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I. INTRODUCTION AND BACKGROUND 1 

A. Witness Introduction 2 

Q. Please state your name. 3 

A. My name is Lisa J. Gast. 4 

Q. Are you the same Lisa J. Gast who submitted direct testimony and rebuttal testimony on 5 

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

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

A. Yes. 8 

B. Purpose of Testimony 9 

Q. What is the purpose of your surrebuttal testimony? 10 

A. I respond to the proposed adjustments to the Utilities' requested overall rates of return on 11 

rate base contained in the rebuttal testimony of Staff witness Sheena Kight-Garlisch 12 

(Staff Ex. 13.0), including her proposed adjustments to the Utilities’ forecasted capital 13 

structures and cost of debt.  I will also respond to the rebuttal testimony of Staff witness 14 

Michael McNally (Staff Ex. 14.0) regarding how shares of stock issued as part of 15 

employee compensation programs might affect the growth rate of the Gas Group for 16 

purposes of the DCF model.  The Utilities’ witness Paul R. Moul (NS-PGL Ex. 36.0) will 17 

respond specifically to Mr. McNally’s and Governmental and Consumer Intervenors 18 

(“GCI”) witness Christopher Thomas’ proposed adjustments to the Utilities’ proposed 19 

return on equity (“ROE”).  The Utilities’ witness Steven M. Fetter (NS-PGL Ex. 37.0) 20 

will respond to the testimonies of Messrs. McNally and Thomas that the Commission 21 

should ignore general market sentiment in setting the Utilities’ ROE, and that the Staff 22 
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and GCI ROE proposals will have no impact on the Utilities’ ability to obtain capital at 23 

reasonable cost. 24 

C. Summary of Conclusions 25 

Q. Please summarize the conclusions of your surrebuttal testimony. 26 

A. First, Staff’s continued push for an imputed capital structure is unwarranted, baseless and 27 

detrimental to ratepayer interests.  Contrary to Staff’s claims, the Utilities have 28 

demonstrated, in accordance with longstanding Commission decisions, that they do not 29 

use short-term debt to fund rate base and therefore short-term debt should not be included 30 

in the Utilities’ capital structure.  In addition, Staff’s imputed capital structure is extreme 31 

and has no relation to reality.  The Utilities have demonstrated that using their 32 

longstanding, Commission-approved and actual capital structure of 56% equity and 44% 33 

long-term debt remains a sound financial strategy in the current, highly volatile economic 34 

environment, and it is more comparable to the proxy group than Staff’s hypothetical and 35 

far weaker capital structure.     36 

Second, Staff’s inclusion of Peoples Gas’ repurchased Series PP long-term debt 37 

issue in the cost of long-term debt is inappropriate.  Peoples Gas repurchased this debt in 38 

2008 and no liability remains outstanding.  ICC Docket No. 11-0476 referenced by Ms. 39 

Kight-Garlisch is simply for Commission approval for Peoples Gas to hold an investment 40 

in the Illinois Finance Authority (“IFA”) even though Peoples Gas records no such 41 

investment in the IFA on its books.  That docket should have no impact on how the 42 

already retired Series PP debt is treated for computing Peoples Gas’ cost of long term 43 

debt in this proceeding.  44 
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Third, Staff’s use of historical spot-day rates in order to forecast the cost of new 45 

long term debt issues during the test year should be rejected.  The use of such rates is not 46 

consistent with forecasting the Utilities’ costs in a future test year for ratemaking 47 

purposes.  It is also inaccurate in this case, where the forecasts of the cost of such debt are 48 

higher than Staff’s historical spot-day rates.  If Staff’s rates are used, the Utilities will 49 

most likely not recover the full cost of their anticipated debt issuances.  50 

Fourth, Staff’s claim that new shares are issued below market and this affects a 51 

company’s growth rate is invalid and therefore renders the corresponding analysis 52 

unreliable. 53 

D. Itemized Attachments to Testimony 54 

Q. Are you sponsoring any exhibits? 55 

A. Yes, I am sponsoring the following exhibits: 56 

Exhibit No. Corresponding 83 Ill. Admin. Code Part 285 Schedule 

NS-PGL Ex. 35.1P and 
NS-PGL Ex. 35.1N  

 Utilities’ Responses to Staff data request SK1.03 

NS-PGL Ex. 35.2P  S&P Full Analysis for The Peoples Gas Light and Coke 
Co. – February 4, 2011 

NS-PGL Ex. 35.3P  Updated Schedule D-3: Embedded Cost of Long-Term 
Debt 

NS-PGL Ex. 35.4P 
 
 

 Updated Schedule D-1: Cost of Capital Summary 

   

II. CAPITAL STRUCTURE 57 

Q. Do you have any additional response to Ms. Kight-Garlisch’s rebuttal testimony (Staff 58 

Ex. 13.0, 2:23-31) that short-term debt should be included in the Utilities’ capital 59 

structures?  60 



 

Docket Nos. 11-0280, 11-0281 Cons. Page 4 of 12 NS-PGL Ex. 35.0 

A. Yes.  Ms. Kight-Garlisch repeats the same arguments that she used in the Utilities’ last 61 

rate case to support her position that short-term debt should be imputed in the Utilities’ 62 

capital structures.  The Utilities have again provided evidence demonstrating that they 63 

use short-term debt to meet temporary seasonal cash needs and not as a permanent source 64 

of capital.  Ms. Kight-Garlisch quotes one sentence from one of the Utilities’ responses to 65 

her data requests (SK-1.03) to claim that the Utilities fund the difference between rate 66 

base and permanent capital with short term debt.  But she fails to provide the context of 67 

that statement.  The Utilities’ statement related to one point in time and does not reflect 68 

the longer term view provided in the remainder of the response that the Utilities are 69 

funding differences between rate base and permanent capital with cash.  The referenced 70 

data request responses are included as NS-PGL Ex. 35.1P and NS-PGL Ex. 35.1N.  71 

These responses demonstrate that on a long-term basis the Utilities’ average cash 72 

balances exceed their average short-term debt balances; therefore, over the long term, any 73 

difference between rate base and permanent capital is funded with net cash.  This further 74 

demonstrates that the Utilities continue to use short-term debt to fund seasonal needs as 75 

they have in the past.  Over the past 30 years, the Commission has consistently 76 

recognized the Utilities’ limited use of short-term debt and has based the Utilities’ rates 77 

on capital structures that do not include short-term debt.  Ms. Kight-Garlisch fails to 78 

demonstrate any changes in the Utilities’ use of short-term debt that would support its 79 

inclusion in their capital structures. 80 

  In addition, as I discussed in my rebuttal testimony, any comparisons to the Gas 81 

Group indicate that the Utilities are using short-term debt differently than the companies 82 

included in the Gas Group.  Ms. Kight-Garlisch fails to dispute this fact.  The Utilities 83 
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have shown that they continue to use short-term debt the same as they have in the past – 84 

to finance periodic capital shortfalls – and that short-term debt moves with working 85 

capital not rate base.  For these reasons, the Commission should continue to exclude 86 

short-term debt from the Utilities’ capital structure. 87 

Q. Has the Commission previously opined on comparisons between a utility’s rate base and 88 

permanent capital? 89 

A. Yes.  In the Utilities’ last rate case order (In re North Shore Gas Co., ICC Docket Nos. 90 

09-0166/ 09-0167 (Cons.) (Order January 21, 2010) at 93), the Commission’s Order 91 

stated:  92 

It was claimed [by Staff] that the Utilities must be using short-term debt to 93 
finance rate base because their estimated rate bases exceed the long-term capital 94 
in their proposed capital structures.  This argument proceeds on the notion that 95 
if a utility‘s rate base exceeds its long-term capital, it is using short-term debt to 96 
finance rate base. However, this Commission does not necessarily accept this 97 
proposition as a foregone conclusion.  Further, particular to this case, we are 98 
shown that PGL‘s capitalization is larger than its rate base and North Shore‘s 99 
capitalization is about the same size as its rate base. 100 

 101 

Q. Do the Utilities’ respective permanent capitalizations remain at least the same size as 102 

their respective rate base? 103 

A. Yes.  Staff has proposed a rate base of $1.34 billion for Peoples Gas and $181.2 million 104 

for North Shore.  By comparison, the Utilities’ permanent capital per their respective 105 

Schedule D-1’s is $1.4 billion for Peoples Gas and $168.5 million for North Shore.  106 

Therefore, Peoples Gas’ projected capitalization is again larger than rate base and North 107 

Shore’s capitalization is again about the same size as rate base.  In addition, North 108 

Shore’s average cash balance for 2012 is projected to be $15.7 million versus an average 109 

short-term debt balance of $6.8 million for a net cash balance of $8.9 million.  This net 110 
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cash balance will be used to fund any difference between rate based and permanent 111 

capital over the long-term. 112 

Q. What other adjustments has Ms. Kight-Garlisch proposed to the Utilities’ capital 113 

structures? 114 

A. Ms. Kight-Garlisch continues to impute capital structures for the Utilities based on Gas 115 

Group data rather than the readily available company data, and appears to be intent on 116 

pushing the Utilities toward lower credit ratings. 117 

Q. What support does Ms. Kight-Garlisch provide for this imputation? 118 

A. In her rebuttal testimony (Staff Ex. 13.0, 6:92-94), Ms. Kight-Garlisch imputes capital 119 

structures for the Utilities on the grounds that “The S&P financial risk ratios . . . . clearly 120 

show that it is necessary to impute capital structures for the Companies.”  121 

Q. Do you agree that the S&P financial risk ratios support imputed capital structures for the 122 

Utilities? 123 

A. No.  In fact, the S&P financial risk ratios support the Utilities’ proposed capital 124 

structures.  Ms. Kight-Garlisch relies on the historical Gas Group ratios failing to 125 

recognize that the rating agencies’ focus is on current and forecasted financial 126 

performance.  Any Outlook section of an S&P write up makes this clear, including NS-127 

PGL Ex. 35.2P.  As I noted in my direct (NS Ex. 2.0, 8:126-132; PGL Ex. 2.0, 8:125-128 

131) and rebuttal (NS-PGL Ex. 18.0, 9:164-10:168) testimony, the average Gas Group 129 

forecasted equity ratio to permanent capital is similar to the Utilities’ proposed ratios.  In 130 

referencing the S&P Financial Risk matrix (image included below), Ms. Kight-Garlisch 131 

fails to note that S&P considers 5 of the Gas Group companies to have Intermediate 132 

financial risk and 3 to have Significant financial risk.  Thus the Gas Group is weighted 133 
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towards the Intermediate risk level, which also supports the Utilities’ forecasted capital 134 

structures.  Thus, the Utilities’ current ratings are supported by their current and 135 

forecasted capital structures.  Introducing additional leverage into their capital structures 136 

at this time would put these ratings in jeopardy.   137 

 138 

Q. Can S&P ratings for the Gas Group and the Utilities be inferred by simply calculating a 139 

few financial metrics? 140 

A. No.  S&P’s “Criteria Methodology: Business Risk/Financial Risk Matrix Expanded” 141 

included as Attachment A in Ms. Kight-Garlisch’s rebuttal testimony states on page 4 142 

that, “…it is essential to realize that the financial benchmarks are guidelines, neither 143 

gospel nor guarantees.”  Staff’s misapplication of S&P’s matrices is made abundantly 144 

clear by S&P’s admonition on page 5 that “our assessment of financial risk is not as 145 

simplistic as looking at a few ratios.”  146 

Q.  Would the Utilities adjust their actual capital structure should the Commission decide to 147 

impute Ms. Kight-Garlisch’s proposed capital structure? 148 

A. Yes.  Because the cost of maintaining a capital structure that is different than the 149 

authorized capital structure would be borne entirely by their shareholders, the Utilities 150 
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would immediately start adjusting their capital structure toward that authorized by the 151 

Commission.  152 

III. LONG-TERM DEBT 153 

Q. Do you have any updates related to Peoples Gas’ Series OO long-term debt? 154 

A. Yes.  Peoples Gas’ Series OO long-term debt was redeemed August 18th.  It is no longer 155 

a forecasted redemption. 156 

Q. Ms. Kight-Garlisch argues in her rebuttal testimony (Staff Ex. 13.0, 2:37-39) that Peoples 157 

Gas’ Series PP long-term debt should only be removed from the balance of long-term 158 

debt if an Order in ICC Docket No. 11-0476 authorizes Peoples Gas to purchase IFA 159 

Series 2003D bonds.  Do you agree? 160 

A. No. Peoples Gas’ Series PP long-term debt was redeemed in early 2008 and removed 161 

from long-term debt on its balance sheet.  The proceeding to which Ms. Kight-Garlisch 162 

refers is for approval for Peoples Gas to purchase and hold IFA Series 2003D bonds, 163 

which, based on a Commission decision in ICC Docket 11-0269 concerning Series OO, 164 

we believe the Commission would deem an investment.  In the proceeding that led 165 

Peoples Gas to initiate Docket 11-0476, Peoples Gas respectfully disagreed that the type 166 

of transaction at issue was an “investment”, because there is no cost to this so-called 167 

investment (holding open the option to issue tax-exempt debt at a later date) and it is not 168 

reflected on Peoples Gas’ or the IFA’s balance sheet.  No approval was needed to retire 169 

this debt, only to maintain the so-called investment.  The exclusion of Peoples Gas Series 170 

PP issue from Staff’s cost of long-term debt in this docket will result in a more accurate 171 

outstanding debt balance for Peoples Gas for the 2012 test year and is consistent with the 172 
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treatment of this debt issue in its last rate case, ICC Docket Nos. 09-0166 and 09-0167 173 

(cons).   174 

Q. Do you propose any other adjustments to Staff’s calculated cost of long-term debt? 175 

A. Yes.  In addition to removing Series PP from the balance of long-term debt (Staff 176 

Schedule 13.3), I have also included the unamortized costs associated with Series OO and 177 

PP, as well as the loss on reacquired debt on Series BB, EE, II, and JJ, in the Reacquired 178 

Debt section of our revised D-3 schedule, NS-PGL Ex. 35.3P.  Our proposed adjustments 179 

to Staff’s adjusted figures result in a long-term debt cost for Peoples Gas of 4.62%. 180 

Q. Have you updated Peoples Gas’ cost of capital calculation to reflect the changes you 181 

describe above? 182 

A. Yes.  Peoples Gas’ updated schedules D-1 and D-3 are presented in NS-PGL Exs. 35.4P 183 

and 35.3P, respectively.  184 

IV. FORECASTED INTEREST RATES 185 

Q. What data does Ms. Kight-Garlisch present in defense of using a historical spot-day rate 186 

to forecast the interest rate for the proposed Peoples Gas March 1, 2012 debt issue?   187 

A. Ms. Kight-Garlisch cites 10-year Treasury interest rate forecasts from multiple sources 188 

for various dates in July and August and apparently concludes that forecasting rates is 189 

problematic because all of the forecasts result in different answers.  She fails to note the 190 

similarities.  Rate forecasts in August reflect the most recent market turmoil and the 191 

Federal Open Market Committee (“FOMC”) announcement on August 9th that “economic 192 

growth so far this year has been considerably slower than the Committee had expected.”  193 

This market turmoil also explains the drop in the 5-year debt rate realized at Peoples Gas 194 
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in August.  But Ms. Kight-Garlisch offers no evidence that her spot-day rates are a more 195 

accurate forecast of Peoples Gas’ March 1, 2012 debt issue than the forecasted rates for 196 

that time period.   197 

Q. What else can you conclude from the interest rate data presented by Ms. Kight-Garlisch?   198 

A. All of the referenced firms that forecast interest rates expect the 10-year Treasury rate in 199 

the 1st Quarter of 2012 to be higher than the current spot rate. 200 

Q. Why are current rates a poor predictor of the Utilities’ costs for the forecasted test year? 201 

A. Current rates reflect the current economic environment.  They are inconsistent with a 202 

forecasted test year and assume that the current interest rate environment will continue 203 

through the 2012 test year and beyond.  Forecasted interest rates allow for expected and 204 

potential changes in the economic environment.  The Commission should not base the 205 

Utilities’ rates on inferior information when better information is available.  206 

Q. What rate do you recommend using for the projected March 2012 debt issue?   207 

A. Our updated D-3 schedule includes Staff’s 3.98% cost for this projected debt issue.  208 

While this rate is based on a spot rate earlier in the year, it is consistent with the forecasts 209 

presented in Staff’s Ex 13.0, Table 3, adjusted for the additional basis points that we 210 

would incur.  Thus we are willing to include Staff’s cost estimate for this issue.  211 

V. NEW COMMON SHARES IMPACT ON GROWTH RATE 212 

Q. Mr. McNally states that Mr. Moul’s assumption that a company issues new shares of 213 

stock at its market price invalidates his conclusion that a 5.95% growth rate is sustainable 214 

for the Gas Group (Staff Ex. 14.0, 17:357-366).  Is Mr. McNally correct?  215 
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A. It is difficult to say, given that Mr. McNally does not support his statements with any data 216 

or calculations.  But, given what we know of typical stock-based employee compensation 217 

programs, his conclusions are invalid.  Basic stock-based compensation is just that, 218 

compensation paid in the form of stock instead of cash and is one element of some 219 

employees’ compensation packages.  If new shares are issued, they are issued at market 220 

price.  Stock options are granted at an exercise price equal to the grant date’s closing 221 

market price.  In both cases the market price of the stock is what is reflected in the 222 

company’s book value.  Thus, Mr. McNally incorrectly assumes that new shares issued as 223 

part of employee compensation plans are issued below market, let alone below book 224 

value.  Accordingly, Mr. McNally’s criticism of Mr. Moul’s assumption is itself invalid. 225 

VI.  SUMMARY 226 

Q. In summary, what are your conclusions regarding the proposals by Staff concerning the 227 

Utilities’ overall rate of return on rate base in this case? 228 

A. My conclusions are as follows: 229 

  First, Staff’s continued push for an imputed capital structure is unwarranted and 230 

baseless.  Contrary to Staff’s claims, the Utilities have demonstrated that short-term debt 231 

is not used to fund rate base and therefore should not be included in the Utilities’ capital 232 

structure.  In addition, Staff’s imputed capital structure is extreme and not based in 233 

reality.  The Utilities have demonstrated that using their actual capital structure of 56% 234 

equity and 44% long-term debt is more comparable to the proxy group than Staff’s 235 

proposed imputed capital structure.     236 

  Second, Staff’s inclusion of Peoples Gas’ repurchased Series PP long-term debt 237 

issue in the cost of long-term debt is inappropriate.  Peoples Gas repurchased this debt in 238 
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2008 and no liability remains outstanding.  The current debt-related docket is simply for 239 

Commission approval to hold an investment even though Peoples Gas records no such 240 

investment on its books.  That docket should have no impact on how the Series PP debt is 241 

treated for computing Peoples Gas’ cost of long term debt in this proceeding.  242 

  Third, Staff’s use of historical spot-day rates for forecasted new long-term debt 243 

issues should be rejected.  Using such rates is not consistent with forecasting the Utilities’ 244 

costs in a future test year for ratemaking purposes. 245 

  Fourth, Staff’s claim that new shares are issued below market is invalid and 246 

therefore renders the corresponding analysis unreliable. 247 

Q. Does this complete your surrebuttal testimony? 248 

A. Yes. 249 


