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Q. Please state your name and business address. 1 

A. My name is Paul R. Moul.  My business address is 251 Hopkins Road, Haddonfield, 2 

NJ  08033-3062. 3 

Q. Have you previously submitted pre-filed Direct and Rebuttal Testimony on behalf of 4 

The Peoples Gas Light and Coke Company (“Peoples Gas”) and North Shore Gas 5 

Company (“North Shore”) (together, “the Utilities”) in this consolidated Docket? 6 

A. Yes. 7 

Q. What is the purpose of your surrebuttal testimony? 8 

A. I respond to certain aspects of the rebuttal testimony of Illinois Commerce 9 

Commission (“Commission”) Staff witness Michael McNally and Illinois Attorney 10 

General (“AG”) witness Michael L. Brosch. 11 

Q. Please summarize the conclusions of your surrebuttal testimony. 12 

A. The rebuttals of Messrs. McNally and Brosch do not rehabilitate their initial 13 

proposals, which by any objective benchmark would indicate that they have 14 

significantly understated the Utilities’ cost of equity.  By focusing on the minutiae of 15 

the models employed to measure the cost of equity, Mr. McNally has failed to 16 

consider the overall significance of his proposal and the impact that it would have on 17 

the investment community’s assessment of the Utilities.   18 

Q. At this stage of the proceeding, do the Utilities now propose a revision to their cost of 19 

equity that should be reflected in their cost of service? 20 

A. Yes.  The Utilities seek to narrow the issues of dispute in this case.  To do so, the 21 

Utilities now propose, strictly for that purpose, to lower their proposed cost of equity 22 
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to 10.0%.  In doing so, there are certain items that no longer require specific 23 

consideration in this case.  In support of a 10.0% cost of equity, it is no longer 24 

necessary to (i) consider the results of the Combination Group and (ii) the size 25 

adjustment can be removed from the CAPM results for the Delivery Group.  While I 26 

do not concede that there is anything improper with either of these two considerations 27 

used to measure the cost of equity, the remaining results for the Delivery Group 28 

provide a 10.0% (8.98% + 11.00% + (11.17% - 1.14%)) = 30.01% ÷ 3) cost of equity.  29 

A resulting 10.0% cost of equity will reduce the cost of service by $10.7 million for 30 

Peoples Gas and $1.3 million for North Shore.  31 

Q. On page 8 and 9 of his rebuttal testimony, Mr. McNally objects to your consideration 32 

of authorized returns granted by other regulators because you do not specify the 33 

factors that influenced those returns.  Is it necessary to have the specifics in order to 34 

make general observations about the other authorized returns? 35 

A. No, it is not.  Mr. McNally takes the position that the returns set by regulators in other 36 

rate case proceedings must be analyzed for a number of variables, including credit 37 

ratings, whether common stock flotation costs were included in the returns, and the 38 

general market environment that prevailed in the time of those decisions.  As to the 39 

issue of credit ratings, the bond ratings of the utility industry are rather tightly 40 

clustered (i.e., they are fairly homogeneous), so this factor does not have a large 41 

influence on those decisions.  This tight clustering of the bond ratings for the utility 42 

industry are revealed by the data contained on page 3 of PGL Ex. 3.5, where for the 43 

Moody’s ratings there are fourteen companies with A-ratings, seventeen companies 44 

with Baa-ratings, and one with a non-investment grade rating.  For S&P, the rating 45 

breakdown is nine companies with A-ratings, twenty-two companies with BBB 46 
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ratings, and one with a non-investment grade rating.  As to the issue of flotation costs, 47 

I know of only one commission (i.e., Ohio) that routinely adjusts the cost of equity 48 

for this factor.  Some other commissions (i.e., Connecticut, Virginia, and a few 49 

others) make the adjustment occasionally, but not often.  In any event, adjustments 50 

for flotation cost do not cause a significant variation in regulatory determined costs of 51 

equity.  As to the issue of market environment, I restricted my analysis to the years of 52 

2011 and 2012 in order to capture market fundamentals that are closely aligned with 53 

the present.  Finally, I looked at a relatively large sample (i.e., 146) of regulatory 54 

determined returns which smoothes variations among utilities and commissions, such 55 

that the effect of any given factor in a particular case is minimized through the 56 

sampling process.  Mr. McNally relies on the same principle when he uses multiple 57 

beta estimates in his CAPM analysis: “using multiple approaches to estimate beta 58 

mitigates the effect on my cost of common equity estimate of measurement eror in 59 

my sample’s beta estimate.”  (ICC Staff Ex. 5.0, p. 28, l. 548-550) 60 

Q. On pages 9 and 10 of his rebuttal testimony, Mr. McNally provides the yields on Baa-61 

rated corporate bonds and argues that the down-trend in those yields supports a lower 62 

cost of equity in this case.  The graph provided on page 70 of Mr. Brosch’s rebuttal 63 

testimony attempts to make a similar point.  Please respond. 64 

A. Messrs. McNally and Brosch imply that authorized returns have declined along with 65 

the decline in interest rates.  While interest rates have certainly declined since 1990, 66 

an analysis of that data alone provides an incomplete picture of how authorized utility 67 

returns have reacted to that trend.  To complete the picture, I have calculated the 68 

“regulatory equity premiums” by subtracting the yearly average authorized return set 69 
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by regulators in gas utility rate cases and the yield on A-rated public utility bonds (the 70 

prevalent rating for the gas utilities).   71 

 72 

 73 

 74 

 75 

 76 

 77 

As indicated above, the regulatory equity premiums have grown as interest 78 

rates have declined.  For 2012, the regulatory equity premium has increased to 5.81%, 79 

an all-time high.  So if Mr. McNally agrees that the yield on the Utilities’ long-term 80 

debt in the test year will be 4.47% for Peoples Gas and 4.63% for North Shore, then 81 

10.36% would be a reasonable cost of equity based on the current regulatory equity 82 

premium ((4.47% + 5.81% = 10.28%) + (4.63% + 5.81% = 10.44%)) ÷  2 = 10.36%.  83 

The Utilities’ adjusted requested cost of equity of only 10.0% implies lower equity 84 

risk premiums of 5.53% for Peoples Gas and 5.37% for North Shore. 85 

Q.  On page 12 of his rebuttal testimony, Mr. McNally seems to be suggesting that if he 86 

had used a multi-stage DCF in this case, that he would have employed a 3.35% long-87 

term growth rate.  Is his position reasonable? 88 

A. No.  Based upon the well accepted premise that long-term growth in a multi-stage 89 

DCF model should be linked to long-term GDP growth, Mr. McNally’s use of yields 90 
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on Treasury notes and bonds provides a significantly understated representation of the 91 

long-term growth rate.  Indeed, in his workpapers, Mr. McNally provided the long-92 

term forecasts of GDP growth published by Global Insight.  The relevant long-term 93 

GDP growth rate can be derived from Global Insight for the years 2018 to 2042, or 94 

the period beyond the analysts’ growth rates published by Zacks.  Here, the long-term 95 

growth in GDP growth would be 4.33% ((($56,166.7 ÷ $20,319.2)1/24) - 1)).  In fact, 96 

Mr. McNally made similar calculations at lines 446 through 462 of ICC Staff Exhibit 97 

5.0.  This long-term GDP growth rate exceeds substantially the 3.35% long-term 98 

growth rate that Mr. McNally reports on line 218 of his rebuttal testimony.   99 

Q. On pages 18 and 19 of his rebuttal testimony, Mr. McNally questions the validity of 100 

interest rate forecasts, and such as those published in Blue Chip Financial Forecasts.  101 

Please respond. 102 

A. Mr. McNally seems to argue that current interest rates are a better representation of 103 

future interest rates than any forecast, such as Blue Chip.  But if Mr. McNally was 104 

correct, and such forecasts had no value to investors and investors did not use them, 105 

the lack of demand would cause Blue Chip to have few subscribers.  In fact, there is a 106 

strong demand for such forecasts and Blue Chip among others provides the data 107 

demanded and relied on by investors.  Mr. McNally himself uses forecasts selectively 108 

in his analysis.  He uses forecasts provided by EIA and Global Insight for gross 109 

domestic product (“GDP”) price index and real GDP growth, but he ignores the 110 

interest rate forecasts that they also publish.  For example, according to the EIA 111 

source that Mr. McNally provided in his workpapers, AA-rated public utility bonds 112 

are projected to have yields of 5.00% in 2013 and 5.82% in 2014. 113 
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Q. At pages 21 through 24 of his rebuttal, Mr. McNally criticizes your rebuttal testimony 114 

that defends the theory and precise quantification of the leverage adjustment that is 115 

applied in the DCF model and CAPM.  Please respond. 116 

A. Among other criticisms, Mr. McNally asserts that the price of stock will grow to 117 

exceed its book value only if investors expected to earn a return above their required 118 

return.  His assertion leads to the inevitable conclusion that if investors expected to 119 

earn their required return, then stock prices would then equal their book value.  120 

However, the market for stock shows that Mr. McNally’s assertion is baseless.  In the 121 

long history of market-to-book ratios for gas utilities since 1958, M/B ratios equal to 122 

1.0 are unusual and that ratios of greater than 1.0 are quite common.  That data is 123 

shown below. 124 

 125 

 126 
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 These data show that it is unusual for market prices to gravitate to book value.  133 
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Indeed, in only about 9% of the years studied did gas utility stock prices approximate 134 

book value.  In 80% of the years, gas utilities stock prices exceeded book value and 135 

sometimes by a substantial amount.  The average market-to-book ratio over the past 136 

55 years is 1.6.  There is no basis for Mr. McNally’s assertion that the divergence of 137 

stock prices and book values relates to perceived differences between expected and 138 

required returns. 139 

Q. Mr. McNally also asserts on page 21 of his rebuttal that the intrinsic level of financial 140 

risk for the same group of companies is the same regardless of how risk is measured.  141 

Please respond. 142 

A. He continues to ignore the measurement error that occurs when a market-derived cost 143 

of equity derived from the market capitalization of a firm is applied to its book-value 144 

capital structure.  I agree that the book value of the capitalization represents the 145 

historical amount of capital that the company has invested in its rate base.  Yet, if the 146 

cost of equity analysis ends there, then I suppose that we should use the book value of 147 

the equity in performing the DCF analysis.   148 

Q.  At page 24 of his rebuttal testimony, Mr. McNally persists in arguing that his ambient 149 

temperature analogy somehow applies to your leverage adjustment. Is this correct? 150 

A.  No. His analogy could be correct only if I used more than one scale to apply my 151 

leverage adjustment. The reason that Mr. McNally’s analogy is inapplicable is that I 152 

have used only one scale to measure financial leverage. That scale is revealed by 153 

percentages (%) of debt to capital, preferred stock to capital, and common equity to 154 

capital. In every instance the scale has been uniform, and only the input values (i.e., 155 

dollar amounts) vary according to whether market value amounts of debt, preferred 156 
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stock and common equity are employed, or if the corresponding book value amounts 157 

are used in the calculations. Mr. McNally’s analogy is entirely off-point, as is the 158 

criticism he bases on that analogy. 159 

Q.  At page 23 of his rebuttal testimony, Mr. McNally observes that the amount of funds 160 

obtained from investors that are invested in a utility’s rate base as represented by 161 

book value and that the book value does not change with investors’ subsequent 162 

assessment of the utility’s earnings prospects. Does this fact repudiate your leverage 163 

adjustment? 164 

A.  No. Mr. McNally’s observation is the very reason the leverage adjustment is 165 

necessary.  While the value of the rate base does not respond to changes in the market 166 

value of a utility’s securities, the changing market values are manifested in a 167 

changing cost of capital. In order to correctly synchronize the financial risk that is 168 

associated with the changing market values with the book value weights used to 169 

calculate the capital structure ratios in the weighted average cost of capital, my 170 

leverage adjustment is necessary to harmonize the financial risk between the market 171 

value calculated cost of capital and the book value capital structure ratios. 172 

Q. Concerning Rider UEA, Mr. McNally faults your analysis regarding the bad debt 173 

riders that are in place for companies in your proxy group.  As part of his criticisms 174 

contained on page 27 of his rebuttal testimony, Mr. McNally cites to Atmos Energy 175 

and states that you need to identify the percentage of its revenues that are affected by 176 

bad debt trackers.  What have you discovered in this regard?   177 

A. Atmos Energy reports the jurisdictional breakdown of its operating income.  I use this 178 

operating income segment information as a proxy for the jurisdictional revenues.  In 179 
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the 2012 fiscal year, Atmos Energy derived its operating income in the following 180 

percentages for those jurisdictions that had bad debt trackers:  Mid-Texas 46.89%, 181 

West Texas 9.16%, and Colorado-Kansas 7.85%.  In addition, within its 182 

Kentucky/Mid-States region, Kentucky has a bad debt tracker.  The Kentucky/Mid-183 

States region represents 10.57% of Atmos Energy.  So for Atmos Energy, between 184 

63.89% and 74.46% of its operations have the benefit of bad debt trackers.  As such, 185 

it is fair to include Atmos Energy as a component of the companies in the Delivery 186 

Group that have bad debt trackers that is reflected in the investor required cost of 187 

capital as measured by the DCF model for the Delivery Group. 188 

Q. On page 28 of his rebuttal, Mr. McNally claims that if Rider VBA is ultimately 189 

overturned by the Illinois Court of Appeals, the Utilities claim for a straight-fixed-190 

variable (“SFV”) rate design will provide an offset to Rider VBA and no adjustment 191 

to the cost of equity would be required.  Is his testimony consisted with the position 192 

taken by other Staff witnesses? 193 

A. No.  As I understand the Staff position, it opposes the Utilities’ SFV rate design 194 

proposal.  As such, Mr. McNally should acknowledge that without an SFV rate 195 

design, the Utilities’ risk will increase if Rider VBA is invalidated by the courts, and 196 

that an upward adjustment to the Utilities’ cost of equity is required based upon the 197 

decisions the Commission has made in their prior rate cases and the positions Staff is 198 

taking in this case.  In fact, the Utilities’ risk has already increased by the legal 199 

challenge to Rider VBA and by Staff’s opposition to the Utilities’ SFV rate design 200 

proposal. 201 

Q. Does this conclude your prepared surrebuttal testimony? 202 
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A. Yes, it does. 203 


