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I. INTRODUCTION AND BACKGROUND 1 

A. Witness Introduction 2 

Q. Please state your name. 3 

A. My name is Lisa J. Gast. 4 

Q. Are you the same Lisa J. Gast who submitted direct testimony on behalf of The Peoples 5 

Gas Light and Coke Company (“Peoples Gas”) and North Shore Gas Company (“North 6 

Shore”) (together, “the Utilities”) in this consolidated Docket? 7 

A. Yes. 8 

B. Purpose of Testimony 9 

Q. What is the purpose of your rebuttal testimony in this proceeding? 10 

A. The purpose of my rebuttal testimony is to respond to the proposed adjustments to the 11 

Utilities' requested overall rates of return on their proposed rate bases contained in the 12 

direct testimony of Illinois Commerce Commission (“Commission”) Staff (“Staff”) 13 

witness Sheena Kight-Garlisch (Staff Ex. 4.0), including her proposed adjustments to the 14 

Utilities’ requested capital structures and the cost of debt components of their rates of 15 

return.  The Utilities’ rebuttal witness Paul R. Moul (NS-PGL Ex. 19.0) will respond 16 

specifically to Staff’s and Intervenors’ proposed adjustments to the Utilities’ proposed 17 

return on equity (“ROE”) component of their rates of return.  The Utilities’ rebuttal 18 

witness Steven M. Fetter (NS-PGL Ex. 20.0) will respond to the testimony of Staff 19 

witness Michael McNally and Governmental and Consumer Intervenors (“GCI”)1 witness 20 

Christopher Thomas regarding the Utilities’ ROE and the impact of the ROE on the 21 

Utilities’ ability to obtain capital at reasonable cost.  22 

                                                 
1 GCI is comprised of the Illinois Attorney General, Citizens Utility Board, and City of Chicago. 
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C. Summary of Conclusions 23 

Q. Please summarize the conclusions of your rebuttal testimony. 24 

A. First, Staff’s rationale for imposing a hypothetical capital structure similar to the average 25 

capital structure of the Gas Group is flawed and not supported by the data.  Staff asks that 26 

the Commission depart from 30 years of consistent treatment of the Utilities’ capital 27 

structure.  Staff does not justify such a departure, which would only weaken the Utilities’ 28 

financial strength and credit quality.   29 

Second, Staff’s proposed increase to Peoples Gas’ amount of long-term debt 30 

related to auction rate securities is inappropriate given the Utility’s request for approval 31 

to purchase the IFA Series 2003D bonds (the Utility’s retired Series PP) and its plans to 32 

retire IFA Series 2003C bonds along with the Utility’s related Series OO.  These actions 33 

will ensure that the auction rate securities will not impact Peoples Gas’ capital structure 34 

in 2012. 35 

Third, Staff’s use of historical spot-day rates for variable rate debt and forecasted 36 

new long-term debt issues should be rejected.  Using such rates is not consistent with 37 

forecasting the Utilities’ costs in a future test year for ratemaking purposes.   38 

Fourth, as discussed in the rebuttal testimony of the Utilities’ witnesses Mr. Moul 39 

and Mr. Fetter, the cost of equity proposals made by Staff and GCI are unrealistically low 40 

and inconsistent with market expectations.  Mr. Moul’s updated analysis which is based 41 

on more recent market data, has resulted in a reduction to the Utilities’ proposed cost of 42 

equity from 11.25% to 10.85%. 43 

D. Itemized Attachments to Testimony 44 

Q. Are you sponsoring any exhibits? 45 

A. Yes, I am sponsoring the following exhibits: 46 
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Exhibit No. Corresponding 83 Ill. Admin. Code Part 285 Schedule 

NS-PGL Ex. 18.1N and 
18.1P 

 Updated Schedule D-1: Rate of Return Summary 

   

NS-PGL Ex. 18.2P  Updated Schedule D-3: Embedded Cost of Long-Term 
Debt 

   
   
   

II. CAPITAL STRUCTURE 47 

Q. What is the basis for the Utilities’ proposed capital structures in this case? 48 

A. The Utilities’ proposed capital structure is based on their forecasted average permanent 49 

capitalization in the 2012 test year, prior to the impact of their proposed rate increases. 50 

Q. Why is the proposed capital structure reasonable and appropriate for the Utilities? 51 

A. The Utilities’ obligation to provide safe, adequate and reliable service to their customers 52 

at just and reasonable rates requires that they maintain their financial strength and their 53 

ability to access the capital markets at reasonable cost.  Because they are obligated to 54 

provide safe and reliable service to their customers at all times, the Utilities must be 55 

prepared to raise capital at all times, regardless of the state of the financial markets.  This 56 

has been particularly evident over the past three years as the Utilities were required to 57 

access the capital markets during and in the wake of the financial crisis and subsequent 58 

economic recession.  The capital structure proposed by the Utilities is the same as the 59 

capital structure currently maintained by the Utilities and is sufficient to maintain their 60 

current financial strength, is supportive of their current credit ratings, and is the capital 61 

structure authorized by the Commission for the Utilities in ICC Docket Nos. 07-0241 and 62 

07-0242 (cons.) and ICC Docket Nos. 09-0166 and 09-0167 (cons.).  By contrast, Staff 63 
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invites the Commission to weaken the Utilities’ capital structure and increase their 64 

financial risk despite continued volatility and uncertainty in the financial markets by 65 

increasing their leverage just a year after the Commission re-authorized the same capital 66 

structure for the Utilities.   In addition to putting the Utilities’ financial strength at risk, a 67 

more leveraged capital structure would run contrary to the recent deleveraging of the 68 

utilities in the Gas Group as evidenced by the decrease in the Gas Group’s debt to capital 69 

ratio from 2008 to 2010.  Increasing the Utilities’ leverage and financial risk at this time 70 

would place the Utilities at a disadvantage when competing for investment capital.  A 71 

strong capital structure is also important in maintaining the Utilities’ investment grade 72 

credit ratings, and protecting the Utilities and their customers from financial shocks.  The 73 

rating outlook for the Utilities is positive at Standard & Poor’s (“S&P”).  Staff’s 74 

proposed capital structure would significantly hamper the likelihood of a potential 75 

upgrade and even risk a downgrade, which would increase the Utilities’ cost of capital.  76 

A strong capital structure is especially important in this time of financial market turmoil 77 

as discussed in greater detail in Mr. Fetter’s testimony.   78 

Q. Has the Commission defined the appropriate circumstances for imputing a capital 79 

structure for ratemaking purposes, as Staff proposes in this case, instead of using the 80 

utility’s actual forecasted capital structure? 81 

A. Yes.  The Commission has previously stated that “imputing a hypothetical capital 82 

structure to determine a utility’s rates is a serious adjustment, and should only be adopted 83 

when a utility’s actual capital structure is found to be unreasonable, imprudent, or unduly 84 

affected by such circumstances as double leverage so as to unfairly burden the utility’s 85 
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customers.”  Illinois Commerce Comm’n v. Northern Ill. Gas Co., ICC Docket 86 

No  87-0032, 1988 WL 1533285 at *23 (Order Jan. 20, 1988). 87 

Q. Has Ms. Kight-Garlisch provided any evidence that Peoples Gas’ or North Shore’s 88 

forecasted capital structure for the 2012 test year is not accurate, reasonable, or prudent? 89 

A. No.  Ms. Kight-Garlish has provided no such evidence. 90 

Q. Has Ms. Kight-Garlisch nonetheless proposed the “serious adjustment” of imputing a 91 

capital structure for the Utilities? 92 

A. Yes.  Ms. Kight-Garlisch has proposed using an imputed capital structure consisting of 93 

3.89% short-term debt, 47.71% long-term debt, and 48.40% common equity for North 94 

Shore.  She has proposed using an imputed capital structure of 2.48% short-term debt, 95 

49.12% long-term debt, and 48.40% common equity for Peoples Gas.  96 

Q. What is Ms. Kight-Garlisch’s justification for proposing this “serious adjustment”? 97 

A. Ms. Kight-Garlisch claims that using the Utilities actual capital structure of 56% equity 98 

and 44% debt would produce a rate of return that would violate Section 9-230 of the 99 

Public Utilities Act and would reflect a degree of risk that is too low for a gas distribution 100 

utility. 101 

Q. Does Ms. Kight-Garlisch substantiate her justification? 102 

A. She attempts to do so, but Ms. Kight-Garlisch’s proposal is excessive and her support is 103 

inconsistent and flawed.  Using Ms. Kight-Garlisch’s reasoning, her proposed capital 104 

structure could lead to a downgrade of the Utilities’ credit ratings and increase their cost 105 

of capital.  Also, her proposed capital structure is not compatible with her supporting cost 106 

of capital schedules or Staff’s proposed rate base.  Finally, Ms. Kight-Garlisch’s capital 107 
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structure comparisons between the Utilities and Integrys Energy Group, Inc. (“Integrys”) 108 

and the Gas Group are flawed in a number of ways. 109 

 Q. Please explain why Ms. Kight-Garlisch’s proposed capital structure could result in 110 

downgrades of the Utilities credit ratings. 111 

A. Ms. Kight-Garlisch proposes a capital structure consisting of 51.6% debt and only 48.4% 112 

common equity.  This capital structure, as well as the FFO/Debt and Debt/EBITDA ratios 113 

that would result from Staff’s proposed revenue requirement for 2012, which are shown 114 

in the table below, clearly indicate that Ms. Kight-Garlisch’s proposed capital structure 115 

would put the Utilities in the Aggressive financial risk profile using S&P’s rating criteria.   116 

 
FFO/Debt 

(%) 
Debt/EBITDA 

(x) 
Debt/Capital 

(%) 
Implied Financial 

Risk 

Peoples Gas 18.2% 3.26x 51.6% Aggressive 

North Shore 19.93% 2.94x 51.6% Aggressive 

 117 

An Aggressive financial risk profile combined with an Excellent business risk profile 118 

translates to a BBB issuer credit rating by S&P.  Given the Utilities current BBB+ issuer 119 

rating, Ms. Kight-Garlisch is essentially proposing that the Utilities be downgraded.  This 120 

would increase the Utilities’ cost of capital, and this increased cost would be passed on to 121 

their customers. 122 

Q. Have you estimated the impact of Ms. Kight-Garlisch’s capital structure on the Utilities 123 

cost of capital for the 2012 test year? 124 

A. Yes.  Using the Financial Risk Adjustment used by Staff and accepted by the 125 

Commission in prior rate cases, e.g., In re North Shore Gas Co., et al., ICC Docket 126 
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Nos. 09-0166 and 09-0167 (cons.) (Order Jan. 21, 2010) at 128, a downgrade to BBB at 127 

the Utilities would result in an increase in the Utilities’ required ROE of 23 basis points.  128 

Furthermore, a downgrade in Peoples Gas credit rating to BBB would increase the cost of 129 

its proposed 2012 debt issue by 54 basis points, compared to Ms. Kight-Garlisch’s A 130 

rated debt cost assumption. 131 

Q. How is Ms. Kight-Garlisch’s proposed capital structure inconsistent with her cost of 132 

capital support and Staff’s proposed rate base? 133 

A. The table below shows the components of the capital structures and associated calculated 134 

percent-to-capital ratios for Peoples Gas and North Shore based on the capital amounts 135 

included in Ms. Kight-Garlisch’s cost of capital calculations.  For both Utilities, the 136 

calculated ratios are inconsistent with the imputed capital structure ratios Ms. Kight-137 

Garlisch proposes.  Plus, if short-term debt and the $102 million long-term debt that 138 

Ms. Kight-Garlisch has inappropriately included in Peoples Gas’ capital structure are 139 

removed, the resulting capital structure ratios are quite similar to those proposed by the 140 

Utilities.  Furthermore, Ms. Kight-Garlisch proposes significantly over-capitalizing 141 

Peoples’ Gas as indicated by the substantial amount of capital compared to rate base. 142 
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Peoples Gas

Total Capital Based 

on Kight‐Garlisch 

Testimony and 

Exhibits

Calculated 

% to Total 

Capital

Permanent Capital 

Based on Kight‐

Garlisch Testimony 

and Exhibits less 

$102 for Auction 

Rate Securities

Calculated 

% to 

Permanent 

Capital

Long‐term Debt 1  692,202,816            46.30% 5  590,202,816            43.50%

Short‐term Debt 2  36,450,292              2.44% 7 

Common Equity 3  766,430,000            51.26% 766,430,000            56.50%

Total  Capital 1,495,083,108         100.00% 1,356,632,816         100.00%

Staff proposed Rate Base 6  1,270,186,000         1,270,186,000        

Excess Capital  over Rate Base 224,897,108            86,446,816             

North Shore

Total Capital Based 

on Kight‐Garlisch 

Testimony and 

Exhibits

Calculated 

% to Total 

Capital

Permanent Capital 

Based on Kight‐

Garlisch Testimony 

and Exhibits

Calculated 

% to 

Permanent 

Capital

LTD 1  74,191,357              42.00% 74,191,357              43.68%

STD 2  6,812,292                 3.86% 7

Common Equity 4  95,647,000              54.14% 95,647,000              56.32%

Total  Capital 176,650,649            100.00% 169,838,357            100.00%

Staff proposed Rate Base 6  174,121,000            174,121,000           

Excess Capital  over Rate Base 2,529,649                 (4,282,643)              

All  ratios  calculated using year‐end balances  for LT Debt and Equity

and a four quarter average for ST Debt so as to be consistent with the

calculations  performed by Staff

Notes: 1 per Staff Ex. 4.0, Sched. 4.3P page 2 and Sched 4.3N

These values are prior to reacquired debt, to be consistent with

externally reported debt amounts used by the rating agencies 

and the ratios presented in Table 1 of Staff Exhibit 4.0.

2 per Staff Ex. 4.0, Sched. 4.2P and 4.2N

3 per Gast PGL Ex. 2.1 less Staff adjustment of $30 million per  

Staff Ex. 4.0 page 13, l ines  245‐251 

4 per Gast NSG Ex. 2.1 not contested by Staff 

5 Note 1 above less  $102 million for retired Series  OO

and Series  PP auction rate securities

6 ICC 1.3P‐DK, Line 23, col  d and ICC 1.3N‐DK, Line 23, col  d

7 Short‐term debt not included in Permanent Capital  since

it is  not used to finance rate base

Capital Structure based on Staff Adjustments
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Q. How is Ms. Kight-Garlisch’s capital structure comparison between the Utilities and the 143 

Gas Group flawed? 144 

A. Ms. Kight-Garlisch claims that the Utilities’ affiliation with unregulated companies 145 

increases the Utilities’ risk based on a comparison of the debt-to-capital ratios of the 146 

Utilities and the Gas Group, and argues that the Utilities’ debt-to-capital ratio indicates 147 

that they should have higher credit ratings than the Gas Group.  However, Ms. Kight-148 

Garlisch’s comparisons are flawed for a number of reasons.  149 

First, Ms. Kight-Garlisch excludes Goodwill from the common equity capital of 150 

the Gas Group in computing its respective debt-to-capital ratios.  This is inappropriate 151 

because Standard & Poor’s has not made an adjustment for Goodwill in its analysis of the 152 

companies in the Gas Group with Goodwill: AGL Resources, Atmos Energy, or 153 

Piedmont Natural Gas.  If S&P had made an adjustment for Goodwill in its analysis of 154 

AGL Resources and Atmos Energy, their current S&P ratings would not be supported by 155 

their capital structure ratios. Adding Goodwill back to the equity level of these three 156 

companies decreases the debt-to-capital ratio for the Gas Group by over 200 basis points.  157 

In other words, if Ms. Kight-Garlisch’s exclusion of Goodwill from the common equity 158 

capital of the Gas Group is corrected, the debt-to-capital ratio for the Gas Group she uses 159 

in her comparison to the Utilities would be two percentage points lower.    160 

Second, Ms. Kight-Garlisch is comparing the Utilities’ proposed debt-to-capital 161 

ratio for ratemaking, which does not include short-term debt, with debt-to-capital ratios 162 

that do include short-term debt.  A proper comparison of the Utilities’ debt-to-capital 163 

ratios would be on the same basis, either including or excluding short-term debt.  As 164 

stated in my direct testimony (NS Ex. 2.0, 8:126-132; PGL Ex. 2.0, 8:125-131), when the 165 
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ratios are compared on the same basis – excluding short-term debt – the forecasted 166 

debt-to-capital ratio of 42% for the Gas Group is actually lower than the proposed debt-167 

to-capital ratio for the Utilities.   However, when that same comparison is made including 168 

short-term debt, the Gas Group has a higher debt-to-capital ratio than the Utilities.  This 169 

indicates that the Gas Group is using short-term debt differently than the Utilities.  This 170 

difference alone impacts the debt-to-capital ratio of the Gas Group by almost 600 basis 171 

points.  In other words, if this error in Ms. Kight-Garlisch’s calculation of the Gas 172 

Group’s debt-to-capital ratio is corrected, the ratio she uses to compare to the Utilities’ 173 

capital structures decreases by six percentage points.   174 

  Third, using a proxy group to establish the ratemaking capital structures for the 175 

Utilities is inappropriate.  In the Utilities’ last rate order, the Commission stated, 176 

“Because the Utilities’ stock is not publicly traded, we understand that the financial 177 

models must be applied to a proxy group of publicly traded natural gas utilities with risk 178 

profiles similar to the Utilities.”  In re North Shore Gas Co., et al., ICC Docket Nos. 09-179 

0166 and 09-0167 (cons.) (Order Jan. 21, 2010) at 124.  This is not necessary in order to 180 

establish the Utilities’ capital structures because their actual capital structures can be 181 

derived from the Utilities’ financial statements, and their capital structures for the test 182 

year can be reliably forecasted.   183 

Q. Does Ms. Kight-Garlisch’s credit rating comparison (Staff Ex. 4.0, 5:85-6:101) have any 184 

relevance to this case? 185 

A. No, it does not.  Ms. Kight-Garlisch compares the Corporate and Issuer Credit Ratings of 186 

the companies, rather than the applicable debt ratings.  The Senior Secured Debt ratings 187 

are the ratings relied on by debt holders and are the ratings used when pricing debt.  The 188 
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Utilities’ current and forecasted capital ratios, namely 44% debt and 56% equity fully 189 

support their A- (Peoples Gas) and A (North Shore) Senior Secured Debt ratings at S&P.   190 

Q. Is it appropriate to compare the Utilities’ capital structures to those of their corporate 191 

parent, Integrys? 192 

A. No.  Integrys is a diversified utility holding company as opposed to a natural gas 193 

distribution company.  In addition to natural gas distribution-only companies, Integrys’ 194 

subsidiaries include integrated electric utilities (which own generation and distribution) 195 

and non-regulated businesses.  Integrys’ capital needs are materially and obviously 196 

different than those of a distribution-only natural gas utility.  Therefore, the Gas Group 197 

has been assembled to determine the Utilities’ cost of equity capital because it presents a 198 

better proxy than Integrys.  As noted earlier, no proxy is needed to determine the 199 

Utilities’ appropriate capital structure. 200 

Q. Is Ms. Kight-Garlisch’s proposal to include short-term debt in the Utilities’ capital 201 

structure appropriate and supported by past Commission decisions? 202 

A. No.  As I mentioned above, the data indicates that the Gas Group is using short-term debt 203 

differently than the Utilities; therefore, to include short-term debt in the Utilities’ capital 204 

structure because it is included in the capital structure of the Gas Group is unfounded.  205 

The Utilities’ capital structure should be assessed on its own merits and the Utilities’ own 206 

set of circumstances.  Over the past 30 years, the Commission has consistently 207 

recognized the Utilities’ limited use of short-term debt and has based the Utilities’ rates 208 

on capital structures that do not include short-term debt.  In the Utilities’ 2007 rate cases, 209 

the Utilities proposed the exact same capital structure proposed by the Utilities in this rate 210 

case, based on the same usage of short-term and long-term debt, and the capital structure 211 
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was uncontested.  In re North Shore Gas Co., et al., ICC Docket Nos. 07-0241 and 07-212 

0242 (cons.) (Order Feb. 5, 2008) at 73.  In the Utilities’ last rate cases, for test year 213 

2010, after Staff submitted testimony urging the Commission to impute capital structures 214 

including short-term debt, they did not contest the Utilities’ proposed capital structures in 215 

order to reduce issues in the case and because it resulted in a lower revenue requirement 216 

for Peoples Gas.  In re North Shore Gas Co., et al., ICC Docket Nos. 09-0166 and 09-217 

0167 (cons.) (Order Jan. 21, 2010) at 93.  The Commission approved the 44% debt, 56% 218 

equity capital structure for both Utilities, noting “that only two years ago, the 219 

Commission approved the same capital structure that the Utilities propose in this case; 220 

the record shows no difference between how the Utilities use short-term debt today and 221 

how they used it at that time.”  Id. 222 

Q. Does the Utilities’ current use of short-term debt warrant a change to prior Commission 223 

decisions excluding short-term debt from the Utilities’ capital structure? 224 

A. No.  The Utilities continue to use short-term debt only to finance their temporary, 225 

seasonal cash requirements.  The Utilities finance their permanent assets exclusively with 226 

permanent capital consisting of long-term debt and common equity.  There is no 227 

difference between how the Utilities use short-term debt today and how they used it in 228 

their two preceding rate cases.  Ms. Kight-Garlisch does not acknowledge this 229 

longstanding status quo; much less justify a departure from it in these rate cases. 230 

Q. Have you adjusted your cost of capital calculations to reflect the Utilities’ respective 231 

costs of long-term debt using average 2012 balances instead of year-end balances in 232 

accordance with 83 Illinois Administrative Code Section 285.4000? 233 
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A. Yes.  The Utilities updated schedules D-1 and D-3 are based on the Utilities’ respective 234 

costs of long-term debt using 2012 average balances.  These are NS-PGL Exs. 18.1N and 235 

18.1P and 18.2P. 236 

III. LONG-TERM DEBT 237 

Q. What positions have Staff and Intervenors taken on the Utilities’ forecasted cost of 238 

long-term debt respectively? 239 

A. GCI has accepted the Utilities’ proposed costs.  Staff has proposed a downward 240 

adjustment from 4.83% to 4.02% for Peoples Gas.  Staff made only minor adjustments to 241 

North Shore’s cost of long-term debt of 5.51% to which the Utilities do not object.   242 

Q. Are Staff’s adjustments to Peoples Gas’ forecasted amount of long-term debt 243 

appropriate? 244 

A. No, they are not appropriate.  Peoples Gas’ Section 7-102 petition for approval to 245 

purchase IFA Series 2003D bonds was filed on June 8, 2011, and is pending in ICC 246 

Docket No. 11-0476.  Peoples Gas discussed the filing with Staff before the petition was 247 

filed and is aware of no reason it would not be approved in a reasonable timeframe well 248 

before the beginning of the 2012 test year.  Thus it seems appropriate to remove this debt 249 

issue from Staff’s adjustments.  Peoples Gas plans to retire the IFA Series 2003C bonds 250 

along with the company’s related Series OO debt later this year.  No approval is needed 251 

to retire that debt, and thus it should also be removed from Staff’s adjustments.  The 252 

removal of both of these adjustments will result in a more appropriate and accurate debt 253 

average balance for Peoples Gas during the 2012 test year.   254 
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Q. Are your proposed adjustments to the Utilities’ long-term debt costs reflected in the 255 

Utilities’ updated revenue requirement estimates provided by Utilities witness Ms. Moy? 256 

A. Yes they are.  Our proposed adjustments to Staff’s adjusted figures result in a long-term 257 

debt cost for Peoples Gas of 4.82%.  This calculation is provided in my revised D-3 258 

schedule, PGL Ex. 18.2.  The adjusted long-term debt costs are reflected in Ms. Moy’s 259 

revised C-1 Schedules, NS-PGL Exs. 22.1P and 22.1N.   260 

IV. SPOT VERSUS FORECASTED INTEREST RATES 261 

Q. What method has Ms. Kight-Garlisch used to determine the cost of variable rate debt and 262 

new fixed rate debt included in Staff Ex. 4.0, Schedule 4.1P?   263 

A. Ms. Kight-Garlisch has used current rates to predict rates for the forecast period.  She has 264 

used a May 12, 2011 spot rate for high-grade commercial paper to derive the rate to be 265 

applied to short-term debt in her imputed capital structure.  She has similarly included 266 

May 2011 auction rate information for the imputed auction rate debt of Series OO and 267 

Series PP at Peoples Gas.  For the forecasted 2012 first-mortgage bond issue at Peoples 268 

Gas she averaged rates for current A-rated bond issues.   269 

Q. Why are current rates a poor predictor of the Utilities’ costs for the forecast period? 270 

A. Current rates reflect the current economic environment.  They are inconsistent with a 271 

forecasted test year and assume that the current interest rate environment will continue 272 

through the 2012 test year and beyond.  Forecasted interest rates allow for forecasted 273 

changes in the economic environment.  The Commission should not base the Utilities’ 274 

rates on inferior information when better information is available.  275 
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Q. What method have you used to determine the cost of variable rate debt and new fixed rate 276 

debt included in your updated Schedules D-1 and D-3? 277 

A. The Utilities’ test year capital structure does not include any variable rate debt.  Peoples 278 

Gas has updated the forecasted rate on its proposed 2012 debt issue to 5.25%.  This rate 279 

is based on an underlying 10-year Treasury rate of 4.35% and an issue spread of 90 basis 280 

points.  The Utilities used the forecasted 10-year Treasury rate from Moody’s 281 

DataBuffet.com (as of June 6, 2011) and added 90 basis points based on indicative rates 282 

received from three investment banks. 283 

V. COST OF COMMON EQUITY 284 

Q. What positions have the Staff and Intervenors taken on the Utilities’ cost of common 285 

equity?  286 

A. Compared to the Utilities’ originally proposed return on equity of 11.25%, Staff 287 

recommends 8.75% for North Shore and Peoples Gas.  GCI argues for a return on equity 288 

between 7.22% and 9.16%.  No other intervenor addressed the Utilities’ cost of equity. 289 

Q. Has the testimony by Staff witness Mr. McNally or GCI witness Mr. Thomas caused the 290 

Utilities to change their proposed cost of equity? 291 

A. No.  However, Mr. Moul’s rebuttal testimony provides updated information and support 292 

for a revised cost of equity of 10.85%.  This revised cost of equity is the result of 293 

updating the source data used for his calculations with more current data.  As discussed in 294 

the rebuttal testimony of Mr. Moul and Mr. Fetter, the methods and proposals of Messrs. 295 

McNally and Thomas are unsupported and result in unrealistically low ROEs.  If adopted, 296 

returns in the range of 7.22% to 9.16% would shock the investment community, put 297 
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downward pressure on the Utilities’ credit ratings and would otherwise damage the 298 

Utilities’ financial strength. 299 

VI. SUMMARY 300 

Q. In summary, what are your conclusions regarding the proposals by Staff and GCI 301 

concerning the Utilities’ overall rate of return on rate base in this case? 302 

A. My conclusions are as follows: 303 

 Based on (a) the Utilities’ proposed capital structure, (b) their updated cost of equity, 304 

and (c) their updated cost of long-term debt, the allowed overall rate of return on rate 305 

base should be 8.20% for Peoples Gas and 8.50% for North Shore.  The rates 306 

compare to the current authorized return for Peoples Gas of 8.05% and 8.19% for 307 

North Shore. 308 

 The Utilities’ proposed capital structures, which are based on their forecasted capital 309 

structures for the 2012 test year, are consistent with current and historical financing 310 

practices and the capital structures approved for the Utilities by the Commission in 311 

prior cases.  Staff’s proposed capital structures for the Utilities would be a severe 312 

detriment to their financial strength and Staff’s support for its proposal is without 313 

merit.  On the basis of the evidence presented and on the previous standards 314 

consistently applied by the Commission, the Commission should reject Staff’s 315 

proposed imputed capital structure. 316 

 Staff’s adjustments to increase Peoples Gas’ amount of long-term debt are 317 

unwarranted given Peoples Gas’ repurchase of outstanding auction rate securities.  318 

This increase results in an excessive amount of long-term debt and an abnormally low 319 
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cost of long-term debt.   The Commission should use the rates for long-term debt as 320 

proposed by the Utilities in their revised Schedule D-3 (NS-PGL Ex. 18.2). 321 

 Using historical “spot” rates is not consistent with forecasting the Utilities’ costs in a 322 

forecasted test year.  Current interest rates reflect the current economic environment.  323 

They are inconsistent with a forecasted test year and assume that the current interest 324 

rate environment will continue through the 2012 test year and beyond.  Forecasted 325 

interest rates allow for forecasted changes in the economic environment.  The 326 

Commission should not base the Utilities’ rates on inferior information.   327 

 As discussed in the rebuttal testimony of the Utilities’ witnesses Mr. Moul and 328 

Mr. Fetter, the cost of equity proposals made by Staff and GCI are inadequate and 329 

inconsistent with market expectations as measured by the proxy group of companies 330 

used in Mr. Moul’s return on equity study.  An ROE that is out of line with current 331 

market expectations would have a harmful effect on the Utilities’ ability to raise 332 

sufficient capital at reasonable cost.  333 

Q. Does this complete your rebuttal testimony? 334 

A. Yes. 335 


