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GLOSSARY OF ACRONYMS AND DEFINED TERMS 
 

ACRONYM DEFINED TERM 
AFUDC Allowance for Funds Used During Construction 

β Beta 

b Represents the retention rate that consists of the fraction of 
earnings that are not paid out as dividends 

b x r Represents internal growth 

CAPM Capital Asset Pricing Model 

CCR Corporate Credit Rating 

CE Comparable Earnings 

DCF Discounted Cash Flow  

FERC Federal Energy Regulatory Commission  

FOMC Federal Open Market Committee 

g Growth rate 

GAAP Generally accepted accounting principles 

GDP Gross Domestic Product 

IGF Internally Generated Funds 

ICC Illinois Commerce Commission 

LDC local distribution companies 

Lev Leverage modification 

LT Long Term 

MM Modigliani & Miller 

MPL Minimum Pension Liability 

MTN Medium Term Notes 

OCI Other Comprehensive Income 

PUC Public Utility Commission 

r represents the expected rate of return on common equity 

Rf Risk-free rate of return 

Rm Return on the market 
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I. INTRODUCTION AND SUMMARY OF RECOMMENDATION 1 

A. My name is Paul Ronald Moul.  My business address is 251 Hopkins Road, 2 

Haddonfield, New Jersey 08033-3062.  I am Managing Consultant of the firm P. 3 

Moul & Associates, an independent financial and regulatory consulting firm.  My 4 

educational background, business experience, and qualifications are provided in 5 

Peoples Gas Ex. PRM-1.1. 6 

Q. What is the purpose of your testimony? 7 

A. My testimony presents evidence, analysis and a recommendation concerning the 8 

appropriate cost of equity that the Illinois Commerce Commission (“ICC” or the 9 

“Commission”) should allow The Peoples Gas Light and Coke Company (“Peoples 10 

Gas” or the “Company”) an opportunity to earn as part of its weighted average cost 11 

of capital (i.e., overall rate of return) incorporated into rates effective in calendar 12 

year 2008 based on a 2006 test year.  My analysis and recommendation are 13 

supported by the detailed financial data contained in Peoples Gas Ex. PRM-1.2 14 

through Peoples Gas Ex. PRM-1.12.  Additional evidence, in the form of appendices, 15 

are contained in Peoples Gas Ex. PRM-1.13, which is dividend into eight (8) parts 16 

and includes Peoples Gas Ex. PRM-1.13A through PRM-13H.  The items covered in 17 

these appendices provide additional detailed information concerning the explanation 18 

and application of the various financial models upon which I rely.   19 

Q. Based upon your analysis, what is your conclusion concerning the appropriate cost of 20 

common equity for the Company for rates effective in calendar year 2008? 21 

A. My conclusion is that the Company’s 2008 rates should be based on a cost of 22 

common equity of 11.06%.  My recommended cost of equity has been included in 23 
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the weighted average cost of capital calculation discussed in the testimony of 24 

Company witness Bradley A. Johnson.  The weighted average cost of capital 25 

proposed by the Company would, if adopted by the Commission, establish a 26 

compensatory level of return for the use of capital and provide the Company with the 27 

ability to attract capital on reasonable terms.  28 

Q. Have you also evaluated the reasonableness of the Company’s capital structure ratios 29 

from an industry perspective? 30 

A. Yes.  I have reviewed the capital structure ratios proposed by Mr. Johnson and found 31 

them to be reasonable.  A 56% common equity ratio is within the range of ratios 32 

employed historically by other gas companies that I analyzed, and is therefore within 33 

the range of ratios that investors expect for a gas company.  Accordingly, I 34 

recommend that the Commission accept the capital structure ratios proposed by the 35 

Company. 36 

Q. What data have you used to measure the Company’s cost of equity? 37 

A. I have determined the cost of common equity for the Company using capital market 38 

and financial data relied upon by investors to assess the relative risk, and hence the 39 

cost of equity, for a natural gas utility such as Peoples Gas.  In this regard, I relied on 40 

three well-recognized “market” models to measure the cost of equity:  Discounted 41 

Cash Flow (“DCF”), Risk Premium, and Capital Asset Pricing Model (“CAPM”).  I 42 

also considered, as a check on my results using the three market models, the 43 

Comparable Earnings (“CE”) method.  I applied these models and method with data 44 

from a proxy group of publicly traded gas companies with risk profiles similar to 45 

Peoples Gas.  I followed this approach because stock market data is required to apply 46 
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some of the cost of equity models.  Since the stock of Peoples Gas is not traded, the 47 

models that I used to measure the cost of common equity for the Company were 48 

applied with market and financial data developed from my proxy group of nine 49 

publicly traded natural gas companies.   50 

Q. What companies comprise your proxy group?  51 

A. The companies that comprise the proxy group are:  AGL Resources, Inc., Atmos 52 

Energy Corp., Laclede Group, Inc., New Jersey Resources Corp., NICOR, Inc., 53 

Northwest Natural Gas, Piedmont Natural Gas Co., South Jersey Industries, Inc., and 54 

WGL Holdings, Inc.  I will refer to these companies as the “Gas Group” throughout 55 

my testimony.  The selection criteria that I used to assemble the proxy group are 56 

discussed later in my direct testimony.  I have applied the models for estimating the 57 

cost of equity using the average data for the Gas Group.   58 

Q. Please summarize the results of your analysis. 59 

A. The following table provides a summary of the indicated costs of equity using each 60 

of these models. 61 

  

DCF 9.72%

Risk Premium 11.44%

CAPM 12.04%  

In general, the use of more than one model provides a superior foundation to 62 

arrive at the cost of equity.  As I discuss later in my testimony, each model relies on 63 

different assumptions, and each has its own limitations.  In addition, at any point in 64 

time, reliance on a single model can provide an incomplete measure of the cost of 65 

equity depending upon extraneous factors that may influence market sentiment.  The 66 
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results of the market-based cost of equity models (i.e., DCF, Risk Premium and 67 

CAPM), average to 11.06% (9.72% + 11.44% + 12.04% = 33.20% ÷ 3).  This 68 

average is an appropriate estimate of the cost of common equity for the Company.  69 

This recommendation is supported by the results of the Comparable Earnings 70 

approach, which I have not directly incorporated into the average of the market 71 

models, but have used as a confirming method. 72 

Q. Do your cost of equity analysis and recommendation take into account the revenue 73 

decoupling that the Company is proposing in this case? 74 

A. Yes.  Among other riders that the Company proposes to include in its tariff, Rider 75 

Volume Balancing Adjustment (“Rider VBA”) is intended to decouple revenues 76 

from variations in sales related to usage caused by variations in year-to-year weather 77 

conditions from the “normal” weather assumed in establishing rates in a test year 78 

context, as well as conservation efforts by the Company’s customers.  A number of 79 

my proxy group companies also have decoupling mechanisms in place.  Those 80 

companies include:  AGL Resources, Atmos Energy, New Jersey Resources, 81 

Northwest Natural, Piedmont Natural, South Jersey Industries, and WGL Holdings.  82 

In addition, the Company is proposing Rider UBA, Uncollectible Balancing 83 

Adjustment, as a revised method of recovering bad debt expense associated with the 84 

cost of gas.  My cost of equity analysis and recommended 11.06% rate of return on 85 

common equity take into account the Company’s proposals. 86 

Q. How do your analysis and recommended rate of return take these rate proposals into 87 

account? 88 
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A. The seven of the nine LDCs included in my Gas Group already have tariff 89 

mechanisms similar to the proposed Riders VBA and UBA, and therefore my 90 

analysis already reflects some measure of the impacts of the VBA and UBA Riders 91 

on investor expectations through the use of market-determined models.  Seven of the 92 

nine companies in my Gas Group have some form of revenue stabilization 93 

mechanism that is related to temperature variations as well as conservation measures 94 

by customers.  One additional company has a rate design intended to mitigate the 95 

effect of weather.  Therefore, the market prices of these companies’ common equity 96 

reflect the expectations of investors related to a regulatory mechanism that adjust 97 

revenues for abnormal weather. 98 

Companies in the Gas Group also have been allowed to implement a variety 99 

of mechanisms to deal with issues such as infrastructure rehabilitation, bad debt 100 

expenses, and conservation expenditures.  The Company’s proposed Riders ICR, 101 

UBA and EEP are designed to address these issues.  In addition, the trend in the 102 

industry is to stabilize the recovery of fixed costs which are unaffected by usage.  103 

The Company’s proposed VBA Rider is designed to accomplish this. 104 

Q. How do investors assess the risk to an LDC of variations in customer usage caused 105 

by weather?   106 

A. Investors in a gas utility can only formulate reasonable expectations based upon 107 

normal weather, although achieved results may vary significantly from those 108 

expectations due to variations in weather.  That is to say, a rational investor in a gas 109 

utility can only anticipate, and base his or her analyses on, normal temperature 110 

conditions.  The financial theory upon which the cost of equity is based recognizes 111 

that investors value their investments on a long-term basis covering a number of 112 
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years, not just one year.  For example, the DCF formula explicitly assumes a growth 113 

rate “approaching infinity.”  Additionally, as I will discuss later, analysts’ forecasts 114 

of utilities’ earnings and dividend growth, which investors take into account in 115 

making investment decisions, typically are provided on a five-year basis.  Weather, 116 

by definition, is normal over the long-term or multi-year period, although it may vary 117 

significantly from year to year.  Moreover, one of the standard models of the cost of 118 

equity (i.e., CAPM) suggests that there is no measurable effect on the cost of equity 119 

because weather represents a company-specific risk, which does not receive 120 

compensation in the CAPM.  Therefore, the theories and models underlying my cost 121 

of capital analysis obviate the need for adjustments based upon short-term 122 

phenomena such as weather variations which have no long-term effect.  Accordingly, 123 

the investor required cost of capital or discount rate assumed for an investment in a 124 

gas utility is not affected by variations in usage due to weather and therefore is the 125 

same either with or without a VBA rider.   126 

That is not to say there are no benefits to the proposed VBA and UBA Riders 127 

from a credit quality perspective.  Variations in weather can affect customers' bills 128 

and the Company's cash flow.  Fluctuations in bad debt expense from year to year, 129 

which may also be driven in part by variations in weather, also affect the Company’s 130 

cash flow.  Therefore, the Company can be expected to realize a short-term benefit 131 

of improved liquidity as a result of implementation of these Riders.  Indeed, the 132 

Riders will remove some of the Company’s cash flow variability, which would be 133 

viewed favorably by the credit rating agencies.  As such, the Riders would help the 134 

Company to sustain its credit ratings.  These are beneficial impacts which will be 135 
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most directly manifested at the credit quality level rather than the determination of 136 

the Company’s cost of equity. 137 

II. PROXY GROUP ANALYSIS 138 

Q. Is it necessary to conduct a risk analysis to provide a framework for a determination 139 

of a utility’s cost of equity? 140 

A. Yes.  It is necessary to establish a company’s relative risk position within its industry 141 

through an analysis of various quantitative and qualitative factors that bear upon 142 

investors’ assessment of overall risk.  The qualitative factors that bear on the 143 

Company’s risk profile are discussed in the testimony of Company witness Larry 144 

Borgard.  The quantitative risk analysis follows.  The items that influence investors’ 145 

evaluation of risk and the resultant required returns are described in Peoples Gas Ex. 146 

PRM-1.13A.  For purposes of this quantitative analysis, I compared Peoples Gas to 147 

the S&P Public Utilities, an industry-wide proxy consisting of various regulated 148 

businesses, and to the Gas Group. 149 

Q. Please describe the S&P Public Utilities. 150 

A. The S&P Public Utilities is a widely recognized index that is comprised of electric 151 

power and natural gas companies.  These companies are identified on page 3 of 152 

Peoples Gas Ex. PRM-1.4.   153 

Q. What criteria did you employ to assemble the Gas Group? 154 

A. The Gas Group that I employed in this case includes companies that (i) are LDCs, 155 

(ii) have publicly-traded common stock that is listed on the New York Stock 156 

Exchange, (iii) are contained in The Value Line Investment Survey in the industry 157 

group entitled “Natural Gas Distribution,” (iv) have a history of dividend increases 158 
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over the period 2001-2005, (v) are not currently the target of a merger or acquisition, 159 

and (vi) have at least 70% of their assets dedicated to gas operations.  These criteria 160 

are consistent with the characteristics of Peoples Gas.   161 

Q. Why have you included a selection criterion that includes a percentage of assets 162 

dedicated to gas operations? 163 

A. I employed a 70% threshold percentage of gas assets in order to assemble a proxy 164 

group that fairly represents the risks associated with the gas distribution business, but 165 

not be so restrictive as to result in a group of too few companies.  In order to develop 166 

the cost of equity specific to the gas distribution business, I have employed a 167 

screening criterion that imposes a limitation on the extent of the non-gas businesses 168 

of the proxy companies in order to be included in the Gas Group.  I used an asset-169 

based screening criterion because it best describes the amount of capital that a firm 170 

devotes to each business segment.  It is the potential return on that capital that 171 

represents the primary focus of investors when they value the securities of a firm.  172 

Based on information in each company’s 2005 annual report, the Gas Group has, on 173 

average, 88% of its identifiable assets dedicated to the gas utility business.  By 174 

comparison, Peoples Gas has almost all of its assets devoted to the gas utility 175 

business.  Therefore, this Gas Group provides a close match to the characteristics of 176 

a gas utility such as Peoples Gas. 177 

Q. Having made the initial selection of the Gas Group based on the screening criteria 178 

you described, did you compare the financial profiles of the Gas Group and Peoples 179 

Gas using other financial statistics? 180 



 

Docket 07-_____ Page 9 of 42 Peoples Gas Ex. PRM-1.0 REV 

A. Yes.  For this purpose, I examined bond ratings, company size, market-based 181 

financial ratios, book common equity ratios, the variability of returns on book equity, 182 

operating ratios, fixed charge coverages, quality of earnings, internally generated 183 

funds for construction, and betas. 184 

Q. Why is knowledge of a utility's bond rating or credit quality rating an important 185 

factor in assessing its risk and cost of capital? 186 

A. Knowledge of a company’s credit quality rating is important because the cost of each 187 

type of capital is directly related to the associated risk of the firm.  So while a 188 

company’s credit quality risk is shown directly by the rating and yield on its bonds, 189 

these relative risk assessments also bear upon the cost of equity.  This is because a 190 

firm's cost of equity is represented by its borrowing cost plus compensation to 191 

recognize the higher risk of an equity investment compared to debt. 192 

Q. How do the bond ratings compare for Peoples Gas, the Gas Group, and the S&P 193 

Public Utilities? 194 

A. Presently, the corporate credit rating (“CCR”) for Peoples Gas is A- from Standard 195 

and Poor’s Corporation (“S&P”) and the Long Term (“LT”) issuer rating for Peoples 196 

Gas is A1 from Moody’s Investors Service (“Moody’s”).  These ratings focus upon 197 

the credit quality of the issuer of the debt, rather than upon the debt obligation itself.  198 

The average ratings of the Gas Group are A from S&P and A3 from Moody’s.  These 199 

ratings are comparable to the ratings of Peoples Gas.  For the S&P Public Utilities, 200 

the average composite rating is BBB+ by S&P and Baa1 by Moody’s.  Many of the 201 

financial indicators that I will subsequently discuss are considered by the rating 202 

agencies during the rating process. 203 



 

Docket 07-_____ Page 10 of 42 Peoples Gas Ex. PRM-1.0 REV 

Q. How do the financial data compare for Peoples Gas, the Gas Group, and the S&P 204 

Public Utilities? 205 

A. The categories of financial data that I will discuss are shown on Exhibit Nos. PRM-206 

1.2, PRM-1.3, and PRM-1.4.  The data cover the five-year period 2001-2005.  The 207 

important categories of relative risk may be summarized as follows: 208 

Size.  In terms of capitalization, Peoples Gas is near the average size of the 209 

Gas Group.  The average size of the S&P Public Utilities is significantly larger than 210 

Peoples Gas and the Gas Group.  All other things being equal, a smaller company is 211 

riskier than a larger company because a given change in revenue and expense has a 212 

proportionately greater impact on a small firm. 213 

Market Ratios.  Market-based financial ratios provide a partial indication of 214 

the investor-required cost of equity.  If all other factors are equal, investors will 215 

require a higher rate of return on equity for companies that exhibit greater risk, in 216 

order to compensate for that risk.  That is to say, a firm that investors perceive to 217 

have higher risks will experience a lower price per share in relation to expected 218 

earnings. 219 

There are no market ratios available for Peoples Gas because Peoples Energy 220 

Corporation owns its stock.  The five-year average price-earnings multiple for the 221 

Gas Group was similar to that of the S&P Public Utilities.  The five-year average 222 

dividend yield was somewhat higher for the Gas Group, as compared to the S&P 223 

Public Utilities.  The average market-to-book ratio was similar for the Gas Group 224 

and the S&P Public Utilities. 225 

Common Equity Ratio.  The level of financial risk is measured by the 226 

proportion of long-term debt and other senior capital that is contained in a 227 
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company’s capitalization.  Financial risk is also analyzed by comparing common 228 

equity ratios (the complement of the ratio of debt and other senior capital).  That is to 229 

say, a firm with a higher common equity ratio has lower financial risk, while a firm 230 

with a lower common equity ratio has higher financial risk.  The five-year average 231 

common equity ratios (after excluding accumulated Other Comprehensive Income 232 

(“OCI”)), based on permanent capital, were 56.9% for Peoples Gas,1 52.0% for the 233 

Gas Group, and 39.5% for the S&P Public Utilities. Within the Gas Group, the 234 

component companies have historically had common equity ratios of up to 60.9% 235 

excluding OCI.  Moreover, for the last three years, the average common equity ratios 236 

for the Gas Group have been higher than their five-year average.  Since investors 237 

formulate their expectations by considering analysts’ forecasts, consideration should 238 

also be given to forecast capital structure ratios.  Those comparisons are provided 239 

below based upon data widely available to investors from Value Line. 240 

2006 2007 2009-11

AGL Resources 49.0% 50.0% 51.5%
Atmos Energy 43.0% 43.0% 45.0%
Laclede Group, Inc. 51.0% 51.0% 52.0%
New Jersey Resources 58.0% 59.0% 63.0%
Nicor, Inc. 64.0% 65.0% 68.0%
Northwest Natural Gas 53.0% 53.0% 53.0%
Piedmont Natural Gas 56.5% 57.5% 58.0%
South Jersey Industries 57.0% 57.0% 60.0%
WGL Resources 59.0% 59.0% 59.0%

Gas Group Average 54.5% 54.9% 56.6%

Source:
The Value Line Investment Survey, September 15, 2006

Common Equity Ratio

 

                                                 
1  The historical capital structure ratios for Peoples Gas were computed from the 

COMPUSTAT data base that was modified to reclassify its adjustable rate bonds as long-term debt.  The 
amounts restored to long-term debt were $152 million in 2003 and $202 million in each of the years 2000, 
2001 and 2002. 
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Variability of Return on Book Equity.  Greater variability (i.e., uncertainty) 241 

of a firm’s earned returns signifies relatively greater levels of risk, as shown by the 242 

coefficient of variation (standard deviation ÷ mean) of the rate of return on book 243 

common equity.  The higher the coefficient of variation, the greater degree of 244 

variability and the greater level of risk.  For the five-year period, the coefficients of 245 

variation were 0.260 (2.7% ÷ 10.4%) for Peoples Gas, 0.057 (0.7% ÷ 12.3%) for the 246 

Gas Group, and 0.231 (2.5% ÷ 10.8%) for the S&P Public Utilities.  Thus, the 247 

earnings variability for Peoples Gas has exceeded that of the Gas Group and the S&P 248 

Public Utilities. 249 

Operating Ratios.  I have also compared operating ratios (the percentage of 250 

revenues consumed by operating expense, depreciation, and taxes other than income 251 

taxes).  The complement of the operating ratio is the operating margin which 252 

provides a measure of profitability.  The higher the operating ratio, the lower the 253 

operating margin.  The five-year average operating ratios were 89.8% for Peoples 254 

Gas, 88.5% for the Gas Group, and 84.6% for the S&P Public Utilities. 255 

Coverage.  The level of fixed charge coverage (i.e., the multiple by which 256 

available earnings cover fixed charges, such as interest expense) provides an 257 

indication of the earnings protection for creditors, and therefore also provides a 258 

measure of the portion of the firm’s earnings that will be available for equity 259 

investors.  Higher levels of coverage, and hence earnings protection for fixed 260 

charges, are usually associated with superior grades of creditworthiness.  The five-261 

year average interest coverage (excluding Allowance for Funds Used During 262 

Construction (“AFUDC”)) was 5.16 times for Peoples Gas, 4.00 times for the Gas 263 

Group, and 2.68 times for the S&P Public Utilities. 264 
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Quality of Earnings.  Measures of earnings quality usually are revealed by the 265 

percentage of AFUDC related to income available for common equity and the 266 

effective income tax rate.  These measures of earnings quality usually influence a 267 

firm’s internally generated funds because poor quality of earnings would not 268 

generate high levels of cash flow.  Ratios related to AFUDC and the effective 269 

income tax rate show no material difference among Peoples Gas, the Gas Group, and 270 

the S&P Public Utilities. 271 

Internally Generated Funds.  Internally generated funds (“IGF”) provide an 272 

important source of new investment capital for a utility and represent a key measure 273 

of credit strength.  Historically, the five-year average percentage of IGF to capital 274 

expenditures was 113.4% for Peoples Gas, 93.9% for the Gas Group, and 109.0% for 275 

the S&P Public Utilities. 276 

Betas.  The financial data that I have been discussing relate primarily to 277 

company-specific risks.  Market risk for firms with publicly-traded stock is measured 278 

by beta coefficients.  Beta coefficients attempt to identify systematic risk, i.e., the 279 

risk associated with changes in the overall market for common equities.  Value Line 280 

publishes such a statistical measure of a stock’s relative historical volatility to the 281 

rest of the market.  A comparison of market risk is shown by the Value Line beta of 282 

.84 as the average for the Gas Group (see page 2 of Peoples Gas Ex. PRM-1.3), and 283 

.95 as the average for the S&P Public Utilities (see page 3 of Peoples Gas Ex. PRM-284 

1.4); the systematic risk percentage is 88% (.82 ÷ .95) for the Gas Group, using the 285 

S&P Public Utilities’ average beta as a benchmark.  286 

Q. Please summarize your risk evaluation of the Company and the Gas Group. 287 
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A. The risk of Peoples Gas parallels that of the Gas Group.  Peoples Gas has maintained 288 

somewhat higher common equity ratios, fixed charge coverages, and IGF to 289 

construction than the Gas Group.  On the other hand, the Company’s earnings 290 

variability has exceeded that of the Gas Group and its operating ratios were 291 

somewhat higher than the Gas Group.  The Company has comparable earnings 292 

quality to the Gas Group.  From these comparisons, some risk indicators are higher 293 

for the Company, some are lower, and others are about the same.  On balance, the 294 

risk factors average out, indicating that the cost of equity for the Gas Group would 295 

provide a reasonable basis for measuring the Company’s cost of equity. 296 

III. COST OF EQUITY – GENERAL APPROACH 297 

Q. Please describe the process you employed to determine the cost of equity for Peoples 298 

Gas. 299 

A. The proxy group analysis provides the framework necessary to establish the risk 300 

relationships among Peoples Gas, the Gas Group, and the S&P Public Utilities.  The 301 

cost of equity must be measured by standard financial models that I describe in 302 

Peoples Gas Ex. PRM-1.13B.  Differences in risk traits, such as size, business 303 

diversification, geographical diversity, regulatory policy, financial leverage, and 304 

bond ratings must then be considered when analyzing and applying the results of the 305 

models to determine the cost of equity.  306 

It is also important to emphasize that no one model of the cost of equity can 307 

be applied in an isolated manner.  As noted in Peoples Gas Ex. PRM-1.13B, and 308 

elsewhere in my direct testimony, each of the models used to measure the cost of 309 

equity contains certain incomplete and/or overly restrictive assumptions and 310 

constraints that are not optimal.  Therefore, I favor considering the results from a 311 
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variety of models.  It is for this reason that I have used more than one model to 312 

measure the Company’s cost of equity.  In this regard, I applied each of three models 313 

with data taken from the Gas Group and have arrived at a cost of equity of 11.06% 314 

for Peoples Gas.   315 

IV. DISCOUNTED CASH FLOW ANALYSIS 316 

Q. Please describe your use of the DCF model to determine the cost of equity. 317 

A. The details of my use of the DCF model and the calculations and evidence in support 318 

of my conclusions are set forth in Peoples Gas Ex. PRM-1.13C.  I will summarize 319 

them here.  The DCF model seeks to explain the value of an asset as the present 320 

value of future expected cash flows discounted at the appropriate risk-adjusted rate 321 

of return.  In its simplest form, the DCF return on common stocks consists of a 322 

current cash (dividend) yield and future price appreciation (growth) of the 323 

investment.  The cost of equity based on a combination of these two components 324 

represents the total return that investors can expect with regard to an equity 325 

investment. 326 

Q. Please explain the dividend yield component of the DCF analysis. 327 

A. The DCF model requires the use of an expected dividend yield to establish the 328 

investor-required cost of equity.  The monthly dividend yields of the Gas Group for 329 

the twelve months ended October 2006 are shown graphically on Peoples Gas Ex. 330 

PRM-1.5.  The monthly dividend yields shown on Peoples Gas Ex. PRM-1.5 reflect 331 

an adjustment to the month-end prices to reflect the build up of the dividend in the 332 

price that has occurred since the last ex-dividend date (i.e., the date by which a 333 

shareholder must own the shares to be entitled to the dividend payment – usually 334 
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about two to three weeks prior to the actual payment).  An explanation of this 335 

adjustment is provided in Peoples Gas Ex. PRM-1.13C. 336 

For the twelve months ended October 2006, the average dividend yield was 337 

4.00% for the Gas Group based upon a calculation using annualized dividend 338 

payments and adjusted month-end stock prices.  The dividend yields for the more 339 

recent six- and three- month periods were 3.90% and 3.82%, respectively, for the 340 

Gas Group.  For my analysis I have used a dividend yield of 3.90% for the Gas 341 

Group, which represents the six-month average yield.  The use of this dividend yield 342 

will reflect current capital costs while avoiding spot yields. 343 

For the purpose of a DCF calculation, the average dividend yield must be 344 

adjusted to reflect the prospective nature of the dividend payments, i.e., the higher 345 

expected dividends for the future.  The DCF is an expectational model that must 346 

reflect investor anticipated cash flows.  Therefore, I have adjusted the six-month 347 

average dividend yield using three different but generally accepted approaches: (i) by 348 

the formula D0 / P0 (1 + .5g), (ii) for discrete quarterly growth, and (iii) for quarterly 349 

compounding with discrete quarterly growth.  I used the average of the three 350 

adjusted values as calculated in Peoples Gas Ex. PRM-1.13C.  That adjusted 351 

dividend yield is 4.01% for the Gas Group. 352 

Q. Please explain the growth component of the DCF. 353 

A. Investors are interested principally in the future growth of their investments (i.e., the 354 

price per share of the stock).  As I explain in Peoples Gas Ex. PRM-1.13C, future 355 

earnings per share growth represents the primary focus of investors because under 356 

the constant price-earnings multiple assumption of the DCF model, the price per 357 

share of stock will grow at the same rate as earnings per share.  In conducting a 358 
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growth rate analysis, a wide variety of variables can be considered when reaching a 359 

consensus of prospective growth.  The variables that can be considered include  360 

earnings, dividends, book value, and cash flow stated on a per share basis.   361 

Q. How is the growth rate analyzed for DCF purposes? 362 

A. Historical values for these variables can be considered, as well as analysts’ forecasts 363 

that are widely available to investors.  A fundamental growth rate analysis can also 364 

be formulated, which consists of internal growth (“b x r”), where “r” represents the 365 

expected rate of return on common equity and “b” is the retention rate that consists 366 

of the fraction of earnings that are not paid out as dividends.  The internal growth 367 

rate can be modified to account for sales of new common stock -- this is called 368 

external growth (“s x v”), where “s” represents the new common shares expected to 369 

be issued by a firm and “v” represents the value that accrues to existing shareholders 370 

from selling stock at a price different from book value.  Fundamental growth, which 371 

combines internal and external growth, provides an explanation of the factors that 372 

cause book value per share to grow over time.  Hence, a fundamental growth rate 373 

analysis is duplicative of expected book value per share growth. 374 

Growth can also be expressed in multiple stages.  This expression of growth 375 

consists of an initial “growth” stage where a firm enjoys rapidly expanding markets, 376 

high profit margins, and abnormally high growth in earnings per share.  Thereafter, a 377 

firm enters a “transition” stage where fewer technological advances and increased 378 

product saturation begin to reduce the growth rate and profit margins come under 379 

pressure.  During the “transition” phase, investment opportunities begin to mature, 380 

capital requirements decline, and a firm begins to pay out a larger percentage of 381 

earnings to shareholders.  Finally, the mature or “steady-state” stage is reached when 382 
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a firm’s earnings growth, payout ratio, and return on equity stabilizes at levels where 383 

they remain for the life of a firm.  The three stages of growth assume a step-down of 384 

high initial growth to lower sustainable growth.  Even if these three stages of growth 385 

can be envisioned for a firm, the third “steady-state” growth stage, which is assumed 386 

to remain fixed in perpetuity, represents an unrealistic expectation because the three 387 

stages of growth can be repeated.  That is to say, the stages can be repeated where 388 

growth for a firm ramps-up and ramps-down in cycles over time. 389 

Q. What investor-expected growth rate is appropriate in a DCF calculation? 390 

A. Although some DCF proponents would advocate that mathematical precision should 391 

be followed when selecting a growth rate (i.e., precise input variables employed 392 

within the confines of fundamental growth described above), the fact is that 393 

investors, when establishing the market prices for a firm, do not behave in the same 394 

manner assumed by the constant growth rate model using the accounting values 395 

necessary to calculate fundamental growth.  Rather, investors consider both 396 

company-specific variables and overall market sentiment (i.e., level of inflation 397 

rates, interest rates, economic conditions, etc.) when balancing their capital gains 398 

expectations with their dividend yield requirements.  Because investors are not 399 

influenced by a single set of company-specific variables weighted in a formulaic 400 

manner, I follow an approach that is not rigidly formatted.  In my opinion, all 401 

relevant growth rate indicators must be evaluated, using a variety of techniques, 402 

when formulating a judgment as to investor expected growth. 403 
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Q. Before presenting your analysis of the growth rates that apply specifically to the Gas 404 

Group, can you provide an overview of the macroeconomic factors that influence 405 

investor growth expectations for common stocks? 406 

A. Yes.  As a preliminary matter, it is useful to view macroeconomic forecasts that 407 

influence stock prices.  Forecast growth of the Gross Domestic Product (“GDP”) can 408 

represent the starting point for this analysis.  The GDP has both "product side" and 409 

"income side" components.  The product side of the GDP is comprised of  (i) 410 

personal consumption expenditures; (ii) gross private domestic investment; (iii) net 411 

exports of goods and services; and (iv) government consumption expenditures and 412 

gross investment.  On the income side of the GDP, the components are  (i) 413 

compensation of employees; (ii) proprietors' income; (iii) rental income; (iv) 414 

corporate profits; (v) net interest; (vi) business transfer payments; (vii) indirect 415 

business taxes; (viii) consumption of fixed capital; (ix) net receipts/payment to the 416 

rest of the world; and (x) statistical discrepancy.  The "product side" (i.e., demand 417 

components) could be used as a long-term representation of revenue growth for 418 

public utilities.  However, it is well known that revenue growth does not necessarily 419 

equal earnings growth.  There is no basis to assume that the same growth rate would 420 

apply to revenues and all components of the cost of service, especially given the 421 

troublesome long-term issues of employee costs, insurance costs, and high cost of 422 

gas.  The earnings growth rates for utilities will be substantially affected by changes 423 

in operating expenses and capital costs.  424 

The long-term consensus forecast that is published semi-annually by the Blue 425 

Chip Economic Indicators ("Blue Chip") is a widely-used source for forecasts of 426 

macroeconomic growth.  Blue Chip is a monthly publication that provides forecasts 427 
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incorporating a wide variety of economic variables assembled from a panel of more 428 

than 50 noted economists from the banking, investment, industrial, and consulting 429 

sectors whose advice affects the investment activities of market participants.  It is 430 

always preferable to use a consensus forecast taken from a large panel of 431 

contributors, rather than to rely upon one forecast that may not be representative of 432 

all the types of information that have an impact on investor expectations.  Indeed, 433 

Blue Chip is frequently quoted in "The Wall Street Journal," "The New York 434 

Times," "Fortune," "Forbes," and "Business Week."  Twice annually, Blue Chip 435 

provides long-range consensus forecasts.  Based upon the October 10, 2006 issue of 436 

Blue Chip, those forecasts are: 437 

Corporate
Year Nominal GDP Profits, Pretax
2008 5.2% 5.5%
2009 5.3% 5.3%
2010 5.1% 5.5%
2011 5.1% 5.1%
2012 5.1% 5.7%

Averages
2007-11 5.2% 5.4%
2012-16 5.1% 5.8%

Blue Chip Economic Indicators

 
 

I also note that, historically, the percentage change in corporate profits has been 438 

higher than the percentage change in GDP.2  The historical evidence, as well as the 439 

forecasts, clearly shows that corporate profits will exceed the overall growth in GDP. 440 

Q. What data have you considered in your growth rate analysis? 441 

                                                 
2  Obviously, growth in corporate profits is negatively impacted during recessionary periods, 

but on average corporate profits have grown historically more than two percentage points faster than GDP 
since 1934. 
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A. I have considered the growth rates for the financial variables shown on Peoples Gas 442 

Ex. PRM-1.6 and Peoples Gas Ex. PRM-1.7.  The bar graph provided on Peoples 443 

Gas Ex. PRM-1.6 shows the historical growth rates covering 5-year and 10-year 444 

periods in earnings per share, dividends per share, book value per share, and cash 445 

flow per share for the Gas Group.  The historical growth rates were taken from the 446 

Value Line publication that provides these data.  As shown on Peoples Gas Ex. 447 

PRM-1.6, the 5-year and 10-year historical earnings per share growth rates were 448 

6.33% and 4.56%, respectively, for the Gas Group.   449 

Peoples Gas Ex. PRM-1.7 provides projected earnings per share growth rates 450 

taken from analysts’ forecasts compiled by IBES/First Call, Zacks, 451 

Reuters/MarketGuide, and from the Value Line publication.  The forecasts are 452 

generally based upon analysts’ projections for a 5-year period.  IBES/First Call, 453 

Zacks, and Reuters/MarketGuide represent recognized sources of projected growth 454 

information upon which investors rely.  Thomson Financial has acquired the entity 455 

that published the IBES consensus forecasts, and Reuters/MarketGuide is the entity 456 

that provides the Multex data.  The IBES/First Call, Zacks, and 457 

Reuters/MarketGuide forecasts are limited to earnings per share growth, while Value 458 

Line makes projections of growth rates for other financial variables.  The Value Line 459 

forecasts of dividends per share, book value per share, and cash flow per share have 460 

also been included on Peoples Gas Ex. PRM-1.7 for the Gas Group. 461 

Q. What specific evidence have you considered in the DCF growth analysis? 462 

A. As to the five-year forecast growth rates, Peoples Gas Ex. PRM-1.7 indicates that the 463 

average projected earnings per share growth rates for the Gas Group are 4.46% by 464 

IBES/First Call, 4.79% by Zacks, 4.81% by Reuters/MarketGuide, and 5.17% by 465 
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Value Line.  The Value Line projections indicate that earnings per share for the Gas 466 

Group will grow prospectively at a more rapid rate (i.e., 5.17%) than the dividends 467 

per share (i.e., 3.78%), which indicates a declining dividend payout ratio for the 468 

future.  As indicated earlier, and in Peoples Gas Ex. PRM-1.13C, with the constant 469 

price-earnings multiple assumption of the DCF model, growth for these companies 470 

will occur at the higher earnings per share growth rate, thus producing the capital 471 

gains yield expected by investors. 472 

Q. Is the five-year investment horizon associated with the analysts’ forecasts consistent 473 

with the assumptions implicit in the DCF model? 474 

A. Yes.  As a preliminary matter, a five-year forecast period is generally the longest 475 

forecast period available from analysts that follow individual stocks.  Investors do 476 

not view expected returns as the product of an endless stream of growing dividends 477 

i.e., a century of cash flows).  Instead, it is the growth in the share value (i.e., capital 478 

appreciation, or capital gains yield), as represented by the analysts’ forecast, that is 479 

most relevant to investors’ total return expectations.  Hence, the future appreciation 480 

in the price of a stock can be viewed as a “liquidating dividend” (i.e., the final cash 481 

flow associated with the ultimate sale of stock) that can be discounted along with the 482 

annual dividend receipts during the investment-holding period to arrive at the 483 

investor expected return.  The growth in the price per share will equal the growth in 484 

earnings per share absent any change in price-earnings (P-E) multiple -- a necessary 485 

assumption of the DCF.  As such, my company-specific growth analysis, which 486 

focuses principally upon five-year forecasts of earnings per share growth, conforms 487 

to the type of analysis that influences the total return expectation of investors. 488 
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Q. What conclusion have you drawn from these data? 489 

A. Although ideally historical and projected earnings per share and dividends per share 490 

growth indicators could be used to provide an assessment of investor growth 491 

expectations for a firm, the empirical evidence supports placing greater emphasis 492 

upon projected earnings per share growth.3  Projections of future earnings growth 493 

provide the principal focus of investor expectations.  In this regard, it is worthwhile 494 

to note that Professor Myron Gordon, the foremost proponent of the DCF model in 495 

rate cases, established that the best measure of growth in the DCF model is forecasts 496 

of earnings per share growth.  Hence, to follow Professor Gordon’s findings, 497 

projections of earnings per share growth, such as those published by IBES/First Call, 498 

Zacks, Reuters/MarketGuide, and Value Line, represents a reasonable assessment of 499 

investor expectations for the Gas Group. 500 

It is appropriate to consider multiple forecasts of earnings growth rates that 501 

are widely available to investors.  In this regard, I have considered the forecasts from 502 

IBES/First Call, Zacks, Reuters/MarketGuide and Value Line.  The IBES/First Call, 503 

Zacks, and Reuters/MarketGuide growth rates are consensus forecasts taken from a 504 

survey of analysts that make projections of growth for these companies.  The 505 

IBES/First Call, Zacks, and Reuters/MarketGuide estimates are obtained from the 506 

Internet and are widely available to investors free-of-charge.  IBES/First Call is 507 

probably quoted most frequently in the financial press when reporting on earnings 508 

forecasts, while Reuters/MarketGuide is a leading provider of financial data on the 509 

Internet.  The Value Line forecasts are also widely available to investors and can be 510 

obtained by subscription or free of charge at most public and collegiate libraries. 511 
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The forecasts of earnings per share growth as shown on Peoples Gas Ex. 512 

PRM-1.7 provide a range of growth rates of 4.46% to 5.17%.  In evaluating these 513 

company-specific growth rates for the Gas Group, consideration must be given to the 514 

long-term projected growth rate in corporate profits.  While the DCF growth rates 515 

cannot be established solely with a mathematical formulation, an investor-expected 516 

growth rate of 5.00% for the Gas Group is well within the array of earnings per share 517 

growth rates shown by the analysts’ forecasts and the forecast growth in overall 518 

corporate profits.  The Value Line forecast of dividend per share growth is an 519 

inappropriate measure of growth in this regard due to the forecasted decline in the 520 

dividend payout that I previously described.  The consolidation that has taken place 521 

in the utility industry creates additional opportunities to enhance growth.  Changes in 522 

growth fundamentals will undoubtedly develop beyond the next five years typically 523 

considered in the analysts’ forecasts.  Accordingly, a 5.00% growth rate will 524 

accommodate all of these factors and is supported by the growth indicators for the 525 

Gas Group and long-term projected corporate profits.  526 

Q. Are there limitations that must be addressed in the DCF model? 527 

A. Yes.  Among other limitations, there is an element of circularity in the DCF model 528 

when applied in rate cases.  This is because investors’ expectations for the future 529 

depend upon regulatory decisions.  In turn, when regulators depend upon the DCF 530 

model to set the cost of equity, they rely upon investor expectations that include an 531 

assessment of how regulators will decide rate cases.  Due to this circularity, the DCF 532 

model may not fully reflect the true risk of a utility. 533 

                                                                                                                                                      
3  “Choice Among Methods of Estimating Share Yield,” The Journal of Portfolio Management, 

spring 1989 by Gordon, Gordon & Gould. 
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As I describe in Peoples Gas Ex. PRM-1.13C, the DCF approach has other 534 

limitations that diminish its usefulness in the ratesetting process when the market 535 

capitalization diverges significantly from book value capitalization.  When this 536 

situation exists, the DCF method will lead to a misspecified cost of equity when it is 537 

applied to a book value capital structure. 538 

If regulators rely upon the results of the DCF (which are based on the market 539 

price of the stock of the companies analyzed) and apply those results to book value, 540 

the resulting earnings will not produce the level of required return specified by the 541 

model when market prices vary from book value.  This is to say, such distortions 542 

tend to produce DCF results that understate the cost of equity to the regulated firm 543 

when using book values.  This shortcoming of the DCF has persuaded one regulatory 544 

agency to adjust the cost of equity upward to make the return consistent with the 545 

book value capital structure.  The Pennsylvania Public Utility Commission has 546 

acknowledged that an adjustment to the DCF results was required to make the return 547 

consistent with the book value capital structure.  In that regard, the Pennsylvania 548 

PUC has adjusted the simple DCF-derived cost of common equity for the financial 549 

risk difference related to the divergence of the market capitalization from the book 550 

value capitalization.  Provisions for this risk difference were made by the 551 

Pennsylvania PUC in the following decisions: 552 

• January 10, 2002 for Pennsylvania-American Water Company in Docket 553 
No. R-00016339 -- 60 basis points adjustment. 554 

• August 1, 2002 for Philadelphia Suburban Water Company in Docket 555 
No. R-00016750 -- 80 basis points adjustment. 556 

• January 29, 2004 for Pennsylvania-American Water Company in Docket 557 
No. R-00038304 (affirmed by the Commonwealth Court on November 558 
8, 2004) -- 60 basis points adjustment. 559 
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• August 5, 2004 for Aqua Pennsylvania, Inc. in Docket No. R-00038805 560 
-- 60 basis points adjustment.  561 

• December 22, 2004 for PPL Electric Utilities Corporation in Docket No. 562 
R-00049255 -- 45 basis points.  563 

• February 8, 2007 for PPL Gas Utilities Corporation in Docket No. R-564 
00061398 -- 70 basis points adjustment.  565 

It must be recognized that in order to make the DCF results relevant to the 566 

capitalization measured at book value (as is done for rate setting purposes), the 567 

market-derived cost rate cannot be used without modification.  As I will explain later 568 

in my testimony, the DCF model can be modified to account for differences in risk 569 

attributed to changes in financial leverage when market prices and book values 570 

diverge. 571 

Q. Please explain why the sum of the dividend yield and growth rate does not provide a 572 

complete representation of the cost of equity. 573 

A. As noted previously and as demonstrated in Peoples Gas Ex. PRM-1.13C, the 574 

divergence of stock prices from book values creates a conflict when the results of a 575 

market-derived cost of equity are applied to the common equity ratio measured at 576 

book value, which is the measure used in calculating the weighted average cost of 577 

capital.  This is the situation today where the market price of stock exceeds its book 578 

value for the companies in the Gas Group.  This divergence of price and book value 579 

creates a financial risk difference, whereby the capitalization of a utility measured at 580 

its market value contains relatively less debt and more equity than the capitalization 581 

measured at its book value. 582 

Q. What are the implications of a DCF derived return that is related to market value 583 

when the results are applied to the book value of a utility’s capitalization? 584 
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A. The capital structure ratios measured at the utility’s book value show more financial 585 

leverage, and hence higher risk, than the capitalization measured at its market values.  586 

Please refer to Peoples Gas Ex. PRM-1.13C for the comparison.  This means that a 587 

market-derived cost of equity, using models such as DCF and CAPM, reflects a level 588 

of financial risk that is different from that shown by the book value capitalization.  589 

Hence, it is necessary to adjust the market-determined cost of equity upward to 590 

reflect the higher financial risk related to the book value capitalization used for 591 

ratesetting purposes.  Failure to make this adjustment would result in a mismatch of 592 

the lower financial risk related to market value used to measure the cost of equity 593 

and the higher financial risk of the book value capital structure used in the ratesetting 594 

process.  Because the ratesetting process utilizes the book value capitalization to 595 

compute the weighted average cost of capital, it is necessary to adjust the market-596 

determined cost of equity for the higher financial risk related to the book value of the 597 

capitalization. 598 

Q. How is the DCF-determined cost of equity adjusted for the financial risk associated 599 

with the book value of the capitalization? 600 

A. In pioneering work, Nobel laureates Modigliani and Miller developed several 601 

theories about the role of leverage in a firm's capital structure.  As part of that work, 602 

Modigliani and Miller established that as the borrowing of a firm increases, the 603 

required return on stockholders' equity also increases.  This principle is incorporated 604 

into my leverage adjustment that recognizes that the required return on equity 605 

increases to reflect the increased risk associated with the higher financial leverage 606 

shown by the book value capital structure, as compared to the market value capital 607 

structure that contains lower financial risk. Modigliani and Miller proposed several 608 
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approaches to quantify the equity return associated with various degrees of debt 609 

leverage in a firm's capital structure.  These formulas point toward an increase in the 610 

required equity return associated with the higher financial risk of the book value 611 

capital structure.  As detailed in Peoples Gas Ex. PRM-1.13C, the Modigliani and 612 

Miller theory shows that the DCF cost of equity increases by 52 basis points (9.53% 613 

- 9.01%) for the Gas Group when the book value of equity, rather than the market 614 

value of equity, is used in determining the weighted average cost of capital for 615 

ratesetting purposes. 616 

Q. Please provide the DCF return based upon your discussion of dividend yield, growth, 617 

and leverage. 618 

A. As explained previously, I have utilized a six-month average dividend yield 619 

(“D1/P0”) adjusted in a forward-looking manner for my DCF calculation.  This 620 

dividend yield is used in conjunction with the growth rate (“g”) previously 621 

developed.  The DCF also includes the leverage adjustment (“lev.”) required when 622 

the book value equity ratio is used in determining the weighted average cost of 623 

capital in the ratesetting process rather than the market value equity ratio related to 624 

the price of stock.  The cost of equity must also include an adjustment to cover 625 

flotation costs (“flot.”).  Therefore, a flotation costs adjustment must be applied to 626 

the DCF result (i.e., “k”) that provides an additional increment to the rate of return 627 

on equity (i.e., “K”).  The factor used to develop the modification that would account 628 

for the flotation costs adjustment is provided in Peoples Gas Ex. PRM-1.8 and 629 

Peoples Gas Ex. PRM-1.13D, and in this case results in a 19 basis point adjustment 630 

to the cost of common equity as developed below. 631 

The resulting DCF cost rate is:  632 
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D 1 /P 0 + g + lev. = k x flot. = K

4.01% + 5.00% + 0.52% = 9.53% x 1.02 = 9.72%  

 
The DCF result shown above represents the simplified (i.e., Gordon) form of 633 

the model that contains a constant growth assumption.  I should reiterate, however, 634 

that under this form of the DCF model, the indicated cost rate provides an 635 

explanation of the rate of return on common stock market prices without regard to 636 

the prospect of a change in the price-earnings multiple.  An assumption that there 637 

will be no change in the price-earnings multiple is not supported by the realities of 638 

the equity market because price-earnings multiples do not remain constant.  The low 639 

DCF returns can be traced in part to the unfavorable investor sentiment for the gas 640 

companies.  Indeed, the average Value Line Timeliness Rank for my Gas Group is 641 

“4,” which places them in the below average category and signifies that they are 642 

relatively unattractive investments.  Moreover, page 5 of Peoples Gas Ex. PRM-1.11 643 

shows that the natural gas distribution companies are ranked 77th out of 97 industries 644 

for probable performance over the next twelve months.  As such, undue emphasis 645 

should not be placed on the DCF model in this case.   646 

Q. Do you have additional support that warrants the inclusion of an allowance for 647 

flotation costs in this case? 648 

A. As indicated by the DCF result shown above, the flotation cost adjustment adds 649 

0.19% (9.72% - 9.53%) to the rate of return on common equity.  I have used a 650 

flotation cost adjustment factor of 1.02, which is conservative for reasons explained 651 

in Peoples Gas Ex. PRM-1.13D.  Further, flotation cost recognition should always be 652 

provided to a utility because it must always be in a capital attraction posture in order 653 
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to meet its public service obligations.  In addition, the Company has submitted 654 

evidence in Mr. Johnson’s Exhibit Peoples Gas Ex. BAJ-1.3 that shows historical 655 

costs for flotation for Peoples Energy.  There, expenses that have not previously been 656 

recovered involve directly underwritten sales of common stock and those related to 657 

the continuous issuance program currently underway.  Cantor Fitzgerald & Co. has 658 

also been compensated at a 2% underwriting commission for selling shares directly 659 

to investors.  There are also additional out-of-pocket expenses associated with these 660 

sales.  While the data provided on Schedule D-6 of the Company’s filing, as well as 661 

that shown on Peoples Gas Ex. PRM-1.8, relates to the issuance by the holding 662 

companies of new stock, this information is relevant because the holding companies 663 

are the ones that issue new shares in the public markets to investors.   664 

Q. What relevance do these stock sales have to the cost of equity for Peoples Gas? 665 

A. Prior to the merger, Peoples Energy was the source of new common equity for itself 666 

and for all of its subsidiaries including Peoples Gas.  As a result of the merger, 667 

Integrys Energy Group, Inc. has taken that role.  Even in the situation where the 668 

proceeds of the stock sales cannot be traced directly to a particular subsidiary, those 669 

costs become the responsibility of all subsidiaries because the parent company stands 670 

ready to provide equity to all its subsidiaries.  In fact, it regularly does so through the 671 

management of the dividend payout ratio of Peoples Gas in order to build up the 672 

equity of its subsidiaries (i.e., it does not matter whether equity investment occurs 673 

through additional stock purchases, or whether the payout ratio is reduced in order to 674 

accomplish the same goal).   675 

V. RISK PREMIUM ANALYSIS 676 
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Q. Please describe your use of the Risk Premium model to determine the cost of equity. 677 

A. The details of my use of the Risk Premium model and the evidence in support of my 678 

conclusions are set forth in Peoples Gas Ex. PRM-1.13F.  I will summarize them 679 

here.  With this model, the cost of equity capital is determined by corporate bond 680 

yields plus a premium to account for the fact that common equity is exposed to 681 

greater investment risk than debt capital.  As with other models of the cost of equity, 682 

the Risk Premium approach has its limitations including an accurate assessment of 683 

the future cost of corporate debt and the measurement of the risk-adjusted common 684 

equity premium. 685 

Q. What long-term public utility debt cost rate did you use in your risk premium 686 

analysis? 687 

A. In my opinion, a 6.25% yield represents a reasonable estimate of the prospective 688 

yield on long-term A-rated public utility bonds for the rate effective period.  As I 689 

will show, the Moody’s index and the Blue Chip forecasts support this figure. 690 

The historical yields for long-term public utility debt are shown graphically 691 

on page 1 of Peoples Gas Ex. PRM-1.9.  For the twelve months ended October 2006, 692 

the average monthly yield on Moody’s A-rated index of public utility bonds was 693 

6.07%.  For the six and three-month periods ending October 2006, the yields were 694 

6.23% and 6.06%, respectively. 695 

Q. What are the implications of emphasizing recent data taken from a period of 696 

relatively low interest rates? 697 

A. It appears obvious that if interest rates rise from recent and current levels, the overall 698 

cost of capital and cost of equity determined from recent data will understate future 699 
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capital costs.  Although it is always possible that interest rates could move lower, 700 

this possibility is out-weighed by the prospect of higher future interest rates.  That is 701 

to say, there is more potential for higher rather than lower interest rates when the 702 

beginning point in the process contains low interest rates.   703 

The low interest rates in 2003-’04 were, in part, the product of Federal 704 

Reserve Board Open Market Committee (“FOMC”) policy that is now in transition.  705 

In the two-year period between June 2004 and June 2006, the FOMC increased the 706 

Fed Funds rate in seventeen 25 basis point increments.  These policy actions, which 707 

have brought the Fed Funds rate to 5.25%, are widely interpreted as part of the 708 

process of moving toward a more neutral range for monetary policy.  While short-709 

term rates have increased significantly over the past two years, long-term rates have 710 

not moved similarly.  This means that there has been a flattening of the yield curve.  711 

Current interest rates are characterized by a slightly inverted yield curve.   712 

Q. What forecasts of interest rates have you considered in your analysis? 713 

A. I have determined the prospective yield on A-rated public utility debt by using the 714 

Blue Chip forecasts of yields on long-term Treasury bonds along with the spread in 715 

the yields that I describe above and in Peoples Gas Ex. PRM-1.13E.  Blue Chip is a 716 

widely-available and utilized source and contains consensus forecasts of a variety of 717 

interest rates compiled from a panel of banking, brokerage, and investment advisory 718 

services.  In early 1999, Blue Chip stopped publishing forecasts of yields on A-rated 719 

public utility bonds because the Federal Reserve deleted these yields from its 720 

Statistical Release H.15.  To independently project a forecast of the yields on A-rated 721 

public utility bonds, I have combined the forecast yields on long-term Treasury 722 

bonds published on October 1, 2006 and the yield spread of 1.1% that I describe in 723 
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Peoples Gas Ex. PRM-1.13E.  For comparative purposes, I have also shown the Blue 724 

Chip forecast of yields of Aaa-rated and Baa-rated corporate bonds.  These forecasts 725 

are: 726 

       

30-Year
Year Quarter Aaa-rated Baa-rated Treasury Spread Yield
2006 Fourth 5.7% 6.6% 4.9% 1.1% 6.0%
2007 First 5.8% 6.7% 5.0% 1.1% 6.1%
2007 Second 5.9% 6.8% 5.0% 1.1% 6.1%
2007 Third 5.9% 6.8% 5.0% 1.1% 6.1%
2007 Fourth 5.9% 6.8% 5.1% 1.1% 6.2%
2008 First 6.0% 6.9% 5.1% 1.1% 6.2%

Corporate
Blue Chip Financial Forecasts

A-rated Public Utility

 

 

Q. Are there additional forecasts of interest rates that extend beyond those shown 727 

above? 728 

A. Yes.  Twice yearly, Blue Chip provides long-term forecast of interest rates.  In its 729 

June 1, 2006 publication, the Blue Chip published forecasts of interest rates were:    730 

             

30-Year
Averages Aaa-rated Baa-rated Treasury Spread Yield

2007-11 6.3% 7.2% 5.4% 1.1% 6.5%
2012-16 6.5% 7.3% 5.6% 1.1% 6.7%

Corporate
Blue Chip Financial Forecasts

A-rated Public Utility

 

 
Given these forecasts of long-term interest rates, a 6.25% yield on A-rated 731 

public utility bonds represents a reasonable expectation. 732 

Q. What equity risk premium have you determined for public utilities? 733 

A. Peoples Gas Ex. PRM-1.13F provides a discussion of the financial returns that I 734 

relied upon to develop the appropriate equity risk premium for the S&P Public 735 

Utilities.  I have calculated the equity risk premium by comparing the market returns 736 
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on utility stocks and the market returns on utility bonds.  I chose the S&P Public 737 

Utility index for the purpose of measuring the market returns for utility stocks 738 

because it is intended to represent firms engaged in regulated activities and today is 739 

comprised of electric companies and gas companies.  The S&P Public Utility index 740 

is more closely aligned with these groups than some broader market indexes, such as 741 

the S&P 500 Composite index.  The S&P Public Utility index is a subset of the 742 

overall S&P 500 Composite index.  Use of the S&P Public Utility index reduces the 743 

role of judgment in establishing the risk premium for public utilities.  With the equity 744 

risk premiums developed for the S&P Public Utilities as a base, I derived the equity 745 

risk premium for the Gas Group.   746 

Q. What equity risk premium for the S&P public utilities have you determined for this 747 

case? 748 

A. To develop an appropriate risk premium, I analyzed the results for the S&P Public 749 

Utilities by averaging (i) the midpoint of the range shown by the geometric mean and 750 

median and (ii) the arithmetic mean.  This procedure has been employed to provide a 751 

comprehensive way of measuring the central tendency of the historical returns.  As 752 

shown by the values set forth on page 2 of Peoples Gas Ex. PRM-1.10, the indicated 753 

risk premiums for the various time periods analyzed are 5.17% (1928-2005), 6.05% 754 

(1952-2005), 5.19% (1974-2005), and 5.20% (1979-2005).  The selection of the 755 

shorter periods taken from the entire historical series is designed to provide a risk 756 

premium that conforms more nearly to present investment fundamentals and 757 

removes some of the more distant data from the analysis. 758 
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Q. Do you have further support for the selection of the time periods used in your equity 759 

risk premium determination? 760 

A. Yes.  First, the terminal year of my analysis presented in Peoples Gas Ex. PRM-1.10 761 

represents the returns realized through 2005.  Second, the selection of the initial year 762 

of each period was based upon the events that I described in Peoples Gas Ex. PRM-763 

1.13F.  These events were fixed in history and cannot be manipulated as later 764 

financial data becomes available.  That is to say, using the Treasury-Federal Reserve 765 

Accord as a defining event, the year 1952 is fixed as the beginning point for the 766 

measurement period regardless of the financial results that subsequently occurred.  767 

Likewise, 1974 represented a benchmark year because it followed the 1973 Arab Oil 768 

embargo.  Also, the year 1979 was chosen because it began the deregulation of the 769 

financial markets.  As such, additional data are merely added to the earlier results 770 

when they become available, and the periods chosen are not driven by the desired 771 

results of the study.   772 

Q. What conclusions have you drawn from these data? 773 

A. Using the summary values provided on page 2 of Peoples Gas Ex. PRM-1.10, the 774 

1928-2005 period provides the lowest indicated risk premiums, while the 1952-2005 775 

period provides the highest risk premium for the S&P Public Utilities.  Within these 776 

bounds, a common equity risk premium of 5.20% (5.19% + 5.20% = 10.39% ÷ 2) is 777 

shown from data covering the periods 1974-2005 and 1979-2005.  Therefore, 5.20% 778 

represents a reasonable estimate of the risk premium for the S&P Public Utilities at 779 

this time. 780 

As noted earlier in my fundamental risk analysis, differences in risk 781 

characteristics must be taken into account when applying the results for the S&P 782 
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Public Utilities to the Gas Group.  I recognized these differences in the development 783 

of the equity risk premium in this case.  I previously enumerated various differences 784 

in fundamentals among the Gas Group and the S&P Public Utilities, including size, 785 

market ratios, common equity ratio, return on book equity, operating ratios, 786 

coverage, quality of earnings, internally generated funds, and betas.  In my opinion, 787 

these differences indicate that 5.00% represents a reasonable common equity risk 788 

premium in this case.  This represents approximately 96% (5.00% ÷ 5.20% = 0.96) 789 

of the risk premium of the S&P Public Utilities and is reflective of the slightly lower 790 

risk of the Gas Group compared to the S&P Public Utilities. 791 

Q. What common equity cost rate would be appropriate using this equity risk premium 792 

and the yield on long-term public utility debt? 793 

A. The cost of equity (i.e., “k”) is represented by the sum of the prospective yield for 794 

long-term public utility debt (i.e., “i") and the equity risk premium (i.e., “RP”).  To 795 

that cost must be added an adjustment for common stock financing costs (“flot.”).  796 

The Risk Premium model provides a cost of equity of: 797 

            

i + RP = k + flot. = K

6.25% + 5.00% = 11.25% + 0.19% = 11.44%           

VI. CAPITAL ASSET PRICING MODEL 798 

Q. How have you used the Capital Asset Pricing Model to measure the cost of equity in 799 

this case? 800 

A. I have used the CAPM in addition to my other models.  As with other models of the 801 

cost of equity, the CAPM contains a variety of assumptions that create limitations in 802 

the model that I discuss in Peoples Gas Ex. PRM-1.13G.  Therefore, this model 803 
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should be used with other models to measure the cost of equity, as each will 804 

complement the other and will provide a result that will alleviate the shortcomings 805 

found in each model. 806 

Q. What are the features of the CAPM as you have used it? 807 

A. The CAPM uses the yield on a risk-free interest bearing obligation plus a rate of 808 

return premium that is proportional to the systematic risk of an investment.  A 809 

detailed explanation of my use of the CAPM is set forth in Peoples Gas Ex. PRM-810 

1.13G.  To compute the cost of equity with the CAPM, three components are 811 

necessary:  a risk-free rate of return (“Rf”), the beta measure of systematic risk 812 

(“β”), and the market risk premium (“Rm – Rf”) derived from the total return on the 813 

market of equities reduced by the risk-free rate of return.  The CAPM specifically 814 

accounts for differences in systematic risk (i.e., market risk as measured by the beta) 815 

between an individual firm or portfolio of firms and the entire market of equities.  816 

Therefore, it is necessary to employ firms with traded stocks in order to calculate the 817 

CAPM.   818 

Q. What betas have you considered in the CAPM? 819 

A. For my CAPM analysis, I initially considered the Value Line betas.  As shown on 820 

page 1 of Peoples Gas Ex. PRM-1.11, the average Value Line beta is .84 for the Gas 821 

Group. 822 

Q. What betas have you used in the CAPM determined cost of equity? 823 

A. The betas must be reflective of the financial risk associated with the ratesetting 824 

capital structure that is measured at book value.  Therefore, Value Line betas cannot 825 

be used directly in the CAPM unless those betas are applied to a capital structure 826 
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measured with market values.  To develop a CAPM cost rate applicable to a book 827 

value capital structure, the Value Line betas have been unleveraged and releveraged 828 

for the common equity ratios using book values.  This adjustment has been made 829 

with the formula: 830 

             βl = βu [1 + (1 - t) D/E + P/E] 831 
 832 

where βl = the leveraged beta, βu = the unleveraged beta, t = income tax rate, D = 833 

debt ratio, P = preferred stock ratio, and E = common equity ratio.  The betas 834 

published by Value Line have been calculated with the market price of stock and 835 

therefore are related to the market value capitalization.  By using the formula shown 836 

above and the capital structure ratios measured at its market values, the beta would 837 

become .64 for the Gas Group if they employed no leverage and were 100% equity 838 

financed.  With the unleveraged beta as a base, I calculated the leveraged beta of 839 

1.00 for the Gas Group associated with book value capital structure.   840 

Q. What risk-free rate have you used in the CAPM? 841 

A. For reasons explained in Peoples Gas Ex. PRM-1.13E, I have employed the yields on 842 

20-year Treasury bonds using both historical and forecast data to match the longer-843 

term horizon associated with the ratesetting process.  As shown on pages 2 and 3 of 844 

Peoples Gas Ex. PRM-1.11, I provided the historical yields on 20-year Treasury 845 

bonds.  For the twelve months ended October 2006, the average yield was 4.99%, as 846 

shown on page 3 of that schedule.  For the six- and three-months ended October 847 

2006, the yields on 20-year Treasury bonds were 5.14% and 4.98%, respectively.  As 848 

shown on page 4 of Peoples Gas Ex. PRM-1.11, forecasts published by Blue Chip on 849 

October 1, 2006 indicate that the yields on long-term Treasury bonds are expected 850 
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increase to 5.1% during the next six quarters.  The longer term forecasts described 851 

previously project that the yields on Treasury bonds will average 5.4% from 2007 852 

through 2011.  Based on consideration of all of this information, I have used a 5.25% 853 

risk-free rate of return for CAPM purposes.  The 5.25% risk-free rate of return is 854 

within the range of the yields forecast for Treasury bonds. 855 

Q. What market premium have you used in the CAPM? 856 

A. The market premium is developed by averaging historical market performance and 857 

the forecasts.  With regard to the forecast data, I have relied upon the Value Line 858 

forecasts of capital appreciation and the dividend yield on the 1,700 stocks in the 859 

Value Line Survey.  According to the October 6, 2006, edition of The Value Line 860 

Investment Survey Summary and Index, (see page 5 of Peoples Gas Ex. PRM-1.11) 861 

the total return on the universe of Value Line equities is:      862 

                       Median                Median 863 
       Dividend    Appreciation      Total      864 

   Yield       +      Potential        =  Return 865 
 866 

 As of October 6, 2006           1.7%      +         9.73%4         =        11.43% 867 
 868 
The tabulation shown above provides the dividend yield and capital gains yield of 869 

the companies followed by Value Line.  Another measure of the total market return 870 

is provided by the DCF return on the S&P 500 Composite index.  As shown below, 871 

that return is 12.44%.   872 

                                                 
4        The estimated median appreciation potential is forecast to be 45% for 3 to 5 years hence.  The 
annual capital gains yield at the midpoint of the forecast period is 9.73% (i.e., 1.45.25 - 1). 
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D/P ( 1+.5g ) + g = k
1.80% ( 1.05275 ) + 10.55% = 12.44%

where: Price (P) at 30-Sep-2006 = 1335.85
Dividend (D) for 2nd Qtr '06 = 6.02
Dividend (D) annualized = 24.08
Growth (g) First Call EpS = 10.55%

DCF Result for the S&P 500 Composite

 
 

Using these indicators, the total market return is 11.94% (11.43% + 12.44% = 873 

23.87% ÷ 2) using both the Value Line and S&P derived returns.  With the 11.94% 874 

forecast market return and the 5.25% risk-free rate of return, a 6.69%  (11.94% - 875 

5.25%) market premium is indicated using forecast market data. 876 

With regard to the historical data, I provided the rates of return from long-877 

term historical time periods that have been widely used in the investment and 878 

academic community over the past several years, as shown on page 6 of Peoples Gas 879 

Ex. PRM-1.11.  These data are published by Ibbotson Associates in its  Stocks, 880 

Bonds, Bills and Inflation ("SBBI") for the period 1926-2005.  From the data 881 

provided on page 6 of Peoples Gas Ex. PRM-1.11, I calculated a market premium 882 

using the common stock arithmetic mean returns of 12.3% less government bond 883 

arithmetic mean returns of 5.8%, resulting in the historical market premium of 6.5% 884 

(12.3% - 5.8%). 885 

The resulting market premium for purposes of my CAPM analysis is 6.60% 886 

(6.5% + 6.69% = 13.19% ÷ 2), which represents the average market premium using 887 

the historical (6.5%) and forecast (6.69%) data. 888 

Q. What CAPM result have you determined? 889 
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A. Using the 5.25% risk-free rate of return, the leverage adjusted betas of 1.00 for the 890 

Gas Group, the 6.60% market premium, and the flotation cost adjustment developed 891 

previously, the following result is indicated. 892 

 

Rf + ß x  ( Rm-Rf )  = k + flot. = K

5.25% + 1.00 x  ( 6.60% )  = 11.85% + 0.19% = 12.04%  

Although an additional element could be considered in the development of the 893 

CAPM cost rate, I have made no provision for the average size of the Gas Group, 894 

which would increase the required return for Peoples Gas due to its relatively small 895 

size.  Therefore, the CAPM result shown above provides a conservative result. 896 

VII. COMPARABLE EARNINGS APPROACH 897 

Q. Have you checked the results of the market based models using the Comparable 898 

Earnings approach? 899 

A. Yes.  The technical aspects of my Comparable Earnings approach are set forth in 900 

Peoples Gas Ex. PRM-1.13H.  In order to identify the appropriate return on equity 901 

for a public utility, it is necessary to analyze returns experienced by other firms 902 

within the context of the Comparable Earnings standard.  In order to avoid 903 

circularity, the firms selected for the Comparable Earnings approach should be 904 

companies whose prices are not subject to cost-based price ceilings (i.e., non-905 

regulated firms).  It is also essential that returns achieved under regulation not 906 

provide the basis for a regulated return.  Because regulated firms must compete with 907 

non-regulated firms in the capital markets, it is appropriate to view the returns 908 

experienced by firms that operate in competitive markets.  One must keep in mind 909 

that the rates of return for non-regulated firms represent results on book value 910 
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actually achieved, or expected to be achieved, because the starting point of the 911 

calculation is the actual experience of companies that are not subject to rate 912 

regulation.   913 

Q. What rate of return on common equity have you determined in this case using the 914 

Comparable Earnings approach? 915 

A. The identities of companies comprising the Comparable Earnings group and their 916 

associated rankings within the ranges are identified on page 1 of Peoples Gas Ex. 917 

PRM-1.12.  The average of the historical and forecast median rates of return is: 918 

   

Historical Forecast Average

14.10% 14.50% 14.30%  
 

The results of the Comparable Earnings approach are not sensitive to stock market 919 

performance, but rather these results are determined from financial performance in 920 

competitive markets that are determined in large measure by the business cycle.  The 921 

results of the Comparable Earnings approach shows that the market models of the 922 

cost of equity (i.e., DCF, Risk Premium and CAPM) do not overstate a fair rate of 923 

return on common equity. 924 

VII. CONCLUSION ON COST OF EQUITY 925 

Q. What is your conclusion concerning the Company’s cost of common equity? 926 

A. Based upon my application of the cost of equity models described previously, I 927 

conclude that the cost of common equity for the Company is 11.06%. 928 

Q. Does this conclude your prepared direct testimony? 929 

A. Yes, it does.  930 


