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I. INTRODUCTION AND BACKGROUND 1 

A. Witness Identification 2 

Q. Please state your name and business address. 3 

A. My name is Paul R. Moul.  My business address is 251 Hopkins Road, Haddonfield, NJ  4 

08033-3062. 5 

Q. Have you previously submitted direct and rebuttal Testimony on behalf of The Peoples 6 

Gas Light and Coke Company (“Peoples Gas”) and North Shore Gas Company (“North 7 

Shore”) (together, “the Utilities”) in this consolidated Docket? 8 

A. Yes. 9 

B. Purpose of Testimony 10 

Q. What is the purpose of your surrebuttal testimony? 11 

A. I respond to certain aspects of the rebuttal testimony of Staff witness Michael McNally 12 

and Governmental and Consumer Intervenors witness Christopher Thomas regarding the 13 

Utilities’ cost of equity. 14 

C. Summary of Conclusions 15 

Q. Please summarize the conclusions of your surrebuttal testimony. 16 

A. The rebuttals of Messrs. McNally and Thomas do not rehabilitate their initial proposals, 17 

which by any objective benchmark would indicate that they have significantly 18 

understated the Utilities’ cost of equity.  Both witnesses fail to consider the overall 19 

significance of their proposals, were the Commission to adopt any of them.  Reducing the 20 

Utilities’ authorized returns on equity (ROEs) by over 100 basis points would have a 21 

serious detrimental impact on the investment community’s assessment of the Utilities and 22 
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needlessly add to their risk in a period of extreme volatility in the capital markets.   23 

II. COST OF EQUITY 24 

Q. Mr. McNally makes several references to the decline in the cost of equity that both you 25 

and he have recognized in your respective proposals concerning the Utilities’ cost of 26 

equity.  Does his reference on page 3, line 46 of his rebuttal testimony to a 114 basis 27 

points decline in the cost of equity accurately reflect your position in this case? 28 

A. No.  I updated my analysis and reduced my recommendation in my rebuttal testimony.  I 29 

reduced my cost of equity recommendation by 40 basis points, i.e., from 11.25% in my 30 

direct testimony to 10.85% in my rebuttal testimony.  In making the 40 basis points 31 

reduction, I employed the same methods and models that I used to support my initial 32 

recommendation that I presented in my direct testimony.  The updated cost of equity that 33 

I proposed in my rebuttal testimony does not reflect the significant increase in stock 34 

market volatility that occurred subsequent to that time.  The significant increase in market 35 

volatility in August 2011 reveals the conservative nature of my cost of equity update. 36 

Q. How does the significant increase in market volatility in August 2011 reveal the 37 

conservative nature of your cost of equity update? 38 

A. Increased market volatility signifies an increase in risk, which will cause investors to 39 

require higher returns as compensation for higher risk.  This is because there is a 40 

fundamental link between risk and return, i.e., as risk increases the required return 41 

increases and vice-versa.  Since the time my update was prepared, stock market risk has 42 

increased substantially as revealed by the significant upward move in the Chicago Board 43 

of Exchange Volatility Index (“VIX”), which I described in my rebuttal testimony (NS-44 

PGL Ex. 19.0, at 8:169 – 9:186).  With higher stock market risk today, my update 45 
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represents a conservatively low result in light of higher risk that has subsequently 46 

developed.   47 

Q. In his rebuttal testimony beginning at page 4, line 73, Mr. McNally continues to attack 48 

your use of historical data.  Please respond. 49 

A. Mr. McNally mischaracterizes my consideration of historical data.  The historical data 50 

that I considered in my cost of equity analysis was not the sole basis for any of my results 51 

for the models.  Rather, I considered historical data along with forecasts and utilized 52 

these data along with informed judgment.  For example, as I explained in my direct 53 

testimony (NS Ex. 3.0, 19:404 – 22:484; PGL Ex. 3.0, 19:404 – 22:484), for the growth 54 

component of my DCF analysis, I reviewed historical data as well as a number of 55 

forecasts of earnings per share growth rates for the Gas Group.  Based on these various 56 

sources, I selected point estimates of growth for use in my model.  My approach varies 57 

from Staff’s reliance on a single day’s “spot” data, which leaves no room to assess the 58 

reasonableness of the data and the model results they produce.  Nor does Staff in its 59 

approach appear to give any consideration to whether their results make any common 60 

sense in light of overall market sentiment and the types of returns investors expect from 61 

the regulatory process.   62 

Q. As part of his defense of using spot data to calculate the cost of equity, at page 9, line 196 63 

of his rebuttal testimony, Mr. McNally submits a variety of updates using subsequent 64 

data.  What conclusions can be drawn by a review of these data? 65 

A. The most obvious observation is that the data taken from May 12, 2011, produced Mr. 66 

McNally’s lowest results as compared to all of his subsequent updates, yet he has not 67 

updated his ROE recommendation.  His recommendation continues to be based on data 68 
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that is now over three months old.  In addition, the series of calculations provided on 69 

page 10 of Mr. McNally’s rebuttal demonstrate once again that the results of his cost of 70 

equity models do not produce returns that make sense in the current capital markets.  To 71 

reach that conclusion, I have compared the average results of the Staff’s models to the 72 

VIX.  The comparisons are: 73 

 

 As can plainly be seen, Staff’s costs of equity models are unresponsive to the enormous 74 

recent increase in market volatility.  Indeed, Staff’s cost of equity model does not react to 75 

basic changes in market sentiment.  This is shown by a cost of equity calculated with data 76 

from June 22, 2011, when the VIX was 18.52 that is virtually the same as cost of equity 77 

calculated with data from August 10, 2011, when the VIX was over twice as high at 78 

42.99.  It simply makes no sense that the Gas Group’s cost of equity is virtually 79 

unchanged when market volatility has doubled.  For this reason alone, the Commission 80 

should disregard Staff’s cost of equity estimates in calculating the authorized return for 81 

Peoples Gas and North Shore. 82 

 In fact, higher market volatility signifies increased risk, and investor-required 83 

returns will ratchet upward in reaction to this higher risk.  My conclusion is that in 84 

Date

Average 
Staff 

Result VIX

05/12/11 8.85% 16.03
06/22/11 9.01% 18.52
06/29/11 8.97% 17.27
07/06/11 8.96% 16.34
07/13/11 8.90% 19.91
07/20/11 8.94% 19.09
08/10/11 9.02% 42.99
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today’s market environment the Staff’s cost of equity models are broken and are not 85 

producing results that can be relied upon to establish the cost of equity in this case.   86 

Q. Starting at page 13, line 258 of his rebuttal testimony, Mr. McNally devotes considerable 87 

rebuttal testimony to your point that Staff has used inconsistent approaches to measure 88 

the cost of equity in the Utilities’ recent rate cases.  How does your approach stack up 89 

regarding consistency? 90 

A. In the three rate cases where I have submitted cost of equity testimony for Peoples Gas 91 

and North Shore, I have been entirely consistent in my approach concerning the methods 92 

and models that I used to measure the cost of equity.  Obviously, in each instance, I have 93 

considered the data generally available to investors and analysts and employed informed 94 

judgment to establish the various inputs to the models, as well as to interpret the model 95 

results and weight them accordingly in arriving at my final recommendation.  By 96 

contrast, Staff has employed different models from case to case, without explaining why 97 

they are changing their methodology.  This practice continues in this case, in which Mr. 98 

McNally, after switching from a constant growth DCF model to a multi-stage version 99 

without explanation in the Utilities’ last rate case, has switched back to a constant growth 100 

model in this case, again without any explanation. 101 

Q. At page 17, line 357 of his rebuttal testimony, Mr. McNally finds fault with the 102 

sustainable growth rate analysis (see NS-PGL Ex. 19.12) that you submitted in your 103 

rebuttal testimony.  Please respond. 104 

A. It seems that Mr. McNally’s criticisms revolve around future stock sales by the 105 

companies in the Gas Group.  First, he quarrels with the assumption that all new shares 106 

would be sold at a market price that exceeds book value.  Second, he seems to believe the 107 
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stock issued to employees as part of compensation may not produce compensation to a 108 

company or may not be issued at all because the market price does not exceed the 109 

exercise price.   110 

As a preliminary matter, these concerns are purely theoretical.  Mr. McNally does 111 

not point to any company within the Gas Group where these situations apply.  Further, 112 

there is no basis to assume that new stock sales will take place at prices other than market 113 

prices.  To assume otherwise would severely contradict Mr. McNally’s position that the 114 

current market price is the sole determinant of the cost of equity.  Mr. McNally has not 115 

provided any guidance as to how an analyst could forecast a higher or lower future stock 116 

price for new sales of stock that vary from the current market price.   117 

New issues of stock and options to employees as part of compensation are 118 

recorded on the utility’s books based upon market prices when the stock or options are 119 

issued, as detailed in the surrebuttal testimony of Ms. Gast.  Finally, the amounts of new 120 

shares that are forecast in NS-PGL Ex. 19.12 reflect only shares expected to be issued 121 

and do not include shares provided through options that are not subsequently exercised.  122 

None of Mr. McNally’s observations regarding new issues of stock have any bearing on 123 

the final results shown on NS-PGL Ex. 19.12. 124 

Q. At page 21, line 446 of his rebuttal testimony, Mr. McNally persists in arguing that his 125 

ambient temperature analogy somehow applies to your leverage adjustment. Is this 126 

correct? 127 

A. No.  His analogy could be correct only if I used more than one scale to apply my leverage 128 

adjustment.  The reason that Mr. McNally’s analogy is inapplicable is that I have used 129 

only one scale to measure financial leverage.  That scale is revealed by percentages (%) 130 
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of debt to capital, preferred stock to capital, and common equity to capital.  In every 131 

instance the scale has been uniform, and only the input values (i.e., dollar amounts) vary 132 

according to whether market value amounts of debt, preferred stock and common equity 133 

are employed, or if the corresponding book value amounts are used in the calculations.  134 

Mr. McNally’s analogy is entirely off-point, as is the criticism he bases on that analogy. 135 

Q. Mr. McNally observes that “…market prices are set by transactions between investors 136 

rather than transactions between the company and its investors…”  (Staff Ex. 14.0, 137 

23:478-480)  How does this observation fit within your leverage adjustment formulas? 138 

A. Mr. McNally’s observation is right on point.  He simply fails to draw the plain conclusion 139 

from it.  If the rate setting process used the transaction prices between investors to 140 

compute the capital structure ratios, then no leverage adjustment would be necessary 141 

because the financial risk would be synchronized with the costs of capital obtained from 142 

those transaction prices.  But since the rate setting process uses a different set of book 143 

values to compute capital structure ratios that usually vary from those transaction prices, 144 

then the leverage adjustment is necessary for the market prices to reflect the financial risk 145 

to those book value capital structures. 146 

Q. At lines 500 through 513 of page 24 of his rebuttal testimony, Mr. McNally asserts that 147 

the market price of stock that differs from book value does not increase the required 148 

return.  Please respond. 149 

A. I presume that Mr. McNally is attempting to show that although the market price may be 150 

higher than book value, that fact alone does not alter the required return.  The problem 151 

with his example is that it is inherently contradictory.  If the regulatory process 152 

determines that a company can only realize a 10% annual return then the $11 return will 153 
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not be realized -- or expected by investors.  The $11 of earnings could only be obtained if 154 

the return were increased to 11% as applied to book value.  If the return is not increased 155 

to reflect its application to a book value capital structure, the company’s stock will 156 

continue to trade at $100 in relation to the $10 earnings that is produced from a 10% 157 

return on that $100 book value. 158 

Q. At line 517 of page 24 through line 532 of page 25 of his rebuttal testimony, Mr. 159 

McNally attempts to defend the conclusions reached in the Wong article.  Please respond. 160 

A. The Wong article does not effectively repudiate the size premium as it relates to utilities.  161 

The Zepp article, which is directed specifically to the Wong article, provides specific 162 

research on the small firm effect related specifically to water utilities that support the size 163 

adjustment for the utility industry.  I should further add that the SBBI data that I relied 164 

upon and the Fama/French research used data from all sectors of the economy with traded 165 

stocks, including utilities. 166 

Q. At lines 631 through 643 of page 30 of his rebuttal testimony, Mr. McNally asserts that 167 

your business risk analysis for the Utilities relied upon distorted data.  Is this correct? 168 

A. No.  My business risk analysis was based upon the financial statements of the Utilities on 169 

file with the SEC using the GAAP presentation.  My business risk analysis was based 170 

upon the data available to investors that they would use to assess the relative risk of 171 

Peoples Gas and North Shore vis-à-vis other gas distribution companies.  As part of my 172 

business risk analysis, I computed the coefficients of variation of the rates of return on 173 

common equity for Peoples Gas and North Shore and concluded that both indicators 174 

pointed to higher business risk for the Utilities.  In order to confirm that my analysis was 175 

valid, I reran the analysis by removing the effects of the 2006 PGA Settlement Charge.  176 
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The net income impact of the settlement charge was far less than the $300 million 177 

referenced by Mr. McNally.  Indeed, the after-tax net income affect was only $62.081 178 

million for Peoples Gas and $2.591 million for North Shore in 2006 and $13.859 million 179 

for Peoples Gas and $1.205 million for North Shore in 2007.  With these amounts, I have 180 

recalculated the coefficients of variation by excluding the net income effect of the PGA 181 

Settlement Charges in 2006 and 2007.  The results of that analysis are coefficients of 182 

variation of 0.659 (2.9% ÷ 4.4%) for Peoples Gas and 0.300 (2.4% ÷8.0%) for North 183 

Shore.  While these coefficients are lower than ones that I provided in my direct 184 

testimony, they continue to exceed substantially the corresponding coefficients of 185 

variation of 0.067 for the Gas Group, 0.119 for the Combination Group, and 0.103 for the 186 

S&P Public Utilities.  Thus, my analysis continues to indicate that the Utilities have 187 

higher risk than the Gas Group.  188 

Q. Mr. McNally presented in his rebuttal testimony a new analysis of the Utilities’ risk 189 

relative to the Gas Group and the utilities in his S&P 500 market return estimate.  Are 190 

you able to respond to Mr. McNally’s new analysis? 191 

A. No, I am not.  The case schedule provided only seven calendar days for me to respond to 192 

Mr. McNally’s rebuttal.  The new analysis he presents for the first time in his rebuttal 193 

testimony is unlike any I have seen in my 35 years of performing ROE analyses and 194 

testifying on them.  The analysis responds to my conclusion, presented in my direct – not 195 

my rebuttal – testimony (NS Ex. 3.0, at 12:248 – 13:264; PGL Ex. 3.0, at 12:249 - 196 

13:264), that the Gas Group’s overall risk is lower than that of the Utilities.  Further, I did 197 

not receive Mr. McNally’s workpapers until late in the day on August 16th, which left me 198 

only four business days to review his new analysis and prepare a response to it.  My 199 



 

Docket Nos. 11-0280, 11-0281 Cons.  NS-PGL Ex. 36.0 Page 10 of 12

review of his workpapers revealed that they were incomplete, missing source data, 200 

calculations and formula relating to most of the analysis.  Mr. McNally “supplemented” 201 

his workpapers on Thursday afternoon, August 18th.  The workpapers remain incomplete 202 

and have not allowed me to properly analyze his data, much less to know the source 203 

material or years involved for much of it.  I understand that the Utilities have requested 204 

additional information from Staff.  If I receive that information, I may be able to provide 205 

some observations about Mr. McNally’s new analysis at the hearing.   206 

Q. Even though you do not have adequate back-up from Staff to properly analyze their 207 

Factor analysis, do you have a general reaction to Mr. McNally rebuttal testimony in this 208 

regard? 209 

A. Yes.  Mr. McNally reaches a conclusion that Peoples Gas has slightly lower financial risk 210 

than the Gas Group.  Yet this conclusion, even if supported by his new analysis, is 211 

erroneous if the capital structure proposal of Staff witness Kight-Garlisch was adopted by 212 

the Commission.  Adoption of Ms. Kight-Garlisch’s proposed capital structure would 213 

increase Peoples Gas’ risk.  Moreover, what I can tell from the workpapers that Mr. 214 

McNally has produced to date is that the common equity ratio proposed by Peoples Gas 215 

is entirely reasonable because it falls within the range of ratios for the companies in the 216 

Gas Group.  For example, the common equity ratio is 57.05% for WGL Holdings, 217 

according to Mr. McNally, which exceeds the common equity ratio that is proposed by 218 

Peoples Gas.  This shows that the Utilities’ proposed capital structure ratio proposal is 219 

reasonable.  The same conclusion applies to North Shore. 220 

Q. At page 8, line 198 of his rebuttal testimony, Mr. Thomas challenges the common sense 221 

test that should be applied when assessing the results of the models used to calculate the 222 
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cost of equity.  Does common sense play a role in establishing the cost of equity in a rate 223 

case? 224 

A. It certainly does.  Standard ratesetting principles mandate its use.  One ratesetting 225 

principle focuses on the “end result” of the process.  It is not the individual elements that 226 

are determinative in the ratesetting process, but whether the “end result” provides the 227 

utility with an opportunity to recover its costs and earn a fair return on its investment.  By 228 

contrast, Messrs. McNally and Thomas are focused entirely on the mechanics of the 229 

process and ignore the more important question of whether the “end result” is fair to the 230 

Utilities.  Another ratesetting principle is that the return should be comparable to returns 231 

for companies of similar risk.  If other utilities are receiving returns that substantially 232 

exceed the model results produced by the calculations performed by Messrs. McNally 233 

and Thomas, then common sense tells you that those model results are not providing a 234 

fair return for the Utilities. 235 

Q. Mr. Thomas claims at page 12, line 280 of his rebuttal testimony that changes in market 236 

value do not change the amount that a utility has invested in its rate base.  Does this fact 237 

repudiate your leverage adjustment? 238 

A. No.  Mr. Thomas’ observation is the very reason the leverage adjustment is necessary.  239 

While the value of the rate base does not respond to changes in the market value of a 240 

utility’s securities, the changing market values are manifested in a changing cost of 241 

capital.  In order to correctly synchronize the financial risk that is associated with the 242 

changing market values with the book value weights used to calculate the capital 243 

structure ratios in the weighted average cost of capital, my leverage adjustment is 244 

necessary to harmonize the financial risk between the market value calculated cost of 245 
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capital and the book value capital structure ratios. 246 

Q. Does this conclude your surrebuttal testimony? 247 

A. Yes, it does. 248 


