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I.  INTRODUCTION AND PURPOSE OF TESTIMONY 1 

Q. Please state your name and business address. 2 

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

Suite 800, Chicago, IL 60610. 4 

 5 

Q. Are you the same Christopher C. Thomas who filed Direct Testimony in this 6 

proceeding? 7 

A. Yes. 8 

 9 

Q. What is the purpose of your Rebuttal Testimony? 10 

A. The purpose of my Rebuttal Testimony is to respond to the Rebuttal Testimony of two 11 

witnesses for North Shore Gas Company and The Peoples Gas Light & Coke Company 12 

(“North Shore” and “Peoples Gas”, together the “Utilities” or “Companies”), Mr. Paul R. 13 

Moul (PGL-NS 19.0 and exhibits) and Mr. Steven Fetter (NS-PGL 20.0 and exhibits).   14 

 15 

Q. Please summarize your testimony. 16 

A. The Illinois Commerce Commission (the “Commission”) should not be swayed by the 17 

rhetorical excesses presented by the Utilities’ witnesses in their rebuttal testimony.  18 

Instead of providing testimony that justifies their recommendation that the Commission 19 

abandon its past practice of relying where possible on objective market data and accepted 20 

financial models, the Companies have introduced rebuttal testimony (through both Mr. 21 

Moul and Mr. Fetter) that emphasizes subjectivity and fear over objective analysis.   22 
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Nothing in their rebuttal testimony alters my original conclusion, presented in my direct 23 

testimony, that Mr. Moul’s analyses are not an appropriate basis for the Commission to 24 

determine the cost of capital for these utilities.  In particular, Mr. Moul’s rebuttal 25 

testimony retains all of the flawed adjustments and approaches I identified in my direct 26 

testimony as previously rejected by the Commission.  Since Mr. Moul updated his cost of 27 

equity estimates in his rebuttal testimony, I have updated the effect of removing those 28 

flawed adjustments and deviations from Commission policy just as I did in my direct 29 

testimony.  I also respond to the criticisms Mr. Moul leveled against my direct testimony.   30 

 31 

Almost in its entirety, Mr. Fetter’s testimony represents another approach the 32 

Commission has regularly rejected.  He offered opinions about an appropriate return level 33 

based on comparisons with other states’ return awards wholly lacking in any meaningful 34 

analysis to assess the utilities, contemporaneous market conditions, or other factors 35 

bearing on the determinations of the various regulatory bodies.    36 

 37 

Q. How have the Companies emphasized subjectivity and fear over objective analysis? 38 

A.  Both Mr. Moul and Mr. Fetter warn that the Commission should be concerned about 39 

Wall Street’s reaction if its determination, no matter how well-founded, does not follow 40 

what other state commissions are doing or their speculation about what investors expect 41 

the Commission’s cost of equity determination to be.  In fact, Messrs. Moul and Fetter 42 

assert that the Commission should focus on investor expectations and what other 43 

regulatory bodies have done, rather than on deriving the Companies’ real cost of capital 44 

from objective market data.   45 
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Q.  Can you point to specific examples? 46 

A. Mr. Moul states: 47 

…the financial community would be shocked if the Commission set the 48 
Utilities’ cost of equity at the levels proposed by Staff and the GCI 49 
witnesses. Technical disputes about models and data aside, Staff and GCI 50 
propose returns of equity that are simply not representative of the returns 51 
investors can earn for other investments of comparable risk, including 52 
investments in other distribution-only utilities like the Utilities.  NS-PGL 53 
Ex. 19 at 2:31-35 (emphasis added). 54 
 55 

The “technical disputes” he refers to are the correction of adjustments and subjective 56 

model application choices that Mr. Moul performed to drive his recommended return 57 

higher.  These technical details of market data, the soundness of appropriate financial 58 

models based on those data, and the economic/financial principles employed are the 59 

foundation of the Commission’s record-based cost of equity determination.  Essentially, 60 

Mr. Moul is arguing that the results produced by more objective approaches, like those 61 

taken by Mr. McNally and myself, should be less important to the Commission in making 62 

its determination in this case.  As I discussed in my direct testimony, Mr. Moul’s 63 

adjustments and selection of model inputs produce results that are simply not 64 

supportable.   65 

 66 

For another example, the Utilities have delivered a threat to the Commission through the 67 

testimony of Mr. Fetter instead of providing objective support for these 68 

recommendations: 69 

Illinois is viewed by the market as among the less credit supportive states, 70 
but its ranking has been improving. The Commission’s decisions on 71 
capital structure, cost of debt, and cost of equity in this case will be of 72 
considerable interest to the credit rating agencies. The costs of equity 73 
recommended by Staff and GCI are so far out of the mainstream of 74 
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historical returns authorized by this Commission and others throughout the 75 
country that the financial markets would be shocked if the Commission 76 
were to adopt any of them, and the Utilities’ currently strong credit ratings 77 
would be under pressure for immediate downgrade.  NS-PGL Ex. 20.0 at 78 
5:91-98. 79 

 80 

Q. Has similar testimony been delivered to the Commission before? 81 

A. Yes.  In its Order in Docket No 10-0138, the Commission responded to a similar threat 82 

made by a Commonwealth Edison (“ComEd”) witness reacting to a pending 83 

determination on a different cost of service.  The Commission responded to that 84 

testimony as follows: 85 

Moreover, Ms. Abbott’s testimony regarding the negative regulatory 86 
climate regarding Illinois utilities overlooks the fact that this Commission 87 
has been, for a long period of time, dedicated to ensuring that, only 88 
reasonable and legally-recognizable, costs are passed on to ratepayers.  89 
The fact that this Commission does not compare favorably to some other 90 
state regulatory commissions in similar positions is merely demonstrative 91 
of this Commission’s efforts on behalf of the consuming public to ensure 92 
that all costs that are passed on to the general rate-paying public are 93 
reasonable.  In Re Commonwealth Edison Company, ICC Docket 10-0138, 94 
Final Order at 49 (December 15, 1010).1   95 
 96 

More pointedly, regarding ComEd’s recommended focus on investor expectations, the 97 

Commission said “[Ms. Abbott] presented no facts indicating that this Commission 98 

should rely upon what investors think, or might think, in order to determine the rate of 99 

return involved here.”  Id.  The Commission also questioned whether “appealing to 100 

investors” is either “something that is within this Commission’s purview or even within 101 

its statutory jurisdiction.”  Id.   102 

 103 

                                                 
1 The docket established a program for utility consolidated billing and the purchase of receivables for alternative 
retail electric suppliers. 
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 104 

Q. Are there examples of how Commission decisions have been viewed by credit rating 105 

agencies?  106 

A. Yes.  In the Ameren Illinois Utilities’ last rate case, Docket No. 09-0306, the 107 

Commission granted a total increase of $4.75 million, an amount significantly less than 108 

the utility's original $162 million request.2  This action did not negatively impact the 109 

utilities’ credit ratings, something Mr. Fetter himself has acknowledged in another recent 110 

rate case.  ICC Docket 10-0467 Transcript at 1812. 111 

 112 

Q.  Is there any evidence that the current financial position of PGL might make it more 113 

susceptible to downgrades than Ameren was? 114 

A.  No, there is not. In fact, just last month, the media was trumpeting PGL's successes, as 115 

shown in the following quote: 116 

At the same time, Peoples Gas has persuaded Illinois regulators to allow it 117 
to hike rates twice and charge ratepayers extra to replace $125 million 118 
worth of aging cast-iron gas pipes under Chicago's streets each year in a 119 
capital project that could take 15 years. Those victories enabled Integrys to 120 
preserve a $2.72-per-share annual dividend that is among the utility 121 
industry's richest.   122 
 123 
Wall Street has reacted positively. The company's stock is up 14% in the 124 
past year, to $52.55 a share, slightly better than the 13.5% increase in the 125 
Standard & Poor's 500 Utility Index. Integrys' stock is valued at 14.5 times 126 
its estimated 2012 earnings, one to two percentage points above typical 127 
electric utilities.3 128 

 129 

 130 

                                                 
2 http://www.pjstar.com/news/x457997575/Ameren-upset-by-reduced-rate-increase, accessed August 11, 2011, 
attached here as GCI Ex. 10.1. 
3 Article from Crain’s Chicago Business attached here as GCI Ex. 10.2. 
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 131 

Q. Are there similar recent statements showing how credit ratings agencies themselves 132 

are viewed? 133 

A. The credit rating agencies have been widely criticized for their ratings of subprime 134 

mortgage backed securities, which are seen as the major issue precipitating the economic 135 

crisis of 2008.  While the agencies have scrambled to maintain the credibility of their 136 

ratings, there are still questions regarding influence and bias in the development of 137 

ratings.  In fact, in July of this year, the Securities and Exchange Commission, following 138 

Congressional direction, erased references to credit ratings from some regulations and 139 

replace those metrics with more objective criteria.4 140 

 141 

Q. Do the Utilities offer other justifications for the argument that the recommendations 142 

made by you and Staff witness Mr. McNally are below the actual cost of capital? 143 

A. Mr. Moul points to an analysis of returns granted in 2009 and 2010 by this Commission 144 

and other regulators.  NS-PGL Ex. 19.0 at 3:46-47.  Following the same discredited 145 

approach as Mr. Fetter, Mr. Moul has presented a listing of years of past regulatory 146 

determinations for the Companies’ future test year determination.  Even assuming that 147 

the information presented is accurate, the data are not only irrelevant under the stated 148 

Commission policy but dubious comparatives.  There is no investigation of the 149 

comparability of risk for each of the companies (many of which are electric, not gas, 150 

utilities), many of highest returns are the result of settlements influenced by unknown 151 

                                                 
4 http://dealbook.nytimes.com/2011/07/26/s-e-c-removes-credit-ratings-from-regulation, accessed August 11, 2011, 
attached here as GCI Ex. 10.3; http://sec.gov/news/press/2011/2011-155.htm (Statement of SEC Chairman Mary 
Schapiro, July 26, 2011), accessed August 15, 2011, attached here as GCI Ex. 10.4. 



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

GCI Ex. 10.0 
 

  7  

factors, and others were set in conjunction with rate freezes or other unspecified 152 

regulatory arrangements.  Mr. Moul’s listing provides only sketchy comments on the 153 

circumstances that may have affected those determinations, but a significant percentage 154 

involved peculiarities that are not present in this case.   155 

 156 

Q. Are the level of returns granted in the past by this and other utility commissions 157 

relevant to the Commission’s decision in this case? 158 

A.  No, for reasons the Commission has fully explained in prior decisions.  In 159 

Commonwealth Edison Company’s (“ComEd”) penultimate rate case, i.e., Docket 05-160 

0597, the utility submitted a chart showing 19 returns on equity approved by the 161 

Commission and other regulatory agencies during 2004 and 2005.  The Commission 162 

rejected ComEd’s argument, finding that: 163 

ComEd asserts its cost of equity should reflect the costs of equity recently 164 
approved for electric utilities in the United States.  The cost of equity 165 
appropriate to ComEd, however, is specific to that utility.  ComEd may 166 
not simply adopt the cost of equity set for other utilities scattered around 167 
the country, for which the facts and circumstances are not necessarily 168 
similar.  Rather, pursuant to Section 9-201 of the Act, ComEd must prove 169 
that its proposed cost of equity is just and reasonable.  ICC Docket 05-170 
0597 Final Order of July 26, 2006 at 154.   171 

 172 
From the Utilities’ focus on such comparisons, one might conclude that the Commission 173 

had not already rejected their arguments when in fact it has.  In NS and PGL’s 174 

penultimate rate case, ICC Docket 07-0242, the Commission discounted the Companies’ 175 

protestations that such information merely provided “guideposts.”  ICC Dockets No. 07-176 

0241/07-0242 (consolidated), Final Order, February 5, 2008 at 86.  The Commission 177 

concluded: “[t]he Commission doubts that the Utilities’ return comparisons were offered 178 
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without the expectation that our decision-making would be affected by them.  The 179 

Utilities are presumably reluctant to directly press for comparison-based ratemaking 180 

because of our previous rejection of that approach.”  Id. 181 

 182 

Q. In your opinion, what weight should the Commission give to the testimony and 183 

exhibits presenting such data? 184 

A. I believe the Commission’s policy on this sort of comparison is clear.  The Commission 185 

has found it irrelevant.  Though the Companies have presented the same sort of data 186 

again, they have not offered any reason for the Commission to alter its policy.  If one 187 

accepts the objective market data as valid indicators of the Companies’ cost of equity, 188 

such substitutes for sound financial analyses have to be rejected.   189 

 190 

Q. How did Mr. Moul attempt to frame the issues for the Commission in this case? 191 

A. Mr. Moul argues that the Commission should address three issues: 192 

(i) whether the costs of equity proposed by Messrs. McNally and Thomas 193 
are consistent with the likely future expectations of investors, much less 194 
their current ones;  195 
 196 
(ii) whether the Discounted Cash Flow (“DCF”) model applied by Mr. 197 
McNally to the Gas Group data produces results that make common sense; 198 
and  199 
 200 
(iii) the extent to which other methods, in particular the Risk Premium 201 
approach and Capital Asset Pricing Model (“CAPM”), provide reasonable 202 
measures of the cost of common equity.  NS-PGL Ex. 19.0 at 1. 203 

 204 

Q. Do you agree that these questions need to be addressed by the Commission? 205 
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A. Only one of these questions actually requires the Commission’s attention in this case.  206 

Investor expectations – as revealed by market data, not analyst speculation -- are a 207 

consideration.  That is why both he and I use models as a proxy for those expectations.  208 

However, the difference in our perspectives is that most analysts accept that investor 209 

expectations need to be determined through objective research, rather than through 210 

baseless, subjective analyses like those proposed by Mr. Moul.  Determining whether a 211 

particular result “make[s] common sense” is an inherently subjective exercise that does 212 

not bear on Commission’s determination in this proceeding.  However, I agree that the 213 

Commission should evaluate the reasonableness of CAPM results.   214 

 215 

Q. Can you describe how evaluating investor expectations and using “common sense” 216 

insert subjectivity into the Commission’s determination? 217 

A. Yes.  The Commission’s task is to evaluate the specific objective market evidence in this 218 

record.  In the vernacular of some analysts, investor expectations is a shorthand way of 219 

referring to the aggregated effects of all investors’ investment decisions, as indicated by 220 

the objective market data.  However, all indications are that Mr. Moul gives the phrase a 221 

more subjective meaning.  For example, he refers to the “likely future expectations of 222 

investors” and “their current ones.”  To divine those expectations he would have the 223 

Commission expand its traditional reliance on certain accepted financial models: “the 224 

entire body of data available to and considered by investors must be considered in order 225 

to analyze and understand their expectations.”  Because expectations are not always 226 

rational or objectively discernible, looking at investor expectations interjects subjectivity 227 

into the discussion.   228 
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 229 

 230 

Consider the following example.   231 

 A generous state, say Alaska, with an AAA bond rating decides to guarantee that 232 

the return earned by a natural gas distribution company will be 25%.  To accomplish this 233 

objective it uses a series of riders and other cost recovery mechanisms. Further, the State 234 

enacts a law that mandates the rate of return will be set at 25% and the government will 235 

step in to guarantee the return even if all ratepayers leave the system.  Finally, assume 236 

that, because of its AAA bond rating, Alaska can borrow money at an interest rate of 4%, 237 

and that the utility is able to issue bonds at the same 4% level because of the government 238 

guarantee.  In this case, the subjective expectation of investors is a rate of return of 25%.  239 

Yet, the cost of capital for the distribution company is the interest rate Alaska pays on its 240 

AAA debt -- 4%.  If the example were changed so that Alaska guarantees a rate of return 241 

of 15% instead of 25%, the cost of capital would still be the interest rate on AAA debt of 242 

4%.    243 

 244 

In the above hypothetical, the rate of return that is granted is irrelevant to the actual cost 245 

of capital.  A sole focus on investor expectations is misleading.  Finally, the rate of return 246 

expected to be earned is also irrelevant.  The only thing that is relevant to the cost of 247 

capital determination is the risk of the cash flows, which in this case is driven by the 248 

guarantee from the State.  The cost of capital in the example is 4%.   249 

 250 
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Q. How should the Commission evaluate the extent to which other methods, in 251 

particular risk premium and CAPM analyses, provide reasonable measures of the 252 

cost of equity? 253 

A. The Commission has consistently rejected applications of risk premium models other 254 

than the CAPM, and there is no reason to reconsider that decision.  For the limited 255 

testimony I present in this case -- removing the effect of previously rejected 256 

modifications of model analyses from Mr. Moul’s estimates – I have accepted Mr. 257 

Moul’s results as a starting point.  However, as I have testified on other occasions, and as 258 

Mr. Moul argues in his response to Staff DR MGM 4.16, attached here as GCI Ex. 10.5, 259 

there are problems with the CAPM.  The problems with the inputs and CAPM theory 260 

raise serious questions about the validity of results generated by the model.  The CAPM 261 

is best employed only as a check on the results of the DCF model.  Even in that limited 262 

role, however, the regulator must recognize the deficiencies of the CAPM, require 263 

appropriate inputs, and use the results judiciously.  In this case, the CAPM should 264 

supplement the DCF model results.  The DCF results produced by Mr. McNally and I 265 

represent the high end of any range of reasonable results. 266 

 267 

Q. What does the Commission need to consider in examining these issues? 268 

A. The Commission’s cost-of-service principles require a decision based on cost (including 269 

the cost of equity), as shown by the record evidence.  The Commission should not rely on 270 

the actions of other commissions, subjective assumptions about investor expectations, or 271 

one analyst’s arbitrary application of “common sense.”  The evidence in this case shows 272 

that the range of reasonable estimates for the Companies’ market cost of equity is 273 
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bounded by the GCI and Staff estimates, with the Companies’ recommendation far 274 

outside that range.   275 

 276 

II.  RESPONSE TO SPECIFIC CRITICISMS OF MY DIRECT TESTIMONY 277 

Q. Mr. Moul argues that utility stocks typically trade at above book value.  Is this 278 

reason enough to support his leverage adjustment to the DCF? 279 

A. No.  Mr. Moul’s argument completely misses the point.  Changes in market value do not 280 

change the amount actually invested in rate base and on which the utility is entitled to 281 

earn.  Contrary to Mr. Moul’s claims, there is no reason to adjust market-based DCF 282 

model results before applying them to the book value of assets in rate base.  In fact, 283 

adjusting returns for stock prices (in trades among shareholders) that are higher than the 284 

price the utility received from investors would generate a return on the actual invested 285 

capital that is above the cost of capital determined.    286 

 287 

It has traditionally been the Commission’s practice to apply unadjusted market-based 288 

DCF results to the book value rate base assets, and Mr. Moul has not presented any 289 

evidence that should persuade the Commission to change this policy.  Even under his 290 

inappropriate investor expectations theories, such an adjustment is not warranted, as 291 

investors are well aware of the Commission’s policy and know what to expect, so it 292 

should be reflected already in the market price.   293 

 294 

Q. Mr. Moul argues that his leverage adjustment to Beta is appropriate.  Does he raise 295 

any new arguments for the Commission to consider? 296 
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A. No.  Mr. Moul’s testimony is a clear example of the threat I discussed above.  The 297 

Commission has denied this adjustment, for good reason, in the past.  Instead of 298 

providing some support for this deviation from past practice, Mr. Moul concludes his 299 

argument on this issue by stating:   300 

Whether investors are “used to” this or not is beside the point; it misstates 301 
the comparable returns and the investors’ requirements. While there has 302 
been some recent improvement in the regulatory environment following 303 
the ComEd order, according to Mr. Fetter Illinois remains one of the least 304 
supportive jurisdictions in the country. In other words, investors continue 305 
to be concerned about consistency and supportiveness of regulation in 306 
Illinois.  NS-PGL Ex. 19.0 at 558 to 563. 307 

 308 
Mr. Moul simply reiterates the irrelevant point the Utilities have chosen to argue. 309 

 310 

Q.  Mr. Moul argues that the CAPM needs to be adjusted for the size of the company.  311 

Do you agree?  312 

A.  No.  I addressed this point in my Direct Testimony, and Mr. Moul has not identified any 313 

points that change my view.  The CAPM does not need to be adjusted for the size of the 314 

company.  Such an adjustment only further inflates the CAPM results and makes them 315 

more unreliable.   316 

 317 

III.  UPDATES TO MY DIRECT TESTIMONY ANALYSES 318 

Q. Please summarize your Direct Testimony. 319 

A. My Direct Testimony evaluated Mr. Moul’s testimony and made corrections based on 320 

prior Commission orders and the governing legal precedents. In particular, I: 321 

• Eliminated from the cost of equity determination estimates based on analyses of a 322 

proxy group that is not comparable in risk to the Companies; 323 
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• Removed leverage adjustments to the Discounted Cash Flow (“DCF”) model that 324 

maintain market-to-book ratios, adjustments that the Commission has previously 325 

rejected; 326 

• Removed adjustments to the Capital Asset Pricing Model (“CAPM”) results based on 327 

utility size as the Commission has done in prior cases; and 328 

• Corrected the CAPM beta estimates to reflect observations from multiple sources, 329 

something Mr. Moul has recommended for other cost of equity analysis elements but 330 

did not do himself.   331 

 332 

Q. Do you have any updates to your Direct Testimony? 333 

A. Yes.  Based upon Mr. Moul’s updated ROE and CAPM estimates as starting points, I 334 

have updated the recommendation from My Direct testimony to remove the same 335 

subjective determinations and unnecessary adjustments.  To simplify the Commission's 336 

consideration of my modifications to the results of Mr. Moul's updated CAPM analysis, I 337 

have combined both adjustments discussed in my direct testimony (removing the size 338 

adjustment and adjusting the beta estimate) in one modified CAPM analysis rather than 339 

presenting two separate calculations.  This simplification has no effect on the range of the 340 

estimates resulting from the modified DCF and CAPM analyses.  These results are shown 341 

in the following table.  The result of my analyses is a range of cost of equity estimates 342 

from a CAPM of 7.09% to a DCF of 8.94%, as shown in the following table. 343 

 344 

 345 

 346 
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Updates to Direct Testimonies 

Discounted Cash Flow (DCF)  D1/P0  +  g  +  lev  =  k 
Moul  3.94%  +  5.00%  +  0.09%  =  9.03% 
Thomas  3.94%  +  5.00%  +  =  8.94% 

Capital Asset Pricing Model 
(CAPM)  Rf  +  ß  x  (Rm‐Rf)  +  size  =  K 
Moul  4.50%  +  0.77  x  7.61%  +  1.20%  =  11.56% 
Thomas (Average Reported Beta*)  4.27%  +  0.37  x  7.61%  =  7.09% 

*  Beta was measured on 8/11/11, and Rf is 30‐year treasury bond ending July 11 

 347 

 348 

Q. Does this conclude your testimony? 349 

A. Yes. 350 


