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WITNESS IDENTIFICATION

Please state your name and business address.
A My name is Sheena Kight-Garlisch. My business address is 527 East Capitol
Avenue, Springfield, IL 62701.

Q. Are you the same Sheena Kight-Garlisch who previously filed testimony in

this proceeding?

A. Yes, | am.

Q. Please state the purpose of your rebuttal testimony in this proceeding.

A. The purpose of my rebuttal testimony is to respond to the rebuttal testimony of
Northern lllinois Gas Company (“Nicor Gas” or "the Company”) witnesses
Douglas M. Ruschau (Co. Ex. 24.0) and Jeff D. Makholm (Co. Ex. 25.0) and to
the direct testimony of Citizens Utility Board (“CUB") witness Christopher C.
Thomas (CUB Exhibit 1.0).”

RESPONSE TO MR. RUSCHAU

Q. Mr. Ruschau asserts that your ratios should be “based on the Compahy’s
actual forecast of its 2009 expenditures.”* Do you agree?
A. No. My ratio analysis should be based on Staff's recommendations.® The

purpose of the ratio analysis | presented in my direct testimony, which | have

' My decision not to respond to an argument or arguments contained in the testimenies of Mr.
Rusghau, Dr. Makholm and Mr. Thomas should not be construed as my agreement with those arguments.
X Co. Ex. 24.0, p. 22.
In fact, my methodology is flexible enough to reflect the recommendations of all other parties in
regard to operating revenues and cash expenses without further adjustment, as will be explained later.
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19' updated in this rebuttal testimony, is to show the Commission the financial

20 strength of Nicor Gas that would result should the Commission accept Staff's

21 proposed rates.

22 In contrast, Mr. Ruschau’s argument nonsensically implies that the Commiésion
23 : | would simultaneously accept the Company's position on expenditures but base
24- rates on Staff's position on expenditures. If the Commission accepts the

25 Company’s position on expenditures‘ | would expect the Commission to reflect
26 those expenditures in rates. Conversely, ! would expect the Commission would
27 set rates based on Staff's position on expenditures only if the Commission

28 accepted that position. in other words, if the Commission accepts Staff's position
29 on expenditures is correct, the Commission is concluding either the Company wilf
30 not be spending as much as the Company forecasted or that rate payers should
31 not compensate the Company for a portion of the expenditures that the Company
32 forecasted. In the former case, Staff's position on those expenditures is

33 obviously valid for calculating the Company’s financial ratios since the

34 Commission would have deemed the Company's forecast of expenditures was
35 less credible. In the latter case, if the Commission were to use the Company's
36 forecast of expenditures for the calculation of the Company’s financial ratios, the
37 Company would be at least partially compensated for that disallowed expenditure
38 through an improperly adjusted rate of return. Therefore, ratios based on Staff's
39 recommended expenditures are an appropriate view of Nicor Gas’s financial

40 strength for the purpose of establishing a fair rate of return.

However, if the Commission desires to assess the effect of other parties’ positions on rate base, rate of
return, of non-cash expenses such as depreciation, the analysis would need to be adjusted.
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1 WITNESS IDENTIFICATION

2 Q. Please state your name and business address.
3 A. My name is Sheena Kight-Garlisch. My business address is 527 East Capitol
4 Avenue, Springfield, IL 62701.

5 Q. Are you the same Sheena Kight-Garlisch who previously filed testimony in
6 this proceeding?

7 A. Yes, | am.

8 Q. Please state the purpose of your rebuttal testimony in this proceeding.

9 A. The purpose of my rebuttal testimony is to respond to the rebuttal testimony of
10 Northern lllinois Gas Company (“*Nicor Gas” or “the Company”} witnesses
11 Douglas M. Ruschau (Co. Ex. 24.0) and Jeff D. Makholm (Co. Ex. 25.0) and to
12 the direct testimony of Citizens Utility'Board (“CUB") witness Christopher C.
13 Thomas (CUB Exhibit 1.0). |
14 RESPONSE TO MR. RUSCHAU
15 Q. Mr. Ruschau asserts that your ratios should be “based on the Company’s
16 actual forecast of its 2009 expenditures.”” Do you agree?
17 A. No. My ratio analysis should be based on Staff’é. recommendations.’ The
18 purpose of the ratio analysis | presented in my direct testimony, which | have

' My decision nat to respond to an argument or argumentis contained in the testimonies of Mr.
Rusghau, Dr. Makholm and Mr. Thomas should not be construed as my agreement with those arguments.
Co.Ex. 240, p. 22.
¥ In fact, my methodology is flexible enough to reflect the recommendations of all other parties in
regard to operating revenues and cash expenses without further adjustment, as will be explained later.
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updated in this rebuttal testimony, is to show the Commission the financial
strength of Nicor Gas that would result should the Commission accept Staff's

proposed rates.

in contrast, Mr. Ruschau's argument nonsensically implies that the Commiésion
would simultaneously accept the Company’s position on expenditures but base
rates on Staff's position on expenditures. If the Commission accepts the
Company's position on expenditures, | would expect the Commission to reflect
those expenditures in rates. Conversely, | would expect the Commission would
set rates based on Staff's position on expenditures only if the Commission
accepted that position. In other words, if the Commission accepts Staff's position
on expenditures is correct, the Commission is concluding either the Company will
nof be spending as much as the Company forecasted or that rate payers should
not compensate the Company for a portion of the expenditures that the Company
forecasted. In the former case, Staff's position on those expenditures is
cbviously valid for calculating the Company's financial ratios since the
Commission would have deemed the Company’s forecast of expenditures was
less credible. In the latter case, if the Commission were to use the Company’s
forecast of expenditures for the calculation of the Company’s financial ratios, the
Company would be at least partially compensated for that disallowed expenditure
through an improperly adjusted rate of return. Therefore, ratios based on Staff’s
recommended expenditures are an appropriate view of Nicor Gas's financial

strength for the purpose of establishing a fair rate of return.

However, if the Commission desires to assess the effect of other parties’ positions on rate base, rate of
return, or non-cash expenses such as depreciation, the analysis would need to be adjusted.
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Mr. Ruschau argues that your ratio analysis fails to include adjustments
Moody’s makes for calculating its ratios.® Do you agree with the
adjustments Mr. Ruschau made to the calculations?

Only in part. Mr. Ruschau includes adjustments for operating leases, a pension
credit and pension service costs. | do not agree that an adjustment for pension
service costs needs to be included in my ratio analysis, since Staff has included
those costs in its proposed revenue requirement; therefore, the Company would
receive revenue to offset pension service costs such that the Company’s
operating income is unaffected. in contrast, the pension credit effectively
reduces operating income; therefore, | agree that adjustment should be included
in the financial ratic calculations. | also have accepted the adjustment for
operating leases. The revised ratios are presented in Schedules 19.01 and

19.02.

Mr. Ruschau contends that if you include the Moody’s adjustments in your
ratio calculation, then the Nicor'Gas ratios would indicate a much lower
financial strength rating.’ Is he correct? |

No. After adjusting the ratios from my direct testimony® for operating leases and
pension credits, the ratios for Nicor Gas are indicative of a level of financial
strength that remains commensurate with an Aa3 credit rating. The financial
guideline ratios from Moody's for gas distribution companies and the ratios for

Nicor Gas are shown below in Table 1.

* Co. Ex. 24.0, pp. 22-23.
5 Co. Ex. 24.0, pp. 22-23.
® Staff Ex. 6.0, p. 22.
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Table 1 — Moody's Guideline Ratios

Aaa (1) Aa (3) A (6)
Financial Guideline Ratios
EBIT/Interest >7X | 5,0-7.0X | 3.0-5.0X
RCF/Debt > 26% 21- 26% 15-21%
Debt to Book Capitalization <30% | 30-40% 40-50%
FCE/FFO >10% | 10— (15%) | (15)-(30%)
Staff Direct Proposal
EBIT/Interest 3.97X
RCF/Debt , 23.44%
Debt to Book Capitalization 42.47%
FCF/FFO 21.99%
Staff Direct Proposal-After Additional
Moody’s Adjustments
EBIT/Interest 3.63X
RCF/Debt 23.25%
Debt to Book Capitalization 42.77%
FCF/FFO 21.92%

The ratios above demonstrate that including operating leases and pension

credits in my ratio calculation has little effect on the ratios and the level of

financial strength they indicate for Nicor Gas. When the level of operating risk

implied in the Moody's credit ratings of the Utility sample is considered, Nicor’s

implied credit rating (reflecting both operating risk and financial strength) remains

A2, which is the same as Nicor Gas’s current Moody's credit rating.’

" Moody's Investor Services, www.moodys.com.
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RESPONSE TO DR. MAKHOLM
Exciusion of MGE Energy

Do you agree with Dr. Makholm that MGE Energy is similar in operating risk
to Nicor Gas?

Yes.

If MGE Energy is similar in operating risk to Nicor Gas, why did you
exclude it from the Utility sample?

Although MGE Energy is similar in operating risk to Nicor Gas, it does not have
an analyst forecasted growth rate for the next 3-5 years. If the Commission
agrees with Staff that anélyst growth rates are the appropriate source for the
growth rate estimate for the first stage of the non-constant DCF model, then
MGE Energy should be excluded from the sample because it lacks the growth
rate estimate necessary for the calculation. However, if the Commission accepts
the methodology presented by Dr. Makholm for determining the proper growth

rate for the companies in the sample, then Staff has no objection te the inclusion

of MGE Energy in the Utility sample.
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87 - Use of GDP for Third Stage Growth Rate

88 Q. Dr. Makholm criticizes the use of Gross Domestic Product {(“GDP”) as the
89 stage 3 growth rate in your non-constant DCF analysis.® Please comment.

90 A. Dr. Makholm argues that GDP is not a good estimator of sustainable utility

91 growth. He incorrectly asserts that a “company can sustain a growth rate greater
92 than that of the overall economy.”® Dr. Makholm provided nothing to support his
93 assertion. However, Reilly and Brown note that “no company can grow
94 indefinitely at a rate substantially above normal.”'® Brigham and Houston define
95 normal growth as that which is expected to be similar to the economy as a
96 whole."" Brigham and Houston also state that:
97_. ... dividend growth on average is expected to continue in
98 : the foreseeable future at about the same rate as that of
99 the nominal gross domestic product (real GDP plus
100 inflation).'2
101 Q. Dr. Makholm argues that utilities are not “below-average growth
102 companies.” Is he correct?
103 A No. The data Dr. Makholm relied upon suggests that, relative to the overall
104 market, the utility companies composing his sample are, in fact, below average
105 growth companies. Specifically, relative to the overall market, which has a
106 retention ratio of 65.31%, ' the retention rate for utility companies of 44.32%" is
107 well below average. Further, one would expect utilities overall to earn below

¥ Co. Ex. 25.0, pp. 6-14,
®Co.Ex. 250, p. 7.

"% Reilly and Brown, Investment Analysis and Portfolio Management, 5" edition, p. 754.
" Brigham and Houston, Fundamentals of Financial Management, 8" edition, p.319.

'? Brigham and Houston, Fundamentats of Financial Management, 8" edition, p.319.

'3 Reuters, www.reuters com, October 20, 2008.

" Co. Ex. 25.4.
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average returns due to the below average risk reflected in their below average
betas (i.e., betas less than one), such as the 0.88 average beta Dr. Makholm
adopted for his sample."® Since growth is a function of those below average
earnings retention rates and the below average return on those earnings, one

would expect below average growth for utilities.

Dr. Makholm implies “productivity” of utilities supports his assertion that
utilities are not “below-average growth companies.” Please comment.
Dr. Makholm has not shown a direct link between productivity and a company’s

growth in earnings. Productivity is defined as:

The average output produced per worker

during a specific time period."®

That is for productivity to lead to higher growth in earnings as Dr. Makholm
claims productivity gains cannot be passed on to: (1) customers through lower
prices, (2) workers through higher wages, or (3) common stock holders through
higher dividends. As | discussed above, utilities have below average earnings
retention and should have below average rates of return on new investment.
Thus, even if utilities have above normal productivity growth, it is highly doubtful

that productivity growth leads to above normal growth in earnings.

»? Co. Ex. 259,
Gwartney, Stroup, Sobel, Economics Private and Public Choice, Ninth Edition
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126 Dr. Makholm’s Growth Calculation

127 Q. Dr. Makholm claims that it is reasonable to assume that the companies in

128 his sample will issue new equity securities for prices prevailing in the

129 market." Please comment.

130 A, | do not dispute that the companies in his sample may issue some new common
131 stock through public offerings at the prevailing market price. | dispute the

132 assumption that all new common stock will be issued through public offerings.
133 Recent history indicates that a portion of new common stock will be issued to
134 employees at a discount to the prevailing market price. As noted in my direct
135 testimony, to the degree that any of the new common stock is issued at below
136 the prevailing market price, the SV component of Dr. Makholm’s sustainable
137 growth rate estimates is overstated. Schedule 19.03,"® documentation

138 demonstrating that at least some of the common stock issuances of the

139 companies in Dr. Makholm'’s sample were, in fact, exercised stock options, which
140 would certainly be issued at a price below the prevailing market price.'®

" Co. Ex. 25.0, p.15

13 Schedule 19.03 does not represent a comprehensive review of all the stock issuances of the
companies in the Utility sample,

® The option gives the holder the right to purchase the stock at a specified price. The option would
only be exercised if the specified price is less than the market price of the stock.

8
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CAPM Analysis

Q.  Dr. Makho!lm criticizes your CAPM analysis because the betas you used
“are not readily visible to the market,” recommending, instead, the use of
Value Line betas.”® Please comment.

A. The validity of Staff's beta estimation methodology is not a function of whether
investors rely upon Staff's beta estimates. Rather, the validity of the
methodology is a function of whether it is generally accepted. The methodology |
used to calculate the betas for my sample, which Staff has regularly used and the
Commission has consistently approved,?! employs the same monthly frequency
of stock price data as the widely accepted Merrill Lynch methodology. The Value
Line methodology is not inherently superior to Staff's methodology. Different
beta estimation methodologieé can produce different betas whenever those

methodologies employ different sampies of stock return data.

Value Line and regression betas are estimates of the unobservable true beta,
which measures investors' expectations of the quantity of non-diversifiable risk
inherent in a security. Consequently, which beta estimates are more accurate is
unknown. Further, other sources publish beta estimates for the companies in my
Utility Sample that are even lower than the regression beta estimates. For
example, the published betas for my Utility Sample from Zacks averaged 0.66
after adjustment and from Scottrade averaged 0.62 after adjustment, both of

which are lower than the adjusted regression beta of 0.69 that | used in my direct

2 Co. Ex. 25.0, p. 22.

2 Order, Docket No. 02-0837, October 17, 2003, pp. 37-38; Order, Docket Nos.
02-0798/03-0008/03-0009 Cons., October 22, 2003, p. 85; Crder, Docket No. 00-0340, February 15,
2001, p. 25; and Order, Docket No. 03-0403, April 13, 2004, p. 42.
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162 testimony.?>?® The beta estimates from the various sources | reviewed are
163 shown in the table below,

Table 1

Source* Published (Raw) | Adjusted Beta

Beta®®

Reuters .48 .66

Scottrade 43 .62

Yahoo! 45 .64

Zacks 49 .66
164 Q. Dr. Makholm states “[t]here are objective, disinterested and published
165 ‘sources of betas that investors do examine, and | think it would be wise for
166 the Commission to stick to those as inputs to the cost of capital.” Please
167 . comment.
168 A. As | explained above, the regressi'on beta calculation is proper for use in the
169 CAPM model. However, to reduce issues in this case | have updated my CAPM
170 results using only published betas.?® | utilized beta estimates from several
171 published sources that are available to investors at no charge and Value Line.?’
172 Contrary to Dr. Makholm’s suggestion that published betas are traditionally
173 adjusted,? all of the sources | reviewed present unadjusted (i.e., raw) betas.
174 CUB witness Thomas has argued for the use of raw betas in the CAPM. The

175 inclusion of these published raw betas should not be construed as Staff's

?2 Using the same upward adjustment applied to the raw regression betas.

2 7acks Research Wizard, October 6, 2008; Scottrade, www.scottrade.com, October 6, 2008.

2 Yahoo Finance Key Statistics, http://finance.yahoo.comig/ks?s. .., October 6, 2008; Reuters,
htip://stocks.us.reuters.com/stocks.ratios, October 6, 2008.

% The published betas provided-in Table 1 are available to investors at no charge.

%% The beta estimate from only published sources is the simpie average of the beta estimates from
Reuters, Scottrade, Yahoo!, Zacks, and Value Line.

" value Line is only available through a paid subscription. However, many libraries have a Value
Line subscription.

% Co. Ex. 25.0, p. 22

10



http://w.scottrade.com
http://finance.yahoo.com/q/ks?s
http://stocks.us.reuters.com/stocks.ratios

Docket Nos. 08-0363
|ICC Staff Exhibit 19.0C

176 agreement that raw betas are proper for use in the CAPM model. However,

177 since the Company clearly states that it prefers published betas, for this case
178 only, | have included all published beta estimates that | obtained from well-known
179 financial websites. Thus, the beta estimate used in this updated CAPM,

180 ' presented in Schedules 19.04, is the average of the four published, raw beta

181 estimates (i.e., Reuters, Scottrade, Yahoo!, Zacks)*® and one published, adjusted
182 beta estimate (i.e., Value Line).*

183 Q. What is the heta estimate for the.Utility sample using only published beta

184 estimates?

185 A As shown in Schedule 19.05, the average Value Line beta for the Utility sample

186 is 0.87.>" The average monthly published beta estimate is 0.46. The average of
‘87 these two estimates is 0.67.

188 Q. What required rate of return on common equity does the risk premium

189 model estimate for the Utility sample using only published beta estimates?
190 A, The risk premium mode! estimates a required rate of return on common equity of
191 10.60% for my Utility sample. The computation of that estimate appears on

192 Schedule 19.04.

# Hereafter collectively referred to as the “average monthly published beta." | averaged the beta

estimates from Reuters, Scottrade, Yahoo!, and Zacks since all four sources calculate beta using monthly
returns. ’

2‘1’ Value Line calculates beta using weekly returns.
The Value Line tnvestment Survey, “Summary and Index.” July 18, 2008, pp. 4-23.

11
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193 Q. Based on your analysis, what is your estimate of the Company’s cost of
194 common equity?

195 A. Based on my analysis, in my judgment the Company’s investor-required rate of
196 return on common equity equals 9.68%.

197 Q. Please summarize how you estimated the investor-required rate of return
198 on common equity for the Company.

199 A. First, | estimated the investor required rate of return on common equity for my
200 Utility sample, which is a simple average of the DCF-derived results (9.25%) and
20f the updated (published beta) risk premium-derived results (10.60%) for the Utility
202 - sample, or 9.93 %. Second, | adjusted the Utility sample's investor required rate
203 of return downward 25 basis points to reflect the lower risk of the‘Company

204 relative to the Utility sample. A comparison of the Moody’s ratios for the

205 Company® and the Utility sample are presented in Schedule 19.06.*® Thus, the
206 investor-required rate of return on common equity is 9.68% for Nicor Gas.

207 Q. Has the Commission traditionally relied upon adjusted betas for use in the
208 CAPM?

209 A. Yes. The Commission has traditionally relied upon adjusted beta estimates.

210 Therefore, | have also provided an updated CAPM analysis in which | adjust the
211 published beta estimates® from Reuters, Scottrade, Yahoo!, and Zacks before |
212 combine them with the beta estimate from Value Line.

*2 The Company ratios reflect Staff recommendations in rebuttal testimony and the adjustments for
pension credit and operating leases.

* The downward adjustment was explained in Staff Ex. 6.0 on pages 21-25.

* The raw betas are adjusted based on the Merrill Lynch methodology presented on page 18 of ICC
Staff Ex. 6.0.

12
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213 Q. What is the beta estimate for the Utility sample using only adjusted
214 published beta estimates?

215 A. As shown in Schedule 19.07, the.adjusted average monthly published beta

216 estimate is 0.65. The average of the adjusted average monthly published beta
217 estimate and the Value Line beta estimate is 0.76.

218 Q. What required rate of return on common equity does the risk premium

219 model estimate for the Utility sample using only adjusted published beta
220 estimates?

221 A The risk premium model estimates a required rate of return on common equity of
222 11.39% for my Utility sample. The computation of that estimate appears on

223 Schedule 19.08.

224 Q. If the Commission prefers to continue to use adjusted betas, what is the

225 Company’s cost of common equity?

226 A. tf the Commission continues to use adjusted betas in its CAPM analysis, the

227 Company's investor-required rate of return on common equity would be 10.07%.
228 This is obtained by taking a simple average of the DCF-derived results (9.25%)
229 and the risk premium-derived results based on adjusted, published betas

230 (11.39%) for the Utility sample, or 10.32%, and adjusting the result downward 25
231 -basis points to reflect the lower risk of the Company relative to the Utility

232 sample.>® Therefore, the Company’s investor-required rate of return on common
233 equity equals 10.07% after the 25 basis point adjustment for the difference in risk
234 of Nicor Gas and the Utility sample.

* The downward adjustment was explained in Staff Ex. 6.0 on pages 21-25. The updated ratio
analysis is presented in Schedule 19.06.

13
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235 _ Risk Adjustment

236 Q.  Please address Dr. Makholm’s comment that average credit rating

237 differences “have no conceptual read-across to any possibie equity risk
238 difference” and that your adjustment “has no credible basis from a

239 standpoint of financial theory or practice.”®

240 A The risk/return tradeoff (i.e., investors require higher returns to accept greater
241 exposure to risk) is a fundamental principle of finance. That concept forms the
242 basis of my adjustment. While Dr. Makholm is correct that equity investors are
243 only entitled to the residual value of the firm after its creditors have been paid
244 and that credit ratings do not equate to equity risks, to therefore conclude that
245 there is no connection between credit risk and equity risk is incorrect. While the
246 relationship between credit ratings and equity risk is not perfect, credit ratings
247 and equity risk are certainly related. Nobel Prize winners Modigliani & Miller

248 conclude that equity costs are affected by debt leverage.*” Credit ratings are
249 also affected by debt leverage. That is, as debt leverage rises, the cost of equity
250 ~rises and credit ratings fall and vice versa. Thus, there is an inverse relationship
251 between credit ratings and equity costs. This is precisely the relationship | am
252 modeling. As noted above, while there is no way to directly measure that

253 relationship, to ignore the risk differential between my Utility sample’s rating and
254 Nicor Gas’ rating, as Dr. Makholm espouses, would clearly be inappropriate. The
255 approach | have adopted is consistent with the approach Staff has taken, and the

256 Commission has accepted, under similar circumstances in previous proceedings.

* Co. Ex. 25.0, pp. 23-24.
3T Brigham, Gapenski and Ehrhardt, Financiat Management Theory and Practice, 9" edition, p.626.
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257 Q. Please address Dr. Makholm’s claim that you make “no allowance for

258 reasonableness ranges when assessing risk,” as the rating agency does.*®
259 A. | did not rely on financial ratios to assess the risk of Nicor Gas or my Utility

260 sample. |relied on the assessment of the overall risk of the company, as

261 reflected in its credit ratings. As Dr. Makholm notes, those metrics already make
262 an allowance for reasonableness ranges with regard to the financial ratios

263 incorporated in those assessments. Thus, there is no additional allowance to be
264 made.

265 Effect of Rider Approvals on the Company’s Business Risk

266 Q. Do you agree with Dr. Makholm that riders do not affect financial risk?

67 A. Yes.

268 Q. Do you agree with Dr. Makholm that riders do not affect business risk?
269 A No. Reducing the volatility in cash flows of a company reduces business risk.
270 Since the riders proposed by Nicor Gas reduce volatility in cash flows, they also
271 ' reduce the Company’s business risk. Further,_ both Moody's and Standard and
272 Poor's (S&P) consider rate design mechanisms such as decoupling as favorable
273 for credit ratings.*

* Co. Ex. 25.0, p. 23.

* Moody's Investors Service, “impact of Conservation on Gas Margins and Financial Stability in the
Gas LDC Sector," June 2005; and Standard & Poor’s RatingsDirect, “Decoupling: The Vehicle For Energy
Conservation?,” February 19, 2008,
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274 Q. As support for Dr. Makholm’s argument that a decoupling rider will not

275 affect the cbst of capital, Dr. Makholm quotes a bulietin from S&P on

276 NSTAR. Please comment.

277 A. Dr. Makholm’s quote from the bulletin is deceptive. Dr. Makholm falsely implies
278" that the S&P bulletin is based on the results of a NSTAR rate case.*® The bulletin
279 provides S&P’s opinion of how NSTAR is affected by the “recent Massachusetts
280 Department of Public Utilities ruling, which orders utilities in the state to pursue
281 full decoupling in their next base rate case filings.”' Dr. Makholm conveniently
282 omits a sentence in the middle of his quote that clearly étates that NSTAR has
283 not filed for a base rate case nor does S&P expect NSTAR to file for at least 3
284 years. Therefore, NSTAR has not had a recent rate case that provides for full
285 decoupling in Massachusetts. Hence, one would not expect S&P to adjust its
286 credit rating on NSTAR since the company has not implemented full decoupling.
287 | ~ RESPONSE TO MR. THOMAS

288 Q. In his discussion of the proper growth rate to use in a DCF analysis, CUB

289 witness Thomas cites several studies and concludes that “[a]nalysts tend
290 to be optimistic about future growth and produce forecasts that are

291 upwardly biased.”*? Do you agree with his implication that those studies
292 can be applied to utility growth rates?

293 A. No. The studies he cites tend to report generalized findings and do not

294 specifically suggest that growth rates for utilities are overstated relative to

49 Co. Ex. 25.0, p. 26.

¥ Standard & Poor's RatingsDirect, Bulletin: Decoupling Order Does Not Affect NSTAR Ratings, July
21, 2008.

“2 CUB Ex. 1.0, pp. 24-25.
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295 achieved growth. In contrast, a study by Chan, Karceski, and Lakonishok

296 indicates that analyst growth rate estimates for utilities are not overstated. The
297 authors of that study sorted by growth rate all domestic firms with available IBES
298 long-term growth rate estimates, fdrming value-weighted portfolios in each

.299 quintile after each year, and found that the growth rates for portfolios of

300 companies falling in the highest quintiles (i.e., having the highest growth rates)
301 tend to be overstated relative to the growth achieved over the five years post
302 ranking.** However, that study also indicates that the growth rates for portfolios
303 of companies falling in the lowest quintile show no such tendency. That study
304 further notes that the bottorn quintile portfolios predominantly comprise firms in
305 mature industries, with approximately 25% of those firms being utilities. Thus,
306 utility growth rates do not appear to be upwardly biased estimators of achieved
;07 growth five years ex post.

308 Q. Mr. Thomas claims that a paper by Gregory L. Nagel et al. (“the Nagel

309 paper’) “rejects the version of the CAPM traditionally used by the

310 Commission.”* Please respond.

311 A The Nagel paper did not evaluate and, thus, did not reject the version of the
312 CAPM traditionally used by the Commission. Specifically, the Nagel paper does
313 not apply to Staff's CAPM because it does not evaluate a CAPM that utilizes
314 adjusted betas. Rather, the Nagel paper found that a CAPM using raw betas
315 was less accurate in predicting realized rates of return than a naive model that
316 assumes the same cost of equity, equal to the risk-free rate plus a risk premium,

‘43 Chan, Karceski, and Lakonishok, “The Level and Persistence of Growth Rates,” Journal of Finance,
April 2003, pp. 671-676. '

“ CUB Exhibit 1.0, p. 14-15.
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317 applies to all stocks (i.e., all betas equal 1.0).* Ironically, Mr. Thomas
318 recommended use of raw betas in the CAPM analysis he presented, despite his
319 own sources’ explicit rejection of such an approach.

320 Q. Mr. Thomas claims that betas should not be adjusted for reversion to a

321 market mean of 1.0.** Please comment.

322 A. The beta parameter is generally derived from historical data, but, in theory,

323 should be a forward-looking number. Thus, in my direct | adjusted the raw {i.e.,
324 historical) betas for the companies in my sampies to improve the accuracy of my
325 beta estimates. The Armitage text Mr. Thomas cites with regard to this argument
326 notes that studies have shown that such adjustments result in appreciably better
327 forecasts, finding that the reduction in both bias and inefficiency is greater the
328 further away from one the beta in question is.*’ Armitage states that the

329 observed flatness of the Securities Market Line is due to two factorsf 1) error in
330 the estimation of true betas {i.e., the further above (or below) the mean an

331 observed beta is, the more likely it is that the estimate error is positive (or

332 negative)), and 2) regression toward the mean (i.e., moderation in risk over

333 time).*®

334 Q. Mr. Thomas claims that the assumption of a mean reversion makes little
335 sense for utilities with betas below 1.0, citing a study by Gombola and

* Gregory L. Nagle, David R. Peterson, and Robert S. Prati, The Effect of Risk Factors on Cost of
Equity Estimation, Quarterly Journal of Business and Economics, Vol. 46 No. 1, p. 67.

* CUB Ex. 1.0, pp. 7-16.

¥ Armitage, S., The Caost of Capital: Infermediate Theory, 2005, pp. 284-285.

% Armitage, S., The Cost of Capital: Intermediate Theory, 2005, p. 283.
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336 Kaht.*® Do you agree with Mr. Thomas’ conclusion that use of an adjusted
337 beta for utilities with betas below 1.0 is wrong?

338 A. Mr. Thomas cites the Gombola and Kahi article and notes that they suggest that

339 utility betas actually revert to a utility average beta rather than the market mean

340 of 1.0. However, the derivation of the true industry mean beta is problematic.

341 Not ohly is any estimate of the true industry portfolio beta mean dubious, as
342 betas change over time, but, as noted above, the farther below the market mean

343 ' a raw beta is, the more likely its estimate error is to be negative. Thus, the

344 average of a portfolio of low betas, each of which is likely to be biased

345 downward, will, itself, likely be biased downward. Regardless, as noted

346 previously, Mr. Thomas’ proposal to ignore beta reversion altogether and use an

347 unadjusted beta was explicitly rejected in the Nagel paper he cites.

348 Q. Does this conclude your rebuttal testimony?

349 A, Yes, it does.

“CUB Ex. 1.0, p. 9.
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VERIFICATION

|, Sheena Kight—GarIisch, being first duly sworn, depose and state that | am a
Senior Financial Analyst in the Finance Department of the Financial Analysis Division of
the lilinois Commerce Commission; that | sponsor the foregoing Corrected Rebuttal
Testimony of Sheena Kight-Garlisch; that | have personal knowiedge of the information
stated in the foregoing Corrected Rebultal Testimony; and that such information is true

and correct fo the best of my knowledge, information and belief,

Sheena Kight-Garlisch
llinois Commerce Commission

Subscribed and swom to before me

-this 30th dgy of October, 2008. OFFICIAL SEAL

LISA BOWMAN
NOTARY PUBLIC, STATE OF ILLINOIS
MY COMMISSION EXPIRES 12.9-2011,

-/ Notary Public
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SEC Form 4
FORM 4

UNITED STATES SECURITIES AND EXCHANGE COMMISSION

“OMB APBROVAL
Washingten, D.C. 20549 o

i
i
< OME Numbar:

2350287
i Fabruary 2
: Expiras; 9

STATEMENT OF CHANGES IN BENEFICIAL OWNERSHIP

Ghack this box if no longar subject to

é"» o 6, ot o P ’ Estmeied averaga purdsn ;
i ¥ sbligations mey connue. See i % hours par !
Instruction (k) Filed pursuant tc Section 16{a} of tha Securities Exchange Acl of 1834, Section 17(a) of the Public Uity 4

rasponse

Holding Cornpany Acl of 1925 or Secticn 30(h) of the Invesiment Company Act of 1840

- i - 2. Issust Name and Ticker or Trading Symbal 5. Relationship of Reporling Person{s} to Issuer
1. Name ang Address ol Reporting Parsen NICOR ING [ GAS | {Ehech all apaiabios
COLALILLO CLAUDIA J T H Director 10% Owner
o e s e £ s H x  Officer igive lile Other ispecify
{Last) (First) {Middle) 3 Date of Earlies! Transaction (Morth/DayiYear) beiow) . . . beiow) :
11/08/2006 Senior Vice Presidam :
MNICOR INC, :
1844 FERRY ROAD . .
S 515 e 1 e et e tenienars A+ | ATBRAMeNt, Date of Onginal Filed (MontVDay/Year) 6. Indwiduai or JointGroup Filing (Check Applicable
{Street; Lmi){ F filed by One Reparting P rh
2 amm y One Reparting Parsor
MNMAPERVILLE 1L 3
T ! 6056 Form fled by More than Qne Reperting
U V- Persan
1) (State)

Table | - Nan-Derivative Securitiss Acquired, Disposad of, or Baneficially Ownad

1, Title of Sscurity {instr. 3} 2 Transaction I 24. Dasmned X 4. Securilies Aequired {A] | & Amounlof | {7 Mature G
Dats i Exaculion Dat, | Transsction { or Disposad Of (D) {lnatr. 3, | Sacuriies Ownership | of Indirec ;
(MorhyDayiYear) ¢ Hany Cods (Ingtr. | 4 and B) 3 Bansficmlby Farm: ; Benaticial 3
i (Month/Day/Year) | 3) : Owned Direct |D) or ; Cwnurkhip §
5 i Feliowing tndirect i) | fnsla) 2
H # H < Rwported (inair, 4) H
14 F L : Tranmacilen
GCods | ¥ Ampunt er Prica {u} [insts. 3
1D} [ and 4)
Common Stock 11/08/2006 4,500 1 A [836.82 - 11,341,707 I
Cummon Stock 11/08/20086 5300 ;A [s45.050 16.641.707 ]
Comieen Stock 11082006 9800 { D 848441 6841707 D
By 403
Common Stock S48 (H 1 ey
235344 (K7 plan
Tabka I - Darhvative Securitles Acqulred, Di d of, or Baneficlally Cwnad
(#-9.. puts, calls, warrants, options, ronvertible sacurities)
1.THwo! |2 3 Transaclion | 34, Desmsd 4 5 Numésc | 8 Date Exarciable and | 7. Tithe and 8.Price of | 0. Mumbar | 10. 11, Naturs £
Deriuative ; Convarsion | Date Exacution Das, | Transaction | af Expirailan Dals Amount of Dervalvs | of i Ownership § of indirsct
Secix] or Exsrclas | (MomnDaylYenr} - if sy Code (Instr. | Dartvalive | (MonthDsy/Yaar) Satwiities Security ; derivalive I Form: Benaficial
{tratr. 3]  Priceof {ManlhDayrtear] | B} Securiia Uneriylng {instr B} Securities . Dirsci (0] § Ownarship
D-m-_ttvu Acquirad Derivative Securky ! Benaficialy © or Indirect & (Insu. &)
Sacurity (Al or (Inatr. 3 and 4) { Qwnd ) b 4
Disposad : Following ¢
of |0) i Reporied E
{lnatr. 3 4 Transmchon E
and Bj %) {inwtr 4} : :
Amouni :
H iooer i
H Nurnbar H
Cats Expirailon ot
Code: ¥V {{a] | {D) { Exerciambis Dats Thia Shares
Enminyes
Stock ;
O $36.82 114082006 M 4,500 | (1142004 | 14201 § IR g spg 20 * D
(right e Stock *
Tay)
e =~ : P
Stock - E
Qe 54505 117082006 ™ L300 | 032172008 5 0n212012 | UILEAD 0 0 5]
A : qock | 3300
buy) i

Explanstion of Responsas:

i chg.m November 2, 2006 and Nuvember %, 2604 the (ranning pessas: acyired S0 slares of Nicar Tne, e sivek under Bue Nicor Tt <010k plan. The inform aciun in this sgposs based entte
bl an the aceeint ws of Movemnber &, HR%

Antoinete M. Lambert -

ey o
Attorney-in-Fact 1171372008
* Signature of Raporting Persan Dale

Reminder. Report on @ separale ling for sach class of securtiss bensficially owned directly or indirectly
* ifihe lormis filed by more than one reporting parson, see Instruclion 4 {EX v}

“* Interitional misstalements or omissions of facts constitate Federal Cnminal Viokalions Sea 18 U.S.C. 1001 and 15 U 5.C. 78fa)

Mote. File three copies of this Form, ane of which must be manualiy signed. If space is insufficient, sse Instrugtion 8 for progedure,

Parsona who respond 1o tha collection of information cortainad in this form are not raguired to réspond unleas the form displays a currently valid OMB Number.
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