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I. INTRODUCTION AND BACKGROUND 1 

A. Witness Identification 2 

Q: Please state your name and business address. 3 

A: My name is Paul R. Moul.  My business address is 251 Hopkins Road, Haddonfield, NJ  4 

08033-3062. 5 

Q: Have you previously submitted pre-filed Direct Testimony on behalf of The Peoples Gas 6 

Light and Coke Company (“Peoples Gas”) and North Shore Gas Company (“North 7 

Shore”) (together, “the Utilities”) in this consolidated Docket? 8 

A: Yes. 9 

B. Purposes of Testimony 10 

Q: What are the purposes of your Rebuttal Testimony in this proceeding? 11 

A: I provide the Utilities’ response to the direct testimony of Staff witness Sheena Kight-12 

Garslisch and Citizens Utility Board/City of Chicago (“CUB/City”) witness Christopher 13 

C. Thomas regarding the Utilities’ cost of equity. 14 

C. Itemized Attachments to Rebuttal Testimony 15 

Q: Are there any attachments to your Rebuttal Testimony? 16 

A: Yes.  They are: 17 

 North Shore/Peoples Gas Exhibit PRM-2.1 18 

 North Shore/Peoples Gas Exhibit PRM-2.2 19 

 North Shore/Peoples Gas Exhibit PRM-2.3 20 

 North Shore/Peoples Gas Exhibit PRM-2.4 21 
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D. Summary of Conclusions 22 

Q: Please summarize the conclusions of your Rebuttal Testimony. 23 

A: The proposals by Ms. Knight-Garslisch and Mr. Thomas understate, and significantly so 24 

in the case of Mr. Thomas, the cost of equity for the Utilities.  In deciding the cost of 25 

equity issue in these cases, it is important that the Commission address the following 26 

issues: (i) whether the costs of equity proposed by Ms. Kight-Garslisch and Mr. Thomas, 27 

are consistent with the current expectations of investors, (ii) the determination of a 28 

reasonable Discounted Cash Flow (“DCF”) cost rate and the weight to be given to that 29 

approach, (iii) whether an adjustment to the DCF is warranted because it understates the 30 

cost of equity under current market conditions, and (iv) the extent to which other 31 

methods, in particular the Capital Asset Pricing Model (“CAPM”), provide a reasonable 32 

measure of the appropriate rate of return on common equity. 33 

Q: How would the financial community react to the Commission’s acceptance of the costs of 34 

equity proposed by Ms. Kight-Garslisch or Mr. Thomas in these proceedings? 35 

A: In my opinion, the financial community would be extremely concerned if the 36 

Commission set the Company’s cost of equity at the level proposed by Ms. Kight-37 

Garslisch and would be shocked if the Commission adopted Mr. Thomas’ proposal.  As 38 

will be discussed below, investors in general currently expect that authorized equity 39 

returns of natural gas utilities will be in the mid-10% to 11% range.  Yet, Ms. Kight-40 

Garslisch proposed a 9.5% cost of equity for North Shore and 9.7% cost of equity for 41 

Peoples Gas, and Mr. Thomas’ testimony reflects a much lower cost of equity of only 42 

8.11%.  Mr. Thomas makes a further downward reduction in the cost of equity to just 43 

7.42% for Peoples Gas and 7.45% for North Shore, if the Commission were to approve 44 



 

Docket Nos. 07-0241 / 07-0242 (Cons.)   North Shore/Peoples Gas Ex. PRM-2.0 Page 3 of 36

the Company’s proposed Riders VBA and UBA.  45 

Q: Please identify some of the factors that contribute to the low cost of equity proposed by 46 

these witnesses. 47 

A: These factors include undue emphasis on an unadjusted DCF model of the cost of equity, 48 

and ignoring adjustments to the DCF model that must be made in order to provide more 49 

realistic results, particularly now during a period of volatile capital cost rates.  As 50 

indicated in North Shore/Peoples Gas Exhibit PRM-2.1, the yields on Treasury 51 

obligations have recently reached a five-year high.  Ms. Kight-Garslisch relies on the 52 

April 27, 2007 Value Line publication for the yield on A-rated Utility bonds at 6.01% 53 

(see lines 291-293 of ICC Staff Exhibit 6.0).  That Value Line publication also shows the 54 

yield of 4.82% for 30-year Treasury bonds.  Just 12 weeks later, those yields had climbed 55 

to 6.31% for A-rated Utility bonds and 5.14% for 30-year Treasury bonds according to 56 

the July 13, 2007 issue of Value Line.  Those yields have increased by 30 and 32 basis 57 

points, respectively.  With such recent volatility in interest rates, the cost of equity that I 58 

proposed in my direct testimony is appropriate, if not conservative, today. 59 

Q: How do the costs of equity proposed by Ms. Kight-Garslisch and Mr. Thomas compare to 60 

other recently authorized returns for energy utilities?   61 

A: As further demonstration of the inadequacy of their cost of equity proposals, the rates of 62 

return being provided to energy utilities in other rate case proceedings is instructive.  63 

North Shore/Peoples Gas Exhibit PRM-2.2 provides the PUR Utility Regulatory News 64 

(“URN”) issue dated December 29, 2006, which shows the results of the annual survey of 65 

regulatory authorized rates of return on common equity.  While the allowed returns of 66 

other rate cases do not establish the Utilities’ returns, they do both shape and reflect 67 
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expectations of the financial community, and returns for the Utilities that are out of synch 68 

with those expectations are not warranted.  The distributions of the returns were:   69 

 

Distribution of Electric & Gas Authorized Returns

6

28

19

1
0

5

10

15

20

25

30

Les
s t

han
 10

%

10
% to

 10
.9%

11
% to

 11
.9%

Grea
ter

 th
an

 12
%

 

 For gas utilities, the average authorized rate of return on common equity was 10.49%, the 70 

median return was 10.50%, and the midpoint return was 10.73%, taken from the overall 71 

range of 9.45% to 12.00%.  These data show that the typical equity return allowance was 72 

in the mid-10% range for gas utilities in 2006.  Moreover, because interest rates have 73 

increased in 2007, it must follow that a gas utility’s cost of equity has increased since 74 

2006. 75 

Q: Is there another source of information concerning the returns that investors currently 76 

expect from the regulatory process? 77 

A: Yes.  North Shore/Peoples Gas Exhibit PRM-2.3 contains an excerpt from Lehman 78 

Brothers Power & Utilities report dated May 22, 2007.  There, the average allowed return 79 

on equity was 10.54% in 2005, 10.45% in 2006, and 10.35% through March of 2007.  80 
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Based on a regression analysis that applies the average spread between 1,223 rate case 81 

outcomes and the yields on the 10-year Treasury bond, Lehman Brothers finds that 82 

current energy utility returns on equity should be 11.04% based upon a 4.79% yield on 83 

10-year Treasury obligations.  Again, this is not to say that the Utilities’ returns should be 84 

set at precisely this level, but it does demonstrate the that Staff’s and CUB/City’s 85 

recommendations are far below the level of returns that the financial community 86 

currently expects based in part on the historical authorized returns of similar companies 87 

and the relationship of those returns to a risk-free rate of return. 88 

Q: Are there any other sources of data that indicate the level of returns investors currently 89 

expect gas companies to earn? 90 

A: According to the Value Line report dated June 15, 2007, the natural gas utility industry is 91 

forecast to earn the following returns: 92 

     2007  11.5% 93 
     2008  11.5%  94 
     2010-12 12.0% 95 

 Value Line also discusses the rate of return on common equity determined by state 96 

commissions in its analysis of the natural gas utilities.  Value Line notes: 97 

 The companies in this industry are regulated by state commissions, 98 
which determine the return on equity for these utilities. The rate 99 
tends to be in the 10%-12% range. Recently, the regulators have 100 
been having a tougher time setting rates that strike a balance 101 
between consumer and shareholder interests. In fact, the current 102 
rates seem to be favoring consumers since they are on the low-end 103 
of the historic range. Thus, this could add some risk to these 104 
companies as they continue to get squeezed by the steady stream of 105 
rising costs associated with operating in this industry. Other factors 106 
that may directly affect these businesses are the price of gas 107 
distribution, regulation, interest rates, and the amount of customer 108 
usage. 109 

 110 
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Q: How do the rates of return proposed by Staff and CUB/City compare to current investor 111 

expectations? 112 

A: As revealed by objective investor data and the returns recently authorized for energy 113 

utilities, the rate of return on common equity proposed by Ms. Kight-Garslisch is clearly 114 

inadequate to satisfy current investor expectations, and Mr. Thomas’ position is extreme.  115 

Indeed, if Mr. Thomas’ recommendation was followed, the Utilities would have the 116 

lowest returns of any energy utility in the United States that has had a rate case since 117 

2005 according to the Lehman Brothers report, North Shore/Peoples Gas Ex. PRM-2.3.   118 

II. RESPONSE TO MS. KIGHT-GARLISCH 119 

A. Utility Sample Selection 120 

Q: Does Ms. Kight-Garlisch agree that your Utility Sample is comprised of gas utility 121 

companies of similar comparable risk as the Utilities? 122 

A: Yes, she presents that conclusion at lines 37-51 of her direct testimony. 123 

B. Use of Historical Data in Financial Models 124 

Q: Ms. Kight-Garlisch criticizes your use of historical data in your DCF, CAPM, and Risk 125 

Premium models, characterizing such data as outdated, arbitrary and uninformative (lines 126 

514-523).  Should the Commission ignore historical data when determining the Utilities’ 127 

cost of equity capital? 128 

A: No.  An analyst must formulate judgments about the future based upon knowledge 129 

gleaned from past performance, which after all provides the only data that can be 130 

statistically analyzed with any degree of precision.  The use of historical data in the 131 

financial models provides an objective basis to observe trends and relationships between 132 

variables.  I have recognized that some aspects of historical conditions will be different 133 
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from current and/or prospective conditions.  This does not mean that historical data can 134 

or should be ignored; it only means that the analyst must be cognizant of these 135 

differences when utilizing the historic data.  Historical data when used for analytical 136 

purposes must be sufficiently broad to observe trends and cyclical variations.  To the 137 

extent that the future is expected to diverge from the past, adjustments can be made to the 138 

results of the historical analysis to accommodate perceived changes in risks which may 139 

extend into the future.   140 

  Ms. Kight-Garlisch correctly notes that historical data may reflect conditions that 141 

may not continue into the future.  But the same can be said about the use of spot, one-day 142 

prices, or yields.  As I noted previously, interest rates have increased by about 30 basis 143 

points since Ms. Kight-Garlisch selected her prices.  We now know that the returns 144 

calculated by her are out-of-date because interest rates in late April 2007 have 145 

subsequently increased.  The use of historical data assists the analyst to identify longer-146 

term trends that may provide a more accurate view of the future, short or long term, than 147 

a single day “snap shot.” 148 

Q: Does Ms. Kight-Garlisch correctly assert that only the current stock price should be used 149 

to determine the dividend yield in the DCF model, because “only the most recent stock 150 

price can reflect the most recently available information” (lines 534-535). 151 

A: No.  She considered stock price data on a single date over three months ago, i.e., April 152 

25, 2007.  The use of a price on one particular date invites all sorts of problems.  First, a 153 

single day's price can produce an anomalous outcome because it is subject to the vagaries 154 

of the market.  Indeed, there is evidence to suggest that short-term inefficiencies can exist 155 

in stock prices, and those effects are magnified when only a spot price is considered in 156 
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the DCF return.  Further, it cannot be argued that a cross-section of prices would mitigate 157 

such inefficiencies, because the proxy group here is formed from a single industry.  158 

Second, the use of a single day's price is dependent upon the time when the analyst 159 

decides to prepare his/her study.  Hence, the choice of a spot, one-day price is arbitrary, 160 

more so than a recent historical average.  Third, using a single day's price introduces the 161 

potential for gamesmanship into the rate of return.  Given the wide swings in share values 162 

and the overall financial market uncertainty experienced over the past several years, a 163 

longer measurement period provides a more objective basis for a rate of return 164 

recommendation.  To sum up, rate-setting is not intended to set the return level for one 165 

day, but rather to provide a return that is reasonably representative for the rate effective 166 

period.  The use of a single-day stock price can accomplish this objective only by pure 167 

coincidence. 168 

Q: Does the use of historical data to estimate the dividend yield simply substitute “one 169 

alleged source of measurement error, volatile stock prices, for another, irrelevant stock 170 

prices,” as Ms. Kight-Garlisch asserts (lines 546-548)? 171 

A: As I indicated in my direct testimony, a representative dividend yield should reflect a six-172 

month average.  A six-month measurement period is commonly used for selecting stock 173 

prices in a DCF analysis.  A six-month average adds stability to the result and better fits 174 

the long-term view of public utility rate-setting.  For example, it has been nearly twelve 175 

years since the last rate case for the Utilities.  While it is doubtful that this interval 176 

between rate cases will be repeated, there is no basis to assume that a one-day stock price 177 

is superior to a longer measurement period for establishing a fair return over the next 178 

several years new rates will be effective.  To the contrary, the probability that a one-day 179 
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stock price would do so is remote. 180 

Q: Ms. Kight-Garlisch describes several shortcomings of using historical earned rates of 181 

return as “proxies” for current required rates of return (lines 555-567).  Have you in fact 182 

used historical earned rates of return as proxies for current required rates of return? 183 

A: No, I have not.  Nor am I using historical returns on equity as the basis to set the equity 184 

return in this case.  Rather, I compared historical returns among asset classes (i.e., stocks, 185 

government bonds, and corporate bonds) and their relative difference as a guide to 186 

account for the fact that future return can diverge from historical experience.  If it is 187 

accepted that the market for equities is informationally efficient, at least in the long-run, 188 

then investor expectations for the future can be discerned from past data.  That is to say, a 189 

long history of data contains so much information about investor expectations that it is 190 

doubtful that future market returns have not already been captured by the historical data.  191 

There is a slim chance that future returns would fall outside the range of historical returns 192 

reaching back to 1926.  For these reasons, in the manner I have used them, historical 193 

returns are relevant to the analysis of the Utilities’ current cost of equity. 194 

Q: Do the Commission decisions cited by Ms. Kight-Garlisch regarding the “inappropriate” 195 

use of historical data to determine the required return (lines 570-581) cause you to change 196 

your opinion? 197 

A: No, they do not.  Ms. Kight-Garlisch uses these cases to make generalizations that do not 198 

justify ignoring historical data in the cost of capital analysis.  Ms. Kight-Garlisch has not 199 

demonstrated that the isolated quotations from these decisions have any relevance to the 200 

Utilities or my analysis.  In the first case, a 1993 rate case of Iowa-Illinois Gas and 201 
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Electric Company, the Commission determined that the utility’s rate of return expert “in 202 

many instances, inappropriately utilized historical data to determine the Company’s cost 203 

of common equity.”  Ms. Kight-Garlisch fails to show what those “instances” were, and 204 

whether they relate in any way to my analysis.  In the second case, the Commission 205 

rejected a water utility rate of return expert’s use of two-month average historical stock 206 

prices and historical growth rates in a DCF analysis.  However, it is unclear to me 207 

whether the Commission considered all of the various shortcomings from relying solely 208 

on current data without any consideration of recent or long-term historical trends. 209 

 While I would agree that historical data “contains information that may no longer 210 

be relevant to investors,” that in and of itself is an insufficient reason to ignore historical 211 

information altogether when determining a utility’s cost of equity.  I would also assert 212 

that Staff’s observation applies even more strongly to a one-day, “snap shot” of data, 213 

which by definition are not going to reflect current investor expectations in a day’s time, 214 

much less over the number of years between a utility’s rate cases. 215 

 216 

Q: Do financial analysts typically consider historical data when determining the cost of 217 

equity? 218 

A: Much of the academic research of expected returns consider historical data in the 219 

analysis.  Historical data is the most widely analyzed data for investigating and testing 220 

theories explaining the functioning of the capital markets.  Indeed, most of the notable 221 

academic research has used historical data in this regard.  Indeed, the Fama/French 222 

studies that have received wide-spread attention used 28 years of historical monthly data.  223 

The data that they used was for all non-financial firms on the New York Stock Exchange, 224 
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American Stock Exchange, and NASDAQ covering the years 1962 through 1989.  These 225 

data included book-to-market ratios, leverage, earnings price ratios, and size as measured 226 

by market equity.  Likewise, Lehman Brothers used historical data to develop its 227 

regression model of allowed returns (see North Shore/Peoples Gas Exhibit PRM-2.3).  228 

And Ms. Kight-Garlisch used historical data stretching back 60 months to compute her 229 

betas.  Most important for our purposes, I doubt that any serious investor would commit 230 

to a common stock investment without first apprising himself/herself of the historical 231 

performance of a company, in particular its recent historical performance.  No proper and 232 

thorough analysis of the investor’s expected return on equity can ignore this information.  233 

For these reasons, it is not only appropriate to consider historical data in determining cost 234 

of capital, but it is also absolutely necessary.  I am by no means saying that historical data 235 

should be used exclusively nor that spot data cannot be considered.  Rather, no relevant 236 

data including historical or current data should be ignored, because the entire body of 237 

data available to and considered by investors is necessary to analyze and understand their 238 

expectations. 239 

C. DCF Methodology 240 

Q: Do you have specific concerns regarding Staff’s use of the DCF model? 241 

A. In order for an analyst to properly apply the DCF method, he/she must be sensitive to a 242 

particular company's capital needs, risk profile, and credit quality considerations.  Failure 243 

to consider these important factors will be unfair to the utility and will lead to a higher 244 

future cost of capital (both debt and equity).  This is because the cost of capital, like other 245 

items of revenue, expense, and investment, must reflect the conditions that will prevail 246 

during the effective period of the proposed rates.  If the DCF approach cannot cope with 247 
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general capital market fundamentals, then either the assumptions underlying the DCF 248 

method are incomplete or the approach is not being properly implemented.  Further, the 249 

fallacy of excessive reliance upon the DCF model is shown by individual results that 250 

provide figures which cannot realistically represent a fair rate of return on common 251 

equity.  This becomes particularly apparent in Ms. Kight-Garlisch’s analysis, where three 252 

of her DCF results are close to the cost of debt.  That is to say, her mechanical approach 253 

to the DCF produces wholly unrealistic results -- instances where the calculations show 254 

returns as low as 5.91%, when the yield on A-rated Utility debt is just over 6.00%.  As 255 

previously noted, Ms. Kight-Garlisch has indicated that A-rated public utility bonds 256 

provide a yield of 6.01%, and interest rates have increased since that time.  The Utilities’ 257 

cost of equity obviously exceeds this yield by a meaningful margin.  We also know that 258 

the 5.91% DCF return for Nicor submitted by Ms. Kight-Garlisch cannot possibly be 259 

correct because the Commission recently set the equity return at 10.51% for its subsidiary 260 

North Illinois Gas Company, and nothing has occurred since then that could justify such 261 

a divergence.  Another shortcoming of Ms. Kight-Garlisch’s mechanical approach to the 262 

DCF is revealed by the fact that Nicor has the highest systematic risk as measured by 263 

beta.  The high beta for Nicor contracts the extremely low DCF return submitted by Ms. 264 

Kight-Garlisch.  The relative ranking of the DCF returns submitted by Ms. Kight-265 

Garlisch is shown below along with their respective Value Line betas: 266 
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VL betas

NICOR, Inc. 5.91% 1.30
WGL Holdings, Inc. 7.53% 0.85
Laclede Group, Inc. 7.77% 0.85
New Jersey Resources Corp. 8.12% 0.80
Northwest Natural Gas 8.41% 0.75
AGL Resources, Inc. 8.50% 0.95
Piedmont Natural Gas Co. 8.93% 0.80
South Jersey Industries, Inc. 9.12% 0.70
Atmos Energy Corp. 9.75% 0.80

Average 8.23% 0.87

Staff's DCF estimates

 

 One must conclude that the returns shown above for Nicor, WGL Holdings, and Laclede 267 

Group are simply not credible.  Indeed, the non-credible DCF returns effectively lower 268 

the average for the group by almost 60 basis points.  When just those three unrealistic 269 

returns are excluded, the average DCF return for the group is 8.81%.  The bottom line is 270 

that the Staff’s DCF analysis is simply not useful to set the cost of equity for the Utilities 271 

in this case. 272 

D. Risk Premium/CAPM Methodology 273 

Q: In applying the Capital Asset Pricing Model (“CAPM”), Ms. Kight-Garlisch bases the 274 

risk-free rate of return on yields from 90-day U.S. Treasury bills and thirty-year U.S. 275 

Treasury bonds (lines 162-163).  By contrast, you rely on yields from 20-year U.S. 276 

Treasury bonds.  Which Treasury security in your opinion more accurately reflects a risk-277 

free rate of return? 278 

A: Due to the relatively flat yield curve today, the choice between those yields does not 279 

produce a significant difference.  Normally, when the yield curve is in its upward sloping 280 
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configuration, the yield on long-term Treasury bonds is the best choice.  Use of the yields 281 

on short-term Treasury bills is very unusual in the ratesetting application of the CAPM.  282 

Long-term Treasury yields are the most common choice for the CAPM when used in 283 

public utility rate cases because utilities have long term investments.  In addition, the 284 

constant growth assumptions of the DCF are more consistent with long term treasury 285 

yields.  Regarding the risk-free rate of return, the yields on long-term Treasury bonds 286 

represent the correct measure in the context of the CAPM.  As noted in the widely quoted 287 

and influential reference source previously published by Ibbotson and now published by 288 

Morningstar (located in Chicago), they noted: 289 

 The Cost of Capital in a Regulatory Environment. When 290 
discounting cash flows projected over a long period, it is necessary 291 
to discount them by a long-term cost of capital.  Additionally, 292 
regulatory processes for setting rates often specify or suggest that 293 
the desired rate of return for a regulated firm is that which would 294 
allow the firm to attract and retain debt and equity capital over the 295 
long term.  Thus, the long-term cost of capital is typically the 296 
appropriate cost of capital to use in regulated ratesetting.  (Stocks, 297 
Bonds, Bills and Inflation - 1992 Yearbook, pages 118-119) 298 

 299 

  Very short term yields on Treasury bills should be avoided due to their instability.  300 

Moreover, Treasury Bill yields have been shown to be empirically inadequate for the 301 

CAPM.  Diana Harrington, one of the foremost advocates of the CAPM, indicates that 302 

the use of 30-or 90-day T-bill yields are empirically inadequate and theoretically suspect 303 

(Modern Portfolio Theory and the Capital Asset Pricing Model, Prentice Hall, Inc. 1983, 304 

p. 108).  Some advocates of the theory would argue that the risk-free rate of return in the 305 

CAPM should be derived from quality long-term corporate bonds, which would support a 306 

higher risk free rate than long-term treasuries.  In public utility ratesetting, the focus must 307 

be on the long-run horizon that fits the nature of the utility business.  In my opinion, the 308 
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yields on long-term Treasury obligations must be employed in a traditional CAPM 309 

calculation. 310 

Q: Ms. Kight-Garlisch derived her risk-free rate from quotes on April 25, 2007 (lines 214-311 

215), whereas you used a range of Blue Chip forecasts.  Are there problems inherent in 312 

basing the risk-free rate on a single day’s quote? 313 

A: Yes.  As noted previously, interest rates have moved up by approximately 30 basis points 314 

since Ms. Kight-Garlisch prepared her testimony.  Had she considered the forecast of 315 

interest rates at that time, the Blue Chip Financial Forecast was showing a “bond 316 

equivalent yield” of 5.1% for 30-year Treasury bonds, rather than the 4.83% shown on 317 

Schedule 6.6.  While yields have since increased past this forecast, the Blue Chip 318 

Financial Forecast was closer to today’s yield than the spot, one-day yield used by Ms. 319 

Kight-Garlisch.  Today, the Blue Chip is showing a forecast yield of 5.4% for 30-year 320 

Treasury bonds.  Thus, my risk-free rate that took forecasts into account is closer to the 321 

most current data now available than Staff’s single day yield from the past.  Indeed, 322 

Staff’s “most recent” data is now over three months old. 323 

Q: Does  Ms. Kight-Garlisch follow a standard approach to adjustment the betas that she 324 

independently calculates? 325 

A: Yes.   326 

Q: But does she need to engage in this separate set of calculations? 327 

A: No.  While her adjustment procedure is not dissimilar to the adjustment used by Value 328 

Line, I see no need to calculate separate betas.  It is well known that investors use the 329 

Value Line data.  There is no evidence that the betas calculated by Ms. Kight-Garlisch 330 
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have any bearing on investor expected returns, and in setting rates of return that is what is 331 

relevant.  Even if Ms. Kight-Garlisch was correct that her calculations are theoretically 332 

appropriate, investors simply could not have relied on them.  All agree that the Value 333 

Line data is relied upon by investors, regardless of the theoretical points Ms. Kight-334 

Garlisch makes.  For these reasons, reported betas, such as the Value Line betas, should 335 

be used directly in the cost of capital computation.  To modify the Value Line betas with 336 

other information that investors do not use is not appropriate, regardless of the theoretical 337 

underpinnings of the modifications. 338 

Q: Please respond to Ms. Kight-Garlisch’s criticisms of your risk premium analysis (lines 339 

593-610). 340 

A: First, the historical data that I used for developing the equity risk premium for the S&P 341 

Public Utilities is entirely appropriate, for the reasons explained in my direct testimony 342 

and above in this rebuttal testimony.  Second, the A-rated utility bond provides a 343 

common representation of the credit quality rating for investment grade public utility 344 

bonds.  Third, I have specifically tailored my equity risk premium to the market 345 

fundamentals most likely to exist for the future.  It is for this reason that I gave greatest 346 

emphasis to the more recent data covering the periods 1974-2005 and 1979-2005.  As to 347 

my selection of a utility equity risk premium, I have taken a balanced approach by 348 

utilizing a premium for the S&P Public Utilities which is between the lowest premium 349 

and the highest premium.  350 

  The public utility bond yield of 6.25% that I employed was developed from both 351 

recent historical and forecast data, and is entirely reasonable given the current yield of 352 

6.31% that was previously noted.  I determined that the required common equity risk 353 
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premium for the Gas Group was 5.00%, which is less than that required for the S&P 354 

Public Utilities due to differences in the composition of the companies that comprise each 355 

group -- the S&P Public Utilities are comprised of electric power companies and natural 356 

gas companies.  Due to differences in risk fundamentals represented by an analysis that 357 

considered size, market ratios, common equity ratio, return on book equity, operating 358 

ratios coverage, quality of earnings, internally generated funds, and betas, I determined 359 

that 5.0% would be a reasonable common equity risk premium for the Gas Group, which 360 

is 96% (5.0% ÷ 5.2%) of the common equity risk premium of the S&P Public Utilities.  361 

The data provide a reasonable differentiation of the risk between the groups. 362 

E. Leverage Adjustment 363 

Q: Does Ms. Kight-Garlisch correctly contend that your leverage adjustment to the DCF and 364 

CAPM models finds no basis in financial theory (lines 615-617)? 365 

A: No.  It must be recognized that, in order to make the DCF results relevant to the weighted 366 

average cost of capital (“WACC”) calculated using the capitalization measured at book 367 

value, the market-derived cost rate cannot be used without modification.  Leverage 368 

differs depending on whether it is calculated using market-based data or book values 369 

under present market conditions.  My leverage modification to the DCF was fully 370 

supported in my direct testimony, wherein it was shown that the market value of the 371 

equity in the Gas Group’s capitalization was much higher than its book value.  To make 372 

the market-derived DCF results applicable in the rate-setting context, it is necessary to 373 

account for the higher financial risk that arises from the lower common equity ratio 374 

measured by book value as compared to the higher common equity ratio measured by 375 

market value.  Viewed from another perspective, if all parties used market-determined 376 
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capital structure ratios of 32.32% long-term debt, 0.15% preferred stock, and 67.52% 377 

common equity, then no adjustment would be needed.  But because they do not, an 378 

adjustment is necessary to accurately reflect the rate of return on common equity in the 379 

ratesetting context. 380 

Q: Is your financial leverage adjustment based on the “notion that utilities should be 381 

authorized rates of return on common equity in excess of the investor-required return 382 

whenever their market values of common equity exceed book values,” as Ms. Kight-383 

Garlisch claims (lines 618-620)? 384 

A: No, I make no such claim.  The cost of equity that I propose is simply the one that is 385 

applicable to the book value capital structure.  To arrive at that return, the rate of return 386 

on common equity is the unleveraged cost of capital (or equity return at 100% equity) 387 

plus a term(s) reflecting the increase in financial risk resulting from the use of leverage in 388 

the capital structure.  Multiple terms are used in the case of both debt and preferred stock.  389 

The resulting return is the one that is necessary for the utility to earn on its own book 390 

value capital structure to reflect the financial risk that varies from the return that applies 391 

to the market value capital structure. 392 

Q: Ms. Kight-Garlisch alleges that the market return public utility bond index is not 393 

necessarily equivalent to the yield on A-rated public utility bonds (lines 605-606).  Please 394 

respond. 395 

A: The Lehman Brothers index of public utility bond returns was comprised of 396 issues of 396 

publicly-traded debt obligations at year-end 2006.  The market weighted average rating 397 

of these issues was Baa1/Baa2 and the rating for the gas distributor component of the 398 

index was A3/Baa1.  Because there could be a slightly higher return for the weaker 399 



 

Docket Nos. 07-0241 / 07-0242 (Cons.)   North Shore/Peoples Gas Ex. PRM-2.0 Page 19 of 36

Baa1/Baa2 portfolio due to greater credit risk, the calculated risk premium determined 400 

from my study would have been lower than if the Lehman Brothers bond index had 401 

stronger credit quality.  Adding potentially lower risk premiums determined from the 402 

Lehman Brothers bond index to the yield on A-rated public utility bonds, whose yields 403 

are also lower than Baa/Baa2 bonds, provides an end result that is potentially lower than 404 

otherwise.  Essentially, Ms. Kight-Garlisch has identified a potential understatement of 405 

the cost of equity by the procedure that I used to apply the Risk Premium approach. 406 

Q: Does Ms. Kight-Garslisch correctly contend that there are only two explanations for why 407 

the market value of a utility’s common equity is higher than the book value of common 408 

equity, (1) the investor-required rate of return has fallen or (2) the expectations of future 409 

earnings have risen (lines 626-630)? 410 

A: No, there are other factors as well.  General market sentiment, expectations regarding 411 

business combinations/restructuring, the market value of assets that exceed book value, 412 

changes in interest rates, and other factors influence market prices of stocks.  Regardless 413 

of the reason that market values diverge from book value, Ms. Kight-Garlisch raises two 414 

unrelated issues to the adjustment that I made to account for the divergence of the market 415 

value capitalization and the book value capitalization.  Neither of the changes that she 416 

notes, or others have anything to do with my adjustment.  The leverage adjustment that I 417 

propose is based on the fundamental financial precept that the cost of equity is equal to 418 

the rate of return for an unleveraged firm (i.e., where the overall rate of return equates to 419 

the cost of equity with a capital structure that contains 100% equity) plus the additional 420 

return required for introducing debt and/or preferred stock leverage into the capital 421 

structure.  These formulas are shown on line 386 of Exhibit PRM 1.13c and line 831 of 422 
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Exhibit PRM-1.0.  As such, there is no merit to arguments set forth by Ms. Kight-423 

Garlisch.   424 

Q: Does Ms. Kight-Garlisch provide any factual basis for assuming that the common equity 425 

market value of the Utilities or the Utility Sample reflects (1) earned returns from sources 426 

other than the revenue requirements formula, (2) the normalization of deferred income 427 

taxes and income tax credits, and/or (3) economic earnings and cash flow (lines 643-428 

659)? 429 

A: No.  As to the issue of other sources of income from non-regulated sources, the 430 

companies in the proxy employed by Ms. Kight-Garlisch are predominantly engaged in 431 

the gas distribution business.  As indicated in my workpapers, the average of the 432 

identifiable assets devoted to gas distribution was 88.21% for this group, with a range of 433 

71.58% to 97.68%.  While it is true that there are no pure-play gas distributors, the proxy 434 

group is sufficiently comparable to permit a reasonable measure of a regulated return.  435 

Second, normalized deferred income taxes and income tax credits are treated as cost-free 436 

capital in the ratesetting process, thereby making this a non-issue.  Finally, I never stated 437 

that accounting earnings had any bearing on my leverage adjustment, because it is market 438 

values (other than the book values capital structure used for ratesetting) that are used 439 

throughout the adjustment process.  Indeed, if the Commission were to employ a market 440 

value capital structure in computing the weighted average cost of capital, then my 441 

adjustment would not be necessary. 442 

F. Relative Risk of the Utilities and the Utility Sample 443 

Q: Should the investor required return for the Utilities be adjusted downward to reflect lower 444 

risk of the Utilities relative to the Utility Sample, as Ms. Kight-Garlisch advocates (lines 445 
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306-311)? 446 

A: No.  There is no credible evidence that would justify this adjustment.  Indeed the 447 

adjustments proposed by Ms. Kight-Garlisch are exactly backward.  Rather than lowering 448 

the return for North Shore as proposed by Ms. Kight-Garlisch, its returns should actually 449 

be increased due to the small size of North Shore.  As the size of a firm increases, its risk 450 

declines along with its required return.  For companies of relatively small size, their risk 451 

is higher, which requires a higher cost of equity.  In the last two rate cases for Peoples 452 

Gas and North Shore, the Commission set the cost of equity at a higher level for North 453 

Shore than for Peoples.  In the 1991 cases, North Shore received an additional 25 basis 454 

point increment in the equity return over Peoples Gas.  In the 1995 cases, North Shore 455 

received a 20 basis point increment in the equity return over Peoples Gas.  Nothing has 456 

transpired since then to contradict this positioning of the returns. 457 

Q: Do Staff’s proposed revenue requirements produce financial ratios commensurate with 458 

higher credit ratings than the average credit rating of the Utility Sample, and therefore is 459 

the Utilities’ risk lower than the Utility Sample for purposes of setting their authorized 460 

rate of return on common equity? 461 

A: The various benchmark ratios computed by Ms. Kight-Garlisch relate to measures of 462 

credit quality and not the cost of equity.  The interest of creditors and stockholders is 463 

different and it is inappropriate to impose the credit quality matrix to differentiate the cost 464 

of equity.  Creditors are interested primarily in the timely payment of principal and 465 

interest on borrowed funds.  Stockholders are interested primarily in maximizing their 466 

investment value, given a specific level of risk tolerance.  The two are not synonymous.  467 

Finally, the similarity of the credit quality ratings of Peoples Gas and North Shore does 468 
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not warrant different costs of equity.  For at least the past 5-years, there has been no 469 

difference in the credit ratings of Peoples Gas and North Shore.  Assuming all other 470 

things equal (and ignoring the size differential), because the credit quality ratings have 471 

been the same, the costs of equity for both Utilities should also be the same. 472 

G. Effect of Rider Approvals on Utilities’ Operating Risk 473 

Q: Ms. Kight-Garlisch points out that the Utilities’ operating risk, as shown by the S&P 474 

business profiles, is currently the same as the average operating risk of the Utility 475 

Sample, which includes utilities with tariff riders similar to those proposed by the 476 

Utilities (lines 419-427).  Does she correctly contend that approval of the riders would 477 

therefore reduce the Utilities’ operating risk? 478 

A: No.  As provided in Exhibit PRM-2.4, I have detailed the variety of tracking/adjustment 479 

mechanisms currently employed by the proxy group companies.  Hence, the cost of 480 

equity determination from these companies already reflects the attributes of those 481 

mechanisms.  If the Commission were to deny the utilities’ proposed Riders VBA and 482 

UBA, then the Utilities’ cost of equity would be higher than my recommended 11.06%. 483 

III. RESPONSE TO MR. THOMAS 484 

A. Equity Market Changes 485 

Q: Mr. Thomas observes that reductions in personal tax rates since the Utilities’ last rate 486 

cases have increased the after-tax returns that investors receive (lines 97-128).  Is this fact 487 

reflected in your rate of return on equity recommendation? 488 

A: Yes.  There is no significance to the impact of the Federal income tax treatment of 489 

dividend receipts on the cost of equity analysis for this case.  This is “old” news that 490 

requires no separate analysis for this case.  First, the treatment of dividends for state 491 
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income tax purposes (unless linked to federal taxes payable) was not changed in 2003.  492 

Second, for shares held in non-taxable accounts, i.e., those held by pension funds, IRAs, 493 

and 401Ks, there was no change in 2003.  Third, the market data used by me were 494 

assembled with stock prices after May 29, 2003, i.e., the date when the tax treatment of 495 

dividends changed.  The price performance of utility stocks after May 28, 2003 would 496 

reflect whatever benefit investors see in the tax code change regarding dividend receipts.  497 

Essentially, Mr. Thomas has raised an issue that has already been incorporated into the 498 

market evidence considered in this case.  Finally, unless extended by Congress, the 499 

current treatment of dividends for income tax purposes will expire in 2010 and dividends 500 

will be taxed thereafter at ordinary tax rates. 501 

Q: Mr. Thomas observes that interest rates have generally decreased since the Utilities’ last 502 

rate cases (lines 130-137).  Is this fact reflected in your rate of return on equity 503 

recommendation? 504 

A: Yes.  My cost of equity analysis was based in part on current and forecasted interest rates.  505 

I used 5.25% as my risk-free rate of return based on the yields on Treasury bonds and 506 

6.25% on the yield on A-rated public utility bonds.  Today’s yields substantiate those 507 

choices. 508 

Q: Mr. Thomas asserts that there is evidence that the financial models traditionally relied on 509 

by the Commission overstate the investor’s required return on equity (lines 139-151).  Is 510 

this assessment accurate? 511 

A: No.  I have not encountered a situation where a regulatory commission has expressed the 512 

same view asserted by Mr. Thomas.  In fact, some commissions have adjusted the return 513 

upward in recognition on the understatement of the allowed returns by the traditional 514 
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models, especially DCF.  Moreover, the Lehman Brothers study provided in North 515 

Shore/Peoples Gas Exhibit PRM-2.3 shows the opposite of what Mr. Thomas asserts.  516 

Hence, Mr. Thomas’ position on this matter is without merit. 517 

B. DCF Analysis 518 

Q: In his application of the DCF model, did Mr. Thomas use “the same input data” as you 519 

used in your analysis (line 182)? 520 

A: Yes.  He relied upon my data rather than independently arrive at his proposed cost of 521 

equity. 522 

Q: Mr. Thomas asserts that Value Line’s earnings growth forecasts are less available to 523 

investors than IBES/First Call, Zacks and Reuter/Market Guide, and therefore have “less 524 

influence on the expectations of the large majority of individual investors” (lines 314-525 

315)?  Is he correct? 526 

A: Far from being inferior, Value Line is the premier source of independent financial 527 

information and advice to investors.  The market agrees with my assessment.   The Value 528 

Line Investment Survey is the most widely distributed source of investment advice 529 

covering over 1,700 companies in its primary publication spanning over 90 different 530 

industries.  In a testimonial to Value Line by one of America's most famous investors, 531 

Warren Buffet indicated that Value Line delivered "incredible value" and was 532 

"enormously efficient," and he commented that "I don't know of any other system that's 533 

as good."  Moreover, the world renowned Professor of Finance, Fischer Black, at the 534 

University of Chicago Graduate School of Business stated: 535 

 "It appears that most investment management organizations 536 
would improve their performance if they fired all but one of 537 
their security analysts and then provided the remaining 538 
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analyst with the Value Line service." 539 
 540 

 Value Line is available in most collegiate and public libraries, as well as by subscription.  541 

Regardless of the analyst’s subjective opinion regarding the various forecasts, there can 542 

be no dispute that Value Line data influence investors’ investment decisions.  These data 543 

must therefore be considered by the analyst in determining a company’s cost of equity. 544 

Q: Mr. Thomas argues that consensus analyst forecasts “tend to be optimistic about future 545 

growth and produce forecasts that are upwardly biased” (lines 345-400).  Is his own 546 

analysis consistent with his argument? 547 

A: I am somewhat perplexed by Mr. Thomas’ assertion in this regard because he relied on 548 

analysts’ forecasts taken from my testimony.  His claim is, moreover, without foundation.  549 

Analysts are not always correct, but they are not regarded as systematically biased.  550 

Moreover, with the final judgment entered on October 31, 2003 in the Global Research 551 

Analyst Settlement (“GRAS”), regulatory enhancements have separated the research and 552 

investment banking services provided by the Wall Street firms.  Hence, the observations 553 

by Mr. Thomas about analysts’ supposed motives are out-of-date. 554 

Q: Is it notable that Mr. Thomas does not claim that Value Line’s earnings growth forecasts 555 

are upwardly biased? 556 

A: I believe so.  Value Line is an independent publishing company that is not engaged in 557 

investment banking activities.  Success for Value Line rests with its objectivity and 558 

reliability to attract and retain its subscribers.  If Mr. Thomas’ claim about analyst bias 559 

had any validity, this would simply reinforce the importance of relying on Value Line. 560 

Q: Is it appropriate to assume that financial analysts already factor expectations of general 561 
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growth in corporate profits in their earnings growth forecasts, as Mr. Thomas claims 562 

(lines 406-413)? 563 

A: Certainly for the time frame associated with the horizon of their forecasts -- generally 564 

five years.  However, the growth rate in the DCF model is long-term, extending generally 565 

beyond a five-year period of time.  For this reason, I supplemented the company-specific 566 

earnings growth rates with longer term estimates of growth in corporate profits.  Hence, 567 

there is no double-counting beyond the next five-year period. 568 

Q: Is the Commission’s decision in Commonwealth Edison Company’s most recent rate case 569 

relevant to your adjustment to the growth rate for expected general growth in corporate 570 

profits? 571 

A: No.  As noted in my direct testimony at lines 407 to 424, growth in corporate profits is 572 

different from growth in overall GDP.  The Commonwealth Edison case provides no 573 

guidance on this issue, because GDP growth is a measure of revenue growth, not earnings 574 

growth.  575 

Q: Is Mr. Thomas correct that when dividend payout ratios are expected to decline, using 576 

earnings growth rates in the DCF analysis overestimates the cost of equity (lines 461-577 

466)? 578 

A: No.  Mr. Thomas has it backwards.  With a declining dividend payout ratio, earnings per 579 

share growth will exceed dividend per share growth.  The DCF assumes that with a 580 

constant P-E multiple the growth in the share price (“P”) will be equal to the earnings per 581 

share growth rate.  As such, the share price will grow at the higher earnings per share 582 

growth rate, and if the dividends per share growth rate is used in the DCF, it will 583 

underestimate the return under these conditions. 584 
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Q: Is Mr. Thomas correct that the earnings growth forecast of a company should be limited 585 

to the fraction of earnings not paid out as dividends (lines 529-535)? 586 

A: No.  The “b x r” formula cited by Mr. Thomas is the traditional form of internal growth.  587 

It is intended to represent the growth in the book value per share of a company (i.e., 588 

BVpS0 + EpS1 - DpS1 = BVpS1).  In reality, book value also changes through the sale or 589 

repurchase of shares of stock (i.e., “s x v”), which Mr. Thomas has ignored.  Moreover, 590 

since prices do not trade at a constant market-to-book (“M/B”) multiple, book value per 591 

share, or its surrogate “b x r” is not the correct focus of the DCF growth rate.  As noted 592 

above, earnings per share growth is the correct focus and should be used as an input in 593 

the DCF.  594 

Q: Is Mr. Thomas correct that “fundamental growth analysis” already includes consideration 595 

of expectations of external growth, making your financial leverage adjustment 596 

unnecessary (lines 565-577)? 597 

A: No.  As noted above, external growth from the sale of new shares at above book value 598 

adds to book value per share growth.  Unfortunately, Mr. Thomas has a fundamental 599 

misunderstanding of my leverage adjustment.  While it is true that the issuance of new 600 

shares would impact the capital structure of a company, the effect would be reflected in 601 

both the market value and book value of the capital structures. 602 

Q: With respect to your calculation of the dividend yield, Mr. Thomas asserts that your 603 

adjustment “for quarterly dividend growth and compounding results in an upward bias in 604 

the cost of capital” (lines 650-679).  Is Mr. Thomas correct? 605 

A: No.  These adjustments provide recognition of the fact that dividends are paid quarterly 606 

and that growth in the dividend occurs on a discrete basis.  My adjustments provide 607 
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recognition of the frequency of the dividend payouts. 608 

Q: Does Mr. Thomas correctly contend that, if the market value of a utility’s equity exceeds 609 

the book value of its equity, the utility is “already earning more than its cost of equity 610 

capital” (lines 786-787)? 611 

A: No.  The assessment of the market valuation of a particular company is not solely a 612 

function of forecast earnings.  Rather, general market sentiment can significantly 613 

influence the price of stock.  This is especially evident with the emergence of a more 614 

global market for capital, the advent of program trading (automatic trading based on 615 

computer-generated technical data), and the effect on the market of hedge funds and 616 

private equity funds which have boosted stock prices by both shrinking the supply of 617 

shares and by fueling takeover speculation.  Further, market prices are reflective of the 618 

replacement cost of assets, rather than historical costs represented by book values. 619 

  Stock prices above book value are common for utility stocks, and indeed non-620 

regulated stock prices exceed book values by even greater margins.  In this regard, 621 

according to the Barron’s July 16, 2007 issue, the major market indices’ market-to-book 622 

ratios are well above unity.  Utility stocks trade at a multiple of 2.96 times book value, 623 

which is below the market multiple of other indices.  For example, the S&P 500 index 624 

trades at 3.43 times book value, the S&P Industrial index is at 3.85 times book value, and 625 

the Dow Jones Industrial index is at 3.96 times book value.  It is difficult to accept that 626 

the vast majority of all firms operating in our free market economy are over-achieving 627 

their cost of capital.  Certainly, competition in our free-market economy should restrain if 628 

not eliminate such “excesses” if they indeed exist.  If Mr. Thomas was correct, then 629 

market-to-book ratios above 1.0 would not be common.  Since most companies’ stock 630 
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trade at multiples of book value, it cannot be concluded that this represents a signal that 631 

they are over-earning their cost of equity. 632 

Q: Do the Commission decisions cited by Mr. Thomas (lines 794-823) convince you that a 633 

market-to-book value adjustment to a utility’s cost of equity is not appropriate? 634 

A: No.  I must once again make it clear that my leverage adjustment contains no factor for a 635 

particular market-to-book ratio.  It merely expresses the cost of equity as the unleveraged 636 

return plus compensation for the additional risk of introducing debt and/or preferred stock 637 

into the capital structure.  There can be no dispute that a firm’s financial risk varies with 638 

the relative amount of leverage contained in its capital structure.  In my view as an 639 

analyst, the Commission’s conclusion that no market-to-book value adjustment is 640 

necessary because “[t]here is no evidence that this practice has ever served as an 641 

impediment to a utility’s ability to raise capital or maintain its financial integrity” has it 642 

backwards.  The Commission should endeavor to determine an accurate cost of equity.  A 643 

market-based cost of equity that is applied to a book value capital structure that has more 644 

financial risk than the market value capital structure is by definition inaccurate. 645 

Q: Mr. Thomas points to a Lehman Brothers letter (CUB-City Ex. 1.02) as evidence that 646 

“commissions across the country have granted returns above the cost of capital” (lines 647 

886-898).  Does this letter provides such evidence? 648 

A: No.  In fact, the Commission has rejected CUB-City Ex. 1.02 as a useful exhibit in rate 649 

cases.  It did not base Commonwealth Edison’s return in its recent rate case on the letter 650 

or the recommendations of the witness that proposed its use in Docket 05-0597.  And, in 651 

reviewing Ameren’s returns, the Commission rejected CUB’s suggestion that the 652 

opinions of investment bankers about the cost of common equity used in evaluating the 653 



 

Docket Nos. 07-0241 / 07-0242 (Cons.)   North Shore/Peoples Gas Ex. PRM-2.0 Page 30 of 36

Exelon and PSE&G merger is useful in this proceeding.  Even if those opinions had 654 

influenced the Commission’s decision regarding ComEd’s cost of equity in Docket 05-655 

0597, the Commission “does not believe it would be appropriate to rely upon such 656 

opinions in determining [other utilities’] cost of common equity.  Such opinions are too 657 

far removed from the circumstances present in this proceeding to be relied upon.”  658 

Ameren Utilities, Dockets 06-0070/06-0071/06-0072 (Cons.), Final Order at 141. 659 

 By contrast, the Lehman Brothers report that I cite as North Shore/Peoples Gas 660 

Exhibit PRM-2.3 presents a general study of energy utility returns that concludes that 661 

regulatory authorized equity returns should be in the range of 11%.  This return 662 

substantially exceeds the proposal by Mr. Thomas in this case. 663 

C. CAPM Analysis 664 

Q: Is Mr. Thomas right when he argues that the CAPM model “is best used as a reference to 665 

check the results of the DCF model” (line 1024)? 666 

A: No.  CAPM is a valid measure of cost of equity.  It is theoretically valid and robust.  This 667 

model has been routinely considered in rate case decisions by the ICC. 668 

Q: Is Mr. Thomas correct that your leverage adjustment to the betas are unnecessary because 669 

the Commission has never applied such an adjustment, and therefore that investors in 670 

Illinois utilities “are accustomed to this long standing regulatory tradition” (lines 1097-671 

1098)? 672 

A: No.  The reasons for using a leverage adjusted beta were fully explained in my direct 673 

testimony.  Again, the fundamental principle is that the beta for a particular firm or 674 

portfolio is equal to the beta of an unleveraged firm plus the addition risk associated with 675 

the introduction of debt and/or preferred stock into a company’s capital structure.   676 
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Q: Is Mr. Thomas correct that “if financial markets are truly efficient, then the expected 677 

value of any additional leverage is already captured by market prices” (lines 1098-1099)? 678 

A: Yes, and if we used the market value capital structure to compute the weighted average 679 

cost of capital, then no further adjustment to the beta would be required.  Since regulators 680 

uses the book value capital structure, then an adjustment is necessary.  If we could all 681 

agree that the goal here is to estimate the accurate rate of return on common equity, many 682 

of the issues in this rate case and others would be resolved. 683 

Q: Mr. Thomas criticizes your assumption that utility betas tend to revert to the market beta 684 

instead of the utility beta (lines 1106-1107).  Is this criticism valid? 685 

A: No.  My assumption is shared by Value Line, and both Staff witness Ms. Kight-Garlisch 686 

and I have used Value Line betas that have been adjusted in this manner.  Moreover, 687 

Merrill Lynch that also publishes betas make similar adjustments. 688 

Q: Has Mr. Thomas accurately and appropriately analyzed Nicor Inc.’s “high” beta (lines 689 

1164-1200), and should it be removed from your calculation? 690 

A: No.  To do so would introduce Mr. Thomas’ personal bias into the result.  Moreover, Ms. 691 

Kight-Garlisch did not alter the proxy group when considering the Value Line betas, nor 692 

did she exclude the Nicor returns in her separate calculation of the group average beta. 693 

Q: Is Mr. Thomas’ contention correct that “the overwhelming conclusion from current 694 

research on the EMRP is that the return expected by investors and appropriate for use in 695 

the CAPM is far lower than returns calculated from selective samples of historic 696 

information” (lines 1250-1252)? 697 

A: Absolutely not.  As noted by Ms. Kight-Garlisch and on lines 836 to 840 of Exhibit 698 
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PRM-1.13G, the traditional CAPM has a tendency to understate the required return for 699 

companies with betas less than 1.0.  This is because the empirical market line has a 700 

higher intercept (i.e., the risk-free rate of return) and a less steep slope than the theoretical 701 

market line of the CAPM.  For companies with betas less than 1.0, the traditional CAPM 702 

understates the return for those companies. 703 

Q: Does Mr. Thomas agree with you that the return on a 20-year U.S. Treasury bond is a 704 

reasonable and appropriate risk-free rate to use in a CAPM analysis? 705 

A: Yes, he does, at lines 1348-1351. 706 

D. Risk Premium Analysis 707 

Q: Has Mr. Thomas properly characterized your historical data as “selective,” implying that 708 

you picked the historical time periods and three sub-periods to inflate the risk premium 709 

(lines 1424-1429)? 710 

A: No.  As noted on lines 761 to 772 of Exhibit PRM-1.0, I employ objective criteria to 711 

select the time periods that I considered.  And, those periods were chosen consistently 712 

without regard to the desired result.  That is to say, I have used the approach for over 20 713 

years as a financial analyst and consultant, without introducing any bias in the analytical 714 

process.  I have specifically tailored my equity risk premium to the market fundamentals 715 

most likely to exist for the future.  It is for this reason that I gave greatest emphasis to the 716 

more recent data covering the periods 1974-2005 and 1979-2005.  As to my selection of a 717 

utility equity risk premium, I have taken a balanced approach by utilizing a premium for 718 

the S&P Public Utilities which is between the lowest premium and the highest premium. 719 
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E. Comparable Earnings 720 

Q: Do you assert, as Mr. Thomas claims you do, that investors in utility stocks “require the 721 

same return from investments with fundamentally different risks” (lines 1443-1445)? 722 

A: No.  The Comparable Earning approach submitted here was for informational purposes.  723 

It is based upon the well accepted principals established in the Bluefield decision of the 724 

United States Supreme Court that specify that the utility should have the opportunity to 725 

earn a return corresponding to other enterprises displaying corresponding risks and 726 

uncertainties.  The Comparable Earnings approach that I have prepared is intended to 727 

identify non-regulated companies with similar risk traits determined from the six 728 

screening criteria that I applied.  This resulting return for those companies are reflective 729 

of those risk traits that are also shared by my Gas Group. 730 

F. Other Adjustments 731 

Q: Is Mr. Thomas correct in asserting that Riders VBA and UBA will “reduce the variability 732 

in the Companies’ future cash flow and their risk of non-recoverability” and therefore 733 

should be reflected in the returns on common equity authorized by the Commission 734 

(lines 1470-1472)? 735 

A: No, he is wrong.  As noted previously in my responses to Ms. Kight-Garlisch, my 736 

recommended cost of equity for the Utilities accounts for the features of the Riders VBA 737 

and UBA, because my Gas Group already possesses utilities with tracking mechanisms 738 

that deal with many of these issues.  There has been a general trend in the industry to 739 

establish trackers to deal with these issues, and the analyst and investor must assume that 740 

the various state commissions have taken these mechanisms into account in their 741 

reasonable regulation of utility returns on equity.  In addition, investors’ expectations 742 
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focus on the long term, which Riders VBA and UBA are intended to address.   743 

Q: Does the fact that your recommended rates of return on equity are close to the Utilities’ 744 

current authorized rates prove, as Mr. Thomas argues, that your recommended rates do 745 

not reflect the effect of Riders VBA and UBA (lines 1546-1556)? 746 

A: No.  My analysis is market oriented.  They account for the fact that investors generally 747 

expect gas utilities to have regulatory mechanisms to deal with these issues.  If and to the 748 

extent that these mechanisms reduce an individual utility’s risk, the decreased risk is 749 

already factored mostly into the authorized returns of my Gas Group for those companies 750 

with recent rate cases.  Other market factors affect the Utilities’ cost of equity which may 751 

offset any decreased risk associated with the riders. 752 

Q: Mr. Thomas reasons that because you did not align each energy efficiency mechanism in 753 

place for the Utility Sample with the Utilities’ proposed Riders VBA and UBA, the 754 

Commission cannot accept your assertion that your Utility Sample includes a number of 755 

companies have decoupling mechanisms in place (lines 1579-1585).  What do you make 756 

of this reasoning? 757 

A: Mr. Thomas obviously confuses the concept of comparability with identical features.  All 758 

of the rate of return witnesses in the proceeding, including Mr. Thomas, have accepted 759 

the proxy group that I assembled for the Utilities.  These are comparable, but not 760 

identical, companies to the Utilities.  Mr. Thomas is attempting to establish a standard of 761 

proof that is impossible to meet, which is yet another reflection of his bias. 762 

Q: Is Mr. Thomas’ claim that the CAPM beta should reflect company-specific risk (lines 763 

1590-1593) consistent with the definition of beta? 764 
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A: No.  Beta is a measure of systematic (i.e., market risk).  Company-specific risks are 765 

unsystematic, and not measured by beta. 766 

Q: Are the weather insurance policies purchased by the Utilities’ parent company in the past 767 

relevant to the determination of the Utilities’ cost of capital for ratemaking purposes? 768 

A: No.  In the past, the Utilities’ corporate parent used shareholder-supplied capital to obtain 769 

protection from Utility revenue variation due to warmer than normal weather.  Mr. 770 

Thomas theorizes that the economic value of these insurance policies to the Utilities’ 771 

parent can provide a proxy for the impact of the proposed Riders UBA and VBA on the 772 

Utilities’ risk and return on equity.  My understanding of the insurance policies is that 773 

they provided risk protection in the event that weather was warmer than predicted.  The 774 

riders are very different than the insurance policies, because the riders will not only 775 

provide some protection the Utilities in the event of warmer weather, but will also protect 776 

ratepayers from paying increased base rates if weather is colder than predicted.  As such, 777 

there are benefits provided to customers by Riders VBA and UBA that were not provided 778 

by the weather insurance previously purchased by the Utilities’ corporate parent. 779 

Q: Did the insurance policies provide 66 and 69.5 basis points of return on equity protection, 780 

as Mr. Thomas argues (lines 1641-1648; CUB-City Ex. 1.05)? 781 

A: No.  There are a variety of erroneous assumptions associated with Mr. Thomas’ analysis 782 

contained in CUB-City Exhibit 1.05.  First, it fails to recognize that the Utilities’ 783 

theoretical net income is unaffected by the payment of the insurance premiums by the 784 

holding company and its shareholders.  Second, the cost of the insurance becomes a net 785 

expense if the insurance payout is less than the annual premium, which Mr. Thomas has 786 

not factored in.  Third, and perhaps most important, because the riders protect ratepayers 787 
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and therefore deny the Utilities’ the additional margins if weather is colder than 788 

predicted, the reduction of risk to the Utilities as the result of warmer weather is offset by 789 

the reduction of risk to the Utilities’ ratepayers as the result of colder weather. 790 

Q: Does this conclude your rebuttal testimony? 791 

A: Yes. 792 


