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WITNESS IDENTIFICATION 

Please state your name and business address. 

My name is Sheena Kight-Garlisch. My business address is 527 East Capitol 

Avenue, Springfield, IL 62701. 

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

this proceeding? 

Yes. I am. 

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

The purpose of my rebuttal testimony is to respond to the rebuttal testimony of 

Northern Illinois 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 .O).' 

RESPONSE TO MR. RUSCHAU 

Mr. Ruschau asserts that your ratios should be "based on the Company's 

actual forecast of its 2009 expenditures."' Do you agree? 

No. My ratio analysis should be based on Staffs  recommendation^.^ The 

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

My decision not to respond to an argument or arguments contained in the testimonies of Mr. 
Ruschau. Dr. Makholm and Mr. Thomas should not be construed as my agreement with those arguments. 

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 

I 

* Co. Ex. 24.0, p. 22. 
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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 Staffs 

proposed rates. 

In contrast, Mr. Ruschau's argument nonsensically implies that the Commission 

would simultaneously accept the Company's position on expenditures but base 

rates on Staffs position on expenditures. If the Commission accepts the 

Company's position on expenditures, I would expect the Commission to reflect 

those expenditures in rates. Conversely, I would expect the Commission would 

set rates based on Staffs position on expenditures only if the Commission 

accepted that position. In other words, if the Commission accepts Staffs position 

on expenditures is correct, the Commission is concluding either the Company will 

not 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, Staffs position on those expenditures is 

obviously 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 Staffs 

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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WITNESS IDENTIFICATION 

Please state your name and business address. 

My name is Sheena Kight-Garlisch. My business address is 527 East Capitol 

Avenue, Springfield, IL 62701. 

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

this proceeding? 

Yes, I am. 

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

The purpose of my rebuttal testimony is to respond to the rebuttal testimony of 

Northern Illinois 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 l.O).’ 

RESPONSE TO MR. RUSCHAU 

Mr. Ruschau asserts that your ratios should be “based on the Company’s 

actual forecast of its 2009 expenditures.”’ Do you agree? 

No. My ratio analysis should be based on Staffs  recommendation^.^ The 

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

My decision not to respond to an argument or arguments contained in the testimonies of Mr. 
Ruschau. Dr. Makholm and Mr. Thomas should not be construed as my agreement with those arguments. 

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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updated in this rebuttal testimony, is to show the Commission the financial 

strength of Nicor Gas that would result should the Commission accept Staffs 

proposed rates. 

In contrast, Mr. Ruschau's argument nonsensically implies that the Commission 

would simultaneously accept the Company's position on expenditures but base 

rates on Staffs position on expenditures. If the Commission accepts the 

Company's position on expenditures, I would expect the Commission to reflect 

those expenditures in rates. Conversely, I would expect the Commission would 

set rates based on Staffs position on expenditures only if the Commission 

accepted that position. In other words, if the Commission accepts Staffs position 

on expenditures is correct, the Commission is concluding either the Company will 

not 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, Staffs position on those expenditures is 

obviously 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 Staffs 

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 lo 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. I 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, I agree that adjustment should be included 

in the financial ratio calculations. I 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.5 Is he correct? 

No. After adjusting the ratios from my direct testimony6 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. 
Co. Ex. 24.0, pp. 22-23. 
Staff Ex. 6.0, p. 22. 
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3.63X 
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1 EBlTllnterest 
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- 
Debt to Book Capitalization 42.77% 

I 71 ~701, I FCFlFFO 
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70 

Moody’s Adiustrnents 
EBlTllnterest 
RCFlDebt 
Debt to Book Capitalization 
FCFlFFO 

3.63X 
23.25% 

42.77% 
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.7 

’ Moody’s Investor Services, www.moodys.com. 
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RESPONSE TO DR. MAKHOLM 

Exclusion 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 analyst 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 to the inclusion 

of MGE Energy in the Utility sample. 

5 
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Q. Dr. Makholm criticizes the use of Gross Domestic Product (“GDP”) as the 

stage 3 growth rate in your non-constant DCF analysis: Please~comment. 

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

growth. He incorrectly asserts that a “company can sustain a growth rate greater 

than that of the overall economy.”’ Dr. Makholm provided nothing to support his 

assertion. However, Reilly and Brown note that “no company can grow 

indefinitely at a rate substantially above normal.”’0 Brigham and Houston define 

normal growth as that which is expected to be similar to the economy as a 

whole.” Brigham and Houston also state that: 

A. 

. _ .  dividend growth on average is expected to continue in 
the foreseeable future at about the same rate as that of 
the nominal gross domestic product (real GDP plus 
inflation).” 

101 

102 companies.” Is he correct? 

103 A. 

104 

105 

106 

107 

Q. Dr. Makholm argues that utilities are not “below-average growth 

No. The data Dr. Makholm relied upon suggests that, relative to the overall 

market, the utility companies composing his sample are, in fact, below average 

growth companies. Specifically, relative to the overall market, which has a 

retention ratio of 65.31%,13 the retention rate for utility companies of 44.32 /o 

well below average. Further, one would expect utilities overall to earn below 

0 14 ,  IS 

* Co. Ex. 25.0, pp. 6-14 
Co. Ex. 25.0, p. 7. 

l o  Reilly and Brown, Investment Analysis and Portfolio Manaaement,t:‘h edition, p. 754 
Brigham and Houston, Fundamentals of Financial Manaaernent, 8 edition, p.319. 
Brigham and Houston, Fundamentak of Financial Manaaement, 8Ih edition, p.319. 

l 3  Reuters. w.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 (Le., betas less than one), such as the 0.88 average beta Dr. Makholm 

adopted for his sample.15 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. 

Q. 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: 

A. 

The average output produced per worker 

during a specific time period.I6 

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 I 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. 

’ 5  Co. Ex. 25.9. 
Gwartney, Stroup, Sobel. Economics Private and Public Choice, Ninth Edition 16 
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Dr. Makholm's Growth Calculation 

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

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

market.17 Please comment. 

I do not dispute that the companies in his sample may issue 

stock through public offerings at the prevailing market price. I dispute the 

assumption that all new common stock will be issued through public offerings. 

Recent history indicates that a portion of new common stock will be issued to 

employees at a discount to the prevailing market price. As noted in my direct 

testimony, to the degree that any of the new common stock is issued at below 

the prevailing market price, the SV component of Dr. Makholm's sustainable 

growth rate estimates is overstated. Schedule 19.03,'* documentation 

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

companies in Dr. Makholm's sample were, in fact, exercised stock options, which 

would certainly be issued at a price below the prevailing market price.'' 

new common 

Co. Ex. 25.0, p.15 
Schedule 19.03 does not reoresent a comorehensive review of all the stock issuances of the 

17 

~~ ~~ 

com anies in the Utility sample. 

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

Dr. Makholm 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. 

The validity of Staffs beta estimation methodology is not a function of whether 

investors rely upon Staffs beta estimates. Rather, the validity of the 

methodology is a function of whether it is generally accepted. The methodology I 

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 Staffs methodology. Different 

beta estimation methodologies can produce different betas whenever those 

methodologies employ different samples 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 I used in my direct 

Co. Ex. 25.0, p. 22. 
Order, Docket No. 02-0837, October 17, 2003. pp. 37-38; Order, Docket Nos. 

20 

21 

02-0798/03-0008/03-0009 Cons., October 22. 2003. D. 85: Order. Docket No. 00-0340, Februarv 15, 
2001, p. 25; and Order, Docket No 03-0403, April 13, 2004, p. 42. 
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t e s t i m ~ n y . ’ ~ ~ ~ ~  The beta estimates from the various sources I reviewed are 

shown in the table below. 

Table 1 
Source“ Published (Raw) Adjusted Beta 

Reuters .48 .66 
Scottrade .43 .62 
Yahoo! .46 .64 
Zacks .49 .66 

Beta25 

Dr. Makholm states “[tlhere are objective, disinterested and p~ mlished 

sources of betas that investors do examine, and I think it would be wise for 

the Commission to stick to those as inputs to the cost of capital.” Please 

comment. 

As I explained above, the regression beta calculation is proper for use in the 

CAPM model. However, to reduce issues in this case I have updated my CAPM 

results using only published betas.26 I utilized beta estimates from several 

published sources that are available to investors at no charge and Value Line.27 

Contrary to Dr. Makholm’s suggestion that published betas are traditionally 

adjusted,26 all of the sources I reviewed present unadjusted (Le., raw) betas. 

CUB witness Thomas has argued for the use of raw betas in the CAPM. The 

inclusion of these published raw betas should not be construed as Staffs 

22 Using the same upward adjustment applied to the raw regression betas. 
Zacks Research Wizard, October 6, 2008; Scottrade, w.scottrade.com. October 6, 2008. 

24 Yahoo Finance Key Statistics, http://finance.yahoo.com/q/ks?s .... October 6, 2008; Reuters. 

25 The published betas provided in Table 1 are available to investors at no charge. 
26 The beta estimate from only published sources is the simple average of the beta estimates from 

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

23 

http://stocks.us.reuters.com/stocks.ratios, October 6, 2008. 

Reuters, Scottrade, Yahoo!, Zacks, and Value Line. 

Line subscription. 

27 

28 Co. Ex. 25.0, p. 22 
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agreement that raw betas are proper for use in the CAPM model. However, 

since the Company clearly states that it prefers published betas, for this case 

only, I have included all published beta estimates that I obtained from well-known 

financial websites. Thus, the beta estimate used in this updated CAPM, 

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

estimates (Le., Reuters, Scottrade, Yahoo!, Zacks)'' and one published, adjusted 

beta estimate (Le., Value Line).30 

What is the beta estimate for the Utility sample using only published beta 

estimates? 

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

is 0.87.3' The average monthly published beta estimate is 0.46. The average of 

these two estimates is 0.67. 

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

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

The risk premium model estimates a required rate of return on common equity of 

10.60% for my Utility sample. The computation of that estimate appears on 

Schedule 19.04. 

Hereafter collectively referred to as the "average monthly published beta." I averaged the beta 
estimates from Reuters, Scottrade. Yahoo!, and Zacks since all four sources calculate beta using monthly 
returns. 

Value Line calculates beta using weekly returns. 
The Value Line Investment Survey, "Summary and Index." July 18, 2008. pp. 4-23 

29 

30 

31 
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193 

194 common equity? 

195 

196 

Q. Based on your analysis, what is your estimate of the Company’s cost of 

A. Based on my analysis, in my judgment the Company’s investor-required rate of 

return on common equity equals 9.68%. 

197 

198 

199 

200 

201 

Q. Please summarize how you estimated the investor-required rate of return 

on common equity for the Company. 

First, I estimated the investor required rate of return on common equity for my 

Utility sample, which is a simple average of the DCF-derived results (9.25%) and 

the updated (published beta) risk premium-derived results (1 0.60%) for the Utility 

A. 

202 sample, or 9.93 YO. Second, I adjusted the Utility sample’s investor required rate 

203 

204 

205 

206 

of return downward 25 basis points to reflect the lower risk of the Company 

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

Company3’ and the Utility sample are presented in Schedule 19.06.33 Thus, the 

investor-required rate of return on common equity is 9.68% for Nicor Gas. 

207 

208 CAPM? 

209 

210 

21 1 

212 

Q. Has the Commission traditionally relied upon adjusted betas for use in the 

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

Therefore, I have also provided an updated CAPM analysis in which I adjust the 

published beta estimates34 from Reuters, Scottrade, Yahoo!, and Zacks before I 

combine them with the beta estimate from Value Line. 

The Company ratios reflect Staff recommendations in rebuttal testimony and the adjustments for 32 

pension credit and operating leases. 
33 The downward adjustment was explained in Staff Ex. 6.0 on pages 21-25. 
34 The raw betas are adjusted based on the Merrill Lynch methodology presented on page 18 of ICC 

Staff Ex. 6.0. 
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230 
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233 

234 

Q. 

A. 

Q. 

A. 

Q. 

A. 

What is the beta estimate for the Utility sample using only adjusted 

published beta estimates? 

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

estimate is 0.65. The average of the adjusted average monthly published beta 

estimate and the Value Line beta estimate is 0.76. 

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

model estimate for the Utility sample using only adjusted published beta 

estimates? 

The risk premium model estimates a required rate of return on common equity of 

11.39% for my Utility sample. The computation of that estimate appears on 

Schedule 19.08. 

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

Company's cost of common equity? 

If the Commission continues to use adjusted betas in its CAPM analysis, the 

Company's investor-required rate of return on common equity would be 10.07%. 

This is obtained by taking a simple average of the DCF-derived results (9.25%) 

and the risk premium-derived results based on adjusted, published betas 

(1 1.39%) for the Utility sample, or 10.32%, and adjusting the result downward 25 

basis points to reflect the lower risk of the Company relative to the Utility 

sample.35 Therefore, the Company's investor-required rate of return on common 

equity equals 10.07% after the 25 basis point adjustment for the difference in risk 

of Nicor Gas and the Utility sample. 

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

236 Q. 

237 

238 

239 

240 A. 

241 

242 

243 

244 

245 

246 

247 

248 

249 

250 

251 

252 

253 

254 

255 

256 

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

differences “have no conceptual read-across to any possible equity risk 

difference” and that your adjustment “has no credible basis from a 

standpoint of financial theory or practice.”36 

The riskheturn tradeoff (Le., investors require higher returns to accept greater 

exposure to risk) is a fundamental principle of finance. That concept forms the 

basis of my adjustment. While Dr. Makholm is correct that equity investors are 

only entitled to the residual value of the firm after its creditors have been paid 

and that credit ratings do not equate to equity risks, to therefore conclude that 

there is no connection between credit risk and equity risk is incorrect. While the 

relationship between credit ratings and equity risk is not perfect, credit ratings 

and equity risk are certainly related. Nobel Prize winners Modigliani & Miller 

conclude that equity costs are affected by debt leverage.37 Credit ratings are 

also affected by debt leverage. That is, as debt leverage rises, the cost of equity 

rises and credit ratings fall and vice versa. Thus, there is an inverse relationship 

between credit ratings and equity costs. This is precisely the relationship I am 

modeling. As noted above, while there is no way to directly measure that 

relationship, to ignore the risk differential between my Utility sample’s rating and 

Nicor Gas’ rating, as Dr. Makholm espouses, would clearly be inappropriate. The 

approach I have adopted is consistent with the approach Staff has taken, and the 

Commission has accepted, under similar circumstances in previous proceedings. 

Co. Ex. 25.0, pp. 23-24. 36 

’’ Brigham, Gapenski and Ehrhardt, Financial Manaqement Theow and Practice, 9Ih edition, p.626. 
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257 

258 

259 

260 

261 

262 

263 

264 

Q. Please address Dr. Makholm's claim that you make "no allowance for 

reasonableness ranges when assessing risk," as the rating agency does3' 

I did not rely on financial ratios to assess the risk of Nicor Gas or my Utility 

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

reflected in its credit ratings. As Dr. Makholm notes, those metrics already make 

an allowance for reasonableness ranges with regard to the financial ratios 

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

made. 

A. 

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

266 Q. 

67 A. Yes. 

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

268 

269 

270 

271 

272 

273 for credit ratings.39 

Q. 

A. 

Do you agree with Dr. Makholm that riders do not affect business risk? 

No. Reducing the volatility in cash flows of a company reduces business risk. 

Since the riders proposed by Nicor Gas reduce volatility in cash flows, they also 

reduce the Company's business risk. Further, both Moody's and Standard and 

Poor's (S&P) consider rate design mechanisms such as decoupling as favorable 

38 Co. Ex. 25.0, p. 23. 
Moody's Investors Service, "impact of Conservation on Gas Margins and Financial Stability in the 39 

Gas LDC Sector," June 2005; and Standard & Poor's RatingsDirect, "Decoupling: The Vehicle For Energy 
Conservation?." February 19, 2008. 
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274 

275 

276 

277 

278 

279 

280 

281 

282 

283 

284 

285 

286 

287 

288 

289 

290 

291 

292 

293 

294 

Q. 

A. 

Q. 

A. 

As support for Dr. Makholm’s argument that a decoupling rider will not 

affect the cost of capital, Dr. Makholm quotes a bulletin from S&P on 

NSTAR. Please comment. 

Dr. Makholm’s quote from the bulletin is deceptive. Dr. Makholm falsely implies 

that the S&P bulletin is based on the results of a NSTAR rate case.4o The bulletin 

provides S8P’s opinion of how NSTAR is affected by the “recent Massachusetts 

Department of Public Utilities ruling, which orders utilities in the state to pursue 

full decoupling in their next base rate case  filing^."^' Dr. Makholm conveniently 

omits a sentence in the middle of his quote that clearly states that NSTAR has 

not filed for a base rate case nor does S&P expect NSTAR to file for at least 3 

years. Therefore, NSTAR has not had a recent rate case that provides for full 

decoupling in Massachusetts. Hence, one would not expect SBP to adjust its 

credit rating on NSTAR since the company has not implemented full decoupling. 

RESPONSE TO MR. THOMAS 

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

witness Thomas cites several studies and concludes that “[a]nalysts tend 

to be optimistic about future growth and produce forecasts that are 

upwardly biased.”42 Do you agree with his implication that those studies 

can be applied to utility growth rates? 

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

specifically suggest that growth rates for utilities are overstated relative to 

Co. Ex. 25.0, p. 26. 
Standard 8 Poor’s RatinqsDirect. Bulletin: Decoupling Order Does Not Affecf NSTAR Raffngs. July 

40 

41 

21, 2008. 
42 CUB Ex. 1 .O, pp. 24-25. 
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295 

296 

297 

298 

299 

300 

30 1 

302 

303 

304 

305 

306 

j07 

308 Q. 

309 

31 0 

31 1 A. 

312 

313 

314 

31 5 

31 6 

achieved growth. In contrast, a study by Chan, Karceski, and Lakonishok 

indicates that analyst growth rate estimates for utilities are not overstated. The 

authors of that study sorted by growth rate all domestic firms with available IBES 

long-term growth rate estimates, forming value-weighted portfolios in each 

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

companies falling in the highest quintiles (i.e., having the highest growth rates) 

tend to be overstated relative to the growth achieved over the five years post 

ranking.43 However, that study also indicates that the growth rates for portfolios 

of companies falling in the lowest quintile show no such tendency. That study 

further notes that the bottom quintile portfolios predominantly comprise firms in 

mature industries, with approximately 25% of those firms being utilities. Thus, 

utility growth rates do not appear to be upwardly biased estimators of achieved 

growth five years ex post. 

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

paper”) “rejects the version of the CAPM traditionally used by the 

Commission.”” Please respond. 

The Nagel paper did not evaluate and, thus, did not reject the version of the 

CAPM traditionally used by the Commission. Specifically, the Nagel paper does 

not apply to Staffs CAPM because it does not evaluate a CAPM that utilizes 

adjusted betas. Rather, the Nagel paper found that a CAPM using raw betas 

was less accurate in predicting realized rates of return than a na’ive model that 

assumes the same cost of equity, equal to the risk-free rate plus a risk premium, 

Chan, Karceski, and Lakonishok, “The Level and Persistence of Growth Rates,” Journal of Finance, 

CUB Exhibit 1.0. p. 14-15, 

43 

April 2003, pp. 671-676. 
44 
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31 7 

318 

319 

320 

321 

322 

323 

324 

325 

326 

327 

328 

329 

330 

331 

332 

333 

334 

335 

Q. 

A. 

Q. 

applies to all stocks (i.e., all betas equal 1.0).45 Ironically, Mr. Thomas 

recommended use of raw betas in the CAPM analysis he presented, despite his 

own sources' explicit rejection of such an approach. 

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

market mean of l.0?6 Please comment. 

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

should be a forward-looking number. Thus, in my direct I adjusted the raw (i.e., 

historical) betas for the companies in my samples to improve the accuracy of my 

beta estimates. The Armitage text Mr. Thomas cites with regard to this argument 

notes that studies have shown that such adjustments result in appreciably better 

forecasts, finding that the reduction in both bias and inefficiency is greater the 

further away from one the beta in question is.47 Armitage states that the 

observed flatness of the Securities Market Line is due to two factors: 1) error in 

the estimation of true betas (Le., the further above (or below) the mean an 

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

negative)), and 2) regression toward the mean (Le., moderation in risk over 

time).48 

Mr. Thomas claims that the assumption of a mean reversion makes little 

sense for utilities with betas below 1 .O, citing a study by Gombola and 

Gregory L. Nagle, David R. Peterson, and Robert S. Prati, The Effect of Risk Factors on Cost of 45 

Eauitv Estimation, Quarterly Journal of Business and Economics, Vol. 46 No. 1. p. 67. 
46 CUB EX. 1.0. OD. 7-16. 

Arm tage S The Cosl of CaDiral Intermediate Theory. 2005 pp 284-285 
Arm iage, S The Cosl of CaDilal Intermediate Theoru. 2005 P 283 
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336 

337 

338 

339 

340 

341 

342 

343 

344 

345 

346 

347 

KahL4’ Do you agree with Mr. Thomas’ conclusion that use of an adjusted 

beta for utilities with betas below 1 .O is wrong? 

Mr. Thomas cites the Gombola and Kahl article and notes that they suggest that 

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

of 1 .O. However, the derivation of the true industry mean beta is problematic. 

Not only is any estimate of the true industry portfolio beta mean dubious, as 

betas change over time, but, as noted above, the farther below the market mean 

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

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

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

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

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

A. 

348 Q. Does this conclude your rebuttal testimony? 

349 A. Yes, it does. 

19 

49 CUB Ex. 1.0, p. 9 
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VERIFICATION 

I, Sheena Kight-Garlisch, being first duly sworn, depose and state that I am a 

Senior Financial Analyst in the Finance Department of the Financial Analysis Division of 

the llllnois Commerce Commission; that I sponsor the foregoing Corrected Rebuttal 

Testimony of Sheena Kight-Garlisch; that I have personal knowledge of the Information 

stated in the foregoing Corrected Rebuttal Testimony; and that such information is true 

and correct to the best of my knowledge, information and belief. 

Subscribed and sworn to before me 
this 30th day of October, 2008. 

6- 1 - 
Sheena Kight-Garlisch 
Illinois Commerce Commission 

LISA BOWMAN 
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