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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. Are you the same Sheena Kight-Garlisch who previously filed testimony in 5 

this proceeding? 6 

A. Yes, I am. 7 

Q. Please state the purpose of your rebuttal testimony in this proceeding. 8 

A. The purpose of my rebuttal testimony is to respond to the rebuttal testimony of 9 

North Shore Gas Company’s (“North Shore”) and Peoples Gas Light and Coke 10 

Company’s (“Peoples Gas”) (collectively “the Companies”) witnesses Bradley A. 11 

Johnson (North Shore/Peoples Gas Ex. BAJ-2.0) and Paul R. Moul (North 12 

Shore/Peoples Gas Ex. PRM-2.0) and to the direct testimony of Citizens Utility 13 

Board (“CUB”) and City of Chicago (“City”) (“CUB-City”) witness Christopher C. 14 

Thomas (CUB-City Exhibit 1.0).1 15 

RESPONSE TO MR. JOHNSON 16 

Q. Mr. Johnson asserts in his rebuttal testimony that your cost of common 17 

equity recommendation is based upon approval of Riders UBA and VBA.  18 

He also asserts that you recommend reductions to the cost of common 19 

                                            
1 My decision not to respond to an argument or arguments contained in the testimonies of Mr. Moul, 

Mr. Johnson and Mr. Thomas should not be construed as my agreement with those arguments.   
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equity if the riders are not approved.2  Is his understanding of your 20 

testimony correct? 21 

A. No, Mr. Johnson has it backwards.  As described on pages 22-26 of ICC Staff 22 

Ex. 6.0, my cost of common equity recommendation does not reflect the approval 23 

of any riders.  Further, I recommend a reduction in the cost of common equity if 24 

any rider is approved. 25 

RESPONSE TO MR. MOUL 26 

Q. Please evaluate Mr. Moul’s rebuttal testimony. 27 

A. Mr. Moul’s rebuttal contained nothing to change my opinion of the Companies’ 28 

costs of common equity.  In my judgment, the investor-required rate of return on 29 

common equity equals 9.50% for North Shore and 9.70% for Peoples Gas.  Mr. 30 

Moul criticizes numerous parts of Staff’s cost of equity analysis, which are 31 

addressed later in this testimony.  However, the difference between, the results 32 

of Mr. Moul’s CAPM and DCF analyses, excluding adjustments, and Staff’s is 33 

only 11 basis points.  The major differences between the Companies’ and Staff’s 34 

cost of common equity recommendation are in the adjustments to the Utility 35 

Sample cost of common equity.  Mr. Moul adjusts his results because the 36 

market-value based common equity ratios of his sample are higher than the 37 

book-value based equity ratios for the Companies and for flotation costs.  I 38 

adjusted my Utility Sample cost of common equity to reflect the lower financial 39 

risk of the Companies compared to the Utility Sample. 40 

                                            
2 North Shore/Peoples Gas Ex. BAJ-2.0, p. 5. 
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Relative Risk of the Companies and the Utility Sample 41 

Q. Mr. Moul suggests that the “returns should actually be increased due to the 42 

small size of North Shore.”3  Please comment.   43 

A. An increase in the cost of common equity recommendation to reflect the small 44 

size of North Shore is inappropriate.  If a size-based risk premium for utilities 45 

exists,4 and I am not convinced that it does, it should be based on the size of the 46 

Companies’ parent company, Integrys.  Although North Shore raises its own 47 

debt, it obtains common equity financing from its parent company.  Integrys has a 48 

market capitalization of over $3.87 billion.5 Being a part of a much larger 49 

organization should enhance the ability of North Shore to access the common 50 

equity market on reasonable terms.  The Commission has rejected the size-51 

based risk premium in many cases, including Docket No. 03-0403.6   52 

Q. Mr. Moul notes that North Shore received a higher cost of equity than 53 

Peoples Gas in their 1991 and 1995 rate cases as support for a small 54 

company receiving a higher cost of equity.  Please comment. 55 

A. The reason for the difference in the cost of common equity approved for North 56 

Shore and Peoples Gas in the 1991 and 1995 rate cases was not due to size.  57 

Nowhere in the Orders for any of the cases is a size adjustment made to the cost 58 

of common equity. 7 Although Mr. Moul contends that “nothing has transpired” 59 

since the last cases to cause North Shore not to have a higher cost of common 60 

                                            
3 North Shore/Peoples Gas Ex. PRM-2.0, p. 21. 
4 By size-based risk premium, I mean a risk premium that is related only to the size of a company as 

measured by market value and not related to any other risk factor such as liquidity. 
5 www.wsj.com, August 20, 2007. 
6 Order, Docket No. 03-0403, p. 43, April 13, 2004. 
7 Order, Docket No. 95-0031, November 8, 1995; Order, Docket No. 91-0010, November 8, 1991. 
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equity than Peoples Gas, his statement is unsubstantiated.  In addition, 61 

companies, the business market, capital markets, etc. have definitely changed 62 

since 1995.   63 

Q. Mr. Moul argues that the benchmark ratios you relied on to determine your 64 

risk adjustment “relate to measures of credit quality and not the cost of 65 

equity.”  Please comment. 66 

A. The risk/return tradeoff (i.e., investors require higher returns to accept greater 67 

exposure to risk) is a fundamental principle of finance.  That concept forms the 68 

basis of my adjustment.  While Mr. Moul is correct that common equity investors 69 

want to maximize their investment and those credit ratings do not equate to 70 

common equity risks, to therefore conclude that there is no connection between 71 

credit risk and common equity risk is incorrect.  While the relationship between 72 

credit ratings and common equity risk is not perfect, credit ratings and common 73 

equity risk are certainly related.  Nobel Prize winners Modigliani & Miller conclude 74 

that common equity costs are affected by debt leverage.  S&P credit ratings are 75 

also affected by debt leverage.  That is, as debt leverage rises, the cost of 76 

common equity rises and credit ratings fall and vice versa.  Thus, there is an 77 

inverse relationship between credit ratings and common equity costs.  This is 78 

precisely the relationship I am modeling.   79 

Consequently, I do not use the benchmark ratios to predict credit ratings.  80 

Rather, I use the benchmark ratios as a measure of the financial strength the 81 

Companies would have the opportunity to attain given their level of business risk 82 

and the impact of Staff’s proposed revenue requirement and capital components 83 

and costs in this proceeding.  The Commission should not ignore the level of 84 
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financial strength implied by the benchmark ratios in comparing the riskiness of 85 

the Companies versus the proxy sample.  As noted above, while there is no way 86 

to directly measure that relationship, to ignore the significant risk differential 87 

between the Companies and the Utility Sample, as Mr. Moul espouses, would 88 

clearly be inappropriate.  The funds from operations (“FFO”) interest coverage 89 

ratios and FFO to total debt coverage ratios for each of the Companies indicate 90 

that Staff’s proposed rates are sufficient to support financial strength that is 91 

commensurate with a credit rating of AA for North Shore and AA- for Peoples 92 

Gas.8 Further, the Companies’ imputed total equity to total capital ratio of 56% is 93 

at the higher end of the benchmark range for an AA credit rating.  In contrast, the 94 

Utility Sample’s average total equity to total capital ratio of 46% is at the lower 95 

end of the benchmark range for an A credit rating.  Since the Companies’ implied 96 

forward-looking credit ratings are higher than the average A S&P credit rating of 97 

the Utility Sample, a downward adjustment is necessary to reflect the basic tenet 98 

of financial theory -- the investor-required rate of return is lower for investments 99 

with less exposure to risk.    100 

                                            
8 ICC Staff Exhibit 6.0, pp. 17-22. 
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   Effect of Rider Approvals on the Companies’ Operating Risk 101 

Q. Mr. Moul provides testimony in response to your criticism that the Utility 102 

Sample does not reflect the operating risk reduction associated with 103 

approval of any of the Companies’ proposed riders. Did his rebuttal 104 

testimony change your position with regard to that issue? 105 

A. No.  Without the riders, the Companies have the same level of operating risk as 106 

the Gas Sample,9 which includes companies that have some of the tracking 107 

mechanisms the Companies have requested in this proceeding.  Therefore, 108 

approving some or all the proposed riders would reduce the Companies’ 109 

operating risk below that of the Gas Sample, which in turn, would further lower 110 

the Companies’ cost of common equity.  The Commission should not approve 111 

any of the riders, which would transfer risk from the Companies to ratepayers, 112 

without compensation to those ratepayers through lower authorized rates of 113 

return.   114 

DCF Methodology 115 

Q. In his rebuttal testimony Mr. Moul suggests that Nicor, WGL Holdings, and 116 

Laclede Group should be removed from your DCF analysis.10  Do you 117 

agree? 118 

A. No.  My recommendation is based upon a representative sample, rather than any 119 

individual company’s estimate.  As stated on page 16 of my direct testimony, 120 

“estimates for a sample as a whole are subject to less measurement error than 121 

                                            
9 The Companies’ and the Utility Sample have the same business profile score of 3.  The business 

profile score measures operating risk. 
10 North Shore/Peoples Gas Ex. PRM-2.0, p. 13. 
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individual company estimates.”  Eliminating companies on the basis of their 122 

individual DCF results without regard to the effects of such action on the overall 123 

sample is improper.  That would defeat the purpose of using a sample.  While the 124 

DCF cost of common equity estimate for Nicor is below the current yield on A-125 

rated public utility bonds, individual DCF estimates for other sample companies 126 

are well-above the yield on A-rated public utility bonds.  In addition, Mr. Moul 127 

provides no basis for eliminating WGL Holdings and Laclede Group other than 128 

they are low.  The average cost of common equity for the sample used is 129 

reasonably above the yield on A-rated utility bonds.   130 

Further, two companies had DCF-derived cost of common equity estimates that 131 

are more than one standard deviation away from the DCF mean, Nicor and 132 

Atmos Energy.  My DCF cost of common equity estimates for Nicor and Atmos 133 

Energy are 5.91% and 9.75%, respectively.  Removing Nicor and Atmos Energy 134 

from my DCF cost of common equity analysis only results in an increased 135 

estimate of 11 basis points (8.34%).  The sample selection process is designed 136 

to strike a balance between measurement error due to sample composition and 137 

measurement error due to individual company cost of common equity estimates.  138 

Removing those two companies would reduce the sample to six companies. All 139 

else equal, a larger sample better mitigates the potential measurement error of 140 

the individual company cost of common equity estimates.  Thus, it would be 141 

inappropriate to reduce the sample size, given the lack of any demonstrated 142 

benefits of the removal of the two companies. Laclede Group and WGL Holdings 143 

are both within one standard deviation from the mean and therefore should not 144 

even be considered for elimination from the results. 145 
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If the Commission deems it appropriate to remove Nicor and Atmos Energy from 146 

the DCF analysis as outliers, the Commission should also remove Nicor from the 147 

CAPM analysis since its beta is also more than one standard deviation from the 148 

mean sample beta.  Removing Nicor from the CAPM analysis would reduce its 149 

estimate of the cost of common equity from 11.34% to 10.91%.11 150 

Q. Mr. Moul claims that the DCF return for Nicor “cannot possibly be correct 151 

because the Commission recently set the common equity return at 10.51% 152 

for its subsidiary Northern Illinois Gas Company.”12  Do you agree? 153 

A. No.  Although I have not performed a complete analysis of Northern Illinois Gas 154 

Company or Nicor, I would not expect either to equal the DCF estimate of 155 

5.91%.13  Similarly, I would not expect the cost of common equity for either to 156 

equal the CAPM estimate of 14.82%.  The large degree of measurement error 157 

inherent in any estimate of a company’s cost of common equity is exacerbated 158 

further when only one of those two models is employed in that analysis.  159 

Consequently, I measured cost of common equity with both the DCF and CAPM 160 

models.  Combining the DCF rate of return for Nicor with its CAPM rate of return 161 

produces an estimated cost of common equity of 10.37%.   162 

                                            
11 The average Value Line and regression analysis betas for the Utility Sample excluding Nicor for are 

0.81 and 0.58, respectively. 
12 North Shore/Peoples Gas Ex. PRM-2.0, p. 13. 
13 I regard an analysis of a company’s cost of common equity to include at a minimum an 

investigation of comparable risk companies, non-utility risk exposure, an assessment of relative utility risk 
in comparison to that sample of comparable risk companies and an assessment of financial strength, all 
of which I examined for the Companies.  In contrast, I performed none of those tasks for Nicor. 
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Historical Data 163 

Q. In defense of his use of historical data Mr. Moul, points out that “most 164 

notable research has used historical data.”14  Please comment. 165 

A. Of course, researchers study historical return data.  They certainly cannot study 166 

future security returns.  Further, researchers have recognized the limitations 167 

inherent in testing expected returns and its relationship with risk.  Fischer Black, 168 

co-creator of the Black-Sholes option pricing model and early researcher of the 169 

CAPM, wrote: 170 

Estimating expected return is hard. Daily data hardly help at all. Only 171 
longer time periods help. We need decades of data for accurate estimates 172 
of average expected return. We need such a long period to estimate the 173 
average that we have little hope of seeing changes in expected return. 174 

… 175 

Fama and French do not seem to believe much in theory when they 176 
estimate expected return. They (and many others) rely heavily on data. 177 
They look at average returns on certain factors as evidence of expected 178 
returns for those factors.  179 

Similarly, people who use the APT framework in estimating expected 180 
return usually use past average return as an estimate. When we have no 181 
theory for how a factor should be priced, past average return can give the 182 
best estimate, but it's normally a highly inaccurate estimate.15  183 

Whether or not academic researchers use historical data for “investigating and 184 

testing theories” is not directly relevant to estimating a company’s cost of capital.  185 

                                            
14 North Shore/Peoples Gas Ex. PRM-2.0, p. 10. 
15 Black, “Estimating Expected Return,” Financial Analysts Journal, January-February 1995, p. 168. 
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The investor-required rate of return is based on investors’ expectations of the 186 

future, not the experiences of the past. 187 

Q. Mr. Moul claims that the use of price data as of a single date “is subject to 188 

the vagaries of the market,” “is dependent upon the time when the analyst 189 

decides to prepare his/her study,” and “introduces gamesmanship into the 190 

rate of return.”16  Please comment. 191 

A. The use of current market data versus historical data has already been 192 

addressed on pages 5-6 and 27-31 of my direct testimony.  The market value of 193 

common stock equals the cumulative value of the expected stream of future 194 

dividends after each is discounted by the investor-required rate of return.  Every 195 

day new information becomes available and investors rethink their projections of 196 

future cash flows, the risk level of the company, and the price of risk.  Thus, only 197 

a current stock price will reflect all information that is available and relevant to the 198 

market.  As to the “vagaries” of the market, I employed a sample to minimize the 199 

effects of any such vagaries, as estimates for a sample as a whole are subject to 200 

less measurement error than individual company estimates.  Mr. Moul claims that 201 

my use of spot market data is dependent upon the time when I decided to 202 

prepare my study and implies that I resorted to gamesmanship.  Since Mr. Moul 203 

provided no explanation of how gamesmanship was introduced, I am left to 204 

interpret Mr. Moul’s statement as implying that the date of my analysis was 205 

chosen, by design, to produce the results I desired.  That was not the case.  The 206 

date of my analysis, April 25, 2007, was chosen simply to provide the most 207 

recently available information possible while still allowing me time enough to 208 

complete my analysis and testimony by the June 28 deadline.  I did not compare 209 

                                            
16 North Shore/Peoples Gas Ex. PRM-2.0 pp. 7-8. 
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my results to the results of any other date before deciding to use the April 25 210 

data.  The date was chosen without knowledge of, or regard to, the final 211 

outcome.  Finally, the only alternative to using spot market data is to use 212 

historical data, which is fraught with problems, as discussed at length on pages 213 

27 through 31 of my direct testimony. 214 

Q.  Mr. Moul claims that you have not “demonstrated that the isolated 215 

quotations from these [Commission] decisions have any relevance to the 216 

Utilities or my analysis.”17  Please comment. 217 

A. I clearly related Mr. Moul’s use of historical data to the Commission’s previous 218 

rulings on the use of it in determining the cost of common equity on pages 28- 219 

31of ICC Staff Ex. 6.0.  Mr. Moul relied on historical data to determine his cost of 220 

common equity recommendation.   221 

Q. Mr. Moul states that you relied upon historical data to compute your betas.  222 

Please comment. 223 

A. The raw beta was computed using historical data.  Betas cannot be calculated in 224 

any other manner.  In contrast, one need not rely on out-dated stock prices and 225 

historical risk premiums to conduct DCF and risk premium analyses.  Further, 226 

betas measure variance of return, not expected return.  While estimating 227 

expected return from historical data is difficult, explaining variance from historical 228 

data is easy.18 229 

                                            
17 North Shore/People Gas Ex. PRM-2.0, p. 9. 
18 Black, “Estimating Expected Return,” Financial Analysts Journal, January-February 1995, p. 168. 
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CAPM Analysis 230 

Q. Mr. Moul criticizes your CAPM analysis because the betas you used have 231 

not been shown to “have a bearing on investor expected return, and in 232 

setting rates of return,” recommending, instead, the use of Value Line 233 

betas.19  Please comment. 234 

A. The validity of Staff’s beta estimation methodology is not a function of whether 235 

investors rely upon Staff’s beta estimates.  Rather, the validity of the 236 

methodology is a function of whether it is generally accepted.  The methodology I 237 

used to calculate the betas for my sample, which Staff has regularly used and the 238 

Commission has consistently approved,20 employs the same monthly frequency 239 

of stock price data as the widely accepted Merrill Lynch methodology.  The Value 240 

Line methodology is not inherently superior to Staff’s methodology.  Different 241 

beta estimation methodologies can produce different betas when those 242 

methodologies employ different samples of stock return data.  Further, Mr. Moul’s 243 

argument to exclude Staff calculated betas and rely upon only Value Line betas 244 

was rejected by the Commission in Docket No. 00-0340.21  245 

Value Line and regression betas are estimates of the unobservable true beta, 246 

which measures investors’ expectations of the quantity of non-diversifiable risk 247 

inherent in a security.  Consequently, which beta estimates are more accurate is 248 

unknown.  Further, other sources publish beta estimates for the companies in my 249 

Utility Sample that are even lower than the regression beta estimates.   For 250 

                                            
19 North Shore/People Gas Ex. PRM-2.0, pp. 15-16. 
20 Order, Docket No. 02-0837, October 17, 2003, pp. 37-38; Order, Docket Nos. 

02-0798/03-0008/03-0009 Cons., October 22, 2003, p. 85; Order, Docket No. 00-0340, February 15, 
2001, p. 25; and Order, Docket No. 03-0403, April 13, 2004, p. 42. 

21 Order, Docket No. 00-0340, February 15, 2001, p. 25. 
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example, the published betas for my Utility Sample from Zacks averaged 0.59 251 

after adjustment and from Reuters averaged 0.60 after adjustment, both of which 252 

are lower than the adjusted regression beta of 0.62.22,23  The beta estimates from 253 

the various sources I reviewed are shown in the table below. The disparity in 254 

beta estimates does not indicate which beta estimates are superior. 255 

Table 1 
Source Raw Beta Adjusted Beta 
Zacks .37 .59 
Reuters .39 .60 
Yahoo!24 .77 .85 
   

Q. Has the Commission previously accepted the use of Staff’s regression beta 256 

estimates in cost of common equity analysis? 257 

A. Yes.  The Commission has accepted the use of Staff regression beta estimates 258 

in numerous proceedings,25 most recently in Docket Nos. 06-0070/06-0071/06-259 

0072 Consolidated.26 260 

Q. Mr. Moul claims that forecasts of the risk free rate indicate that 261 

expectations are approximately 5.4% for 30-year Treasury bonds.27  He 262 

concludes that his 5.25% risk-free rate should be used.  Do you agree? 263 

A. No.  Obviously, a discrepancy exists between the real risk-free rate and inflation 264 

expectations embedded in the long-term forecasts Mr. Moul cited and those 265 

                                            
22 Using the same upward adjustment applied to the raw regression betas. 
23 Zacks Research Wizard, August 9, 2007; Reuters, http://stocks.us.reuters.com/stocks.ratios, 

August 9, 2007. 
24 Yahoo Finance Key Statistics, http://finance.yahoo.com/q/ks?s…, August 9, 2007. 
25 See Order, Docket No. 03-0340, February 15, 2001, p. 25; Order, Docket No. 03-0398, April 7, 

2004, pp. 14-16; Order, Docket Nos. 02-0798/03-0008/03-0009 (Cons.), October 22, 2003, p. 85; and 
Order, Docket No. 03-0403, April 13, 2004, pp. 26-27, 33, and 42. 

26 Order, Docket Nos. 06-0070/06-0071/06-0072 Consolidated, November 21, 2006, p.145. 
27 North Shore/Peoples Gas Ex. PRM-2.0, p. 15. 
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embedded in the T-bond yield.  That is, those long-term forecasts are not in line 266 

with expectations of the investing public (as reflected in T-bond yields), or 267 

investors are willing to accept a lower return than the forecasts suggest. 268 

It is important to note that T-bond yields reflect market forces, while forecasts do 269 

not.  The true risk-free rate is reflected in the return investors are willing to accept 270 

in the market.  As of August 16, 2007 investors were willing to accept a 4.92%28 271 

return on T-bonds, despite the T-bonds’ inclusion of a maturity premium.  That 272 

the T-bond yield includes a maturity premium indicates that the true long-term 273 

risk-free rate is actually below 4.92%.  Accurately predicting the direction, 274 

magnitude and timing of interest rate changes is extremely difficult.  275 

Consequently, current rates are the best predictor of future rates.   276 

Other Allowed ROEs 277 

Q. Mr. Moul presents a graphical depiction of the distribution of 54 cost of 278 

common equity decisions for electric and gas utilities for 2006 and notes 279 

that they demonstrate “the inadequacy of your recommendation.29  Please 280 

comment. 281 

A. Mr. Moul’s testimony fails to specify many critical factors that influenced the 282 

allowed returns in those 54 proceedings.  For instance, Mr. Moul does not 283 

identify the relative risk, as exemplified by credit rating or any other metric, of 284 

each of the utilities involved in those return decisions.  Nor does he identify the 285 

capital structure that was adopted or the amount of the common stock flotation 286 

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

Daily Update, www.federalreserve.go/releases/H15/update/, August 17, 2007. 
29 North Shore/Peoples Gas Ex. PRM-2.0, p.4. 
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cost adjustment, if any, that was included in each of those decisions.  Without 287 

such data, any evaluation of the return recommendations in this proceeding via 288 

comparison to the returns authorized in the 54 cases Mr. Moul cites is useless, 289 

since we have no basis on which to assess comparability.  In fact, given the 290 

financial strength implied by the Companies’ forecasted financial ratios, I would 291 

expect their required return on common equity to be considerably lower than 292 

average.  Quite consistently, my recommendations of 9.5% for North Shore and 293 

9.7% for Peoples Gas fall below the 10.49% average allowed by other regulatory 294 

commissions in the U.S. for 2006 that Mr. Moul cites.  In contrast, the 295 

Companies’ return request of 11.06% is above that average. 296 

 Further, Mr. Moul refers to a second source as support for his claim that my cost 297 

of common equity recommendation is inadequate by referencing the average 298 

allowed returns on common equity reported by Lehman Brothers in their Power & 299 

Utilities report for 2005, 2006, and through March of  2007 that were 10.54%, 300 

10.45% and 10.35% respectively.30  Mr. Moul also claims that “Lehman Brothers 301 

finds that current energy utility returns on common equity should be 11.04%.”  302 

However, Mr. Moul mischaracterizes the Lehman Brothers report which states 303 

their simple regression model “would have implied a 11.04% ROE for 2006 …as 304 

opposed to the actual 10.45%.”31  Indeed, the average allowed return for the 305 

more recent year is as close to Staff’s recommendation as to Mr. Moul’s 306 

recommendation. 307 

                                            
30 North Shore/Peoples Gas Ex.PRM-2.0, p. 4. 
31 Lehman Brothers, Power & Utilities, May 22, 2007, p. 20. North Shore/Peoples Gas Ex.PRM-2.3, 

p.11.  
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RESPONSE TO MR. THOMAS 308 

Q. CUB-City witness, Mr. Thomas notes that recent research indicates that 309 

analyst growth rates are upwardly biased.32  Do you agree with his 310 

implication that those studies can be applied to utility growth rates? 311 

A. No.  The studies he cites tend to report generalized findings and do not 312 

specifically suggest that growth rates for utilities are overstated relative to 313 

achieved growth.  Indeed, one of the studies he cites specifically indicates that 314 

analyst growth rate estimates for utilities are not overstated.  The authors of that 315 

study sorted by growth rate all domestic firms with available IBES long-term 316 

growth rate estimates, forming value-weighted portfolios in each quintile after 317 

each year, and found that the growth rates for portfolios of companies falling in 318 

the highest quintiles (i.e., having the highest growth rates) tend to be overstated 319 

relative to the growth achieved over the five years post ranking.33  However, that 320 

study also indicates that the growth rates for portfolios of companies falling in the 321 

lowest quintile show no such tendency.  That study further notes that the bottom 322 

quintile portfolios predominantly comprise firms in mature industries, with 323 

approximately 25% of those firms being utilities.  Thus, the study does not show 324 

that forecasted utility growth rates are upwardly biased estimators of achieved 325 

growth five years ex post. 326 

Q. Mr. Thomas states that “[i]f we accept that (1) current stock prices reflect 327 

all available information, and (2) the empirical research has found a pattern 328 

of upwardly biased analyst growth rate forecasts…[u]sing analyst 329 

                                            
32 CUB-CITY Exhibit 1.0, p. 13; p. 15; and pp. 16-18. 
33 Chan, Karceski, and Lakonishok, “The Level and Persistence of Growth Rates,” Journal of Finance, 

April 2003, pp. 671-676. 
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forecasts as the only estimates of growth will overstate the cost of 330 

[common equity] capital...”34  Do you agree? 331 

A. The appropriate answer depends on the benchmark used to determine if analyst 332 

growth rates are too high.  If analysts’ growth rate estimates are too high relative 333 

to investors’ true growth expectations, Mr. Thomas’s statement is correct.  That 334 

is, if analyst growth rates overstate investor expectations of future growth, use of 335 

those analyst growth rates will produce an overstated cost of common equity.  336 

However, Mr. Thomas’s statement is made in the context of a discussion of 337 

whether or not analysts’ growth estimates are too high relative to achieved 338 

growth, as measured after the fact.  This suggests that he is assessing analyst 339 

growth rates on their ability to accurately predict future growth, not on their value 340 

as estimates of investors’ ex ante expectations.  If so, his statement is not 341 

necessarily correct.  As noted above, the rationality of investors’ true growth 342 

expectations is not at issue.  Indeed, given that investors’ growth expectations 343 

are forecasts of the future, they may differ significantly from the ex post achieved 344 

growth.  A cost of common equity witness should estimate what the investors’ 345 

true growth expectations are.  To the extent that analyst growth rates reflect the 346 

investors’ true growth expectations, use of analyst growth rates will provide an 347 

accurate estimate of the cost of common equity, if properly applied in a correctly 348 

specified DCF model, whether or not the predicted growth is ultimately realized.  349 

Mr. Thomas has presented no evidence to demonstrate that analyst growth rates 350 

are poor proxies for investor growth expectations. 351 

Q. Mr. Thomas claims that “[t]here is a disconnect between the way that 352 

investors actually receive cash flows and the way the Commission sets 353 

                                            
34 CUB-CITY Exhibit 1.0, pp.17-18. 
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rates” … which allows a company to “recover its approved cost of equity 354 

over an entire year”… even though “investors receive dividend payments 355 

on a quarterly basis” and concludes that the quarterly DCF model is not 356 

appropriate for rate setting purposes.35  Do you agree? 357 

A. No.  Mr. Thomas’s has raised a working capital issue, not a cost of common 358 

equity issue.  His argument implicitly assumes that working capital is not correctly 359 

measured.  A working capital allowance compensates a utility for any delay 360 

between the time it expends cash to provide service and the time it receives cash 361 

from its customer for that service.36  If a utility is authorized an appropriate 362 

working capital allowance, by definition, it will receive cash to pay for all costs of 363 

service as they come due.  Consequently, if one assumes an appropriate 364 

working capital allowance is authorized, Mr. Thomas’s argument is invalid 365 

because the working capital allowance will eliminate any surplus or deficit in 366 

earnings created by the timing of the utility’s cash collections and disbursements.  367 

Thus, contrary to Mr. Thomas’s argument, since utility companies pay cash flows 368 

(i.e., dividends) over the course of a year and not all at the end of the year, use 369 

of a quarterly DCF model is not only appropriate for rate setting purposes, it is 370 

necessary for a utility to recover its true cost of common equity.  In fact, the 371 

Commission has explicitly rejected the use of an annual DCF model in previous 372 

proceedings.37 373 

                                            
35 CUB-CITY Exhibit 1.0, pp. 27-31. 
36 Hahne and Aliff, Accounting for Public Utilities, Mathew Bender, 1991, p. 5-2. 
37 See Commonwealth Edison Company, Order, Docket No. 94-0065, January 9, 1995, p. 93 citing 

Northern Illinois Gas Company, Order, Docket No. 87-0032 et al., January 20, 1988, p. 36 and 
Commonwealth Edison Company, Order, Docket No. 83-0537, p. 34. 
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Q. Please evaluate Mr. Thomas’s market to book value analysis.38 374 

A. Mr. Thomas’s market to book value analysis is based on the premise that one 375 

should expect a utility company to precisely earn its cost of capital on a 376 

continuing basis.39  That premise is oversimplified.  There are many utility 377 

ratemaking practices (e.g., deferred taxes and depreciation) that could result in a 378 

utility’s market value exceeding its book value.  That is, the authorized return for 379 

each company in his sample is not the only factor influencing its earnings.  Thus, 380 

a market to book ratio in excess of one does not necessarily mean the authorized 381 

rate of return is too high.   382 

Q. Mr. Thomas criticizes the use in the CAPM of betas adjusted for reversion 383 

to the market mean of 1.0.40  Why did you adjust your raw beta estimates? 384 

A. I adjusted the raw (i.e., historical) betas for the companies in my sample to 385 

improve the accuracy of my beta estimates.  Ex post empirical tests of the CAPM 386 

suggest that the linear relationship between risk, as measured by raw beta, and 387 

return is flatter than the CAPM predicts.41  That is, securities with raw betas less 388 

than one tend to realize higher returns than the CAPM predicts.  Conversely, 389 

securities with raw betas greater than one tend to realize lower returns than the 390 

CAPM predicts.  Adjusting the raw beta estimate towards the market mean of 1.0 391 

results in a linear relationship between the beta estimate and realized return that 392 

more closely conforms to the CAPM prediction.  Securities with betas less than 393 

one are adjusted upwards thereby increasing the predicted required rate of return 394 

towards observed realized rates of return.  Conversely, securities with betas 395 

                                            
38 CUB-CITY Exhibit 1.0, pp. 31-37. 
39 CUB-CITY Exhibit 1.0, pp. 34-35. 
40 CUB-CITY Exhibit 1.0, pp. 45-49. 
41 Litzenberger, Ramaswamy and Sosin, “On the CAPM Approach to the Estimation of A Public 

Utility’s Cost of Common equity Capital,” Journal of Finance, May 1980, pp. 375-376. 



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

 ICC Staff Exhibit 18.0 

 20

greater than one are adjusted downwards thereby decreasing the predicted rate 396 

of return towards observed realized rates of return.  Thus, adjusted betas 397 

surpass raw betas as predictors of future returns and are, therefore, superior 398 

forward-looking betas.  Consistently, Seth Armitage in his text, “The Cost of 399 

Capital,” with regard to this argument, notes that studies have shown that such 400 

adjustments result in appreciably better forecasts, finding that the reduction in 401 

both bias and inefficiency is greater the further away from one the beta in 402 

question is.42 403 

Q. Mr. Thomas presents academic research indicating that the proper 404 

expected common equity market risk premium for determining the 405 

investor-required rate of return is between 3 and 5%.  Do you agree? 406 

A. No.  The research cited by Mr. Thomas represents various academics’ opinions 407 

of the common equity risk premium investors should expect, which is not 408 

necessarily the same as what the investors truly are expecting.43  Since the 409 

relationship between the returns of the stock market and U.S. Treasury bonds is 410 

not stable over time, current returns provide the best indication of what investors 411 

are expecting going forward.  Hence, my estimate of the common equity risk 412 

premium, derived by subtracting the current yield on long-term U.S. Treasury 413 

bonds from the first quarter return on the S&P 500 provides the actual difference 414 

between returns on risk-free and risky securities that exists in today’s market. 415 

Q. Does this conclude your rebuttal testimony? 416 

A. Yes, it does. 417 

                                            
42 Armitage, S., The Cost of Capital: Intermediate Theory, 2005, pp. 284-285. 
43 CUB-City Exhibit 1.0, pp. 54. 


