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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 testimony on behalf of The Peoples Gas Light and 6 

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

(together, “the Utilities”) in these consolidated Dockets? 8 

A: Yes. 9 

B. Purposes of Testimony 10 

Q: What are the purposes of your rebuttal testimony in this proceeding? 11 

A: I provide the Utilities’ response to the direct testimony of Illinois Commerce Commission 12 

(“Commission” or “ICC”) Staff witness Michael McNally and “Governmental and 13 

Consumer Intervenors” or “GCI” witness Christopher C. Thomas regarding the Utilities’ 14 

cost of equity.  I will also use the occasion of my rebuttal to update the cost of equity 15 

analysis that I submitted with the Utilities’ direct case.   16 

C. Summary of Conclusions 17 

Q: Please summarize the conclusions of your rebuttal testimony. 18 

A: The proposals by Messrs. McNally and Thomas significantly understate the Utilities’ cost 19 

of equity for test year 2012.  In determining this cost, the Commission should address the 20 

following issues: (i) whether the costs of equity proposed by Messrs. McNally and 21 

Thomas are consistent with the likely future expectations of investors, much less their 22 
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current ones; (ii) whether the Discounted Cash Flow (“DCF”) model applied by Mr. 23 

McNally to the Gas Group data produces results that make common sense; and (iii) the 24 

extent to which other methods, in particular the Risk Premium approach and Capital 25 

Asset Pricing Model (“CAPM”), provide reasonable measures of the cost of common 26 

equity. 27 

Q: How would the financial community react to the Commission’s acceptance of the costs of 28 

equity proposed by Staff or GCI? 29 

A: As described by the rebuttal testimony of Mr. Steven Fetter, the financial community 30 

would be shocked if the Commission set the Utilities’ cost of equity at the levels 31 

proposed by Staff and the GCI witnesses.  Technical disputes about models and data 32 

aside, Staff and GCI propose returns of equity that are simply not representative of the 33 

returns investors can earn for other investments of comparable risk, including 34 

investments in other distribution-only utilities like the Utilities.  The adoption of such 35 

returns by the Commission would put downward pressure on the Utilities’ credit ratings 36 

and would likely result in increases in their costs of capital.  These increases would, of 37 

course, be eventually passed through to the Utilities’ customers. 38 

Q: What evidence do you have that the cost of capital recommendations of Messrs. McNally 39 

and Thomas understate the Utilities’ actual cost of capital? 40 

A: My updated DCF model using data obtained for the Gas Group demonstrates that this 41 

model is presently producing returns that are fundamentally inconsistent with a 42 

reasonable application of other methods used in this case, as well as the DCF results for 43 

combination utilities.  In addition, the inadequacy of the returns proposed by Messrs. 44 

McNally and Thomas is revealed by an analysis of returns granted by regulators in other 45 
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rate cases that I present on NS-PGL Ex. 19.01.  My analysis of returns granted in 2009 46 

and 2010 by this Commission and other regulators show an average return on equity of 47 

10.32% and a median return of 10.26%.  The highest return in the survey was 11.50% 48 

and the lowest return was 9.19%, thereby providing a midpoint return of 10.35%.  These 49 

data suggest that a return materially below 10.3% is outside the mainstream of recent 50 

returns granted by regulators.  Moreover, an 8.75% return suggested by Mr. McNally is 51 

well below the lowest return in the group, which is represented by the 9.19% return set by 52 

the Commission for Ameren CIPS in its gas case on April 29, 2010.  The rating agencies 53 

had a strong negative reaction to this extraordinary low return for Ameren CIPS, as 54 

discussed by Mr. Fetter.  If the Commission followed Mr. McNally’s lead, it would place 55 

the Utilities significantly below the sharply criticized Ameren CIPS decision and would 56 

send a strong negative signal to the financial markets that the Commission does not 57 

support the Utilities’ current financial position.  This would likely result in higher capital 58 

costs for the Utilities and their customers. 59 

Q: Why is it important that the Commission provide the Utilities rates of return that meet 60 

investors’ expectations? 61 

A. The return on equity used by the Commission to set rates embodies in a single numerical 62 

value a clear signal of the degree of regulatory support for the financial strength of the 63 

utilities that it regulates.  Although cost allocations, rate design issues, and regulatory 64 

policies relative to the cost of service are important considerations, the opportunity to 65 

achieve a reasonable return on equity represents a direct signal to the investment 66 

community of regulatory support for the utility’s financial strength (or lack thereof).  In a 67 

single figure, the authorized return on equity provides a common and widely understood 68 
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benchmark that can be compared from one company to another and is the basis by which 69 

returns on all financial assets (stocks – both utility and non-regulated, bonds, money 70 

market instruments, and so forth) can be measured.  So, while varying degrees of 71 

sophistication are required to interpret the meaning of specific Commission policies on 72 

technical matters such as the test period, rate design issues, and cost of service items, the 73 

return on equity figure is universally understood and communicates to investors the types 74 

of returns that they can reasonably expect from an investment in utilities operating in 75 

Illinois.  For a utility to obtain new capital and retain existing capital at reasonable cost 76 

and on reasonable terms, the rate of return on common equity must be high enough to 77 

satisfy investors that the return is commensurate with the risk of their investments.  The 78 

rates of return on common equity proposed by Messrs. McNally and Thomas are 79 

woefully inadequate to provide the Utilities with the opportunity to earn their cost of 80 

capital as investors currently perceive and are likely to perceive for the test year of 2012. 81 

Q: Are there objective indications that the level of returns expected by investors exceeds the 82 

cost of equity proposals by these witnesses? 83 

A: Yes.  According to the Value Line report dated June 10, 2011, the natural gas utility 84 

industry as a whole is forecast to earn the following returns: 85 

     2011  10.0% 86 
     2012  10.0%  87 
     2014-16 10.5% 88 

These returns that investors expect for the natural gas distribution utilities exceed 89 

substantially the costs of equity proposed by Messrs. McNally and Thomas. 90 

Q: Do you agree with any aspects of the testimony submitted by Messrs. McNally and 91 
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Thomas? 92 

A: Yes, there are several.  There is general agreement among us that more than one approach 93 

should be used to measure the cost of equity.  There is, however, serious disagreement 94 

about the relative weight that should be afforded to the results of the various methods.  95 

There is also general agreement concerning the composition of the companies to be 96 

included in the Gas Group, although Staff witness Ms. Sheela Kight-Garlisch takes issue 97 

with respect to the comparability of financial risk between the Gas Group and the 98 

Utilities.  Mr. McNally does not identify any such differential in his cost of equity 99 

analysis, which is consistent with my analysis of the relative risks between the two.  100 

Unfortunately, he does not recognize that the Utilities are more risky than the Gas Group 101 

in several respects.  Finally, Mr. McNally and I have reached agreement that no 102 

adjustment is required to the cost of equity derived from the Gas Group for the risk 103 

implications of the Utilities’ Rider VBA.  This issue was contested in the Utilities’ prior 104 

two rate cases, but has now been resolved.   105 

D. Itemized Attachments to Rebuttal Testimony 106 

Q: Are there any attachments to your Rebuttal Testimony? 107 

A: Yes.  These are:  108 

o NS-PGL Ex. 19.01   PUF Survey of ROEs 109 

o NS-PGL Ex. 19.02   Summary ROE Updated 110 

o NS-PGL Ex. 19.03   Updated Dividend Yields 111 

o NS-PGL Ex. 19.04   Updated Historical Growth Rates 112 

o NS-PGL Ex. 19.05   Updated Projected Growth Rates 113 

o NS-PGL Ex. 19.06   Leverage Adjustment 114 
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o NS-PGL Ex. 19.07   Yields on Public Utility Bonds 115 

o NS-PGL Ex. 19.08   Spreads on Public Utility Bonds 116 

o NS-PGL Ex. 19.09   CAPM Components 117 

o NS-PGL Ex. 19.10   Comparable Earnings 118 

o NS-PGL Ex. 19.11   S&P Public Utilities DCF 119 

o NS-PGL Ex. 19.12   Sustainable Growth Rates 120 

II. RESULTS OF UPDATED COST OF EQUITY ANALYSIS 121 

Q: Please summarize the results of your updated cost of equity analysis. 122 

A: My updated cost of equity determination was derived from the results of the methods and 123 

models I used in my direct testimony.  These methods include:  the Discounted Cash 124 

Flow (“DCF”) model, the Risk Premium (“RP”) analysis, and the Capital Asset Pricing 125 

Model (“CAPM”).  I also use the Comparable Earnings (“CE”) approach as a check on 126 

the results of these models.  The results of this analysis are contained in NS-PGL 127 

Ex. 19.02, and supporting data is contained in NS-PGL Ex. 19.03 through 19.10.  I 128 

should note that for the purposes of my updated DCF analysis, I deleted one company 129 

from the Combination Group that I used in my earlier DCF analysis because that 130 

company suspended its dividend for the second half of 2011 and intends to reinstate it at 131 

a lower level in 2012 due to the financial consequences of a natural disaster. 132 

Q: Please summarize the results of your updated cost of equity analysis. 133 

A: As I pointed out in my direct testimony, the use of more than one method in general 134 

provides a superior foundation to arrive at the cost of equity.  At any point in time, a 135 

single method can provide an incomplete measure of the cost of equity depending upon 136 

extraneous factors that may influence market sentiment.  The following table provides a 137 
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summary of the reflected costs of equity using each of these approaches comparing my 138 

original results to the update. 139 

Direct 
Testimony

Rebuttal 
Update Change

DCF
    Gas Group 9.67% 9.03% -0.64%
    Combination Group 11.22% 10.48% -0.74%

RP
    Gas Group 11.25% 11.25% 0.00%
    Combination Group 11.25% 11.25% 0.00%

CAPM
    Gas Group 11.21% 11.56% 0.35%
    Combination Group 11.45% 11.71% 0.26%

 

 From the statistics shown above, there is a good deal of similarity in the results of the 140 

Risk Premium and CAPM between the analysis that I conducted in the direct and rebuttal 141 

testimony.  The results of the DCF, however, provide a downward change in the cost of 142 

equity, for both the Gas Group and the Combination Group.  To provide some 143 

recognition to the decline in the DCF results that is apparent for both groups, I propose to 144 

reduce my recommended rate of return on common equity from 11.25%, which was 145 

contained in my direct testimony, to 10.85%.  The reduction of 40 basis points in my 146 

recommended rate of return on common equity is comprised of the 0.74% decline in the 147 

DCF return for the Combination Group, offset by the 0.35% increase in the CAPM return 148 

for the Gas Group.  The net change is approximately 0.40% (-0.74%+0.35%=-0.39%).  149 

As I will discuss below, I maintain that the Commission should not consider the DCF 150 

results for the Gas Group as a reliable measure of the cost of equity in this case. 151 
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Q: Is your updated recommendation conservative? 152 

A: Yes, in the same way that my original recommendation was conservative.  Like my 153 

original recommendation, my updated rate of return on common equity makes no 154 

provision for the prospect that the rate of return may not be achieved due to unforeseen 155 

events, such as unexpected spikes in the cost of purchased products and other expenses.  156 

In addition, my recommendation is conservative due to the higher risk characteristics of 157 

the Utilities as compared to the Gas Group, which I discussed in my direct testimony.  158 

The factors that add to the Utilities’ risk profile include their small size, much higher 159 

earnings variability, higher operating ratio, and lower interest coverage.  Each of these 160 

risk factors supports a return for the Utilities that are higher than the results indicated by 161 

the proxy group analysis.  That is to say, the results taken from the Gas Group understate 162 

the required return for the Utilities because they have higher risk. 163 

Q: Should the Commission incorporate current and likely future investor sentiment into its 164 

findings concerning the allowed cost of equity? 165 

A. Yes.  If its findings are to have any validity, the Commission must put investor 166 

requirements at the forefront.  In a market economy, investor expectations and behavior 167 

define the cost of equity. 168 

 Overall market sentiment is revealed by investor expected volatility, which 169 

provides an overall assessment of the risk that prevails in the equity market.  The risk 170 

associated with common stock investments is revealed by the volatility of the stock 171 

market measured by the Chicago Board Options Exchange (“CBOE”) Volatility Index 172 

(i.e., “VIX”).  The VIX is based on real-time prices of options on the S&P 500 Index, and 173 

is designed to reflect investors’ consensus view of future (30-day) expected stock market 174 
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volatility.  It is well-established that greater volatility indicates higher risk, which, all else 175 

equal, translates into a higher cost of equity.  For example, the average VIX for the year 176 

through June 30, 2011 has been 18.04, while the average VIX prior to the financial crisis 177 

was less than 13.00.  As revealed by the table below, recent VIX values have exceeded 178 

the pre-financial crisis levels, although they are certainly lower than the levels that 179 

prevailed during the financial crisis.   180 

Year VIX

2005 12.81
2006 12.81
2007 17.54
2008 32.69
2009 31.48
2010 22.55
2011 18.04  181 

 While volatility has declined since the financial crisis, the current level of risk 182 

associated with common stocks continues to exceed the volatility the prevailed prior to 183 

the financial crisis.  Hence, the risk for common equity, which translates into the cost of 184 

equity, does not support an extraordinarily low equity return as suggested by the 185 

testimony of Messrs. McNally and Thomas. 186 

III. RESPONSE TO MR. MICHAEL MCNALLY 187 

A. Utility Sample Selection 188 

Q: Does Mr. McNally accept your proxy group for the purpose of measuring the cost of 189 

equity in this case? 190 

A: He accepts it for some purposes.  Mr. McNally accepts my proxy group for the purpose 191 

of applying the financial models – DCF and CAPM – for determining the Utilities’ 192 
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market rates of return on common equity.  As Mr. McNally acknowledges, “the market-193 

required rate of return on common equity is a function of operating and financial risk.  194 

Thus, the method used to select a sample should reflect both the operating and financial 195 

characteristics of a firm.  I adopted the same group of gas utility companies that 196 

Companies’ witness Moul used in his estimate of the return on common equity for North 197 

Shore and Peoples Gas.”  (Staff Ex. 5, 2:36-41)  He goes on to say that he believes the 198 

proxy group provides a reasonable proxy for the Utilities’ operating risk.  As I 199 

demonstrated in my direct testimony, the Utilities actually have greater investment risk as 200 

compared to the Gas Group, and as such the results of the models of the cost of equity 201 

obtained from the Gas Group understate the required returns for the Utilities.  202 

Unfortunately, Mr. McNally has failed to recognize the higher risk of the Utilities in 203 

making his recommendation.  This contributes to the serious underestimation of their 204 

costs of equity by him. 205 

B. Use of Historical Data in Financial Models 206 

Q: Mr. McNally criticizes your use of historical data in your DCF, CAPM, and Risk 207 

Premium models, asserting that such data is outdated and may not reflect conditions that 208 

will continue in the future (Staff Ex. 5.0, 23:449-454).  Should the Commission ignore 209 

historical data when determining the Utilities’ cost of equity capital? 210 

A: No.  An analyst must formulate judgments about the future based upon knowledge 211 

gleaned from past performance, which after all provides the only data that can be 212 

statistically analyzed with any degree of precision.  Indeed, Mr. McNally has used 213 

historical data in his regression analysis for calculating the beta component of the CAPM.  214 

The use of historical data in the financial models provides an objective basis to observe 215 
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trends and relationships between variables.  I have recognized that some aspects of 216 

historical performance will diverge from current and/or prospective conditions.  This 217 

does not mean that historical data can or should be ignored; it only means that the analyst 218 

must be cognizant of these differences when utilizing the historic data.  Historical data 219 

used for analytical purposes must be sufficiently broad to observe trends and cyclical 220 

variations.  To the extent that the future is expected to diverge from the past, adjustments 221 

can and should be made to the results of the historical analysis to accommodate perceived 222 

changes in risks which may extend into the future.  This is the process used by financial 223 

analysts when making forecasts of earnings that are used as the growth component of the 224 

DCF.  This is the process I have used in determining the Utilities’ costs of equity in this 225 

case. 226 

Q: Do you agree with Mr. McNally that only the current stock price should be used to 227 

determine the dividend yield in the DCF model, because “current stock prices reflect the 228 

market's current expectation of both the cash flows the securities will produce and the 229 

rate at which those cash flows are discounted, an observed change in the market price 230 

does not necessarily indicate a change in the required rate of return on common equity.” 231 

(Staff Ex. 5.0, 5:89-92)? 232 

A: No.  The use of a price on one particular date invites all sorts of problems.  First, a single 233 

day's price can produce an anomalous outcome because it is subject to the vagaries of the 234 

market.  Indeed, there is evidence to suggest that short-term inefficiencies can exist in 235 

stock prices, and those effects can be magnified when only a spot price is considered in 236 

the DCF return.  The comparison of spot prices that I provide below demonstrates this 237 

point.  Second, the use of a single day's price is dependent upon the time when the analyst 238 
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decides to prepare his/her study.  Hence, the choice of a spot, one-day price is arbitrary, 239 

more so than a recent historical average.  Third, using a single day's price introduces the 240 

potential for gamesmanship into the rate of return.  Given the wide swings in share values 241 

and the overall financial market uncertainty experienced over the past several years, a 242 

longer measurement period provides a more objective basis for a rate of return 243 

recommendation.  As the Commission noted in its Order dated January 21, 2010 in ICC 244 

Docket Nos. 09-0166/09-0167:  245 

 “… it would be useful for the Commission to be told the conditions 246 
or financial climate of the spot day and whether any of these might cause 247 
material market inefficiencies. And, more importantly, we would expect 248 
the expert to be acutely attuned to that environment in making a selection. 249 
The choice of a spot day may be random or informed and we prefer some 250 
reasonable combination of both. While the Commission has traditionally 251 
accepted ―spot day analysis, we are not absolutely committed to this 252 
approach.”   253 

Mr. McNally has failed to address any of these points identified as relevant by the 254 

Commission.  I should further add that a single-day spot price is also historical in nature, 255 

as it is already two months old and will be eight months old by the time of the 256 

Commission’s decision.  Thus, if these prices are used without any consideration of their 257 

representativeness and application for the test year, then Mr. McNally’s own criticism for 258 

using historical information to determine cost of equity in a future test year rate case 259 

applies directly to his reliance on data from a single day. 260 

Q: Have you compared the prices that were used by Mr. McNally and the most recent prices 261 

that you considered in your update? 262 

A: Yes.  I have compared the prices used by Mr. McNally on May 12, 2011 with the prices 263 

on June 30, 2011, the last day I used in my update.  That comparison is shown below.   264 
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5/12/2011 6/30/2011 Δ

AGL RESOURCES INC 41.63$      40.71$      (0.92)$     
ATMOS ENERGY CORP 34.35$      33.25$      (1.10)$     
LACLEDE GROUP INC 38.56$      37.83$      (0.73)$     
NEW JERSEY RESOURCES CORP 45.24$      44.61$      (0.63)$     
NORTHWEST NATURAL GAS 45.82$      45.13$      (0.69)$     
PIEDMONT NATURAL GAS 31.77$      30.26$      (1.51)$     
SOUTH JERSEY INDUSTRIES INC 56.98$      54.31$      (2.67)$     
WGL HOLDINGS INC 39.29$      38.49$      (0.80)$     

 

 In each instance, the prices today are lower than the ones used by Mr. McNally; and if he 265 

were to rerun his DCF analyses today they would yield higher results.  That is to say, use 266 

of the lower prices today would result in a higher DCF return all else equal.  This 267 

situation highlights the shortcomings of using spot prices that are subject to market 268 

conditions on a particular day that may not be representative for the prospective future 269 

period of the proposed rates. 270 

  To sum up, ratesetting is not intended to set the return level for one day, but rather 271 

one that is reasonably representative for the period the utility’s rates will be effective.  272 

The Utilities’ current rates will have been effective for two years by the time their new 273 

rates go into effect.  The use of a single-day stock price can accomplish the objective of 274 

establishing a representative cost of equity only by chance. 275 

Q: Do the Commission decisions cited by Mr. McNally regarding the “inappropriate” use of 276 

historical data to determine the required return (Staff Ex. 5.0, 24:473-470) justify 277 

ignoring historical data? 278 

A: No, they do not.  Mr. McNally uses these cases to make generalizations that do not justify 279 

ignoring historical data altogether in the cost of capital analysis.  While I would agree 280 

that historical data may contain some information that may no longer be relevant to 281 
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investors, that is not a reason to ignore historical information altogether when 282 

determining a utility’s cost of equity.  Rather, it is appropriate and necessary to analyze 283 

historical data with due regard for conditions that may cause the future to diverge from 284 

past experiences.  However, with a large body of financial data covering the years since 285 

1928 readily available to analysts, it is highly unlikely that market performance in the test 286 

year will produce returns that are outside the range of results that occurred during that 287 

historical period. 288 

Q: Do financial analysts typically consider historical data when determining the cost of 289 

equity? 290 

A: Much of the academic research of investor behavior considers historical data.  Historical 291 

data is the most widely analyzed data for investigating and testing theories explaining the 292 

functioning of the capital markets.  Indeed, most of the notable academic research has 293 

used historical data in this regard.  The Fama/French studies that have received wide-294 

spread attention used 28 years of historical monthly data1.  The data that they used were 295 

for all non-financial firms on the New York Stock Exchange, American Stock Exchange, 296 

and NASDAQ covering the years 1962 through 1989.  These data included book-to-297 

market ratios, leverage, earnings price ratios, and size as measured by market equity.   298 

Most important for our purposes, we need to step out of the realm of theory and 299 

consider how real investors behave.  Real investors, after all, are the ones who actually 300 

establish a utility’s cost of equity.  I doubt that any serious investor would commit to a 301 

common stock investment without first apprising himself/herself of the historical 302 

                                                 
1 The Fama/French research is frequently referenced in standard finance textbooks, such as Brealey, Myers, 
and Allen (2008)., Principles of Corporate Finance (9th ed.).  New York, NY: McGraw-Hill. 225. 
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performance of a company.  A thorough analysis of the investor’s expected returns 303 

cannot ignore this information. 304 

Finally, Mr. McNally himself relies on historical data in his analysis.  He used 305 

historical data stretching back 60-months to compute his CAPM betas.   306 

For these reasons, it is not only appropriate to consider historical data in 307 

determining cost of capital, but it is also necessary.  I am by no means saying that 308 

historical data should be used exclusively or that spot data cannot be considered.  Rather, 309 

no relevant data, whether it be historical, current or forecast, should be ignored, because 310 

the entire body of data available to and considered by investors must be considered in 311 

order to analyze and understand their expectations.  312 

C. DCF Methodology 313 

Q: Do you have specific concerns regarding Staff’s use of the DCF model? 314 

A: Mr. McNally has been inconsistent in his selection of DCF models.  In the Utilities’ 2007 315 

rate cases, Staff used a single-stage DCF model.  For the Utilities’ 2009 rate cases, Staff 316 

switched over to a multi-stage DCF model.  As the Commission noted in the Utilities’ 317 

last rate case, a robust showing is required when selecting the form of the DCF, which 318 

was lacking in the choice made by Staff in the last rate case.  In this case, Staff has 319 

reverted back to the single-stage model without discussion.  According to its response to 320 

the Utilities data request, Staff calculates an 8.74% multi-stage DCF result for the Gas 321 

Group, which was higher than the constant growth DCF results advocated in this case.  322 

However, Staff’s multi-stage DCF result is too low because it employed a 4.9% third-323 

stage growth rate that is below the 5.4% long-term growth in pre-tax corporate profits 324 

according to the Blue Chip Economic Indicators issue dated March 10, 2011. 325 
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Q: What has changed since the Utilities’ last rate case that has caused such a large decline in 326 

the results of the DCF model? 327 

A: Stock prices have increased significantly for all companies in the Gas Group, while their 328 

growth rates have declined.  Presented below is a comparison of the stock prices that 329 

Staff used in the last case (i.e., May 14, 2009) and prices used by Mr. McNally in this 330 

case (May 12, 2011). 331 

Stock Prices 5/14/2009 5/12/2011 % Δ

AGL RES INC (NYSE:AGL) 29.83$     41.63$     40%
ATMOS ENERGY CORP (NYSE:ATO) 24.53$     34.35$     40%
LACLEDE GROUP INC (NYSE:LG) 32.24$     38.56$     20%
NEW JERSEY RES (NYSE:NJR) 31.76$    45.24$     42%
NORTHWEST NAT GAS CO (NYSE:NWN) 41.78$     45.82$     10%
PIEDMONT NAT GAS INC (NYSE:PNY) 23.04$     31.77$     38%
SOUTH JERSEY INDS INC (NYSE:SJI) 35.09$     56.98$     62%
WGL HLDGS INC (NYSE:WGL) 29.50$     39.29$     33%

Average 36%

 

We can see that on average the stock prices for the companies in the Gas Group increased 332 

by nearly 36% from the last case, without a concomitant increase in the growth rates that 333 

I will discuss below.  Blind use of spot prices is susceptible to producing anomalous 334 

results, as I described above. 335 

Q: How have growth rates changed since the last case? 336 

A: Here, the comparison shows a significant decline in the analysts’ growth rates.   337 
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Analysts' Growth Rates 5/14/2009 5/12/2011 % Δ

AGL RES INC (NYSE:AGL) 5.33% 4.00% -25%
ATMOS ENERGY CORP (NYSE:ATO) 5.83% 4.50% -23%
LACLEDE GROUP INC (NYSE:LG) 6.50% 3.00% -54%
NEW JERSEY RES (NYSE:NJR) 8.00% 4.00% -50%
NORTHWEST NAT GAS CO (NYSE:NWN) 6.75% 4.63% -31%
PIEDMONT NAT GAS INC (NYSE:PNY) 6.50% 4.77% -27%
SOUTH JERSEY INDS INC (NYSE:SJI) 8.40% 6.50% -23%
WGL HLDGS INC (NYSE:WGL) 6.67% 5.25% -21%

Average 6.75% 4.58% -32%

 

Q: Based on these comparisons, what is your assessment of the Staff DCF evidence in this 338 

case? 339 

A: The DCF model is not producing a reliable measure of the cost of equity for the Gas 340 

Group.  This group’s higher stock prices along with lower growth rates constitute an 341 

anomaly, one that cannot be sustained.  As I will demonstrate below, the growth rates in 342 

May 2011 are below the sustainable growth rates for the Gas Group. 343 

I have further demonstrated this through use of the Combination Group DCF 344 

analysis in both my direct testimony and the update contained in my rebuttal.  In my 345 

rebuttal update, the Combination Group’s DCF result is 145 basis points (10.48% - 346 

9.03%) higher than the DCF result for the Gas Group.  To verify my assessment of the 347 

results of the DCF model for the Gas Group, I have isolated the DCF returns that 348 

Mr. McNally has calculated for the utilities that are part of the S&P 500.  As determined 349 

from Staff’s workpaper identified “S&P 500 Return 2011-1.xlsx,” the average DCF 350 

return for the 31 utilities in the group is 9.92% as shown on NS-PGL Ex. 19.11.  Of these 351 

companies, twenty-two (22), or 71%, have gas distribution business segments, so the 352 

9.92% DCF return provides a reflection of the cost of equity for a gas distribution utility.  353 
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Further, these DCF returns are understated because they fail to contain the leverage 354 

adjustment that is necessary in the ratesetting context.  While I understand the natural 355 

desire to rely on a model that has often worked over the years, in this case the evidence 356 

shows that it is not providing accurate or reliable results.  The companies included in 357 

NS-PGL Ex. 19.11 include both integrated (generation-owning) and distribution-only 358 

electric utilities. 359 

D. Growth Rate 360 

Q: Mr. McNally claims that the Morningstar growth rates that you use are unsustainable 361 

(Staff Ex. 5.0, 29:573-31:607).  Is his assessment correct? 362 

A: No.  As shown on NS-PGL Ex. 19.12, the growth rate for the Gas Group is expressed in 363 

terms of internal (b x r) and external (s x v) growth rate variables.  Use of these variables 364 

produce the widely accepted formulation of sustainable growth.2  I explain the foundation 365 

for this expression of growth in my direct testimony (NS Ex. 3.0 and PGL Ex. 3.0, 366 

16:336-344.  What the results provided on NSG and PGL Ex. 19.12 indicate is that the 367 

Morningstar growth rates are entirely consistent with the b x r plus s x v formulation of 368 

growth, and hence they are sustainable.  That is to say, the Morningstar growth rates 369 

shown on page 1 of NS-PGL Ex. 19.5, which averages 5.10%, are very conservative in 370 

the context of the 5.95% sustainable growth rate developed on NS-PGL Ex. 19.12.  371 

Indeed, the analysts’ growth rates for the Gas Group are less than the sustainable growth 372 

rates for these companies, thereby producing a DCF return that is today anomalous. 373 

 

                                                 
2 Giacchino and Lesser (2011). Principles of Utility Corporate Finance.  Vienna, VA: Public Utilities  
Reports, Inc. 254. 
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E. Risk Premium/CAPM Methodology 374 

Q: Mr. McNally derived his risk-free rate from spot quotes on May 13, 2011 (Staff Ex. 5.0, 375 

13:273-14:274), whereas you also considered forecast yields published in Blue Chip 376 

Financial Forecasts.  Are there problems inherent in basing the risk-free rate on a single 377 

day’s quote? 378 

A: Yes, for the same reasons I discussed with respect to Mr. McNally’s reliance on spot 379 

stock prices.  Moreover, the forecast of interest rates by Blue Chip Financial Forecast 380 

shows an increase in Treasury yields for the future.  For example, the June 1, 2011, issue 381 

of Blue Chip shows the following long-term forecast of the yields on thirty-years 382 

Treasury bonds: 383 

Year

30-year 
Treasury 

yield

2012 (3 qtrs.) 5.0%
2013 5.2%
2014 5.5%
2015 5.7%
2016 5.8%
2017 5.6%

Average
2013-17 5.6%
2018-22 5.7%  384 

These forecasts of Treasury yields are also confirmed by Global Insight source that 385 

Mr. McNally has used in his testimony.  The Global Insight First-Quarter 2011 issue of 386 

“The U.S. Economy The 30-Year Focus” shows an average forecast yield on 10-year 387 

Treasury Notes (the longest maturity shown in the forecast) of 5.56% throughout the 388 

period 2012 to 2041.  Hence, a reasonable forecast of the yield on Treasury obligations 389 

used to represent the risk-free rate of return would be appreciably higher than the 4.42% 390 
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yield that was used by Mr. McNally. 391 

Q: Does Mr. McNally follow a standard approach to adjust his betas that he independently 392 

calculates? 393 

A: Yes.   394 

Q: Does he need to engage in this separate set of calculations? 395 

A: No.  While his adjustment procedure is not dissimilar to the adjustment used by Value 396 

Line, I see no need to calculate separate betas.  It is well known that investors use the 397 

Value Line data.  There is no evidence that the betas calculated by Mr. McNally have any 398 

bearing on investor expected returns, and in setting rates of return that is what is relevant.  399 

Even if Mr. McNally was correct that his calculations are theoretically appropriate, 400 

investors simply could not have relied on them.  The Value Line data is relied upon by 401 

investors.  As such, the Value Line betas should be used directly in the cost of capital 402 

computation.  To augment the Value Line betas with other information that investors do 403 

not use is not appropriate, regardless of the theoretical underpinnings of the 404 

modifications.  Based on my experience with the Staff’s computation of its own betas, 405 

there is a consistent downward bias in these betas, which have always been lower than 406 

Value Line betas. 407 

Q: Please respond to Mr. McNally criticisms of your risk premium analysis (Staff Ex. 5.0, 408 

22:430-24:470). 409 

A: First, the historical data that I used for developing the equity risk premium for the S&P 410 

Public Utilities is entirely appropriate, for the reasons explained in my direct testimony 411 

and above in this rebuttal testimony.  Second, the A-rated utility bond provides a 412 
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common representation of the credit quality rating for investment grade public utility 413 

bonds.  It also represents the average credit quality rating of the Gas Group.  It is 414 

noteworthy that the lower S&P rating on the Utilities’ securities imply that they have 415 

higher risk than the Gas Group.  Third, I tailored my equity risk premium to the market 416 

fundamentals most likely to exist for the future.  It is for this reason that I gave greatest 417 

emphasis to the more recent data covering the periods 1974-2007 and 1979-2007.  As to 418 

my selection of a utility equity risk premium, I have taken a balanced approach by 419 

utilizing a premium for the S&P Public Utilities which is between the lowest premium 420 

and the highest premium.  421 

  As to the issue of the time period that I analyzed, which ended in 2007, let me 422 

explain why the terminal year of my analysis ended with the returns realized through 423 

2007.  I did not choose to terminate my analysis with 2007 data.  Rather, the analysis 424 

ended in 2007 because of the inability to obtain more recent data.  An update beyond 425 

2007 was not prepared because of the difficulty in obtaining the return on public utility 426 

bonds from Lehman Brothers, which is in bankruptcy.  It is noteworthy that my historical 427 

analysis missed the large negative returns on stocks during the financial crisis after 2007.  428 

But, it also missed the large positive returns that occurred during the recovery following 429 

the resolution of the financial crisis.  The cumulative returns on large company stocks for 430 

2008, 2009 and 2010 were just -2.9%.  The S&P 500 Composite Index has recovered to 431 

within 85% (1320.64 ÷ 1549.38) of its all time closing peak level, which occurred prior 432 

to financial crisis.  Hence, the fall and rebound in stock prices after 2007 indicate that the 433 

cumulative returns up to 2007 continue to be relevant today in measuring the common 434 

equity risk premium. 435 
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  I determined that the required common equity risk premium for the Gas Group 436 

was 5.50%, which is less than that for the S&P Public Utilities due to differences in the 437 

composition of the companies that comprise each group – the S&P Public Utilities are 438 

comprised of integrated generation and distribution electric companies as well as 439 

distribution-only electric and natural gas companies.  Due to differences in risk 440 

fundamentals represented by an analysis that considered size, market ratios, common 441 

equity ratio, return on book equity, operating ratios coverage, quality of earnings, 442 

internally generated funds, and betas, I determined that 5.50% would be a reasonable 443 

common equity risk premium for the Gas Group, which is 88% (5.50% ÷ 6.23%) of the 444 

common equity risk premium of the S&P Public Utilities.  The data provide a reasonable 445 

differentiation of the risk between the groups. 446 

F. Leverage Adjustment 447 

Q: Mr. McNally claims that your leverage adjustment to the DCF and CAPM models finds 448 

no basis in financial theory (Staff Ex. 5.0, 31:615-32:636)?  Is he correct? 449 

A: No.  In order to make the DCF results relevant to the Utilities’ weighted average cost of 450 

capital (“WACC”) calculated using the capitalization measured at book value, the 451 

market-derived cost rate cannot be used without modification.  Leverage differs 452 

depending on whether it is calculated using market-based data or book values under 453 

present market conditions.  My leverage modification to the DCF was fully supported in 454 

my direct testimony, where I demonstrated that the market value of the capitalization for 455 

the Gas Group is much higher than its book value capitalization.  To make the 456 

market-derived DCF results applicable in the rate-setting context, it is necessary to 457 

account for the higher financial risk that arises from the lower common equity ratio 458 
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measured by book value as compared to the higher common equity ratio measured by 459 

market value.  Viewed from another perspective, if all parties used market-determined 460 

capital structure ratios of 33.50% long-term debt, 0.13% preferred stock, and 66.37% 461 

common equity (as updated on NS-PGL Ex. 9.06 page 1), then no adjustment would be 462 

needed.  But because they do not, an adjustment is necessary to accurately reflect the rate 463 

of return on common equity in the ratesetting context.  The adjustment is fully justified 464 

by financial theory that recognizes that as the proportion of borrowed funds in the capital 465 

structure increases, there is an increase in the cost of equity to compensate for the 466 

increase in financial risk. 467 

Q: Is Mr. McNally correct that the intrinsic level of a firm’s risk does not changed if it’s 468 

leverage is changed (Staff Ex. 5.0, 31:615-622)? 469 

A: No.  As Professors Modigliani and Miller proved 50 years ago (as discussed in my direct 470 

testimony), the amount of leverage, or proportion of debt, in a firm’s capital structure is 471 

directly related to the firm’s financial risk and cost of equity.  Mr. McNally’s analogy to 472 

the measurement of temperature on two scales is no analogy at all.  Unlike temperature, 473 

there is only one scale for measuring financial risk and that is the amount of leverage in a 474 

firm’s capital structure.  A firm’s financial risk changes when the quantities of debt and 475 

equity capital are changed.  A measurement of financial risk that is based on a market-476 

value capitalization cannot be applied directly to book-value capitalization if there is a 477 

material difference in the two.  It is indisputable that there is more financial risk 478 

associated with a 55.06% common equity ratio than there is with a 66.37% common 479 

equity ratio.  Therefore, in order to apply a measurement of final risk (i.e., a return) 480 

measured based on a firm’s market-value capitalization compared to a book-value 481 
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capitalization, the measurement must be adjusted before it is applied to the firm’s 482 

capitalization measured based on book value. 483 

G. Effect of Rider Approvals on Utilities’ Operating Risk 484 

Q: Mr. McNally makes additional adjustments to the cost of equity for riders that the 485 

Utilities already have in place.  Are these adjustments appropriate? 486 

A: No.  As to Riders UEA and ICR, the adjustments proposed by Mr. McNally are not 487 

reasonable.  Rider UEA has been in effect for the Utilities, and hence there is no change 488 

in risk that has occurred since the last case.  (Rider UEA was not adopted in the 2009 489 

cases, but the legislation that authorized it was enacted during the cases, and the 490 

Commission’s Order, in adjusting the Utilities’ ROEs, made a 20 basis point adjustment 491 

for Rider UEA (Order at pp. 128-129).)  Therefore, there is no basis to make an 492 

adjustment to the cost of equity attributed to the implementation of Rider UEA.   493 

 Finally, the 183–basis-point adjustment for Peoples Gas for Rider ICR is so 494 

unrealistic that to even discuss it may give it too much credibility.  Mr. McNally’s 495 

adjustment is equal to one-half the difference in the spread between the current yield on 496 

AAA-rated 30-year utility bonds and his base cost of equity for Peoples Gas.  Yet, none 497 

of the companies in the Gas Group have an AAA-bond rating, and in fact the only utility 498 

bonds that carry that rating (to my knowledge) are issued by the Tennessee Valley 499 

Authority and they reflect the implied credit support of the United States Treasury.  This 500 

provides no basis for any adjustment to the cost of equity.  The resulting 6.92% (8.75% - 501 

1.83%) equity return for Rider ICR provides virtually no spread over public utility bond 502 

yields, thus making it invalid.  There must be a meaningful spread in the cost of equity 503 

over the yield on corporate debt to recognize the higher risk of equity.  The lack of such a 504 
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meaningful spread demonstrates that Mr. McNally’s proposed adjustment is not credible.  505 

The Rider ICR is not entirely automatic, given that it only covers incremental costs above 506 

a baseline, has an earnings cap, has a guaranteed savings amount, and has a reconciliation 507 

that includes prudence review. 508 

IV. RESPONSE TO MR. THOMAS 509 

A. DCF Analysis 510 

Q: In his application of the DCF model, did Mr. Thomas use “the same input data” as you 511 

used in your analysis (GCI Ex. 5.0, 13:50-53)? 512 

A: Yes.  He relied upon my data to arrive at his proposed cost of equity.   513 

Q: Is Mr. Thomas correct that, if a company is earning its forecast cost of capital then its 514 

market and book value will be essentially the same (GCI Ex. 5.0, 14:291-292)? 515 

A: No.  The market valuation of a particular company is not solely a function of forecast 516 

earnings.  One need only consider a company whose assets are a pile of diamonds to see 517 

that this is true.  Although those gems generate no earnings at all, the market value of the 518 

firm is assuredly not zero. 519 

 Rather, general market sentiment about such other factors as inherent asset value, 520 

asset value growth, and intangible opportunities can significantly influence the price of 521 

stock.  This is especially evident with the emergence of a more global market for capital, 522 

the advent of program trading (automatic trading based on computer-generated technical 523 

data and high frequency trading), and the effect on the market of hedge funds and private 524 

equity funds which have boosted stock prices by both shrinking the supply of shares and 525 

by fueling takeover speculation.  Further, market prices are reflective of the replacement 526 

cost of assets, rather than historical costs represented by book values. 527 
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For these reasons, the currently high market prices of gas utility stocks cannot be 528 

attributed solely to the notion that these companies are expected to earn a return on equity 529 

that exceeds their cost of equity, as Mr. Thomas alleges.  Stock prices above book value 530 

are common for utility stocks; indeed, non-regulated stock prices exceed book values by 531 

even greater margins.  In this regard, according to the Barron’s issue of June 27, 2011, 532 

the major market indices’ market-to-book ratios are well above unity.  Utility stocks 533 

currently trade at a multiple of 1.65 times book value, which is well below the market 534 

multiple of other indices.  For example, the S&P Industrial index is at 3.10 times book 535 

value, and the Dow Jones Industrial index is at 2.88 times book value.  It is difficult to 536 

accept that the vast majority of all firms operating in our economy are generating returns 537 

far in excess of their cost of capital.  Certainly, in our free-market economy, competition 538 

should contain such “excesses” if they indeed exist.  539 

Q: Do you have additional evidence that shows that the market valuation of utility stocks 540 

typically exceed book value? 541 

A: The long history covering the years 1958 – 2010 of market-to-book ratios for gas utilities 542 

shows that M/B ratios equal to or less than 1.0 are unusual.  That data is shown below.543 
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 These data show that it is unusual for market prices to gravitate to book value.  545 

Indeed, in only about 9% of the years did gas utility stock prices approximately equal 546 

book value.  In 79% of the years, gas utilities stock prices exceeded book value and 547 

sometimes by a substantial amount.  The average market-to-book ratio was 1.6 over the 548 

past 53 years.   549 

B. CAPM Analysis 550 

Q: Is Mr. Thomas correct that your leverage adjustment to the beta is unnecessary because 551 

the Commission has never applied such an adjustment, and therefore that investors in 552 

Illinois utilities “are accustomed to this long standing regulatory tradition” (GCI Ex. 553 

28:609-612)? 554 

A: No.  The reasons for using a leverage adjusted beta were fully explained in my direct 555 

testimony.  The fundamental principle is that the beta for a particular firm or portfolio is 556 
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equal to the beta of an unleveraged firm plus the additional risk associated with the 557 

introduction of debt and/or preferred stock into a company’s capital structure.  Whether 558 

investors are “used to” this or not is beside the point; it misstates the comparable returns 559 

and the investors’ requirements.  While there has been some recent improvement in the 560 

regulatory environment following the ComEd order, according to Mr. Fetter Illinois 561 

remains one of the least supportive jurisdictions in the country.  In other words, investors 562 

continue to be concerned about consistency and supportiveness of regulation in Illinois. 563 

C. Size Adjustment 564 

Q: Messrs. Thomas and McNally challenge the need to adjust the CAPM results for size.  565 

Are their challenges well founded? 566 

A: No.  Mr. McNally references the Wong article as justification for rejecting the size 567 

adjustment.  (Staff Ex. 5.0, 34:674-677)  The Wong article notes that betas for 568 

non-regulated companies are historically larger than the betas of the utilities.  This is not 569 

a revelation, because history shows that utilities generally have lower betas than many 570 

other types of companies, based upon many years of observing the Value Line betas.  571 

This fact does not invalidate the additional risk associated with small size.   572 

  The Wong article further concludes that size cannot be explained in terms of beta.  573 

Again, this should not be a surprise.  Beta is not the tool that should be employed to make 574 

that determination.  Beta is a measure of systematic (market) risk and it does not provide 575 

the means to identify the return necessary to compensate for a company-specific 576 

additional risk of small size.   577 

  I rely on the Fama/French study, “The Cross-Section of Expected Stock Returns,” 578 

The Journal of Finance, June 1992, which identified size as a separate factor that helps 579 
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explain returns.  This study is widely cited for the well-accepted proposition that, all 580 

other things equal, a smaller company has more risk than a larger company. Further, the 581 

article by Dr. Thomas Zepp presented research on water utilities that support a small firm 582 

effect in the utility industry.3   583 

Q: Does this conclude your rebuttal testimony? 584 

A: Yes.  585 

                                                 
3 Zepp (2002), “Utility stocks and the size effect: revisited”,  Economics and Finance Quarterly, 43, 578- 

582 


