
 

  North Shore/Peoples Gas Ex. PRM-3.0 

STATE OF ILLINOIS 

ILLINOIS COMMERCE COMMISSION 

NORTH SHORE GAS COMPANY 
 
Proposed General Increase In Rates For Gas 
Service. 
 
THE PEOPLES GAS LIGHT AND COKE 
COMPANY 
 
Proposed General Increase In Rates For Gas 
Service. 

: 
: 
: 
: 
: 
: 
: 
: 
: 
: 

 
 
 
No. 07-0241 
and 
No. 07-0242 
Consol. 

 

 

 

Surrebuttal Testimony of 
 

PAUL R. MOUL 
 

Managing Consultant 
P. Moul & Associates 

 
On Behalf of 

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

 
September 5, 2007 

 
 
 
 
 



 

Docket Nos. 07-0241 / 07-0242 (Cons.)   North Shore/Peoples Gas Ex. PRM-3.0 i

TABLE OF CONTENTS 
 
  Page 
 
I. INTRODUCTION AND BACKGROUND 1 

A. Witness Identification 1 

B. Purposes of Testimony 1 

C. Summary of Conclusions 1 

II. DISCUSSION 2 
 
 
 



 

Docket Nos. 07-0241 / 07-0242 (Cons.)  1 of 16 North Shore/Peoples Gas Ex. PRM-3.0 

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 and Rebuttal Testimony on behalf of The 6 

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

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

A: Yes. 9 

B. Purposes of Testimony 10 

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

A: I provide the Utilities’ response to the rebuttal testimony of Staff witness Sheena 12 

Kight-Garlisch and Citizens Utility Board/City of Chicago (“CUB/City”) witness 13 

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

C. Summary of Conclusions 15 

Q: Please summarize the conclusions of your Surrebuttal Testimony. 16 

A: The rebuttal testimony by Ms. Kight-Garlisch and Mr. Thomas has not rehabilitated their 17 

initial proposals, which by any objective benchmark significantly understate the cost of 18 

equity for the Utilities.  The understatement has continued to grow, as there has been 19 

significant turmoil in the financial markets since the direct and even rebuttal testimony 20 

was filed.  With this turmoil in both the bond and stock markets, a higher cost of equity 21 

should be recognized to reflect the new landscape facing investors.  By focusing on the 22 
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minutiae of the models employed to measure the cost of equity, both witnesses have 23 

missed the forest for the trees. 24 

II. DISCUSSION 25 

Q: What events have impacted the capital markets over recent periods? 26 

A: Financial markets have been extremely volatile recently and neither of the costs of equity 27 

proposed by Ms. Kight-Garlisch and Mr. Thomas reflects these events.  This is especially 28 

apparent with respect to the recommendation of Ms. Kight-Garlisch, who favors the use 29 

of spot stock prices, which would capture these events only if they were updated.  For 30 

example, just after the Federal Open Market Committee (“FOMC”) meeting on August 7, 31 

2007, where the FOMC decided to retain a 5.25% Fed Funds rate, turmoil in the credit 32 

markets prompted central banks throughout the world to inject over $325 billion of 33 

reserves into the banking system over a three-day period in reaction to a credit crunch.  34 

Problems had been developing earlier in 2007, beginning in the market for asset-backed 35 

securities linked to subprime mortgages.  Valuation uncertainties for these securities 36 

caused liquidity concerns for many hedge funds, investment banks, and financial 37 

institutions.  The market for commercial paper, the most liquid part of the credit markets 38 

for non-Treasury securities, was also affected.  These concerns then spread throughout 39 

the financial markets globally and contributed to a stock market correction (i.e., a ten 40 

percent decline from recent highs).   41 

In response to the market turmoil, the FOMC issued the following statement, the 42 

first of its type since shortly after 9/11. 43 

    “The Federal Reserve is providing liquidity to facilitate the 44 
orderly functioning of financial markets.  45 
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    The Federal Reserve will provide reserves as necessary 46 
through open market operations to promote trading in the 47 
federal funds market at rates close to the Federal Open 48 
Market Committee's target rate of 5-1/4 percent. In current 49 
circumstances, depository institutions may experience 50 
unusual funding needs because of dislocations in money 51 
and credit markets. As always, the discount window is 52 
available as a source of funding.” 53 

 During a two week period in mid-August 2007, the Federal Reserve added liquidity in an 54 

attempt to stabilize the functioning of financial markets.  As noted above, these actions 55 

were part of the efforts of central banks globally to restore order to the financial markets.  56 

Then, one week after its initial announcement, the FOMC reduced the discount rate by 57 

50 basis points to narrow the spread between that rate and the target rate for federal 58 

funds.  At the same time, the FOMC stated as follows: 59 

     “Financial market conditions have deteriorated, and tighter 60 
credit conditions and increased uncertainty have the 61 
potential to restrain economic growth going forward. In 62 
these circumstances, although recent data suggest that the 63 
economy has continued to expand at a moderate pace, the 64 
Federal Open Market Committee judges that the downside 65 
risks to growth have increased appreciably. The Committee 66 
is monitoring the situation and is prepared to act as needed 67 
to mitigate the adverse effects on the economy arising from 68 
the disruptions in financial markets.” 69 

 In summary, the future course of the financial markets is far more uncertain today than 70 

when I filed my direct and rebuttal testimony and, for that matter, when 71 

Ms. Kight-Garlisch and Mr. Thomas filed their rebuttal testimony on August 21, 2007. 72 

Q: Is there a readily available measure of volatility in the stock market? 73 

A: Yes.  The Chicago Board Options Exchange (“CBOE”) Volatility Index (i.e., “VIX”) can 74 

be used.  The VIX is based on real-time prices of options on the S&P 500 Index, and is 75 

designed to reflect investors' consensus view of future (30-day) expected stock market 76 
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volatility.  On August 16, 2007, the VIX reached 30.83, its highest level since March 24, 77 

2003.  78 

Q: Can you place this recent performance of the VIX into an historical context?   79 

A: Yes.  Presented below is the distribution of the history of the VIX. 80 

Distribution of VIX Prices Since 1990
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 This histogram represents the VIX daily closing prices sorted into four groupings 81 

regardless of the dates they occurred from January 2, 1990 to August 28, 2007.  The 82 

higher the index values, the more volatility investors expect in the S&P 500, as 83 

previously explained.  The distribution of the VIX prices for much of the period since 84 

1990 shows that volatility has been much lower than it is today.  Indeed, the histogram 85 

shows that the majority of the VIX index values are below 20.  The VIX has been trading 86 

above 20 since July 26, 2007, and is above its 17+ year historical average of 18.90.  87 

When Ms. Kight-Garlisch initially selected her stock prices for the purpose of her direct 88 

testimony, the VIX was 13.21 on April 25, 2007.  By August 21, 2007 the date of her 89 

rebuttal testimony, the VIX was 25.25 and as of August 28, 2007 it was 26.30.  Clearly, 90 

this demonstrates that market volatility is high, which means risk is also high, and higher 91 
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returns are necessary to compensate for this high risk.  The substantial increase in the 92 

VIX since April 25, 2007 is yet more proof that the cost of equity recommended by 93 

Ms. Kight-Garlisch is too low.  It also shows that undue emphasis should not be placed 94 

on spot prices.  For example, if Ms. Kight-Garlisch’s analysis were updated to reflect 95 

stock prices on August 28, 2007, then her DCF result would be 8.91% -- a meaningful 96 

increase of 68 basis points from the results she calculated nineteen (19) weeks earlier. 97 

Q: In your direct testimony, did you intend to accuse Ms. Kight-Garlisch of engaging in 98 

gamesmanship in her selection of April 25, 2007 as spot date for her analysis? 99 

A: No, not at all.  I was merely commenting on her methodology and made no observations 100 

that could be construed “as implying that the date of [her] analysis was chosen, by 101 

design, to produce the results that [she] desired.”  ICC Staff Ex. 18.0, at lines 205-206.  102 

My point is that the use of a single spot date as a methodology is amenable to gaming.  103 

Indeed, if the single-spot-date methodology was the only methodology accepted by this 104 

Commission, I would expect that the Commission would be bogged down in endless 105 

debates between witnesses as to which single day should provide the basis for a utility’s 106 

authorized rate of return on equity.  Each witness would find any number of reasons for 107 

choosing a particular date and challenging by the opposing witnesses selection.   108 

Again, I am not suggesting that Ms. Kight-Garlisch selected April 25, 2007 to 109 

achieve any particular result.  I am suggesting that the use of a single date on which to 110 

base a utility’s authorized rate of return is fraught with potential problems.  I would also 111 

suggest that the use of a single date’s data implies that the Commission should base its 112 

determination of the utility’s current and foreseeable cost of equity on a date as close as 113 

possible to when the Commission makes the determination, rather than a date months 114 
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prior.  Even the selection of that date is fraught with potential problems.  The more 115 

prudent and fair approach for utility shareholders and customers alike is to base the rate 116 

of return determination on all of the information that investors themselves consider when 117 

making investment decisions.  Investors will balance a single day’s data, and even a 118 

weeks’ and months’ worth of data, with a longer-term perspective.  This investment 119 

approach is implemented through a strategy commonly referred to as dollar cost 120 

averaging, where shares are accumulated by investing a fixed amount at set intervals.  121 

The end result is that an investor will obtain more shares when the price is low and fewer 122 

shares when the price is high, thereby obtaining a lower average cost than would result if 123 

a consistent number of shares were purchased at set intervals. 124 

Q: Turning to the additional points contained in Ms. Kight-Garlisch’s rebuttal, please 125 

address whether the cost of equity for North Shore should reflect a premium due to its 126 

small size, which she discusses at lines 42-63. 127 

A: Ms. Kight-Garlisch expresses doubt as to the existence of a premium related to the size of 128 

a firm.  Yet, she provides no support for her opinion that North Shore’s cost of equity 129 

should not reflect such a premium, except to state that size was not mentioned in the 1991 130 

and 1995 rate orders by the Commission for North Shore.  This does not alter the fact that 131 

North Shore historically has received a higher cost of equity from the Commission and it 132 

continues to be smaller then Peoples.  Indeed, North Shore obtained its equity from a 133 

larger corporate parent in 1991 and 1995,  As Ms. Kight-Garlisch herself has observed, 134 

the Commission must set North Shore’s cost of equity on a stand-alone basis. 135 

Q: What is your reaction to the rebuttal testimony of Ms. Kight-Garlisch (lines 64-100) 136 

concerning the credit quality benchmarks and the cost of equity? 137 
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A: Ms. Kight-Garlisch acknowledges that there is no way to directly measure this 138 

relationship, yet she has attempted to do so when altering the results of her models when 139 

proposing a cost of equity that deviates from her results.  Moreover, her references to 140 

Modigliani and Miller (“M&M”) do not buttress her case because she declined to employ 141 

the M&M formulas in her testimony, unlike my analysis that did use these formulas. 142 

Q: Has Ms. Kight-Garlisch justified her position, restated at lines 102-114 of her rebuttal 143 

that without the riders proposed by the Utilities that they have the same level of operating 144 

risk as the Gas Sample Group? 145 

A: No.  She claims that her recommendation does not reflect the approval of the Utilities’ 146 

proposed riders, and if they are approved there should be a reduction in the cost of equity.  147 

But most of the Sample Group companies she relied on have such riders, so if the 148 

Utilities’ proposed riders are not approved then her proposed cost of equity should be 149 

higher than the indicated cost of equity for the Sample Group.  She cannot have it both 150 

ways. 151 

Q: Have you advocated, as Ms. Kight-Garlisch asserts at lines 116-150, that Nicor, WGL 152 

Holdings, and Laclede Group should be removed from the proxy group because their 153 

DCF returns are unrealistically low? 154 

A: No.  The proxy group was selected based upon objective criteria.  There is no reason to 155 

remove certain companies because to do so would inject a bias into the selection process.  156 

Indeed, Ms. Kight-Garlisch seems to agree with me on that point.  Rather, what I am 157 

saying in my rebuttal testimony is that when the DCF results are close to or even below 158 

the cost of debt, then the analyst must exercise judgment and those obviously unrealistic 159 

results must be removed from consideration in the final determination.  While the group 160 
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average cost of equity may exceed the cost of debt, the group average is lower than 161 

otherwise because the unrealistically low results were retained in the sample from which 162 

the average was derived.  Further, using standard deviation to manipulate the group 163 

results for inclusion or exclusion purposes is a self-fulfilling prophecy, because the 164 

standard deviation is the product of the constituents of the sample that by definition 165 

includes 68.3% of all values assuming a normally distributed sample.  So while Ms. 166 

Kight-Garlisch’s bottom line conclusion is that no company or results should be 167 

removed, her various scenarios of excluding selected results do not alter the fact that the 168 

DCF model as she has applied it produces unrealistic results that should play no role in 169 

the determination of a fair return for the Utilities. 170 

Q: Ms. Kight-Garlisch does not seem to be alarmed by her extraordinarily low DCF results 171 

for Nicor (see lines 151-162).  Does this surprise you? 172 

A: Yes, it does.  On its face, a 5.91% cost of equity does not pass the “sniff” test.  It happens 173 

that we have a convenient benchmark to test the reasonableness of that result.  Ms. Kight-174 

Garlisch provides no rational for a 5.91% return when the Commission recently set the 175 

cost of equity at 10.51% for its subsidiary Northern Illinois Gas Company.  Rather, Ms. 176 

Kight-Garlisch seeks to deflect the obvious infirmity of the DCF results by citing to the 177 

results of the CAPM for Nicor.  She then takes an average of these two results as an 178 

indicator of investors’ expected cost of equity.  It seems curious to assume that an 179 

average of two disparate measures of the cost of equity will provide a reasonable 180 

outcome.  That is to say, missing the target by ten feet to the right on the first try, 181 

followed by a miss of ten feet to the left on the second try, does not equal an average 182 

"bull's eye."  Yet, even if Ms. Kight-Garlisch is correct that the high CAPM results 183 
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should be used to offset the low DCF results for Nicor, her cost of equity proposal for the 184 

Utilities should not be significantly lower than the 10.37% result she cites for Nicor.  185 

Moreover removing Nicor from the CAPM analysis reduces the group average result to 186 

10.91%, which continues to suggest that the low DCF results are unrealistic. 187 

Q: What is your reaction to Ms. Kight-Garlisch’s assertion at lines 184-185 that historical 188 

data used by researchers is not directly relevant to the cost of equity? 189 

A: I am puzzled by the assertion.  My puzzlement arises from the fact that the academic 190 

researchers that developed the cost of equity models that we all use were developed using 191 

historical data.  If, as Ms. Kight-Garlisch acknowledges, the cost of equity models were 192 

developed relying on historical data, then such data has to be relevant to the use of the 193 

models. 194 

Q: Can the market vagaries problem be addressed by using cross-sectional data from a 195 

particular point in time as opposed to using an average of prices from a recent period? 196 

A: No.  The same market forces affecting a stock price on a given day can affect the cross-197 

sectional data on that date.  While some of these data will reflect future expectations, 198 

other data will reflect past historical performance, and still other data will reflect short-199 

term market inefficiencies.  I have already shown that the VIX is substantially above the 200 

13.21 level on April 25, rendering Ms. Kight-Garlisch’s recommendation outdated 201 

because it does not reflect the more volatile stock market since then, which would 202 

warrant a higher cost rate.  In addition, the yield on A-rated public utility bonds continues 203 

to persist at levels above those cited in Ms. Kight-Garlisch’s direct testimony.  Value 204 

Line reported the yield on A-rated public utility bonds to be 6.28% on August 22, 2007, 205 

or above the 6.01% yield that she quoted in her direct testimony. 206 
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Q: Ms. Kight-Garlisch states that use of historical data is the only way to compute betas.  207 

Does this rationalization support her use of historical data only for this purpose? 208 

A: No.  Use of historical data for calculating betas would only be appropriate for 209 

determining expected systematic risk if it is demonstrated that betas are stable over time.  210 

In that situation, history would be a good proxy for future expectations i.e., ex post equals 211 

ex ante.  Ms. Kight-Garlisch made no attempt to establish the stability of betas using 212 

historical data.  Indeed, my observation indicates that betas for utilities computed with 213 

historical data have been trending upward over the past several years.  Hence, 214 

Ms. Kight-Garlisch’s use of historical data in computing her betas contains the same 215 

limitations that she complains about for other uses of historical data. 216 

Q: Did you criticize the methodology that Ms. Kight-Garlisch used in computing her betas 217 

with historical data, as she states at lines 231-255? 218 

A: No.  In fact, I agree with her approach.  The point of my rebuttal was that investors who 219 

make purchase and sell decisions in the proxy group companies have no knowledge of 220 

her betas.  Therefore, her betas are not relevant to investor expected returns because the 221 

betas have no influence on the stock prices that have been used in this proceeding. 222 

Q: Please comment on Ms. Kight-Garlisch’s claim at lines 269-270 that forecasts of 223 

Treasury bond yields do not reflect market forces and therefore are not as good as the 224 

actual yields on Treasury bonds. 225 

A: Economists’ forecasts of the yields on Treasury bonds are no more or less reliable than 226 

analysts’ forecasts of the growth rates in the DCF that Ms. Kight-Garlisch embraces for 227 

the purposes of her DCF model. 228 
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Q: At lines 278-307, Ms. Kight-Garlisch raises various concerns regarding allowed returns 229 

tabulated from other rate case decisions, such as variations in capital structure, common 230 

stock flotation costs, etc.  Does the lack of this information invalidate consideration of 231 

your tabulation? 232 

A: No.  I was not suggesting that the Commission should rely on this tabulation exclusively 233 

to arrive at the cost of equity to be determined in this case.  Rather, this tabulation is 234 

intended to provide a general benchmark or point of reference for the types of returns that 235 

investors expect from the adjudication of a rate case.  Recent return on equity decisions 236 

for other gas utilities should provide a reasonableness check on the analyst’s financial 237 

model results. 238 

Ms. Kight-Garlisch has presented her evidence of the cost of equity based upon 239 

the average results of the DCF model, i.e., 8.23% and the CAPM, i.e., 11.34%.  This 240 

represents a significant gap of 311 basis points (11.34% - 8.23%) in the upper and lower 241 

end of the range.  Ms. Kight-Garlisch equally weights each result to arrive at a 9.79% 242 

average.  The question is:  are these significantly divergent results entitled to equal 243 

weight?  I say no, based upon the types of outcomes investors currently expect from rate 244 

case decisions, which are based on benchmarks widely available to investors and are 245 

10.49% as the average, 10.50% as the median, and 10.73% as the midpoint.   246 

Equally weighting Ms. Kight-Garlisch’s results is not the appropriate course of 247 

action because DCF is clearly understating the cost of equity.  I say this because if the 248 

Commission were to choose Ms. Kight-Garlisch’s midpoint, which is below the expected 249 

outcome of investors, then the Utilities will not be offered a return commensurate with 250 

the returns on alternative investments of corresponding risk.  After all, if the equity return 251 
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from this rate case is to provide the Utilities with the ability to attract capital on 252 

reasonable terms, then the return must be at least comparable with the returns provided to 253 

other gas utilities with whom the Utilities must compete to attract capital.   254 

Q: Turning next to the rebuttal testimony of Mr. Thomas, he concludes that the Utilities cost 255 

of equity is within a narrow range of his 8.11% proposal and Staff’s DCF of 8.23%.  Is 256 

this even close to a reasonable return for the Utilities? 257 

A: No.  According to the Financial Analysis Division’s Rate Case Histories available on the 258 

Commission’s website, the Commission has never set the cost of equity for a gas utility 259 

(or any other type of public utility) below 9% in the past 30 years. 260 

Q: Mr. Thomas notes at lines 46-61 and 301-334 of his rebuttal testimony the wide gap 261 

between the DCF and CAPM results proposed by Ms. Kight-Garlisch, and argues that her 262 

CAPM results should not be given the same weight as DCF.  Is Mr. Thomas’ argument 263 

supported by the results of the other financial models before the Commission? 264 

A: One could just as simply say that Ms. Kight-Garlisch’s DCF result cannot be given the 265 

same weight as her CAPM result.  We cannot choose between these two values without a 266 

reference to the results of other independent methods in order to determine which value is 267 

the outlier.  Obviously, Mr. Thomas’ inclination is to reject the higher value and embrace 268 

the lower value.  However, viewing the results of other methods/models of the cost of 269 

equity will bring perspective to the analysis and will demonstrate which one is the true 270 

outlier.  In my direct testimony, I have also employed the Risk Premium model 271 

(distinguished from the CAPM) and Comparable Earnings method.  The Risk Premium 272 

model produced an 11.44% cost of equity and the Comparable Earnings method 273 
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produced a 14.30% return.  We can see that it is the DCF return that is the outlier here 274 

and not the results of the CAPM as applied by Ms. Kight-Garlisch. 275 

Q: Mr. Thomas indicates at lines 187-204 that the measure that he used for the risk-free rate 276 

of return has declined since he submitted his direct testimony.  Does he provide a context 277 

surrounding the decline in these Treasury yields? 278 

A: No.  Mr. Thomas does not mention the financial crisis in both the stock and bond markets 279 

caused by the current credit crunch.  During times of great uncertainty, as today, there is 280 

often a flight to the quality of Treasury obligations.  Today, the demand for Treasury 281 

obligations has spiked upward which increases the price for these securities, which in 282 

turn drives down their yields.  This is precisely what has happened to the yields that 283 

Mr. Thomas quotes.  Yet, he never places those yields into any perspective.  The low 284 

yields on Treasury obligations are symptomatic of the high risk that now permeates the 285 

financial markets.  Indeed, in its Economic Research note dated August 24, 2007, 286 

Standard & Poor’s noted “borrowing money has become more expensive and more 287 

difficult, for both individuals and institutions.”  So while the yield on Treasury 288 

obligations has declined due to a flight to the safety of those securities, other capital costs 289 

have increased significantly.  Notably, Mr. Thomas reflects none of those increases in his 290 

analysis. 291 

Q: Are Mr. Thomas’ observations at lines 207-256 about the adjustments that were made by 292 

Value Line and Ms. Kight-Garlisch to the calculation of beta warranted? 293 

A: No.  He claims the adjustment is counterintuitive, but it is not.  The betas of high-beta 294 

stocks tend to revert to 1.0 and low-beta stocks perform similarly over time.  Indeed, 295 

there has been a decided upward trend in the Value Line betas for utility stocks over the 296 
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past several years.  Mr. Thomas also observes that the Utilities are proposing “revenue 297 

assurance riders” to reduce risk exposure.  However, these proposals have nothing to do 298 

with betas because the riders are designed to deal with unsystematic risk factors.  Betas 299 

measure systematic risk and have nothing to do with the implementation of the riders. 300 

Q: Does Mr. Thomas correctly suggest, at lines 268-278, that Ms. Kight-Garlisch’s 301 

calculation of the expected market risk premium (“EMRP”) used in her CAPM model is 302 

too high?  303 

A: No.  Ms. Kight-Garlisch calculated a total market return of 13.46% for the S&P 500.  My 304 

calculation that was done months earlier produced a 12.44% return (see lines 870 to 873 305 

of People Gas Ex. PRM-1.0).  These two returns are within the same order of magnitude 306 

and show that Mr. Thomas proposal is well off the mark. 307 

Q: Please respond to Mr. Thomas’ assertion at lines 361-445 that investors require much 308 

lower returns than regulatory commissions have been granting to utilities. 309 

A: Mr. Thomas’ view of the rate of return determination in rate case proceedings misses the 310 

mark on several levels.  As noted above, a fair rate of return is one that provides a return 311 

to the utility that is commensurate with the risk on alternative investments of 312 

corresponding risks.  As such, the cost of equity determination cannot be made in a 313 

vacuum.  I am not saying that the Commission should merely adopt a return that is based 314 

upon the outcomes of other rate cases, but it should be mindful of those returns when 315 

selecting from the alternatives submitted by the parties in this case.  Clearly, the cost of 316 

equity proposed by Mr. Thomas flunks this standard.  Mr. Thomas also cites to the 317 

market-to-book ratios that are above 1.0 for utility stocks as another reason that the 318 

returns granted by regulators are too high.  Yet, regulators are well aware of the 319 
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market-to-book ratios of utility stocks when they make their decisions.  If Mr. Thomas 320 

was correct on this point, regulators would not grant rate increases to utilities whenever 321 

their stock prices were above book value.  We know that during the past 50+ years, the 322 

vast majority of utility market-to-book ratios were above 1.0, and regulators have been 323 

granting rate increases to utilities throughout this period.  Finally, Mr. Thomas argues 324 

that the decline in interest rates since the 1980s somehow argues for much lower 325 

authorized returns from regulators.  But what Mr. Thomas fails to acknowledge is that as 326 

interest rates have declined the risk premium has increased.  This is the situation that is 327 

reflected in currently authorized returns. 328 

Q: Is Mr. Thomas correct that there is no valid basis of comparing firms in competitive 329 

markets to regulated utility companies? 330 

A: No.  All firms, both regulated and competitive, attract capital from investors in the same 331 

capital markets.  There is no financial market for utility stocks that is separate from the 332 

financial market for competitive companies.  After all, regulation is a substitute for 333 

competitively determined prices. 334 

Q: At lines 498-521, Mr. Thomas disputes the fact that the cost of equity determination from 335 

your proxy group already reflects the benefits of the Riders proposed by the Utilities.  336 

Please respond. 337 

A: I have already made this comparison.  With the exception of Nicor, each of the 338 

companies has some mechanism in place to deal with these issues.  Moreover, it is not 339 

necessary to detail each difference that may exist among the various riders.  Again, the 340 

standard is comparability, not exact similarity.  Further, he has not pointed to any proxy 341 

group company that has riders that do not retain the benefits of customer growth.  Finally, 342 
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it is impossible to isolate the cost of equity difference for the one company in the Utility 343 

Sample that has no revenue-protection mechanisms.  For example, Ms. Kight-Garlisch 344 

shows conflicting results for Nicor, i.e., it has both the highest and lowest cost of equity 345 

indication compared to the results of the other proxy group companies. 346 

Q: Mr. Thomas claims that his analysis of Peoples Energy Corporation’s weather insurance 347 

already factors in the potential that customers will be protected from paying increased 348 

base rates if the weather is colder than predicted.  Is this true? 349 

A: No, it is not.  His analysis values the weather insurance policies based on their maximum 350 

payout, minus the premiums.  His analysis does not take into account any offsetting 351 

potential for a payout by Peoples Energy Corporation in the event that weather was 352 

colder than normal. 353 

Q: Does this conclude your surrebuttal testimony? 354 

A: Yes, it does. 355 


