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WITNESS IDENTIFICATION 1 

Q1. Please state your name and business address. 2 

A1. My name is Michael McNally. 3 

Q2. Are you the same Michael McNally who provided direct testimony in this 4 

proceeding? 5 

A2. Yes. 6 

Q3. Please state the purpose of your rebuttal testimony in this proceeding. 7 

A3. The purpose of my testimony is to respond to the rebuttal testimony of North 8 

Shore Gas Company (“North Shore”) and Peoples Gas Light and Coke Company 9 

(“Peoples Gas”) (collectively, “the Companies”) witnesses Paul R. Moul (NS-PGL 10 

Ex. 19.0) and Steven M. Fetter (NS-PGL Ex. 20.0).1 11 

RESPONSE TO MR. MOUL 12 

General Comments 13 

Q4. Please evaluate Mr. Moul’s rebuttal testimony. 14 

A4. Mr. Moul criticizes several parts of my cost of equity analysis, which are 15 

addressed later in this testimony.  However, as I noted in my direct testimony, the 16 

difference between the average of the results of Mr. Moul’s CAPM and DCF 17 

analyses, when corrected for consistency with the Companies’ last rate 18 

proceeding, and those of my CAPM and DCF analyses is a mere 4 basis points; 19 

                                            
1 My decision not to respond to any specific argument contained in the testimonies of Mr. Moul or Mr. 

Fetter should not be construed as my agreement with that argument.   
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it remains 4 basis points with his rebuttal update, as well.2  As I noted, the major 20 

differences between Mr. Moul’s and my cost of common equity recommendations 21 

are due to Mr. Moul’s adjustments to those models, or the results thereof; his 22 

growth rate; and Mr. Moul’s inclusion of a risk premium model.  Both the 23 

adjustments he applied and the use of a risk premium model have been 24 

repeatedly rejected in prior proceedings, while the derivation of his growth rate 25 

estimate represents an unexplained departure from the approach he used in the 26 

last proceeding. 27 

Q5. Mr. Moul notes that there are certain aspects regarding the cost of common 28 

equity on which you agree.  Have you observed any other area of 29 

agreement that he omitted? 30 

A5. Yes.  Based on our respective cost of common equity results, it appears that we 31 

also both agree that the cost of equity for the Companies has fallen considerably 32 

since their last rate case.  As the Companies’ cost of equity witness in Docket 33 

Nos. 09-0166/09-0167, Mr. Moul initially recommended a cost of equity of 34 

12.00%.3  In this proceeding, he now estimates the Companies’ cost of common 35 

equity to be 10.85%.  Thus, since December 2010, he estimates that the cost of 36 

common equity for the Companies has fallen by 115 basis points.  Likewise, my 37 

estimate of the Companies’ cost of common equity has fallen since their last rate 38 

case.  In that proceeding, I recommended costs of common equity of 9.79% and 39 

9.69% for North Shore and Peoples Gas, respectively.  Removing, for an apples-40 

to-apples comparison, the financial risk adjustment I made in the last case, which 41 

                                            
2 Although Mr. Moul’s recommendation fell by 40 basis points in his rebuttal update, that reduction 

was due largely to a change in his leverage adjustment, which was not included in my calculation since it 
is inappropriate, as explained in my direct testimony. 

3 Docket Nos. 09-0166/09-0167, Peoples Gas Ex. PRM-1.0 Rev., p. 44 and North Shore Ex. PRM-1.0 
Rev., p. 45.  He subsequently updated his recommendation to 11.87% in his rebuttal testimony.  Docket 
Nos. 09-0166/09-0167, NS-PGL Ex. PRM-2.0, p. 8. 



 Docket Nos. 11-0280/11-0281 
 (Consolidated) 
 ICC Staff Exhibit 14.0 

 
3 

I did not make in this proceeding, my recommendation for the Companies would 42 

have been 9.99% in the prior case.  In contrast, I estimated the cost of common 43 

equity to be 8.85% in this proceeding, before the Rider UEA adjustment, which I 44 

did not make in the last case.  Thus, my estimate of the Companies’ cost of 45 

common equity has fallen by 114 basis points.  That reduction is remarkably 46 

similar to the decline Mr. Moul estimates.  Based on the costs of common equity 47 

authorized for the Companies in their last rate case, our apparent agreement on 48 

the decline in the cost of common equity for the Companies since then indicates 49 

that an authorized return in this proceeding of approximately 9.10-9.20% would 50 

be appropriate. 51 

Q6. Mr. Moul argues that the ratings agencies had a “strong negative reaction” 52 

to the 9.19% return authorized in the recent AmerenCIPS rate case, 53 

suggesting that your lower ROE recommendation is not supportive of the 54 

Companies’ current financial position.4  Please comment. 55 

A6. He is mistaken.  To begin with, the ratings agencies did not have a ”strong 56 

negative reaction” to the rate of return on common equity authorized in the 57 

AmerenCIPS case; the negative reaction was to the rate Order overall, not the 58 

authorized ROE.  Further, their reaction was obviously not particularly strong, as 59 

no rating action was taken.  Finally, the relationship between my recommended 60 

ROE in this proceeding and that authorized in AmerenCIPS’s last rate case 61 

clearly does not establish my recommended ROE as unsupportive of the 62 

Companies’ current financial position.  The results of a prior case, particularly 63 

one involving an entirely different company, have no direct bearing on the 64 

propriety of recommendations in another, as the findings and conclusions in each 65 

                                            
4 NS-PGL Ex. 19.0, p. 3. 
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case are to be based on the facts of that particular case.  For example, the 66 

AmerenCIPS ROE was based on analyses performed approximately 2 years 67 

ago.  As noted above, both Mr. Moul and I agree that capital costs have changed 68 

significantly during that time period.  Moreover, as Ms. Kight-Garlisch 69 

demonstrates in her rebuttal testimony, Staff’s recommendations are supportive 70 

of the Companies’ current financial position. 71 

Historical Data 72 

Q7. Mr. Moul repeatedly implies that you have suggested that analysts should 73 

“ignore historical information altogether.”5  Is he correct? 74 

A7. No.  This is plainly a straw man argument.  My objection is not to the general 75 

consideration of historical data, but to its direct use in estimating investor 76 

expectations for the future because this requires the cost of common equity 77 

analyst replace the judgment of investors with regard to which historical 78 

information is useful, how it should be used, and what it portends for the future, 79 

with his own.  Analysts may very well use historical data in the development of 80 

their opinion.  Further, I agree with Mr. Moul that historical data can provide an 81 

objective basis to observe trends and relationships between variables.  82 

Nevertheless, the mechanistic use of historical data as a direct estimate of the 83 

investor expectations that are embedded in cost of common equity estimates 84 

should be avoided.  It is this latter application that is problematic for the reasons 85 

explained in my direct testimony. 86 

                                            
5 NS-PGL Ex. 19.0, pp. 10-11 and 13-15. 
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 To the extent investors deem historical information relevant, it is already 87 

incorporated into the most recent prices those investors pay for securities.  88 

Indeed, Mr. Moul states, “I doubt that any serious investor would commit to a 89 

common stock investment without first apprising himself/herself of the historical 90 

performance of a company.”6  Thus, use of historical averages needlessly 91 

introduces the problems discussed in my direct testimony into the estimation of 92 

the investor required return. 93 

Q8. In defense of his use of historical data, Mr. Moul points out that “most of 94 

the notable academic research has used historical data” for “investigating 95 

and testing theories.”7  Please comment. 96 

A8. Of course researchers study historical return data.  They certainly cannot study 97 

future security returns, which are obviously unobservable.  Further, research has 98 

found that the last observed stock price is the best estimator of future stock 99 

prices.8  Moreover, researchers have recognized the limitations inherent in 100 

testing expected returns and their relationship with risk.  Fischer Black, co-101 

creator of the Black-Sholes option pricing model and early researcher of the 102 

CAPM, wrote: 103 

Estimating expected return is hard. Daily data hardly help at all. 104 
Only longer time periods help. We need decades of data for 105 
accurate estimates of average expected return. We need such a 106 
long period to estimate the average that we have little hope of 107 
seeing changes in expected return. 108 

… 109 

Fama and French do not seem to believe much in theory when they 110 
estimate expected return. They (and many others) rely heavily on 111 

                                            
6 NS-PGL Ex. 19.0, pp. 14-15. 
7 NS-PGL Ex. 19.0, p. 14. 
8 Malkiel, A Random Walk Down Wall Street, 2007, Norton, p. 132; Foster, Financial Statement 

Analysis, 1978, Prentice Hall, p. 215. 
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data. They look at average returns on certain factors as evidence of 112 
expected returns for those factors.  113 

Similarly, people who use the APT framework in estimating 114 
expected return usually use past average return as an estimate. 115 
When we have no theory for how a factor should be priced, past 116 
average return can give the best estimate, but it's normally a highly 117 
inaccurate estimate.9  118 

 Whether or not academic researchers use historical data for “investigating and 119 

testing theories” is not relevant to estimating a company’s cost of capital.  The 120 

investor-required rate of return is a function of investors’ expectations of the 121 

future, not the experiences of the past. 122 

Q9. Mr. Moul defends his use of historical data by noting that you relied upon 123 

historical data to compute your betas.10  Please comment. 124 

A9. I computed raw beta using historical data.  However, as noted above, both Mr. 125 

Moul and I agree that use of historical data is appropriate for purposes of 126 

observing trends and relationships between variables.  Indeed, beta, by 127 

definition, is the relationship (i.e., co-variation) between a given security’s 128 

expected returns and the expected returns of the overall market.  Unfortunately, 129 

investor expectations regarding the relationship between a company’s future 130 

returns with the future returns of the market cannot be observed.  As such, the 131 

calculation of betas necessarily requires the use of historical data.  In contrast, 132 

one need not rely on out-dated stock prices and historical risk premiums to 133 

conduct DCF and risk premium analyses, as Mr. Moul has done.  Further, betas 134 

measure variance of return, not expected return.  While estimating expected 135 

                                            
9 Black, “Estimating Expected Return,” Financial Analysts Journal, January-February 1995, p. 168.  

Dr. Black’s comment regarding daily data refers to the frequency of historical observations (e.g., a 1-day 
return = daily data; a 1-year return = annual data). 

10 NS-PGL Ex. 19.0, pp. 10 and 15. 
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return from historical data is difficult, explaining variance from historical data is 136 

easy.11  This is because betas are simply an objective observation of a 137 

mathematical relationship between variables.  Finally, as explained in my direct 138 

testimony, although the raw beta was computed using historical data, it was 139 

subsequently adjusted to produce the forward-looking beta I ultimately employed 140 

in my analysis.12  Thus, unlike Mr. Moul’s use of historical stock prices and risk 141 

premiums, my beta estimation does not use historical data directly to estimate 142 

the expectations for the future that are embedded in the Companies’ costs of 143 

common equity.  Rather, it is an example of the very type of adjustment to 144 

historical data that Mr. Moul states “can and should be made…to the extent the 145 

future is expected to diverge from the past,”13 a principle which Mr. Moul himself 146 

did not follow despite his acknowledgment.   147 

Q10. Mr. Moul claims that the use of price data as of a single date “is subject to 148 

the vagaries of the market,” “is dependent upon the time when the analyst 149 

decides to prepare his/her study,” and “introduces the potential for 150 

gamesmanship into the rate of return.”14  Please comment. 151 

A10. The use of current market data versus historical data has already been 152 

addressed on pages 5 and 23-24 of my direct testimony.  The market value of 153 

common stock equals the cumulative value of the expected stream of future 154 

dividends after each is discounted by the investor-required rate of return.  Every 155 

day new information becomes available and investors rethink their projections of 156 

future cash flows, the risk level of the company, and the price of risk.  Thus, only 157 

a current stock price will reflect all information that is available and relevant to the 158 

                                            
11 Black, “Estimating Expected Return,” Financial Analysts Journal, January-February 1995, p. 168. 
12 ICC Staff Exhibit 5.0 Corrected, pp. 15-16. 
13 NS-PGL Ex. 19.0, p. 11. 
14 NS-PGL Ex. 19.0, pp. 11-12. 
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market.  As to the “vagaries” of the market, I employed a sample to minimize the 159 

effects of any potential “inefficiencies” in stock prices, as estimates for a sample 160 

as a whole are subject to less measurement error than individual company 161 

estimates.  Mr. Moul claims that my use of spot market data is dependent upon 162 

the time when I decided to prepare my study and implies that I resorted to 163 

gamesmanship.  Since Mr. Moul provided no explanation of how gamesmanship 164 

was introduced, I am left to infer from Mr. Moul’s statement that he believes I 165 

chose the date of my analysis to produce the results I desired.  That was not the 166 

case.  I chose the May 12, 2011 date for my analysis to provide the most recently 167 

available information possible while still allowing me enough time to complete my 168 

analysis and testimony by the June 15th deadline.  I did not compare my results 169 

to the results of any other date before deciding to use the May 12th data.  The 170 

date was chosen without knowledge of, or regard to, the final outcome.  Finally, 171 

the only alternative to using spot market data is to use historical data, which is 172 

fraught with problems, as discussed at length in my direct testimony. 173 

Q11. Mr. Moul claims that use of spot data is more arbitrary than the use of a 174 

recent historical average.15  Is he correct? 175 

A11. No.  Obviously, the use of a historical average requires the selection of both a 176 

beginning date and an end date.  For a spot rate, the beginning and ending date 177 

are one and the same.  Clearly, selecting two dates cannot be less arbitrary than 178 

selecting one.  Regardless, as noted above, my analysis was performed using 179 

the most recent data available as of that date, the selection of which was largely 180 

dictated by the case schedule, which was, of course, dictated by the initial filing 181 

date selected by the Companies.  182 

                                            
15 NS-PGL Ex. 19.0, p. 12. 
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Q12. Mr. Moul claims that you failed to address the concerns the Commission 183 

noted in the Companies’ last rate case regarding spot data.16  Why did you 184 

continue to use a spot price despite the Commission’s concerns? 185 

A12. I used spot data because it is the theoretically correct data to use, as I explained 186 

in my direct testimony.17  In addition, despite voicing concerns regarding spot 187 

data in the Companies’ last rate case, the Commission adopted the use of spot 188 

data at least three times in that case, including a capital asset pricing model 189 

(“CAPM”) analysis and a discounted cash flow (“DCF”) analysis used to 190 

determine the cost of common equity.18  In fact, the Commission has 191 

appropriately adopted costs of capital based on the most recent spot data much 192 

more frequently than it has relied on outdated historical data.  Indeed, the 193 

Commission, itself, has noted that use of spot data is a practice the Commission 194 

has traditionally relied upon and, in fact, is reluctant to deviate from.19  195 

 Nevertheless, in anticipation of Mr. Moul’s objections, I have updated my analysis 196 

for the Gas Group six times since my initial analysis.  Table 1 below presents the 197 

results of all my analyses: 198 

                                            
16 NS-PGL Ex. 19.0, p. 12. 
17 ICC Staff Ex. 5.0 Corrected, p. 5. 
18 Order, Docket No. 09-0166/0167 (Cons.), January 21, 2010, pp. 126-127. 
19 Order, Docket Nos. 07-0241/07-0242 (Cons.), February 5, 2008, p. 92. 
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Table 1 
Date DCF20 CAPM Average 
5-12-11 8.50% 9.20% 8.85% 
6-22-11 8.80% 9.22% 9.01% 
6-29-11 8.64% 9.29% 8.97% 
7-6-11 8.53% 9.39% 8.96% 
7-13-11 8.49% 9.31% 8.90% 
7-20-11 8.52% 9.35% 8.94% 
8-10-11 8.98% 9.05% 9.02% 

 199 

Q13. Why does a six week gap exist between the May 12, 2011 analysis and the 200 

June 22, 2011 analysis? 201 

A13. During that period, preparation of my direct testimony in this case and other 202 

assignments did not leave me sufficient time to perform additional updates. 203 

Q14. Why does a three week gap exist between the July 20, 2011 analysis and 204 

the August 10, 2011 analysis? 205 

A14. I intended for the July 20, 2011 analysis to be my last update, in order to reserve 206 

sufficient time to prepare my rebuttal testimony in this case and carry out my 207 

other assignments.  However, with the recent market turmoil, I decided to 208 

perform one more update to provide a more complete picture of the recent 209 

market environment.21  Thus, I added the August 10, 2011 analysis. 210 

                                            
20 Zacks growth rates were used for the 5/12/11 and 6/22/11 analyses (excepting the use of a 

Reuters growth rate for South Jersey Industries on 6/22, as a Zacks growth rate was unavailable).  I used 
an average of Zacks and Reuters growth rates for the last four updates.  The difference between the 
average Zacks growth rates and the average Reuters growth rates was minimal (e.g., only 2 basis points 
on 7/20, when growth rates from both sources were available for each company). 

21 During the week of August 8, 2011, the Standard & Poor's 500 fell 6.66% on Monday, rose 4.74% 
on Tuesday, fell 4.42% on Wednesday, rose 4.63% on Thursday, and added another 0.53% on Friday.   
www.wallstreetjournal.com.   This high degree of daily volatility indicates the market was not in equilibrium 
and, as such, I recommend the Commission not rely on cost of equity estimates from this period. 
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Q15. Mr. Moul claims that your use of the most recent spot data is historical.22  211 

Please comment. 212 

A15. While technically any mathematical calculation of the cost of common equity is 213 

rendered “historical” as soon as a new stock price is established, which can be 214 

within seconds, for practical purposes a cost of equity based on the most recently 215 

available data at that time is current.  Acceptance of Mr. Moul’s caviling would 216 

require either continuous updates to analyses throughout the course of a 217 

proceeding, which is not only impractical, but impossible, or the treatment of all 218 

data, regardless of how outdated, as equal.  However, even if technically 219 

historical, the most recent spot price will always be more timely than a historical 220 

average and is, thus, preferable.  As I explained in my direct testimony, an 221 

analysis using the most current data reflects all information that is available and 222 

relevant to the market at the time of that analysis, while analyses using older 223 

data reflect information that the market no longer considers relevant, a fact Mr. 224 

Moul acknowledges.23  Therefore, use of a historical average requires the analyst 225 

to subjectively determine what data is no longer relevant, needlessly and 226 

inappropriately replacing the collective judgment of all investors with his own.  227 

Moreover, Mr. Moul’s use of historical data includes the added flaw of 228 

inappropriately mixing and matching data from different points in time. 229 

                                            
22 NS-PGL Ex. 19.0, p. 12. 
23 NS-PGL Ex. 19.0, pp. 13-14. 
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Q16. Mr. Moul compares the May 12, 2011 prices for the Gas Group used in your 230 

analysis to the June 30, 2011 prices in his update and claims the difference 231 

“highlights the shortcomings of using spot prices.”24  Do you agree? 232 

A16. No.  The fact that stock prices changed over the course of a month and a half 233 

merely demonstrates that market prices are dynamic and that investors are 234 

constantly re-evaluating their expectations.  In fact, contrary to Mr. Moul’s 235 

conclusion, the fact that prices are dynamic highlights the shortcomings of his 236 

use of historical averages, as the stock prices from up to 6 months ago that he 237 

used obviously do not capture current investor expectations.  As noted above, 238 

Mr. Moul’s use of historical average prices merely allows him to substitute his 239 

perspective for that of investors, which are reflected in current stock prices. 240 

 Mr. Moul implies that the change in the DCF return resulting from those stock 241 

price changes would be so dramatic as to challenge the propriety of using spot 242 

prices.  However, my June 29th update, performed one day before he collected 243 

his June 30th data, shows only a 14 basis point difference in the cost of common 244 

equity.  This is hardly a dramatic shift that should cause the Commission to 245 

abandon a traditional practice from which it is reluctant to deviate (i.e., reliance 246 

on spot date analyses).  Indeed, as the results in Table 1 above demonstrate, the 247 

average result for all seven of my analyses, spanning a period of approximately 248 

three months, remained within a range of 17 basis points.  During that period, not 249 

only did prices change, but growth rates changed, ex-dividend dates passed, and 250 

overall market sentiment changed.  Mr. Moul’s use of historical averages 251 

erroneously suggests that those changes should not be fully reflected in the cost 252 

of common equity. 253 

                                            
24 NS-PGL Ex. 19.0, pp. 12-13. 
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DCF Methodology 254 

Q17. Mr. Moul claims that your use of a constant-growth DCF model is 255 

inconsistent with your use of a non-constant growth DCF model in the 256 

Companies’ last rate case.25  Please comment. 257 

A17. Mr. Moul’s criticism itself is inconsistent.  Earlier in his testimony, Mr. Moul 258 

criticized my use of a spot date analysis because it is the same approach I used 259 

in the Companies’ last rate case, which the Commission voiced concern about 260 

(but accepted at least 3 times in that same Order); now, he criticizes my DCF 261 

model selection because it is not the same approach I used in the Companies’ 262 

last rate case, which the Commission voiced concern about (and, in fact, rejected 263 

entirely).  Similarly inconsistent, in the Companies’ last rate case, he criticized my 264 

use a non-constant growth DCF analysis as “abandoning a long-standing 265 

adherence to the constant-growth DCF model.26  Despite my reasoned 266 

explanation for the switch, the Commission rejected my non-constant DCF result 267 

in that proceeding.  In this proceeding, my approach is consistent with both that 268 

“long-standing adherence to the constant-growth DCF model” and the 269 

Commission’s conclusions in the last case, yet he is still not satisfied. 270 

 In fact, his criticism is in direct conflict with his justification for the use of a 271 

constant growth DCF model, which he himself employed in this proceeding: 272 

My use of the constant growth DCF model to measure North Shore’ 273 
cost of equity is consistent with the theoretical underpinnings of the 274 
model.  Brealey, Myers and Allen recommend multi-stage growth 275 
versions of the model for “firms having high current rates of 276 
growth.”  The example they give is the railroad industry in 2005 and 277 

                                            
25 NS-PGL Ex. PRM-2.0, p. 16. 
26 Docket Nos. 06-0166/09-0167, NS-PGL Ex. PRM-2.0, p. 14. 
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2006, a period in which the railroads “were expanding rapidly … as 278 
they recovered from a period of low profitability.  Security analysts 279 
were forecasting continued recovery and earnings growth at 12% to 280 
15% for the next few years.”  By contrast, as I show below, the 281 
historical and forecasted growth rates for the Gas Group are 282 
around 5%, indicating that the industry is currently in the steady 283 
state growth phase and is likely to remain there for the period 284 
relevant to the determination of the Company’s cost of equity in this 285 
rate case.27 286 

 In further defense of the use of a constant growth DCF model rather than a non-287 

constant growth DCF model, he suggests that the FERC has established a 288 

standard of employing a constant growth DCF model unless growth rates are 289 

“two or three times greater than GDP.”  He notes:  290 

FERC’s reasoning for using the constant growth DCF model for 291 
electric utilities applies equally to gas distribution utilities.  The Gas 292 
Group’s historical and forecast growth rates are nowhere near “two 293 
to three times greater than GDP,” but are rather within one or two 294 
percentage points of GDP. 295 

*** 296 

This distinction between energy utilities and other industries “is 297 
critical, because retained earnings are a key source of dividend 298 
growth.  The higher payout ratio attributable to [energy] utilities 299 
cause these companies to have significantly lower expected 300 
dividend growth rates than most other industrial companies 301 
(including most gas pipeline companies).” 302 

 Like that FERC case, the growth rates I employed also are nowhere near two to 303 

three times greater than GDP growth expectations. 304 

 In addition, the Order from the Companies’ last rate case notes: 305 

                                            
27 Emphasis added, NS-PGL Ex. 19.0, p. 17. 
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[W]e observe that Mr. Moul used a “constant growth” DCF model 306 
for his analysis because he found this version to be consistent with 307 
approach Staff employed in the Utilities‘ last rate cases. The 308 
Utilities point out, this was the approach accepted by the 309 
Commission as one of the analyses that formed “an appropriate 310 
basis” to determine the ROE in that proceeding.28 311 

 Consistency with a Staff approach that was accepted by the Commission was the 312 

very basis for his implementation of a constant growth DCF model.  Yet he now 313 

alleges that my use of that previously accepted approach is “inconsistent.”   314 

Despite all this apparent inconsistency, there is one consistency in his 315 

arguments: the acceptance of each would produce a higher result.  However, he 316 

clearly has not established that the growth rates I employed in my constant 317 

growth DCF analysis are unsustainable.  First, he suggests the fact that the 318 

constant growth DCF results are lower than those of a non-constant DCF model 319 

renders the constant growth DCF results incorrect.29  However, as noted above, 320 

in defending his own use of a constant growth DCF model, he asserts that he 321 

demonstrated that the companies in the Gas Group are in a steady state stage of 322 

growth and acknowledges that utilities are below-average growth companies.  323 

Thus, the use of a constant growth DCF model with a growth rate slightly below 324 

that of the overall market is perfectly appropriate, even by his own standards. 325 

Hence, his comparison does not demonstrate that use of a constant growth DCF 326 

model is inapt. 327 

Second, he notes that stock prices have risen without a concomitant increase in 328 

the growth rates and declares that the DCF model is not producing a reliable 329 

                                            
28 Docket Nos. 06-0166/09-0167, Order, January 21, 2010, p. 124.  
29 NS-PGL Ex. 19.0, p. 15. 
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measure of the cost of equity for the Gas Group.  When asked for documentation 330 

supporting his claim, his merely pointed to the results for his other models.30  331 

That response illogically assumes the conclusion that his other results are 332 

correct.  However, as I explained in my direct testimony those results are 333 

critically flawed and overstated the investor required return on common equity.  334 

Thus, that comparison, too, fails to demonstrate that use of a constant growth 335 

DCF model is inapt. 336 

Finally, he claims to verify his conclusion by comparing my DCF result to that of 337 

the 31 utilities included in my S&P 500 market return estimate, which averaged 338 

9.92%.  However, Mr. Moul has presented nothing to suggest that that 31 339 

company sample reflects the same risk as the Gas Group.  Only 22 of those 31 340 

companies even have gas distribution segments, and when asked, Mr. Moul 341 

stated that he did not know what proportion of those companies’ operations their 342 

gas distribution segments represent.  Moreover, he acknowledges that those 343 

companies include both distribution-only and generation-owning electric utilities.  344 

Electric utilities, particularly those with generation assets, tend to be of higher risk 345 

than gas distribution utilities, and those with merchant (i.e., competitive) electric 346 

generation are significantly riskier still.  Consistent with that observation, I 347 

performed a principle components analysis that confirmed that the 31 company 348 

sample is, in fact, riskier than both of the Companies.31, 32  Nevertheless, even if 349 

that sample was comparable in risk to the Gas Group, Mr. Moul has presented 350 

nothing to demonstrate that the growth rates used in that analysis are 351 

                                            
30 Company response to Staff data request MGM 4.03. 
31 This analysis demonstrates the 31 company sample to be riskier than the Gas Group as well. 
32 A principle components analysis is discussed in detail on pages 33-36 below.  Schedule 14.1 

presents the four principal component scores for each company in the 31 company sample and Peoples 
Gas.  Schedule 14.2 presents the four principal component scores for each company in the 31 company 
sample and North Shore. 
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sustainable.  Thus, like the others, this comparison does not support his 352 

conclusion. 353 

Q18. Mr. Moul presents an analysis that he claims demonstrates an average 354 

growth rate of 5.95% is sustainable for the Gas Group.33  Is that analysis 355 

valid? 356 

A18. No.   His analysis assumes that all new shares are sold at market price, which for 357 

each company in the sample is well above its book value.  In reality, most new 358 

shares are the result of either stock grants to corporate executives for which the 359 

company receives no compensation or stock options, which are not exercised 360 

unless the market price is greater than the exercise price.  Any new shares 361 

issued below market price would produce a lower external growth factor than he 362 

estimated, while new shares issued at below book value would actually produce 363 

a negative growth rate per share.  Mr. Moul failed to take this fact into 364 

consideration and, as a result, his estimate of the sustainable growth for the Gas 365 

Group is overstated.  Thus, his analysis is unreliable.  366 

Risk Premium/CAPM Methodology 367 

Q19. Mr. Moul suggests that the estimation of the risk-free rate should be based 368 

on forecasts rather than spot yields.34  Is he correct? 369 

A19. No.  Interest rates are constantly adjusting, and accurately forecasting the 370 

movements of interest rates is problematic, as shown in Ms. Kight-Garlisch 371 

rebuttal testimony.35  In contrast, the current U.S. Treasury yields I used to 372 

                                            
33 NS-PGL Ex. 19.0, p. 18. 
34 NS-PGL Ex. 19.0, p. 19. 
35 ICC Staff Exhibit 13.0, p. 9. 
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estimate the risk-free rate reflect all relevant, available information, including 373 

investor expectations regarding future interest rates.  Consequently, investor 374 

appraisals of the value of forecasts are also reflected in current interest rates.  375 

Therefore, if investors believe that the Blue Chip Financial Forecasts (“BCFF”) 376 

forecasts are valuable, that belief would be reflected in current market interest 377 

rates.  Likewise, if investors believe that the BCFF forecasts are not valuable, 378 

that belief would be reflected in current market interest rates.  In summary, if one 379 

uses current market interest rates in a risk premium analysis, speculation of 380 

whether investor expectations of future interest rates equals those from a 381 

particular forecast reporting service, such as BCFF, is unnecessary.  Thus, the 382 

Commission should continue to rely on current, observable market interest rates 383 

rather than the projected rates that Mr. Moul used in his risk premium analysis. 384 

Q20. Mr. Moul criticizes your CAPM analysis because the regression betas you 385 

used have not been shown to “have any bearing on investor expected 386 

returns” and recommends, instead, the sole use of Value Line betas.36  387 

Please comment. 388 

A20. The betas Mr. Moul and I employed are estimates of the unobservable true beta, 389 

which measures investors’ expectations of the quantity of non-diversifiable risk 390 

inherent in a security.  Consequently, which beta estimates are more accurate is 391 

unknown.  Thus, the Value Line methodology is not inherently superior to Staff’s 392 

methodology.  In fact, different beta estimation methodologies can produce 393 

different betas when those methodologies employ different samples of stock 394 

return data.  Thus, just as Mr. Moul and I used multiple models to determine the 395 

cost equity, I used multiple approaches to estimate beta. 396 

                                            
36 NS-PGL Ex. 19.0, p. 20. 
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 The validity of Staff’s beta estimation methodology is not a function of whether 397 

investors rely upon Staff’s beta estimates.  Rather, the validity of the 398 

methodology is a function of whether it is generally accepted.  The methodology I 399 

used to calculate the regression beta for my sample, which Staff has regularly 400 

used and the Commission has consistently approved,37 employs the same 401 

monthly frequency of stock price data as the widely accepted Merrill Lynch 402 

methodology.  Further, Mr. Moul’s argument to exclude Staff calculated betas 403 

and rely upon only Value Line betas was rejected multiple times by the 404 

Commission, including the Companies’ last rate case.  In that proceeding, the 405 

Commission adopted Staff’s multiple-source approach to estimating beta, stating: 406 

We agree that, in the same way we rely on multiple models to 407 
determine the cost equity, Staff‘s well-considered use of multiple beta 408 
sources is beneficial to reduce measurement error from any individual 409 
estimate.  Moreover, we find that Staff‘s beta estimate appropriately 410 
weights the beta estimates from those three sources.  Thus, we adopt 411 
Staff‘s beta estimate of 0.59.38 412 

 The beta estimate I used in my CAPM analysis was calculated in the same manner 413 

as the beta adopted in that proceeding. 414 

                                            
37 Order, Docket No. 02-0837, October 17, 2003, pp. 37-38; Order, Docket Nos. 

02-0798/03-0008/03-0009 Cons., October 22, 2003, p. 85; Order, Docket No. 00-0340, February 15, 
2001, p. 25; and Order, Docket No. 03-0403, April 13, 2004, p. 42; Order, Docket Nos. 06-0070/06-
0071/06-0072 Consolidated, November 21, 2006, p.145. 

38 Docket Nos. 09-0166/09-0167, Order, January 21, 2010, pp. 126-127. 
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Leverage Adjustment 415 

Q21. Mr. Moul states that “leverage differs depending on whether it is calculated 416 

using market-based data or book values under present market 417 

conditions.”39  Do you agree? 418 

A21. Absolutely not.  Mr. Moul is confusing the intrinsic risk level of a company and 419 

how that risk is measured.  I attempted to explain this by providing a basic 420 

analogy to familiar temperature scales.  For example, a temperature measured at 421 

100 degrees on a Fahrenheit scale is equivalent to 212 degrees Celsius.  422 

Although quantified differently, both are mathematical representations of the 423 

same amount of heat.  Like temperature, financial leverage can be measured 424 

using different scales.40  Although Mr. Moul states that the amount of financial 425 

leverage in a firm’s capital structure is the only scale for measuring financial risk, 426 

Mr. Moul measures that financial leverage using two different scales: the book 427 

value debt to capital ratio and the market value debt to capital ratio.41  Just as 428 

measuring the degree of heat on different temperature scales does not change 429 

how hot it is, measuring a company’s financial risk on different financial leverage 430 

scales does not change the underlying financial risk. 431 

Simply put, a company can have only one level of risk at any point in time.  To 432 

argue otherwise is to say a company can be simultaneously more and less risky 433 

than itself, which is obviously untrue. 434 

                                            
39 NS-PGL Ex. 19.0, p. 22. 
40 Financial leverage is simply a mathematical representation of financial risk, just as temperature is a 

mathematical representation of how hot or cold something is. 
41 Three other measures of financial leverage are (1) pre-tax interest coverage, (2) funds from 

operations interest coverage, and (3) funds from operations to total debt, none of which use market 
values. 
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Q22. Mr. Moul claims that you said “that the intrinsic level of a firm’s risk does 435 

not changed [sic] if it’s [sic] leverage is changed.”42  Is he correct? 436 

A22. Mr. Moul’s claim is unequivocally false.  I clearly stated, “the intrinsic risk level of 437 

a given company does not change simply because the manner in which it is 438 

measured has changed.”43 439 

Q23. Mr. Moul says that “it is indisputable that there is more financial risk 440 

associated with a 55.06% common equity ratio than there is with a 69.37% 441 

common equity ratio.”44  Is that statement correct? 442 

A23. Only if one is using the same scale to make both measurements.  However, if 443 

one is comparing the 55.06% book value equity ratio of a certain group of 444 

companies to the 69.37% market value equity ratio for that same group of 445 

companies,45 the intrinsic level of financial risk remains the same.  Hence, my 446 

analogy to the ambient temperature, which, contrary to Mr. Moul’s denial, is a 447 

perfectly apt analogy.  As I explained in my direct testimony, financial risk arises 448 

from contractually required debt service payments.  Viewing capital structure 449 

ratios from a market value basis versus a book value basis does not affect a 450 

company’s debt service requirements and, thus, it does not change the 451 

underlying financial risk. 452 

                                            
42 NS-PGL Ex. 19.0, p. 23. 
43 Emphasis added, ICC Staff Exhibit 5.0 Corrected, p. 31. 
44 NS-PGL Ex. 19.0, p. 23. 
45 North Shore Ex. PRM-1.12C, p. 12; Peoples Gas Ex. PRM-1.12C, p. 12. 
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Q24. Is Mr. Moul correct in stating that “in order to apply a measurement of final 453 

risk (i.e., a return) measured based on a firm’s market-value capitalization 454 

compared to a book-value capitalization, the measurement must be 455 

adjusted before it is applied to the firm’s capitalization measured based on 456 

book value”?46 457 

A24. No.  If Mr. Moul were correct that Staff’s proposed costs of common equity are 458 

too low because they are based on “lower risk” market values but applied to 459 

“higher risk” book value capital structures, then the financial ratios resulting from 460 

Staff’s cost of common equity proposals applied to the Companies’ book value 461 

capital structures should be much weaker than those of the Gas Group and much 462 

weaker than the S&P benchmarks for the Companies’ current rating.  However, 463 

as Ms. Kight-Garlisch demonstrates in her rebuttal testimony, such is not the 464 

case.47  Thus, it is clear that it is Mr. Moul’s decision to adjust his cost of common 465 

equity estimate upward for application to a book value capital structure that is 466 

unwarranted. 467 

Q25. Why is it appropriate for the Commission to apply a cost of equity derived 468 

from market price of the Gas Group’s common equity to the Companies’ 469 

book value of common equity, even if a company’s market value differs 470 

from its book value? 471 

A25. Book value represents the funds a company receives from investors though 472 

security issuances on the primary market (i.e., transactions directly between a 473 

company and its investors).  Book value does not adjust to reflect changing 474 

investor assessments; it only reveals how much money the company has to 475 

invest in assets to serve its customers. 476 

                                            
46 NS-PGL Ex. 19.0, pp. 23-24. 
47 ICC Staff Ex. 13.0, pp. 6-7. 
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In contrast, the market price is the price investors are willing to pay each other for 477 

a security on the secondary market.  That is, market prices are set by 478 

transactions between investors rather than transactions between the company 479 

and its investors; therefore, the market value of a company’s securities has no 480 

bearing on the amount of funding the company has to invest in assets.  Cost of 481 

common equity analysis uses market price data because market data 482 

continuously adjusts to reflect investor return requirements as they are 483 

continuously re-evaluated. 484 

 The market value of a stock would grow to exceed its book value only if investors 485 

expected to earn a return above their required return.48  If that is the case, the 486 

market price will adjust upward until the expected return once again matches the 487 

required return.  Thus, the market price always reflects the investor required 488 

return, regardless of the book value.  That is why it is appropriate, indeed 489 

necessary, to use a market-based cost of common equity for regulatory rate 490 

setting.  Similarly, book value always represents the funds available to the 491 

company to invest in assets serving its customers, regardless of the market 492 

value.  That is why it is appropriate and necessary to use a book value rate base 493 

for regulatory rate setting.  The application of the market required return to the 494 

book value rate base simply takes the return investors demand to earn from a 495 

dollar invested in the common equity of a company, given the amount of risk in 496 

the common equity of that company and the current price of risk, and applies it to 497 

the number of common equity dollars invested in the rate base of the 498 

Companies. 499 

                                            
48 Obviously, neither an expectation of higher than required earnings nor a reduction to the required 

rate of return justifies a higher authorized rate of return.   
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 For example, consider a new company that recently issued $100 dollars of 500 

common equity to an investor, the proceeds from which the company then uses 501 

to invest in plant and equipment to serve its customers.  If the market’s required 502 

annual rate of return on that investment is 10%, given the perceived level of risk, 503 

the investor will require $10 of earnings each year from his investment.  If 504 

investors believe that the company’s assets will produce earnings of $11 per year 505 

annually (when the required earnings are only $10), all else equal, the initial 506 

investor would now be able to sell his shares for $110 to another investor.  As 507 

one can see, although the market value ($110) has adjusted above book value 508 

($100), the market value still produces a 10% annual return ($11 ÷ $110 = 509 

10%).49  That is, the increase in market value did not reflect an increase in the 510 

required rate of return.  To the contrary, the market price adjusted specifically to 511 

maintain the 10% required return.  Likewise, the increase in market value does 512 

not change the fact that there is only $100 invested in assets serving customers. 513 

Size Adjustment 514 

Q26. Mr. Moul addresses the Wong article you cited in your direct testimony.50  515 

Does his response refute your conclusions regarding that article? 516 

A26. Not at all.  Mr. Moul selects two statements from the Wong article and concludes 517 

that they do not invalidate his size adjustment.  However, those statements were 518 

merely observations, among many, that the author found noteworthy.  Those 519 

statements do not represent the author’s ultimate conclusion regarding the 520 

                                            
49 Alternatively, if the company earns $11 annually, the rate of return on book value is 11% ($11 ÷ 

$100 = 11%).  However, changes in the investor required rate of return do not affect the rate of return on 
book value.  For example, the investor required return in the above example could rise to 15%, yet the 
book value rate of return would remain 11%.  Thus, the book value rate of return cannot be applied in 
regulatory rate making. 

50 NS-PGL Ex. 19.0, p. 28. 
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applicability of the size adjustment to utilities.  In fact, those observations are 521 

irrelevant to the conclusion of the article.  What invalidates his size adjustment is 522 

the study’s finding that there was no statistical pattern relating the size of the 523 

utilities studied and magnitude of their returns.  Indeed, the Wong article could 524 

not be more clear with its findings: 525 

The objective of this study is to examine if the size effect exists in 526 
the utility industry.  After controlling for equity values, there is some 527 
weak evidence that firm size is a missing factor from the CAPM for 528 
the industrial but not for the utility stocks.  This implies that although 529 
the size phenomenon has been strongly documented for the 530 
industriales, the findings suggest that there is no need to adjust for 531 
the firm size in utility rate regulations.51 532 

Q27. Mr. Moul claims that he relies on a Fama and French article as the basis for 533 

his size adjustment.52  Does that article contain anything to change your 534 

assessment of the size adjustment? 535 

A27. No.  The Fama and French article he cites suffers from all the same 536 

shortcomings I noted in my direct testimony with respect to the Ibbotson data Mr. 537 

Moul relied upon for his size adjustment.  For example, it does not provide any 538 

evidence to demonstrate that the size premium suggested by the Ibbotson data 539 

is warranted for utilities.  Similar to the Ibbotson data, the Fama and French 540 

study is based on all non-financial firms in the intersection of NYSE, AMEX, and 541 

NASDAQ.  Their study made no attempt to segment the data by industry. 542 

                                            
51 Wong, "Utility Stocks and the Size Effect: an Empirical Analysis," Journal of the Midwest Finance 

Association, 1993, p. 98. 
52 NS-PGL Ex. 19.0, pp. 28-29. 
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Q28. Mr. Moul claims that an article by Thomas M. Zepp presented research on 543 

water utilities that support a small firm effect in the utility industry.53  Does 544 

that article contain anything to change your assessment of the size 545 

adjustment? 546 

A28. No.  Unlike the Fama and French study, the Zepp article actually does deal with 547 

the size effect as it relates to utilities (very small water utilities, specifically).  548 

However, the Zepp article’s conclusions, let alone its applicability to estimating 549 

the cost of common equity for Peoples Gas and North Shore Gas, are highly 550 

dubious.   551 

 Specifically, Zepp relies on three empirical studies, each of which is highly 552 

flawed.  First, Zepp compared Value Line beta estimates, which are based on 553 

weekly returns, to betas estimated with annual data for three small water 554 

companies and found that the beta estimate increases when annual data is used.  555 

Thus, Zepp, referring to the Wong article discussed above, concluded that “being 556 

unable to demonstrate a relationship between size and beta in other periods may 557 

be the result of Wong using monthly, weekly, and daily data to make those beta 558 

estimates.”  However, in addition to the extremely small sample from which he 559 

attempts to extrapolate a general finding, that analysis provides no insight into 560 

the relationship between small utilities and large companies, as it simply 561 

compares the results derived from differently calculated betas for the same 562 

companies.  Therefore, it provides no support for Mr. Moul’s relative size 563 

premium adjustment.  Furthermore, those three water companies, Connecticut 564 

Water Service, Middlesex Water, and SJW Corporation, have market 565 

capitalizations of only $229 million, $282 million, and $417 million, respectively.54  566 

                                            
53 NS-PGL Ex. 19.0, p. 29. 
54 http://finance.yahoo.com. 
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Thus, they are much smaller than the $1.7 billion average market capitalization of 567 

the Gas Group and the $3.7 billion market capitalization of Integrys.55  Indeed, all 568 

three of those water utilities fall into Ibbotson’s micro-cap category.  As shown in 569 

the Ibbotson data that form the basis of Mr. Moul’s size-based adjustment, the 570 

supposed size effect is much more pronounced in the micro-cap category than 571 

the next larger (low-cap) category.56 572 

 Zepp claims that the other two studies he relies upon “support a conclusion that 573 

small utilities are more risky than larger ones.”  Again, those studies reveal 574 

nothing about the relationship between small utilities and large companies as it 575 

relates to Mr. Moul’s size premium adjustment, which assumes a failure of beta 576 

and the capital asset pricing model (“CAPM”) to properly reflect total risk.  577 

Indeed, the second of those studies explicitly acknowledges that the risk 578 

differential may have nothing to do with the size of the companies involved, but 579 

rather, just reflect company specific risk unrelated to size.  In addition, that study 580 

is based on the results of the discounted cash flow model (hereafter “DCF 581 

study”).  That is, the DCF study examines the DCF model rather than the 582 

reliability of beta and the CAPM, to which Mr. Moul applies his size premium.57  583 

The general applicability of the DCF study is even more dubious given that it 584 

involves only four water utilities, two in the “smaller” group and two in the “larger” 585 

group.”  The article also fails to reveal the size of the four water utilities in the 586 

DCF study;  in the last year of the DCF study, 1997, the market value of 587 

American States Water (larger group) was $225 million, California Water Service 588 

(larger group) was $373 million, Dominquez Water (smaller group) was $32 589 

                                            
55 Peoples Gas Ex. 19.0, p. 41; http://finance.yahoo.com. 
56 Morningstar, Ibbotson SBBI 2010 Classic Yearbook, p. 94. 
57 Further, that study substitutes historical growth for analysts’ growth rate forecasts, which 

is problematic, as I discussed in my direct testimony. 
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million, and SJW (smaller group) was $192 million. Clearly those are not similar 590 

in size to the Gas Group companies.  The first of those studies is similarly 591 

inapplicable to North Shore and Peoples Gas.  To begin with, it utilized betas 592 

calculated using accounting return data rather than market return data.  593 

Accounting returns are not reasonable proxies for market returns, as accounting 594 

returns may be higher or lower than the corresponding market returns for any 595 

given company.  Thus, even if that study did reveal anything regarding the 596 

propriety of a size-based risk adjustment when accounting betas are utilized, it 597 

cannot be assumed to apply to Mr. Moul’s CAPM, which utilizes market return 598 

betas.  Further, the CPUC Staff defined smaller water utilities as those with 2,000 599 

or fewer connections.58  In contrast, North Shore Gas and Peoples Gas have 600 

over 160,000 and 830,000 customers, respectively.59  The very small size of the 601 

smaller water utilities renders the CPUC Staff study inapplicable to North Shore 602 

Gas and Peoples Gas. 603 

Relative Risk of the Utilities and the Utility Sample 604 

Q29. Mr. Moul claims that he demonstrated that the Companies have greater 605 

investment risk than the Gas Group, but you failed to recognize that higher 606 

risk in making your recommendation.60  Is he correct? 607 

A29. No.  Mr. Moul did not demonstrate that the Companies have greater investment 608 

risk than the Gas Group.  To the contrary, the analysis I performed of the risk of 609 

the Companies relative to that of the Gas Group, which I discus below, 610 

                                            
58 Investigation on the Commission’s own motion into the financial and operational risks of 

Commission regulated water utilities, and whether current ratemaking procedures and policies require 
revision; And Related Matter, No. 92-03-093, 1992 Cal. PUC LEXIS 237 (Cal. PUC , March 31, 1992) at 
1, 3-4. 

59 NS Schedule A-3; PGL Schedule A-3. 
60 NS-PGL Ex. 19.0, p. 10. 
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demonstrates that North Shore is very similar in risk to the Gas Group while 611 

Peoples Gas is, in fact, less risky. 612 

As an initial observation, it should be noted that the sample Mr. Moul and I used 613 

was selected on the basis of business operations, which reflect business risk.  To 614 

select that sample, Mr. Moul started with the Value Line gas utilities sector, which 615 

is limited to only 12 companies based solely on their line of business.61  He 616 

further reduced the likelihood of a significant business risk differential by 617 

eliminating three companies due to the location or the diversification of their 618 

operations.  In addition to the business operations similarities upon which Mr. 619 

Moul selected his sample, the S&P business risk profiles for all but one company 620 

in the Gas Group, and both Peoples Gas and North Shore, is in the “Excellent” 621 

category, which is their lowest business risk category.62 The foregoing indicates 622 

that, in terms of business risk, the Companies are very similar to the Gas Group.  623 

Mr. Moul’s analysis does not disprove that conclusion. 624 

Moreover, the only financial risk measures he presents are the equity ratios and 625 

interest coverage ratios, both of which are included in my analysis discussed 626 

below.  The equity ratios he presents suggest a slightly lower risk for the 627 

Companies relative to the Gas Group, while the interest coverage ratios he 628 

presents suggest that, relative to the Gas Group, North Shore was similar, while 629 

Peoples was weaker.   630 

                                            
61 NS Ex. 3.0, pp. 3-4; PGL Ex. 3.0, pp. 3-4. 
62 The S&P business risk profile for South Jersey Industries is in the “Strong” category, signifying a 

slightly higher degree of business risk than that of the Companies.  Standard & Poor’s, “Issuer Ranking: 
U.S. Natural Gas Distributors And Integrated Gas Companies, Strongest To Weakest,” April 19, 2011.   
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 Much of Mr. Moul’s assessment, however, is based on distorted data.  This is 631 

because, in March 2006, the Commission ordered the Companies to pay over 632 

$300 million in refunds to customers, forgiveness of bad debt, and other costs 633 

related to improper gas charge reconciliations.63  The vast majority of these 634 

amounts were paid in 2006 and 2007.  The refund distorted the Companies’ 635 

reported earnings, rendering any related ratios worthless.  Mr. Moul’s analysis is 636 

based on data from 2005 through 2009.  Thus, the settlement distorts the data 637 

underlying his analysis and renders his conclusions unreliable.  To reflect the 638 

settlement in an assessment of business risk is to compensate investors for the 639 

risk that such a settlement will recur over and over again.  Customers should not 640 

compensate investors for the settlement.  Reflecting the risk of the settlement in 641 

the Companies’ authorized rate of return would, at a minimum, reduce the 642 

intended value of the settlement to rate payers. 643 

Q30. How did Mr. Moul assess the risk of the Companies relative to that of the 644 

Gas Group? 645 

A30. The analysis he present consisted of a review of seven factors: size, common 646 

equity ratio, return on book equity, operating ratios, coverage, quality of earnings, 647 

internally generated funds (“IGF”), and credit rating.64  None of those factors 648 

establishes that the Companies are riskier than the Gas Group. 649 

 Size is not a determinant of risk, as discussed in my direct testimony.  Even if 650 

it were, the Companies are not stand-alone companies, but are part of a 651 

                                            
63 Peoples Energy Corporation /The Peoples Gas Light and Coke Company/North Shore Gas 

Company Annual Report for the Fiscal Year Ended September 30, 2006, pp. 81-82, www.sec.gov. 
64 NS Ex. 3.0, pp. 8-12; PGL Ex. 3.0., pp. 8-12.  He also discussed market ratios, quality of earnings, 

and betas, but did not compare the Companies on the basis of those three factors. 
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much larger corporation, which would afford them any benefits associated 652 

with a larger size. 653 

 The common equity ratios for the Companies indicate they are less risky than 654 

the Gas Group. 655 

 Mr. Moul’s discussion of the variability of the return on book equity, as 656 

measured by the coefficient of variation (standard deviation ÷ mean), is not 657 

meaningful for several reasons.  First, his analysis incorrectly compares the 658 

coefficient of variation for a sample of companies to that of a single company.  659 

Averaging the returns for a sample of companies reduces the variability 660 

associated with any individual company in that sample, making it unfit for 661 

comparison to the variability of a single company.  Second, the purpose of 662 

this very proceeding is to improve the earned returns, which would increase 663 

the denominator of that ratio and, in turn, significantly improve that measure.  664 

Third, the 5-year measurement period he uses does not reflect the 665 

Companies’ implementation of Rider VBA, which will serve to stabilize their 666 

earnings.  Fourth, the coefficients of variation for the Companies are distorted 667 

by the 2006 settlement regarding improper gas charge reconciliations 668 

discussed above. 669 

 Mr. Moul’s “operating ratio” reveals nothing about risk, only the cost structure 670 

of a company.  His comparison involves regulated utilities, whose just and 671 

reasonable costs are passed through to customers (e.g., PGA).  Additionally, 672 

this calculation may reflect increased costs due to inefficiency.  A company 673 
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should not be compensated for increased costs that are not just and 674 

reasonable. 675 

 Mr. Moul found that the IGF factor has been fairly similar for Peoples Gas and 676 

the Gas Group, while it has been somewhat weaker for North Shore.  677 

However, like the coefficient of variation, IGF is distorted as a result of 678 

significant expenses related to the Companies’ improper gas charge 679 

reconciliations. 680 

 He found that the fixed charge coverage has been fairly similar for Peoples 681 

Gas and the Gas Group, while the coverage for North Shore was weaker.  682 

However, like the coefficient of variation, the Companies’ fixed charge 683 

coverage is distorted as a result of significant expenses related to the 684 

Companies’ improper gas charge reconciliations. 685 

 The S&P corporate credit ratings for the Companies are BBB+, while the 686 

average S&P corporate credit rating for the Gas Group is A.  However, the 687 

Companies share the Gas Group’s average Moody’s long-term issuer rating 688 

of A3.  Moody’s credit ratings emphasize a company’s stand-alone credit 689 

quality, while S&P credit ratings reflect the consolidated credit quality of the 690 

utilities and their corporate parents.65  Therefore, the Companies’ affiliation 691 

with Integrys impairs their credit quality while the Gas Group companies’ 692 

affiliation with their parents seems to improve their credit quality.  The 693 

Moody’s credit rating, which is not as affected by the effects of corporate 694 

affiliations, indicates that the Companies are of similar risk to the Gas Group. 695 

                                            
65 ICC Staff Exhibit 4.0, p. 7. 
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Q31. You noted above that you performed an analysis of the relative risks of the 696 

Companies and the Gas Group.  Would you please explain? 697 

A31. To assess the similarity of the Gas Group to the Companies in terms of risk, I 698 

compared the average principal component factor scores for the Gas Group with 699 

those of the Companies using twelve financial and operating ratios: 1) common 700 

equity to capitalization; (2) funds from operations to capitalization; (3) funds from 701 

operations to long-term debt; (4) fixed assets to revenues; (5) free cash flow to 702 

capitalization; (6) funds from operations interest coverage; (7) net cash flow to 703 

capital expenditures; (8) net plant to capital expenditures; (9) operating profit 704 

margin; (10) operating revenue stability; (11) earnings before interest and taxes 705 

stability; and (12) earnings stability.  For these ratios data from the period 2008-706 

2010 were averaged to normalize the ratios. The last three ratios were measured 707 

with the coefficient of determination of a least-squares regression of the natural 708 

logarithm of the respective quarterly data against time.66  Using those ratios, I 709 

compared the Companies to the utility industry. 710 

I began with all market-traded companies on S&P’s Utility Compustat tape.  711 

Among those utilities, 95 had sufficient data to calculate the financial and 712 

operating ratios.  Next, I conducted a principal components analysis of the 713 

financial and operating ratios.  Principal components constitute linear 714 

combinations of optimally-weighted variables which are uncorrelated with one 715 

another.67, 68  For each utility in the data base, the principal components analysis 716 

                                            
66 Dummy variables were added to the regression model to incorporate seasonality. 
67 A principal component can be described mathematically as follows: 
 
 ci = bi1  x1 + bi2  x2 + ... + bin  xn 
 

 where ci  the utility’s score on principal component i; 
  bin  the weight for ratio xn to create component ci; and 
  xn  the utility’s value on ratio n. 
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calculates a value for each component, known as a principal component score, 717 

which has a mean of zero and a standard deviation of one.  From the principal 718 

components analysis, I retained four components for risk analysis.  Schedule 719 

14.3 presents the four principal component scores for each company in the Gas 720 

Group and Peoples Gas.  Schedule 14.4 presents the four principal component 721 

scores for each company in the Gas Group and North Shore. 722 

Q32. How does Peoples Gas compare to the Gas Group in terms of risk? 723 

A32. To assess the similarity of the Gas Group to Peoples Gas in terms of risk, I 724 

compared the average principal component factor scores for the Gas Group with 725 

those of Peoples Gas.  Each utility’s factor score represents the number of 726 

standard deviations (σ) that utility falls from the industry average in terms of that 727 

specific factor.  The standard deviation is a statistic that explains how tightly the 728 

observations are clustered around the mean in a set of data.  Under a normal 729 

distribution, approximately 68% of all observations will fall within one standard 730 

deviation of the average; approximately 95% will fall within two standard 731 

deviations. 732 

 Factor 1 measures financial risk, with a higher score indicating less risk.  Peoples 733 

Gas’s score on factor 1 is 0.711σ, while the Gas Group’s factor 1 score is 734 

0.247σ.  Thus, Peoples Gas is slightly less risky than the Gas Group’s in terms of 735 

financial risk.  Factor 2 measures construction risk.  Peoples Gas’s factor 2 score 736 

of 2.150 is significantly higher than the Gas Group’s score of 0.556σ, which 737 

indicates that Peoples Gas’s level of construction risk is significantly lower than 738 

                                                                                                                       
 

68 The variables are optimally weighted when the resulting principal components explain the 
maximum amount of variance in the data base. 
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that of the Gas Group.  Factor 3 measures capital intensity.  Capital intensity can 739 

insulate a company from competition and, thus, reduce risk.  However, capital 740 

intensity can also indicate higher operating leverage (i.e., fixed costs), which can 741 

increase risk through lower earnings stability.  Peoples Gas’s factor 3 score of 742 

-0.551σ is essentially the same as the Gas Group’s factor score of -0.721σ, 743 

which indicates that Peoples Gas and the Gas Group are similar in risk related to 744 

capital intensity.  Factor 4 measures revenue and earnings stability, indicators of 745 

sales and cost variability.  Peoples Gas’s factor 4 score is 1.329σ, which is 746 

higher than the Gas Group’s factor score of 0.448σ.  This indicates that Peoples 747 

Gas has more stable revenues and earnings, and, consequently, less sales risk, 748 

than the Gas Group.  Overall, my analysis indicates that Peoples Gas has slightly 749 

lower financial risk and lower operating risk than the Gas Group.  Thus, in my 750 

judgment, the overall risk of Peoples Gas is lower than that of the Gas Group. 751 

Q33. How does North Shore compare to the Gas Group in terms of risk? 752 

A33. North Shore’s score on factor 1 is 0.004σ, while the Gas Group’s factor 1 score is 753 

0.259σ.  Thus, North Shore is slightly riskier than the Gas Group in terms of 754 

financial risk.  North Shore’s score on factor 2 is 1.802σ, which is significantly 755 

higher than the Gas Group’s 0.580σ, which indicates that North Shore’s level of 756 

construction risk is significantly lower than that of the Gas Group.  North Shore’s 757 

factor 3 score of -0.464σ is slightly higher than the Gas Group’s score of -0.724σ, 758 

which indicates that North Shore has slightly more operating leverage, but is 759 

exposed to less competitive risk.  Since North Shore’s earnings stability is slightly 760 

lower than that of the Gas Group, North Shore’s operating leverage appears to 761 

have led to slightly higher operating risk.  Thus, I conclude that North Shore’s 762 

capital intensity increases its operating risk slightly relative to the Gas Group.  763 
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North Shore’s factor 4 score of 0.262σ is slightly lower than the Gas Group’s 764 

factor score of 0.472σ, which indicates that North Shore has slightly less stable 765 

revenues and earnings, and, consequently, slightly more risk, than the Gas 766 

Group, in terms of sales risk.  Overall, my analysis indicates that North Shore has 767 

slightly higher financial risk than the Gas Group and slightly higher operating 768 

leverage producing slightly less stable earnings.  However, this is offset by the 769 

fact that North Shore also has significantly less construction risk.  Thus, in my 770 

judgment, the overall risk of North Shore is essentially equal to that of the Gas 771 

Group. 772 

Effect of Rider UEA on Utilities’ Operating Risk 773 

Q34. Mr. Moul claims that your proposed 10-basis point adjustment for Rider 774 

UEA is not necessary, since that rider has been in place since the 775 

Companies’ last rate case.69  Is he correct? 776 

A34. No.  That Rider UEA has been in effect is not relevant.  Contrary to Mr. Moul’s 777 

claim, an additional change in risk is not necessary to warrant the adjustment.  778 

Indeed, an additional reduction in risk would warrant a larger adjustment.  That is 779 

because the adjustment is not intended to accommodate a one-time change in 780 

risk of the Companies, as Mr. Moul claims.  Rather, the purpose of the 781 

adjustment is to reflect the fact that the Companies have, and will continue to 782 

have, in place a risk-reducing factor.  Thus, a 10 basis point downward 783 

adjustment is appropriate in this proceeding, for the same reasons the 784 

Commission found it appropriate in the Companies’ last rate case. 785 

                                            
69 NS-PGL Ex. 19.0, p. 24. 
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RESPONSE TO MR. FETTER 786 

Other Allowed ROEs 787 

Q35. Mr. Fetter presents authorized return common equity decisions for U.S. 788 

regulated utilities dating back 20 years and concludes that “if the 789 

Commission were to adopt ROEs for North Shore and Peoples Gas 790 

anywhere near the Staff or Intervenor recommendations, it is likely that the 791 

Utilities’ currently strong credit ratings would be put into jeopardy for 792 

possible downgrade.”70  Please comment. 793 

A35. Mr. Fetter claims that the financial markets would be “shocked” if my cost of 794 

common equity recommendation was adopted.  Mr. Fetter provides no basis for 795 

that declaration.  His conclusion seems to rest on his review of previously 796 

authorized returns for other companies, in other jurisdictions, at other times 797 

representing other market environments, with a premise that a cost of common 798 

equity near the low end of authorized returns should never be accepted again.   799 

However, Mr. Fetter’s review of those authorized returns fails to specify critical 800 

factors that influenced the allowed returns in those proceedings.  For instance, 801 

Mr. Fetter does not identify the relative risk, as exemplified by credit rating or any 802 

other metric, of each of the utilities involved in those return decisions.  Nor does 803 

he identify the amount of the common stock flotation cost adjustment, if any, that 804 

was included in each of those decisions.  He also fails to provide any context 805 

regarding the market environment in which those decisions were made.  Without 806 

such data, any evaluation of the return recommendations in this proceeding via 807 

                                            
70 NS-PGL Ex. 20.0, p. 14. 
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comparison to the returns authorized in the cases Mr. Fetter cites is useless, 808 

since we have no basis on which to assess comparability. 809 

In fact, my cost of common equity estimate is what one would expect, given the 810 

context of the current interest rate environment.  Table 2 below presents Baa 811 

corporate bond yields over the last 20 years. 812 

Table 2 
Yield on Moody’s Baa-rated 

Corporate Bonds71 
Year Yield (%)
1990 10.36 
1991 9.80 
1992 8.98 
1993 7.93 
1994 8.63 
1995 8.20 
1996 8.05 
1997 7.87 
1998 7.22 
1999 7.88 
2000 8.37 
2001 7.95 
2002 7.80 
2003 6.76 
2004 6.39 
2005 6.06 
2006 6.48 
2007 .48 
2008 7.44 
2009 7.29 
2010 6.04 

January 2011  6.09 
February 2011 6.15 

March 2011 6.03 
April 2011 6.02 

                                            
71 Federal Reserve Board H.15 Release. 
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May 2011 5.78 
June 2011 5.75 
July 2011 5.76 

August 10, 2011 5.20 

 As Table 2 reveals, interest rates are the lowest they have been in 20 years.  813 

Thus, contrary to Mr. Fetter (and Mr. Moul’s) contention, it should come as no 814 

shock to investors and analysts if the Commission were to adopt a cost of 815 

common equity near the low end ROEs authorized over the last 20 years in this 816 

proceeding. 817 

 Moreover, for an even more concrete example, in June 2011, Orange and 818 

Rockland Utilities (“ORU”) was authorized a 9.2% rate of return on common 819 

equity.  Neither Standard & Poor's, which rates ORU A1, nor Moody’s, which 820 

rates ORU Baa1, appears to have been shocked.  Not only did neither credit 821 

rating agency downgrade ORU, but neither credit rating agency has placed ORU 822 

on its watch list for short-term credit ratings development, let alone the 823 

intermediate term outlook.  In fact, neither ratings agency thought the authorized 824 

rate of return on common equity newsworthy enough for a press release let alone 825 

a research report.  Similarly, neither credit ratings agency took any ratings action 826 

in response to the 8.75% rate of return on common equity authorized for United 827 

Illuminating in December 2007. 828 

Q36. Does this conclude your rebuttal testimony? 829 

A36. Yes, it does. 830 
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Source:  Standard & Poor’s Utility Compustat. 

Risk Comparison 
 
 

31 company S&P utility sample 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
AMEREN CORP  -0.104 0.088 0.207 -0.322
AMERICAN ELECTRIC POWER CO  -0.587 0.079 0.161 0.553
CENTERPOINT ENERGY INC  -0.907 0.225 -0.970 -0.753
CMS ENERGY CORP  -1.259 0.505 -0.548 0.135
CONSOLIDATED EDISON INC  -0.458 -0.203 -0.160 -0.637
CONSTELLATION ENERGY GRP INC  -0.217 -0.749 -1.046 -1.290
DOMINION RESOURCES INC  -0.489 -0.640 -0.057 -1.470
DTE ENERGY CO  -0.149 0.561 -0.614 0.614
DUKE ENERGY CORP  0.134 -0.653 0.716 -0.552
EDISON INTERNATIONAL  0.346 -0.990 -0.106 -0.027
ENTERGY CORP  0.671 -0.021 -0.193 0.418
EQT CORP  1.660 -2.172 1.701 -1.377
EXELON CORP  2.963 0.431 -0.598 -1.333
FIRSTENERGY CORP  -0.399 -0.028 -0.405 -0.551
INTEGRYS ENERGY GROUP INC  0.365 1.058 -0.900 -1.127
NEXTERA ENERGY INC  -0.089 0.788 0.182 -0.120
NICOR INC  1.801 0.217 -0.741 0.782
NISOURCE INC  -0.645 0.608 -0.326 0.562
NORTHEAST UTILITIES  -0.108 -0.293 -0.513 0.692
ONEOK INC  -1.063 -0.182 -1.859 0.501
PEPCO HOLDINGS INC  -0.351 0.212 -0.809 -0.316
PINNACLE WEST CAPITAL CORP  0.303 0.056 0.446 1.216
PPL CORP  -0.076 0.535 0.055 -1.719
PROGRESS ENERGY INC  -0.327 -0.597 -0.029 1.438
PUBLIC SERVICE ENTRP GRP INC  0.577 -0.307 -0.265 0.050
SCANA CORP  -0.612 -0.073 -0.378 1.123
SEMPRA ENERGY  0.098 -0.224 -0.229 -1.047
SOUTHERN CO  -0.275 -0.571 0.247 0.966
TECO ENERGY INC  -0.456 -0.062 -0.537 0.292
WISCONSIN ENERGY CORP  -1.007 -0.241 -0.402 0.364
XCEL ENERGY INC  -0.088 -0.267 -0.397 0.728
      
Average  -0.024 -0.094 -0.270 -0.071

 
 

Peoples Gas 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
Peoples  0.711 2.150 -0.551 1.329
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Source:  Standard & Poor’s Utility Compustat. 

Risk Comparison 
 
 

31 company S&P utility sample 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
AMEREN CORP  -0.095 0.079 0.205 -0.313
AMERICAN ELECTRIC POWER CO  -0.570 0.069 0.158 0.576
CENTERPOINT ENERGY INC  -0.875 0.206 -0.971 -0.730
CMS ENERGY CORP  -1.235 0.505 -0.550 0.154
CONSOLIDATED EDISON INC  -0.466 -0.193 -0.158 -0.652
CONSTELLATION ENERGY GRP INC  -0.234 -0.731 -1.037 -1.325
DOMINION RESOURCES INC  -0.492 -0.656 -0.055 -1.481
DTE ENERGY CO  -0.123 0.566 -0.620 0.655
DUKE ENERGY CORP  0.119 -0.649 0.719 -0.569
EDISON INTERNATIONAL  0.348 -0.981 -0.097 -0.033
ENTERGY CORP  0.698 -0.029 -0.195 0.455
EQT CORP  1.625 -2.166 1.720 -1.437
EXELON CORP  2.998 0.422 -0.606 -1.274
FIRSTENERGY CORP  -0.387 -0.028 -0.406 -0.537
INTEGRYS ENERGY GROUP INC  0.372 1.091 -0.903 -1.122
NEXTERA ENERGY INC  -0.071 0.797 0.177 -0.095
NICOR INC  1.813 0.248 -0.742 0.809
NISOURCE INC  -0.627 0.622 -0.329 0.582
NORTHEAST UTILITIES  -0.093 -0.281 -0.509 0.708
ONEOK INC  -1.018 -0.234 -1.862 0.553
PEPCO HOLDINGS INC  -0.342 0.226 -0.809 -0.311
PINNACLE WEST CAPITAL CORP  0.312 0.081 0.445 1.238
PPL CORP  -0.059 0.509 0.048 -1.700
PROGRESS ENERGY INC  -0.319 -0.582 -0.026 1.457
PUBLIC SERVICE ENTRP GRP INC  0.582 -0.288 -0.262 0.062
SCANA CORP  -0.596 -0.076 -0.381 1.152
SEMPRA ENERGY  0.103 -0.243 -0.231 -1.041
SOUTHERN CO  -0.267 -0.569 0.250 0.978
TECO ENERGY INC  -0.441 -0.063 -0.539 0.313
WISCONSIN ENERGY CORP  -1.008 -0.232 -0.402 0.362
XCEL ENERGY INC  -0.073 -0.274 -0.399 0.755
      
Average  -0.014 -0.092 -0.270 -0.058

 
 

North Shore 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
North Shore  0.004 1.802 -0.464 0.262
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Source:  Standard & Poor’s Utility Compustat. 

Risk Comparison 
 
 

Gas Group 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
PROGRESS ENERGY INC  -0.218 -0.245 -0.085 0.256
PUBLIC SERVICE ENTRP GRP INC  0.241 -0.351 -1.111 0.783
SCANA CORP  -0.222 1.468 -1.240 1.038
SEMPRA ENERGY  -0.093 0.764 -1.193 -0.653
SOUTHERN CO  -0.009 0.352 -0.256 1.213
TECO ENERGY INC  0.229 0.677 -0.631 1.131
WISCONSIN ENERGY CORP  0.855 0.182 -0.503 -0.706
XCEL ENERGY INC  1.189 1.600 -0.748 0.520
      
Average  0.247 0.556 -0.721 0.448

 
 

Peoples Gas 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
Peoples Gas  0.711 2.150 -0.551 1.329
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Source:  Standard & Poor’s Utility Compustat. 

Risk Comparison 
 
 

Gas Group 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
PROGRESS ENERGY INC  -0.212 -0.233 -0.083 0.262
PUBLIC SERVICE ENTRP GRP INC  0.250 -0.333 -1.109 0.803
SCANA CORP  -0.196 1.502 -1.248 1.083
SEMPRA ENERGY  -0.085 0.768 -1.200 -0.635
SOUTHERN CO  0.002 0.379 -0.259 1.239
TECO ENERGY INC  0.247 0.702 -0.636 1.167
WISCONSIN ENERGY CORP  0.859 0.206 -0.501 -0.701
XCEL ENERGY INC  1.208 1.647 -0.756 0.559
      
Average  0.259 0.580 -0.724 0.472

 
 

North Shore 
 
Company 

  
Factor 1

 
Factor 2

 
Factor 3 

 
Factor 4

      
North Shore  0.004 1.802 -0.464 0.262

 


