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WITNESS IDENTIFICATION 1 

Q. Please state your name and business address. 2 

A. My name is Sheena Kight-Garlisch.  My business address is 527 East Capitol 3 

Avenue, Springfield, IL 62701. 4 

Q. By whom are you employed and in what capacity? 5 

A. I am employed by the Illinois Commerce Commission (“Commission”) as a 6 

Senior Financial Analyst in the Finance Department of the Financial Analysis 7 

Division. 8 

Q. Please describe your qualifications and background. 9 

A. In May of 1998, I received a Bachelor of Business degree in Finance and 10 

Marketing from Western Illinois University in Macomb, Illinois.  I earned a Master 11 

of Business Administration degree, with a concentration in Finance, also at 12 

Western Illinois University in May 2001.  I have been employed by the 13 

Commission since January of 2001.  I was promoted to Senior Financial Analyst 14 

on October 1, 2004. 15 

Q. Please state the purpose of your testimony in this proceeding. 16 

A. The purpose of my testimony is to present my analysis of the cost of common 17 

equity of North Shore Gas Company and Peoples Gas Light and Coke Company 18 

(“North Shore” and “Peoples Gas,” respectively or collectively as the 19 

“Companies”).  In addition, I will respond to the direct testimony of the 20 

Companies’ witness Paul R. Moul.  (North Shore Ex. PRM-1.0 and Peoples Gas 21 

Ex. PRM-1.0) 22 
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COST OF COMMON EQUITY 23 

Q. What is your estimate of North Shore’s and Peoples Gas’ cost of common 24 

equity? 25 

A. My analysis indicates that the cost of common equity equals 9.50% for North 26 

Shore and 9.70% for Peoples Gas. 27 

Q. How did you measure the investor required rate of return on common 28 

equity for the Companies? 29 

A. I measured the investor required rate of return on common equity for the 30 

Companies with discounted cash flow (“DCF”) and risk premium models.  Since 31 

the Companies do not have market-traded common stock, DCF and risk 32 

premium models cannot be applied directly to the Companies; for this reason, 33 

and to reduce measurement error, I applied both models to a sample of 34 

comparable utility companies (“Utility Sample”). 35 

Sample Selection 36 

Q. How did you select a Utility Sample comparable in risk to the Companies? 37 

A. According to financial theory, the market-required rate of return on common 38 

equity is a function of operating and financial risk.  Thus, the method used to 39 

select a sample should reflect both the operating and financial characteristics of 40 

a firm.  I adopted the group of gas utility companies that Companies’ witness 41 

Moul used in his estimate of a fair return on common equity for North Shore and 42 

Peoples Gas.  I believe that Mr. Moul’s sample companies are reasonable 43 

operating risk proxies for North Shore and Peoples Gas.   44 
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Mr. Moul’s sample group has at least 70% of its assets dedicated to gas 45 

operations.1  In addition, the average business profile of the sample group is 3, 46 

which is identical to the business profile of both North Shore and Peoples Gas.2 47 

Schedule 6.1 presents the business profile for each sample company.  The 48 

percentage of gas assets and business profiles are operating risk measures.  I 49 

will address the financial risk of North Shore, Peoples Gas and the Utility Sample 50 

later in my testimony. 51 

DCF Analysis 52 

Q. Please describe DCF analysis. 53 

A. For a utility to attract common equity capital, it must provide a rate of return on 54 

common equity sufficient to meet investor requirements.  DCF analysis 55 

establishes a rate of return directly from investor requirements.  A 56 

comprehensive analysis of operating and financial risks is unnecessary to apply 57 

DCF analysis to a company since the market price of that company’s stock 58 

already embodies the market consensus of those risks. 59 

According to DCF theory, a security price equals the present value of the cash 60 

flow investors expect it to generate.  Specifically, the market value of common 61 

stock equals the cumulative value of the expected stream of future dividends 62 

after each is discounted by the investor required rate of return. 63 

                                            
1  North Shore Ex. PRM 1-0, p. 8; Peoples Gas Ex. PRM-1-0, p. 8. 
2  Standard and Poor’s Ratings Direct, “Issuer Ranking: U.S. Utility and Power Companies, Strongest to 

Weakest,” April 12, 2007. 
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Q. Please describe the DCF model with which you measured the investor 64 

required rate of return on common equity. 65 

A. As it applies to common stocks, DCF analysis is generally employed to 66 

determine appropriate stock prices given a specified discount rate.  Since a DCF 67 

model incorporates time-sensitive valuation factors, it must correctly reflect the 68 

timing of the dividend payments that stock prices embody.  As such, 69 

incorporating stock prices that the financial market sets on the basis of quarterly 70 

dividend payments into a model that ignores the time value of quarterly cash 71 

flows constitutes a misapplication of DCF analysis. 72 

The companies in the Utility Sample pay dividends quarterly; therefore, I applied 73 

a constant-growth DCF model that measures the annual required rate of return 74 

on common equity as follows: 75 

.  g+
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qx
q

4

1=q

)]1(25.0[1
,1 )1( −+−+∑

 76 

 Where P ≡ the current stock price; 

  D1,q ≡ the next dividend paid at the end of quarter q, 
where q = 1 to 4; 

  k ≡ the cost of common equity;  

  x ≡ the elapsed time between the stock observation 
and next dividend payment dates, in years; and 

  g ≡ the expected dividend growth rate. 

The expression (1 + ke)1-[x+0.25(q-1)] is a future value factor that measures the value 77 

of each expected dividend (D1,q) one year from the stock price measurement 78 

date.  The DCF model above assumes that dividends will grow at a constant rate 79 
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and that the market value of common stock (i.e., stock price) equals the sum of 80 

the discounted value of each dividend. 81 

Q. How did you estimate the growth rate parameter? 82 

A. Determining the market-required rate of return with the DCF methodology 83 

requires a growth rate that reflects the expectations of investors.  Although the 84 

current market price reflects aggregate investor expectations, market-consensus 85 

expected growth rates cannot be measured directly.  Therefore, I measured 86 

market-consensus expected growth indirectly with growth rates forecasted by 87 

securities analysts that are disseminated to investors. 88 

Zacks, Yahoo,3 and Reuters summarize and publish the earnings growth 89 

expectations of financial analysts employed by the research departments of 90 

investment brokerage firms.  Zacks, Yahoo, and Reuters provide forward-looking, 91 

expectational estimates of earnings growth.  Schedule 6.2 presents the analysts’ 92 

growth rate estimates for the companies in the Utility Sample. 93 

Q. How did you measure the stock price? 94 

A. A current stock price reflects all information that is available and relevant to the 95 

market; thus, it represents the market's assessment of the common stock's 96 

current value.  For the Utility Sample, I measured each company’s current stock 97 

price with its closing market price from April 25, 2007.  Those stock prices appear 98 

on Schedule 6.3. 99 

                                            
3  Thomas Financial provides Yahoo’s analyst opinion data. www.yahoo.com. 
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Since current stock prices reflect the market's current expectation of both the 100 

cash flows the securities will produce and the rate at which those cash flows are 101 

discounted, an observed change in the market price does not necessarily 102 

indicate a change in the required rate of return on common equity.  Rather, a 103 

price change may reflect investors’ re-evaluation of the expected dividend growth 104 

rate.  In addition, stock prices change with the approach of dividend payment 105 

dates.  Consequently, when estimating the required return on common equity 106 

with the DCF model, one should measure the expected dividend yield and the 107 

corresponding expected growth rate concurrently.  Using a historical stock price 108 

along with current growth expectations or combining an updated stock price with 109 

past growth expectations will likely produce an inaccurate estimate of the market-110 

required rate of return on common equity. 111 

Q. Please explain the significance of the column titled “Next Dividend 112 

Payment Date” shown on Schedule 6.3. 113 

A. Estimating year-end dividend values requires measuring the length of time 114 

between each dividend payment date and the first anniversary of the stock 115 

observation date.  For the first dividend payment, that length of time is measured 116 

from the “Next Dividend Payment Date.”  Subsequent dividend payments occur 117 

in quarterly intervals. 118 

Q. How did you estimate the next four expected quarterly dividends? 119 

A. Most utilities declare and pay the same dividend per share for four consecutive 120 

quarters before adjusting the rate.  Consequently, I assumed the current dividend 121 

rate will remain in effect for a minimum of four quarters and then adjust during 122 

the same quarter it changed during the preceding year; if the utility did not 123 
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change its dividend during the last year, I assumed the rate would change during 124 

the next quarter.  The average expected growth rate was applied to the current 125 

dividend rate to estimate the expected dividend rate.  Schedule 6.3 presents the 126 

current quarterly dividends.  Schedule 6.4 presents the expected quarterly 127 

dividends. 128 

Q. Based on your DCF analysis, what is the estimated required rate of return 129 

on common equity for the Utility Sample? 130 

A. My DCF analysis estimated that the required rate of return on common equity for 131 

the Utility Sample averages 8.23%, as shown on Schedule 6.5.  That result was 132 

derived from the growth rates presented on Schedule 6.2, the stock prices and 133 

dividend payment dates presented on Schedule 6.3, and the expected quarterly 134 

dividends presented on Schedule 6.4.    135 

Risk Premium Analysis 136 

Q. Please describe the risk premium model. 137 

A. The risk premium model is based on the theory that the market-required rate of 138 

return for a given risk-bearing security equals the risk-free rate of return plus a 139 

risk premium that investors expect in exchange for assuming the risk associated 140 

with that security.  Mathematically, a risk premium equals the difference between 141 

the expected rate of return on a risk factor and the risk-free rate.  If the risk of a 142 

security is measured relative to a portfolio, then multiplying that relative measure 143 

of risk and the portfolio's risk premium produces a security-specific risk premium 144 

for that risk factor. 145 
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The risk premium methodology is consistent with the theory that investors are 146 

risk-averse.  That is, investors require higher returns to accept greater exposure 147 

to risk.  Thus, if investors had an opportunity to purchase one of two securities 148 

with equal expected returns, they would purchase the security with less risk.  149 

Similarly, if investors had an opportunity to purchase one of two securities with 150 

equal risk, they would purchase the security with the higher expected return.  In 151 

equilibrium, two securities with equal quantities of risk have equal required rates 152 

of return. 153 

The Capital Asset Pricing Model (“CAPM”) is a one-factor risk premium model 154 

that mathematically depicts the relationship between risk and return as: 155 

Rj = Rf + βj × (Rm − Rf) 156 

 where Rj ≡ the required rate of return for security j; 

  Rf ≡ the risk-free rate; 

  Rm ≡ the expected rate of return for the market portfolio; and

  βj ≡ the measure of market risk for security j. 

In the CAPM, the risk factor is market risk, which is defined as risk that cannot be 157 

eliminated through portfolio diversification.  To implement the CAPM, one must 158 

estimate the risk-free rate of return, the expected rate of return on the market 159 

portfolio, and a security or portfolio-specific measure of market risk. 160 
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Q. How did you estimate the risk-free rate of return? 161 

A. I examined the suitability of the yields on four-week U.S. Treasury bills and thirty-162 

year U.S. Treasury bonds as estimates of the risk-free rate of return. 163 

Q. Why did you examine the yields on U.S. Treasury bills and bonds as 164 

measures of the risk-free rate? 165 

A. The proxy for the nominal risk-free rate should contain no risk premium and 166 

reflect similar inflation and real risk-free rate expectations to the security being 167 

analyzed through the risk premium methodology.4  The yields of fixed income 168 

securities include premiums for default and interest rate risk.  Default risk 169 

pertains to the possibility of default on principal or interest payments.  The federal 170 

government's fiscal and monetary authority makes securities of the United States 171 

Treasury virtually free of default risk.  Interest rate risk pertains to the effect of 172 

unexpected interest rate fluctuations on the value of securities. 173 

Since common equity theoretically has an infinite life, its market-required rate of 174 

return reflects the inflation and real risk-free rates anticipated to prevail over the 175 

long run.  U.S. Treasury bonds, the longest term treasury securities, are issued 176 

with terms to maturity of thirty years; U.S. Treasury notes are issued with terms 177 

to maturity ranging from two to ten years; U.S. Treasury bills are issued with 178 

terms to maturity ranging from four weeks to six months.  Therefore, U.S. 179 

Treasury bonds more likely incorporate within their yields the inflation and real 180 

risk-free rate expectations that drive, in part, the prices of common stocks than 181 

either U.S. Treasury notes or Treasury bills. 182 

                                            
4  The real risk-free rate and inflation expectations compose the non-risk related portion of a security’s 

rate of return. 
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However, due to relatively long terms to maturity, U.S. Treasury bond yields also 183 

contain an interest rate risk premium that diminishes their usefulness as 184 

measures of the risk-free rate.  U.S. Treasury bill yields contain a smaller 185 

premium for interest rate risk.  Thus, in terms of interest rate risk, U.S. Treasury 186 

bill yields more accurately measure the risk-free rate. 187 

Q. Given the similarity in the inflation and real risk-free rate expectations that 188 

are reflected in the yields on U.S. Treasury bonds and the prices of 189 

common stocks, does it necessarily follow that the inflation and real risk-190 

free rate expectations that are reflected in the yields on U.S. Treasury bills 191 

and the prices of common stocks are dissimilar? 192 

A. No.  To the contrary, short and long-term inflation and real risk-free rate 193 

expectations, including those that are reflected in the yields on U.S. Treasury 194 

bills, U.S. Treasury bonds, and the prices of common stocks, should equal over 195 

time.  Any other assumption implausibly implies that the real risk-free rate and 196 

inflation are expected to systematically and continuously rise or fall. 197 

Although expectations for short and long-term real risk-free rates and inflation 198 

should equal over time, in finite time periods short and long-term expectations 199 

may differ.  Short-term interest rates tend to be more volatile than long-term 200 

interest rates.5  Consequently, over time U.S. Treasury bill yields are less biased 201 

(i.e., more accurate) but less reliable (i.e., more volatile) estimators of the long-202 

term risk-free rate than U.S. Treasury bond yields.  In comparison, U.S. Treasury 203 

bond yields are more biased (i.e., less accurate) but more reliable (i.e., less 204 

volatile) estimators of the long-term risk-free rate.  Therefore, an estimator of the 205 

                                            
5  Fabozzi, ed., The Handbook of Fixed Income Securities, Fifth Edition, Irwin, p. 827. 
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long-term nominal risk-free rate should not be chosen mechanistically.  Rather, 206 

the similarity in current short and long-term nominal risk-free rates should be 207 

evaluated.  If those risk-free rates are similar, then U.S. Treasury bill yields 208 

should be used to measure the long-term nominal risk-free rate.  If not, some 209 

other proxy or combination of proxies should be used. 210 

Q. What are the current yields on four-week U.S. Treasury bills and thirty-year 211 

U.S. Treasury bonds? 212 

A. Both four-week U.S. Treasury bills and thirty-year U.S. Treasury bonds are 213 

currently yielding 4.83%.  Both estimates are derived from quotes for April 25, 214 

2007.6  Schedule 6.6 presents the published quotes and effective yields.  Since 215 

the yields on the two Treasury securities are identical, my estimate of the risk-216 

free rate equals 4.83%. 217 

Q. How was the expected rate of return on the market portfolio estimated? 218 

A. The expected rate of return on the market was estimated by conducting a DCF 219 

analysis on the firms composing the S&P 500 Index (“S&P 500”) as of March 30, 220 

2007.  That analysis used dividend information reported in the April 2007 edition 221 

of S&P’s Security Owner's Stock Guide and closing market prices and growth 222 

rate estimates reported by Zacks on April 2, 2007.  Firms not paying a dividend 223 

as of March 30, 2007, or for which Zacks growth rates were not available were 224 

eliminated from the analysis.  The resulting company-specific estimates of the 225 

expected rate of return on common equity were then weighted using market 226 

value data from Zacks on April 2, 2007.  The estimated weighted average 227 

                                            
6  The Federal Reserve Board, Federal Reserve Statistical Release: Selected Interest Rates, H.15 Daily 

Update, www.federalreserve.gov/releases/H15/update/, April 25, 2007. 
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expected rate of return for the remaining 385 firms, composing 85.40% of the 228 

market capitalization of the S&P 500, equals 13.46%. 229 

Q. How did you measure market risk on a security-specific basis? 230 

A. Beta measures risk in a portfolio context.  When multiplied by the market risk 231 

premium, a security's beta produces a market risk premium specific to that 232 

security.  I used Value Line’s betas and a regression analysis to estimate the 233 

beta of the Utility Sample. 234 

 Value Line estimates beta for a security with the following model using an 235 

ordinary least-squares technique:7 236 

Rj,t = aj + βj × Rm,t + ej,t 237 

 where Rj,t ≡ the return on security j in period t; 

  Rm,t ≡ the return on the market portfolio in period t; 

  aj ≡ the intercept term for security j; 

  βj ≡ beta, the measure of market risk for security j; and 

  ej,t ≡ the residual term in period t for security j.  

A beta can be calculated for firms with market-traded common stock.  Value Line 238 

calculates its betas in two steps.  First, the returns of each company are 239 

regressed against the returns of the New York Stock Exchange Composite Index 240 

(“NYSE Index”) to estimate a raw beta.  The Value Line regression employs 259 241 

                                            
7  Statman, Meir, “Betas Compared: Merrill Lynch vs. Value Line”, The Journal of Portfolio Management, 

Winter 1981. 
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weekly observations of stock return data.  Then, an adjusted beta is estimated 242 

through the following equation: 243 

βadjusted = 0.35 + 0.67 × βraw. 244 

 The regression analysis applies an ordinary least-squares technique to the 245 

following model to estimate beta for a security or portfolio of securities: 246 

Rj,t - Rf,t = α + β (Rm,t - Rf,t) + εt 247 

 where Rj,t ≡ the return on security j in period t; 

  Rf,t ≡ the risk-free rate of return in period t; 

  Rm,t ≡ the return on the market portfolio in period t; 

  α ≡ the intercept term for security j; 

  β ≡ beta, the measure of market risk for security j; and 

  εt ≡ the residual term in period t for security j.  

 The regression analysis beta estimate for the Utility Sample was calculated in 248 

three steps.  First, the U.S. Treasury bill return was subtracted from the average 249 

percentage change in the sample’s stock prices and the percentage change in 250 

the NYSE Index to estimate the portfolio’s return in excess of the risk-free rate.  251 

Second, the excess returns of the Utility Sample were regressed against the 252 

excess returns of the NYSE Index to estimate a raw beta.  The regression 253 

analysis employs sixty monthly observations of stock and U.S. Treasury bill 254 

return data.  Third, an adjusted beta is estimated through the following equation: 255 
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βadjusted = 0.33743 + 0.66257 × βraw. 256 

Q. Why do you adjust the raw beta estimate? 257 

A. I adjust the raw beta estimate for two reasons.  First, betas tend to regress 258 

towards the market mean of 1.0 over time; therefore, the adjustment should 259 

increase the accuracy of the beta estimate.  Second, some empirical tests of the 260 

CAPM suggest that the linear relationship between risk, as measured by raw 261 

beta, and return is flatter than the CAPM predicts.  That is, securities with raw 262 

betas less than one tend to realize higher returns than the CAPM predicts.  263 

Conversely, securities with raw betas greater than one tend to realize lower 264 

returns than the CAPM predicts.  Adjusting the raw beta estimate towards the 265 

market mean of 1.0 results in a linear relationship between the beta estimate and 266 

realized return that more closely conforms to the CAPM prediction.8  Securities 267 

with raw betas less than one are adjusted upwards thereby increasing the 268 

predicted required rate of return towards observed realized rates of return.  269 

Conversely, securities with raw betas greater than one are adjusted downwards 270 

thereby decreasing the predicted rate of return towards observed realized rates 271 

of return. 272 

                                            
8  Litzenberger, Ramaswamy and Sosin, “On the CAPM Approach to the Estimation of a Public Utility’s 

Cost of Equity Capital,” Journal of Finance, May 1980 and Blume, M., “Betas and Their Regression 
Tendencies,” Journal of Finance, June 1975. 
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Q. What is the beta estimate for the Utility Sample? 273 

A. As shown in Schedule 6.7, the average Value Line beta for the Utility Sample is 274 

0.87.9  The regression beta estimate for the Utility Sample is 0.62.  The average 275 

of those two estimates is 0.75. 276 

Q. What required rate of return on common equity does the risk premium 277 

model estimate for the Utility Sample? 278 

A. The risk premium model estimates a required rate of return on common equity of 279 

11.34% for the Utility Sample.  The computation of that estimate appears on 280 

Schedule 6.6. 281 

Cost of Common Equity Recommendation 282 

Q. Based on your entire analysis, what is your estimate of the Companies’ 283 

cost of common equity? 284 

A. A thorough analysis of the required rate of return on common equity requires 285 

both the application of financial models and the analyst's informed judgment.  An 286 

estimate of the required rate of return on common equity based solely on 287 

judgment is inappropriate.  Nevertheless, because techniques to measure the 288 

required rate of return on common equity necessarily employ proxies for investor 289 

expectations, judgment remains necessary to evaluate the results of such 290 

analyses.  Along with DCF and risk premium cost of common equity analyses, I 291 

have considered the observable 6.01% rate of return the market currently 292 

requires on less risky A-rated long-term utility debt.10  Based on my analysis, in 293 

                                            
9  The Value Line Investment Survey, “Summary and Index,” April 27, 2007, pp. 2-22. 
10  The Value Line Investment Survey, “Selection & Opinion,” April 27, 2007. 
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my judgment the Companies’ investor-required rate of return on common equity 294 

equals 9.50% for North Shore and 9.70% for Peoples Gas. 295 

Q. Please summarize how you estimated the investor-required rate of return 296 

on common equity for the Companies. 297 

A. First, I estimated the investor required rate of return on common equity for the 298 

Utility Sample, which is a simple average of the DCF-derived results (8.23%) and 299 

the risk premium-derived results (11.34%) for the Utility Sample, or 9.79%.  The 300 

models from which the individual company estimates were derived are correctly 301 

specified and thus contain no source of bias.  Moreover, I am unaware of bias in 302 

my proxy for investor expectations.11  In addition, measurement error has been 303 

minimized through the use of a sample, since estimates for a sample as a whole 304 

are subject to less measurement error than individual company estimates.   305 

Second, I adjusted the Utility Sample’s investor required rate of return downward 306 

to reflect the lower risk of the Companies relative to the Utility Sample.  I adjusted 307 

the Utility Sample’s investor required rate of return downward 29 basis points for 308 

North Shore and 9 basis points for Peoples Gas.  Thus, the investor-required rate 309 

of return on common equity is 9.50% for North Shore and 9.70% for Peoples 310 

Gas. 311 

                                            
11  Except as discussed above in regard to U.S. Treasury bond yields as proxies for the long-term risk-

free rate. 
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Q. Why did you adjust your estimate of the investor-required rate of return on 312 

common equity for the Utility Sample downward to estimate the cost of 313 

common equity for North Shore and Peoples Gas? 314 

A. A proxy for the target companies, which are North Shore and Peoples Gas in this 315 

proceeding, should reflect the risks of those Companies.  If the proxy does not 316 

accurately reflect the risk level of the target company, its cost of common equity 317 

should be adjusted to more accurately reflect the risk of the target company.  318 

Therefore, a review of the relative risks of the Utility Sample and the Companies 319 

is necessary.     320 

As I discussed previously, the cost of common equity is a function of both 321 

operating and financial risk.  I also noted that the Utility Sample and the 322 

Companies have similar degrees of operating risk as measured by utility assets 323 

and S&P business profiles.  A comparison of the financial risk of the Utility 324 

Sample with that of the Companies remains. 325 

Q. How did you assess the financial risk of the Utility Sample and the 326 

Companies? 327 

A. S&P categorizes debt securities on the basis of the risk that a company will 328 

default on its interest and principal payment obligations.  The resulting credit 329 

rating reflects both the operating and financial risks of a utility.12  Since the 330 

operating risks of the Utility Sample and the Companies are similar, any 331 

difference in their credit ratings or implied credit ratings would be largely a 332 

function of financial risk.  Therefore, I compared the average S&P credit rating of 333 

                                            
12  S&P Utilities Rating Service: Industry Commentary, May 20, 1996, p.1. 
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the Utility Sample to the credit ratings Staff’s proposed revenue requirements 334 

imply for the Companies.   335 

Although no formula exists for determining a credit rating, S&P publishes utility 336 

benchmark values, by business profile, for the financial ratios it uses to 337 

determine credit ratings.  Therefore, I compared the values for the benchmark 338 

financial ratios that result from Staff’s proposed revenue requirement to S&P’s 339 

benchmarks for utilities with the Companies’ business profile of 3.  Staff’s 340 

recommended revenue requirement for North Shore results in a funds from 341 

operations (“FFO”) to interest coverage ratio of 5.4X that lies above the 342 

benchmark range for an AA credit rating and a FFO to total debt coverage ratio 343 

of 23.6% that lies near the top of the benchmark range for an A credit rating. 344 

Staff’s recommended revenue requirement for Peoples Gas results in a FFO to 345 

interest coverage ratio of 4.8X that lies above the upper end of the benchmark 346 

range for an AA credit rating and a FFO to total debt coverage ratio of 17.4% that 347 

falls within the benchmark range of a A credit rating. From this analysis, I 348 

conclude that Staff’s revenue requirement recommendations, including my cost 349 

of common equity recommendation, indicate a level of financial strength that is 350 

commensurate with an AA credit rating for North Shore and an AA- credit rating 351 

for Peoples Gas.  Further, the Companies’ imputed total debt to total capital ratio 352 

of 44% is at the higher end of the benchmark range for an AA credit rating. 353 

 The benchmark financial ratios from S&P for utilities with a business profile score 354 

of 3 as well as those resulting from Staff’s proposed revenue requirements are 355 

presented below in Table 1 – Benchmark Ratios. 356 
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 Table 1 – Benchmark Ratios 357 

 AA A BBB 

Financial Guideline Ratios   

FFO/IC 3.5-4.5X 2.5-3.5X 1.5-2.5X 

FFO/Debt 25-30% 15-25% 10-15% 

     Total Debt/Total Capital 42-50% 50-55% 55-65% 

Staff Proposal – North Shore    

FFOIC 5.4X   

FFO/Debt  23.6%  

Total Debt/Total Capital 44%   

Staff Proposal – Peoples Gas    

FFOIC 4.8X   

FFO/Debt  17.4%  

Total Debt/Total Capital 44%   

 The Utility Sample’s lower average credit rating indicates that its risk is higher 358 

than that of the North Shore and Peoples Gas.  Financial theory posits that 359 

investors require higher returns to accept greater exposure to risk.  Conversely, 360 

the investor-required rate of return is lower for investments with less exposure to 361 

risk.  Thus, in my judgment, given the difference between the implied forward-362 

looking credit ratings for the Companies and the average credit rating of the 363 

Utility Sample, adjustments are required.   364 
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Q. How did you calculate the coverage ratios implied by your capital 365 

component cost recommendations and capital structure? 366 

A. The FFO to interest coverage ratio equals interest divided into the sum of the 367 

funds available to shareholders, non-cash items (i.e. depreciation, amortization, 368 

deferred taxes and investment tax credits), and interest.  The FFO to debt 369 

coverage ratio equals the sum of the funds available to shareholders and non-370 

cash items divided by total debt.  The calculation of those ratios is presented in 371 

Schedule 6.8. 372 

Q. How did you estimate the components of the above coverage ratios? 373 

A. Each component was based on its contribution to Staff’s recommended revenue 374 

requirement for North Shore and Peoples Gas.  “Funds available to 375 

shareholders” equals the product of Staff’s recommendations for cost of common 376 

equity, common equity ratio, and rate base.13  Depreciation, amortization, 377 

deferred taxes, and investment tax credits equal Staff’s recommendations for 378 

those items.14  The interest component equals the product of Staff’s 379 

recommendations for cost of debt, debt ratio, and rate base.15  Total debt equals 380 

the product of Staff’s recommendations for percentage of debt in the capital 381 

structure and rate base. 382 

                                            
13  Staff’s recommended common equity ratio for each of the Companies can be found in ICC Staff 

Exhibit 5.0, Schedule 5.01; Staff’s recommended rate base can be found in ICC Staff Exhibit 1.0, 
Schedule 1.1 (N) and Schedule 1.1 (P). 

14  ICC Staff Exhibit 1.0, Schedules 1.1(N) and Schedule 1.1 (P). 
15  Staff’s recommended cost of debt and debt ratio for each of the Companies can be found in ICC Staff 

Exhibit 5.0, Schedule 5.01. 
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Q. How did you establish the adjustments you used to determine the cost of 383 

common equity for the Companies? 384 

A. The 29 basis point adjustment for North Shore reflects the spread between A 385 

rated and AA rated 30-year utility debt yields.16  The 9 basis point adjustment for 386 

Peoples Gas reflects the spread between A rated and AA- rated 30-year utility 387 

debt yields.17   This adjustment is derived from the average S&P credit rating of A 388 

for the Utility Sample and the implied, going-forward, S&P credit ratings of AA for 389 

North Shore and AA- for Peoples Gas.  The 30-year utility spreads are presented 390 

on Schedule 6.8. 391 

Q. Standard and Poor’s currently rates North Shore and Peoples Gas A-.18 392 

Why is it appropriate to adjust your cost of common equity 393 

recommendation for North Shore and Peoples Gas to reflect credit ratings 394 

of AA and AA-, respectively? 395 

A.  On September 26, 2002, Standard and Poor’s downgraded North Shore and 396 

Peoples Gas to A- from AA-.19  The downgrade was a result of the Companies’ 397 

parent company, Peoples Energy Corporation’s (“Peoples Energy”) “increasing 398 

business risk with the growing share of nonregulated business.”20  The S&P 399 

ratings reports are presented in Schedule 6.9.  In addition, the financial ratios for 400 

both North Shore and Peoples Gas were improving during the period leading up 401 

to S&P’s downgrade of the Companies’ credit ratings.  The benchmark ratios for 402 

the Companies from 2001-2003 are presented below in Table 2 403 
                                            
16  Reuters Corporate Spreads for Utilities, www.bondsonline.com, April 26, 2007. 
17  Ibid. 
18  Silva, Jeanny, “Summary: North Shore Gas Co.,” www.ratingsdirect.standardandpoors.com, 

November 1, 2006.; Silva, Jeanny, “Summary: Peoples Gas Light & Coke 
Co.,”www.ratingsdirect.standardandpoors.com, November 3, 2006 

19  Ibid. 
20  Acar, Elif, “Research: Peoples Energy Corp.’s Ratings Lowered; Outlook Stable,” 

www.ratingsdirect.standardandpoors.com, September 26, 2002. 
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Table 2    

 2001 2002 2003 

North Shore21    

      FFOIC 5.0X 5.4X 7.1X 

      FFO/Debt 30.1% 32.6% 30.8% 

Peoples Gas22    

      FFOIC 3.5X 7.1X 7.3X 

      FFO/Debt 16.2% 25.5% 26.1% 

    

 It is my understanding that Section 9-230 of the Illinois Public Utilities Act 404 

(“Act”)(220 ILCS 5/9-230 et seq.) prohibits the Commission from including the 405 

incremental risk or increased cost of capital resulting from a utility’s affiliation with 406 

unregulated or non-utility companies.23  Since the Companies’ A- credit ratings 407 

are a function of their affiliation with unregulated or non-utility companies, the 408 

cost associated with those credit ratings cannot be reflected in the Companies’ 409 

rates.  In contrast, unregulated or non-utility affiliations do not affect the credit 410 

ratings implied by the Companies’ forward-looking financial ratios, which are 411 

calculated wholly from their revenue requirements. 412 

Q. Do your cost of common equity recommendations take into account the 413 

riders that the Companies are proposing in this case? 414 

A. No.  Companies’ witness Moul incorrectly assumes that since some of the 415 

companies in his sample already have some of the proposed tariff mechanisms 416 

                                            
21  Acar, Elif, “Research: North Shore Gas Co.,” October 26, 2004. 
22  Acar, Elif, “Research: Peoples Gas Light & Coke Co. (The),” October 26, 2004 
23  “In determining a reasonable rate of return upon investment for any public utility in any proceeding to 

establish rates or charges, the Commission shall not include any … incremental risk [or] increased 
cost of capital … which is the direct or indirect result of the public utility’s affiliation with unregulated or 
non-utility companies.”  220 ILCS 5/9-230. 
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in place, his recommendation reflects the impacts of the Companies’ proposed 417 

riders. 24  This implies that without the riders, the Companies are riskier than the 418 

Utility Sample.  That implication is not supported.  To the contrary, according to 419 

S&P business profiles, the operating risk of the Companies equals the average 420 

operating risk of the Utility Sample.  Commission approval of a rider would 421 

reduce the operating risk of the Companies.  My cost of common equity 422 

recommendations are based on the Companies’ current S&P business profiles, 423 

which do not reflect the reduction in operating risk that would result from the 424 

proposed riders.  Therefore, my cost of common equity recommendations for the 425 

Companies would need to be adjusted downward to reflect the reduction in risk 426 

associated with approval of each rider.   427 

 Staff witness Peter Lazare recommends the Commission reject the Companies’ 428 

proposed riders in ICC Staff Exhibit 8.0.  However, if the Commission approves 429 

any of the Companies proposed riders, then a downward adjustment to each of 430 

my cost of common equity recommendations would be appropriate since my cost 431 

of common equity recommendations are based on the Companies’ risk going 432 

forward without Commission approval of any riders.    433 

Q. Can you estimate the reduction in the cost of capital that would result from 434 

the adoption of each rider? 435 

A. No.  Isolating the effect of each rider on the Companies’ costs of capital is not 436 

possible.  Nevertheless, I can present some guiding principles for any adjustment 437 

to reflect the reduction in cost of capital that would result if the Commission 438 

adoption of any rider.  An estimate of the reduction in cost of capital would 439 

                                            
24  North Shore Ex. PRM 1.0, p. 4; Peoples Gas Ex. PRM 1.0, p. 4. 
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require an assessment of the risk reduction associated with the approved 440 

rider(s), evaluation of the financial ratios based on the proper operating risk, and 441 

a downward adjustment to the account for the lower total risk of the Companies 442 

compared to the Utility Sample. 443 

 First, the amount of risk reduction associated with each rider would need to be 444 

determined.  The greater the amount of revenue associated with the rider, the 445 

greater the amount of operating risk reduction.  If the reduction in operating risk 446 

is sufficiently large, S&P would ultimately change the business profile it assigns 447 

to the utility.  A utility’s business profile is evaluated on a scale of one to ten, 448 

“where ‘1’ represents the lowest risk and ‘10’ the highest risk.”25 449 

 Next, the Companies’ financial ratios would need to be re-evaluated based upon 450 

the proper level of operating risk to determine the implied credit rating for the 451 

Companies. The benchmark financial ratios from S&P for utilities with a business 452 

profile score of 1, 2, and 3 are presented below in Table 3.  453 

                                            
25  Standard & Poor’s, “Research: New Business Profile Scores Assigned for U.S. Utility and Power 

Companies; Financial Guidelines Revised,” June 2, 2004. 
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 454 

Table 3    

 AA A BBB 

FFOIC    

Business Profile-1 2.5-3X 1.5-2.5X 1-1.5X 

Business Profile-2 3-4X 2-3X 1-2X 

Business Profile-3 3.5-4.5X 2.5-3.5X 1.5-2.5X 

FFO/Debt    

Business Profile-1 15-20% 10-15% 5-10% 

Business Profile-2 20-25% 12-20% 8-12% 

Business Profile-3 25-30% 15-25% 10-15% 

Total Debt/Total Capital    

Business Profile-1 48-55% 55-60% 60-70% 

Business Profile-2 45-52% 52-58% 58-68% 

Business Profile-3 42-50% 50-55% 55-65% 

    

The Companies have an average business profile of 3.  If the adoption of the 455 

proposed riders was expected to reduce the Companies’ business profiles to 2, 456 

the values for the Companies’ going-forward financial ratios should be compared 457 

to S&P’s benchmarks for utilities with a business profile of 2.  In that situation, the 458 

Companies’ financial ratios would imply a credit rating of at least AA+ for North 459 

Shore and AA for Peoples Gas.  Staff’s recommended revenue requirement for 460 

North Shore results in a funds from operations (“FFO”) to interest coverage ratio 461 

of 5.4X that lies above the benchmark range for an AA credit rating and a FFO to 462 

total debt coverage ratio of 23.6% that lies near the top of the benchmark range 463 
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for an AA credit rating.  Staff’s recommended revenue requirement for Peoples 464 

Gas results in a FFO to interest coverage ratio of 4.8X that exceeds the upper 465 

end of the benchmark range for an AA credit rating and a FFO to total debt 466 

coverage ratio of 17.4% that lies near the top of the benchmark range of an A 467 

credit rating.  Further, the Companies’ total debt to total capital ratio of 44% is 468 

above the benchmark range for an AA credit rating.  Thus, a change in business 469 

profile due to the reduction in operating risk would result in financial ratios that 470 

are consistent with stronger credit ratings than Staff’s cost of equity 471 

recommendations reflect. 472 

Finally, Utility Sample’s investor required rate of return would need to be adjusted 473 

downward to properly reflect the lower total risk of the Companies relative to the 474 

Utility Sample.  I recommend an adjustment based on the spread between A 475 

rated utility debt yields, presented on Schedule 6.8, and the utility debt yields 476 

consistent with the implied credit ratings determined from the proper business 477 

profile, as explained above.  478 

Q. Should the investor-required rate of return on common equity be adjusted 479 

for issuance costs? 480 

A. No.  The Commission Order from Commonwealth Edison Company, Docket No. 481 

94-0065, states that “The Commission has traditionally approved [flotation cost] 482 

adjustments only when the utility anticipates it will issue stock in the test year or 483 

when it has been demonstrated that costs incurred prior to the test year have not 484 

been recovered previously through rates.”26  Moreover, that Order states that 485 

“[the utility] has the burden of proof on this issue.”  Thus, flotation costs are to be 486 

                                            
26  Order, Docket No. 94-0065, pp. 93-94. 



Docket Nos. 07-0241/07-0242 
(Consolidated) 

 ICC Staff Exhibit 6.0 

 27

allowed only if a utility can verify both that it has incurred the specific amount of 487 

flotation costs for which it seeks compensation and that those costs have not 488 

been previously recovered through rates.   489 

Instead of using the Companies’ actual flotation costs, Mr. Moul applies a 490 

generalized flotation cost estimate based on “public offerings of common stocks 491 

by gas companies from 2001 to 2005.”27  The Commission has repeatedly 492 

rejected the use of generalized flotation cost adjustments in previous cases as an 493 

inappropriate basis for raising utility rates.28  Thus, Mr. Moul’s flotation cost 494 

adjustment should be rejected.  Significantly, the Commission rejected North 495 

Shore and Peoples Gas’ flotation cost adjustment proposal in, Docket No. 91-496 

0010 and 91-0586, respectively.29, 30 497 

RESPONSE TO COMPANIES’ WITNESS MOUL 498 

Q. Please evaluate Mr. Moul’s analysis of the Companies’ cost of common 499 

equity. 500 

A. Mr. Moul's analysis contains several errors that lead him to over-estimate the 501 

Companies’ cost of common equity.  Critical errors occur in, or are the result of, 502 

his DCF, CAPM, and risk premium analyses.  The most significant flaws in Mr. 503 

Moul’s analysis of the Companies’ cost of common equity are the following: 504 

                                            
27  North Shore Ex. PRM-1.13D, p. 2 and Peoples Gas Ex. PRM-1.13D, p. 2. 
28  Order, Docket No. 01-0696, September 11, 2002, pp. 23-24; Order, Docket Nos. 02-0798/03-0008/03-

0009 (Cons.), October 22, 2003, pp. 83 and 89; Order, Docket Nos. 01-0465/01-0530/01-0637 
(Cons.), March 28, 2002, pp. 75 and 79. 

29  Order, Docket No. 91-0010, November 8, 1991, p. 28; Order, Docket No. 91-0010, October 6, 1992, p. 
53.  Both Companies withdrew their request for a flotation cost adjustment in their last rate cases. 

30  North Shore and Peoples Gas both withdrew their request for a flotation cost adjustment in their last 
rate cases. Docket No. 95-0031, November 8, 1995, p. 32. Docket No. 95-0032, November 8, 1995, p. 
40. 
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1.  Mr. Moul’s use of historical data in each of his models is 505 

problematic. 506 

2.  Mr. Moul’s Risk Premium Model (“RPM”) is based on inappropriate 507 

estimates of the common equity risk premium for his proxy groups. 508 

3.  Mr. Moul included an unwarranted leverage adjustment in deriving 509 

his DCF and CAPM estimates of the cost of common equity. 510 

Historical Data 511 

Q. Why is Mr. Moul’s use of historical data in his DCF, CAPM, and RPM 512 

models improper? 513 

A. The use of historical data is problematic.  First, historical data favors outdated 514 

information that the market no longer considers relevant over the most-recently 515 

available information.  Second, historical data reflects conditions that may not 516 

continue in the future.  In other words, use of average historical data implies that 517 

securities data will revert to a mean.  Even if securities data were mean reverting, 518 

there is no method for determining the true value of that mean let alone the 519 

length of time over which mean reversion will occur.  Consequently, sample 520 

means, which depend upon the measurement period used, are substituted.  521 

Thus, any measurement period chosen is arbitrary, rendering the results 522 

uninformative. 523 

Q. What historical data did Mr. Moul use in his cost of common equity 524 

analyses? 525 

A. Mr. Moul used historical data to estimate the growth rate and dividend yield in his 526 

DCF analysis, the A-rated utility bond default premium and the common equity 527 
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risk premium in his RPM analysis, and the common equity risk premium in his 528 

CAPM analysis. 529 

Q. Please provide an example of how the use of historical data can distort 530 

cost of common equity analyses. 531 

A. First, consider Mr. Moul’s use of historical data31 in determining the dividend yield 532 

(dividend ÷ stock price) in his DCF model.  Since stock prices reflect all current 533 

information, only the most recent stock price can reflect the most recently 534 

available information.  Historical stock prices must include observations that 535 

cannot reflect the most current information available to the market.  For example, 536 

if the actual earnings for a company were much higher than anticipated, the 537 

market would react to that news and bid up its stock price.  Consequently, the 538 

pre-earnings announcement stock prices would reflect obsolete information and 539 

understate the value of that company’s stock. 540 

Mr. Moul implies that his use of historical data to estimate the dividend yield is an 541 

attempt to reduce measurement error when he states that “the use this [six-542 

month] dividend yield will reflect current capital cost rates while avoiding spot 543 

yields.”32  However, while it is true that measurement error is a problem inherent 544 

in cost of common equity analysis and should be reduced whenever possible, 545 

introducing old stock prices into an analysis simply substitutes one alleged 546 

source of measurement error, volatile stock prices, for another, irrelevant stock 547 

prices.  Stock prices can be influenced by temporary imbalances in supply and 548 

                                            
31  Mr. Moul used a monthly average of the six months ending October 2006 (North Shore Ex. PRM-1.0, 

p. 16; Peoples Gas Ex. PRM-1.0, p. 16). 
32  North Shore Ex. PRM-1.0, p. 16; Peoples Gas Ex. PRM-1.0, p. 16. 
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demand; however, any distortions such imbalances might have on the measured 549 

cost of common equity can be reduced through the use of samples, a technique 550 

which Mr. Moul already applies. 551 

Next, consider Mr. Moul’s CAPM analysis, which calls for an estimate of the 552 

investor-required rate of return on the market portfolio.  Mr. Moul estimates the 553 

required rate of return on the market using, in part, historical earned rates of 554 

return.  As proxies for current required rates of return, historical earned returns 555 

possess several shortcomings.  First, the returns an investment generates are 556 

unlikely to have equaled investor return requirements due to unpredictable 557 

economic, industry-related, or company-specific events.  Second, even if an 558 

investment’s return equaled investor requirements in a given period, both the 559 

price of, and the investment’s sensitivity to, each source of risk changes over 560 

time.  Consequently, the past relationship between two investments, such as 561 

common equity and debt, is unlikely to remain constant.  Third, the magnitude of 562 

the historical risk premium depends upon the measurement period used.  563 

Unfortunately, no proven method exists for determining the appropriate 564 

measurement period.  Thus, historical earned rates of return are questionable 565 

estimates of the required rate of return that are susceptible to manipulation and 566 

whose use could distort the estimate of a company’s cost of common equity. 567 
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Q. Has the Commission previously ruled on the use of historical data in 568 

determining a company’s cost of common equity before? 569 

A. Yes.  In Docket No. 92-0357, a rate proceeding for Iowa-Illinois Gas and Electric 570 

Company, the Commission Order stated, “[t]he Commission notes that the 571 

investor-required return on common equity is a forward-looking concept.  Mr. 572 

Benore [the company witness], in many instances, inappropriately utilized 573 

historical data to determine the Company’s cost of common equity.”33  Similarly, 574 

in Docket No. 95-0076, a rate proceeding for Consumers Illinois Water Company, 575 

the Commission Order stated, “[t]he Commission also concludes that Staff’s 576 

criticism of Dr. Phillips’ use of two-month average historical stock prices and 577 

historical growth rates in his traditional DCF analysis, and historical risk 578 

premiums in his risk premium analysis are valid.  Historical data is inappropriate 579 

in determining a forward-looking cost of common equity because it contains 580 

information that may no longer be relevant to investors.”34 581 

Risk Premium Model 582 

Q. Please describe Mr. Moul’s risk premium model. 583 

A. To estimate a common equity return commensurate with the Companies’ level of 584 

risk, Mr. Moul starts with a projected yield of 6.25% on A-rated public utility 585 

bonds.35  Next, he estimates a 5.20% common equity premium, which represents 586 

the historical spread between public utility bonds and the S&P Public Utilities 587 

Index.  Mr. Moul adjusts the 5.20% premium down to 5.00% in recognition of the 588 

                                            
33  Order, Docket No. 92-0357, July 21, 1993, p. 66. 
34  Order, Docket No. 95-0076, December 20, 1995, p. 70. 
35  North Shore Ex. PRM-1.0 p. 35 and Peoples Gas Ex. PRM-1.0 pp. 35-36. 
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lower risk of his proxy group in comparison to the S&P Public Utilities.36  Finally, 589 

he adds the 5.00% premium to the 6.25% A-rated utility bond yield, which results 590 

in cost of common equity estimates of 11.25%. 591 

Q. Please describe the shortcomings of Mr. Moul’s risk premium model. 592 

A. Mr. Moul’s methodology for determining a reasonable common equity risk 593 

premium for his proxy groups is inappropriate.  In determining the common equity 594 

risk premium, Mr. Moul began with a 5.20% base common equity risk premium 595 

estimate representing the historical earnings spread between public utility bonds 596 

and the S&P Utilities Index, which he adjusted to 5.00%, as discussed above.  597 

Unfortunately, the ultimate estimate was based on flawed methodology.  First, 598 

Mr. Moul’s base common equity premium estimate is calculated from historical 599 

data, which is inappropriate.  As discussed previously, the magnitude of a 600 

historical risk premium depends upon the measurement period used, as 601 

evidenced by Mr. Moul’s own results shown on North Shore Ex. PRM-1.10 and 602 

Peoples Gas Ex. PRM-1.10, page 2.  For example, had Mr. Moul used the 1952-603 

2005 measurement period, his base common equity premium estimate would 604 

have been 6.05% rather than 5.20%.37  Second, Mr. Moul added a risk premium 605 

measured from a public utility bond index to an estimate of A-rated bond yield 606 

without providing any support that the two are equivalent.  Third, Mr. Moul 607 

provides no quantitative support for the adjustments he made in deriving 608 

estimates of the common equity risk premium from the base common equity risk 609 

premium.  610 

                                            
36  North Shore Ex. PRM-1.0 p. 16 and Peoples Gas Ex. PRM-1.0 p. 31. 
37  North Shore Ex. PRM-1.10 and Peoples Gas Ex. PRM-1.10.  Mr. Moul measures the realized risk 

premium over four historical measurement periods.  Of course, he could have presented hundreds of 
different periods, each as valid or as invalid as any other. 
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Leverage Adjustment 611 

Q. Please explain why the leverage adjustment Mr. Moul included in his DCF 612 

and CAPM Models is unwarranted. 613 

A. Mr. Moul’s adjustment of his market-based DCF and CAPM models for 614 

application to book value has both theoretical and empirical flaws.  Financial 615 

theory provides no basis for Mr. Moul’s modification of the DCF and CAPM 616 

models.  In addition, Mr. Moul’s adjustments to his DCF and CAPM models are 617 

based on the incorrect notion that utilities should be authorized rates of return on 618 

common equity in excess of the investor-required return whenever their market 619 

values of common equity exceed book values.  To address this issue, one must 620 

first explore why the market value of utility common equity exceeds book value, 621 

which Mr. Moul has failed to do. 622 

Q. Please explain why the market value of a utility’s common equity might be 623 

higher than the book value of common equity. 624 

A. There are two possible explanations for how utility stock prices have come to 625 

exceed their respective book values: (1) the investor-required rate of return has 626 

fallen or (2) expectations of future earnings have risen.  The investor-required 627 

rate of return on an investment in a utility would fall if either the price of risk (i.e., 628 

the risk premium) has fallen or if investors’ perceived level of risk in that utility 629 

has fallen.  Either way, if a utility’s stock price grows to exceed its book value due 630 

to a decline in investors’ required rate of return for that utility, then it obviously 631 

follows that the Commission should authorize a lower rate of return. 632 
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An increase in investors’ expectations of future returns could also cause a rise in 633 

market values over book values.  Such an increase in expectations may be due 634 

to positive deviations from the test year amounts upon which the company’s 635 

rates are set.  Clearly, the Commission should not approve higher rates today 636 

based on such deviations (e.g., higher than projected sales) from past rate case 637 

estimates.  Increased expectations of future returns may also be a function of 638 

earned returns from sources other than the revenue requirements formula 639 

component (ROther), the product of rate base and rate of return.  Earnings from 640 

these sources could allow a utility to earn returns beyond the level needed to 641 

meet investors’ required rate of return. 642 

ROther can come from a number of sources.  First, many utilities have unregulated 643 

sources of income that would contribute to earnings beyond the level needed to 644 

meet the required rate of return.  Obviously, the Commission should not allow 645 

utilities higher rates of return due to stock price increases caused by such 646 

unregulated operations.  Second, the normalization of deferred income taxes and 647 

income tax credits might also contribute to the divergence between utility market 648 

and book common equity values since that practice compensates utilities for 649 

taxes they do not yet owe.  Finally, investors do not value utilities on the basis of 650 

accounting earnings, as Mr. Moul suggests, but on economic earnings and cash 651 

flow.  In utility revenue requirements, part of cash flow comes from operating 652 

income (i.e., rate base × rate of return).  The larger share of the remainder 653 

comes from operating expenses in the form of depreciation and deferred taxes.  654 

The Commission should not further increase allowed rates of return when 655 
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benefits that utilities receive from other aspects of the rate setting process such 656 

as tax normalization rules and cash flow from sources such as depreciation and 657 

deferred taxes increase stock prices above book value.  To do otherwise would 658 

compensate utilities twice for the same sources of cash flow. 659 

Q. In his Direct Testimony, Mr. Moul presents an example which implies that 660 

the required return on book value is 50% higher than the required return on 661 

market value when the market to book value ratio is 150%.38  Do you agree 662 

with that implication? 663 

A. No.  Mr. Moul wrongly assumes that the product of rate base times rate of return 664 

is the only source of earnings for a utility.  As discussed above, there are a 665 

number of ways in which a utility can earn returns above and beyond the product 666 

of rate base times rate of return.  Mr. Moul has not demonstrated that utilities 667 

earn no returns beyond the product of rate base times rate of return.  To the 668 

contrary, the fact that the market value of utilities’ common stock exceeds book 669 

value indicates that utilities do, in fact, earn returns from other sources in addition 670 

to the product of rate base times rate of return. 671 

The danger in allowing a utility to earn a rate of return on rate base equal to the 672 

product of its market-to-book ratio and the market required rate of return on 673 

common equity becomes apparent when those other sources (ROther) of value are 674 

recognized.  Consider Mr. Moul’s example.  In that example, the investor-675 

required rate of return (kM) was assumed to be 12.5%, the book value of common 676 

equity (B) was assumed to be $8, and the market value of common equity (M) 677 

was assumed to be $12.  Mr. Moul implies that that would necessitate an 18.75% 678 

                                            
38  North Shore Ex. PRM-1.13C, pp. 4-5 and Peoples Gas Ex. PRM-1.13C, pp. 4-5. 
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allowed return on rate base (kA) to achieve an expected $1.50 per share.  If the 679 

utility is authorized the investor-required rate of return of 12.5% on $8 per share 680 

rate base, then investors should expect $1 per share in earnings from the 681 

operating income component of its revenue requirement.  Consequently, if 682 

investors value such a utility at $12 per share rather than $8 per share, then 683 

investors must expect an additional $0.50 per share from another source (ROther).  684 

If that utility were then allowed to earn a return on rate base of 18.75% rather 685 

than the investor-required rate of return of 12.5%, such that kA × B = kM × M = 686 

$1.50 per share, then the additional $0.50 per share investors expect to receive 687 

from ROther would boost total returns per share to $2.00.  As a result, investors 688 

would realize $0.50 in returns in excess of expectations.  Those excess returns 689 

would cause the market value of common equity to rise to a market price of 690 

$16.00 (i.e., $2.00 ÷ 12.5%) from the initial market price of $12.00 to reach the 691 

required rate of return of 12.5%.  Consequently, the utility’s market-to-book ratio 692 

would increase from 150% (i.e., $12.00 ÷ $8.00) to 200% (i.e., $16.00 ÷ $8.00).  693 

According to Mr. Moul’s logic, that increase in stock price should lead to an 694 

additional increase in the allowed rate of return to 25.0% since the $8.00 in book 695 

value common equity would now have to produce $2.00 per share (i.e., kM  × M = 696 

12.5% × $16.00).  The result is a never ending upward spiral as each successive 697 

increase in market value would lead to another increase in the allowed rate of 698 

return, which in turn, would lead to a further increase in market value. 699 
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Q. Mr. Moul argues that “the divergence of price and book value also creates a 700 

financial risk difference…”39  Do you agree? 701 

A. No.  The intrinsic financial risk of a given company does not change simply 702 

because the manner in which it is measured has changed.  Such an assertion is 703 

akin to claiming that the ambient temperature changes when the measurement 704 

scale is switched from Fahrenheit to Celsius.  Specifically, capital structure ratios 705 

are merely indicators of financial risk; they are not sources of financial risk.  706 

Financial risk arises from contractually required debt service payments.  707 

Changing capital structure ratios from a market to book value basis does not 708 

affect a company’s debt service requirements. 709 

Q. Has the Commission ever rejected the use of the leverage adjustments to a 710 

utility’s cost of common equity? 711 

A. Yes.  The Commission rejected use of the leverage adjustments in Docket Nos. 712 

01-0528/01-0628/01-0629 Consol., 99-0120/99-0134 Consol. and 94-0065.40  713 

Q. What would the results of Mr. Moul’s DCF and CAPM analysis be 714 

disregarding his leverage and flotation cost adjustments? 715 

A. The cost of equity determined from Mr. Moul’s DCF analysis, before leverage 716 

and flotation cost adjustments, would be 9.01%.41  The cost of equity estimate 717 

                                            
39  North Shore Ex. PRM-1.0, p. 26; Peoples Gas Ex. PRM-1.0, p. 26. 
40  Order 01-0528/01-0628/01-0629, March 28, 2002, pp. 12-13; Order 99-0120/99-0134 Consol., August 

25, 1999, p. 54; Order 94-0065, January 9, 1995, pp. 92-93. 
41  North Shore Ex. PRM-1.0, p. 28; Peoples Gas Ex. PRM-1.0, p. 29. 
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derived from his CAPM analysis, disregarding leverage and flotation cost 718 

adjustments, would be 10.79%.42  The resulting cost of equity averages 9.90%. 719 

Q. Does this conclude your direct testimony? 720 

A.  Yes, it does. 721 

                                            
42  North Shore Ex. PRM-1.0, p. 40 and PRM-1.11 p.1; Peoples Gas Ex. PRM-1.0, p. 41 and PRM-1.11 

p.1. 
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Moody's Credit S&P Credit S&P Business
Rating Rating Profile

1 AGL Resources A3 A- 4
2 Atmos Energy Corp Baa3 BBB+ 4
3 Laclede Group Baa2 A 3
4 New Jersey Resources Corp.* A1 A+ 2
5 Nicor A3 AA 3
6 Northwest Natural Gas A3 AA- 1
7 Peidmont Natural Gas A3 A 2
8 South Jersey Industries* Baa2 BBB+ 4
9 WGL Holdings* A2 AA- 3

Average A3 A 3

Source: Standard and Poor's Ratings Direct, "Issuer Ranking: U.S. Utility and Power Companies, Strongest to Weakest," May 23, 2007.

*  The subsidiary credit rating was used, since it reflects the rating of the parent company.  However, the business profile of the
   subsidiaries were adjusted down one notch to reflect increased operating risk at the parent company.

Utility Sample

North Shore Gas Company and Peoples Gas Light and Coke Company
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Zacks Yahoo Reuters
Company Earnings Earnings Earnings Average

1 AGL Resources 5.00% 4.00% 4.66% 4.55%
2 Atmos Energy Corp 5.25% 6.00% 5.19% 5.48%
3 Laclede Group 3.00% 3.00% 3.00%
4 New Jersey Resources Corp. 5.00% 5.00% 5.20% 5.07%
5 Nicor 2.00% 1.50% 3.30% 2.27%
6 Northwest Natural Gas 5.33% 5.00% 5.33% 5.22%
7 Peidmont Natural Gas 5.50% 5.10% 4.64% 5.08%
8 South Jersey Industries 6.50% 6.50% 6.33% 6.44%
9 WGL Holdings 3.00% 3.50% 3.33% 3.28%

Growth Rates

North Shore Gas Company and Peoples Gas Light and Coke Company
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Utility Sample

Current Dividend
Next Dividend Stock

Company D0,1 D0,2 D0,3 D0,4 Payment Date Price

1 AGL Resources 0.370$   0.370$   0.370$   0.410$   6/1/2007 43.820$      
2 Atmos Energy Corp 0.315     0.315     0.320     0.320     6/11/2007 32.270        
3 Laclede Group 0.355     0.355     0.365     0.365     7/2/2007 32.120        
4 New Jersey Resources Corp. 0.360     0.360     0.380     0.380     7/2/2007 52.820        
5 Nicor 0.465     0.465     0.465     0.465     8/1/2007 53.220        
6 Northwest Natural Gas 0.345     0.345     0.355     0.355     5/15/2007 47.820        
7 Peidmont Natural Gas 0.240     0.240     0.240     0.250     7/3/2007 27.240        
8 South Jersey Industries 0.225     0.225     0.245     0.245     7/3/2007 39.260        
9 WGL Holdings 0.338     0.338     0.338     0.343     8/1/2007 33.330        

North Shore Gas Company and Peoples Gas Light and Coke Company
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Expected Quarterly Dividends

Utility Sample

Company D1,1 D1,2 D1,3 D1,4

AGL Resources 0.410$         0.410$        0.410$        0.429$        
Atmos Energy Corp 0.320           0.320          0.338          0.338          
Laclede Group 0.365           0.365          0.376          0.376          
New Jersey Resources Corp. 0.380           0.380          0.399          0.399          
Nicor 0.476           0.476          0.476          0.476          
Northwest Natural Gas 0.355           0.355          0.374          0.374          
Peidmont Natural Gas 0.250           0.250          0.250          0.263          
South Jersey Industries 0.245           0.245          0.261          0.261          
WGL Holdings 0.343           0.343          0.343          0.354          

North Shore Gas Company and Peoples Gas Light and Coke Company
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Cost of Equity
Company Estimate

1 AGL Resources 8.50%
2 Atmos Energy Corp 9.75%
3 Laclede Group 7.77%
4 New Jersey Resources Corp. 8.12%
5 Nicor 5.91%
6 Northwest Natural Gas 8.41%
7 Peidmont Natural Gas 8.93%
8 South Jersey Industries 9.12%
9 WGL Holdings 7.53%

Average 8.23%

DCF- Cost of Common Equity Estimates

Utility Sample

North Shore Gas Company and Peoples Gas Light and Coke Company
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 U.S. Treasury Bills U.S. Treasury Bonds

Bond  
Discount Effective Equivalent Effective 

Rate Yield Yield Yield

4.84% 5.06% 4.83% 4.89%

Cost of 
Risk-Free Common

Rate Beta Risk Premium Equity 

5.06% + 0.750 * (13.46% - 5.06%) = 11.36%

Treasury Bond
Cost of 

Risk-Free Common
Rate Beta Risk Premium Equity 

4.89% + 0.750 * (13.46% - 4.89%) = 11.32%

Average

11.34%

 Risk Premium Analysis

Risk Premium Cost of Equity Estimates

Treasury Bill

Interest Rates as of April 25, 2007

North Shore Gas Company and Peoples Gas Light and Coke Company
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Value Line
Company Beta

1 AGL Resources 0.95
2 Atmos Energy Corp 0.80
3 Laclede Group 0.85
4 New Jersey Resources Corp. 0.80
5 Nicor 1.30
6 Northwest Natural Gas 0.75
7 Peidmont Natural Gas 0.80
8 South Jersey Industries 0.70
9 WGL Holdings 0.85

Average 0.87

CAPM- Value Line Betas

Utility Sample

North Shore Gas Company and Peoples Gas Light and Coke Company
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North Shore Gas Company
Peoples Gas Light and Coke Company

Benchmark Ratios

Components

Funds Available to Shareholders = (Weighted Cost of Equity + Weighted Cost of Preferred Stock) x Rate Base

Non-Cash Items = Depreciation & Amortization + Deferred Taxes & Investment Tax Credits

Funds From Operations = Funds Available to Shareholders + Non-Cash Items

Interest = (Weighted Cost of Short-term Debt + Weighted Cost of Long-term Debt) x Rate Base

Total Debt = (Short-term Debt Ratio + Long-term Debt Ratio) x Rate Base

Ratios

Funds From Operations / Interest Coverage = (Funds From Operations + Interest) ÷ Interest

Funds From Operations / Debt = Funds From Operations ÷ Total Debt
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North Shore Gas Company

Components

Staff's Proposed Rate Base = $194,475

Funds Available to Shareholders = 5.48% x $194,475 = $10,657

Non-Cash Items = $6166 + $3,345 = $9,511

Funds From Operations = $10,657 + $9,511 = $20,168

Interest = 2.36% x $194,475 = $4,590

Total Debt = 44% x $194,475 = $85,569

Ratios

Funds From Operations / Interest Coverage = ($20,168 + $4,590) ÷ $4,590 = 5.4X

Funds From Operations / Debt = $20,168 ÷ $85,569 = 23.6%
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Peoples Gas Light and Coke Company

Components

Staff's Proposed Rate Base = $1,245,116

Funds Available to Shareholders = 5.48% x $1,245,116 = $68,232

Non-Cash Items = $58,778 + ($31,513) = $27,265

Funds From Operations = $68,232+ $27,265 = $95,497

Interest = 2.04% x $1,245,116= $25,400

Total Debt = 44% x $1,245,116 = $547,851

Ratios

Funds From Operations / Interest Coverage = ($95,497 + $25,400) ÷ $25,400 = 4.8X

Funds From Operations / Debt = $95,497 ÷ $547,851 = 17.4%
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Reuters Corporate Spreads for Utilities

Rating 30-Year
Aaa/AAA 56
Aa1/AA+ 66
Aa2/AA 76
Aa3/AA- 96
A1/A+ 100
A2/A 105
A3/A- 122
Baa1/BBB+ 140
Baa2/BBB 150
Baa3/BBB- 160
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Peoples Energy Corp.'s Ratings Lowered; Outlook 
Stable
Publication date: 26-Sep-2002
Credit Analyst: Elif Acar, New York (1) 212-438-6482 
 
NEW YORK (Standard & Poor's) Sept. 26, 2002--Standard & Poor's Ratings 
Services said today it lowered its corporate credit rating on Peoples 
Energy Corp. to single-'A'-minus from single-'A'-plus. The outlook is 
stable.
     Chicago-Ill.-based Peoples Energy has about $946 million in outstanding 
debt.
     "The corporate credit rating for Peoples Energy Corp. reflects the above 
average financial and business risk profiles of the consolidated entity, 
consisting of two regulated gas distribution subsidiaries, Peoples Gas 
Light & Coke Co. and the much smaller North Shore Gas Co., and 
nonregulated businesses," said Standard & Poor's credit analyst Elif Acar. 
     Nonregulated businesses include oil and gas production, midstream 
services, power generation, and retail energy services. 
     Standard & Poor's is concerned over increasing business risk with the 
growing share of nonregulated businesses, as well as bond protection 
measures that have slipped in recent years. The nonregulated business 
segment gets the lion share of projected capital spending over the next 
few years, about 60% of the total. Accordingly, Standard & Poor's weighs 
the risk associated with the nonregulated businesses at a level higher 
than its current share of earnings. However, despite the higher risk 
inherent in these businesses, management's financing strategy is expected 
to be moderate, with the use of nonrecourse project debt and asset-secured 
financing. Also, it appears that the company has prudent risk-management 
procedures in place, and has avoided serious risk taking.
     Standard & Poor's considers the company's liquidity to be adequate. The 
company has a total of $375 million of bank lines, used as commercial 
paper back up. $90 million of such facilities are available for the two 
utilities. The company recently filed a $500 million shelf registration. 
Other than $90 million of long-term debt coming due next year, the company 
does not have any long-term debt maturities until 2011. The company has 
rating triggers in its bank line agreements, which may potentially put 
additional pressure on accessing liquidity lines if the ratings were to 
fall below 'A-' and the capital ratio were to exceed 65%.
     Ratings stability for Peoples Energy recognizes a stable and predictable 
cash contribution by the regulated utilities with diverse gas supply and a 
favorable competitive position. Upside credit potential is limited by the 
higher risk inherent in the company's diversification program and 
increased leverage.
     A complete list of the ratings is available to RatingsDirect subscribers 
at www.ratingsdirect.com, as well as on Standard & Poor's public Web site 
at www.standardandpoors.com under Ratings Actions/Newly Released Ratings.

https://www.ratingsdirect.com/Apps/RD/controller/A...=&prvReq=&pager.offset=&SIMPLE_SEARCH_TYPE=&CONID= (1 of 2)6/13/2007 2:14:24 PM
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North Shore Gas' Ratings Lowered; Outlook Stable
Publication date: 26-Sep-2002
Credit Analyst: Elif Acar, New York (1) 212-438-6482 
 
NEW YORK (Standard & Poor's) Sept. 26, 2002--Standard & Poor's Ratings 
Services said today it lowered its corporate credit rating on North Shore 
Gas Co. to single-'A'-minus from double-'A'-minus. The outlook is stable.
     Illinois-based North Shore Gas has about $69 million in outstanding debt.
     "Ratings are based on the consolidated financial and business risk 
profiles of the entire Peoples Energy Corp. family of companies, which 
include regulated gas distribution operations and diversified power 
generation, oil and gas production, midstream services, and retail energy 
service businesses of its parent, Peoples Energy," said Standard & Poor's 
credit analyst Elif Acar.
     In most circumstances, Standard & Poor's will not rate a wholly owned 
subsidiary higher than the parent. Exceptions can be made on the basis of 
structural and/or regulatory insulation which, in the case of Peoples 
Energy and its regulated subsidiaries, Standard & Poor's did not believe 
to be present. Therefore, regardless of the very strong business risk 
profile and relatively healthy financial condition of Peoples Gas on a 
stand-alone basis, Standard and Poor's views the rating of the regulated 
entity to be affected by the parent's nonregulated business pursuits that 
carry greater risk than the regulated utility business.
     Standard & Poor's considers the utility's liquidity to be strong. The 
utility has strong and stable cash flow from its operations to fund its 
capital needs and has been steadily streaming cash up to its parent. The 
utility shares $90 million of commercial paper back up facilities with its 
sister utility, Peoples Gas Light & Coke Co.
     Ratings stability for North Shore Gas recognizes a stable and predictable 
cash flow from its operations, with diverse gas supply and a favorable 
competitive position. Upside credit potential is limited by the lack of 
structural and/or regulatory insulation to isolate the ratings from the 
higher risk inherent in the parent's nonregulated activities and increased 
leverage.
     A complete list of the ratings is available to RatingsDirect subscribers 
at www.ratingsdirect.com, as well as on Standard & Poor's public Web site 
at www.standardandpoors.com under Ratings Actions/Newly Released Ratings.
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Peoples Gas Light & Coke's Ratings Cut; Outlook 
Stable
Publication date: 26-Sep-2002
Credit Analyst: Elif Acar, New York (1) 212-438-6482 
 
NEW YORK (Standard & Poor's) Sept. 26, 2002--Standard & Poor's Ratings 
Services said today that it lowered its corporate credit rating on The 
Peoples Gas Light & Coke Co. to single-'A'-minus from double-'A'-minus. 
The outlook is stable.
     Chicago, Ill.-based Peoples Gas Light & Coke has about $450 million in 
outstanding debt.
     "Ratings are based on the consolidated financial and business risk 
profiles of the entire Peoples Energy Corp. family of companies, which 
include regulated gas distribution operations and non-regulated power 
generation, oil and gas production, midstream services, and retail energy 
service businesses of its parent, Peoples Energy," said Standard & Poor's 
credit analyst Elif Acar.
     In most circumstances, Standard & Poor's will not rate a wholly owned 
subsidiary higher than the parent. Exceptions can be made on the basis of 
structural and/or regulatory insulation which, in the case of Peoples 
Energy and its regulated subsidiaries, Standard & Poor's did not believe 
to be present. Therefore, regardless of the very strong business risk 
profile and relatively healthy financial condition of Peoples Gas on a 
stand-alone basis, Standard and Poor's views the rating of the regulated 
entity to be affected by the parent's nonregulated business pursuits, 
which carry greater risk than the regulated utility business.
     Peoples Gas' first mortgage bonds are rated the same as their corporate 
credit ratings, because the collateral value did not meet the Standard & 
Poor's elevation criteria to consider higher ratings.
     Standard & Poor's considers the utility's liquidity to be strong. The 
utility has strong and stable cash flow from its operations to fund its 
capital needs and has been steadily streaming cash up to its parent. The 
utility shares $90 million of commercial paper back up facilities with its 
sister utility North Shore Gas Co.
     Ratings stability for Peoples Gas recognizes a stable and predictable 
cash flow from its operations with diverse gas supply and a favorable 
competitive position. Upside credit potential is limited by the lack of 
structural and/or regulatory insulation to isolate the ratings from the 
higher risk inherent in the parent's nonregulated activities and increased 
leverage.
     A complete list of the ratings is available to RatingsDirect subscribers 
at www.ratingsdirect.com, as well as on Standard & Poor's public Web site 
at www.standardandpoors.com under Ratings Actions/Newly Released Ratings.

                

https://www.ratingsdirect.com/Apps/RD/controller/A...=&prvReq=&pager.offset=&SIMPLE_SEARCH_TYPE=&CONID= (1 of 2)6/13/2007 2:11:23 PM

Docket Nos. 07-0241/07-0242
(Consolidated)

ICC Staff Exhibit 6.0
Schedule 6.9 Page 5 of 6



[26-Sep-2002] Peoples Gas Light & Coke's Ratings Cut; Outlook Stable

 
 
Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities designed 
to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein are solely 
statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make any other 
investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or other 
opinion contained herein in making any investment decision. Ratings are based on information received by Ratings Services. 
Other divisions of Standard & Poor's may have information that is not available to Ratings Services. Standard & Poor's has 
established policies and procedures to maintain the confidentiality of non-public information received during the ratings process. 
 
Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such 
securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to disseminate the 
rating, it receives no payment for doing so, except for subscriptions to its publications. Additional information about our ratings 
fees is available at www.standardandpoors.com/usratingsfees.

 
 
 

Copyright © 2007 Standard & Poor's, a division of The McGraw-Hill Companies. 
All Rights Reserved. Privacy Notice

https://www.ratingsdirect.com/Apps/RD/controller/A...=&prvReq=&pager.offset=&SIMPLE_SEARCH_TYPE=&CONID= (2 of 2)6/13/2007 2:11:23 PM

Docket Nos. 07-0241/07-0242
(Consolidated)

ICC Staff Exhibit 6.0
Schedule 6.9 Page 6 of 6

http://www.standardandpoors.com/usratingsfees
http://www2.standardandpoors.com/portal/site/sp/en/us/page.footer/privacy_policy/0,0,0,0,0,0,0,0,0,0,0,0,0,0,0,0.html

	DTTY Schedule 6-9.pdf
	ratingsdirect.com
	[26-Sep-2002] Peoples Energy Corp.'s Ratings Lowered; Outlook Stable

	[26-Sep-2002] North Shore Gas' Ratings Lowered; Outlook Stable.pdf
	ratingsdirect.com
	[26-Sep-2002] North Shore Gas' Ratings Lowered; Outlook Stable


	[26-Sep-2002] Peoples Gas Light & Coke's Ratings Cut; Outlook Stable.pdf
	ratingsdirect.com
	[26-Sep-2002] Peoples Gas Light & Coke's Ratings Cut; Outlook Stable




