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I.  INTRODUCTION AND PURPOSE OF TESTIMONY 1 

Q. Please state your name and business address. 2 

A. My name is Christopher C. Thomas.  My business address is 309 W. Washington Street, 3 

Suite 800, Chicago, IL 60610. 4 

 5 

Q. What is your present occupation? 6 

A. I am employed by the Citizens Utility Board (“CUB”) as the Director of Policy.  My 7 

duties include filing expert testimony before the Illinois Commerce Commission (“ICC” 8 

or “Commission”) on CUB’s behalf, oversight of the testimony filed by external expert 9 

witnesses on CUB’s behalf, and management of the Policy Department. 10 

 11 

Q. On whose behalf are you testifying in this case? 12 

A. I am testifying on behalf of the Government and Consumer Intervenors (“GCI”), 13 

individually the People of the State of Illinois, the Citizens Utility Board, and the City of 14 

Chicago. 15 

 16 

Q. Please summarize your professional experience. 17 

A. My professional career includes more than eleven years as a utility regulatory economist.  18 

I started my career as a regulatory economist in the Telecommunications Department of 19 

the Missouri Public Service Commission (“MoPSC”).  I became a CUB employee in 20 

September 2004, and have filed testimony before the ICC in numerous dockets.  GCI  21 



ICC Docket Nos. 11-0280, 11-0281 
Direct Testimony of Christopher C. Thomas 

GCI Ex. 5.0 
 

  2  

Exhibit 1.1, attached to this testimony, is a list of the dockets in which I have filed 22 

testimony and a brief description of the nature of each docket.   23 

 24 

Q. Please describe your educational background. 25 

A. I have a Bachelor's degree in Business Administration with a concentration in Finance 26 

and a minor in Economics from Truman State University, and a Master’s degree in 27 

Economics and Finance from Southern Illinois University, Edwardsville. 28 

 29 

Q. What is the purpose of your testimony?  30 

A. The purpose of my testimony is to present my analysis of the evidence offered by The 31 

Peoples Gas Light and Coke Company (“Peoples”) and North Shore Gas Company 32 

(“North Shore”) (together, the “Companies” or “Utilities”) respecting the appropriate cost 33 

of capital (also known as a “return on equity”) for both companies, and to make a 34 

recommendation based on my analysis of the evidence and market indicators.  35 

 36 

Q.  What has been your experience in reviewing utility cost of capital 37 

recommendations? 38 

A.   I have testified a number of times on cost of equity before this Commission and 39 

presented analyses of market data as the bases for my recommended cost of equity 40 

capital.  Based on my studies of financial markets, the academic literature related to 41 

utility financial issues, and the fundamentals of utility regulation, I have concluded that 42 

there is objective evidence that returns on equity near or in excess of 10% are far higher 43 

than the true cost of equity capital for regulated monopoly utilities.  Among the issues I 44 
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have previously addressed are analyses showing that risk premiums of 6-7% are 45 

excessive in relation to the riskiness of the public utility business; application of the 46 

discounted cash flow model with growth rates that are reasonable for the low growth 47 

utility industry; and, application of the CAPM in a manner consistent with the way the 48 

model is used by financial professionals outside the rate setting process.   49 

   In this case, I have taken a different approach.  Rather than presenting my own 50 

separate analysis, I have examined the analyses and data presented in the Companies’ 51 

witness Mr. Paul Moul’s testimony and made corrections based on prior Commission 52 

orders and the governing legal precedents.  In particular, I have: 53 

• Eliminated from the cost of equity determination estimates based on 54 

analyses of a proxy group that is not comparable in risk to the 55 

Companies; 56 

• Removed leverage adjustments to the Discounted Cash Flow (“DCF”) 57 

model that maintain market-to-book ratios, adjustments that the 58 

Commission has previously rejected; 59 

• Removed adjustments to the Capital Asset Pricing Model (“CAPM”) 60 

results based on utility size as the Commission has done in prior cases; 61 

and  62 

• Corrected the CAPM beta estimates to reflect observations from 63 

multiple sources, something Mr. Moul has recommended for other cost 64 

of equity analysis elements but did not do himself.   65 

 My testimony describes each of these issues in detail and in turn below.  I also address 66 

each of Mr. Moul’s two additional proposed analyses, his Risk Premium and Comparable 67 
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Earnings analyses.  The Commission has previously rejected consideration of such 68 

analyses, and it should here as well. 69 

 70 

Q. Please summarize your findings. 71 

A.  The result of my analysis of and corrections to Mr. Moul’s estimates is a range of cost of 72 

equity capital estimates for the Companies of 7.22% to 9.16%.  This recommended range 73 

is bounded by estimates of 9.16% from Mr. Moul’s corrected DCF analysis and 7.22% 74 

from Mr. Moul’s corrected CAPM analysis.  Consistent with expressed Commission 75 

policy, I have not used Mr. Moul’s Risk Premium or Comparable Earnings estimates in 76 

this determination, though I do explain why these two estimates are flawed in any case.  77 

These recommendations are shown in Table 1 below. 78 

Table 1 79 

Moul DCF With no Leverage Adjustment        9.16% 80 

Moul CAPM Remove Size Adjustment, use Average Reported Beta 7.22% 81 

 82 

II.  COST OF EQUITY 83 

Q. What is the cost of equity? 84 

A. The Companies’ cost of equity is the return that investors demand to choose an 85 

investment in the Companies over other available investment options.  The Companies 86 

need to generate fair returns for their investors in order to maintain access to capital on 87 

reasonable terms.  In other words, this return is a cost of doing business.  This is why the 88 

terms “cost of equity” and “return on equity” (or “ROE”) are often used interchangeably 89 

by analysts.     90 
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Q. What criteria should the Commission use to determine an appropriate cost of 91 

equity? 92 

A. The U.S. Supreme Court established the framework that all regulatory commissions use 93 

to determine an appropriate and fair cost of equity for regulated companies.  In two 94 

landmark cases, Bluefield Water Works & Improvement Co. v. Public Service 95 

Commission of West Virginia1 and Federal Power Commission et. al. v. Hope Natural 96 

Gas Co.2, the Supreme Court established that utilities are entitled to the opportunity to 97 

earn a fair return on their prudent and reasonable utility investment that is commensurate 98 

with the returns earned by other firms of comparable risk.   99 

The ICC’s task is to ensure that the cost of equity capital used to develop rates 100 

compensates investors for their investment risk, while assuring that customers do not pay 101 

an excessive or unreasonable return in those rates.  The Commission should base its 102 

determination of a fair return on the relative riskiness of the regulated company.  The 103 

Commission must also recognize that the measure of a fair return will change over time, 104 

as the fundamentals of the equity markets change and evolve.  105 

 106 

Q. What cost of equity did the Commission grant the Companies in their last rate 107 

cases? 108 

A. The Commission granted Peoples a return of 10.23% in Docket No. 09-0167and North 109 

Shore Gas a return of 10.33% in Docket No. 09-0166. 110 

                                                 
1 262 U.S. 679, 692 (1923). 

2 320 U.S. 591 (1944). 
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Q. What cost of equity have the Companies requested in this case? 111 

A. Peoples and North Shore have requested a cost of equity capital of 11.25%, based on the 112 

testimony of Mr. Moul, who presented the following analyses in support of his 113 

recommendations.  Those analyses use two separate groups of utilities as proxies for the 114 

Companies.  One comprises only gas utilities (the “Gas Group”), and the other comprises 115 

gas and electric utilities (the “Combined Group”).   116 

Gas Group  Combined Group 117 

DCF 9.67%   11.22% 118 

Risk Premium 11.25%   11.25% 119 

CAPM 11.21%   11.45% 120 

Mr. Moul used four approaches, three of which are models, to develop and 121 

support his cost of equity estimate. The results of his discounted cash flow (“DCF”) 122 

model and capital asset pricing model (“CAPM”) analyses were used in calculating his 123 

estimate.  His risk premium analysis and comparable earnings approach were performed, 124 

but not a part of his calculated estimate.  As I will discuss, Mr. Moul has grossly 125 

overestimated the cost of equity based on these analyses.   126 

Mr. Moul’s estimation process incorporates unnecessary adjustments to the model 127 

results – which serve to increase the Companies’ proposed cost of equity estimate and 128 

overstate their actual cost of equity.  In the following sections of my testimony, I begin 129 

with some general observations about Mr. Moul’s approach to cost of equity estimations.  130 

Then I discuss more specific issues with his application of each model.   131 

   132 
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Q.   Are there aspects of Mr. Moul’s approach to estimating the utilities cost of equity 133 

that affect the accuracy of his results? 134 

A.   Yes, there are several that stand out.  Mr. Moul’s testimony relies on his analyses of a 135 

supplemental proxy group that does not accurately reflect the risk profile of the 136 

Companies. These extra analyses increase his cost of equity estimate by diluting the 137 

weight given to the analyses of more representative proxy firms.  His estimates also 138 

incorporate arbitrary leverage and size adjustments to the model results.  These 139 

adjustments serve mainly to increase the cost of capital, without any theoretical or factual 140 

support for this further distortion of his DCF and CAPM model results.  His model results 141 

also are unreliable because they reflect a bias in the selection of input factors (like growth 142 

rates or beta estimates) for his CAPM and DCF models, with the CAPM inputs being 143 

particularly egregious.  Each of these elements of Mr. Moul’s analyses is a modification 144 

of the results from accepted financial model analysis that has the effect of increasing his 145 

cost of equity estimate.  I address each issue in turn below.   146 

 147 

A. PROXY GROUPS 148 

Q. Why is it necessary to use proxy groups to estimate the cost of equity for regulated 149 

utilities like Peoples and North Shore? 150 

A. Information concerning stock prices and measures of financial performance is not 151 

directly available for the Companies because both are wholly owned subsidiaries of 152 

Integrys.  It is necessary to identify and to analyze market data respecting a group of 153 

companies with comparable risks to estimate the Companies’ cost of equity.  Such slates 154 
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of firms are referred to as proxy groups.  The use of proxy groups is a standard and well 155 

accepted practice.  However, for the analysis to be valid, the riskiness of the proxy 156 

companies must be comparable to the riskiness of the companies the proxies were 157 

selected to represent.  158 

 159 

Q. Please describe Mr. Moul’s proxy groups. 160 

A. In a departure from his analytical method in past cases, Mr. Moul’s testimony in this case 161 

relies on two different proxy groups.  The first proxy group, which he calls his Gas 162 

Group, is a sample of natural gas distribution utilities he deems comparable.  It is 163 

approximately the same proxy group that Mr. Moul used (without Commission objection) 164 

in the Companies’ last rate case.  The departure from his method in the last case is that 165 

Mr. Moul also uses a new, additional proxy group, the Combined Group, a sample of 166 

natural gas and electric utilities. 167 

 168 

Q. Has Mr. Moul made any changes to the Gas Group from the Companies’ last rate 169 

case? 170 

A. Yes.  Mr. Moul has made one major change to his Gas Group from the last case.  He 171 

excludes Nicor, Inc., an Illinois utility in the process of being acquired by another natural 172 

gas utility, AGL Resources.  Both Nicor and AGL Resources were included in the Gas 173 

Group Mr. Moul used in the last case, and both are identified as comparable in this case.  174 

Mr. Moul removes Nicor, because it is a utility being acquired, without excluding AGL, 175 

the acquiring utility.  Mr. Moul asserts that “after the acquisition is announced, the stock 176 

[of the acquired firm] trades principally on the prospect of the acquisition price that will 177 
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be paid.”  His removal of one party to the merger transaction but not the other introduces 178 

bias into the sample.  The stock prices of both firms are affected by the announced terms 179 

of the merger.  On the day the merger was announced, December 7th 2010, the price for a 180 

share of AGL Resources closed nearly 6% below its closing on December 6th.  181 

Mr. Moul’s proxy group also appears to be more risky than the Companies 182 

because he makes a deficient assessment of the revenue stabilization mechanisms in the 183 

proxy group.  Mr. Moul claims to have screened his Gas Group for firms that share the 184 

Companies’ reduction of risk attributable to its Volume Balancing Adjustment (Rider 185 

VBA).  However, Mr. Moul treats all instances of “some form of revenue stabilization,” 186 

-- without any further analysis -- as equivalent to PGL’s Rider VBA.3  The lack of 187 

substantive analysis introduces an upward bias into the sample, as there is no evidence 188 

that the firms in the Gas group enjoy the Companies’ dual advantages of a revenue 189 

stabilization rider and recovery of a high percentage of costs through a fixed monthly 190 

customer charge. 191 

 192 

Q. You mentioned that Mr. Moul uses a second proxy group.  What firms constitute 193 

that group? 194 

A. In prior cases, Mr. Moul has found his Gas Group fully adequate to estimate the 195 

Companies’ cost of equity.4  This time, Mr. Moul uses an alternative proxy group, which 196 

he refers to as the “Combination Group” and which contains contains both gas and 197 

                                                 
3  NS-PGL Ex. 3.0, line 124. 

4  ICC Docket Nos. 09-0166, 09-0167 Final Order, Jan. 21, 2010 at 96;  ICC Docket Nos. 07-0241, 07-
0242 Final Order, Feb. 5, 2008, at 74.  
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electricity utilities that are not necessarily comparable to Peoples and North Shore.  Mr. 198 

Moul’s use of an alternative proxy group is a significant unexplained departure from the 199 

analyses he has used in Peoples and North Shore cases before this Commission.  He 200 

claims that the Combination Group analyses were used to assess the reasonableness of his 201 

Gas Group results.  However, Mr. Moul’s own testimony establishes that Combination 202 

Group is less comparable to Peoples and North Shore than the Gas Group.5  The fact that 203 

this less comparable proxy group produced a higher return on equity estimates is not 204 

surprising and should lead the Commission to give little, if any, weight to those analyses.   205 

 206 

Q. Are there any other problems with using this supplemental proxy group? 207 

A. Yes.  Using a supplemental proxy like the Combination Group introduces several biases 208 

that should be avoided whenever possible, including as a “reasonableness” check for 209 

another analysis.  Generating additional ROE estimates for use in determining the cost of 210 

equity dilutes the weight given to the more comparable Gas Group results, particularly 211 

the DCF estimate, which has been heavily relied upon in past Commission 212 

determinations.  By using more than one proxy group, Mr. Moul treats utilities that are 213 

engaged in businesses with different operational and business risks as comparable to 214 

Peoples and North Shore. Relying in any way on a supplemental higher risk proxy group 215 

with higher cost of equity estimates than the more comparable proxy group obscures the 216 

true cost of equity for the Companies.    217 

                                                 
5 NS-PGL Ex. 3.0 lines 52, 76. 
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Mr. Moul’s Gas Group is more representative of the level of risk faced by Peoples 218 

and North Shore and the actual market required returns on investment.  The proxy 219 

utilities in the Gas Group are engaged in the same line of business as the Companies.  220 

They face similar business and operational risks.  Since the Companies are entitled to 221 

only to an opportunity to earn a return like that earned by firms of similar risk, the results 222 

from the Combination Group should not be used to determine or to dilute more 223 

appropriate estimates of the Companies’ cost of equity.   224 

 225 

B. DISCOUNTED CASH FLOW ANALYSIS 226 

Q. HOW DOES A DISCOUNTED CASH FLOW ANALYSIS ESTIMATE THE 227 

MARKET REQUIRED COST OF EQUITY? 228 

A. The DCF model estimates the cost of equity capital by assuming that investors who 229 

purchase stock are paying a price that reflects the present value of the cash flows they 230 

expect to receive from the stock in the future.  Using information about the current stock 231 

price and expected future cash flows from dividend payments and earnings growth, the 232 

model estimates the return that investors expect to receive on their investment.  It rests on 233 

two basic principles: 234 

• First, the current market price of a financial asset, such as a share of 235 

common stock or equity, is equal to the present value of all future cash 236 

flows that investors expect to receive from the asset.  Future cash 237 

flows to investors come from either future dividend payments or the 238 

sale of the stock.  This means that the rate of return investors require 239 

for the risk they take in their investment is the discount rate at which 240 
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the present value of all future cash flows from an asset are equivalent 241 

to the current market price of the asset.   242 

• Second, the DCF model recognizes that a dollar received today is more 243 

valuable than a dollar received at some point in the future because an 244 

investor could realize a return in future periods by investing that same 245 

dollar today.  If the investor receives that dollar in the future, she will 246 

have missed the opportunity to invest today.  The investor’s required 247 

rate of return, or a company’s cost of capital, is the return on the 248 

deferred payment that would induce the investor to wait.   249 

 250 

Q. Please describe the DCF model. 251 

A. In its most basic form, the DCF model can be represented by the following equation: 252 

k = D0(1+g)/ P0 + g where 253 

 k  =  Investors required “rate of return”, or the “cost of equity capital” 254 

 D0 =  The current dividend payment 255 

P0  =  The current stock price 256 

D0(1+g)/ P0 = The expected dividend yield 257 

g =  The expected sustainable growth rate 258 

 259 

Q. Is applying the DCF a purely mathematical exercise? 260 

A. No.  The actual return required to induce investors to make a particular investment is not 261 

a directly observable number – that is why estimates are necessary.  Similarly, investors’ 262 

requirements for future dividends and rates of growth cannot be found in the pages of the 263 
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Wall Street Journal and plugged into the model.  In this case, the analysis is further 264 

complicated by the current market upheaval and by the fact that Peoples and North Shore 265 

do not have publicly traded stock that would provide current, objective dividend and 266 

price information.   267 

 268 

1. Leverage Adjustments 269 

Q. Please describe Mr. Moul’s proposed adjustment to the DCF model. 270 

A. Mr. Moul increases the cost of equity for the proxy groups by between 49 and 51 basis 271 

points to reflect what he argues is a risk difference between market value capital 272 

structure, or capitalization of the sample companies, and their book value capitalizations.  273 

The Commission has declined to adopt this adjustment in the past and it should do so 274 

again.  According to Mr. Moul the “adjustment that I label as a “leverage adjustment” is 275 

merely a convenient way of relating the result of the simple DCF model (i.e., D/P + g), 276 

which is premised on a market-value capital structure, to results appropriate for the 277 

capital structure used in ratemaking, which is computed with book value weights rather 278 

than market value weights.”6  Mr. Moul also argues that “when we use a market-279 

determined cost of equity developed from the DCF model, it reflects a level of financial 280 

risk that is different (in this case, lower) from the Company’s capital structure stated at 281 

book value.”7  282 

 283 

Q. What to the terms “market value” and “book value” mean in this context? 284 

                                                 
6 NS-PGL Ex. 3.0, line 536. 
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A. Market value refers to the value of a company’s outstanding stock as measured by the 285 

product of the firm’s current market-based stock price and the number of shares 286 

outstanding.  Book value is the value of the assets that the company has recorded on its 287 

books, reflecting in particular the investment received by the company from its sale of 288 

shares into the market.  For a regulated utility company, book value generally refers to 289 

the value of assets in rate base, which represents the amount actually invested and used to 290 

provide service to ratepayers.  When a company is earning precisely its cost of capital on 291 

the amount actually invested, market and book value will be virtually the same.   292 

 293 

Q. What is the effect of Mr. Moul’s adjustment? 294 

A. This adjustment inflates the market-based DCF cost of equity estimate before applying it 295 

to book value.  Changes in market value do not change the amount actually invested in 296 

rate base and on which the utility is entitled to earn.  Moreover, when the market value 297 

exceeds the book value of a utility, it is an indication that the utility already is earning 298 

more than its cost of equity capital.  Further increasing returns is, therefore, 299 

inappropriate.    300 

 301 

Q. Is a market-to-book value adjustment necessary when evaluating a utility’s cost of 302 

equity? 303 

A. No.  Contrary to Mr. Moul’s claims, there is no reason to adjust market-based DCF 304 

model results before applying them to the book value of assets in rate base.  It has 305 

                                                                                                                                                             
7 Id. at 568. 
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traditionally been the Commission’s practice to apply unadjusted market-based DCF 306 

results to the book value rate base assets, and Mr. Moul has not presented any evidence 307 

that should persuade the Commission to change this policy.   308 

 309 

Q.  Has the Commission previously addressed the issue of applying a market-to-book 310 

value adjustment to a market-based cost of equity? 311 

A. Yes, it has.  The Commission has repeatedly concluded that no such adjustment is 312 

required.  In the Companies’ last rate cases (Docket No. 07-0241/07-0242/Cons.), the 313 

Commission found that: 314 

In the Commission‘s judgment, the book value capital structure reflects 315 
the amount of capital a utility actually utilizes to finance the acquisition of 316 
assets, including those assets used to provide utility service. In 317 
establishing the overall or weighted average cost of capital, the proportion 318 
of common equity, based on the book value capital structure, is multiplied 319 
by market-required return on common equity.  The Commission has used 320 
this approach in establishing utility rates for at least twenty-five years. 321 
E.g., Ameren Order, Docket Nos. 06-0070/06-0071/06-0072 (consol.) at 322 
141 (“[t]he Commission observes that it has repeatedly rejected arguments 323 
in favor of using market-to-book ratios as the basis for establishing cost of 324 
common equity”). Market value is not utilized in this calculation because 325 
it typically includes appreciated value (as reflected in its stock price) 326 
above the Utilities’ actual capital investments.  327 
 328 
The Utilities assert, however, that theirs is a “financial leverage 329 
adjustment,” not a “market-to-book adjustment.”  NS-PGL BOE at 30-31. 330 
This elevates form and nomenclature over substance. The Utilities perform 331 
their adjustment by first determining the cost of equity for a utility 332 
(represented by the average of the utility sample) with a 100% equity 333 
capital structure, using the market value of the equity (the result is 8.35%). 334 
From that, they then calculate the ROE for a utility (again represented by 335 
the average of the utility sample) based on the equity reflected in a book 336 
value capital structure (a 9.53% result).  NS-PGL Ex. PRM 1.13, p. 13-14. 337 
The Utilities recognize that this process is equivalent to applying an 338 
unadjusted equity return to the market value of the utility‘s shares, 339 
resulting in an adjustment identical to the one we rejected in the Ameren 340 
Order. City-CUB Cross-Ex. 5.  Again, our practice is to approve a return 341 
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on a utility‘s actual investments at book value, not on the appreciated 342 
value of its common stock, however calculated and denominated.  343 
 344 
Further, the Utilities have failed to establish why a mismatch between the 345 
financial risk reflected in the book value and market value capital 346 
structures is problematic. If the Utilities were correct that regulatory 347 
commissions, including this one, have been understating the market-348 
required return on equity for twenty-five years, then the market values of 349 
common equity for utilities would not have remained well above the book 350 
values during that time. A practice of routinely understating the market-351 
required return on common equity would have surely driven down the 352 
market values of common equity to near book value, but that has not 353 
happened21. Accordingly, the Commission does not agree that an 354 
adjustment to the market required return on common equity is necessary to 355 
reflect the difference in financial risk between book value and market 356 
value capital structures.  Therefore, we reject the Utilities’ financial 357 
leverage adjustment to their DCF results and their proposal to impose a 358 
similar leveraging adjustment to the betas used in their CAPM analysis.  359 
Feb 5, 1008 Order at 95-96 (footnotes omitted) 360 

 361 
Mr. Moul has presented no new evidence or financial theory that makes the 362 

Commission’s analysis inapplicable in this case.  In fact, Mr. Moul admits that he can 363 

derive his adjustment only by calculating a return his way, then determining the 364 

adjustment as the difference between his result and the result of an accepted version of 365 

the DCF analysis.  There is no evidence that applying a market-based cost of equity to the 366 

Companies’ book value rate base has impeded Peoples or North Shore’s ability to raise 367 

capital or to maintain their financial integrity.  The Commission was correct to reject 368 

attempts to inflate the cost of equity capital in the past.  It should do so again here.  I 369 

think Staff witness Michael McNally best described the logic of concluding that the 370 

Companies’ risk has increased based on a market value measurement in the Companies’ 371 

last rate case:   372 

The intrinsic risk level of a given company does not change simply 373 
because the manner in which it is measured has changed. Such an 374 
assertion is akin to claiming that the ambient temperature changes when 375 
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the measurement scale is switched from Fahrenheit to Celsius.  Docket 376 
No. 09-0166c Staff Ex 7.0 at 844-847 377 
 378 

2. Growth Input 379 

Q. What does the growth component of the DCF model represent? 380 

A. The growth assumption enters the model through the specification of “g”, the expected 381 

sustainable growth rate input.  That term represents the sustainable growth that investors 382 

expect in their investment due to increases in a company’s earnings.  That growth rate 383 

must be consistent with, and supported by, the economic conditions and dividend payout 384 

policies expected to occur.  There are two variations of the DCF model used by analysts.  385 

The single stage growth model, which was described above, is called the constant growth 386 

DCF model because it ignores the likely changes in the firm’s rate of growth over the 387 

infinite evaluation period of a DCF model.  The second variation is the multi-stage 388 

model, which is the combination of repeated calculations of the basic form of the DCF 389 

using distinct growth rates over discrete periods of time. The multistage (or non-constant 390 

growth) model assumes that growth changes over time. 391 

 392 

Q.    How has the growth component of DCF analyses been developed in Peoples’ and 393 

North Shore’s last cases? 394 

A. The Commission accepted analyses that relied heavily on analysts’ forecasts of growth in 395 

the DCF Calculation.   396 

 397 

 398 

 399 
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Q. Is it appropriate for the Commission to do so in this case? 400 

A. No, it isn’t.  Empirical reviews of analyst growth rates shows a pattern of upwardly 401 

biased analyst growth rate forecasts in comparison to the actual requirements of investors 402 

as reflected in stock prices.  Academic researchers have found that “analyst forecasts 403 

focus on the short term and are severely upward biased:”8   404 

…over the period 1982 to 1998, the median of the distribution of IBES 405 
[consensus analysts] growth forecasts is about 14.5 percent, a far cry from 406 
the median realized five-year growth rate of about 9 percent for income 407 
before extraordinary items.9 408 

 409 
A number of empirical studies have documented optimistic bias in analysts’ earnings 410 

forecasts to the extent that “it seems reasonable to conclude that [the DCF equation] 411 

yields an upper bound to the equity premium.10  Others have concluded that earnings and 412 

dividend growth rates traditionally used for the DCF model “exhibit substantial optimism 413 

bias and need to be adjusted downward.”11  The evidence is that “beyond two years, the 414 

best forecast of earnings growth is the historical average growth rate.”12 415 

In this case, the investor required equity returns the Commission is trying to 416 

determine should reflect unbiased growth estimates as indicated by market prices, rather 417 

than upwardly biased analyst forecasts that diverge from the growth rates underlying 418 

                                                 
8 Tim Koller et al., Valuation: Measuring and Managing the Value of Companies 305 (2005).. 

9 Louis K. C. Chan et al., The Level and Persistence of Growth Rates, 58 J. Finance 672 (2003). 

10 I.,, 44. 

11 James Claus and Jacob Thomas, Equity Premia as Low as Three Percent?, 56 J. Finance 1662 (Oct. 
2001) 

12 Eugene F. Fama and Kenneth R. French, The Equity Premium, 57 J. Finance 651 (April 2002). 
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current stock prices.  Using analyst forecasts as the only estimates of growth will 419 

overstate the cost of capital estimate produced by the DCF.   420 

 421 

Q. What is your conclusion regarding the DCF estimate resulting from Mr. Moul’s use 422 

of an analyst growth rate as his DCF model input? 423 

A. Mr. Moul’s’ DCF analyses rely on analyst forecasts in precisely the manner academic 424 

research has shown to be inaccurate.  There is an upward bias in Mr. Moul’s DCF growth 425 

rate inputs.  As a result of his use of an upwardly biased analyst growth rate, his cost of 426 

equity estimates are overstated and should be reduced to correct the effect of growth rates 427 

that have historically been unduly optimistic.    428 

 429 

Q. Is there evidence that the analyst growth rate Mr. Moul used is currently unduly 430 

optimistic? 431 

 A. Mr. Moul’s use of a 5% analyst growth rate is at odds with current EIA data on the 432 

expected growth in retail gas sales.  Retail gas sales drive both utility investment in plant 433 

to serve that demand and financial growth based on increased revenues, fundamentals 434 

underlying rational growth expectations.  The EIA data strongly suggest that Mr. Moul’s 435 

growth rate is inconsistent with the reality described by market data.13  Adding the 436 

expected growth in retail gas sales, from the EIA, to expectations of inflation suggests 437 

expected growth around 2.41%, far from the 5% Mr. Moul uses.  438 

                                                 
13  http://www.eia.gov/forecasts/aeo/tables_ref.cfm (accessed June 15, 2011). 
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Mr. Moul assumes that the rational investors who make up efficient financial 439 

markets will continue to use analysts’ growth estimates, despite empirical data, such as 440 

this, showing that without corrective adjustment those estimates consistently overstate 441 

actual growth.  Such an assumption is not consistent with the market efficiency on which 442 

Mr. Moul’s models and analyses are based, and it is simply irrational. 443 

   444 

Q. How should the Commission view this evidence? 445 

A. Since the empirical reviews of growth rates in the financial literature support a 446 

conclusion that Mr. Moul’s use of analyst growth rates projections overstates the 447 

Companies’ cost of equity, this is strong justification for the Commission to select an 448 

estimate at the low end of any reasonable range determined on this record.    449 

 450 

Q.   After examining Mr. Moul’s DCF analysis, what are your conclusions? 451 

A. The Commission must remove the leverage adjustment Mr. Moul incorporates in his 452 

recommended cost of equity estimate, something that is fully consistent with Commission 453 

decisions in prior cost of equity determinations.  An efficient market (an assumption 454 

made by all analysts in regulatory proceedings) would be aware of and have taken 455 

account of the ICC’s long-standing practice of applying its authorized equity returns to 456 

book values, (as I understand Illinois law requires, and as the Commission has explained 457 

in previous cases.  A regulated utility is allowed an opportunity to earn its authorized rate 458 

of return on the amount actually invested in providing utility service, not on the 459 

appreciated price paid in secondary market to a seller other than the utility.  Mr. Moul’s 460 

leverage adjustment would provide a higher than authorized return for the investment 461 
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used to provide utility service – an amount represented by shares sold by the utility for 462 

the investment amount shown on its books. 463 

Through his applications of DCF financial models to selected financial data, Mr. 464 

Moul derives a DCF estimate of the Companies’ cost of capital of 9.67%.  I have 465 

removed from that estimate the effect of Mr. Moul’s leverage adjustment, an adjustment 466 

regularly rejected by the Commission.  The adjustment reduces his DCF based 467 

recommendation to 9.16% (9.67% - .51% = 9.67%).  That revised estimate is a very 468 

conservative one, and it is amply supported by Mr. Moul’s own un-leveraged DCF 469 

analysis. 470 

 471 

Q.   Why do you say that a recommendation of 9.16% is conservative but still supported 472 

by Mr. Moul’s own data and analysis?  473 

A.   There are other flaws in Mr. Moul's DCF analysis for which I have not proposed a 474 

quantitative adjustment.  Even without quantifying and proposing explicit corrections, the 475 

issues and conclusions I will discuss strongly support the use of a cost of equity at the 476 

lower end of any range of reasonable estimates developed in this record.  For example, 477 

Mr. Moul’s argument that the lower growth rates prevailing in the current economic 478 

environment make the DCF method invalid are illogical and not consistent fundamental 479 

financial theory and practice.14  In fact, the opposite is true and any adjustments that rely 480 

on that supposition are unwarranted.  In a low growth environment, most of a stock’s 481 

cash flow value comes from the stock’s dividends, rather than in undistributed stock price 482 

                                                 
14 NS-PGL Ex. 3.0 at 103. 
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appreciation.  In such those circumstances, the explicit terms of the DCF formula that are 483 

based on observable stock prices capture the more of the expected growth, making the 484 

estimate less vulnerable to more subjective growth inputs.    485 

 486 

Q. What is the expected return on equity calculated by the unadjusted DCF analysis? 487 

A. The result is an overall cost of equity of 9.16%, as shown below: 488 

    Div. Yield  + G         + Leverage Adj.   =   k 489 

Gas Group   4.16%   + 5.00%  + 0.51%       =   9.16% 490 

 491 

C. CAPITAL ASSET PRICING MODEL (“CAPM”) 492 

Q. Please describe the Capital Asset Pricing Model. 493 

A. The key assumptions of the CAPM are (1) that in the market, investors are compensated 494 

only for non-diversifiable risk, quantifiable as a uniform EMRP, and (2) that beta is an 495 

accurate measure of the relative risk of an individual security when compared with the 496 

overall market.  The CAPM is an alternative analytical tool commonly used in regulatory 497 

proceedings to estimate investors’ required rate of return, or the cost of equity capital for 498 

the firm.  The CAPM can be represented by the following equation: 499 

 k =  Rf + B(Rm-Rf)   where 500 
k  =   Investors’ required rate of return, or the cost of equity capital 501 
Rf =   The risk-free rate of return 502 
B =  Beta, a representation of the relative correlation between the 503 

market and the security or industry being analyzed, where 1.0 504 
is perfect correlation  505 

Rm =  The market return 506 
(Rm-Rf) = The expected market risk premium (“EMRP”), or the market 507 

return in excess of the risk-free rate. 508 
 509 
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 For a utility, the investors’ required rate of return is the risk-free rate, or the return 510 

investors expect from government securities (typically 30 years) plus the value of the 511 

“non-diversifiable risk”, that is, the risk inherent in the marketplace.  The inherent risk is 512 

represented by what is known as the “beta coefficient.”  The beta coefficient measures 513 

the amount of that non-diversifiable, or market risk that investors are exposed to through 514 

their investment in a particular firm’s shares.   515 

 516 

Q. Are there problems with the CAPM?   517 

A. Although the CAPM is widely used and relatively simple, there are several well-known 518 

problems with both the theory and the practical application of the model.  Economists 519 

have studied the relationship between actual market behavior and the CAPM model for a 520 

number of years, in particular, how to evaluate the risk of a company as compared to that 521 

of the marketplace overall.  One such study concluded that “the CAPM as a model has 522 

been seriously challenged in the academic literature,” noting that business schools across 523 

the country may in fact be teaching a tool that “may not be of much value when it comes 524 

to estimating the cost of capital for a project.”15    525 

 526 

Q. Does this mean that the CAPM should not be used at all in determining the cost of 527 

equity for regulated utility? 528 

A. No, but it should be used with an understanding of its limitations.  The problems with the 529 

inputs and theory of the CAPM raise serious questions about the validity of the results 530 

                                                 
15 Ravi Jagannathan and Iwan Meier, Do We Need CAPM For Capital Budgeting?, Financial 
Management, 5, 7, 10 (Winter 2002). 
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generated by the model.  With those limitations, the CAPM is best only employed as a 531 

check on the results of the DCF model.  Even in that limited role, however, the regulator 532 

must recognize the deficiencies of the CAPM, require appropriate inputs, and use the 533 

results judiciously.   534 

 535 

 1. Utility Size Adjustment 536 

Q. Has Mr. Moul presented a CAPM estimate that the Commission can use? 537 

A. He has, but I don’t believe it’s one the Commission should use without careful scrutiny.  538 

As with his DCF analysis, Mr. Moul has chosen to supplement the return estimated by 539 

the traditional CAPAM analysis the ICC has previously accepted with an additional, 540 

inappropriate adjustment.  He increased his CAPM result by adjusting the inputs to 541 

reflect what he sees as increased risk related to the size of the Companies.    542 

 543 

Q. Mr. Moul testifies that the literature supports a size adjustment to account for the 544 

equity risk inherent in smaller size firms.  Is such an adjustment appropriate for the 545 

regulated public utilities in this case?   546 

A. No.  It is simply not reasonable to add a blanket adjustment for the size of a regulated 547 

public utility relative to the entire market.  Regulated public utilities simply do not have 548 

risk characteristics similar to other firms in the economy.  Regulation provides 549 

shareholders with a degree of protection that is simply unavailable to non-regulated 550 

companies.  For example, unregulated forms may have a disadvantage in maintaining or 551 

gaining market share.  Their smaller relative size may not provide the economies of scale 552 

or buying power available to their larger competitors.  However, the Companies are 553 
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monopoly providers in their service territories, with little risk of market share loss.  554 

Further, they are assured of recovery for the prudent and reasonable costs they actually 555 

incur, even if they lack the buying power of larger firms.  An adjustment such as Mr. 556 

Moul has proposed only serves to inflate – unnecessarily -- the cost of equity for the 557 

Companies.   558 

There is, however, objective research relating specifically to regulated firms that 559 

contradicts Mr. Moul’s claims.  A study in the Journal of the Midwest Finance 560 

Association found no justification for a size premium for utilities.16  Aside from 561 

references to unregulated firms that do not share the protections smaller regulated 562 

monopolies enjoy, Mr. Moul provides no objective support for his adjustment. The 563 

Commission has rejected similar size adjustments in the past, and it should do so here.   564 

 565 

2. The Beta Coefficient 566 

Q. What does the beta represent in the CAPM? 567 

A. The beta coefficient (B) represents the degree to which the price of a stock moves with 568 

the overall market, or the volatility of an individual stock compared to the volatility of the 569 

market.  A beta of 1.0 represents a stock that moves in complete unison with the overall 570 

market – a stock that has exactly the same risk as the overall market.  If the beta is less 571 

than 1.0, then the stock is less volatile than the overall market, indicating that returns are 572 

more stable and less risky.  If the beta is greater than 1.0, then the stock is more volatile 573 

than the overall market, which indicates the stock is riskier than the market.   574 

                                                 
16  Wong, "Utility Stocks and the Size Effect: an Empirical Analysis," Journal of the Midwest Finance 
Association, 1993, pp. 95-101. 
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Q. How has the Commission traditionally treated experts incorporation of beta factors 575 

into the CAPM? 576 

A. The Commission has traditionally accepted beta coefficients that are adjusted for mean 577 

reversion, or a supposed tendency to revert to the market mean (1.0), as valid CAPM 578 

inputs.  This is the method commonly relied on by Value Line, the source used by Mr. 579 

Moul in his analysis.  The Value Line beta Mr. Moul selected as the sole source of the 580 

beta input to his CAPM analysis is upwardly biased in comparison to a broader sample of 581 

the published estimates of that critical input.   582 

 583 

Q. What beta should the Commission use in the CAPM? 584 

A. The Commission should use a beta that is derived from betas reported by a variety of 585 

financial reporting sources, as shown in below.   586 

Table 2 - Reported Beta Estimates 
       
Symbol Company Value Line Yahoo Reuters Google Zacks
AGL AGL Resources Inc. 0.75 0.48 0.49 0.46 0.46
ATO Atmos Energy Corp 0.65 0.51 0.55 0.53 0.53
LG Laclede Group 0.60 na 0.08 0.08 na
NJR New Jersey Resources Corp. 0.65 0.13 0.21 0.19 0.19
NWN Northwest Natural Gas 0.60 0.22 0.31 0.31 0.31
PNY Piedmont Natural Gas 0.65 0.22 0.27 0.26 0.26
SJI South Jersey Industries Inc. 0.65 0.22 0.32 0.30 0.30
WGL WGL Holdings 0.65 0.17 0.27 0.25 0.25
Average  0.65 0.28 0.31 0.30 0.33
       
 Average Reported  0.37    
       
 Average Value Line and VL and Zacks 0.49    
       
 Sources:  All data taken from the web on June 14, 2011, except for Value Line numbers from PGL Ex. 3.3 

 587 
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As shown here, betas from different sources exhibit wide variability.  Because of this 588 

variability it makes sense to consider betas from more than one source.  Taken together, 589 

beta estimates from a variety of sources provide a more reasonable estimate of the true 590 

utility betas.   591 

 592 

Q. What is the problem with the betas that Mr. Moul used in his CAPM analysis?  593 

A. In his testimony, Mr. Moul commented repeatedly on the preference for multiple sources 594 

as a way to avoid unintended bias in various estimates used in a cost of equity 595 

determination.  For example, he stated, “In general, the use of more than one model 596 

provides a superior foundation to arrive at the cost of equity.”17  He also observed that “It 597 

is appropriate to consider all forecasts of earnings growth rates that are available to 598 

investors.”18  When he needed estimates of earnings per share growth rates, he followed 599 

his own advice and presented “projected earnings per share growth rates taken from 600 

analysts’ forecasts compiled by IBES/First Call, Zacks, Morningstar, and from the Value 601 

Line publication.”19  However, when it came to one of the most critical inputs to his 602 

CAPM analysis, he used one single reported source of beta (and equity ratios) estimates -603 

- Value Line.  Using only one of many published estimates used by investors is contrary 604 

to his instincts that multiple sources provide a superior foundation for recommendations.  605 

Mr. Moul’s error is compounded because the beta he selected is an outlier among 606 

published estimates and has the effect of dramatically increasing his CAPM result. 607 

                                                 
17 NS-PGL Ex. 3.0, line 45. 

18 Id. at line 468. 
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Q. Are there other issues with Mr. Moul’s beta estimates? 608 

A. Yes.  Mr. Moul proposes another “leverage” adjustment to further increase the value line 609 

betas (which are already an outlier).  His support for this adjustment is the same as the 610 

support he used for his DCF leverage adjustment.  It is inappropriate for the same reasons 611 

that I have articulated above. 612 

 613 

Q. What about the other factors in the CAPM formula? 614 

A. The Commission should look to the lower end of any range of reasonable estimates this 615 

record defines when it determines the appropriate equity return for the Companies.  616 

Accepting expected market risk premium inputs that have been calculated specifically for 617 

a particular regulatory litigation case will tend to produce inflated cost of equity 618 

estimates.  Since the Commission is not using in this case academic research assessing 619 

empirical data on the premium that the market has established for equity investments in 620 

stock prices, the Commission should give little weight to the estimates of financial 621 

analysts, whose familiarity with market expectations is driven by their own interests in 622 

creating those expectations. 623 

 624 

3. CAPM Results 625 

Q. What are the results of adjusting Mr. Moul’s CAPM analysis? 626 

A. As shown in Table 3 below, the CAPM model is very sensitive changes to the selected 627 

beta – that is, small changes in the beta coefficient produce large changes in the overall 628 

                                                                                                                                                             
19 Id. at line 413. 
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CAPM result.  If the Commission believes that the CAPM is a valuable tool, it should use 629 

these results to find that the cost of equity for the Companies should be at the lower end 630 

of any range of valid estimates.  For my own recommendations, I chose to use an average 631 

of multiple sources, other than just one which is disproportionately high.  In order to 632 

demonstrate this clearly, I have performed CAPM analyses with a variety of reported 633 

betas and the same risk free and EMRP inputs used by Mr. Moul (“VL” referring to 634 

Value Line in these equations.). 635 

Table 3  CAPM Results 
           
Moul CAPM Remove Size Adjustment, Use Average Reported Beta 
  Rf + ß x Rm-Rf = k   
Gas Group  4.25% + 0.37  x 7.95% = 7.22%   
           
Moul CAPM Remove Size Adjustment, Use Average VL and Zacks Beta 
  Rf + ß x Rm-Rf = k   
Gas Group  4.25% + 0.49  x 7.95% = 8.14%   
           
Moul CAPM Remove Size Adjustment, Use Reported VL Beta  
  Rf + ß x Rm-Rf = k   
Gas Group  4.25% + 0.65 x 7.95% = 9.42%   

 636 

D. RISK PREMIUM MODEL ANALYSIS 637 

Q.  Please describe the Risk Premium analysis performed by Mr. Moul. 638 

A. In addition to the CAPM model, Mr. Moul proposes another measure of capital costs 639 

based on the same principle of evaluating the relative riskiness of a security to the 640 

market.  The analysis he presents is essentially identical to the analysis he used in the 641 

Companies’ last rate case.  He refers to this method as the Risk Premium Model, and it is 642 

a variation of the same theoretical construct used by the CAPM.  This risk premium was 643 
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estimated based upon the historic relationship between A-rated utility bonds and the S&P 644 

Public Utility index.  His analysis produces an estimated return on equity of 11.25%.   645 

 646 

Q. Has the Commission previously addressed Mr. Moul’s Risk Premium methodology? 647 

A. Yes.  In the Companies’ last case, the Commission found:   648 

The Commission understands that the CAPM is similar to a risk premium 649 
model.  However, the risk premium model that the Utilities used in 650 
addition to their CAPM is unhelpful.  The primary reason that the 651 
Commission has repeatedly rejected that type of risk premium analysis is 652 
the difficulty in establishing the “correct” risk premium.  The risk 653 
premium for common equity relative to debt changes over time and, in the 654 
Commission’s view, there is no objective mechanism for establishing that 655 
risk premium.  While all cost of equity analyses require the application of 656 
judgment, this particular approach is primarily a matter of judgment and 657 
we are unwilling to rely on such a subjective analysis.   658 
 659 
The Utilities acknowledge that this Commission “has in the past rejected 660 
the [Risk Premium] model as a valid basis on which to set [ROE].”  NS-661 
PGL BOE at 29 (citing CILCO, Docket No. 02-0837, Order (Oct. 17, 662 
2003)).  Despite that, the Utilities contend that the risk premium should 663 
still be utilized, in conjunction with the Utilities’ other models, to 664 
determine ROE in the instant dockets.  The Utilities assert that the 665 
Commission ratified that viewpoint in Commonwealth Edison, Docket No. 666 
05-0597, Order (June 26, 2006), when we relied, in part, on an intervenor 667 
witness whose ROE recommendation was derived from three models, 668 
including the risk premium.  Staff responds that the witness did not give 669 
risk premium equal weight with his other models, that the Commission 670 
also used Staff’s recommendations (without risk premium) to set ROE, 671 
and that the issue was not analyzed as it has been here.  Staff RBOE at 23-672 
24.  The Commission again rejects the risk premium model.  Insofar as it 673 
crept into decision-making in Docket No. 05-0597, that was an anomaly 674 
we will not repeat.  ICC Dockets 07-0241/07-0242 (cons.), Order at 93-94, 675 
February 5, 2008.   676 

 677 

 678 
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 E. COMPARABLE EARNINGS ANALYSIS 679 

Q. Please describe the Comparable Earnings approach used by Mr. Moul. 680 

A. Mr. Moul has compared his cost of equity estimates to the returns of a sample of non-681 

regulated firms.  He claims that by evaluating the experience of these companies the 682 

Commission can be assured that the cost of equity he calculates is not too high. 683 

 684 

Q. Are there any problems with this approach?  685 

A. Yes.  While utilities and unregulated firms are in the same market seeking investors’ 686 

dollars, the firms are actually after different investors.  The Utilities’ investors are those 687 

with lower risk tolerances, and those investors do not require the same return as investors 688 

in firms with fundamentally different risks.  Therefore, given the distinctive risk 689 

characteristics of utilities and unregulated firms, it is fundamentally inappropriate to 690 

consider the returns of most non-regulated firms in determining the appropriate cost of 691 

equity for rate-regulated utilities such as Peoples and North Shore.  Regulated utilities 692 

have the ability to request rate increases from the Commission whenever their returns are 693 

insufficient, without the threat of loss of business to competitors.  This provides utility 694 

investors with a degree of protection from risk and, because there is less risk, reduces the 695 

return that investors must receive in compensation for their investment.  Firms in 696 

competitive markets face more risk simply because they do not have the ability to apply 697 

for a rate increase if they are not able to maintain their earnings at appropriate levels.  698 

Because they compete for business with competitors providing similar products or 699 

services to their customers, unregulated firms cannot increase their prices whenever they 700 

choose without risk of losing customers.  There is no basis for using the returns of such 701 
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unregulated firms as determinants of or exemplars for the returns of regulated monopoly 702 

utilities.   703 

 704 

Q Mr. Moul uses what he characterizes as firms with similar risk traits, defined by his 705 

selected parameters, to compare earnings.  Does that resolve the problem you 706 

describe?  707 

A. No. Mr. Moul argues that his comparable companies have similar risk traits.  The simple 708 

fact of the matter is that the firms in his comparable earnings sample are unregulated 709 

firms operating in competitive markets.  Peoples and North Shore are monopoly natural 710 

gas distribution utilities.  Accordingly there is no real comparison.  711 

 712 

Q. Has the Commission previously addressed the comparable earnings methodology?  713 

A. Yes.  In the Companies’ last case, Mr. Moul made a similar proposal.  In those cases, he 714 

compared his return on equity estimates to returns earned by other regulated utilities.  In 715 

this case, he has replaced that arguably more reasonable approach with a comparison to 716 

non-regulated companies.  The Commission rejected that estimation technique.  Given 717 

that Mr. Moul’s current approach is even less justifiable, the Commission should reject 718 

his comparable earnings methodology in this case.  ICC Dockets 07-0241/07-0242 719 

(cons.), Order at 89-91, February 5, 2008.   720 

  Mr. Moul’s attempt to make his 11.25% cost of equity appear reasonable by 721 

comparing it to returns for unregulated companies should not be considered by the 722 

Commission.  Mr. Moul’s return is clearly much higher than the returns that reasonable 723 

investors require to invest in low risk utility companies.   724 
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III.  SUMMARY AND CONCLUSION 725 

Q. Please summarize your findings. 726 

A. The result of my analysis is a range of cost of equity capital estimates for PGL of 7.22% 727 

to 9.16%.  This recommendation reflects corrected estimates of 9.16% from Mr. Moul’s 728 

DCF analysis and 7.22% from Mr. Moul’s corrected CAPM analysis.  Consistent with 729 

expressed Commission policy, I have not used his Risk Premium or Comparable 730 

Earnings estimates in this determination.  My recommendations are shown in the table 731 

below. 732 

Table 4 
          
Moul DCF With no Leverage Adjustment     
  D1/P0 + G = k    
 Gas Group 4.16% + 5.00% = 9.16%    
          
Moul CAPM Remove Size Adjustment, use Average Reported Beta 
  Rf + ß x Rm-Rf = k  
 Gas Group 4.25% + 0.373 x 7.95% = 7.22%  
          
Moul CAPM Remove Size Adjustment, Use Average VL and Zacks beta 
  Rf + ß x Rm-Rf = k  
 Gas Group 4.25% + 0.489 x 7.95% = 8.14%  

 733 

Q.   Do you believe that this estimate range represents the true cost of equity capital for 734 

the Companies? 735 

A.    No.  For reasons I have discussed, I believe that it is actually above Peoples’ and   North 736 

Shore’s actual cost of equity capital. Lower cost of capital estimates than the range 737 

provided are supported by the evidence, including the results of undistorted financial 738 

model analyses I have presented.  Commission precedent also supports a downward 739 

adjustment to recognize the effects of revenue stabilization mechanism like Rider VBA in 740 

reducing the Companies risk. In past cases, the Commission has made an adjustment of 741 
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10 basis points, in circumstances less compelling than the Companies’ dual advantages of 742 

a revenue stabilization rider and increased fixed monthly customer charges. As explained 743 

in my testimony, Mr. Moul has provided no substantive evidence that justifies a change, 744 

in this case, to the Commission’s practice of making an appropriate adjustment to 745 

recognize the Companies’ lower risk. 746 

 747 

Q.  Are you recommending that the Commission adopt a cost of equity in this case 748 

below the range you have identified? 749 

A.  I am not, even though such a cost of equity might be appropriate, given the bias that 750 

remains in Mr. Moul’s analysis, as I discuss in this testimony.  In previous cases I have 751 

presented academic evidence that argues against the theoretical underpinnings of the 752 

inputs used by utility witnesses like Mr. Moul’s and the analysis of the Commission 753 

Staff.  However, given the Commission’s reluctance to change the way it has historically 754 

performed ROE analysis, I have determined that I can be most helpful to the Commission 755 

by simply identifying and correcting the most egregious errors in the analyses the 756 

Commission has elected to prefer in past cases.   757 

  758 

Q. Does this conclude your testimony? 759 

A. Yes. 760 


