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THEIR MOTION TO STRIKE PORTIONS OF  
STAFF EXHIBIT 14.0 AND SCHEDULES 14.1 THROUGH 14.4 

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

Company (“Peoples Gas”) (collectively, the “Utilities”) respectfully submit their Reply in 

Support of Their Motion to Strike Portions of the Rebuttal Testimony of Staff witness Michael 

McNally (Staff Exhibit 14.0) and related Schedules thereto (Staff Schedules 14.1 through 14.4), 

and in support thereof state as follows:   

Staff’s attempt to justify Staff witness Michael McNally’s principal component analysis 

testimony as proper rebuttal in this proceeding falls short.  Mr. McNally’s principal component 

analysis should have been raised in his direct testimony.  It was not responsive to the Utilities’ 

rebuttal testimony, but rather was included to correct a failure by Mr. McNally to address 

positions taken by Utilities’ witness Paul Moul in his direct testimony. 

Staff’s Response to the Motion is based on the assertion that Mr. McNally needed to raise 

his principal component analysis in his rebuttal testimony to respond to a change in position by 

Mr. Moul with respect to the comparative risk of the Utilities vis-à-vis his proxy group of other 

gas utility companies referred to as the “Gas Group.”  A side-by-side comparison of the relevant 
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testimony from Mr. Moul’s direct testimony to Mr. McNally’s direct testimony to Mr. Moul’s 

rebuttal testimony demonstrates that this claim is false: 

Moul Direct1 McNally Direct Moul Rebuttal 

The overall investment risk of 
Peoples Gas is higher than the Gas 
Group and the Combination 
Group.  The Company’s size is 
smaller, its earnings variability has 
been substantially higher than that of 
the Gas Group and the Combination 
Group, its operating ratios were 
higher than these groups, and its 
fixed charge coverages have been 
considerably weaker than these 
groups.  The earnings quality and the 
IGF to construction has been similar 
for the Company and the Gas Group.  
While the historical comparison of 
common equity ratios have been 
similar, the forecasts by Value Line 
show that the Company’s financial 
risk will be slightly higher.  The 
Company’s credit rating by S&P is 
weaker than the Gas Group, while 
the Moody’s rating is similar.  
Based on my overall evaluation I 
conclude that the Gas Group has 
lower overall investment risk than 
the Company.  Ideally it would be 
desirable to assemble a proxy group 
of gas utilities that reflected the 
higher risk of Peoples Gas, but it is 
not practical to do so because of the 
very limited number (i.e., twelve 
companies) of gas utilities that have 
traded stock that are candidates for 
any potential group.  The rate of 
return on common equity set for 
Peoples Gas in this proceeding 
should therefore recognize its 
higher risk characteristics.2 
 

According to financial theory, the 
market-required rate of return on 
common equity is a function of 
operating and financial risk.  Thus, 
the method used to select a sample 
should reflect both the operating and 
financial characteristics of a firm.  I 
adopted the same group of gas utility 
companies that Companies’ witness 
Moul used in his estimate of the 
return on common equity for North 
Shore and Peoples Gas.  I believe 
that Mr. Moul’s sample companies 
provide reasonable proxies for the 
operating risk of North Shore and 
Peoples Gas.3 
 
 
Q42.  What reasoning did Mr. Moul 
provide for excluding his DCF 
analysis from his recommendation 
for the Companies cost of common 
equity? 
A42.  He claims that the growth 
prospects for the natural gas industry 
generally, and the Gas Group in 
particular, have been “negatively 
impacted by recent economic 
conditions” and that dividend yields 
for the Gas Group “remain low in 
response to the low interest rate 
environment.”  Thus, he concludes 
that the DCF produces a 
“misleading” measure of the cost of 
common equity for gas utilities.  He 
suggests that conclusion by the fact 
that his DCF result is inconsistent 
with his risk premium and CAPM  

Mr. McNally accepts my proxy 
group for the purpose of applying 
the financial models – DCF and 
CAPM – for determining the 
Utilities’ market rates of return and 
common equity.  As Mr. McNally 
acknowledges, “the market-required 
rate of return on common equity is a 
function of operating and financial 
risk.  Thus the method used to select 
a sample should reflect both the 
operating and financial risk 
characteristics of a firm.  I adopted 
the same group of gas utility 
companies that Companies’ witness 
Moul used in his estimate of the 
return on common equity for North 
Shore and Peoples Gas.”  (Staff Ex. 
5, 2:36-41)  He goes on to say that 
he believes the proxy group provides 
a reasonable proxy for the Utilities 
operating risk.  As I demonstrated 
in my direct testimony, the 
Utilities actually have greater 
investment risk as compared to 
the Gas Group, and as such the 
results of the models of the cost of 
equity obtained from the Gas 
Group understate the required 
returns for the Utilities.  
Unfortunately, Mr. McNally has 
failed to recognize the higher risk 
of the Utilities in making his 
recommendation. This contributes 
to the serious underestimation of 
their costs of equity by him.4 
 
 

                                                 
1 While language is presented only from Mr. Moul’s direct testimony for Peoples Gas, similar language appears in 

his testimony for North Shore, as well.  (See  NS Ex. 3.0) 
2 PGL Ex. 3.0, 12:250 – 13:264 (emphasis added). 
3 Staff Ex. 5.0, 2:36-42 (emphasis added). 
4 NS-PGL Ex. 19.0, 10:199-205 (emphasis added). 
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Differences in risk traits, such as 
size, business diversification, 
geographical diversity, regulatory 
policy, financial leverage, and bond 
ratings must be considered when 
analyzing the cost of equity 
indicated by the models.  In this 
case, the model results are lower 
than the Company’s cost of equity 
because the Gas Group has a 
lower risk than the Company.5 
 
 
As I noted previously in my 
testimony, the Company’s risk is 
higher than that of the Gas Group.  
Hence, the DCF results from the 
Gas Group provides an 
inadequate measure of the 
Company cost of equity.6 
 
 
Here, the Risk Premium and CAPM 
results for both groups are closely 
aligned.  But when considering the 
DCF, with current market data, the 
result for the Gas Group is clearly an 
outlier.  The results for the Gas 
Group are too low to reliably 
measure the cost of equity.  Even if  
I included the results of the DCF 
in my recommendation, I would 
recommend an 11.25% cost of 
equity to reflect the fact that the 
Gas Group collectively has lower 
overall investment risk than the 
Company.7 

results.8  

 

This comparison of testimony refutes Staff’s arguments that (1) Mr. Moul’s rebuttal 

testimony showed a change in position by the Utilities, (2) Mr. Moul’s direct testimony made no 

adjustment to the result of his models based on his conclusion as to the Utilities’ higher risk 

                                                 
5 PGL Ex. 3.0, 13:271-275 (emphasis added). 
6 PGL Ex. 3.0, 29:645-648 (emphasis added). 
7 PGL Ex. 3.0, 6:112-118 (emphasis added). 
8 Staff Ex. 5.0, 25:478-486. 
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compared to the Gas Group in his direct testimony, and (3) Mr. McNally’s principal component 

analysis could not have been raised in response to Mr. Moul’s direct testimony.  In his direct 

testimony, Mr. Moul not only concluded that the Gas Group had lower risk compared to the 

Utilities, but also that the model results should be adjusted to reflect this difference in risk.  

Moreover, Mr. Moul in fact did make such adjustments in his direct testimony by excluding the 

results of his DCF analysis, in part based upon this conclusion, and by testifying that even if the 

DCF results were included he would recommend an upward adjustment in the cost of equity to 

11.25% “to reflect the fact that the Gas Group collectively has lower overall investment risk than 

the Compan[ies].”  (Moul Dir., PGL Ex. 3.0, 6:116-118)  Thus, Staff’s claims in its Response (at 

pp.4-5) that Mr. Moul did not recommend or make such an adjustment in his direct testimony 

and, in his rebuttal, changed positions by criticizing Mr. McNally’s direct testimony for not 

having done so are false. 

Mr. Moul’s rebuttal testimony merely highlighted the fact that Mr. McNally found that 

the Gas Group provided a reasonable proxy for the Utilities’ operating risks and did not, as 

Mr. Moul had done, account for the Utilities’ higher risks by adjusting the results of his models.  

There was no change in position by Mr. Moul in his rebuttal testimony from his direct testimony 

on this point.  Further, question and answer 42 from Mr. McNally’s direct testimony shown 

above reveal that not only did Mr. McNally ignore Mr. Moul’s conclusion that the Utilities’ risks 

are higher than the Gas Group’s risk, but also that this conclusion is one of the reasons why Mr. 

Moul excluded the DFC results from his analysis (or adjusted the Utilities’ costs of common 

equity to 11.25% if the DCF results were included).   

By pointing out Staff’s failure to address these points from Mr. Moul’s direct testimony 

during its own round of direct testimony, Mr. Moul’s rebuttal testimony did not open the door for 
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Staff to correct this omission by including in its rebuttal testimony what it should have included 

in its direct.  Indeed, given the reasons stated by Staff in its Response for why Mr. McNally 

raised his principal component analysis, the testimony set out above demonstrates that this 

analysis clearly is an untimely response to Mr. Moul’s direct testimony and not proper rebuttal.  

Moreover, Mr. McNally clearly changed positions in his rebuttal testimony from his direct 

testimony.  In his direct testimony, he concluded that the Gas Group is a reasonable proxy for the 

Utilities’ risks; in his rebuttal testimony, Mr. McNally instead concluded that the risk of Peoples 

Gas is lower than that of the Gas Group by using his principal component analysis.  Thus, 

allowing Staff to wait until its round of rebuttal testimony to spring this new and complex 

analysis on the Utilities that is in fact responsive to the Utilities’ direct testimony, not their 

rebuttal, would violate 83 Ill. Admin. Code § 200.660 and the scheduling order entered by the 

ALJs.  By raising this analysis so late in the proceeding and out of order, so that the Utilities only 

had one week to evaluate and respond to it in their surrebuttal testimony, the Utilities have been 

unfairly prejudiced. 

Also, Staff’s response to the unfairness and prejudice of the Utilities having to respond to 

Staff’s principal component analysis in the one-week timeframe of surrebuttal misses the points 

raised by the Utilities in their Motion.  First, as demonstrated above, the circumstances are not of 

the Utilities’ own making; contrary to Staff’s assertion, Mr. Moul did in his direct testimony 

what he criticized Mr. McNally for not doing in his direct testimony.  Mr. Moul did make 

adjustments to his models based on his conclusion that the Utilities have higher risks than the 

Gas Group, but Mr. McNally, for whatever reason, chose not to respond to that in his own direct 

testimony.  This leads to the second point – the Utilities are not saying that they should never 

have to respond to a complex analysis during a one-week surrebuttal period, but rather, that it is 
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unfair and prejudicial for the Utilities to have to do so here where the complex analysis at issue 

improperly was not presented in an earlier round of testimony, denying them a longer response 

time.  By Staff’s waiting to raise in rebuttal testimony what it should have raised in direct 

testimony, the result is that the Utilities unfairly were left with one week to respond to a complex 

analysis to which, given what the Utilities included in their direct testimony, they should have 

had four times as long to evaluate and respond.   

Third, Staff merely stating that Mr. McNally has produced all of his workpapers does not 

address the fact that those workpapers failed to include the information the Utilities identified in 

their Motion (at pp. 6-7, ¶ 11) that they would need to obtain in order to fully evaluate his 

principal component analysis.  Again, the Utilities’ point is that by Staff raising this analysis for 

the first time in rebuttal testimony when it should have been raised in direct testimony, the 

Utilities’ opportunity to challenge Mr. McNally’s workpapers as incomplete and engage in 

meaningful discovery in time to fully evaluate the analysis before filing responsive testimony 

was unfairly hobbled. 

Finally, as held by the court in Northern Moraine Wastewater Reclamation Dist. v. 

Illinois Commerce Commission, 392 Ill. App. 3d 542, 575-76, 912 N.E.2d 204, 233-34 (2nd Dist. 

2009), it is appropriate to consider how a shortened one-week time period for surrebuttal 

testimony limits a party’s ability to respond to information and positions that should have been 

raised in an earlier round of testimony pursuant to an ALJ’s scheduling order.  

All of these reasons compel the conclusion that Mr. McNally’s testimony and schedules 

concerning his principal component analysis should be stricken from his rebuttal testimony.  

However, the Utilities have determined that with respect to Mr. McNally’s testimony on page 16 

of his rebuttal, only the sentence starting on line 347 and ending on line 349, along with related 
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