrual for the storm reserve for the
projected test year should be $100,000. He stated that the Company should be allowed to
establish a storm reserve so that it would not be forced to incur large, unusual, and unpredictable
costs in any particular year. He further stated that Florida Public Utilities Company,'® a gas
distribution Company, had received Commission approval for an unfunded storm damage
reserve liability. Witness Higgins stated that the Company proposed to accrue the amount
annually to reduce the liability account for storms or significant weather. He stated that PGS
proposed to limit the storm reserve liability to $1 million. When the balance is reached, PGS
would stop accruing the annual expense. -

According to witness Higgins, the Company provided a storm reserve analysis schedule
which agreed to Exhibit 50 which was attached to his direct testimony. The storm analysis
schedule included columns for the following: 1) employee expense which included employees
travel, meals, or hotels; 2) outside contracted services; 3) fringes which follows PGS fringe
allocation program including medical benefits, payroll taxes, and pension; 4) bonuses; and 5)
other. He stated that the “other” was a catch-all category and was unsure as to the types of
expenses included in this category. In addition, the calculated annual storm accrual is based on
PGS expenditures for hurricanes and storms from 1998 through 2007 (10-years). He stated that
thfe 10-year expenditures totaled $1,056,000, of which $900,000 were O&M expenses. Witness
Higgins further stated that he abided by Commission Rule 25-6.0143, F.A.C., and removed “base
pay.93

. In the calculation to establish a storm damage reserve, the Company used a 10-year
simple average for O&M expense resulting in $69,454. Witness Higgins contended that a 5-year
average of O&M expenses of approximately $133,000 was calculated. He further contended that
this was based on 97 percent of the O&M expenses occurring in the past 5 years. The overall
averaged cost for the storms was $101,500 (369,454+$133,463/2), but the Company proposed

18 .
Order No. PSC-05-1040-PAA-GU, issued October 25, 2005, in Docket No. 041441-GU, In Re: Petition for

DQ I Ty 2 CEeSs ()f exlstlng storm damagc reserve, by
approval of storm cost 1 €Cove clause to recover storm dalna € costs 1 ex
A

Public Utilities Company.
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$100,000. Witness Higgins stated that the bulk of the storm damage expenses incurred in 2004
and 2005. He testified that the Company contemplated filing a petition with the Commission to
address storm costs because the expense incurred was relatively large. He further testified that
“he did not recall the details”, but “was not involved in the decision directly to not come before
the Commission.” During his deposition, witness Higgins stated the storm damage costs, which
were summarized on Exhibit 50, were revised to remove straight time payroll and bonuses
because of the storm reserve rule. He then asserted that the proposed annual storm accrual was
recalculated and revised from $100,000 to $75,000.

OPC witness Schultz testified that the Company should not be allowed to establish an
annual storm reserve in rates:

First, the company assumes it will incur unusual an unpredictable costs in future
in the future from storms even though there is no evidence that a significant level
of storm costs will incur and produce damage. Secondly, the company is
requesting that the reserve be unfunded.

OPC witness Schultz believes that an unfunded reserve would allow the Company to use it for
any purpose. He asserted that the Company reviewed the storms costs, with the exclusion of
straight-time payroll, for the last ten years, and averaged the costs to total $69,454; and then
averaged the storms for five years to be $133,463. He stated the Company assumed a reasonable
level of expense would be derived by averaging the totals of the 10-year and 5-year costs.

OPC argued that the Company’s experience with storms does not support the need for a
$1 million reserve or an accrual to establish one. OPC argued that the initial accrual was done
on guesswork and not based on actuarial or scientific studies. OPC further argued that the
.estimate included costs that should not have been included causing the initial $100,000 accrual
request to be trimmed to $75,000. '

We examined the data PGS provided in Exhibit 50 and the storm reserve analysis
schedule. For the period of 2004 through 2005, PGS experienced storm expenditures of
approximately $961,000. For the 10-year period 1998 to 2007, the Company provided costs
totaling $1,056,310 on the storm analysis schedule for payroll, bonuses, supplies, employee
expense, outside service/ TECO, fringe, other, and capital. The Company excluded straight-time
payroll, bonuses, and capital expenditures from its calculations. We included in our calculations
the following costs: overtime payroll ($164,674), supplies expense ($43,515), employee expense
($19,281), and outside services/TECO ($155,968). The Company provided a late-filed exhibit
for our review. The exhibit contained a detailed breakdown of the expenses. Since the Company
could not provide a breakdown of the costs for analysis we excluded fringe and other expenses.

Based upon our recalculations and applying the Company’s methodology. the st
accrual shall be $57,500. pany gy, storm damage

We find that the Company shall be allowed to establish a storm damage reserve and the
annual accrual shall be in the amount of $57,500. As a result, the proposed annual storm damage
accma.d of $100,000 shall be reduced by $42,500. A target level of $1,000,000 shall be
established for the storm damage reserve, but no “cap” shall be imposed at this timc;.
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1. Adjustments to Account 912. Demonstrating and Selling Expenses

In his testimony, PGS witness Higgins explained that the marketing expense was needed
because PGS was focusing on signings in saturated areas on existing mains. A signing is when a
customer signs a letter of intent to use PGS’s gas service. This type of one-on-one marketing is
more labor intensive and costly than signing customers in large developments as was done in the
past. In rebuttal testimony, witness Higgins explained that the contract is not simply one that
reflects new sales efforts that add customers, but also a contract that supports customer retention.

PGS’s marketing services are provided by its affiliate, TECO Partners, Inc. (“TPI”)
Witness Higgins stated that the cost of services received under the current marketing contract has
declined significantly since the Company’s last rate case. The marketing contract expense in the
filing for 2009 is $6.126 million, which includes variable expenses of $2.144 million attributed
to the number of signings.

Witness Higgins further testified that the benchmark analysis calculated the historical
2007 sales expense as $12,785,270, compared to the 2007 historical sales expense of $5,419,540
in this filing. The benchmark analysis tool determines the appropriateness of O&M expenses,
because O&M expenses should generally grow at a rate similar to customer growth and inflation.
The benchmark analysis shows that the 2009 sales expense of $6,126,000 is a 52 percent
reduction from the 2007 base year benchmark expense level of $12,785,270.

Witness Schultz testified that the marketing contract with TPI was effective January 1,
2008, and consisted of a fixed amount and a variable amount that is escalated annually by CP1.
Witness Schultz questioned the total cost of the contract and, in particular, the monthly
installments of $216,666 for a total of $2.6 million per year. The total amount paid each year is
adjusted to reflect the number of “New Signings” that is greater or less than the target level of
12,000. Witness Higgins agreed that this contract was not competitively bid, but testified that if
the targeted goal of 12,000 signings was not reached, the payment amount would be decreased as
it was in 2008,

Witness Schultz asserted that even with PGS’s marketing contracts, there was only an
increase of 593 customers based on a year end count or 1,298 customers based on an average
basis for the year. Witness Schultz concluded that, based on the customer growth in this filing,
there is no justification to compensate TPI for the unachieved 2009 increase in new customer
signings. Witness Schultz also concluded that it appears that the affiliate, TPI, is being
compensated based on gross additions, and not net additions, which would include customer

los§es.‘ Therefore, PGS is paying TPI for keeping Peoples at a gross level of customers, and not
taking into account customer losses.

. In rebuttal testimony, witness Higgins explained a customer may not start using the gas
service the same year of the signing. For example, the signing of a development of a housing
project may happen a few years before the construction is completed or homeowners take
occupancy. Therefore, a “New Signing” is not a reflection of the gross number of customers or
net number of customers added, but rather the intent of the customers to use PGS’s gas service

In cross-examinatign, Witness Higgins agreed that the definition of “New Signings”
means executed Gas Service Agreements, executed Builder or Developer Agreements, or any
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other form of agreements as required by Peoples to establish natural gas service. Witness
Higgins stated that this definition does not identify whether the “New Signings™ are gross or net
customer additions, just that it relates to customers signings.

Witness Higgins explained that the 1,298 customers on an average basis for the year
could have included the customer losses because the Utility usually loses 10,000 customers per
year. Witness Higgins agreed that the average in new signings for 2003-2007 was 9,720.

We believe that it is necessary for the Utility to market the use of natural gas in order to
inform the public and bring in additional revenues to maintain the cost of service at a reasonable
level. The signing document is a useful tool to motivate customers, developers and organizations
to commit to PGS gas service. In addition, a target goal of 12,000 signings is unrealistic in
today’s economy.

Therefore, we find that an adjustment to the target goal is warranted even if the payment
to TPI can be adjusted for the number of actual signings. We find that the target goal shall be the
average number of signings for 2003-2007, which is 9,720 or 81 percent of the target goal of
12,000. This average number is more realistic because of the downturn in the real estate market.

Witness Higgins stated that there were $2.144 million in variable expenses. We find that
an adjustment shall be made to reflect the reduction in signings to the five-year average. As the
five-year average of signings is 81 percent of the target goal of 12,000 signings, the variable
expenses shall be reduced by 19 percent or $407,360. Therefore, we find that an adjustment to
reduce Account 912, Demonstrating and Selling expenses by $407,360 to reflect a five-year
average of customer signings shall be made.

J. Directors and Officers Liability Insurance

In his direct testimony, OPC witness Schultz testified that Directors and Officers
Liability Insurance (DOL) protects the directors and officers from personal liability for bad
and/or questionable decisions, and ultimately protects the shareholders. Witness Schultz
explained that in the event that litigation occurred the shareholders could make a claim against
the insurance company and receive the benefit of the insurance policy. Witness Schultz
explained the officers and directors are compensated for their time and their traditionally
generous compensation benefit packages are considered sufficient compensation for directors,
and officers. Therefore, witness Schultz states that the officers compensated should pay for the
DOL Insurance, because the DOL provides no benefit and/or protection to the ratepayers.
Further, witness Schultz testified that ratepayers have no say in the choice of officers and
directors and insurance company.

. Witness Schultz asserted that $342,000 should be excluded from the rates. He testified
that if we want to allow some of the DOL Insurance, the expense should be limited to the 2003
le_vel of expense of $167,955 because the cost of insurance doubles to $386,684 in 2007. Lastly.
wnness_ thultz stated that unless it is shown that DOL Insurance does benefit ratepayers, the;
escalation in costs due to general corporate misdeed should not be borne by the ratepayers

) P_GS witness Higgins testified that witness Schultz did not have any studies or
1qformat10n to support his claim that the compensation packages are sufficient compensation for
dlrectprs and officers for their services absent DOL Insurance expense. Witness Higgins
explained that DOL Insurance expense is required to attract and retain qualified individuals in
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these valuable roles. Witness Higgins stated that corporate surveys indicate that virtually all
publicly traded entities maintain DOL Insurance. Lastly, witness Higgins explained that DOL
Insurance provides a significant source of balance sheet protection from losses and from lawsuits
and preserves the capital for the efficient and continuous delivery of gas service to customers.

Witness Higgins explained that the DOL Insurance premiums fluctuate because of the
same market forces that impact the premiums for property, liability, worker’s compensation, and
other insurance policies. The significant changes that influenced the price of DOL insurance
premiums from 2002 to 2007 were the negative claims from the “dot com” stock market bubble,
the September 11 terrorist attacks, the Enron collapse, and the Sarbanes-Oxley legislation.
Witness Higgins anticipates that the premiums will increase in the future because of the negative
market influences from the current financial market distress. Also, witness Higgins stated that
the 2009 projected DOL Insurance expense is reasonable and prudent because this type of
insurance is based on expected market conditions.

Lastly, witness Higgins stated that no DOL Insurance expense needed to be removed
because all of the DOL Insurance expense of $337,000 is included in the TECO Energy allocated
expenses to Peoples. In its response to OPC’s Interrogatory No. 44, Peoples submitted a
schedule of Peoples’ insurance premiums, not a schedule of Peoples’ expenses on its books and
records. In this schedule, the 2009 DOL Insurance was listed as $342,000. Therefore, there is
no direct DOL Insurance expense in the MFR filing to remove from Peoples and there is no
double dipping for this expense.

DOL Insurance is a part of doing business for any company or organization. It is
necessary to attract and retain competent directors and officers. Corporate surveys indicate that
virtually all public entities maintain DOL Insurance including investor owned gas utilities. We
do not agree with OPC that the ratepayers do not benefit from DOL Insurance. Without DOL
Insurance, it is unrealistic that the Company could operate effectively. Moreover, being served
by a large Company helps ratepayers in a number of ways including easier access to the capital
markets for their service provider. Lastly, even though the increase more than doubled between
$167,955 in 2003 to $386,684 in 2007, we believe that the negative claims from the “dot com”
stock market bubble, the September 11 terrorist attacks, the Enron collapse, and the Sarbanes-
Oxley legislation justified the increase in premiums. We find that to apply the expense incurred
in 2003 for setting rates in today’s market would be inappropriate. The projected DOL Insurance
of $342,000 will be difficult to maintain at the 2009 level of DOL Insurance expense because of
the negative insurance market influence due to today’s economic conditions.

_ DOL Insurance has become a necessary part of conducting business for any company or
organization and it would be difficult for companies to attract and retain competent directors and
officers wi}:hout it. Moreover, ratepayers receive benefits from being part of a large public
company, including, among other things, access to capital. In addition, DOL Insurance is
necessary to protect the ratepayers from allegations of corporate misdeeds. We also believe that
1t would be difficult for PGS to obtain DOL Insurance at the 2003 expense level and maybe even
at tha’g the requested 2009 expense level because of the current market conditions. Therefore
DOL insurance shall be included in the projected test year and no adjustment shall be made t<;
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reduce or remove DOL Insurance. Furthermore, the DOL Insurance recovered through the
TECO allocated expenses to Peoples is also appropriate.

K. Adjustments to Costs Allocated by TECO to PGS

In his direct testimony, OPC witness Schultz stated that Account 921 included
$6,722,093 of charges from TECO Electric and $4,671927 of charges from TECO Energy.
Witness Schultz explained that TECO Energy allocated costs to Peoples including costs for
incentive compensation, restricted stock grants and stock options, and DOL insurance, for an
estimated total of $1,261,437. This estimated total of $1,261,437 was calculated by multiplying
89.75 percent (ratio of 2007 allocated costs to the 2009 allocated costs) times total costs of
$1,495,546 for incentive compensation, restricted stock grants and stock options, and DOL
insurance. Witness Schultz explained that all of these costs should be removed based on OPC’s
recommended adjustments in the individual issues.

In rebuttal testimony, PGS witness Higgins acknowledged that OPC witness Schultz
recognized that the expenses allocated from TECO Energy to PGS were lower in the 2009
projected test year than in the 2007 historical base year. Based on his recognition, witness
Schultz’s proposed adjustment was reduced by the percentage decrease from 2007 to 2009. An
adjustment was made by PGS in Exhibit 8 to decrease TECQ’s allocated compensation expense
by $26,500. This decrease is necessary to reflect the appropriate 2009 merit increases.

On the basis of the foregoing, an adjustment shall be made to reduce TECO Electric’s
allocated payroll expense by $26,500 to reflect the change in 2009 merit increase guidelines.

L. Taxes Other Than Income Taxes

Based on our findings above, the requested Taxes Other Than Income Taxes expense of
$10,823,933 shall be increased by $7,500 resulting in an adjusted total of $10,831,433 for the
2009 projected test year. See Schedule 3.

M. Parent Debt Adjustment

Rule 25-14.004, F.A.C., provides that “the income tax expense of a regulated company
shall be adjusted to reflect the income tax expense of the parent debt that may be invested in the
equity of the subsidiary where a parent-subsidiary relationship exists and the parties to the
relationship join in the filing of a consolidated income tax return.” Further, Rule 25-14.004(3),
F.A._C._, states that “it shall be a rebuttable presumption that a parent’s investment in any
sut')51d1ary or in its own operations shall be considered to have been made in the same ratios as
exist in the parent’s overall capital structure.” Rule 25-14.004(4), F.A.C., provides that:

The adjustment shall be made by multiplying the debt ratio of the parent by the
debt‘ cost of the parent. This product shall be multiplied by the statutory tax rate
applicable to the consolidated entity. This result shall be multiplied by the equity
dollars of the subsidiary, excluding its retained eamings. The resulting dollar
amount shall be used to adjust the income tax expense of the utility.

In MFR Schedule C-26, PGS provided some of the informatio i
\ 6, : n required to calculate the
parent debt adjustment, but did not include an adjustment to income tax expense to reflect the
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parent debt in the calculation of its requested revenue requirement. In Interrogatory No. 18,
Commission staff requested that the Company provide the financial information necessary to
make a parent debt adjustment in accordance with Rule 25-14.004, F.A.C. The Company
provided the following information:

Debt Ratio of the parent 19.01%

Debt Cost Rate of the parent 6.90%
Consolidated Statutory Tax Rate 38.575%
Subsidiary Equity $167,473,246

In its response, the Company also provided an alternative set of data, which it labeled “Company
Position,” as follows:

Debt Ratio of the parent 0%

Debt Cost Rate of the parent 6.90%
Consolidated Statutory Tax Rate 38.575%
Subsidiary Equity $0 - $108,843,000

In its response, PGS reiterated its objection to the application of the parent debt adjustment in
this case, as expressed in the testimony of PGS witness Gillette.

Witness Gillette testified that TECO Energy has $400 million of long term debt on its
books. Witness Gillette also stated that this debt is related to TECO Energy’s investment in its
failed TPS merchant power projects, and that TECO Energy did not raise debt to invest in PGS. .
In its response to Interrogatory No. 18, the Company stated that between 1998 and 2003, TECO
Energy raised approximately $3.4 billion dollars of external capital, including approximately
$2.1 billion in debt. PGS asserted that the bulk of this capital was invested in TPS and other
unregulated subsidiaries; however, PGS also stated that $119 million ($109 million if adjusted to
reflect the external dividends of TECO Energy) was invested in PGS during this timeframe.

In direct testimony, OPC witness Schultz stated that the Company failed to include a
detailed analysis to show how all parent debt was specifically used. Further, witness Schultz
stated that, absent such a detailed analysis, the Company’s statement that none of the existing
debt was used to fund any equity infusions to PGS does not meet the Company’s burden to rebut

the presumption that a parent debt adjustment should be made, pursuant to Rule 25-14.004(3),
F.A.C.

We agree }vith OPC that the Company has not effectively rebutted the presumption that
the parent del?t adjustment should be applied in this case. In ruling that a parent debt adjustment
was required in a case involving Indiantown Company, Inc., this Commission stated:

Bgsed on our analysis, the rule requires that a parent debt adjustment be made in
this proceeding. Further, the rule does not allow for specific identification of debt
from t:he parent to the subsidiary utility. Since the utility is included in the
cgmsohdaled income tax returns of the parent, we believe that it would be very
dlfﬁf;ult to prove specific identification to only the utility. Rule 25-14.004(3)
Florida Administrative Code, states that it shall be a rebuttable presumption that e;
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parent’s investment in any subsidiary or in its own operations shall be considered
to have been made in the same ratios as exist in the parent’s overall capital
structure."’

Rule 25-14.004, F.A.C., is based on the premise that debt at the parent level supports a
portion of the parent's equity investment in the utility. Since the interest expense on such debt is
deductible by the parent for income tax purposes, the income tax expense of the regulated
subsidiary is reduced by the tax effect. Further, we find that the Company has not demonstrated
that the interest on the debt on TECO Energy’s books can be attributed to any source other than
the general funds of the parent.

Accordingly, we find that the parent debt adjustment shall be applied in this case and that
the elements of the computation shall be based on the projected test year capital structures of
TECO Energy and PGS. Our calculation of the system income tax expense reduction is as
follows:

Debt Ratio of parent 1901
Debt Cost Rate of parent x .069

= .0131169
Consolidated Tax Rate x 38575

= .005059844
Subsidiary Equity x $167.473.246
Parent Debt Adjustment = $847.389

Therefore, we find that the Company has not effectively rebutted the presumption that a
parent debt adjustment should be applied pursuant to Rule 14.004, F.A.C. Further, the
appropriate subsidiary equity amount to be used in the calculation is the projected test year
equity of $167,473,246. Accordingly, the appropriate jurisdictional adjustment is a reduction of
income tax expense in the amount of $847,389.

N. Income Tax Expense, ITC Amortization, and Interest Synchronization

Based on our findings above, the requested total income tax expense of $9,204,185
(current, deferred, and ITC) should be increased by $15,901 resulting in an adjusted total of
$9,220,086 for the 2009 projected test year. (See Schedule 3).

Amount Requested $9,204.185
Commission Adjustments:
Issue 39 — Parent Debt (847,389)
Effect of Other Adjustments 809,233
Interest Synchronization 54,057

19
See Order No. PSC-00-2054-PAA-WS, issued October 27, 2000, i pplicati
ormat gt s J054-PA Tagiasucd October ,In 0 0, in Docket No. 990939-WS, In re: Application
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Total Commission Adjustments 15.901

Commission Adjusted Amount $9.220.086

O. Projected Test Year O&M Expense

Based on our findings above, the appropriate level of O&M expense for the 2009
projected test year is $72,124,723. See Schedule 3.

P. Projected Test Year Depreciation and Amortization Expense

We examined the depreciation and amortization expense of the Company for 2009 to
determine the appropriate projected test year amount. We made several adjustments thereto.
The effect of the adjustments is to reduce the projected depreciation and amortization expense of
$43,804,733 by $113,640 to $43,691,093 for the 2009 projected test year.

Q. Total Operating Expenses

The appropriate level of Total Operating Expenses for the 2009 projected test year is
$135,387,014. (See Schedule 3).

R. Net Operating Income

Based onour findings above, the appropriate Net Operating Income for the 2009
projected test year is $36,019,112. (See Schedule 3).

VI. REVENUE REQUIREMENTS

The appropriate annual operating revenue increase for the 2009 projected test year is
$19,152,365. The following schedule shows the calculation of the revenue requirements.

Calculation of Revenue Requirements
December 31, 2009 Test Year

PGS COMMISSION

Rate Base $563,599,436 $560,844,757
Rate of Return x 8.88% x 8.50%
Reguired NOI $50,060,255 $47,671,804
Adjusted Achieved NOI (33,944,697) (36,019,112)
NOI Deficiency $16,115,558 $11,652,692
Revenue Expansion Factor x 1.6436 x 1.6436
Total Revenue Increase $26,488,091 $19,152.365
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VII. RATES

A. Customer Charges

The appropriate customer charges are shown in Schedule 6. The current residential
customer charge is $10. The cost of service study indicates that the customer unit cost for the
residential class is $15. Pursuant to an approved stipulation, Peoples received approval to
stratify the current single residential service class into three classes (RS-1, RS-2, RS-3)
depending on annual usage. For small users, such as RS-1 customers, the customer charge is a
large percentage of the monthly bill. Our approved RS-1 customer charge is $12, thus mitigating
the bill impact on those small users. Our approved customer charge for the RS-2 class is $15.
The RS-3 class is available for large residential gas users, with multiple gas appliances, and the
approved $20 customer charge is a small percentage of the monthly bill. The aforementioned
customer charges, in conjunction with the proposed distribution charges, result in reasonable bill
impacts across the entire residential class.

The customer charge for the residential standby generator (RS-GS) rate is $20, which is
equal to the RS-3 customer charge. The RS-GS customer charge includes usage up to 20 therms.
Usage above 20 therms is billed at the RS distribution charge. Similarly, the customer charge for
the commercial standby generator (CS-GS) rate is set at the at the GS-1 customer charge of $35.
The $35 customer charge includes therm usage up to 40 therms per month; usage above 40
therms is billed at the GS-1 therm charge. In addition, we grant our staff authority to
administratively approve the tariffs filed to implement all Commission-approved rates and
charges in this docket.

B. Per Therm Distribution Charges

o The appropriate per therm distribution charges are shown in Schedule 6. The
distribution charges are set at a level which, in combination with the customer charge, will result
in the recovery of the total base revenues allocated to each rate class.

C. Gas System Reliability Rider (GSR Rider)

PGS proposed a new GSR Rider that would allows PGS to recover from its customers,
through a surcharge, certain relocation and safety related costs, beginning in January 2010.
Speciﬁcally, the GSR Rider is designed to recover two types of costs; revenue requirements
assocnated_with certain eligible infrastructure system replacements, and incremental O&M
expenses incurred to comply with federal transmission and distribution pipeline integrity

requirements.

The proposed GSR Rider tariff defines “eligible replacements” as:

1. mains, service lines, regulator stations, and other pipeline components

ins_ta@led to _c.omply with state or federal safety requirements as replacements for
existing facilities;
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2, main and service line projects extending the useful life or enhancing the

integrity of the pipeline components, undertaken to comply with state or federal
safety requirements; and

3. facility relocations due to construction or improvement of a highway,
road, street, public way or other public work by or on behalf of a government or
other entity having the power of eminent domain, to the extent costs of the project
are not reimbursed to PGS.

In addition to the eligible replacements listed above, PGS witness Binswanger testified
that PGS anticipates being faced with incremental O&M expenses incurred to comply with
federal transmission and distribution pipeline integrity requirements. Witness Binswanger
referred to two new federal acts that could impact PGS: the Pipeline Safety Act of 2002, and the
Pipeline Inspection, Protection, Enforcement, and Safety Act of 2006 (PIPES Act). The Pipeline
Safety Act addresses transmission lines, and the PIPES Act addresses distribution systems.
Witness Binswanger explained during the hearing that PGS is currently doing an assessment for
transmission facilities in place; however, the guidelines on distribution systems have not been
fully implemented yet.

In its brief, PGS asserted that a GSR Rider would be an appropriate mechanism for the
recovery of revenue requirements associated with government-mandated investments for
relocation of its facilities and O&M expenditures, neither of which the Company has any control
over. The Company also would have no ability to recover these costs absent the filing of a
petition for new base rates or for a limited proceeding. Currently, relocation costs are only
recovered during a base rate proceeding. Witness Binswanger testified that for the years 2004
through 2007, there were total capital expenditures of $17.6 million for government-mandated
relocations, for which PGS received no revenues through which to recover the associated
depreciation, ad valorem tax expenses, or a return on its investment in the replacement facilities.

PGS explained that it is standard practice for the Company to install facilities at the edge
of public rights-of-way, which are substantially less expensive than the installation of facilities
on private property. Installing in public rights-of-ways, however, subjects the Company to the
requirements of federal, state, and local governmental statutes and regulations requiring the
relocation of facilities when ordered to do so. For example, an entity may be re-routing or
widening a road, installing water or wastewater lines, or reconfiguring an intersection, thereby
necessitating the relocation of PGS facilities. PGS stated that in most instances, the Company
must replace or relocate its facilities as part of the agreement to use the right-of-way without
reimbursement in order to continue to meet its obligations.

PGS Witness Binswanger testified in his direct testimony that since the Company
proposed that certain costs are included in the 2009 projected test year, no item would constitute
an eligible replacement unless installed on or after J anuary 1, 2010. Specifically, PGS has
proposed to include in the test year $750,000 of O&M expenses for pipeline integrity costs,
Yvhmh were addressed previously in this order. Witness Binswanger testified that any reduction
in (?&M expense for transmission and distribution pipeline integrity below what is allowed in the
pro,]ectgd test year in this case would reduce the revenue requirement to be required through the
GSR Rider. PGS also proposed to include $3.8 million of relocation costs in the projected test
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year. In his deposition, witness Binswanger clarified that there would be a similar reduction in
the revenue requirement to be recovered through the GSR Rider if capital expenditures for
relocations are less than what was allowed in the projected test year.

Witness Binswanger explained that if we approve the GSR Rider, PGS’s first petition for
GSR Rider factors would be filed late in 2009, and would be based on eligible investments
projected to be placed in service and incremental expenses to be incurred by the Company during
2010. The charges resulting from the 2009 filing would be included on customers’ bills
commencing in January 2010. PGS would again file petitions in 2010, which would recalculate
the charges to recover the revenue requirement based on eligible costs for both 2010 and 2011,
as adjusted by projected true-ups of the initially projected 2010 revenue requirements.

OPC objects to the formation of the GSR Rider for several reasons. In its brief, OPC
stated that it has grave concerns about whether we possess the authority from the legislature to
establish a mechanism to recover non-volatile, non-fuel, base rate costs. OPC stated that at the
present time there are two true capital cost recovery mechanisms that the Commission
administers: the Environmental Cost Recovery Clause and the Nuclear and IGCC Cost Recovery
Clause. Both those clauses were authorized and established by the Florida Legislature. OPC
further stated that the other clause mechanism that we have established on our own are almost
exclusively expense-related.

OPC stated that PGS has acknowledged that no other company in Florida has a rider like
the GSR Rider. OPC argued in its brief that the two electric cases PGS cites as precedent were
resolved by the Commission approving a stipulated settlement and thus the cases cited by PGS
do not establish a precedent for the creation of the GSR Rider in the instant case.

Apart from the legal concerns, OPC also stated in its brief that there are strong policy and
factual reasons not to grant the requested relief regarding the GSR Rider. OPC Witness Schultz
testified in his direct testimony that he disagrees with PGS’ contention that it will not recover
those costs outside of base rate relief unless it receives this annual rate increase. Witness Schultz
stated that as long as the Company earns sufficient net income to keep its overall rate of return
within its authorized range, the Company will recover its investment in these costs.

Furthermore, OPC witness Schultz disagreed with PGS’s assertion that the government-
mandated relocation costs incurred by the Company have been substantial. The average capital
costs for relocation projects for the years 2003-2007 was $4.28 million, which is less than 10
percent of the Company’s $44.8 million capital cost over the same time period. With respect to
the pipeline integrity costs, witness Schultz stated that PGS already petitioned to include
$750,000 in the test year, and that there is uncertainty about whether the Company would ever
spel’n} over the $750,000. Finally, witness Schultz testified that the GSR Rider will have no
positive impact on the management of the investments associated with the relocation of facilities
and safety expenses. Witness Schultz expressed concern that an annual recovery mechanism will

not prov?de management incentive to reduce costs or seek proper reimbursement of these costs
because it will allow for the automatic pass-through of costs.

' While FIGU did pot sponsor a witness on this issue, FIGU objects to the GSR Rider in its
brief. FIGU stated that line relocations have been going on since PGS began to locate its lines in
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public rights-of-way at no cost. FIGU argued that line relocations do not trigger rate cases
because the cost of relocations is more than offset by the money customers pay each year to
cover depreciation.

We find that the adoption of a GSR Rider is not appropriate in this matter. However, we
recognize that PGS may petition this Commission pursuant to 366.076, F.S., for a limited
proceeding for the recovery of revenue requirements associated with government-mandated
investments for relocation of PGS’s facilities and O&M expenditures. Limited proceedings are
narrow in scope and are designed to avoid the greater expenditure of time and resources typically
associated with a full base rate proceeding. A limited proceeding is normally processed as a
PAA in which a point of entry will be afforded to substantially interested persons to address
concerns they may have regarding the petition. Historically, relocation costs have been
recovered during full base rate proceedings. In order to mitigate regulatory lag and to ensure the
timely recovery of those corporate expenditures for government-mandated relocations, in the
absence of the adoption of a the GSR Rider discussed herein, we recognize that PGS may seek to
recover costs expended pursuant to its compliance with government-mandated relocations via
limited proceedings under 366.076, F.S.

D. Carbon Reduction Rider (CRR)

PGS has proposed a new cost recovery mechanism to collect, on a more timely basis,
costs associated with extending supply mains to facilitate use of natural gas in new residential
subdivisions. Extending gas lines consists of two basic operations: the extension of the supply
main from the pipeline to a point close to the service location, and the installation of distribution
mains and service lines necessary to provide gas to end users. The costs for distribution mains
and service lines are collected through base rates, from developers, or through a Main Extension
Program surcharge on bills of end users. The costs of supply mains currently is recovered only
during a base rate proceeding, ’ -

The CRR “is designed to address, manage, and encourage the expansion of natural to new
[residential] developments that are not located near interstate pipelines or existing Company
supply mains.” In determining whether serving a new area is cost effective, PGS stated that it
evaluates several factors. PGS obtains information on potential load by meeting with
developers, and reviewing land use maps and zoning criteria. The approximate time of build-out
is also important in determining the time frame over which PGS can expect to recover the costs
of extending facilities. One significant cost consideration is whether the potential end users are
located near an interstate pipeline or a PGS supply main. If not, PGS must build a supply main
to reach the area. PGS asserts that, unlike a distribution main and services, a supply main

produces no direct revenue, but without it, potential revenue-producing customers cannot access
natural gas.

PGS maintains that economically extending natural gas facilities to more areas in Florida
accomplishes several goals. Witness Binswanger noted that natural gas is an extremely
important source of energy for Florida because it is environmentally friendly, efficient,
domestically produced, and more reliable during hurricanes. Witness Binswanger further stated
that expapding natural gas availability in the state is consistent with Executive Order 07-127, and
the Omnibus energy legislation contained in House Bill 7135. PGS has identified over 25 z’areas
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in the state which it believes could be served by natural gas, if the supply mains were in place.
However, financial constraints discourage extension of facilities because the recovery of those
costs may be delayed over long periods due to build-out of new developments, or until the
Company’s next rate case.

The CRR would recover the revenue requirements® associated with supply mains
installed to reach one or more new developments. Recovery under the CRR would be limited to
installations of mains greater that four inches in diameter, or which are certified to operate at 60
pounds per square (psi) or greater, and which serve company distribution systems serving
primarily residential customers.

CRR factors would be filed with, and approved at the same time as, other cost recovery
factors each year. The costs would be allocated to rate classes consistent with the cost of service
methodology approved in PGS’s last rate case. Collection of the CRR for each project would
continue for five years, or until PGS’s next base rate case. The five year period is consistent
with how costs are recovered under the existing Main Extension Program (MEP) surcharge for
distribution facilities.

OPC objects to the CRR because it believes expansion revenue should be sufficient to
pay for all of the facilities necessary to achieve new load. The new customers will be paying the
same rates as the old customers and that, in theory, should be sufficient to cover the cost of new
plant and operating expenses. The fact that Florida is not seeing the aggressive growth of prior
years, plus the fact that PGS has not been in for a general rate increase since 2002, indicates that
PGS is currently recovering such costs. OPC witness Schultz further stated that the average
capital cost under the rider for year 2005 through 2007 cited by PGS is $436,943, which is not
significant enough to justify a new clause. In addition, OPC noted that PGS has been earning
within its approved rate of return range for prior years in which PGS said it incurred similar costs
of supply mains.

OPC Witness Schultz noted several drawbacks to the CRR. He believes implementation
of this rider (and the GSR) constitutes single issue ratemaking without appropriate oversight. He
asserted that the more certain costs are subject to recovery through some form of recovery
mechanism, the less the Company is required to establish control over costs and the risk of
managing costs is reduced. He also maintained that the addition of two new clauses, on top of
the six existing cost recovery clauses, will create additional workload for this Commission and
its staff in what was designed to be a streamlined, expedited process. In addition, Witness
Schultz noted PGS has not included a reduction in ROE to recognize the reduction in risk of
recovering capital costs between rate cases. Shareholder risk should be reduced because of the
automatic pass-through; therefore a similar reduction would need to be made in the allowed rate
of return to account for the reduced risk. OPC noted that Exhibit 92 demonstrates that PGS has
been able to achieve a more favorable regulatory rating than every other member of the proxy
group - many of which have cost recovery clauses.

20 .
Revenue requirements are defined by PGS as the Company’s weighted average cost of capital, depreciation
expense, and ad valorem taxes, grossed up for federal and state income taxes.
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OPC also questions our authority to create new clauses, such as the GSR and CCR, to
recover non-volatile, non-fuel, base rate costs. Other than statutorily-created environmental cost
recovery mechanisms in Florida, and a statutorily created rider in Missouri, PGS has not cited
any authority or precedent to support the adoption of such clauses. In addition, OPC noted that
other clauses are industry specific, not utility specific, and are almost exclusively expense-
related. Only after experience and familiarity have certain ad hoc capital costs been allowed for
clause recovery.

FIGU took no position on the CRR in its prehearing statement because it did not believe
it would be subject to the CRR. It modified its position in its post-hearing brief to oppose the
CRR. Although FIGU still does not think its members are affected by the CRR, it believes
adoption of such a clause is bad regulatory policy. FIGU argued that PGS competes with it
parent, TECO for revenues from new subdivisions. By shifting the cost of expanding the PGS
system from PGS to its existing customers, the revenue loss experienced by PGS and its parent,
TECO, is mitigated at the expense of PGS customers. FIGU also noted that PGS’s arguments on
regulatory lag are overstated. Regulatory lag exists not only in recovery of capital expenditures,
but also in recognition of depreciation, which reduces rate base and thus costs to be recovered
from customers.

PGS currently has mechanisms in place to recover a portion of costs incurred as a result
of requests from customers seeking service. The costs of extending distribution facilities is
either recovered in base rates, or, if costs exceed estimated revenues, through a surcharge to the
customers directly benefitting from the extension. The MEP provides for the collection of costs
associated with dedicated residential and commercial infrastructure that exceed the amount
included in base rates.”’ PGS maintains, however that these cost recovery mechanisms only
recover distribution lines to a specific customer or development. The proposed CRR is designed
to recover the cost of supply mains which may be extended to serve multiple developments
within a common geographical area. The CRR would only recover costs associated with mains
in excess of four inches in diameter or which are certified to operate at a maximum of sixty
pounds psi. Further, the revenue for any one project would only be collected for the first five
years following installation.

Absent the CRR, PGS does not directly collect any of the cost of supply mains until
customers begin taking service. Witness Binswanger testified that PGS has identified over 25
projects representing over 100,000 new customers which would require extension of supply
mains. PGS estimated that, had the CRR been available in 2008, approximately $609,805 would
have been eligible for collection under the CRR mechanism. Specifically, PGS cited two major
projects, Ave Maria University and Town Center (total cost $4.3 million), and Nocatee St. Johns
County planned community ($420,000), which did not go forward because of the costs.
However, OPC noted in its brief that PGS filed a revised capital budget just prior to hearing,
noting that Nocatee is shown as a new 2009 development project. OPC said this revision casts
doubts on the Company’s judgment relative to the extension of viable development, as well as

demonstrating that the lack of the CCR may not be the true reason the Nocatee development did
not go forward as planned.

21 :
§§§'Tanﬁ‘ Sheets 5.601 through 5.601-2 Mains and Service Extensions, and Tariff Sheets 7.101-7 through 7.101-
9, Main Extension Program.
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QOur primary concem is that PGS would be encouraged to extend facilities with only
speculative prospects of customers, if it could immediately recover the revenue requirements
associated with supply mains through a cost recovery clause. In discovery, OPC asked if
projects recoverable through the CRR would be subject to our pre-approval. PGS’s response did
not answer the question directly. Instead, it said that PGS would file a petition requesting
approval of the billing factors to be installed in the upcoming year. According to PGS, “the
Commission would have the opportunity to thoroughly review and audit the company’s filings
and make necessary adjustments.” This implies that this Commission could check the
calculations, but that the Utility would not specifically seek Commission approval of the
projects, per se. This lack of review of the prudence of the projects gives us pause in passing
these costs on the ratepayers through a clause. It is also unclear whether we would have any
opportunity for review and possible disallowance of projects in future rate cases, once such
projects were included for cost recovery through the clause.

We do not take issue with the benefits associated with the use of natural gas cited by
witness Binswanger. Nor do we disagree that expansion of natural gas availability may be
consistent with state efforts to reduce green house gas emissions. However, we find that too few
safeguards have been included to ensure that supply main extensions recovered through the CRR
are viable, revenue-producing assets. We agree with OPC’s assessment that expansion of
facilities should be cost-effective at current rates. Extension of supply mains under the CRR
does not require that there be any actual customers asking for gas service. Facilities may be
extended to make gas available to encourage developers to install gas facilities in new
developments in the future. PGS argued that developers will not even consider natural gas, if no
supply main is in place.

If the expected pay-back period for a project is not sufficient for PGS to commit its
internal funds, we question whether it is prudent to commit ratepayer funds to such projects. If
PGS can recover the revenue requirements associated with any such investment, it has little
incentive to either minimize costs, or ensure that the expansion is prudent and will generate
revenue in a reasonable time frame. If there are no upfront costs to PGS for extending facilities
where there are currently no customers, it might also encourage PGS to extend supply main
facilities simply to claim territory for future growth, without reasonable expectations of revenue
producing customers in the shorter term. The ability to claim territory by extending service
mains without concern for concurrent revenue may create more territorial disputes, and
disadvantage utilities which do not have the ability to immediately pass on such costs. The
ability to avoid the upfront costs (and delay) of installing supply mains to serve a development
makes it more attractive for developers to seek service from PGS over an adjacent utility, who

does not have the ability to pass on such costs on an annual basis, even when other costs may
indicate a different choice.

We also agree with OPC and FIGU that approval of the CCR may constitute imprudent
regulatory policy. The purpose for all existing cost recovery clauses is to allow utilities to
recover costs which are volatile and which are outside the control of the utility. Decisions on
when and where to expand facilities are entirely under the control of the utility. PGS’s
management, not ratepayers, should bear the cost and responsibility for decision on expansion of
the Unllty. We also agree with OPC that we should move cautiously in approving collection of
capital costs outside a rate case. OPC notes that the Legislature has already seen fit to explicitly
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address other areas where capital costs have been approved for recovery outside a rate case. If
expansion of gas infrastructure is necessary or desirable to meet state goals as noted by witness
Binswanger, it may be more appropriate for PGS to seek legislative approval first.

For the foregoing reasons, we find that PGS has not demonstrated the need for treatment
of these costs outside a rate proceeding. Further, we find that there are insufficient safeguards
built into the Carbon Reduction Rider, as proposed, to adequately protect ratepayers from
imprudent expenditures. PGS’s request if therefore denied.

VIII. OTHER ISSUES

A. Refund of Interim Rate Increase Granted by Order No. PSC-08-0696-PCO-GU to
Ratepayers

By Order No. PSC-08-0696-PCO-GU, issued October 20, 2008, we authorized the
collection of interim rates, subject to refund, pursuant to Section 366.071, F.S. The approved
interim revenue requirement was $171,383,000, which represents an increase of $2,380,000 or
1.54 percent. The interim collection period is November 2008 through June 2009.

According to Section 366.071, F.S., any refund shall be calculated to reduce the rate of
return of the utility during the pendency of the proceeding to the same level within the range of
the newly authorized rate of retun. Adjustments made in the rate case test period that do not
relate to the period interim rates are in effect shall be removed. Rate case expense is an example
of an adjustment which is recovered only after final rates are established.

In this proceeding, the test period for establishment of interim is the 12-month period
ending April 30, 2008. PGS’s approved interim rates did not include any provisions for pro
forma or projected operating expenses or plant. The interim increase was designed to allow
recovery of actual interest costs, and the lower limit of the last authorized range for return on
equity.

To establish the proper refund amount, we calculated a revised interim revenue
requirement utilizing the same data used to establish final rates for the 2009 projected test year.
Items, such as rate case expense and the storm damage accrual, were excluded because these
items are prospective in nature and did not occur during the interim collection period. Using the
principles discussed above, because the $171,383,000 revenue requirement, granted in Order No.
PSC-08-0696-PCO-GU, for the April 2008 interim test year, is less than the revenue requirement
for the interim collection period of $190,176,226, we find that no refund is required. Further,
upon the expiration of the period for appeal, the corporate undertaking shall be released.

Based on the foregoing, it is

N ORDERED by th‘e Florida Public Service Commission that Peoples Gas System’s
Petition for Rate Increase is granted in part and denied in part as set forth herein. It is further

. ORDERED that each of the findings made in the body of this Order are hereby approved
in every respect. It is further
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ORDERED that Peoples Gas System is authorized to charge the new rates and charges as
set forth in the body of this Order and the attachments and schedules attached hereto. It is
further

ORDERED that all matters contained in the appendix, attachments, and schedules
appended hereto are incorporated herein by reference. It is further

ORDERED that Peoples Gas System’s request for the establishment of a Gas System
Reliability Rider is hereby denied. It is further

ORDERED that Peoples Gas System’s request for the establishment of a Carbon
Reduction Rider is hereby denied. It is further

ORDERED that no refund of the interim increase approved by Order No. PSC-08-0696-
PCO-GU, issued October 20, 2008, shall be required. It is further

ORDERED that the rates and charges approved in this Order shall become effective for
meter readings made on or after June 18, 2009, which is 30 days from the date of the final
Commission vote approving the rates and charges. It is further

ORDERED that Peoples Gas System shall submit, within 90 days of the issuance date of
this Order, a description of all entries or adjustments to its annual report, rate of return reports,
and books and records which will be required as a result of the Commission’s findings in this
rate case. It is further

. ORDERED that upon expiration of the period for appeal this docket shall be closed.

By ORDER of the Florida Public Service Commission this 9th day of June, 2009.

Gy [P

ANN COLE
Commission Clerk

(SEAL)

CMK
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NOTICE OF FURTHER PROCEEDINGS OR JUDICIAL REVIEW

The Florida Public Service Commission is required by Section 120.569(1), Florida
Statutes, to notify parties of any administrative hearing or judicial review of Commission orders
that is available under Sections 120.57 or 120.68, Florida Statutes, as well as the procedures and
time limits that apply. This notice should not be construed to mean all requests for an
administrative hearing or judicial review will be granted or result in the relief sought.

Any party adversely affected by the Commission's final action in this matter may request:
1) reconsideration of the decision by filing a motion for reconsideration with the Office of
Commission Clerk, 2540 Shumard Oak Boulevard, Tallahassee, Florida 32399-0850, within
fifteen (15) days of the issuance of this order in the form prescribed by Rule 25-22.060, Florida
Administrative Code; or 2) judicial review by the Florida Supreme Court in the case of an
electric, gas or telephone utility or the First District Court of Appeal in the case of a water and/or
wastewater utility by filing a notice of appeal with the Office of Commission Clerk, and filing a
copy of the notice of appeal and the filing fee with the appropriate court. This filing must be
completed within thirty (30) days after the issuance of this order, pursuant to Rule 9.110, Florida
Rules of Appellate Procedure. The notice of appeal must be in the form specified in Rule
9.900(a), Florida Rules of Appellate Procedure.
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APPENDIX 1: STIPULATED ISSUES AND PARTIALLY STIPULATED ISSUES

The approved stipulations fall within one of two categories, as listed below. “Category
1” stipulations reflect the agreement of PGS, Staff, and at least one of the intervenors in this
docket. Intervenors who have not affirmatively agreed with a particular Category 1 stipulation
but otherwise take no position on the issue are identified in the proposed stipulation. “Category
2” stipulations reflect the agreement of PGS and Staff where no other party has taken a position
on the issue.

CATEGORY 1 STIPULATIONS:

ISSUE 12:  What is the appropriate 2009 projected test year Working Capital Allowance?

Stipulation: The appropriate 2009 projected test year Working Capital Allowance is
($11,494,371). (FIGU does not affirmatively stipulate this issue but takes no
position on the issue.)

ISSUE 16:  What is the appropriate cost rate of long-term debt for the projected test year?

Stipulation:  The appropriate cost rate of long-term debt for the projected test year is 7.20%.

ISSUE 19:  What is the appropriate amount and cost rate of the unamortized investment tax
credits to include in the capital structure for the projected test year?

Stipulation: =~ The appropriate amount and cost rate of the unamortized investment tax credits to
include in the capital structure for the projected test year are $7,862 and 0%,

respectively, as shown on MFR Schedule G-3, page 2. (FIGU does not
affirmatively stipulate this issue but takes no position on the issue.)

ISSUE 45:  What is the appropriate projected test year revenue expansion factor to be used in
calculating the revenue deficiency?
Stipulation:  The appropriate projected test year revenue expansion factor to be used in

calculating the revenue deficiency is 1.6436. (FIGU does not affirmatively
stipulate this issue but takes no position on the issue.)
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ISSUE 48:  What is the appropriate cost of service methodology to be used in allocating costs
to the rate classes?

Stipulation: The appropriate methodology is contained in revised MFR Schedule H, and
should reflect the Commission-approved adjustments to rate base, expenses, rate
of return, and net operating income. (OPC does not affirmatively stipulate this
issue but takes no position on the issue.)

ISSUE 58:  Should PGS be required to file, within 90 days after the date of the final order in
this docket, a description of all entries or adjustments to its annual report,
earnings surveillance reports, and books and records which will be required as a
result of the Commission’s findings in this docket?

Stipulation: Yes. PGS should be required to file, within 90 days after the date of the final
order in this docket, a description of all entries or adjustments to its annual report,
rate of return reports, and books and records which will be required as a result of

the Commission’s findings in this rate case. (FIGU does not affirmatively
stipulate this issue but takes no position on the issue.)

ISSUE 59:  Should this docket be closed?

Stipulation: ~ Yes. This docket should be closed after the Commission has issued its final order
and the time for filing an appeal has expired.

CATEGORY 2 STIPULATIONS:

ISSUE 2: Are the projected bills and therms for the test year ending December 31, 2009,
appropriate for use in this case?

Stipulation: ~ Yes. The projected bills and therms for the test year ending December 31, 2009
are appropriate for use in this case.

ISSUE 3: Is the quality of gas service provided by PGS adequate?

Stipulation: ~ Yes.

ISSUE 21:  Has PGS made the appropriate test year adjustments to remove revenues and
expenses recoverable through the Purchased Gas Adjustment Clause?

Stipulation:  Yes.
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ISSUE 22: Has PGS made the appropriate test year adjustments to remove conservation
revenues and conservation expenses recoverable through the Conservation Cost
Recovery Clause?

Stipulation:  Yes.

ISSUE 27: Should any adjustments be made to the 2007 O&M expenses for staff Audit
Finding Nos. 1 and 2, to address out-of-period expenses, reclassifications, and
non-utility expenditures?

Stipulation: ~ Yes. Adjustments should be made to the 2007 O&M expenses to remove out-of-
period, reclassifications, and non-utility expenses. Based on these trended
adjustments, 2009 Office Supplies and Expenses, Account 921, should be reduced
by $18,853 and Miscellaneous General Expenses, Account No. 930.2 should be
reduced by $5,007.

ISSUE 47:  Are PGS’s estimated revenues by rate class at present rates for the projected test
year appropriate?

Stipulation: ~ Yes. PGS’s estimated revenues by rate class at present rates for the projected test
year are appropriate.

ISSUE 51:  What are the appropriate Miscellaneous Service Charges?

Stipulation:  The appropriate revised miscellaneous service charges are as follows:

Service Charge Commission Approved |

Account Opening Charge $28
Service Initiation Charge - Residential $50 for initial meter
Service Initiation Charge - Other $30 for each additional meter
Reconnection Charge - Residential $70 for initial meter
Reconnection Charge - Other $20 for each additional meter
Temporary Meter Turn-off Charge $20

| Failed Trip Charge $25
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ISSUE 52: Is PGS’s proposal to stratify its current single residential service class into three
individual classes appropriate?

Stipulation:  Yes. The proposal allows the Company to recover a greater proportion of fixed
customer-related costs indicated by the allocated cost of service study through
customer charges, while at the same time managing the potential bill impacts for
individual customers to reasonable levels. Absent establishing the three billing
classes, the bill impacts associated with increasing fixed cost recoveries through
the customer charge would be too large for smaller residential customers that use
natural gas for fewer appliances. (Yardley)

ISSUE 53:  Is PGS’s proposal to reclassify certain customers appropriate?

Stipulation: Yes. Redefining the GS-1 class (presently 1,000-17,500 annual therms) by
moving the smallest GS-1 customers (up to 1,999 annual therms) into an
expanded SGS rate class and moving the largest GS-1 customers {above 10,000
annual therms) into an expanded GS-2 rate class is appropriate to provide greater
homogeneity and reduce the potential for intra-class subsidies.

At present all residential customers take service under the RS rate. The
reclassification of a limited number of large residential customers addresses a
separate issue, which relates to common areas of condominiums. Such use is
considered residential even though the characteristics of the load are similar to use
by larger GS customers. By expanding the eligibility of the GS-1 through GS-5
rate schedules to include residential use, the largest residential customers are
included with similarly-situated non-residential customers for pricing purposes.
An additional benefit of this approach is that it clarifies the rights of
condominium units to purchase their gas supply from a third-party pursuant to the
Company’s transportation service program. The deposit terms and conditions
associated with residential service would continue to apply to condominium
customers that are reclassified to a GS rate schedule.

ISSUE 56:  What is the appropriate effective date for PGS’s revised rates and charges?
Stipulation: ~ The revised rates and charges should become effective for meter readings on or
after 30 days following the date of the Commission vote approving the rates and

charges which, under the current schedule, would mean for meter readings taken
on or after June 18, 2009.
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PEOPLES GAS SYSTEM SCHEDULE 2
DOCKET NO. 080318-GU
13-MONTH AVERAGE CAPITAL STRUCTURE
R TEST YEAR
Company As Filed $) Cost Weighted
Amount Ratio Rate Cost
Common Equity 273,561,565 48.54% 11.50% 5.58%
Long-term Debt 222,773,987 39.53% 7.20% 2.85%
Short-term Debt 3,456,397 0.61% 4.50% 0.03%
Preferred Stock 0 0.00% 0.00% 0.00%
Customer Deposits 36,128,943 6.41% 6.65% 043%
Deferred Income Taxes 27,670,682 4.91% 0.00% 0.00%
Tax Credits - Zero Cost 7,862 0.00% 0.00% 0.00%
Tax Credits - Weighted Cost 0 0.00% 0.00% 0.00%
Total 563,599,436 100.00% 8.88%
Equity Ratio 54.74%
Staff Adiusted % %) %)
(53] Specific Pro Rata Commission Cost  Weighted
Amount Adjustments Adiustments Adiusted Ratio Rate Cost
Common Equity 273,561,565 0 (1,507,776) 272,053,789 48.51% 10.75% 5.21%
Long-term Debt 222,773,987 0 (1,227,853) 221,546,134 39.50% 7.20% 2.84%
Short-term Debt 3,456,397 0 (19,050) 3,437,347 0.61% 3.02% 0.02%
Preferred Stock 0 0 0 ¢ 0.00% 0.00% 0.00%
Customer Deposits 36,128,943 1] 0 36,128,943 6.44% 6.65% 0.43%
Deferred income Taxes 27,670,682 0 0 27,670,682 4.93% 0.00% 0.00%
Tax Credits - Zero Cost 7.862 0 0 7,862 0.00% 0.00% 0.00%
Tax Credits - Weighted Cost 1] 0 0 0 0.00% 9.11% 0.00%
Total 563,599,436 0  (2,754,679) 560,844,757 100.00% 8.50%
Equity Ratio 54.74% 54.74%
Interest Synchronization ) $) (£3]
Adjustment Effecton Effect on
Dollar Amount Change Amount Cost Rate  Interest Exp. Tax Rate  Income Tax
Long-term Debt (1,227,853) 7.20% (88,405) 38.575% 34,102
Short-term Debt (19,050) 3.02% (575) 38.575% 222
Customer Deposits 0 6.65% 4] 38.575% 0
34,324
Cost Rate Change
Short-term Debt 3,456,397 -1.48% (51,155) 38.575% 19,733
Tax Credits - Weighted Cost 0 9.11% 0 38.575% 0
19,733
TOTAL 54,057
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SCHEDULE 4
PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU
DECEMBER 2009 PROJECTED TEST YEAR
NET OPERATING INCOME MULTIPLIER
(%)
Line (%) Commission
No. As Filed Adjusted
1 Revenue Requirement 100.0000 100.0000
2 Gross Receipts Tax 0.0000 0.0000
3 Regulatory Assessment Fee (0.5000) (0.5000)
4 Bad Debt Rate (0.4511) (0.4511)
5 Net Before Income Taxes 99.0489 99.0489
6 Income Taxes (Line 5 x 38.575%) _ (38.2081) - _(38.2081)

7 Revenue Expansion Factor 60.8408 60.8410

8 Net Operating Income Multiplier
(100%l/Line 7) 1.6436 1.6436
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SCHEDULE 5
PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU
DECEMBER 2009 PROJECTED TEST YEAR
REVENUE REQUIREMENTS CALCULATION
Line Commission
No. As Filed Adijusted
1. Rate Base $563,599,436 $560,844,757
2. Overall Rate of Return 8.88% 8.50%
3. Required Net Operating Income (1)x(2) 50,060,255 47,671,804
4. Achieved Net Operating Income 33,944,697 36,019,112
5. Net Operating Income Deficiency (3)-(4) 16,115,558 11,652,692
6. Net Operating Income Multiplier 1.64360 1.64360Q
7. Operating Revenue Increase (5)x(6) $26,488,091 $19,152,365
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Page 1of4
PEOPLES GAS SYSTEM
PRIOR TO INTERIM, APPROVED INTERIM, AND APPROVED RATES
DOCKET NO. 080318-GU
APPROVED
PRIORTO INTERIM APPROVED
RATE INTERIM RATES RATES
CODE RATE SCHEDULE affective 10/29/08 effective 5/18/08
RS-1 RESIDENTIAL
CUSTOMER CHARGE $10 $10 $12
DISTRIBUTION CHARGE {cents/therm) 37.687 38.034 26.782
RS-2 ESIDENTIAL
CUSTOMER CHARGE $10 $10 $15.00
DISTRIBUTION CHARGE {cents/therm) 37.667 39.034 26.782
RS-3 RESIDENTIAL
CUSTOMER CHARGE $10 $10 $20
DISTRIBUTION CHARGE (cents/therm) 37.667 39.034 26.782
5GS SMALL GENERAL SERVICE
CUSTOMER CHARGE $20 $20 $25
DISTRIBUTION CHARGE (cents/therm) 26,955 28.099 33.894
GS-1 GENERAL SERVICE - 1
CUSTOMER CHARGE $30 $30 $35
DISTRIBUTION CHARGE (cents/therm) 23045 23497 26.800
GS-2 GENERAL SERVICE -2
CUSTOMER CHARGE $35 $35 $50
DISTRIBUTION CHARGE (cents/therm) 22.267 22,636 22.748
GS-3 GENERAL SERVICE -3
CUSTOMER CHARGE $45.00 $45.00 $150.00
DISTRIBUTION CHARGE (cents/therm) 19.533 19.843 19.670
GS-4 GENERAL SERVICE -4 :
CUSTOMER CHARGE $85 $85 $250
DISTRIBUTION CHARGE (cents/therm) 17.828 18.107 15.218
GS-5 ENERAL SERVICE -5
CUSTOMER CHARGE $150 $150 $300
DISTRIBUTION CHARGE (centsitherm) 10.041 10.199 11.321
csLs COMMERCIAL STREET LIGHTING SERVICE
CUSTOMER CHARGE nia n/a n/a
DISTRIBUTION CHARGE (cents/therm) 12.829 13.026 18.859
NGVS NATURAL GAS VEHICLE SERVICE
CUSTOMER CHARGE $35 $35 $45
DISTRIBUTION CHARGE (cents/therm) 14.013 14.250 18.392
RS-S5G RESIDENTIAL STANDBY GENERATOR SERVICE
CUSTOMER CHARGE $17.82 $17.82 $20
DISTRIBUTION CHARGE (cents/therm) 37.667 (>20.8 therms) 37.667 26.782 (>20 therms)
CS-8G COMMERCIAL STANDBY GENERATOR SERVICE
CUSTOMER CHARGE $27.67 $27.67 $35
DISTRIBUTION CHARGE (cents/therm) 26,955 (>28.6 therms) 26.955 33.884 (>40 therms)
WHS WHOLESALE SERVICE - FIRM
CUSTOMER CHARGE $100 $100 $150
ENERGY CHARGE (cents/therm) 13.622 13.840 14.934
Sis SMALL INTE RVICE
CUSTOMER CHARGE $150 $150 $300
DISTRIBUTION CHARGE (cents/therm) 7.227 7.340 743
s INTERRUPTIBLE SERVICE
CUSTOMER CHARGE $225 $225 $475
DISTRIBUTION CHARGE (cents/therm) 3.522 3.576 3.491
IsLv INTERRUPTIBLE SERVICE - LARGE VOLUME
CUSTOMER CHARGE $225 $225 $475
DISTRIBUTION CHARGE {cents/therm) 1.002 1.021 0.996
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SCHEDULE 6
Page 20f 4
PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU
BILL COMPARISONS - PRESENT & APPROVED RATES
RS-1
Annual Consumption 0-99 Therms
APPROVED
PRESENT RATES RATES
Customer Charge Customer Charge
$10.00 $12.00
Distribution Charge Distribution Charge
{Cents per therm) {Cents per therm)
37.667 26.782
Purchased Gas Costs 2009 Purchased Gas Costs 2009
(Cents per therm) {Cents per therm)
95.533 95.533
Conservation Conservation
{Cents per therm) (Cents per therm)
2438 2438
Therm Usage Increment: 1
Present Present Approved Approved
Monthly Monthly Monthly Monthly Percent Percent
Therm Bill Bill Bill Bill Increase Increase Dollar
Usage w/o Gas Cost with Gas Cost w/o Gas Cost with Gas Cost  w/o Gas Cost with Gas Cost Increase
1 $10.40 $11.36 $12.29 $13.25 18.2% 16.6% $1.89
2 $10.80 $12.71 $12.58 $14.50 16.5% 14.1% $1.78
3 $11.20 $14.07 $12.88 $15.74 15.0% 11.9% $1.68
4 $11.60 $15.43 $13.17 $16.99 13.5% 10.1% $1.57
5 $12.01 $16.78 $13.46 $18.24 12.1% 8.7% $1.45
6 $12.41 $18.14 $13.75 $19.49 10.8% 7.4% $1.34
7 $12.81 $19.49 $14.05 $20.73 9.7% 6.4% $1.24
8 $13.21 $20.85 $14.34 $21.98 8.6% 5.4% $1.13
9 $13.61 $14.63 $23.23 7.5% 4.6% $1.02

$22.21

Purchased Gas Costs effective May 2009.

Bills do not include local taxes, franchise fees, or gross receipts taxes.

6467



PEOPLES GAS SYSTEM, INC.
DOCKET NO. 20230023-GU
OPC'S FIRST REQUEST FOR PODS

FILED: MAY 11, 2023

Workpaper 04
Page 63 of 66
ORDER NO. PSC-09-0411-FOF-GU
DOCKET NO. 080318-GU
PAGE 63
SCHEDULE 6
Page 3 of 4
PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU
BILL COMPARISONS - PRESENT & APPROVED RATES
RS-2
Annual Consumption 100-249 Therms
APPROVED
PRESENT RATES RATES

Customer Charge
$10.00

Distribution Charge

Customer Charge
$15.00

Distribution Charge

{Cents per therm) (Cents per therm)
37.667 26.782
Purchased Gas Costs 2009 Purchased Gas Costs 2009
{Cents per therm) {Cents per therm)
95.533 95,533

Conservation

Conservation

{Cents per therm) (Cents per therm)
2438 2,438
Therm Usage Increment: 2
Staff Staff
Present Present Approved Approved
Monthly Monthly Monthly Monthly Percent Percent
Therm Bill Bill Bill Bill Increase Increase Dollar
Usage w/o Gas Cost with Gas Cost wi/o Gas Cost with Gas Cost wio Gas Cost with Gas Cost Increase
10 $14.01 $23.56 $17.92 $27.48 27.9% 16.6% $3.91
12 $14.81 $26.28 $18.51 $29.97 25.0% 14.0% $3.70
14 $15.61 $28.99 $19.09 $32.47 22.3% 12.0% $3.48
16 $16.42 $31.70 $19.68 $34.96 19.9% 10.3% $3.26
18 $17.22 $34.41 $20.26 $37.46 17.7% 8.9% $3.04
[ 20 $18.02 $37.13 $20.84 $39.95 15.6% 7.6% $2.82 |
22 $18.82 $39.84 $21.43 $42.45 13.9% 6.6% $2.61

Purchased Gas Costs effective May 2009.
Bills do not include local taxes, franchise fees, or gross receipts taxes.
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SCHEDULE 6
Paged of 4
PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU
BILL COMPARISONS - PRESENT & APPROVED RATES
RS-3
Annual Consumption 250-1,999 Therms
APPROVED
PRESENT RATES RATES
Customer Charge Customer Charge
$10.00 $20.00
Distribution Charge Distribution Charge
{Cents per therm) (Cents per therm)
37.667 26.782
Purchased Gas Costs 2009 Purchased Gas Costs 2009
(Cents per therm) {Cents per therm)
95.533 95.533
Conservation Conservation
{Cents per therm) (Cents per therm)
2438 2.438
Therm Usage increment: 20
Present Present Approved Approved
Monthly Monthly Monthly Monthly Percent Percent
Therm Bill Bill BiH Bill increase Increase Doliar
Usage w/o Gas Cost with Gas Cost w/o Gas Cost with Gas Cost wi/o Gas Cost with Gas Cost Increase
20 $18.02 $37.13 $25.84 $44.95 43.4% 21.1% $7.82
40 $26.04 $64.26 $31.69 $69.90 21.7% 8.8% $5.65
60 $34.06 $91.38 $37.53 $94.85 10.2% 3.8% $3.47
80 $42.08 $118.51 $43.38 $119.80 3.1% 1.1% $1.30
100 $50.11 $145.64 $49.22 $144.75 -1.8% -0.6% -$0.89
120 $58.13 $172.77 $55.06 $168.70 -5.3% -1.8% -$3.07
140 $66.15 $199.89 $60.91 $194.65 -7.9% -2.6% -$5.24
160 $74.17 $227.02 $66.75 $219.60 -10.0% -3.3% -$7.42

Purchased Gas Costs effective May 2009
Bills do not include local taxes, franchise fees, or gross receipts taxes,
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Abstract  The regulatory process for setting public utilities” allowed rate of return on
common equity has generally used the Gordon DCF, CAPM and Risk Premium spec-
ifications to estimate the cost of common equity. Despite the widely known problems
with these models, there has been little movement to adopt more recently developed
asset pricing models to provide additional evidence for estimating the cost of capital.
This paper presents, validates empirically and applies a general yet simple consump-
tion-based asset pricing specification to model the risk-return relationship for stocks
and estimate the cost of common equity for public utilities. The model is not nec-
essarily superior to other models in its practical results, yet these results do indicate
that it should be used to provide additional estimates of the cost of common equity.
Additionally, the model raises doubts as to whether assets such as utility stocks are a
consumption (business cycle) hedge.
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1 Introduction

Following electricity deregulation with the National Energy Policy Act of 1992, the
estimation of the cost of common equity capital remains a critical component of
the utility rate-of-return regulatory process. Since the cost of common equity is not
observable in capital markets, it must be inferred from asset pricing models. The
models that are commonly applied in regulatory proceedings are the Gordon (1974)
Discounted Cash Flow (DCF), the Capital Asset Pricing (CAPM) and Risk Premium
Models. There are other tools used to estimate the cost of common equity such as
comparable earnings or earnings-to-price ratios, but they are not asset pricing mod-
els. The empirical literature on the CAPM is vast { Fama and French (2004)} and the
CAPM is used by a number of US regulatory jurisdictions. The DCF model has not
been empirically tested to the same extent as the CAPM, yet it is considered by many
US regulatory jurisdictions.

The purpose of this paper is to present, test empirically and apply a recently devel-
oped general consumption-based asset pricing model that estimates the risk-return
relationship directly from asset pricing data and, when estimated with recently devel-
oped time series methods, produces a prediction of the equity risk premium that is
driven by its predicted volatility. The predicted risk premium is then added to a risk-
free rate of return to provide an estimate of the cost of common equity. We pre-
dict two forms of the equity risk premium with the model, the risk premium net of
the risk-free rate and the equity-to-debt risk premium (equity risk premium net of the
relevant bond yield for the company’s stock). Either can be applied to predict the com-
mon equity cost of capital for a public utility. Although the model is tested and applied
to public utilities for rate of return regulation, it can be used to estimate the cost of
capital for any stock. Section 2 reviews the asset pricing models typically used in pub-
lic utility rate cases and the generalized consumption asset pricing model we propose
to estimate the cost of common equity. Section 3 discusses the data and the empirical
testing of the consumption asset pricing model. Section 4 reviews the application of the
model and compares it with the DCF and CAPM results. Section 5 is the conclusion.

2 DCF, CAPM and consumption asset pricing model
2.1 DCF and CAPM approaches

The standard DCF model frequently used in estimative the cost rate of common equity
in regulatory proceedings is defined by the following equation:

k=Do(1+¢)/Py+g.
where k is the expected return on common equity; Dy is the current dividend per share;
g is the expected dividend per share growth rate; and Py is the current market price.
The DCF was developed by Gordon (1974) specifically for regulatory purposes.

Underlying the DCF model is the theory that the present value of an expected future
stream of net cash flows during the investment holding period can be determined
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by discounting those cash flows at the cost of capital, or the investors’ capitaliza-
tion rate. DCF theory indicates that an investor buys a stock for an expected total
return rate which is derived from cash flows received in the form of dividends plus
appreciation in market price (the expected growth rate) over the investment holding
period. Mathematically, the expected dividend yield (Do(1 + g)/ Pp) on market price
plus an expected growth rate equals the capitalization rate, i.e., the expected return on
common equity.

The standard DCF contains several restrictive assumptions, the most contentious
of which during utility cost of capital proceedings is typically that dividends per share
(DPS), book value per share (BVPS), earnings per share (EPS) as well as market price
grow at the same rate in perpetuity. There is also considerable contention over the
proper proxy for g, prospective or historical growth in DPS, BVPS, EPS and market
price and over what time period. In addition, although the standard DCF described
above is a single stage annual growth model, there is considerable discussion over the
use of multiple stage growth models during regulatory proceedings. Some analysts use
the discrete version and others use the continuous version of the DCF model. Solving
these models for k, the cost of common equity, results in differing equations to solve
for k. The equation above is from the discrete version. The continuous version uses the
current dividend yield and is not adjusted by g, which results in a lower estimate for k.
Because of these and other restrictive assumptions that require numerous subjective
judgments in application, it is often difficult for regulatory commissions to reconcile
the frequently large disparities in rates of return on common equity recommended by
various parties in a public utility rate case.

The CAPM model is defined by the following equation:

k:Rf‘F,B(Rm_Rf)a

where k is the expected return on common equity; R is the expected risk-free rate of
return; B is the expected beta; and R,, is the expected market return.

CAPM theory defines risk as the co-variability of a security’s returns with the
market’s returns or 8, also known as systematic or market risk, with the market beta
being defined as 1.0. Because CAPM theory assumes that all investors hold perfectly
diversified portfolios, they are presumed to be exposed only to systematic risk and the
market (according to the model) will not reward them a risk premium for unsystematic
or non-market risk. In other words, the CAPM presumes that investors require com-
pensation only for systematic or market risks which are due to macroeconomic and
other events that affect the returns on all assets. Mathematically, the CAPM is applied
by adding a forward-looking risk-free rate of return to an expected market equity risk
premium adjusted proportionately by the expected beta to reflect the systematic risk.

As with the DCEF, there is considerable contention during regulatory cost of capital
proceedings as to the proper proxies for all components of the CAPM: the Ry, the
Ry, as well as B. In addition, the CAPM assumption that the market will only reward
investors for systematic or market risk is extremely restrictive when estimating the
expected return on common equity for a single asset such as a single jurisdictional
regulated operating utility. Additionally, this assumption requires that the investor
have a perfectly diversified portfolio, that is, one with no unsystematic risk. Since
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this assumption is not applicable, estimating the cost of common equity capital for a
single utility’s common equity undoubtedly will not reflect the risk actually faced by
the imperfectly diversified investor.

As will be discussed in the next section, our application of the risk premium
approach, the consumption asset pricing model and GARCH! rest on minimal
assumptions and restrictions and therefore requires considerably less judgment in its
application.

2.2 Risk premium approach, consumption asset pricing models, and GARCH

A widely used model to estimate the cost of common equity capital for public utilities
is the risk premium approach. This approach often estimates the expected rate of return
as the long-term historic mean of the realized risk premium above an historic yield
plus the current yield of the relevant bond applicable to a specific utility or peer group
of utilities. Litigants in public utility rate proceedings debate the choice of inputs to
estimate the risk premium as well as how far back to reach into history to collect data
for calculating an average that is representative of a forward-looking premium.

It is surprising that, as popular as the risk premium method is in public utility rate
cases, the intuitively appealing general consumption-based asset pricing model, with
its minimal assumptions and strong theoretical foundation, has not been applied to
estimate the cost of common equity capital for public utilities. The model provides
projections of the conditional expected risk premium on an asset based on its relation
to its predicted conditional volatility. This model generalizes the well known special
case asset pricing models such as the Merton (1973) intertemporal capital asset pricing
model, Campbell (1993) intertemporal asset pricing model, and the habit-persistence
model of Campbell and Cochrane (1999), which are special cases of the general model.
The relation of the model to their specialized cases can be found in Cochrane (2006)
and Cochrane (2007). The approach of consumption asset pricing models is to make
investment decisions that maximize investors’ utility from the consumption that they
ultimately desire, not returns.

Even if the model is not used to project directly the expected risk premium, it can,
at a minimum, be used to verify that the risk premia data chosen for estimating the cost
of capital is empirically validated by fitting the model well. The model can be used
to predict the equity risk premia net of the risk-free rate (equity risk premium) or to
predict the equity-to-debt risk premium for a firm. We perform both of these empirical
tests in this paper. The general consumption-based asset pricing model developed in
Michelfelder and Pilotte (2011) and based on Cochrane (2004) provides the relation-
ship of the ex ante risk premium to an asset’s own volatility in return:

vol;[M;41]

Et[R',t+1] —R =
' ! E [Miy]

Vol [R; rv1]corr (M1, Rir+1]. (D

! GARCH refers to the generalized autoregressive conditional heteroskedasticity regression model which
is discussed below.
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where vol; is the conditional volatility, corr; is the conditional correlation, and M; |
is the stochastic discount factor (SDF).
The SDF is the intertemporal marginal rate of substitution in consumption, or,

M1 =8 U{/‘(’_ t‘ , where the U, ’s are the marginal utilities of consumption in the next
period, z +1, and the current period, ¢, and B is the discount factor for period  to 7 + 1.
Equation 1 shows that the algebraic sign of the relation between the expected risk
premium and the conditional volatility of an asset’s risk premium is determined by the
correlation between the asset’s return and the SDF. That is, the direction of the relation
between the asset return and the ratio of intertemporal marginal utilities in consump-
tion inversely determines the relation between the expected risk premium and condi-
tional volatility. When the correlation is equal to negative one, the asset’s conditional
expected risk premium is perfectly positively correlated with its conditional volatility.
A positive relation between the conditionally expected risk premium and volatility
obtains when —1 < corr; < 0. A negative relation obtains when 0 < corr; < 1.
For an asset that represents a perfect hedge against shocks to the marginal utility of
consumption, with corr; = 1, there will be a perfect negative correlation between the
conditionally expected risk premium and its volatility.” Therefore, estimates of the
relation between the first two conditional moments of a public utility stock’s returns
provide a direct test of the effectiveness of a public utility stock, or any asset, as a
consumption hedging asset. In Eq. 1, vol;[M;+11/E;[M;+1] is the slope of the mean-
variance frontier. If this slope changes over time, the estimated relation between the
stock’s risk and return will vary over time. This model can also be viewed simplisti-
cally as the projected expected risk premium as a function of its own projected risk,
given information available at time ¢.

Note that the model allows for the expected risk premium to be negative if the asset
hedges shocks to the marginal utility of consumption. Investors are willing to accept
an expected rate of return lower than the risk-free rate of return if the pattern of vola-
tility is such that returns are expected to rise with expected reductions in consumption.
Simply, investors are willing to pay a premium for a higher level of returns volatility
that has the desired pattern of returns. These desired returns patterns have a tendency
to offset drops in consumption. Therefore, this model shows that investors may not be
averse to volatility, but rather to the timing of expected changes in returns.

Summarizing, several conclusions can be drawn from the general model of asset
pricing. First, the sign of the relation between a stock’s risk premium and conditional
volatility depends on the extent to which the stock serves as an intertemporal hedge
against shocks to the marginal utility of consumption. Second, the relation between
stock risk and return may be time-varying depending on changes in the slope of the
mean-variance frontier. Third, hedging assets have desired patterns of volatility that
result in expected rates of return that are less than the risk-free rate. We do not expect

2A hedging asset is one that has a positive increase in returns that is coincident with a positive shock in the
ratio of intertemporal marginal utilities of consumption. Note that if we assume a concave utility function
in consumption, as consumption declines, the marginal utility of consumption rises relative to last period
marginal utility. If we think of a decline in consumption as a contraction in the business cycle, the hedging
asset delivers positive changes in returns when the business cycle is moving into a contraction, and therefore
the asset is a business cycle hedge.

@ Springer

6476



PEOPLES GAS SYSTEM, INC.
DOCKET NO. 20230023-GU

OPC'S FIRST REQUEST FOR PODS
FILED: MAY 11, 2023

Workpaper 05
Page 6 of 18

266 P. M. Ahern et al.

that public utility stocks serve as a hedging asset as they are not viewed as defensive
stocks (they do not rise in value during downturns in the stock market) due to asym-
metric regulation and returns as discussed in detail in Kolbe and Tye (1990). Under
asymmetric regulation, utility regulators have a tendency to allow the return on equity
to fall below the allowed return during downturns in the business cycle and to reduce
the return should it rise above the allowed return during expansions. Therefore we
expect that the parameter estimates of the return-risk relationship to be positive as
utility stocks are hypothesized to not be hedges.

We use the GARCH model to estimate the general asset pricing model since the
GARCH model accommodates ARCH effects that improve the efficiency of the param-
eter estimates. It also provides a volatility forecasting model for the conditional vol-
atility of the asset’s risk premium. The conditional volatility projection is used, in
turn to predict the expected risk premium. We also use the GARCH-in-Mean model
(GARCH-M) since it specifies that the conditional expected risk premium is a linear
function of its conditional volatility. There is a vast body of literature that estimates
asset pricing models with the GARCH and GARCH-M methods and therefore we will
not attempt to summarize them here.

The GARCH-M model was initially developed and tested by Engle et al. (1987)
to estimate the relationship between US Treasury and corporate bond risk premia and
their expected volatilities. The GARCH-M model is specified as:

Rit1 — Rpps1 = a0l + &g 2)
o1 = By + Bi0F + Pog? + nis 3)
e [Yi—1 ~T(0,07) )

where R, is the expected total return on the public utility stock index or individual
utility stock; Ry, is the risk-free rate of return or the yield on an index of pub-
lic utility bonds of a specified bond rating for the equity-to-debt premium; ot2+ | is
the conditional or predicted variance of the risk premium that is conditioned on past
information (v, _1); and &; is the error term that is conditional on v, _1.

The conditional distribution of the error term is specified as the non-unitary vari-
ance T-distribution due to the thick-tailed distribution of the risk premia data. If the
error distribution is thick-tailed, using an approximating distribution that accommo-
dates thick tails improves the efficiency of the estimates. The parameter, «, is the
return-to-risk coefficient as specified in Eq. 1 as:

voli[M; 1]
o= ——=2corr M1, Riyt1] )

E [Mi11]

Note that the coefficient will be positive if the conditional correlation between the
SDF and the asset return is negative, indicating that the stock is not a hedging asset.
Recall that the SDF is the ratio of intertemporal marginal utilities. Assuming a concave
utility function, an upward shock in the ratio implies falling consumption, therefore
an associated rise (positive correlation) in the return (R;) would offset the reduction
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in consumption, thereby causing the sign of « to be negative. The parameter, «, is also
the ratio of risk premium to variance, or, the Sharpe ratio.

The intercept in Eq. 2 is restricted to zero as specified by the general asset pricing
model specification. The restriction on the intercept equal to zero has been found to be
robust in producing consistently positive and significant relationships between equity
risk premia and risk in GARCH-M models. This is discussed in Lanne and Saikkonen
(2006) and Lanne and Luoto (2007). We have found the same results in our model-
ing in this paper, although we have excluded these results for brevity (available upon
request). Therefore we specity the prior assumption that the intercept or the “excess”
return, i.e., the return not associated with risk to be equal to zero and drop the intercept
from the model.

The consumption asset pricing model is estimated in the empirical section of the
paper and applied in the applications section of the paper. The model is tested to (1)
determine if equity-to-debt risk premium indices for utilities of differing risk specified
by differing bond ratings are validated by the asset pricing model and therefore have
some empirical support for risk premium prediction and application to utility cost of
capital estimation, (2) determine whether equity risk premia can be predicted and fit
the model and therefore be used to estimate the cost of common equity, (3) empirically
test the consumption asset pricing model, and (4) ascertain whether utility stocks are
assets that hedge shocks to the marginal utility of consumption.

If utility stocks are hedging assets then the cost of common equity should reflect a
downward adjustment to a specified risk-free rate to reflect investors’ preferences for
a hedge and the compensation that they are willing to pay for it.

3 Data and empirical results

‘We use portfolios as represented by public utility stock and bond indices to estimate
the conditional return-risk relationship for the equity-to-debt premium. The equity-
to-debt risk premium data employed for estimating Eq. 1 with the GARCH-M con-
ditional return-risk regressions are monthly total returns on the Standard and Poor’s
Public Utilities Stock Index (utility portfolio), and the monthly Moody’s Public Utility
Aa, A, and Baa yields for the debt cost. We also obtained equity risk premia for the
utility portfolio using the Fama-French specified risk-free rate of return, which is the
holding period return on a 1-month US Treasury Bill. The data range from January
1928 to December 2007 with 960 observations. The return-risk relationships for the
equity-to-debt premia are risk-differentiated by their own bond rating.

As a check, we also estimate Eq. 1 with the GARCH-M for large common stock
returns using the monthly Ibbotson Large Company Common Stocks Portfolio total
returns and the Ibbotson US Long-Term Government income returns as the risk-free
rate. Additionally, as another check, we do the same for the University of Chicago’s
Center for Research in Security Prices value-weighted stock index (CRSP) using the
Fama-French risk-free rate. This is the Fama-French specification of the market eq-
uity risk premium. The data range from January 1926 to December 2007 with 984
observations for the Large Company Common Stock estimation and the data ranges
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Table 1 Descriptive statistics: public utility and large company common stocks equity-to-debt and equity
risk premia

Utility bond rating Mean Std. Dev. Skewness Kurtosis JB
Aa 0.0037 0.0568 0.0744 10.07 2,001.2%%**
A 0.0035 0.0568 0.0632 10.06 1,991.8%#*
Baa 0.0031 0.0568 0.0375 10.02 1,973.6%%*
Ibbotson
Large common stocks 0.0054 0.0554 0.4300 12.84 3,954 7%
CRSP value-weighted stock index 0.0062 0.0544 0.2309 10.92 2,519.1%%*

The public utility equity-to-debt risk premia monthly time series is from January 1928 to December 2007
with 960 observations. The equity risk premium monthly time series for the Large Common Stocks and the
CRSP index are January 1926 to December 2007 with 984 observations, and January 1926 to December
2007 with 984 observations, respectively. The public utility stocks equity-to-debt risk premia are calculated
as the total return on the S&P Public Utilities Index of stocks minus the Moody’s Public Utility Aa, A, and
Baa Indices yields to maturity. The Large Company Common Stock equity risk premia are the monthly
total returns on the Ibbotson Large Company Common Stocks Portfolio minus the Ibbotson Long-Term
US Government Bonds Portfolio income yield. The CRSP equity risk premia, or the Fama-French market
risk premia are the CRSP total returns on the value-weighted equity index minus the 1-month holding
period return on a 1 month Treasury Bill. The Jarque-Bera (JB) statistic is a goodness-of-fit measure of the
departure of the distribution of a data series from normality, based on the levels of skewness and excess
kurtosis. The JB statistic is x2 distributed with 2° of freedom. *** Significant at 0.01 level, one-tailed test

from January 1928 to January 2007 with 960 observations (same as the utilities) for
the CRSP estimation.

Table 1 displays the descriptive statistics for these data. We have estimated the
mean, standard deviation, skewness and kurtosis parameters, as well as the Jarque-
Bera (JB) statistic to test the distribution of the data. The means of the utility equity-
to-debt risk premia fall as the risk (bond rating) declines. This is consistent with the
notion that larger yields are subtracted from stock returns the lower the bond rating.
Intertemporally, there is an inverse relationship between risk premia and interest rates
(See Brigham et al. (1985) and Harris et al. (2003)). The mean for risk premia will
have a tendency to be larger during low interest rate periods.

Not surprisingly, large company common stocks have the highest mean risk premia
as the majority of these firms are not rate-of-return regulated firms with a ceiling on
their ROE’s close to their cost of capital. Interestingly, the standard deviations of the
utility stock returns are similar and slightly higher than large company common stocks.
Skewness coefficients are small and positive except for Ibbotson large company com-
mon stock returns and CRSP returns that have large positive skewness. This suggests
that large unregulated stocks have a tendency to have more and larger positive shocks
in returns than do utilities that are rate of return regulated. The kurtosis values show
that all of the risk premia are thick-tail distributed. This is also found in the significant
JB statistics that test the null hypothesis that the data are normally distributed. The null
hypothesis is rejected for all assets. The high kurtosis, low skewness, and significant
JB statistics show that the risk premia data are substantially thick-tailed, except for
non-utility stocks that are both skewed and thick-tailed. Therefore, robust estimation
methods are required to produce efficient regression estimates with non-normal data.
Additionally, although not shown but available upon request, the serial correlation and
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ARCH Lagrange Multiplier tests show that residuals from OLS regressions of risk pre-
mia on volatilities follow an ARCH process. Therefore, the GARCH-M method will
improve the efficiency of the estimates. We specify the regression error distribution
as a non-unitary variance T-distribution so that thick-tails could be accommodated in
the estimation and therefore produce increasingly efficient parameter estimates.

We used maximum likelihood estimation with the likelihood function specified
with the non-unitary-variance T-distribution as the approximating distribution of the
residuals to accommodate the thick-tailed nature of the error distribution. The equa-
tions are estimated as a system using the Marquardt iterative optimization algorithm.
The chosen software for estimating the model was EViews© version 6.0 (2007).

Table 2 shows the GARCH-M estimations for the consumption asset pricing Eq. 1.
We have estimated Eq. 1 for the utility equity risk premia using the Fama-French
risk-free rate in addition to the equity-to-debt risk premia risk-differentiated by bond
ratings and the two measures of the market equity risk premium. The chosen mea-
sure of volatility is the variance of risk premium (in contrast to other such measures
such as the standard deviation or the log of variance. Although these results are not
shown for brevity, they are robust to these other measures of volatility). The slope,
which is the predicted return-to-predicted risk coefficient and Sharpe ratio, is positive
and significant at the 99% level for all assets except the utility stock returns with
Baa bonds, which is significant at the 95% level. Given that all slopes are positive,
public utility stocks are not found to hedge shocks to the marginal utility of con-
sumption. Note that the reward-to-risk slope rises as bond rating rises. This sug-
gests that lower risk utility stocks provide a higher incremental risk-premium for an
increase in conditional volatility. This is consistent with other studies that find that
lower risk assets, such as shorter maturity bonds, have higher Sharpe Ratios than long-
term bonds and stocks. See Pilotte and Sterbenz (2006) and Michelfelder and Pilotte
(2011).

The variance equation shows that all GARCH coefficients (8’s) are significant at
the 1% level and the sums of ) and S, are close to, but less than 1.0, indicating
that the residuals of the risk premium equation follow a GARCH process and that
the persistence of a volatility shock on returns and stock prices for utility stocks is
temporary. The estimates of the non-unitary variance T-distribution degrees of free-
dom parameter are low and statistically significant, indicating that the residuals are
well approximated by the T. Similar values for the log-likelihood functions (Log-L)
show that each of the regressions has a similar goodness-of-fit. Chi-squared distributed
likelihood ratio tests (not shown but available upon request) that compare the good-
ness of fit among the T and normal specifications of the likelihood function of the
GARCH-M regressions show that the T has a significantly better fit than the normal
distribution.

The GARCH-M results for the large company common stocks portfolio are sim-
ilar to those of the utility stocks. Not surprisingly, large company common stocks
do not hedge shocks to the marginal utility of consumption and volatility shocks
temporarily affect their valuations. The exception is that the return-risk slope is sub-
stantially higher than utility stock slopes. This is partially due to the risk-free nature
of the risk-free rates used with the non-utility equity risk premia compared to the
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Table 2 Estimation of return-risk relation: public utility and large company common stocks

Utility bond rating a Bo Bi Ba Log-L T dist. D.F.
Aa 1.5183***  0.0000%* 0.8791%**%  0.1031***  1,604.4 9.9254 %
(0.5308) (0.0000) (0.0230) (0.0219) (3.0272)
A 1.4536***  0.0000%* 0.8790***  0.1033***  1,605.0 9.9381#**
(0.5308) (0.0000) (0.0230) (0.0220) (3.0408)
Baa 1.3318%* 0.00007%* 0.8789%**%  0.1040%**  1,605.2 10.0%#%
(0.5303) (0.0000) (0.0229) (0.0220) (3.0540)
Fama-French Ry 2.1428***  0.0000%* 0.8811%**  0.0979***  1,601.0 9.8773%%*
(0.5318) (0.0000) (0.0232) (0.0212) (2.9700)
Ibbotson
Large company 2.7753*%% 0.0001***  0.8381*** 0.1186%** 1,620.8 8.8457##*
common (0.5513) (0.0000) (0.0269) (0.0332) (2.1613)
stocks
CRSP 3.3873%%%  0.0001%**  0.8330%**  (0.1149*** 1,598.9 8.857 1
value-weighted (0.5673) (0.0000) (0.0270) (0.0358) (1.9505)

stock index

The results below are the GARCH-in-Mean regressions for the risk premium (R;41 — Ry,41) on
the conditional variance of the risk premium (G,Z_H) in the mean equation. The intercept in the
mean equation is restricted to be equal to zero. The public utility equity-to-debt risk premia monthly
time series is from January 1928 to December 2007 with 960 observations. The equity risk pre-
mium monthly time series for the Large Company Common Stocks and the CRSP index are Jan-
uary 1926 to December 2007 with 984 observations, and January 1926 to December 2007 with
984 observations, respectively. The public utility stocks equity-to-debt risk premia are calculated as
the total return on the S&P Public Utilities Index of stocks minus the Moody’s Public Utility Aa,
A, and Baa Indices yields to maturity. The Large Company Common Stock equity risk premia
are the monthly total returns on the Ibbotson Large Company Common Stocks Portfolio minus the
Ibbotson Long-Term US Government Bonds Portfolio income yield. The CRSP equity risk premia, or
the Fama-French market risk premia are the CRSP total returns on the value-weighted equity index minus

the 1-month holding period return on a 1 month Treasury Bill. The estimated model is:
. ) _ _voli[Miy]

Riy1 — Rppp1 = a0 +6&41 Whereo = TE[Ma]

‘7,24_1 = ﬁ() + ,31‘7;2 + ﬂ25;2 + Nr+1

The conditional distribution of the error term is the non-unitary variance T-distribution to accommodate the

kurtosis of the risk premia and error term. Standard errors are in parentheses. ***, **,* denote significance

at the 0.01, 0.05, and 0.10 levels, respectively for two-tail tests

corri[Mpy1, Ri 1411

utility bond yields that reflect risk. The utility stocks slope value of 2.1428 using
the Fama-French risk-free rate is closer to the higher CRSP value of 3.3873 that
is also based on the Fama-French risk-free rate. This is inconsistent with previous
results herein and in other papers that find that Sharpe Ratios are lower for higher risk
assets unless this finding can be interpreted as utility stocks having more risk than
non-regulated stocks. The standard deviations on Table | suggest that utility stock
return volatilities are as high as the stock returns of non-regulated firms. However,
similar model estimates of portfolios of common stocks yield unstable results, such
as negative as well as positive return-risk slopes when the intercept is not restricted
to zero. See Campbell (1987), Glosten et al. (1993), Harvey (2001), and Whitelaw
(1994).
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Stock market results are highly sensitive to empirical model specification. Many
studies do not consider the impact of a zero-intercept prior restriction on the stability
of their results. This simple innovation has led to more consistent results in modeling
stock market risk-return relationships, and therefore we have included it in this paper.

The estimation of the consumption asset pricing model for utility stock equity-
debt risk premia shows that the use of bond-rating risk-differentiated risk premia are
validated as their risk-return relationships are well-fitted by theoretical and empirical
models of risk and return. Therefore, these data impound good representations of the
risk and reward relationship.

One concern is the intertemporal stability of the alphas. Figure 1 plots the utility
stock portfolio alpha (using the Fama-French Ry to calculate the premium) and its
standard error for 240 month rolling regressions of the model estimated with GARCH-
M in the same manner as described above to review the intertemporal stability of the
alpha. A 20-year period was used for each estimation to trade off timeliness with
sufficient observation of up and down stock market regimes and business cycles. This
resulted in 720 estimated alphas from 1947 to 2007. The results show that the utility
alpha is stable to the extent that the algebraic sign is always positive and generally
significant, therefore the nature of utility stocks are assets that are not and have never
been hedges during the second half of the twentieth century up to the present. The
value of the alpha does change substantially. The mean of the alpha is 4.40 with arange
from —0.11 (insignificantly different from 0) to 11.66. As a comparison, the alpha
for the CRSP value-weighted stock index was also estimated with rolling regressions
in the same manner and for the same time period. Figure 2 is a plot of the CRSP
alpha and standard error. Note that the general stock market alpha is similar to that of
utility stocks. They are all positive and almost all statistically significant and follow
a strikingly similar cycle. Figure 3 plots both the utility and stock market alphas and
demonstrates the similarity. The correlation coefficient between the utility and stock
market alphas is 0.88. Recalling that the alpha is a Sharpe Ratio, we see that return to
risk ratio does change substantially. This is consistent with the results in Pilotte and
Sterbenz (2006).

One other interesting observation is that the standard errors of the alphas are highly
stable over the study period and are very similar in magnitude regardless of the size of
the corresponding alpha. Whereas the alpha follows a cyclical pattern, the volatility
in alpha is highly stationary around a constant, long-run mean.

The GARCH-M model estimations of the consumption asset pricing model were
specified with variance as the measure of volatility. We also performed the same model
estimations with alternative specifications of volatility such as the standard deviation
and the log of variance and the results were not sensitive to this specification.

4 Application

We apply the model in this section to compare the cost of common equity capital esti-

mates with the DCF and CAPM models. Using EViews© Version 6.0, we estimated
the model coefficients («, B’s) over rolling 24 month periods ending December 2008.
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Rolling 240 Month Utility Stock Alphas 1947 - 2007
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Fig. 1 Rolling 240 month utility stock alphas 1947-2007

Rolling 240 Month CRSP Value-Weighted Alphas 1947-2007
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Fig. 2 Rolling 240 month CRSP value-weighted alphas 1947-2007

We repeated the estimation over 5, 10, 15, 20 and 79 year periods.® Predicted monthly
variances (‘7:2+ 1) were generated from these estimations to produce predicted risk pre-
miums that were calculated by multiplying the predicted variance by the “«a” slope

3 We did not include the results of the 10 and 15 year estimations to abbreviate the amount of empirical
results presented since they added no material insights beyond those already presented.
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Rolling 240 Month CRSP and Utility Alphas 1947-2007
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Fig. 3 Rolling 240 month CRSP and utility alphas 1947-2007

Table 3 Estimates of expected risk premia

Mean (%) Range (%) Standard deviation (%)
Average Spot Average Spot Average Spot
Ibbotson Associates data
79-years 9.59 5.76 8.74-9.96 2.62-22.60 0.32 5.24
20-years 6.77 6.94 4.99-8.50 2.24-28.95 0.95 6.88
5-years 4.20 10.25 —98.49-11.62 —100.00-39.65 22.00 26.61
S&P Utility Index
79-years 5.28 2.90 4.30-5.28 1.65-8.15 0.32 1.60
20-years 3.93 3.51 2.78-5.03 2.18-6.88 0.57 1.11
5-years 31.82 326.63 7.77-156.97  6.12-6465.74  31.47 1283.51

coefficient. To test the stability of the predicted risk premia over time, the predicted
risk premia were calculated using either the predicted variance over each entire time
period or the last monthly (spot) predicted variance. Table 3 presents the mean pre-
dicted risk premia, the range of predicted premia and the standard deviations for each
time period. Itis clear from the results that the risk premia are more stable over the roll-
ing 24 month period when calculated using the average predicted variance compared
with using the spot variance. Secondly, the 20 and 79 year means are substantially
more stable and reasonable in magnitude than the 5 year means.

Next, given the lessons from the analyses above, we apply the model to mechani-
cally* estimate the cost of common equity for 8 utility companies using the model and

4 The term “mechanically” in this context means that the resulting values have been developed in a consis-
tent manner with the same inputs across all utility stocks but no subjective judgment was used to develop
final values for each specific utility stock application.
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the DCF and CAPM as comparisons. We also calculated the realized market return
for comparison. Two publicly-traded electric, electric and gas combination, gas, and
water utilities respectively were chosen for the application. The Gordon (1974) DCF
and CAPM models are used in many utility regulatory jurisdictions in the US.

The DCF was applied using a dividend yield, Dg/ Py, derived by dividing the year-
end indicated dividend per share (Dp) by the year-end spot market price (Pp). The
dividend yield is grown by the year-end I/B/E/S five year projected earnings per share
growth rate (g) to derive Do(1 + g)/ Po. The one-year predicted dividend yield is then
added to the I/B/E/S five-year projected EPS growth rate to obtain the DCF estimate
of the cost of common equity capital, k. This study was conducted for the 5 years
ending 2008.

The CAPM was applied by multiplying the Value Line beta (8) available at year-
end for each company by the long-term historic arithmetic mean market risk premium
(Rm — Ry). Ry — Ry is derived as the spread of the total return of large company
common stocks over the income return on long-term government bonds from the Ib-
botson SBBI 2009 Valuation Yearbook. The resulting company-specific market equity
risk premium is then added to a projected consensus estimate of the yield on 30-year
U.S. Treasury rate provided by Blue Chip Financial Forecasts as the risk-free rate (R )
to obtain the CAPM result. This study was also conducted over the 5 years ending
2008.

Figures 4—11 show the histograms of the cost of common equity capital estimations
for each of the eight public utility stocks and the realized market returns in the forth-
coming year. The consumption asset pricing model appears to track more consistently
with the CAPM than with the DCF which seems to produce generally lower values
than the other methods. The consumption asset pricing model results are similar to
the CAPM. The model and the CAPM compete as the best predictor of the rate of
return on the book value of common equity (not shown but available upon request),
but none of the expected returns were good predictors of market returns. That does
not infer that they were not good predictors of expected market returns. These results
are an initial indicator that the consumption asset pricing model provides reasonable
and stable results. This paper does not suggest at this early juncture that the consump-
tion asset pricing model is superior to the CAPM or DCF, although it is based on far
less restrictive assumptions than these other models. For example, both the DCF and
CAPM assume that markets are efficient. Many assume that the DCF requires that the
market-to-book ratio to always equal one, whereas the long-term value for the Stan-
dard and Poor’s 500 is equal to 2.34. The CAPM assumes that investors demand higher
returns for higher volatility and that the minimum required return is the risk-free rate,
whereas the consumption asset pricing model allows for investors to require returns
less than the risk-free rate for stocks that may have relatively higher volatility but are
hedging assets that have desirable return fluctuation patterns that offset downturns in
the business cycle. Unlike the CAPM, the model prices the risk to which investors are
actually exposed, whether it’s systematic risk or not. Some investors are diversified
and some are not; the model prices whatever risk to which the aggregate of investors
of the specific stock is exposed.

We find that the consumption asset pricing model should be used in combination
with other cost of common equity pricing models as additional information in the devel-
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Cost of Common Equity Results for Edison International Compared to Market Return®
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Cost of Common Equity Results for Southern Company Compared to Market Return*
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Figs. 4-11 Comparison of the cost of common equity estimates and market

opment of a cost of common equity capital recommendation. Practitioners may find
the modeling methods and the use of relatively advanced econometric methods rather
cumbersome. The software for performing these estimations is readily available from
EViews© and SAS©; two commonly available software packages at utilities, consult-
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Cost of Common Equity Results for National Fuel Gas Co. Compared to
Market Return®
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Figs. 4-11 continued
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ing firms and financial firms. Recent Ph.D. and M.S. holding members of research
departments of investment and consulting firms have ready access to the model and
methods discussed in this paper, although it will require years for these tools, like any
“new” technology, to diffuse into standard use. Another problem is that the model
requires a substantial time series history on stock returns data to develop stable esti-
mates of risk premia This is problematic especially for the electric and gas utility
industries that have consolidated with many mergers in the recent past. This problem
can be addressed by developing and predicting the value-weighted risk premium of a
portfolio of similar stocks such as electric utilities that have nuclear generating assets.
The specific stock in question would be included in the returns index with a weight
based on market capitalization that would go to O when the stock price history is no
longer existent reaching back into the past.

5 Conclusion

The purpose of this paper is to introduce, test empirically and apply a general con-
sumption based asset pricing model that is based on a minimum of assumptions and
restrictions that can be used to predict the risk premium to be applied in estimating
the cost of common equity for public utilities in regulatory proceedings. The results
support the simple consumption-based asset pricing model that predicts the ex ante
risk premium with a conditionally predicted volatility in risk premium. The estimates
of the cost of common equity from the consumption asset pricing model compare well
with rates of return on the book value of common equity and with the CAPM, although
both the model and the CAPM results are substantially higher than the DCF. This is
quite common in the practice of the cost of common equity in the utility industry. The
results of the model are stable and consistent over time. Therefore the model should be
considered as it provides additional evidence on the cost of common equity in general
and specifically in public utility regulatory proceedings. Secondly, the use of bond-
rated yields to predict risk differentiated equity-to-debt risk premia is supported by the
empirical evidence and therefore should be applied in estimating the cost of common
equity. Finally, the robust empirical evidence on the positive risk-return relationship
also shows that utility stocks are not a consumption hedge and are not good hedging
securities against contractions in the economy. The model and estimation methodology
presented in this paper provide a relatively simple tool to determine whether any asset
is a hedge to adverse changes in the business cycle through the level of consumption
in the economy.
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1. Introduction

All consumption-based models of asset pricing imply that the relation between the conditional
mean and conditional volatility of any asset reflects the effectiveness of the asset as a hedge against
intertemporal variation in the marginal utility of consumption. The relation is negative if a long posi-
tion in an asset hedges shocks to the marginal utility of consumption. The relation is positive if a long
position adds to consumption risk. We estimate the relation between the conditional mean and con-
ditional volatility of excess returns on U.S. Treasury securities and find evidence of significant positive
relations for all maturities. Our full sample results indicate that long positions in Treasury Bonds do
not hedge shocks to the marginal utility of consumption. To hedge effectively against such shocks an
investor must sell short or sell futures on bonds. In terms of statistical significance and robustness
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to changes in methodology, the positive relation is especially reliable for bond maturities of 5 years
or less, so short positions on shorter-maturity bonds are the most statistically reliable means for an
investor to hedge the marginal utility of consumption.

The general consumption-based model upon which we base our tests requires only minimal
assumptions. Models such as the capital asset pricing model (CAPM), intertemporal capital asset pric-
ing model (ICAPM) of Merton (1973), the intertemporal asset pricing model of Campbell (1993), and
the habit-persistence model of Campbell and Cochrane (1999) are special cases.! Specializations of the
general model add additional structure, but do not change the implications that are the focus of our
empirical tests. The intuition of the general model is straightforward. A pure hedging asset has realized
returns that are perfectly positively correlated with the marginal utility of wealth.2 It provides high
payoffs during “bad times” when the marginal utility of consuming an additional dollar of wealth is
high and low payoffs during “good times” when the marginal utility of consuming an additional dollar
of wealth is low. The volatility of the asset’s return is desirable and investors are willing to pay more
for the asset, because holding the asset decreases intertemporal variation in the holder’s marginal
utility. Thus, the key characteristics of a hedging asset are a negative risk premium and a perfect neg-
ative correlation between the conditionally expected excess return and conditional volatility of the
asset. On the other hand, an asset that has returns that are perfectly negatively correlated with the
marginal utility of wealth provides high payoffs when times are good and low payoffs when times
are bad. The volatility of the asset’s return is undesirable because it increases intertemporal variation
in the holder’s marginal utility. The expected risk premium on such an asset is positive and perfectly
positively correlated with its conditional volatility. A short, rather than long, position in the asset is
required to hedge consumption risk. Our empirical results for bonds are consistent with the latter
case, indicating that realized returns on bonds tend to be high in good times when the marginal utility
of receiving an additional dollar of wealth is low.

The beauty of the general consumption-based model is that it provides a simple and straightforward
test of the hedging effectiveness of any asset that requires only modeling the first two moments of the
asset’s return. The test does not require consumption data, nor does it require that the researcher
choose a specific model of investor preferences. The model’s predictions regarding the first two
moments of returns hold for any asset, for any two periods of a multi-period model, and require
no assumptions regarding complete markets, return distributions, time- or state-separable utility, or
the existence of labor income or human capital.

In addition to evidence of hedging effectiveness, our results provide evidence regarding which spe-
cial cases of the consumption-based model capture key aspects of asset returns. Our full sample results
are consistent with the conclusion that realized returns on Treasury Bonds are high when investors
least value, and low when investors most value, the benefits of an additional dollar of consumption.
Thus, for a special case of the consumption-based model to accurately reflect investor preferences, it
must explain why investors associate bad times of high marginal utility with periods of low realized
and high expected bond returns. Special cases that assume that the marginal utility of consumptionis a
function of at most wealth and investment opportunities, such as the ICAPM specializations of Merton
(1973) and Campbell (1993), do not do so. Unless one assumes that the coefficient of relative risk
aversion is very low (less than one), these specialized models associate bad times with low expected
returns. Explaining why investors associate bad times with high expected returns requires a model
that captures the fact that investors are concerned not only with the wealth effects of holding assets,
but with the fact that assets do poorly at particular times or in particular states of nature (recessions).
For example, Campbell and Cochrane (1999) do so by adding an argument to the utility function, habit
that enters nonseparably over time

Turning to empirical results, we find that neither the sign nor the significance of the estimated
relation between bond risk and return is sensitive to changes in methodology known to influence
inferences in the literature on stock risk and return. Specifically, the results are similar whether

1 For detailed discussion of the relation of these and other asset pricing models to the general model see Cochrane (2006,
2007).
2 Once the consumer/investor has optimized, the marginal utility of an additional dollar of wealth is the same for all uses.
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the conditional variance is modeled using only financial conditioning variables, a simple general-
ized autoregressive conditional heteroskedasticity in mean (GARCH-M) model, a GARCH-M model
that incorporates financial conditioning variables in the estimation of the conditional variance, or
GARCH-M models that allow for asymmetries in the conditional variance equation. While all of our
empirical models provide evidence consistent with a positive risk-return relation for Treasury Bonds,
the strongest results are for the model that incorporates both financial conditioning information
and GARCH effects in estimating the conditional variance. Thus, combining alternative methods of
estimating the conditional variance reinforces inferences regarding the sign of the risk-return relation.

The general consumption-based model permits the reward to bond volatility to vary over time,
so we examine the linearity and stability of the relation between conditional mean and conditional
variance. For each model of conditional variance and each bond maturity, regression analysis indicates
that financial conditioning information explains variation in bond excess returns that is not related to
changes in the conditional variance. The fact that a time invariant linear model of the bond risk-return
relation is rejected suggests that the reward to bond volatility does change over time.

To provide evidence on the impact of changing reward to volatility on the stability of the risk-return
relation, we examine rolling correlations between “best estimates” of the conditional mean excess
return and conditional variance. The rolling correlations show substantial variation over time in the
short-term relation between bond risk and return. The rolling correlations for all maturities tend to
move together, but the range of variation increases with bond maturity. For each maturity there are
periods during which the rolling correlations are negative, which suggests that the hedging effective-
ness of bonds may have varied during our sample period.

The remainder of this paper is organized as follows. Section 2 reviews related literature. Sec-
tion 3 provides theoretical context. Section 4 describes the data. Section 5 presents our empirical
model of conditional mean excess returns and diagnostic tests of the stability of the model. Section 6
presents our empirical results. Section 7 evaluates the linearity and stability of the relation between
the conditional mean and conditional variance. Section 8 concludes.

2. Related literature

Two studies report direct evidence regarding the intertemporal relation between the conditional
mean and conditional volatility of monthly bond returns. Engle, Lilein, and Robins (1987) use an
ARCH-M framework to estimate the relation between the conditional mean and conditional standard
deviation of monthly excess holding period returns on two-month Treasury bills and twenty-year AAA
rated corporate bonds. They find positive coefficient estimates on volatility in the expected return
regressions for both return series. The coefficient for the two-month bill is significant at the 0.01
level, while that for corporate bonds is significant at the 0.10 level. Campbell (1987) estimates the
conditional mean and conditional variance of monthly excess returns on two-month Treasury bills,
six-month Treasury bills, and a portfolio of five-to-ten-year Treasury Bonds, where both moments
are modeled as functions of financial conditioning variables. Campbell (1987) reports correlations
between the fitted moments of 0.625 for the two-month bill, 0.835 for the six-month bill, and 0.029
for the long-term bond portfolio. While the evidence reported in these studies is limited in terms of
the bond maturities examined, the two studies are consistent in reporting a strong positive relation
between risk and return for short-term bills and a weak positive relation for long-term bonds.> No
study presents a direct test of the stability of the relation between conditional expected excess returns
and volatilities for bonds.

Contrary to the case of bonds, there are many studies that report estimates of the relation between
the conditional mean and conditional volatility of monthly stock market returns. Results are very
sensitive to changes in the methodology used to estimate the conditional volatility. Since studies by

3 In related work, Fama (1976) and Klemkosky and Pilotte (1992) document positive relations between excess returns and
the volatility of the one-month bill rate for a variety of bill and bond maturities. Such results imply a positive relation between
a bond’s excess return and own volatility when the term structure is determined by a single state variable. However, Litterman
and Scheinkman (1991) find that at least three state variables are required to adequately model the term structure.
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Campbell (1987), Campbell and Ammer (1993), and Fama and French (1993) find that bond and stock
excess returns are related to common predictor variables, robustness may be an issue for bonds as well
as stocks. On the other hand Reilly, Wright, and Chan (2000) and Jones and Wilson (2004) document
differences in the time series properties of stock and bond returns, so robustness may not be an issue.
As a precaution, we explore changes in methodology know to influence results in the stock literature.*

A review of studies of monthly stock returns such as French, Schwert, and Stambaugh (1987),
Glosten, Jaganathan, and Runkle (1993), Campbell (1987), Whitelaw (1994) and Harvey (2001) indi-
cates that results are sensitive to whether the conditional variance is modeled using only financial
conditioning variables, a simple GARCH-M model, a GARCH-M model that incorporates financial con-
ditioning variables in the estimation of the conditional variance, or GARCH-M models that allow
positive and negative shocks to returns to have different impacts on the conditional variance. We
also use monthly data, so we examine the robustness of our results to the aforementioned changes in
methodology.’

3. Theoretical context

Consider the intertemporal choice problem of a representative investor who maximizes the con-
ditional expectation of the utility of current and future consumption. In that case, assets can be priced
as the conditional expected value of the product of their payoff and a stochastic discount factor,

Pi ¢ = Ee[Mey1(Pieq + L)l (1)

where P;; is the price of asset i at time t, I;;+ is the asset’s income at t+1, and M;. is the stochastic
discount factor.® The discount factor is the marginal rate of substitution, defined as My = BU(Ce+1,
Xt+1)/Uc(Ct, X¢), where B is the time preference parameter and U(C;, X;) defines utility as a function of
time t consumption, C;, and a vector, &, of other variables that enter into the utility function. Utility
is assumed to be an increasing and concave function of consumption. The additional arguments, x;,
admit the possibility that utility may be a function of other variables such as state variables and may
be nonseparable over time, goods, or states of nature. The C subscript denotes the first derivative
of utility with respect to consumption. Eq. (1) and the equations that follow hold for both real and
nominal values as long as all values, including M. 1, are expressed consistently in either real terms
or nominal terms. They hold for any asset for any two periods of a multi-period model and require
no assumptions regarding complete markets, return distributions, time- or state-separable utility, or
the existence of labor income or human capital. Making such assumptions adds additional structure
to the model, but does not change any of the implications discussed here.

Defining the gross return (one plus the netreturn) as R;+1 = (Pi¢+1 *Iij+1)/Pit, EqQ. (1) can be rewrit-
ten in terms of asset returns as

1=E[Me11R; 4], (2)
or, equivalently, by applying the definition of covariance, as’

1=Et[M¢;1]- Ee[Rey1]+ Cove[Me i1 Rey1] (2")

4 For the 1950-1999 period Reilly et al. (2000) find that return volatility is more stable for stocks than for bonds, the ratio of
stock market to bond market volatility is not stable, and the correlation between bond and stock returns varies widely. Jones
and Wilson (2004) find similar results for the period 1871-2000.

5 We limit our study to parametric methods and monthly returns to keep the scope of the analysis manageable and provide a
reasonably rich baseline for future study, while supplying results comparable to key findings in the stock literature. The mixed
results of studies based on monthly stock return data motivated the exploration of a variety of alternative methodologies to
estimate the stock risk-return relation, including the use of daily returns to estimate monthly volatility (see Ghysels, Santa-
Clara, & Valkanov, 2005), the use of regime-switching models (see Whitelaw, 2000), and the use of measures of expected rather
than realized return (see Jiang & Lee, 2009; Pastor, Sinha, & Swaminathan, 2008).

6 Eq. (1) can also be derived from the absence of arbitrage. See chapters 2 and 4 of Cochrane (2001) for a detailed discussion
of the minimum requirements for Eq. (1) to hold.

7 By definition, Cov;[M¢s1, Rev1] = E[Mes1Res1] — Ec[Mesa] - Et[Resa ]
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Eq. (2) says that expected discounted gross returns always equal one. The expanded expression (2)
introduces the key role that the covariance between an asset’s return and the discount factor plays in
the risk adjustment of expected return. For a given value of E;[M;. 1], expected gross returns must be
inversely related to covariances in any cross-section of assets.

Before discussing the hedging implications of the model in detail, it is useful to examine implica-
tions specific to the pricing of default-free bonds. We begin with the gross return to a default-free
bond that has a one-period maturity. This risk-free gross return, Ry, is known at time ¢, so Eq. (2)
implies that

Ree = Ec[Meq]7" 3)

Substituting for future prices in Eq. (1) and using the law of iterated expectations, the price of a
T-period-to-maturity risk-free discount (zero-coupon) bond that pays $1 at maturity is

Prt = Et[Mey1,e47]s (4)

where E¢[M;+1+7]=E[Mt+1M¢+2...Me+¢], and the one-period return to holding the z-period-to-
maturity discount bond is:

Pr.t+1 _ Et+1[Mt+2,t+r] (5)
Pr¢ Ee[Mey1,e4c]

Eq. (5) shows that the holding period return on a bond is a function of changes in expectations of future
values of the stochastic discount factor over the bond’s life. Any news or events that cause investors
to adjust their expectations of future realizations of the marginal utility of consumption during the
bond’s life are reflected in bond returns and their volatilities. Since the price of any coupon bond can
be expressed as the sum of prices of a series of discount bonds, the intuition behind Eq. (5) holds for
coupon bonds as well.

To examine interemporal hedging issues, it is useful to multiply both sides of Eq. (2') by E¢[Mp+1]71,
substitute from Eq. (3), and rearrange terms to show that the one-period risk premium to holding any
assetiis

RT,HI =

ElR 1]~ Ry = —ma)vtwtﬂ Ryl ()
where Cov; is the conditional covariance at time t. According to Eq. (6), an asset will earn a positive
risk premium if its realized return is inversely related to M;.1, that is, if the return is high when the
marginal utility of consumption is low and low when marginal utility is high. However, a negative
risk premium is indicated for hedging assets, that is, assets that have high payoffs when the marginal
utility of consumption is high and low payoffs when marginal utility is low. Investors pay more for
hedging assets, because hedging assets provide higher payoffs when additional consumption is most
desired.

As a point of clarification, it is worth noting that the above definition of a hedging asset differs from
that of a “hedge portfolio” as that term is often used in extensions and empirical tests of Merton’s
ICAPM. In those contexts a hedge portfolio is one that hedges against deteriorations in investment
opportunities (decreases in expected future returns) by providing realized returns that are inversely
related to expected returns. In the ICAPM, a long position in a hedge portfolio hedges the marginal
utility of wealth only if the coefficient of relative risk aversion is greater than one.® If risk aversion is
less than one, a portfolio that has realized returns that are positively related to shifts in investment
opportunities is required to hedge the marginal utility of wealth. The ICAPM specializes the general

8 The coefficient of relative risk aversion determines whether investors will increase or decrease consumption in response
to changes in expected future returns. When risk aversion is greater than one, investors are not aggressive in seeking growth
in planned consumption. They increase (decrease) both current and planned future consumption in response to an increase
(decrease) in investment opportunities. In the contrary case, when risk aversion is less than one, investors are aggressive in
seeking growth in planned consumption. In response to an increase in expected returns, they decrease current consumption
to invest more in risky assets. Only in the high risk aversion case does an ICAPM hedging asset (one that provides high realized
returns when investment opportunities are poor) do so during periods when the marginal utility of consumption is high.
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consumption-based model. The ICAPM is derived with the assumption that the marginal utility of
consumption is described by wealth and investment opportunities alone.

Substituting Eq. (5) into Eq. (6) produces the following expression for the excess return to the
t-period discount bond:

Et+1[Mt+2,t+r] (7)
Et[Mey1,e42]

Eq. (7) demonstrates that the ex ante risk premium on a bond reflects the expected time series prop-
erties of M1 during the bond’s maturity. Thus, bonds of adjacent maturities are likely to have similar
return characteristics. Characteristics of short and long maturity bonds could be very different.

We follow the convention of using yield spreads as a conditioning variable in our empirical tests.
Eq. (4) implies that the gross yield on a 7-period discount bond is

Et[Re 1] =Ry =~ Covt |Myy1,

_1
E[M¢41]

_ 1 1/t 3 s
Y‘r.t* > 7Et[Mt+l,t+r] . (8)

Pr ¢
A comparison of Eq. (7) to Egs. (3) and (8) shows why a bond’s own yield spread contains information
that is a useful for predicting bond excess returns.
Using the relationship between correlation and covariance to expand Eq. (6) provides the relation
of the ex ante risk premium on any asset to that asset’s own volatility®

vole[Mey1]

Et[Riti1] —Rpe =~ AT
N

Volt[R; r1]corre[Mey1, R r41], (9)
where vol; is the conditional standard deviation, the ratio vol{[M;.1]/Et[M;+1] is the slope of the mean-
variance frontier, and corr; is the conditional correlation. The correlation summarizes the hedging
properties of an asset and determines the sign of the relation between the first and second conditional
moments of the asset’s excess return. Variation over time in the slope or the correlation will cause the
risk-return relation to vary as well.

Summarizing, three main conclusions can be drawn from the general model of asset pricing. First,
the sign of the relation between a bond’s excess return and conditional volatility depends on the extent
to which a long position in the bond serves as an intertemporal hedge against shocks to the marginal
utility of consumption. Second, risk-return relations differ across bond maturities. The difference
is likely small for adjacent maturity bonds and potentially large for short versus long-term bonds,
because the holding period return for each bond depends on changes during the holding period in
expected values of the stochastic discount factor over the remaining life of the bond. Third, the relation
between bond risk and return may vary over time due to changes in the slope of the mean-variance
frontier or changes in the correlation between the asset’s return and the stochastic discount factor. In
the empirical section of this paper, we focus on documenting the sign of the bond risk-return relation
for the full sample period, the consistency of the relation across bond maturities, and the short-term
stability of the relation.

4. Data and descriptive statistics

Data are from the Center for Research in Security Prices (CRSP). Returns are one-month holding period
returns. Returns and yields on one-month and three-month to maturity Treasury bills are from the
Fama Treasury Bill Term Structure Files. Returns on five Treasury Bond portfolios are from the Fama
Maturity Portfolios Returns File with bonds grouped by maturities in one year intervals. Thus, the
bond portfolios consist of bonds with maturities of less than 1, 1-2, 2-3, 3-4, and 4-5 years. Only
non-callable, non-flower bonds and notes are included in the portfolios. Yields that correspond to
the portfolio returns are from the Fama-Bliss Discount Bonds File. Each yield is for the discount bond
at the upper bound of maturity allowed in a portfolio. We use returns and yields on the ten-year

9 By definition, corre[Mei1, Ri 1] = cove[Meg1, Ry c411/(vOli [Mes1 VOL[Ri 41]).
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Table 1

Descriptive statistics for Treasury Bond excess returns.
Panel A: Monthly Excess Return (Rr+1 — Rye)
Maturity Mean Std. Dev. Skewness  Kurtosis ]B Q(12) 1 02 03 P12
(months) (x100) (x100)
T~3 0.0521 0.0909 247 15.39 4357.3%* 151.5** 0.32 0.10 0.06 0.02
0<t=<12 0.0658 0.2591 1.49 17.91 5665.17** 79.07** 0.19 -0.04 -0.01 -0.08
12<t<24 0.1049 0.6489 0.84 15.88 4135.9" 59.4*** 0.19 -0.07 -0.05 -0.01
24<7t<36 0.1316 0.9890 0.63 13.47 2726.07* 41.6™* 0.14 -0.06 -0.05 0.01
36<7<48 0.1476 1.2386 0.17 7.87 582.6"** 31.77%* 0.13 -0.05 -0.05 0.04
48<1<60 0.1432 1.4523 0.18 6.78 352.6"** 30.9"** 0.13 -0.07 -0.05 0.04
T~120 0.1588 2.2266 0.29 4.44 58.87** 153 0.06 -0.06 -0.02 0.02
T~240 0.1814 2.9069 0.38 5.62 182.8"* 19.3* 0.04 -0.09 -0.05 -0.01
Panel B: Squared Excess Returns (Rr+1 —Rﬁt)z
Maturity (months) Mean (x100) Std. Dev. (x100) Q(12) P1 P2 P3 Ps P12
T~3 0.0001 0.0004 304.5*** 0.52 0.15 0.07 0.10 0.08
0<t<12 0.0007 0.0029 219.4** 0.36 0.20 0.12 0.18 0.14
12<t<24 0.0043 0.0166 171.9%** 0.19 0.31 0.11 0.23 0.12
24<1<36 0.0099 0.0351 151.7%** 0.14 0.33 0.08 0.22 0.11
36<7<48 0.0155 0.0406 202.2%** 0.17 0.32 0.14 0.26 0.14
48<1 <60 0.0213 0.0511 187.7%** 0.13 0.28 0.11 0.28 0.15
T~120 0.0497 0.0932 160.0%** 0.18 0.26 0.14 0.08 0.17
T~240 0.0847 0.1837 113.2%** 0.24 0.21 0.19 0.10 0.10

The time series is from January 1961 to December 2009 with 588 observations. The Jarque-Bera (JB) statistic is a goodness-of-fit
measure of the departure of the distribution of a data series from normality, based on the levels of skewness and excess kurtosis.
The JB statistic is x? distributed with 2 degrees of freedom. The Q(12) statistic tests for autocorrelation in the first 12 lags. It is
x? distributed with 12 degrees of freedom based on the number of lags tested. The autocorrelation coefficient is denoted by pr,
where t is the lag, in months. ***, **, * denote significance for the JB or Q(12) test at the 0.01, 0.05, and 0.10 levels, respectively
for a one-tailed test.

and twenty-year constant maturity bonds from the CRSP Fixed Term Indices Files to represent longer
maturity bonds.’® Where possible, CRSP uses a non-callable, non-flower bond in constructing the Fixed
Term Indices Files. The sample period is January 1961 to December 2009. We start with January 1961,
because there are often substantial gaps in prior months between the desired and available maturities
for the ten- and twenty-year constant maturity bonds. Eight excess return series are calculated by
subtracting the return to the one-month bill from the holding period returns on the three-month bill,
each of the five bond portfolios, and the ten- and twenty-year constant maturity bonds.

We report descriptive statistics for the excess return series in Panel A of Table 1. Both the mean
and standard deviation of monthly excess returns tend to increase with maturity, standard deviations
rise more sharply. These results are consistent with Pilotte and Sterbenz (2006), who find that bond
Sharpe ratios decline with maturity.

The Jarque-Bera (JB) statistics, a goodness-of-fit test of the departure of the distribution of a data
series from the normal, reject normality at the 0.01 level for each excess return series. An examination
of the skewness and kurtosis of the excess return series indicates that the rejection of normality is
due predominately to excess kurtosis relative to the normal distribution. The Q(12) statistics reject
the null hypothesis of no autocorrelation in the first 12 lags at the 0.01 level for six of the eight series
and at the 0.10 level for one series. Reported autocorrelations indicate that these rejections are due
mostly to positive first order autocorrelation in the excess returns. Higher order correlations are close
to zero and the pattern of autocorrelations is consistent with stationarity of all of the excess return
series.

10 We use the twenty-year and not the thirty-year bond from the Fixed Term Indices File because there are several years
where both series are based on the same bond and the gap between actual and desired maturity is generally smaller for the
twenty-year bond. The disadvantage of using constant maturity bonds rather than portfolios is that the realized return is more
sensitive to idiosyncratic variation in the price of a single bond.
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To examine aspects of the volatility of excess returns, we report descriptive statistics for squared
excess returns in Panel BofTable 1. Panel B shows that both the mean and standard deviation of squared
excess returns increase with maturity. The Q(12) statistics and autocorrelations reported in Panel B
indicate substantial positive autocorrelation in squared excess returns that is more persistent than
the positive autocorrelation in excess returns. These statistics suggest the existence of autoregressive
conditional heteroskedasticity in each excess return series.

5. Excess return model and model evaluation

In this section we present our empirical model of conditional mean excess returns and carry out
diagnostic tests to evaluate the stability of the model. The residuals of this model are used in a
later section of this paper to model conditional volatility using predetermined financial conditioning
information as instrumental variables.

5.1. Estimating conditional mean excess returns

In order to estimate the conditional volatility of a bond’s excess returns, it is useful to isolate the
predictable and the unpredictable components of those returns. To do so, we model the conditional
mean excess return by regressing excess returns on predetermined conditioning variables. An obvious
choice for a conditioning variable is a bond’s own yield spread, defined as the beginning of period
difference between the bond’s yield to maturity and the one-month T-bill rate. The yield spread has
been shown to have predictive power for bond excess returns in prior studies by Campbell (1987),
Fama (1990), and Pilotte and Sterbenz (2006).!! Based on the positive first order autocorrelations in
excess returns reported in Table 1, we also include the one-month lag of each bond’s excess return as
a conditioning variable. Thus, our model of excess returns is:

Reep1 — Rpe = g0 +0og1(Yo,e — Ree) + 4 2(Ree — Rppoq) + €641 (10)

where t subscripts denote when a variable is observed, R ;+ 1 is the uncertain return from holding from
time t to t+1 a bond of maturity T, Ry, is the risk-free return known at time t and earned by holding a
one-month bill from t to t+1, Y is the yield-to-maturity observed at time t on a bond of maturity t,
and e,+1 is the error term.

Stambaugh (1999) shows that the conventional t-test of return predictability is biased when a
regressor is highly persistent and its changes are highly correlated with subsequent returns. Since
yield spreads are both highly persistent and their innovations are likely correlated with subsequent
returns, we implement the pretest procedure developed by Campbell and Yogo (2005) and Campbell
and Yogo (2006) to check on the validity of the t-statistics associated with the yield spreads in our
regressions. Results of these pretests (not shown) indicate that the conventional t-test leads to valid
inference in all of our regressions of bond excess returns on yield spreads. Because our excess return
series are clearly stationary, as indicated by the autocorrelations reported in Table 1, conventional
t-tests are valid for the lagged excess returns as well.

The results of ordinary least squares (OLS) estimation of regression Eq. (10) are reported in Table 2.
The standard errors are adjusted for autocorrelation and heteroskedasticity. The yield spread is sig-
nificant at the 0.01 level for three, at the 0.05 level for four, and at the 0.10 level for one of the eight
bond maturities. The lagged excess return is significant at the 0.01 level for six bond maturities and
the 0.10 level for one maturity. The regression R-square ranges from a low of 0.02 for the twenty-year
bond to a high of 0.11 for the three-month bill. These results document predictable variation in bond
excess returns for all maturities.

Table 2 also contains test statistics that examine aspects of the regression errors. The ]B statistics
reject normality of the residuals at the 0.01 level for every regression. The White statistics reject the

11 Fama (1990) shows that the yield spread contains the market’s estimate of the ex ante risk premium and should reflect
variation in that premium. The idea that a bond’s own term spread contains information that is useful for predicting bond excess
returns also is supported by a comparison of our Eq. (7), to Egs. (3) and (8).
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Table 2
Ordinary least squares regressions of excess returns on conditioning variables.
Maturity Constant ~ Yrr—Rpe R —Rpeg R? JB White-Hetero. LM-Serial Corr. LM-ARCH
T~3 0.000** 0.278*** 0.270*** 0.11 4300.5*** 97.1"** 35.6"** 112.6™*
(0.000) (0.210)  (0.090)
0<t=<12 0.000 0.5759* 0.245"** 0.05 8047.5°** 49.4** 64.3* 94.2%%*
(0.000) (0.299)  (0.059)
12<1<24 —0.000 1.178* 0.229"** 0.05 5454.4*** 10.1** 41.7%* 88.4™*
(0.000) (0.527)  (0.047)
24<1<36 —0.000 1.476* 0.174"** 0.04 3572.77** 9.2 30.0"** 85.4*
(0.001) (0.728)  (0.043)
36<1<48 —0.001 1.852** 0.158*** 0.04 661.2%** 22.6"** 20.1* 101.2%**
(0.001) (0.827)  (0.045)
48<7=<60 —0.001 1.946™*  0.149*** 0.03 435.9"* 14.3** 19.9* 90.6***
(0.001) (0.862) (0.041)
T~120 —0.002 2.617* 0.074* 0.02 48.2** 33.4%* 16.1 85.5%**
(0.002) (1.057) (0.041)
T~240 —0.003* 3.111**  0.038 0.02 2159 35.4" 21.9* 58.3***

(0.002) (1.115) (6.045)

The time series is from January 1961 to December 2009. Regressions of the monthly excess return (R +1 — Ry¢) on the beginning-
of-period yield spread (Y, — Ry,), and, the one-month lag of the excess return (R — Ry;_1). The Jarque-Bera (JB) statistic is a
goodness-of-fit measure of the departure of the distribution of the regression residuals from normality. The JB statistic is x2
distributed with 2 degrees of freedom. The White statistic is a test for heteroskedasticity that is x2 distributed with 6 degrees of
freedom. The Breusch-Godfrey Lagrange Multiplier (LM-Serial-Corr.) statistic is a test for serial correlation that is x? distributed
with 12 degrees of freedom due to the test for serial correlation for up to 12 lags. Engle’s Lagrange Multiplier ARCH statistic
(LM-ARCH) is a test for ARCH effects in the residuals. It is x? distributed with 12 degrees of freedom due to the test for ARCH
effects for 12 lags. Newey-West autocorrelation and heteroskedasticity consistent standard errors are in parentheses. ***, **, *
denote significance at 0.01, 0.05, and 0.10 levels, respectively for a two-tailed test; one-tailed test for JB, White, and LM tests.

null hypothesis of no heteroskedasticity at the 0.01 level for six maturities, the 0.05 level for one
maturity, and at the 0.10 level for the remaining maturity. The Breusch-Godfrey Lagrange Multiplier
statistics reject the null hypothesis of no serial correlation at the 0.01 level in four regressions, at the
0.05 level in one regression, and at the 0.10 level in two regressions. Engle’s Lagrange Multiplier ARCH
statistics reject the null hypothesis of no autoregressive conditional heteroskedasticity in the residuals
at the 0.01 level in every regression. In brief, the regression residuals are non-normally distributed,
heteroskedastic, autocorrelated, and show strong evidence of ARCH effects. We consider these aspects
of shocks to bond excess returns in the models of the risk-return relation that appear later in this
paper.

5.2. Evaluation of excess return model

Klemkosky and Pilotte (1992) present evidence of shifts in the stochastic process that generates
Treasury Bond risk premiums around October 1979 and October 1982 changes in monetary policy.!2
Thus, we conduct a variety of diagnostic tests to check the specification of our model of excess
returns.!®> Due to the large quantity of diagnostic test results, we discuss them but do not report
them in tabular form.

Our first set of diagnostic tests is based on recursive least squares estimation of Eq. (10) for each
bond maturity. We examine plots against time of the recursive coefficients and two standard error
bands around the coefficients for each bond maturity. These plots suggest that the regression coef-
ficients are stable over time. We also apply the CUSUM and CUSUM of squares tests (see Brown,
Durbin, & Evans, 1975) that are based on plots against time of the cumulative sums of the recur-
sive residuals and their squared values, respectively. Using the 0.05 significance level, the CUSUM

12 These dates reflect changes in the Federal Reserve’s focus on targeting interest rates and monetary aggregates. Specifically,
during 1979-1982 the Fed experimented with using non-borrowed reserves as a target for monetary policy.

13 Klemkosky and Pilotte (1992) reject the stability of a model of the relation between bond excess returns and short-rate
volatility.
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tests suggest model stability while the CUSUM of squares tests suggest instability. Overall, the results
based on recursive estimation suggest parameter stability but changing variance over the full sample
period.

Our second set of diagnostic tests is Wald tests of structural change. Model stability is tested for
each bond for each of the five possible monetary regime pairs. The results of tests that assume unequal
subperiod variances never reject coefficient stability at the 0.05 level and reject it at the 0.10 level in
only one instance. The results of tests that assume equal subperiod variances consistently reject model
stability. The Wald test results are consistent with the recursive least squares results in suggesting
coefficient stability but changing variance across monetary regimes.

Overall, our specification tests support two conclusions. First, the assumption of coefficient stability
over the full sample period is a reasonable one, so our method of estimating conditional mean excess
returns appears adequate. Second, the volatility of return shocks varies over time, suggesting that an
examination of the relation between excess returns and conditional volatility is well motivated. In the
next section, we use models of conditional volatility to examine the relation between bond risk and
return.

6. The relation between excess returns and conditional volatility

In this section, we estimate the empirical relation between bond risk and return. Since the method
chosen to model conditional volatility is critical to the results of estimating the monthly risk-return
relation in the stock literature, we test three specifications of the conditional variance of bond excess
returns.!* We pay special attention to the decision to include or exclude financial conditioning
information in the model of conditional variance, because it determines the sign of the estimated
risk-return relation for stocks. Our first model estimates conditional variances using predetermined
financial conditioning information. Given the strong evidence of ARCH effects in excess returns
reported in Table 2, our second model is a simple GARCH-M model. Our third model incorporates
both financial conditioning variables and GARCH effects.

6.1. Instrumental variables estimation using financial conditioning information

For each bond maturity, 7, we estimate the following instrumental variables regression:

Re 1 *Rf,t :ar,0+ar,182+ﬂr,t+lv (11)

where the &+ are the residuals from the estimation of Eq. (10) model of excess returns, the slope
coefficient a;; is the estimate of the relation between the bond’s expected excess return and con-
ditional volatility, and ft,+1 is the error term. The intercept, a o, provides a check on the empirical
specification of the risk-return model, because Eq. (9) indicates that the intercept will equal zero if the
model specification is adequate. For instruments we consider lags of the squared residuals, the con-
ditioning variables used to estimate the excess return model, and the one-month Treasury bill return.
We include the one-month T-bill rate because of the historically positive relation between interest
rate volatility and the level of interest rates, and because of the common use of the short-term interest
rate to model volatility in term structure models.!> An initial examination of the relations between the
squared residuals and the candidate instruments indicates that the one-month bill rate and six lags of
the squared residuals encompass the candidates that are most useful in modeling conditional volatility.
We expect shocks to bond excess returns to be correlated across maturities, so we improve the effi-
ciency of our estimates by choosing an estimation method that takes into account the cross-equation
correlations in the error terms. We use the Generalized Method of Moments (GMM) to estimate Eq.
(11) simultaneously for all bond maturities. Standard errors are Newey-West heteroskedasticity and
autocorrelation consistent.

14 We repeat each test using the standard deviation and log of conditional variance as the volatility measures. Results for these
alternative specifications are discussed in the robustness section that appears later in the paper.

15 Because of concerns regarding the possible non-stationarity of the one-month rate, we repeat the estimation excluding it
from the list of instruments. Results are qualitatively the same.
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Table 3
Instrumental variables estimation of risk-return relation for Treasury Bonds.
Maturity Constant (x10%)  Slope LM-ARCH  LM-Serial Corr.  JB AR(1) for predicted 53‘[“
T~3 3.350%** 284.423***  52.3"** 54.3*** 17,660.1**  0.881***
(0.289) (14.182) (0.021)
0<7=<12 5.280*** 24131 96.7*** 55.0"** 2451.4** 0.981***
(0.633) (3.208) (0.009)
12<t<24 8.010™** 8.391"* 78.5%** 47.1%% 3023.1%* 0.538***
(1.670) (1.270) (0.051)
24<71<36 10.090"** 4.857*** 75.2%* 29.3*** 1867.9"** 0.553***
(2.590) (0.915) (0.037)
36<7<48 11.320"** 3.840"* 95.17** 24.5%% 708.7*** 0.714***
(3.460) (0.944) (0.032)
48<1 <60 13.990"** 0.782 85.17** 23.6"* 286.6"* 0.639"**
(4.350) (0.994) (0.035)
T~120 2.810 3.813* 64.2%** 16.1 68.6"** 0.953***
(8.950) (1.148) (0.013)
T~240 17.970* 0.232 49.7** 18.5* 149.2** 0.666***
(10.330) (0.800) (0.034)

Generalized method of moments (GMM) system estimation incorporates the use of instrumental variables and considers the
cross-equation correlations in the error terms. The following system of equations is estimated:

2
Reer1 = Rpe = 00 + 0187 g + Ureet,

where, 7 is the number of months of bond maturity: 7~3,0<7<12,0<7<24,0<7<36,0<7t<48, 0<7 <60, T~120, and
T~ 240, time t=1, 588 represents the beginning of months from January 1961 to December 2009, &;+1 is the residual from the
OLS regressions in Table 2, and ft;+1 is the error term. The instrumental variables are the one-month return on the one month
T-Bill (Ry;) and the first six monthly lags of the squared residuals. Engle’s Lagrange Multiplier ARCH statistic (LM-ARCH) is a
test for ARCH effects in the residuals. It is x? distributed with 12 degrees of freedom due to the test for ARCH effects for 12 lags.
The Breusch-Godfrey Lagrange Multiplier (LM-Serial-Corr.) statistic is a test for serial correlation that is x? distributed with
12 degrees of freedom due to the test for serial correlation for up to 12 lags. The Jarque-Bera (JB) statistic is a goodness-of-fit
measure of the departure of the distribution of the regression residuals from normality. The B statistic is x? distributed with 2
degrees of freedom. The AR(1) coefficient is the first order autoregressive coefficient for the fitted values ofsf)m .Newey-West
heteroskedasticity and autocorrelation consistent standard errors are in parentheses. ***, **, * denote significance at the 0.01,
0.05, and 0.10 levels respectively; two-tailed test for regression parameters, one-tail test for Q and JB statistics.

Results of the system estimation of Eq.(11) are reported in Table 3. The slope coefficient is significant
at the 0.01 level for the 3 month bill, the four bond portfolios of maturities less than or equal to 48
months, and the 120-month bond. The slope coefficient is statistically insignificant for the 48-60-
month portfolio and the 240-month bond. Thus, six of our eight maturities produce evidence of a
significant positive relation between bond risk and return. In terms of statistical significance, the
positive relation tends to be more reliable the shorter the bond maturity.

The intercepts reported in Table 3 are significant at the 0.01 level in six regressions and at the 0.10
level in one regression. The prevalence of significant nonzero intercepts suggests that the IV approach
is not adequate for modeling the risk-return relation, as Eq. (9) predicts a zero intercept for a well
specified model.

To facilitate comparison of the persistence of the conditional variance estimates across differently
parameterized models, we follow Glosten et al. (1993) who regress the conditional variance estimate
for each model on a constant and the lagged value of the estimate. These first order autoregressive
coefficients are reported for each model that we estimate. For the results of instrumental variables
estimation reported in Table 3, the first order autoregressive coefficient is estimated for the predicted
values of the Sg,m from the system estimation of Eq. (11). These AR(1) coefficients indicate that there
is substantial persistence in the conditional variance estimates.

The LM-ARCH statistics reported in Table 3 reject, at the 0.01 level, the null hypothesis of
no ARCH effects in the first 12 lags of the residuals of each equation. The LM-Serial Correlation
and ]JB statistics are consistent with results reported in Table 2, rejecting the nulls of no auto-
correlation and the normality of the residuals. Since GMM requires no distributional assumption,
parameter estimates are consistent despite the lack of normally distributed residuals. Because the
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IV approach to estimating conditional volatility does a poor job of capturing the ARCH effects in
our excess return data, GARCH estimation may provide more accurate estimates of conditional
volatility and improve the efficiency of estimates. We use GARCH estimation in the models that
follow.

6.2. GARCH-M estimation

A natural way to estimate the relation between bond risk and return is with the following simple
GARCH-M model of conditional variance:

Reep1 — Rf,t =0r0+ az.laipr] + Yrt+1 (12)

(71%7[+1 = ﬂT,O + Isr,l(ﬁz-,t + 131,27/3,{ + Ur,t+1 (13)

Estimation is by the method of maximum likelihood. In light of the evidence in Table 1 that excess
returns are not normally distributed due to excess kurtosis, we estimate the GARCH-M system
assuming that the conditional distribution for the error term is the Generalized Error Distribution
(GED). The GED is less restrictive than the normal as it accommodates kurtosis, although it does
not accommodate skewness.!® The GED distribution nests the Student’s t-distribution and normal
distribution.

Table 4 contains the results for GARCH-M estimation. For each maturity, the GED parameter dif-
fers significantly from 2, the value for the normal distribution, at either the 0.01 or 0.05 significance
levels.!” The Lagrange Multiplier ARCH statistics indicate that the model is effective at removing most
of the ARCH effects from the regression residuals. The coefficient sum, 8; 1 + B, is close to one in every
variance equation. A sum of one is indicative of the integrated GARCH (IGARCH) process identified by
Engle and Bollerslev (1986), which allows for shocks to have a permanent effect on the conditional
variance. An IGARCH process is not covariance-stationary but is strictly stationary under conditions
identified in Nelson (1990).18 Similarly, the AR(1) coefficients for the conditional volatility estimates
range from 0.93 to 0.97. This confirms the presence of substantial persistence in conditional volatil-
ity. The persistence in volatility, as measured by the AR(1) coefficient, is generally greater than that
reported in Table 3 for the instrumental variables estimation.

The coefficients on conditional variance in the mean equations are all positive. They are significant
at either the 0.01 or 0.05 level for all maturities less than or equal to 60 months and significant at
the 0.10 level for the 240-month bond. The risk-return relation is insignificant only for the 120-
month bond. Thus, the GARCH-M specification of conditional variance and the IV specification based
on financial conditioning information both provide evidence that there is a positive relation between
bond risk and return. In terms of statistical significance, both specifications indicate that the positive
relation tends to be more reliable the shorter the bond maturity.

Contrary to the case for the IV specification, the intercepts for the GARCH-M regressions generally
do not differ significantly from zero. The exceptions are the regressions for the 3-month bill and the
portfolio of bonds that are very close (less than 12 months remaining) to maturity. Thus, the GARCH-M
approach appears to be a superior model specification.

16 The GED is a restricted version of the skewed generalized error distribution (SGED). Although it may seem intuitive that
a less restrictive distribution is always better, since the non-normality of the error term is not driven by skewness, a loss of
efficiency would obtain from over-parameterization of the distribution if specified with the more general SGED.

17" Although not shown, x? distributed goodness-of-fit log-likelihood ratio tests (one degree of freedom) comparing the fits
of the GED and the normal distributions for each maturity indicate that the GED provides a statistically-significantly better fit
than the normal.

18 Nelson shows that an IGARCH(1,1) process with a positive drift is strictly stationary and ergodic. The unconditional density
for such a process is the same for all t.
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6.3. GARCH-M estimation with financial conditioning information

Our third model of conditional volatility incorporates both financial conditioning variables and
GARCH effects:

Re 1 — Rﬁt =00+ af,la?‘[+] + Vrt+1 (14)

02 1 =Bro+Be102+ Bravii+ BrsRee + Bra(Yee — Ree) + Brs(Ree —Rpe 1) + Urerr (15)

Results, reported in Table 5, indicate that incorporating both financial conditioning variables and
GARCH effects in the model of conditional variance provides stronger evidence of a positive relation
between bond risk and return than does the simple GARCH-M estimation of Table 4. In the mean
equation, the coefficient on the variance term is positive and significant at the 0.01 level for four bond
maturities and at the 0.05 level for three bond maturities. Moreover, as is the case for the simple
GARCH-M regressions, the intercepts for the GARCH-M regressions that incorporate financial condi-
tioning variables in the variance equation generally do not differ significantly from zero. The model
seems well specified for all but the shortest-term bonds.

An examination of the results for the variance equation indicates that the one-month rate is sig-
nificant (0.05 level or lower) in explaining the conditional variance of every bond maturity. The
significance of the yield spread (0.01 level) in explaining conditional variance is limited to the 3-month
bill. The lagged excess return is significant (0.05 level) only for the 120-month bond.

In Table 5, the GED parameters differ significantly from the value for the normal distribution (0.01
level) in every regression. The Lagrange Multiplier ARCH statistics indicate that the model is effective
at removing most of the ARCH effects from the regression residuals. For each maturity, the inclusion of
financial conditioning information in the variance equation increases the value of the log-likelihood
function relative to the value reported in Table 4 for simple GARCH-M estimation. The persistence in
conditional volatility, as measured by the AR(1) coefficient, is usually close to that reported in Table 4
for the simple GARCH model.

6.4. Additional robustness tests

As a robustness check, all three models are estimated using the conditional standard deviation
and the log of conditional variance rather than the conditional variance to estimate the risk-return
relation. While these changes do not materially alter our conclusions, there are systematic effects
on the p-values for the coefficient on the conditional volatility measure. For instrumental variables
estimation using financial conditioning information, using the conditional standard deviation tends to
raise p-values slightly. For GARCH-M estimation, both with and without conditioning variables, using
the conditional standard deviation tends to lower p-values slightly. The preponderance of results
remains consistent with a positive risk-return relation.

We also check the robustness of our results to the use of asymmetric GARCH-M models that allow
positive and negative shocks to returns to have different impacts on the conditional volatility. Contrary
to the existing evidence for stocks, for which asymmetries are significant determinants of conditional
volatility that cause the sign of the risk-return relation to reverse, we find that these asymmetries are
insignificant in determining the conditional volatilities of bonds.

We also explore the use of alternatives to the GED distribution for estimating GARCH models
when regression residuals are not conditionally normally distributed. We repeat estimation of all
GARCH models using the Student’s t-distribution and using the quasi-maximum likelihood method of
Bollerslev and Wooldridge (1992). Our conclusions are robust to these changes in the specification of
the conditional distribution for errors.

We use GMM system estimation of Eq. (11) to produce our estimates of the risk-return relation
that are based on modeling the conditional variance using only financial conditioning information.
Advantages of the GMM estimator are that it takes into account the cross-equation correlations in the
error terms and is robust to heteroskedasticity and autocorrelation of unknown form. As a check on the
importance of these advantages we also estimate Eq. (11) using three-stage least squares (3SLS) and
single-equation estimation. 3SLS accounts for the cross-equation correlations in the error term and
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heteroskedasticity, but does not account for autocorrelation in the errors. Single-equation estimation
accounts for heteroskedasticity and autocorrelation of unknown form, but not the cross-equation
correlations in the error terms. Results for 3SLS are similar, but slightly weaker than GMM estimation.
Results for single-equation estimation are substantially weaker than both 3SLS and GMM estimation.
Thus, accounting for the cross-equation correlations in the errors produces efficiency gains that have
an important impact on the statistical significance of the estimated relation between bond risk and
return.

6.5. Discussion of implications for asset pricing models

Our findings have implications for the modeling of investor preferences and asset returns that
support the conclusions of Cochrane (2001, 2006). Our finding of a positive relation between the first
two moments of bond returns is evidence that bond realized returns tend to be high during good
times of low marginal utility and low during bad times of high marginal utility. The inverse relation
between a fixed income security’s price and discount rate, implies the opposite relation for expected
bond returns and marginal utility. Thus, a challenge for asset-pricing models is to capture the fact
that investors associate periods of high expected (low realized) bond returns with bad times. A well
known result from the prediction literature is that expected returns on stocks and bonds are higher
near the troughs of recessions than at the peaks.'® Thus, our results support Cochrane’s conclusion
that theoretical models need to explain, and empirical models need to capture, the fact that investors
fear recessions.

The existing ICAPM specializations of the consumption-based model are ill-suited to explain our
results.29 The ICAPM approach assumes that the marginal utility of consumption is a function only of
wealth and state variables that describe the conditional distribution of expected future returns. Unless
the coefficient of relative risk aversion is very low (less than one), the ICAPM associates good times
with high, and bad times with low, expected returns.2! If one believes that risk aversion is reasonably
high, our results support the conclusion that investor preferences are not adequately modeled by
wealth and investment opportunities alone.

Our results are consistent with Cochrane’s (2001, 2006) conclusion that asset pricing models must
capture the fact that investors are concerned not only with the wealth effects of holding assets, but of
the fact that assets do poorly at particular times or in particular states of nature (recessions). Cochrane
suggests that this can be done in a utility framework by adding arguments into the utility function
that enter nonseparably either over time or over states of nature. For example, Campbell and Cochrane
(1999) associate high expected returns with bad times by adding an argument, habit, that enters the
utility function nonseparably over time. For the ICAPM framework, Cochrane recommends adding a
recession state variable to the value function.

7. Stability of the risk-return relation

The regression models reported in Tables 3-5 assume a time invariant linear relation between the
expected excess return and conditional variance. The theoretical model of Section II does not restrict

19 Fama and French (1989) find that risk premiums on stocks and long-term corporate bonds are related to variables that
track business conditions. They conclude that excess returns are high when economic conditions are weak and low when
economic conditions are strong. Pilotte and Sterbenz (2006) report similar findings for Treasury bonds and stocks. They find
that conditional mean excess returns on Treasury bond portfolios of maturities of one to five years peak near the troughs of
recessions, while conditional means of shorter maturity bonds and bills peak during recessions prior to the trough (see their
Table 5).

20 Two excellent sources of discussion of the relation of the ICAPM to the general model are Cochrane (2006, 2007).

21 The coefficient of relative risk aversion determines whether investors will increase or decrease consumption in response to
changes in expected future returns. When risk aversion is greater than one, investors increase both current and planned future
consumption in response to an increase in expected returns. When risk aversion is less than one, investors are more aggressive
in seeking growth in planned consumption. In response to an increase in expected returns, they decrease current consumption
to invest more in risky assets.
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the risk-return relation to a stable linear relation. In this section, we evaluate the linearity and stability
of the relation between bond risk and return.

7.1. Analysis of excess return model residuals

A straightforward way to check the linear restriction for any of our models is to examine the
relation between the regression error and financial conditioning information. If conditioning infor-
mation explains variability in excess returns that is not related to conditional volatility, a linear relation
between the conditional mean and conditional variance is rejected. Such a finding suggests that the
reward to volatility changes over time.

Table 6 reports the results of OLS regressions of residuals from our models on financial conditioning
information. For all three models, conditioning variables have explanatory power beyond that of the
conditional variance. The explanatory power is greatest for the model where the conditional variance
is based only on financial conditioning information. The explanatory power is lower in models where
the conditional variance estimates incorporate GARCH effects. At least one conditioning variable is
significant in most of the residual regressions. Clearly, the conditioning variables capture variation in
excess returns that is not related to our estimates of the conditional variance. A time invariant linear
specification of the relation between the conditional mean and conditional volatility is rejected, which
suggests that the reward to volatility changes over time.22-23

7.2. Rolling correlations between conditional means and conditional variances

To provide evidence on the impact of changing reward to volatility on the stability of the risk-return
relation we examine the relation between estimates of the conditional mean and conditional variance.
We calculate contemporaneous correlations between estimates of conditional means and conditional
variances for each bond maturity over 17-month rolling periods.24

To get a time series of fitted values, we estimate final models of conditional means and variances
for Treasury Bond excess returns. Our final model incorporates all aspects of our prior models. The
conditional mean is modeled as a function of both the conditional variance and financial conditioning
information. The conditional variance incorporates both GARCH effects and financial conditioning
information. We first estimate the following GARCH-M model:

Ry 1 — Rf,t =0+ ‘Xr.lo'%pA + ar,Z(Yr.t - Rf,t) + o7 3(Ree — Rf,t—l )+ Yr,t+1 (16)

O}zypr] =Bro+ ﬂr,la'%,r + ﬂz.ZVtz,t + /31',3Rf,t + /31',4(y'r.t - Rf,t) + ﬂrj(RZ,t - Rf,p] )+ v (17)

After the initial estimation, we drop explanatory variables that are not significant at the 0.10 level
and re-estimate the model. The final models with only variables that are statistically significant in
explaining the conditional mean or conditional variance are reported in Table 7.

An interesting aspect of Table 7 is that the GARCH in mean term is significant for only two bond
maturities. Results of omitted variable tests (not reported) confirm this conclusion. The effect of the
conditional variance on the conditional mean is generally subsumed by the financial conditioning
information. The yield spread is always significant in explaining the excess return and the lagged
excess return is significant in explaining the excess return for all but the 240-month bond. In the
variance equation, the GARCH terms and the one-month rate are always significant in explaining the

22 Ppilotte and Sterbenz (2006) find that Sharpe ratios on long-term bonds, but not short-term bonds, vary over the business
cycle. Our results differ in indicating that there is time variation in the reward to volatility for all bond maturities. A potential
explanation for the difference in results is that our tests are not tied to the business cycle.

23 The results for bonds reported in Table 7 are consistent with results that Harvey (2001) reports for stocks. Harvey finds
that the rejection of a linear risk-return relation for stocks is robust to changes in the