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Rebuttal Testimony of Michael Gorman 
 
 

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 1 

A My name is Michael Gorman and my business address is 1215 Fern Ridge Parkway, 2 

Suite 208, St. Louis, MO 63141-2000. 3 

 

Q ARE YOU THE SAME MICHAEL GORMAN WHO PRESENTED DIRECT 4 

TESTIMONY IN THIS PROCEEDING? 5 

A Yes, I am.   6 

 

Q WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 7 

A I will respond to the rebuttal testimony of ComEd witnesses Dr. Samuel C. Hadaway, 8 

Susan D. Abbott, Robert K. McDonald and the panel testimony of Kathryn Houtsma 9 

and Stacie Frank. 10 
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Response to Dr. Samuel C. Hadaway 11 

Q DR. HADAWAY ARGUES THAT INTEREST RATES HAVE INCREASED SINCE HE 12 

FILED HIS DIRECT TESTIMONY IN THIS CASE, WHICH SUPPORTS HIS 13 

RECOMMENDED 10.75% RETURN ON EQUITY.  PLEASE RESPOND. 14 

A Interest rates have not exhibited an increasing trend since September 2007, when 15 

Dr. Hadaway filed his testimony.  His recommended return on equity of 10.75% 16 

continues to be excessive. 17 

 

Q HAVE INTEREST RATES INCREASED SINCE DR. HADAWAY FILED HIS DIRECT 18 

TESTIMONY? 19 

A No. 20 

 

Q HOW DID YOU REACH THIS CONCLUSION? 21 

A I have extracted a portion of Dr. Hadaway’s bond yield (interest rate) data for the 22 

latest six months and included it in Table 1 below.  This represents the time period 23 

between Dr. Hadaway’s direct and rebuttal testimony filing dates.   24 

Dr. Hadaway’s direct testimony was filed in October 2007, and reflected 25 

interest rates through September 2007.  Since that time, the trend in utility bond 26 

yields has been relatively flat, but has slightly increased by approximately 10 basis 27 

points in the last month.  However, the trend in Treasury bond yields has been clearly 28 

declining.  Since September 2007, 10-year and 20-year Treasury bond yields have 29 

decreased from 4.52% and 4.84%, respectively, down to 3.53% and 4.37%, 30 

respectively.  These are declines of 15 and 130 basis points, respectively. 31 
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TABLE 1 

Interest Rates 

Utility        Treasuries      
Line Date  “BBB” 20-Yr 10-Yr 

(1) (2) (3) 
1 Sep-07 6.45% 4.84% 4.52% 
2 Oct-07 6.36% 4.83% 4.53% 
3 Nov-07 6.27% 4.56% 4.15% 
4 Dec-07 6.51% 4.57% 4.10% 
5 Jan-08 6.35% 4.35% 3.74% 
6 Feb-08 6.60% 4.37% 3.53% 

7 Average 6.42% 4.59% 4.10% 

 

 Therefore, Dr. Hadaway’s assertion that utility capital costs are increasing (Hadaway 32 

Rebuttal at 2) is at best an exaggeration, with the data showing it is an incorrect 33 

assertion.  34 

 

Q ARE PROJECTED INTEREST RATES HIGHER NOW THAN THEY WERE AT THE 35 

TIME DR. HADAWAY FILED HIS DIRECT TESTIMONY? 36 

A No.  At the time Dr. Hadaway filed his direct testimony in September/October 2007,1 37 

the projected 30-year Treasury yield two years out was forecasted to be 5.2%.2  The 38 

most recent projected 30-year Treasury bond yield forecast two years out is 4.8%.3   39 

  Further, in his direct testimony, Dr. Hadaway used a projected “BBB” rated 40 

utility bond yield of 6.7% in his analysis to arrive at a 10.75% return on equity.4  In 41 

Dr. Hadaway’s rebuttal testimony, he updated his analysis using a projected “BBB” 42 

rated utility bond yield of 6.5%.5  Hence, even Dr. Hadaway’s own projections indicate 43 

                                                 
1 Transmittal letter dated October 17, 2007. 
2 Blue Chip Financial Forecasts, September 2007 at 2, and October 2007 at 2. 
3 Blue Chip Financial Forecasts, April 2008 at 2. 
4 ComEd Ex. 10.8 at 3. 
5 ComEd Ex. 29.09 at 3. 
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that interest rates are expected to be lower compared to when Dr. Hadaway filed his 44 

direct testimony. 45 

 

Q DR. HADAWAY ASSERTS THAT YOU CHANGED YOUR METHODOLOGY IN 46 

THIS CASE RELATIVE TO THE LAST CASE.  IS HE CORRECT? 47 

A No.  In both cases, I did a thorough review of the growth rates used in the DCF study 48 

to determine whether or not those growth rates are reasonable estimates of long-term 49 

sustainable growth, as required by the constant growth model.  On the basis of those 50 

reviews, I determined how much weight to give the constant growth DCF estimate in 51 

my ROE determination.  In the last case, I found that the analyst growth rates were 52 

reasonable estimates of long-term sustainable growth, and I used the results of that 53 

model.  However, in this case I found that analysts’ three- to five-year growth rate 54 

projections are not reasonable estimates of long-term sustainable growth; 55 

accordingly, I have not used that model in developing my ROE recommendation.  In 56 

both cases, I went to great lengths to explain why I reached my conclusion, and 57 

showed the reasonableness of that conclusion.   58 

  Because my evaluation of the sustainability of growth rates changed, it was 59 

necessary in this case to use a non-constant growth DCF model.  However, my 60 

approach has not changed.  While my conclusions on three- to five-year growth rates 61 

are different in this case relative to the last case, the methodology and approach are 62 

identical.   63 
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Q DID DR. HADAWAY PROVIDE ANY EVIDENCE THAT CONTRADICTS YOUR 64 

CONCLUSION THAT ANALYSTS’ THREE- TO FIVE-YEAR PROJECTED 65 

GROWTH RATES EXCEED REASONABLE ESTIMATES OF SUSTAINABLE 66 

LONG-TERM GROWTH? 67 

A No. 68 

 

Q ARE DR. HADAWAY’S AND YOUR DCF STUDIES SIMILAR TO EACH OTHER IN 69 

THIS CASE? 70 

A Yes.  The primary disagreements between Dr. Hadaway and me are the reliability of 71 

the constant growth model, and the determination of a reasonable GDP growth rate. 72 

  The primary difference between (a) Dr. Hadaway’s long-term GDP DCF 73 

analysis, and his two-stage DCF analysis, and (b) my two-stage DCF analysis, is in 74 

our projected GDP growth long-term forecasts.  In Dr. Hadaway’s direct and rebuttal 75 

testimony, he derived his own long-term GDP growth rate of 6.5%.  In significant 76 

contrast, in my two-stage growth GDP forecast, I used a published economists’ 77 

consensus GDP growth rate over the next five and ten years of 5%. 78 

  Dr. Hadaway’s GDP growth forecasts are significantly higher than 79 

independent consensus market analysts’ projections and do not reflect market 80 

consensus expectations.  As a result of Dr. Hadaway’s use of an excessive growth 81 

rate forecast, his DCF estimates are inflated and not reliable. 82 

 

Q PLEASE DESCRIBE DR. HADAWAY’S CRITICISMS OF YOUR RISK PREMIUM 83 

ANALYSIS. 84 

A Dr. Hadaway acknowledged that my risk premium analysis is similar to his, but for a 85 

few differences, including the following: 86 
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1. He made an explicit adjustment to reflect an inverse relationship between 87 
interest rates and equity risk premiums; and 88 

2. He argues that my risk premium is not consistent with sound academic 89 
research and inconsistent with the Harris & Marston study he relies on, 90 
and he argues that with historically low interest rates my risk premium is 91 
understated. 92 

 

Q ARE DR. HADAWAY’S ARGUMENTS RESPECTING RISK PREMIUM STUDIES 93 

ACCURATE? 94 

A No.  The clear finding in academic research on equity risk premiums is that the 95 

relationship between interest rates and risk premiums changes over time.  Second, 96 

academic research concludes that the relationship between equity risk premiums and 97 

interest rates changes based on the perception of the risk difference between equity 98 

investments and fixed income investments.  This relationship is not based on a simple 99 

inverse relationship between risk premiums and interest rates, but rather is tied to 100 

perceived risk differentials between the two competing investments. 101 

 

Q PLEASE DESCRIBE THE ACADEMIC RESEARCH ON THE RELATIONSHIP 102 

BETWEEN EQUITY RISK PREMIUMS AND INTEREST RATES. 103 

A The academic literature on the inverse relationship between interest rates and equity 104 

risk premiums has observed that there has been a transient inverse relationship that 105 

was not tied to changes in nominal interest rates.  It was caused by changes to 106 

perceived risk differentials between debt and equity investments.  Further, the 107 

relationship between interest rates and equity risk premiums is not constant, but 108 

rather can change materially over time.   109 

Most of the academic literature addressing this issue that I am familiar with is 110 

based on market data from the 1980s and very early 1990s.  During the 1980s and 111 



IIEC Exhibit 6.0-C 
Michael Gorman 

Page 8 
 
 

BRUBAKER & ASSOCIATES, INC. 

very early 1990s, an inverse relationship did exist.  However, that relationship did not 112 

exist prior to 1980, and it has not been shown to be the case since the early 1990s.  113 

For example, the abstract for a paper written by Eugene Brigham, Dilip K. Shome and 114 

Steve R. Vinson, entitled “The Risk Premium Approach to Measuring a Utility’s Cost 115 

of Equity,” published by the Public Utility Research Center, August 1984, states: 116 

(4) Before 1980, equity risk premiums for utilities increased as interest 117 
rates rose, but after that date an increase in interest rates was 118 
associated with lower risk premiums.  As a result, in recent years a 119 
100 basis point increase in long-term interest rates has led to an 120 
increase of about 37 basis points in the cost of equity. (5)  Risk 121 
premiums are not stable; they change substantially over relatively 122 
short periods of time, and this volatility has implications for anyone 123 
who seeks to measure equity capital costs on the basis of a debt yield 124 
plus a risk premium, including advocates of the CAPM approach. 125 
(Emphasis added). 126 

These academics found that there was a positive relationship between interest 127 

rates and equity risk premiums before 1980, and an inverse relationship from 1980-128 

1984.  This study does not establish a consistent relationship between interest rates 129 

and equity risk premiums over the entire period.   130 

In the more recent, yet still outdated, study by Robert S. Harris and Felicia C. 131 

Marston published in the Journal of Applied Finance – 2001, “The Market Risk 132 

Premium: Expectational Estimates Using Analysts Forecasts,” the authors expanded 133 

an earlier study of risk premiums to cover the period of 1982-1998.  In this study, the 134 

authors did note a historical inverse relationship between equity risk premiums and 135 

interest rates.  However, the authors went into detail to explain why that historical 136 

relationship was likely affected more by relative investment risk changes, and not 137 

simply changes to nominal interest rates as Dr. Hadaway implies in his testimony.  138 

The authors state as follows:   139 

. . .The market risk premium changes over time and appears inversely 140 
related to government interest rates but is positively related to the 141 
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bond yield spread, which proxies for the incremental risk of investing in 142 
equities as opposed to government bonds. 143 

 Importantly, the authors in that same study concluded as follows: 144 

. . . As a result, our evidence does not resolve the equity premium 145 
puzzle; rather, the results suggest investors still expect to receive large 146 
spreads to invest in equity versus debt instruments. 147 

There is strong evidence, however, that the market risk premium 148 
changes over time.  Moreover, these changes appear linked to the 149 
level of interest rates as well as ex ante proxies for risk drawn from 150 
interest rate spreads in the bond market . . . 151 

Clearly, the academic literature does not support a simplistic inverse 152 

relationship between interest rates and equity risk premiums.  Rather, the authors of 153 

these studies recognize that equity risk premiums change with perceived changes in 154 

investment risk.  Dr. Hadaway’s simplistic analysis takes no account of changes to 155 

perceived risk, and inappropriately increases equity risk premiums for no other reason 156 

than a reduction in nominal interest rates. 157 

 

Q ARE REDUCTIONS IN NOMIMAL INTEREST RATES AN ADEQUATE REASON 158 

FOR INCREASES TO EQUITY RISK PREMIUMS? 159 

A No, they are not.  Reductions to nominal interest rates over the last ten years are 160 

simply not an adequate reason for increases to equity risk premiums.  Indeed, 161 

decreases to interest rates over the last ten years have been likely caused by 162 

reduced inflation expectations, which would decrease both bond interest rates and 163 

common equity required returns.  Reduced inflation expectations alone should not 164 

change relative debt to equity investment risk, and thus would not cause equity risk 165 

premiums to increase.  Consequently, Dr. Hadaway’s proposal to reflect an inverse 166 

relationship between equity risk premiums and bond interest rates is flawed and 167 

unreliable, and it should be rejected. 168 
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Q THE HARRIS ET AL. ARTICLE CITED ABOVE INDICATES THAT A BOND YIELD 169 

SPREAD COULD BE USED TO INDICATE WHETHER INDUSTRY RISK AND 170 

EQUITY RISK PREMIUMS HAVE CHANGED.  DO UTILITY BOND SPREADS 171 

OVER TREASURY BONDS INDICATE THAT THE UTILITY INDUSTRY RISK HAS 172 

INCREASED AND UTILITY EQUITY RISK PREMIUMS HAVE INCREASED? 173 

A No.  Indeed, as mentioned in my direct testimony, utility bond yield spreads over 174 

Treasury yields currently are about average, relative to the last 27 years.  This 175 

indicates that the market’s assessment of investment risk for the utility industry is not 176 

higher now than it has been over the last 27 years.  Hence, utility equity risk 177 

premiums today should conservatively be comparable to the average equity risk 178 

premiums experienced over the last 27 years, not higher as Dr. Hadaway asserts.   179 

This spread between utility bonds and Treasury bonds is shown on IIEC 180 

Exhibit 2.13 filed with my direct testimony.  As shown on this exhibit, the 2007 181 

spreads between “A” rated and “BBB” rated utility bonds and Treasury bonds are 182 

1.24% and 1.50%, respectively.  These are among the lowest utility bond spreads 183 

relative to Treasury bonds over the last 27 years.   184 

Again, this indicates that the utility industry’s risk has not increased, but rather 185 

is stable to declining.  This is consistent with the “back to basics” outlook of the utility 186 

industry, where many utilities have higher-risk non-regulated companies and are 187 

returning to core competencies of operating low-risk regulated utility operations. 188 

 



IIEC Exhibit 6.0-C 
Michael Gorman 

Page 11 
 
 

BRUBAKER & ASSOCIATES, INC. 

Q DR. HADAWAY ARGUES THAT YOU ARE INCONSISTENT IN THIS CASE 189 

COMPARED TO PRIOR CASES WHERE YOU ACCEPTED THE NEGATIVE 190 

RELATIONSHIP BETWEEN RISK PREMIUMS AND INTEREST RATES.  PLEASE 191 

RESPOND. 192 

A Dr. Hadaway argues that in prior cases I have adopted his belief that there is an 193 

inverse relationship between interest rates and equity risk premiums.  This is an 194 

incorrect assertion.   195 

  In prior cases, just as in this case, I have recognized that the relationship 196 

between interest rates and equity risk premiums is tied to changing market 197 

perceptions of investment risk outlooks for these two competing investments.  In prior 198 

cases, I attempted to measure the changing equity risk premiums based on changing 199 

risk for bond investments.  Bond investment risk was measured based on the “real” 200 

return embedded in utility bond yields plus an inflation component.  I found that the 201 

changing real return component of bond yields corresponded to greater or lower bond 202 

investment risk.  Again, this was an attempt to measure equity risk premiums in 203 

relation to the market’s assessment of bond and equity risk.   204 

  However, in the current case, and more recently I have been relying on yield 205 

spread of utility bonds and Treasury bonds to gauge the level of equity risk premium.  206 

As noted in the Harris article discussed above, the authors found that a good proxy 207 

for gauging the investment risk of industry equity and debt investments was to review 208 

corporate bond spreads to Treasury investments.  The authors found that when the 209 

yield spread increased, the equity risk premiums increased.   210 

  Furthermore, there is no inconsistency of any kind in my position concerning 211 

Dr. Hadaway’s use of a simplistic inverse relationship between equity risk premiums 212 

and nominal interest rates.  The relationship is not that simple.  Because 213 
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Dr. Hadaway assumes the existence of such a simplistic relationship, his risk 214 

premium model is flawed. 215 

 

Dr. Hadaway’s Updated Analysis 216 

Q DOES DR. HADAWAY’S UPDATED RETURN ON EQUITY ANALYSIS CONTAIN 217 

THE SAME FLAWS AS THE ANALYSIS IN HIS DIRECT TESTIMONY? 218 

A Yes.  Dr. Hadaway’s updated return on equity estimates contain the same flaws as 219 

those in his direct testimony.  Specifically, his DCF model is based on a GDP growth 220 

rate of 6.5%, which significantly exceeds published market GDP growth rates of 5.0% 221 

to 4.8%.  He continues to rely solely on projected interest rates and an inflated equity 222 

risk premium.  Dr. Hadaway has not provided any evidence that his projected utility 223 

bond yields reflect investors’ expectations, or are shared by any credible and 224 

independent market research firm.  Therefore, Dr. Hadaway’s risk premium studies 225 

continue to be overstated and flawed.   226 

 

Q HOW WOULD DR. HADAWAY’S UPDATED DCF MODELS CHANGE IF THE 227 

CONSENSUS ANALYSTS’ GDP GROWTH RATE IS USED IN HIS STUDY? 228 

A On my IIEC Exhibit 6.1, I updated Dr. Hadaway’s DCF analysis using the consensus 229 

economists’ projected GDP growth rate of 4.9%.  The results of this update are 230 

shown in Table 1 below.  As shown in the Table, Dr. Hadaway’s updated DCF return 231 

estimates would decline to 9.5% from 10.6%.   232 
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TABLE 2 
    

Hadaway's DCF Results - Rebuttal 
    
  Traditional Constant LT GDP Two-Stage Average 

 Line  DCF Model DCF Model DCF Model DCF Model DCF Model 
  (1) (2) (3) (4) 
    
1 Hadaway Rebuttal 10.5% 10.8% 10.5% 10.6% 
2 Hadaway Adjusted Results 10.2% 9.2% 9.0% 9.5% 
  ______________________   

  
Source: ComEd Ex. 29.06.
         

 

Q HOW WOULD DR. HADAWAY’S RISK PREMIUM STUDY CHANGE USING 233 

OBSERVABLE BOND YIELDS AND MORE RECENT DATA? 234 

A Reflecting current observable “Baa” utility bond yields of 6.5% in Dr. Hadaway’s risk 235 

premium analysis would lower his risk premium study from 10.7% down to 9.6%.6   236 

  Dr. Hadaway’s CAPM analysis would be reduced from 10.10% to 9.8%,7 using 237 

the most recent projected yield on 30-year Treasury yield of 4.8%.   238 

 

Q PLEASE SUMMARIZE YOUR ASSESSMENT OF DR. HADAWAY’S UPDATED 239 

RETURN ON EQUITY STUDY. 240 

A Corrections to Dr. Hadaway’s updated cost of equity estimates show that a fair return 241 

on equity for ComEd is in the range of 9.5% to 9.8%.  Therefore, my recommended 242 

return on equity of 10.2% for ComEd is quite conservative and reasonable.   243 

 

                                                 
6 3.05% + 6.50% = 9.55% 
7 4.8 + 0.87 x 5.75 = 9.8% 
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Post-Test Year Plant Adjustments 244 

Q DID COMED RESPOND TO YOUR PROPOSED ADJUSTMENTS TO ITS POST-245 

TEST YEAR PLANT ADDITIONS? 246 

A Yes.  In my direct testimony, I proposed to adjust ComEd’s post-test year pro forma 247 

adjustments (which ComEd limited only to post-test year plant additions) to reflect the 248 

impact of the total buildup of accumulated depreciation to estimate the impact on 249 

ComEd’s test year net plant and rate base created by the post-test year plant 250 

additions.  ComEd opposes this adjustment.   251 

 

Q WHY DOES COMED OPPOSE PROPERLY REFLECTING THE IMPACT OF 252 

OTHER CHANGES AFFECTING TEST YEAR NET PLANT OVER THE PERIOD OF 253 

ITS POST-TEST YEAR PLANT ADDITIONS IN DEVELOPING ITS REVENUE 254 

REQUIREMENT IN THIS PROCEEDING? 255 

A ComEd witnesses Houtsma and Frank8 oppose this adjustment for the following 256 

reasons: 257 

• ComEd asserts that the Commission did not adopt an accumulated 258 
depreciation adjustment to post-test year plant additions in its last rate 259 
case, ICC Docket No. 05-0597, and Peoples Gas/North Shore rate case in 260 
ICC Docket Nos. 07-0241/07-0242 (Consolidated).  ComEd argues that 261 
none of the witnesses in this proceeding offered any rationale to adopt this 262 
adjustment in this case where it has previously not been accepted by the 263 
Commission. 264 

• ComEd asserts that adjusting post-test year plant additions by the buildup 265 
of accumulated depreciation is inappropriate because it reflects a post-test 266 
year attrition to accumulated depreciation which is not allowed by the test 267 
year rules. 268 

• ComEd responds to AG witness Mr. Effron’s criticisms that ComEd was 269 
not consistent on its proposed prohibition of adjustments to post-test year 270 
accumulated depreciation reserve.  Mr. Effron observed that ComEd did 271 
make post-test year depreciation reserve adjustments for post-test year 272 

                                                 
8 ComEd Ex. 25.0 at 23-26. 
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plant removal costs.  ComEd witnesses Ms. Houtsma and Ms. Frank 273 
argue that there is a distinguishing difference in making depreciation 274 
reserve adjustments for the different post-test year events.  The witnesses 275 
argue that removal cost represents cash expenses, but an increase to 276 
accrued depreciation reserve is a non-cash item.  Therefore, they assert 277 
that it is appropriate to adjust accumulated depreciation reserve for plant 278 
removal cost but it is not appropriate to reflect depreciation reserve 279 
changes as an offset to post-test year plant additions.  Therefore, they 280 
suggest that the determining factor on whether or not accumulated 281 
depreciation reserve should be adjusted for post-test year factors should 282 
rest on the cash flow implications of the adjustments. 283 

Q DO YOU AGREE THAT THE COMMISSION SHOULD NOT CONSIDER THIS 284 

ISSUE IN THIS CASE IF A SIMILAR ISSUE WAS DECIDED IN COMED’S LAST 285 

RATE CASE? 286 

A No.  As the Company witnesses clearly state, each case should be based on the 287 

facts and circumstances in that case.  (ComEd Ex. 25.0, lines 516-518).  Importantly, 288 

the facts and circumstances in this case clearly show that if the Commission does not 289 

properly reflect all post-test year rate base additions and reductions, rates determined 290 

in this case will exceed ComEd’s cost of service and, therefore, the rates determined 291 

in this case will not be just and reasonable. 292 

 

Q IS THERE COMMISSION PRECEDENT FOR SUCH ADJUSTMENTS TO TEST 293 

YEAR COST FOR KNOWN AND MEASURABLE COST OF SERVICE CHANGES? 294 

A Yes.  In Docket Nos. 02-0798, 03-0008, and 03-0009, an Ameren Illinois Utilities rate 295 

proceeding, the Commission at pages 10-11 of that October 23, 2003 Final Order 296 

stated as follows: 297 

The regulatory basis for adopting a test year is to ensure that the rates 298 
established are reflective of costs and revenues that may be expected 299 
for the period during which such rates are in place. 300 

* * * 301 
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In a situation where there is a demonstrated trend of significant 302 
increases of net plant in service, the Commission might be inclined to 303 
find that post test year capital additions should be reflected in rate 304 
base.  Similarly, if a utility demonstrated significant post test year 305 
capital additions that were not largely or entirely off-set by increases in 306 
accumulated depreciation, the Commission might be inclined to allow 307 
post test year capital additions to rate base.  While either of those 308 
situations may have been present in Docket 01-0423 or Docket 309 
01-0432, cited by the parties, the record is clear that neither of these 310 
situations is present with respect to CIPS.  In the case of UE, however, 311 
post-test year capital additions are not offset fully by increases in 312 
accumulated depreciation. 313 

The Commission finds that CIPS’ proposed post-test year pro forma 314 
capital additions to the historical test year, if adopted, would result in a 315 
mismatch of costs and revenues that may be expected for the period 316 
during which rates are in place.  Due to the circumstances present 317 
here it would result in an overstatement of rate base.  Accordingly, the 318 
AG’s proposal to eliminate the post-test year capital additions and 319 
reduce depreciation expense by $112,000 is adopted for CIPS. 320 

For UE, however, the post-test year additions to plant exceed the post-321 
test year increase in accumulated depreciation.  Accordingly, the AG’s 322 
recommendation is adopted such that UE’s proposed additions to plant 323 
in service should be included in rate base to the extent that they 324 
exceed increased accumulated depreciation.  This produces a net 325 
increase in plant in service of $785,000, and reduces depreciation 326 
expense by $34,000, and more accurately matches the costs and 327 
revenues that may be expected for the period during which the rates 328 
are in place.  (Emphasis added). 329 

 
 Hence, there is clear precedent for offsetting post-test year plant additions for 330 

increases in accumulated depreciation.  This allows for the accurate measurement of 331 

changes to “net” plant which is the driver of changes to rate base and cost of service. 332 
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Q IS YOUR ACCUMULATED DEPRECIATION RESERVE ADJUSTMENT AN 333 

ATTEMPT TO RESTATE THE BALANCE OF ACCUMULATED DEPRECIATION 334 

RESERVE TO SEPTEMBER 2008, AS MS. HOUTSMA AND MS. FRANK 335 

ASSERT? 336 

A No.  The adjustment is needed to balance ComEd’s proposal to adjust test year plant 337 

in-service for post-test year plant additions to accurately measure the impact on 338 

ComEd’s test year rate base of all known and measurable changes over the period 339 

defined by ComEd’s proposed adjustments.  This is a known and measurable change 340 

to rate base that offsets ComEd’s proposed post-test year plant additions.  If this 341 

adjustment is not made, ComEd’s rate base used to set rates will be inflated well 342 

beyond the rate base that will exist after the post-test year additions are placed 343 

in-service. 344 

  Further, it is known and measurable that these plant additions will be offset, in 345 

whole or in part, by the accumulations of additional depreciation reserve in the same 346 

post-test year period the additions are placed in-service.  Therefore, ComEd’s rate 347 

base, and net plant investment, will not increase in the amount that ComEd has 348 

included in its filing.  Therefore, under ComEd’s position, the post-test year plant 349 

additions will unreasonably inflate its rate base beyond a reasonable, known and 350 

measurable amount.  This will result in costs to customers that are not reasonable 351 

and will exceed ComEd’s actual cost of service during the period rates determined in 352 

this proceeding will be in effect. 353 
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Q IS COMED PROPOSING TO TREAT POST-TEST YEAR ADJUSTMENTS TO 354 

ACCUMULATED DEPRECIATION RESERVE DIFFERENTLY RELATIVE TO 355 

POST-TEST YEAR PLANT REMOVAL COSTS? 356 

A Yes.  AG/CUB witness Effron noted that the Company did reflect adjustments to 357 

accumulated depreciation reserve for post-test year plant removal costs.  ComEd 358 

witnesses Ms. Houtsma and Ms. Frank argued that this was appropriate, because 359 

these removal costs reflect cash expenses incurred by ComEd to remove plant, which 360 

is necessary before the post-test year plant additions can be installed.  (ComEd 361 

Ex. 25.0 at 25-26).  However, these same witnesses continue to argue that post-test 362 

year depreciation reserve adjustments should not be made to reflect an offset to post-363 

test year plant additions, in order to properly measure ComEd’s rate base. 364 

 

Q DO YOU BELIEVE THE COMED WITNESSES ARE CONSISTENT IN THEIR 365 

PROPOSED ADJUSTMENTS TO POST-TEST YEAR ACCUMULATED 366 

DEPRECIATION RESERVE? 367 

A No.  I believe that ComEd witnesses want to have it both ways.  To the extent a post-368 

test year accumulated deprecation reserve adjustment will increase rate base, they 369 

believe it is reasonable.  However, to the extent a post-test year accumulated 370 

depreciation reserve adjustment will decrease rate base, they oppose it.  ComEd 371 

witnesses’ position is clearly results-oriented, and that position is wholly inconsistent 372 

and unreasonable. 373 
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Q IN TERMS OF MEASURING COMED’S RATE BASE AND REFLECTING COMED’S 374 

ACTUAL COST OF PROVIDING UTILITY SERVICE, WHAT ARE THE COST 375 

COMPONENTS THAT NEED TO BE PROPERLY MEASURED AND INCLUDED IN 376 

THE DEVELOPMENT OF RATES IN THIS PROCEEDING? 377 

A Under the circumstances in this case, it is very important that ComEd’s cost of capital 378 

is properly estimated.  That cost is built into current rates to fairly compensate the 379 

Company for the capital it uses to invest in utility plant.  Its impact may be magnified 380 

here because post-test year plant additions will only increase ComEd’s rate base, 381 

and outstanding invested capital, to the extent those post-test year plant additions 382 

require ComEd to increase investor capital to fund those investments.   383 

  As such, the determining factor in establishing changes to ComEd’s cost of 384 

service is not whether or not ComEd will make post-test year plant additions, but 385 

whether those plant additions will increase ComEd’s investor-supplied capital relative 386 

to the test year and, thus, increase its rate base.  By not recognizing the known and 387 

measurable recovery of depreciation expense that will be available to, in whole or in 388 

part, fund capital investments in post-test year periods, ComEd is overstating its cost 389 

of capital for the post-test year plant additions.   390 

  By overstating the amount of additional capital needed to fund these 391 

investments, it is overstating its proposed operating income and related income tax 392 

expense.  All of this results in an inflated revenue requirement, and rates which would 393 

not be just and reasonable if ComEd’s funding source for post-test year plant 394 

additions and a proper determination of its rate base are not fully considered in the 395 

development of its cost of service in this proceeding. 396 
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Q PLEASE DESCRIBE COMED FUNDING SOURCES FOR THESE POST-TEST 397 

YEAR PLANT ADDITIONS. 398 

A ComEd has two sources of cash to fund post-test year plant additions:  (1) internal 399 

cash flow from depreciation expense recoveries and changes to deferred tax 400 

balances, and (2) additional investor capital (including retained earnings and funds 401 

from new security issuances).  ComEd will only need additional investor capital if 402 

post-test year plant additions exceed the internal cash provided by depreciation 403 

expense recovery and its net plant investment grows.  ComEd will not need additional 404 

investor capital if plant additions are fully funded by depreciation expense recovery.  405 

Hence, ComEd’s cost of capital will only increase if its post-test year plant additions 406 

exceed test year depreciation recovery which would also result in an increase to its 407 

net plant and rate base. 408 

 

ComEd’s Credit Rating 409 

Q PLEASE DESCRIBE COMED’S REBUTTAL TESTIMONY CONCERNING YOUR 410 

ASSESSMENT OF COMED’S CREDIT RATING. 411 

A ComEd witness Susan Abbott believes that my review of ComEd’s credit metrics and 412 

purchased power cost recovery risk is oversimplified.  Specifically, Ms. Abbott asserts 413 

that ComEd’s current credit rating is under distress for primarily two reasons.  First, 414 

she believes ComEd’s risk is significant with respect to fully recovering its purchased 415 

power cost.  She implies that ComEd still has significant risk associated with 416 

purchased power cost recovery, despite the enactment of the new Illinois law.  417 

Second, Ms. Abbott appears to conclude that ComEd’s credit risk will continue to be 418 

constrained by weak credit metrics. 419 
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Q MS. ABBOTT ALSO WAS CRITICAL OF YOUR REVIEW OF THE CURRENT 420 

INDUSTRY INVESTMENT OUTLOOKS AND CREDIT RATING IMPROVEMENTS.  421 

PLEASE RESPOND. 422 

A Ms. Abbott asserted that I was overly optimistic about the improving credit rating trend 423 

of the industry, and suggested that I concluded that the industry’s credit rating was 424 

improving because of significant capital investments expected to be made over the 425 

near term.  Ms. Abbott’s assessment of my testimony is off base in virtually every 426 

respect on these issues.  In my assessment of the industry, I was merely attempting 427 

to identify the current state of the industry and the current investment outlooks 428 

expressed by credit analysts and equity analysts.  In terms of improving credit ratings, 429 

this is simply a fact.  Indeed, S&P and Moody’s have both stated that the credit rating 430 

of the industry is stable to improving despite the significant capital improvements 431 

being made by the industry.  Although Ms. Abbott is correct that the credit analysts 432 

are looking for constructive regulatory treatment in support of these capital 433 

expenditure programs, I would note that that does not mean that reasonable analysts 434 

would expect that regulatory commissions would award utilities everything they are 435 

requesting.  Rather, an experienced and competent analyst would expect that utilities 436 

would be allowed to include reasonable and prudent costs in rates which will also 437 

help create and support competitive utility rate structures.   438 

  Further, the main emphasis of my testimony in discussing investment outlooks 439 

of the industry was to support my belief that analysts’ three- to five-year growth rate 440 

estimates exceed long-term sustainable growth rates.  This testimony was in support 441 

of my use of a two-stage discounted cash flow analysis, and not an assessment of 442 

ComEd’s credit rating.   443 
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  For all these reasons, Ms. Abbott has simply misinterpreted my testimony and 444 

identified implications and conclusions about ComEd’s credit rating in the testimony 445 

that simply are not there.  My testimony simply points out:  the industry is in the 446 

middle of a construction phase that has increased rate base and earnings growth 447 

outlooks, the credit rating trend of the industry is stable, and utilities have generally 448 

been receiving supportive regulatory treatment. 449 

  This assessment is consistent with the Moody’s and S&P industry reports 450 

provided by ComEd in response to IIEC 9.01.  However, Moody’s and S&P are both 451 

concerned about competitive rates and adjusting utilities’ rates to allow for full 452 

recovery of prudent and reasonable costs.  But, the credit rating agencies also 453 

identify as “an event risk,” management initiatives, which can erode credit quality, 454 

such as those that could take place in a merger and acquisition.  S&P specifically 455 

cited the now abandoned merger between Exelon and Public Service Enterprise 456 

Group Inc. as an example of a management-imposed merger and acquisition “event” 457 

that may have had negative credit quality implications.   458 

  As such, event risk can be a result of either regulatory actions or management 459 

initiatives that are not supportive of a utility’s credit standing.  Either of these events 460 

could increase business risk, in the long term, which will need to be monitored and 461 

dealt with as these event risks may be realized, over time. 462 
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Q DOES MS. ABBOTT PROVIDE LEGITIMATE JUSTIFICATION FOR INCREASING 463 

COMED’S RETURN, OR OTHER CASH FLOW ENHANCEMENTS, TO 464 

COMPENSATE IT FOR THE RISK OF PURCHASED POWER COST RECOVERY? 465 

A No.  While I am not an attorney, as I understand it, the new Illinois law transfers all 466 

purchased power cost recovery risk to a state agency, the Illinois Power Agency.  467 

Therefore, it is neither appropriate nor just and reasonable to enhance ComEd’s rate 468 

of return, or other cost of service elements that strengthen its financial position in 469 

order to compensate investors for purchased power recovery risk, because ComEd 470 

no longer assumes this risk. 471 

  Further, it should be beyond dispute that ComEd’s recent downgrade and 472 

significant erosion to its operating risk assessment by S&P, was driven entirely, or 473 

primarily, by the legislative and regulatory risk associated with full purchased power 474 

cost recovery.  ComEd’s business profile score from S&P before the Transition Period 475 

ended was ‘4.’  This was consistent with the normal operating risk of an electric utility 476 

company.  S&P’s business profile score for integrated electric utilities generally fell in 477 

the range of ‘5’ and ‘6.’9  ComEd’s business profile score was increased from ‘4’ to ‘8’ 478 

during the legislative and regulatory turmoil surrounding the extension of the rate 479 

freeze, and uncertainty as to whether ComEd’s purchased power cost would be fully 480 

recovered.  ComEd’s business profile score change in 2006 signaled its risk change 481 

from below average to well above average operating risk for an integrated regulated 482 

electric utility company.  Under S&P’s new credit rating guidelines, ComEd’s new 483 

business risk assessment of “Satisfactory” still represents greater operating risk than 484 

                                                 
9 Standard & Poor’s:  “Assessing U.S. Vertically Integrated Utilities’ Business Risk Process,” 

September 14, 2006. 
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that of most regulated electric utility companies.  Electric utilities generally have 485 

business risk scores of “Excellent” and “Strong.”10 486 

  It is reasonable to expect that if purchased power cost recovery risk 487 

uncertainty is the primary factor that gave rise to the increase to ComEd’s operating 488 

risk score from S&P, then as the new law takes effect and this purchased power cost 489 

recovery risk is transferred to the Illinois Power Agency, ComEd’s operating risk 490 

profile will improve, and again, be comparable to most other regulated electric utility 491 

companies.   492 

  There is no question that it will take time for credit analysts to feel comfortable 493 

that the new law will be followed, but the new law’s transfer of this risk is clear and 494 

imminent.  Of course, there is always uncertainty about changes to laws and 495 

inaccurate implementation of laws, but I am not aware of any reason to believe that 496 

will take place or that ComEd’s operating risk will not be significantly reduced. 497 

 

Q DID MS. ABBOTT RESPOND TO THE REASONS YOU IDENTIFIED THAT WILL 498 

IMPROVE COMED’S CREDIT METRICS? 499 

A No.  As I outlined in my direct testimony, there are two factors that will significantly 500 

improve ComEd’s credit metrics going forward.  First, ComEd will fully pay down its 501 

Transitional Funding Instrument (TFI) notes, which will have a positive impact on its 502 

credit metrics.  This will occur at the end of calendar year 2008, and is unrelated to 503 

the development of delivery service rates in this proceeding.  Importantly, for the last 504 

ten years, these TFI notes have eroded ComEd’s credit metrics because of the way 505 

TFI funding charges are collected from customers, and then credited against 506 

                                                 
10 Standard & Poor’s:  “U.S. Utilities Ratings Analysis Now Portrayed In The S&P Corporate 

Ratings Matrix,” November 30, 2007. 
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ComEd’s cost of service.  Once these TFI notes are fully paid down at the end of 507 

2008, the debt service cost related to these TFIs will no longer be credited against 508 

ComEd’s Funds from Operations (FFO), and will, thereafter, no longer erode 509 

ComEd’s FFO-related credit metrics.  In her response to IIEC Data Request 9.11, 510 

Ms. Abbott essentially conceded this point. 511 

  Second, ComEd has significantly increased the amount of common equity 512 

supporting its regulated utility operations in Illinois.  In the last case, ComEd’s ratio of 513 

common equity to total capital, excluding common equity related to goodwill assets, 514 

was only 37% of total capital.  In this case, common equity supporting utility rate base 515 

is 45% of total capital.  This increase in common equity corresponds to a decrease in 516 

total debt supporting utility operations.  This deleveraging of ComEd’s utility balance 517 

sheet will have a positive impact on ComEd’s credit metrics.   518 

 

Q AT PAGE 9 OF HER REBUTTAL TESTIMONY, MS. ABBOTT PROVIDES CREDIT 519 

METRICS FOR COMED UNDER THE COMPANY’S POSITION AND STAFF 520 

POSITION.  PLEASE COMMENT. 521 

A The accuracy of these credit metrics is highly uncertain.  I recommend the 522 

Commission disregard Ms. Abbott’s credit metric projections. 523 

 

Q PLEASE EXPLAIN. 524 

A In response to IIEC data request 9.10 and 9.11, Ms. Abbott asserted that these 525 

calculations were based on calendar year 2009 projections.  These ratios are not 526 

based on the test year financial presentation made by either the Company or Staff.  527 

Significantly, Ms. Abbott’s 2009 projections for her credit metric projections reflect 528 
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financial performance that is materially weaker than the test year recommendations in 529 

this case proposed by both Staff and the Company. 530 

  For example, on my Confidential IIEC Exhibit 6.2, I expanded the financial 531 

ratios based on the 2009 financial projections underlying Ms. Abbott’s 2009 credit 532 

metrics.  Based on Ms. Abbott’s 2009 financial projections, ComEd will earn a return 533 

on equity of ***      *** based on ComEd’s rate filing, and not the 10.75% it is 534 

proposing in this case.  Also, ComEd’s common equity ratio will decline to ***       *** 535 

from the 45% ComEd included in its rate filing. 536 

  Similarly, in Ms. Abbott’s financial projections underlying Staff’s case, the 537 

credit metric ratios are based on financial projections where ComEd earns a return on 538 

equity of ***         ***, and not Staff’s proposed return on equity of 10.3%.  Also, the 539 

credit metrics reflect a ***          *** common equity ratio and not Staff’s proposed 45% 540 

common equity ratio.   541 

  Also, Ms. Abbott provided little to no detail supporting the financial projections 542 

underlying her 2009 credit metric projections.  Specifically, her workpapers provided 543 

only the end results of her financial projections.  There is no way to verify whether or 544 

not she accurately reflected the retail rates and related revenue proposed by the 545 

Company or the Staff, and whether or not she reflected only the reasonable and 546 

prudent operating expenses as advocated by the Staff.  Since the earned returns on 547 

equity, and cash flows under both projections are vastly different from those proposed 548 

by the Staff and the Company, her credit metric reliability is highly questionable.   549 

  Also, the projected capital structure in her forecasts reflects a significant 550 

change in ComEd’s use of debt capital.  Specifically, ComEd has been reducing 551 

leverage over the last several years.  Ms. Abbott’s forecast assumes ComEd will 552 

PUBLIC VERSION 
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reverse course and begin increasing leverage.  There was no explanation supporting 553 

this significant assumption. 554 

  By reflecting significantly lower earnings, Ms. Abbott’s Funds From Operations 555 

(FFO) are materially lower than that would be produced under either the Staff’s or the 556 

Company’s cost of service in this proceeding.  Further, by reflecting a common equity 557 

ratio of only ***          *** rather than the 45% recommended by both the Company 558 

and Staff, she has included much higher debt leverage and related interest expense 559 

than that reflected in the test year filing in this proceeding.  By ***             *** FFO, 560 

and ***                  *** debt and debt interest expense, she caused ***                  561 

            *** to the FFO coverage of debt interest expense and FFO coverage of total 562 

debt.  Hence, there are material deficiencies in her credit metric presentation. 563 

 

Q SHOULD MS. ABBOTT’S CREDIT METRIC FINANCIAL PROJECTIONS BE GIVEN 564 

SIGNIFICANT WEIGHT BY THE COMMISSION IN DETERMINING WHETHER OR 565 

NOT THE COMPANY’S AND STAFF’S COST OF SERVICE POSITIONS WILL 566 

SUPPORT COMED’S FINANCIAL INTEGRITY? 567 

A No.  I recommend the Commission give little to no weight to Ms. Abbott’s 2009 credit 568 

metric calculations for ComEd’s positions and Staff’s positions, because she has 569 

provided no detail or explanation supporting the several critical financial factors that 570 

have been changed from the test year presentation by the Company and Staff.  In 571 

particular, she does not justify her projection of the significant ***            *** in 572 

ComEd’s debt and ***         *** of its common equity ratio.  Indeed, her projections 573 

reflect a ***                       *** to the upward trend in ComEd’s common equity ratio 574 

achieved over the last few years.   575 

PUBLIC VERSION 
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  Further, her projections of a significant, and unexplained, ***                       *** 576 

in the Company’s return on equity in both the ComEd case and the Staff case are 577 

also highly suspect.  For all these reasons, Ms. Abbott’s 2009 credit metric 578 

projections simply do not reflect either the Staff’s case or ComEd’s case in this 579 

proceeding, and, therefore, they are not useful for helping to assess the financial 580 

integrity strength of the rate structures proposed by either the Staff or Company in 581 

this case. 582 

 

Q MS. ABBOTT ALSO CRITICIZES YOU FOR NOT RELYING ON STANDARD & 583 

POOR’S UPDATED CREDIT METRIC METHODOLOGY IN YOUR DIRECT 584 

TESTIMONY.  PLEASE RESPOND. 585 

A Ms. Abbott is correct that I did not rely on S&P’s updated credit metric guidelines that 586 

were published on November 30, 2007.  However, the reason I did not rely on these 587 

updated credit metric guidelines is because ComEd failed to provide them to me.  On 588 

December 12, 2007, I asked ComEd specifically to provide copies of S&P’s most 589 

recent credit reports discussing ComEd’s business profile score – IIEC data request 590 

to ComEd – IIEC 3.21.  That discovery request was sent to ComEd on December 12, 591 

2007 and ComEd responded to it on December 28, 2007.  ComEd’s response did not 592 

include the November 30, 2007 updated credit rating methodology referenced by 593 

Ms. Abbott, nor did the Company include in this response ComEd’s new business 594 

profile score from S&P that was published in a report on November 30, 2007, “U.S. 595 

Electric Utility Companies, Strongest to Weakest.”  This revised S&P business profile 596 

score for ComEd was published about a full month before this data response was 597 

provided to IIEC. 598 

PUBLIC VERSION 
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  To the extent Ms. Abbott believes this was a material deficiency in my 599 

testimony, then I would assert any deficiency was caused by ComEd’s failure to 600 

provide me the relevant information needed to prevent that deficiency.   601 

  Surprisingly, in a response to IIEC 9.09, Ms. Abbott informed IIEC that she 602 

was not aware that it was up to her to provide this information in discovery.  She 603 

believed that since it was publicly available that anyone could get it.  Unfortunately, 604 

Ms. Abbott’s understanding is incorrect.  S&P’s credit reports are not a matter of 605 

public record, but rather are available only through subscription.  The subscription 606 

price is quite expensive, and unlike utilities like ComEd, intervenors typically do not 607 

have access to these reports unless they are provided by the utility relying on them to 608 

support its rate increase request.  Ms. Abbott’s inexperience in this regard clearly has 609 

resulted in ComEd’s failure to provide material information to IIEC in support of its 610 

credit rating. 611 

 

Q ARE THERE OTHER PROBLEMS IN INFORMATION PROVIDED TO IIEC FROM 612 

COMED CONCERNING ITS CREDIT RATING? 613 

A Yes.  Ms. Abbott was specifically asked in the direct testimony phase whether or not 614 

goodwill, and the common equity supporting it, were given special consideration in 615 

developing credit metrics by credit rating analysts.   616 

  She stated in a response to IIEC 3.23, that credit rating agencies do include 617 

goodwill, and do not make common equity adjustments in developing credit metric 618 

calculations.  However, when asked about credit metrics she provided in her rebuttal 619 

testimony, Ms. Abbott stated in her response of March 21, 2008 to IIEC 9.11, 11-D, 620 

that credit rating agencies do adjust common equity to remove goodwill, based on the 621 

economic consideration of this asset and not the accounting consideration.   622 
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  These two responses from Ms. Abbott completely contradict one another.  623 

Ms. Abbott’s clear inconsistency on this important issue raises significant concern 624 

about the reliance the Commission can place, on her presentations and testimony 625 

related to ComEd’s credit metrics.  I have included as IIEC Exhibit 6.3, pages 1 626 

and 2, ComEd’s responses to IIEC 3.23 and IIEC 9.11 to show the inconsistency of 627 

Ms. Abbott’s representations on these important issues. 628 

 

Incentive Compensation Adjustment 629 

Q COMED ARGUED THAT YOU OVERSTATED THE REVENUE REQUIREMENT 630 

ASSOCIATED WITH YOUR INCENTIVE COMPENSATION ADJUSTMENT.  631 

PLEASE RESPOND. 632 

A ComEd witnesses Houtsma and Frank were critical of my proposed incentive 633 

compensation adjustment for primarily two reasons: 634 

1. They believe I have overstated the revenue requirement impact because I 635 
did not properly allocate the amount of incentive compensation cost 636 
between expense and capital, and included Employee Stock Purchase 637 
Plan expense with incentive compensation. 638 

2. They also assert that I did not justify an allocation of this expense between 639 
customers and shareholders. 640 

 

Q DO YOU BELIEVE THE COMED WITNESSES HAVE MADE LEGITIMATE 641 

CRITICISMS OF YOUR ESTIMATED REVENUE REQUIREMENT IMPACT OF 642 

YOUR ADJUSTMENT TO INCENTIVE COMPENSATION? 643 

A Yes.  The ComEd witnesses are correct that I did not properly allocate the cost of 644 

incentive compensation between expense and the amount capitalized.  A revised 645 

expense and capital (rate base) adjustment for incentive compensation cost is shown 646 
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on IIEC Exhibit 6.4.  Employee Stock Purchase Plan expense was not included in the 647 

adjustment. 648 

 

Q DID THE COMPANY PROVIDE ADEQUATE RESPONSE TO YOUR PROPOSED 649 

INCENTIVE COMPENSATION ADJUSTMENT? 650 

A No.  I continue to propose an incentive compensation adjustment in this proceeding.  651 

The primary criticism the Company made concerning my incentive compensation 652 

adjustment was that it is no longer warranted because an incentive compensation 653 

target has been changed from an earnings per share target, to an O&M expense 654 

management target.  The Company argues that this change in the incentive 655 

compensation target results in a reallocation of the program benefits to customers.  656 

Therefore, ComEd asserts the incentive compensation expense should be fully 657 

recovered from customers in its cost of service. 658 

 

Q DO YOU AGREE? 659 

A No.  Adjusting the target from earnings per share to O&M expense management, 660 

does not change the primary beneficiary of the target.  Management and employees 661 

are incented to manage cost in order to protect or enhance the profitability of the 662 

Company.  As such, managing expenses, or achieving earnings targets accomplishes 663 

the same thing, shareholder profits are enhanced or stabilized by better cost 664 

management.  On the other hand, customers are already paying rates that support 665 

prudent and reasonable operating expenses.  Hence, they have a right to expect 666 

management to be able to manage expenses at this level.  Customers should not be 667 

asked to pay higher rates to give management an incentive to manage costs at a 668 

prudent and reasonable level. 669 
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Q DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 670 

A Yes. 671 
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