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COMMONWEALTH EDISON COMPANY ) 

       )  07-0566 

       ) 

Proposed General Increase in Rates   ) 

 

 

INITIAL BRIEF OF THE CITIZENS UTILITY BOARD 
 

Pursuant to Section 200.800 of the Rules of Practice
1
 of the Illinois Commerce 

January 17, 2008 case management order, the CITIZENS UTILITY 

submits its Initial Brief in this proceeding.  This proceeding concerns rate 

increase requests filed by .  This 

brief addresses the factual and legal issues raised by the evidence of record and by the 

2
 and 

relevant Illinois case law to the circumstances of this case.  The sections of this brief are 

organized in accordance with the outline of issues submitted to the Administrative Law Judges 

May 13, 2008. 

I. INTRODUCTION - STATEMENT OF THE CASE 

A. Summary 

In many respects, this proceeding is a typical rate case, in which the Commission reviews 

-month period referred to as a test 

                                                 
1
     83 Ill. Adm. Code Part 200. 

2
     220 ILCS 5/1-101 et seq. 
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year.  But this proceeding differs from traditional rate cases in one important respect: the 

Company proposes to collect large portions of its revenue through variable rate riders, instead of 

through stable base rates.  The Company has proposed two riders that possess a common 

e streams.  However, the riders also share a common 

defect.  The cost base of each of the riders lacks the characteristics required by governing case 

law for rider recovery instead of base rate recovery.  The various costs at issue  storm expenses 

and imp - are not large relative to overall costs of service, 

volatile or fluctuating, or beyond the Compan s control.  Accordingly, not only are the riders 

unnecessary, they are unlawful.  Importantly, Staff, the Attorney General, CUB and many other 

parties all agree that the proposed riders are unnecessary and violate the prohibition against 

single issue ratemaking under Illinois law.   

expenses, CUB and the Illinois Attorney General, as well as the Staff of the Illinois Commerce 

 challenged several s  proposed revenue 

requirement.  The specific issues relating to the Compan s rate base and expenses that remain in 

dispute are among the most significant components of the  revenue requirement 

Reserve for Accumulated Depreciation offsets to Pro Forma capital additions, Incentive 

Compensation costs, Merger expenses, Exelon Way Severance Amortization, Rate Case 

Expenses and Income Taxes.  Significantly, CUB and Staff agree that the 

Incentive Compensation expense is inappropriate and unlawful, because it has not been shown to 

provide ratepayers with any tangible, quantified benefit.  Relevant Commission precedent 

requires that such expenses be disallowed.   
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With regard to the issue of Pro Forma capital additions, ComEd and Staff entered into a 

Stipulation, whereby each agreed to certain accounting treatments for pro forma capital 

additions.  The stipulation between ComEd and Staff lacks record evidence, and is inconsistent 

with the governing Commission policy on treatment of post-test year depreciation and with the 

requirement for representative cost bases for rates.  In prior decisions on this question, the 

Commission has ordered recognition of offsetting depreciation reserve activity to more 

accurately match the costs and revenues that may be expected for the period during which the 

rates are in place.  Nothing in the Stipulation obfuscates the legal precedent and policy rationale 

that supports recognition of growth in accumulated depreciation on embedded plant in service 

that will be taking place as the new plant additions are going into service. 

The record in this case presents d to 

determine the appropriate return on equity for the Company.  At one end of a three-expert 

continuum, CUB recommends a return on equity (ROE) estimate (7.77%) based on objective 

market factors to the maximum extent possible.  At the other end of that continuum, the 

Company 

expectations.  They recommend a 10.75% ROE that would surely please 

investors.  Staff avoids such extreme subjectivity, but incorporates inappropriate technical 

adjustments that raise its recommended ROE to 10.30%.   

The legal principles that define the return utilities are entitled to earn and those that 

define the Commission responsibilities require an ROE determination based on objective market 

data, not biased analyses or subjective expectations.  On these criteria, the DCF analyses 

presented by CUB (7.77%) is the most reliable indicator of the return on equity level required to 
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maintain the  access to capital on reasonable terms.  For reasons explained in detail in 

this brief, the remaining upwardly skewed estimates are not appropriate bases for an ROE 

determination. 

CUB and Staff also conclude that approval of the Compan  proposed revenue 

assurance riders would make the Company less risky and require a downward adjustment in the 

ROE estimate.  recommends that if either Rider is approved, the 

Company should receive a cost of capital on any investment made under Rider SEA or SMP that 

cost of long-term debt, 6.74%.    

 

II. OVERALL REVENUE REQUIREMENT AND REVENUE DEFICIENCY 

III. TEST YEAR 

IV. RATE BASE 

1. Plant 

C. Contested Issues  

a. Pro Forma Capital Additions 

iii. Impact on Test Year Rate Base 

(a) Accumulated Provisions for Depreciation and 

Amortization 

 

The Company has proposed to adjust their test year rate base to recognize post-test year 

additions to plant in service through fiscal year 2007.  AG Ex. 8.0 at 2.  The proposed 

adjustments, however, are selective and one-sided.  They do not recognize other known and 

measurable plant in service related changes that will occur during the period from which they 

have selected post-test year plant additions.  The changes the Company ignores would tend to 

offset the revenue requirement effects of the post-test year additions to plant in service.  In 

particular, the Company recognizes only the increase in accumulated depreciation that is directly 
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related to the forecasted plant additions.  Their proposed post-test year changes do not recognize 

the growth in accumulated depreciation on embedded plant in service that will be taking place as 

the new plant additions are going into service.  

During the rebuttal phase of this proceeding, Staff and ComEd entered into a Stipulation 

in which they agreed to adjustments to plant in service, accumulated depreciation, ADIT, and 

depreciation expenses related to the Original Cost Audit (OCA).  In addition, Staff agreed that it 

will not advocate that any conclusions or recommendations identified in the OCA Report should 

be adopted or ordered by the Commission in the Audit Docket or that any adjustments in the 

Report should be made except as outlined in the Stipulation.  AG/CUB Ex. 8.0 at 7.  Staff and 

post-test year plant additions to those additions that actually go into service by June 30, 2008.  

Id. at 2.  Because the Stipulation specifies that no more than the actual plant additions through 

June 30, 2008 can be included in the final rate base determination, this adjustment would now be 

little more than a place holder.  Id. at 5.  Finally, the Stipulation no longer recognizes any growth 

ules for the balance of accumulated depreciation beyond the end of the 

test year.  

b.  The Omission of Known and Measurable Accumulated 

Depreciation Changes Violates Commission Precedent.  

 

pro forma adjustments provides: 

Section 287.40 Pro Forma Adjustments to Historical Test Year 

Data 

A utility may propose pro forma adjustments (estimated or 

calculated adjustments made in the same context and format in 

which the affected information was provided) to the selected 

historical test year for all known and measurable changes in the 

operating results of the test year. These adjustments shall reflect 
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changes affecting the ratepayers in plant investment, operating 

revenues, expenses, and cost of capital where such changes 

occurred during the selected historical test year or are reasonably 

certain to occur subsequent to the historical test year within 12 

months after the filing date of the tariffs and where the amounts of 

the changes are determinable. Attrition or inflation factors shall not 

be substituted for a specific study of individual capital, revenue, 

and expense components. Any proposed known and measurable 

adjustment to the test year shall be individually identified and 

supported in the direct testimony of the utility. Each adjustment 

shall be submitted according to the standard information 

requirement schedules prescribed in 83 Ill. Adm. Code 285.   

 

83 Ill. Admin. Code § 287.40. 

 

The Commission should adopt the same treatment in this case that it ordered in other 

cases under similar -test year additions to plant with 

the post-test year growth in the depreciation reserve, thus avoiding a mismatch of these major 

elements of rate base.  In a recent Ameren rate case, the Commission clearly acknowledged that 

the AmerenUE net plant balance was increasing, but concluded that UE's proposed additions to 

AmerenCIPS and Union Electric Co. (AmerenUE), ICC Docket 02-

0798, et al., (cons.), Order at 10-11, (Oct. 22, 2003).  The Commission concluded that this 

during which the rates are in pl  Id.  There is no basis to distinguish the circumstances in 

this case from those of Docket No. 03-0009.  Accordingly, the Commission should order the 

same balanced treatment of pro forma -test year additions 

to plant with the post-test year growth in the depreciation reserve, avoiding a mismatch of major 

elements of rate base. 
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Docket 02-0837 involving CILCO and ICC Docket No. 03-008 involving CIPS) also supports 

offsetting adjustments to include post-test year plant additions by the known and measurable 

growth in the balance of the accumulated reserve for depreciation that will occur as plant is 

added.  In those cases, there was no increase in net plant over the relevant time period.  That is, 

the increase in plant in service was matched or exceeded by changes in accumulated 

depreciation.  

As the future plant additions occur and the balance of gross plant increases, the 

accumulated reserve for depreciation will also continue to grow as a result of recording 

depreciation expense on total plant in service.  Thus, the net plant in service included in rate base 

will not increase by an amount equal to future additions.  When growth in the balance of the 

accumulated reserve for depreciation is taken into account, the effect of growth in rate base due 

to plant additions will be mitigated significantly.  It makes little sense to allow a selective pro 

forma adjustment to increase rate base for post-test year plant additions when the  

actual growth in the net plant in service -- along with its rate base and associated revenue 

requirement -- will be substantially less.  

CUB has not opposed the rate base increase from these anomalous pro forma adjustments 

for plant additions.  Nevertheless, the Commission must take the minimal step of recognizing the 

known and measurable change in accumulated depreciation that will take place over the period 

of the pro forma capital additions to achieve the representativeness required by controlling 

Commission precedent. 

In summary, notwithstanding the Company-Staff Stipulation, to allow adjustments to rate 

base for post-test year plant additions without recognizing concomitant growth in the 
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accumulated reserve for depreciation would result in a substantial distortion to the  

rate bases during the period that the rates established in this case will be in effect, contrary to 

-year rate base should be reduced by 

$30,804,000 to recognize post test-year growth in the accumulated reserve for depreciation that 

will accompany the stipulated OCA adjustment with plant additions beyond June 30, 2008.  

AG/CUB Ex. 8.0 at 7. 

V. OPERATING EXPENSES 

C. Contested Issues 

1. Incentive Compensation Cost and Expenses 

ComEd seeks to include over $18 million of incentive compensation in its test year 

expenses.  ComEd Schedule C-2.6.  However, ComEd has not shown that its incentive 

compensation program confers specific savings or other tangible benefits on ratepayers nor has 

ComEd demonstrated that the incentive compensation plan reduces expenses and creates greater 

efficiencies in operations.  Therefore, ComEd has failed to meet its burden of proving that 

recovering its incentive compensation program costs is just and reasonable. 

Moreover, it is Commission practice to disallow incentive compensation programs where 

the utility cannot demonstrate any benefit to ratepayers, i.e. cannot show recovery of such 

program costs are just and reasonable.  In ICC Docket No. 04-0779, the Commission held: 

Costs related to incentive compensation are recoverable in rates 

only if the utility demonstrates tangible benefits to ratepayers. 

(See, e.g., 03- nsation, 

the plan must confer upon ratepayers specific dollar savings or 

other tangible benefits. Furthermore, the degree of benefit that 

accrues directly to ratepayers, rather than to other stakeholders, is a 

significant factor in determining whether incentive compensation 

-0696 at 10 (requiring evidence 
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-0432 (Mar. 28, 2002) at 42-

has generally disallowed such expenses except where the utility 

has demonstrated that its incentive compensation plan has reduced 

utility is seeking to recover such projected expenses from 

ratepayers, the utility should demonstrate that its plan can 

The utility bears the burden to establish that such tangible benefits 

accrue to ratepayers, in order to prove that the recovery of 

incentive compensation costs is just and reasonable. (See 220 ILCS 

9-201(c).)   

 

ICC Docket No. 04-0779, Northern Illinois Gas Company Proposed general increase in natural 

, Order, September 20, 2005 at 44 (emphasis added).   

ComEd has not provided any evidence that its incentive compensation program confers 

upon ratepayers specific dollar savings or other tangible benefits.  Simply put, ComEd has not 

made the necessary showing to justify inclusion of its incentive compensation program in rates, 

and as en to do so, the Commission should once again reject such a proposal. 

The Company has not demonstrated that its incentive compensation plan has reduced 

expenses and created greater efficiencies in operations.  Therefore, Mr. Effron eliminates 

incentive compensation and reduces pro forma test year expenses by $18,141,000.  AG/CUB Ex. 

2.0, Sch. C-2. 

CUB witness Effron proposes a disallowance of incentive compensation costs.  The 

evidence in this record fails to show any benefit accruing to ratepayers from the 

incentive compensation plan.  As a result, Effron recommends that the Commission completely 

reject the incentive compensation expense that the Company is seeking to include.    

The Company argues that all of its incentive compensation should be allowed and that if 

the Commission rejects the total amount of incentive compensation, it should at least be able to 
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recover 50% for the operational and individual incentive compensation components.   

a.  The Incentive Compensation Expense Should Be 

Rejected Because It Benefits Shareholders and Not 

Ratepayers. 

 
It is well established that the Commission has generally disallowed recovery of incentive 

compensation costs except where the utility has demonstrated that its plan has reduced expenses 

and created greater efficiencies in operations.  The incentive compensation program has not been 

shown to provide ratepayers with any tangible, quantified benefit. Relevant Commission 

precedent requires that such expenses be disallowed. See Dockets No. 06-0070, 06-0071, 06-

0072 (consolidated); 05-0597; 03-0403; 97-0351 and 95-0219.    There is nothing in this record 

that demonstrates that the incentive compensation plan proposed by Com Ed reduces expenses 

and creates greater efficiencies.   

on plan linking incentive compensation to the financial 

rates are designed to recover.  This results in the Company seeking a larger rate increase to 

enable Com Ed and its parent company to be more successful in achieving their financial goals. 

rary to the 

goals of the ratepayer, which are to minimize expenses and use energy efficiently, and benefits 

the shareholders but not the ratepayers, who will be forced to reward the Company for earning 

money for the shareholders and charging them higher rates. 

The Company is asking the Commission to deviate from its long-standing practice and 

approve a plan that benefits shareholders and that does not benefit ratepayers.  In order to 
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recover incentive compensation expenses from ratepayers, prior cases required Company to 

prove that their incentive compensation plans benefited ratepayers if they were tied to a financial 

component.  For instance, in Docket 05-

compensation payments are linked directly to reduce Ope

costs and thus an increase in earnings will not trigger any incentive compensation payments.  In 

other words, increased earnings are a potential result, but not a necessary result of reduced O&M 

  ICC Docket 05-0597, Order at 96 (July 26, 2006). 

to trigger incentive compensation plans.   

b.  The Incentive Compensation Plan Should Be Rejected 

Because the Company Goals Might Not Be Met or 

Might Be Changed. 

 

irrespective of whether the Company or its parent company achieves its financial goals and 

incentive compensation payments are made.  AG/CUB Ex. 2.0 at 18.  There is no mechanism to 

refund that cost to ratepayers should the Company not achieve its expected goals.  The incentive 

compensation plan should be rejected because under the circumstances of the Com Ed incentive 

compensation plan, consumers might not benefit for several reasons. 

First, if the Company does not meet its goals it will not award incentive compensation.  

Requiring the ratepayers to pay the Company for incentive compensation that will never be paid 

out creates an unjust result for ratepayers and a windfall for the Company.  Shareholders will 

benefit at the expense of ratepayers.  Second, if the goals are not met, that means that the 
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will still benefit shareholders only.  There is no basis for the Commission to conclude that 

Com

employees might never receive the compensation. 

Finally, the Company is free to change the terms of the incentive compensation plan by 

 If the cost of incentive compensation is allowed to be recovered 

through rates, ratepayers will pay the cost of incentive compensation whether or not the plan 

remains the same or is changed and whether or not Com

payment.  In previous rate cases, the Commission has expressed concern with not providing 

protections for ratepayers if a company does not meet its financial goals and no incentive 

compensation payments are made.   

[T]he Commission is concerned that ratepayers are not protected if 

IP fails to achieve the financial goals and incentive compensation 

payments are not made. Under that scenario, ratepayers would still 

pay for the incentive compen

adopted.  

 

Illinois Power Company, ICC Docket Nos. 99-0120/99-0134 Consol., Order at 44, (August 25, 

1999).  Similarly, the Commission stated in a CILCO case: 

While failure to achieve the efficiencies that would result in the projected level of 

incentive payments may penalize individual managers, ratepayers receive no benefit from 

 

 

Central Illinois Light Company, ICC Docket Nos. 99-0119/99-0131 Consol., Order at 38 

(August 25, 1999).  

In an Ameren DST case, the Commission 

compensation expenses and clearly ruled that: 

For the Commission to include any portion of incentive 

compensation costs in approved operating expenses, Ameren must 
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demonstrate that the plan confers upon ratepayers specific dollar 

savings or other tangible benefits. As Staff notes, the Commission 

has generally disallowed recovery of incentive compensation costs 

except where the utility has demonstrated that its ICP has reduced 

expenses and created greater efficiencies in operations, as was 

done in Dockets No. 05-0597, 03-0403, 97-0351 and 95-0219.  

Consistent with those decisions, we are disallowing funding 

measures that primarily depend on meeting financial goals. In this 

targets and therefore all operational goals are dependent upon 

meeting the EPS target first. 

 

ICC Docket Nos. 06-0070/0071/0072 (Consolidated), Order at 72 (November 21, 2006).  

Similarly, ComEd has failed to demonstrate that its incentive compensation plan provides 

ratepayers with specific savings or other tangible benefits. 

Given that Com Ed could always change its incentive compensation goals or fail to meet 

these goals in the future, the Commission should find that the incentive compensation costs are 

not reasonably or prudently incurred and reject the incentive compensation plan.  The 

ies heavily on the parent Company reaching certain 

financial goals without any showing that the plan has reduced expenses or created greater 

efficiencies in operations.  Additionally, Com Ed might not achieve its financial goals, or the 

goals might change, resulting in no payments to employees.  The incentive compensation plan 

only benefits shareholders and there is no way for ratepayers to receive a refund if no payments 

are made under the plan.  Consistent with prior cases, the Commission should exclude the cost of 

   

 3. Merger Expenses 

The Company argues that it reduced test year operational and maintenance expenses by 

$5,281,000.00 to eliminate costs incurred in connection with the merger of Exelon and Public 
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Service Enterprise Group.  AG/CUB Ex. 2.0 at 16.  However, AG/CUB witness Mr. Effron, 

testified that the Company did not in fact eliminate the full amount of merger costs in connection 

Id. at 16.  For instance, the salaries and 

benefits of employees who spent time on merger related activities were deemed not to be 

incremental and were excluded from adjustment.  The time spent on merger activities in the test 

year is not necessary for utility service and the cost of that time should not be recovered from 

ratepayers.  The effect of eliminating merger related salaries is to reduce pro forma test year 

operational and maintenance expenses by $2,546,000.00.  Id. at 17. 

ComEd witnesses Houtsma and Frank claim that certain employees performed merger 

related work in addition to their usual duties and that eliminates any of the wages and benefits of 

AG/CUB Ex. 5.0 at 26.  

This argument should be rejected because what the witnesses seem to be saying is that those 

employees performed the merger work for free, then as a result, no cost should be assigned to 

that work.  However, ComEd did assign costs to the merger related work performed by the 

employees.  Since those costs do no relate to the provision of delivery services, they should not 

be included in the delivery services revenue requirement. 

Since merger accounting requires that assets and liabilities be stated at their fair value at 

the time of the merger, thus accelerating the recognition of the cumulative effect of actuarial 

gains or losses, ComEd should have recorded a regulatory liability to offset the recognition of the 

actuarial gains at the time of the merger.  

4. Administrative and General (A&G) Expenses 

a. Exelon Way Severance Amortization 

 

While the Company incurred actual severance costs of $294,000.00 in 2006 (ComEd 
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Schedule 11.3), the jurisdictional portion of those costs is included in test year operation and 

maintenance expense.  AG/CUB Ex. 2.0 at 21.  Further, the Company has included an additional 

$18,791,000.00 of severance expense in its revenue requirement.  AG/CUB Ex. 2.0 at 21 

(ComEd Workpaper WPC-1a, Page 1).  This amount is in addition to the actual expenses 

cial reports, but it is not treated as separate pro forma 

adjustment.  Since the Company did not actually incur these severance expenses in 2006, the 

$18,791,000.00 amount actually represents the amortization of a regulatory asset related to 

Exelon Way severance costs that were incurred in the years 2003 and 2004.  AG/CUB Exhibit 

2.0 at 23.  Therefore, eliminating the Exelon Way severance costs reduces pro forma test year 

operation and maintenance expenses by $18,791,000.00.  Id. at Schedule C-2. 

b. Accounts 920-923 

c. Rate Case Expenses 

i. 2005 Rate Case Expenses Amortization 

ii. 2005 Rate Case Expenses in the 2006 Test Year 

iii. 2005 Rate Case Rehearing Expenses in the 2006 Test Year 

 

In this case, ComEd includes rate case expenses in its pro forma operation and 

maintenance expenses.  However, the purpose of including the normalized rate case expense in 

the cost of service is not to guarantee a dollar-for-dollar recovery of the rate case expense 

incurred.  AG/CUB Ex. 2.0 at 24.  Allowing recovery of those costs prospectively from 

ratepayers in essence is retroactive ratemaking.  Eliminating the amortization of the rate case 

maintenance expense by $4,212,000.  AG/CUB Ex. 2.0 at 25, Effron Schedule C-2. 

5. New Business Revenue Credit 

6. Depreciation and Amortization Expenses (Derivative and Direct 

Adjustments) 

7. Taxes Other than Income Taxes (Derivative Adjustments) 
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8. Income Taxes (Derivative Adjustments) 

 

Consistent with adjustments to pro forma plant in service and the pension contribution 

included in deferred debits, Mr. Effron has adjusted the related accumulated deferred income 

/CUB Ex. 1.2, Sch. 

B.   

ComEd fails to recognize the full annual effect of the return component of the periodic 

pension cost from the pension contribution made by Exelon.  ComEd proposes to include the full 

annual return requirement associated with the pension contribution in its revenue requirement, 

yet fails to recognize the concomitant full annual return component of the periodic pension cost. 

To be consistent and recognize the annual effect of the contribution on the return component of 

the periodic pension cost, Mr. Effron increases the credit for the return component included in 

the jurisdictional test year pension expense by $8,563,000 and reduces the pro forma pension 

expense accordingly.  AG Ex. 1.2, Sch. C-2 Revised. 

Mr. Effron adjusts taxable income based upon other adjustments he makes to operating 

income.  He also calculates the adjustment to interest expense based upon his proposed 

adjustment to rate base.  AG/Cub Ex. 2.0 at 30.  Mr. Effron then applies the state income tax rate 

to his adjustments
3
 to taxable income to calculate an adjustment to state income tax expense of 

$7,016,000.  Id. at 30. Finally, Mr. Effron applies the federal income tax rate to his adjustments 

to taxable income net of state income taxes to calculate an adjustment to federal income tax 

expense of $31,182,000. 

 

                                                 

3 Any variance in these other adjustments will result in different tax adjustments. 
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IV.   VI. RATE OF RETURN 

C. Cost of Common Equity  

 that is, the level of profit necessary to attract 

 is a cost of doing business that utilities 

are allowed a 

equity must be reasonable and prudently incurred. 

The record in this cas

equity.  On one end of the spectrum, CUB witness Christopher C. Thomas recommends a return 

incorporating findings from the most current and advanced studies of financial markets.  CUB 

recommends that ComEd receive a return of equity of 10.75%, derived from an average of his 

incorporate several incorrect assumptions.  ComEd Ex. 10.0 at 1.  Staff witness Michael 

McNally recommends a return of 10.30%, based on an average of widely divergent results from 

his DCF and CAPM analysis.  ICC Staff Ex. 4.0 (Corrected) at 7-8.   

The risk-based level of compensation for dedicating equity capital to public use is 

constitutionally required.  The U.S. Supreme Court has established the requirement that 

regulated utilities receive a fair return on equity.  Bluefield Water Works & Improvement Co. v. 

Bluefield Fed. Power 

Hope Hope and 
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Bluefield decisions establish that utilities are entitled to an opportunity to earn a fair return on 

their prudent and reasonable investment that is equal to the returns earned by other firms of 

comparable risk.  CUB Ex. 1.0 at 4.  These legal standards  a risk-based level of compensation 

and a marketplace cost  to the extent one can accurately determine them, are objective criteria.  

riskiness of the utility.  I

of risk will change as the objective factors that define the equity markets change over time.  CUB 

Ex. 1.0 at 4.   

The Public Utilities Act directs the Commission to (1) ensure that the cost of equity used 

to develop rates fairly compensates investors for their risk, and (2) assure that customers do not 

-211, 5/9-230.  These 

opposing responsibilities can be balanced fairly only when the Commission thoroughly considers 

the objective market factors that determine a fair return on investment and ensures that the 

and prudently incurred.  That is, the Commission must give 

investors the return they require, not the return they prefer. 

The ROE that investors require for their investment in ComEd is 7.77%.  CUB Ex. 1.0 at 

2.  While investors may, at times, desire higher rates of return, the utility is only entitled an 

opportunity to recover this necessary level of return through regulated rates as a prudently 

incurred cost.  See generally Hope; Bluefield; 220 ILCS 5/9-211, 5/9-230.  The cost of equity is 

not directly observable in the market for a particular utility.  CUB Ex. 1.0 at 20.  Therefore, 
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factors.  The expert witnesses in this proceeding used various combinations of these models to 

properly constructed DCF analysis, using the results of the CAPM as confirmation of these 

results, yields a cost of equity of 7.77%, which represents the return necessary to maintain 

-3.   

at 22.  However, the evidence demonstrates that investors today take on far less risk, and expect 

smaller returns, when they invest in ComEd than they would have in the past.  Examples of 

-off of risky generation assets and the 

elimination of all supply procurement risk.  CUB Ex. 4.0 at 7-8.  ComEd is even seeking to 

further reduce its exposure to risk, as evidenced by Riders SMP and SEA filed in this case.  Tr. at 

1864.  Because of these dramatic changes, investors are content to demand a lower return to 

invest in ComEd than the Commission has granted any other Illinois electric utility in the past 30 

years.  Tr. at 1841.    

a. DCF Analysis 

The cost of equity is not directly observable in the market for a particular utility, even for 

firms with publicly traded shares.  Consequently, financial models have been developed to 

estimate that cost of equity indirectly from various market factors.  The experts in this 

proceeding used various combinations of these models to develop their cost of equity estimate.  

Mr. Thomas based his return on equity recommendation on the DCF model, thereby avoiding 

undue dependence on the unreliable CAPM model used by other parties.  CUB 1.0 at 19-20.  In 

doing so, Mr. Thomas began with the same sample of comparable utilities used by Dr. Hadaway, 
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but removed eight companies because their level of historic growth is not sustainable.  The 

inclusion of these eight companies introduces inappropriate bias into the sample.  CUB Ex. 1.0 at 

21.   

The DCF model estimates the cost of equity capital by assuming that investors who 

purchase stock are paying a price that reflects the present value of the cash flows they expect to 

receive from the stock in the future.  CUB Ex. 1.0 at 23.  The DCF model uses current stock 

price and expected cash flows from dividends and earnings growth to estimate the return that 

investors expect to receive.  CUB Ex. 1.0 at 23-24.  

flows are driven largely by historical experience, because analysts are frequently overly 

optimistic.  CUB Ex. 1.0 at 24-6.  

financial performance as known values in the DCF equation, permitting the analyst to estimate 

the return on equity required for that performance.  While Mr. Thomas did use a second financial 

model tool, the CAPM, it was only to validate his DCF result.  The result of this analysis 

demonstrates that ComEd is only entitled to a 7.77% cost of common equity, which represents 

the return level 

terms, as determined by his analysis of relevant, objective market factors, and ultimately  provide 

investors with a fair return on their investment in the Company.  CUB Ex. 1.0 at 20. 

i. 
Growth Rate Assumption  

 

In a proper DCF model, the growth rate represents a sustainable growth rate due to 

increased earnings.  

sust

avoids reliance on biased analyst growth estimates and takes into account changes in expected 
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dividend payout ratios.  CUB Ex. 1.0 at 31-2.  CUB, Staff and IIEC agree 

currently producing overly optimistic growth forecasts that are unlikely to be sustainable over 

time.  CUB Ex. 1.0 at 26; ICC Staff Ex. 4.0 (Corrected) at 13; IIEC Ex. 2.0 at 19.  The 

sustainable growth rate is a critical component of the DCF model, representing the amount of 

growth that investors expect to occur on their investment, and that is sustainable over the long-

term.  CUB Ex. 1.0 at 24.  Setting the growth rate component of the DCF model at an 

unreasonably high level would result in an estimate of the cost of equity that is also unreasonably 

high, all other things being equal.   

Historically, analysts have set their sustainable growth rate assumptions at unreasonably 

and unsustainably high levels.  Financial researchers have documented this bias extensively, as 

-26.  Staff and IIEC agree that the use 

of analyst growth rates unduly bias its cost of equity recommendations.  CUB Ex. 1.0 at 26; ICC 

Staff Ex. 4.0 at 13; IIEC Ex. 2.0 at 19.  Therefore, Staff and IIEC have adjusted their approach to 

estimating the cost of equity by using non-constant and two-stage DCF models to account for the 

ment and 

introduce a degree of uncertainty into the DCF analysis.  CUB Ex. 4.0 at 13-4.  This uncertainty 

confirms findings in the academic literature that historical growth rates are a far more accurate 

predictor of expected sustainable growth.  CUB Ex. 4.0 at 13-4.   

second form of bias, caused 

by expected changes in dividend payout ratios, by using the average historic internal growth rate 

for the sample companies to estimate the sustainable growth rate variable of the DCF model.  

CUB Ex. 1.0 at 31-33.  When analysts are expecting the dividend payout ratio to change, their 
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forecasts for both dividends and earnings will not accurately represent expected future growth in 

the DCF model.  CUB Ex. 1.0 at 29.  Currently, analysts are expecting dividend payout ratios to 

change.  CUB Ex. 1.0 at 28-9.  

earnings to estimate the expected sustainable growth rate.  ComEd Ex. 10 at 37.  As a result, his 

analysis relies on inaccurate and highly unreasonable growth rates.  CUB Ex. 1.0 at 35-6.  Mr. 

corrects this inaccuracies and results in a reasonable 3.09% 

sustainable growth rate for ComEd. 

ii. The Commission Should Reject Quarterly Adjustments to 

Expected Dividend Yield Because They Lead To Double-

Counting of Quarterly Growth and Compounding  

 

-

count the effect of quarterly growth and compounding by making a quarterly adjustment to the 

expected dividend growth used in the DCF model, because Mr. Thomas conducted his analysis 

without incorporating an improper adjustment for quarterly dividend payments and 

compounding.  CUB Ex. 1.0 at 36-39.  This double-counting was also recognized by IIEC 

witness Gorman.   

the Commission has allowed it so many times in the past.  IIEC Ex. 2.0 at 17.   

As Mr. Thomas explains: 

The Commission sets rates to recover a utility s cost of capital on 

an annual basis.  However, investors receive their dividends 

quarterly and realize the value of reinvesting their dividends. If the 

Commission increases ComEd s authorized return to add the value 

of receiving dividends quarterly instead of annually into its 

decision, investors will still be paid dividends quarterly and will be 

able to reinvest them, to receive -- again -- the value added from 

quarterly growth and compounding. Thus, the quarterly adjustment 

biases returns upward by double counting them.  
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CUB Ex. 1.0 at 38.  Unadjusted DCF estimates also have been examined and found appropriate 

by other energy industry regulators. 

It is, as the Federal Energy Regulatory Commission (FERC) and 

other regulatory bodies have concluded, a fair measure to use in 

calculating the allowed return for a utility.  The FERC, in its 

Generic Determination of Rate of Return on Common Equity for 

Public Utilities, embraces the Linke and Zumwalt analysis in 

Order No. 442 [4], reconsiders it in Order No. 442-A [5], and 

settles on the required return I develop here in Order no. 461 [6]. 

 

(quoting R. Bower, The N-Stage Discount Model and Required Return: A Comment, 27 The 

Financial Review 148 (Feb 1992) (emphasis added) (footnotes/citations omitted)).  

results in unreasonably high cost of equity estimation.  CUB Ex. 1.0 at 37-39.   

e striking degree to which this 

double-counting affects the return on equity realized by the Company: 

 Assume that a company whose stock sells for $10 per share 

pays dividends of $3 per quarter ($12 per year).  To 

simplify this example, assume that the company exists for 

only one year, and that at the end of the year, investors 

receive their initial $10 investment plus their cost of 

capital.  Using the annual DCF model, which treats 

quarterly dividend payments as one annual payment paid at 

the end of the year, quarterly dividends of $3 will pay 

investors a total of $12 by the end of the year.  Comparing 

the $12 dividend to the $10 market value of the stock, the 

inferred cost of equity is 20% ([$12/$10] - 1).   

 

 Now, to determine the actual return that investors will 

receive, we must recognize that investors receive their 

dividends on a quarterly basis, and have the opportunity to 

reinvest the cash they receive as dividends.  The discount 

rate for a quarterly annuity of $3 (the expected dividend 

payment), that yields a present value of $10 (the current 

market value of the stock), is 7.71% per quarter.  

Converting this quarterly discount rate to an annual 
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discount rate implies that investors will actually realize an 

annual return of 34.61% [(1 + 7.71%)
4
  1]. 

 

This example demonstrates that the actual rate of return received by investors when they 

receive quarterly dividends (34.61%) is significantly more than the annual DCF estimate of 20%.  

CUB Ex. 1.0 at 37-8.  The annual DCF treats quarterly dividend payments as one payment made 

at the end of the year, but investors actually receive dividends quarterly and receive the benefits 

of reinvesting those dividends.  Id. at 38-39.  This means that if the market value of the stock 

($10 in this example) is unchanged, then investors who were paid quarterly dividends already 

receive a return that is significantly greater than the cost of equity estimated by the annual DCF.  

Id.  Given the striking bias that the quarterly adjustment adds to DCF model results, the 

Commission must reconsider its use of this adjustment.   

b. CAPM Verification of DCF Results 

The Capital Asset Pricing Model has several well-known problematic theoretical and 

practical elements.  The CAPM contains such substantial bias that it is unreasonable to rely on it 

-6.  Consequently, unlike other parties, 

who average their CAPM results with DCF results to arrive at a final return on equity 

recommendation, Mr. Thomas uses the CAPM analysis only to verify the results from his DCF 

analysis.  CUB Ex. 1.0 at 9.  

wildly, then he would check the DCF model for errors or inappropriate assumptions.  CUB Ex. 

2.0 at 7.   

Studies by prominent financial research

-9 (quoting Jagannathan and 
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4

casts serious doubt on whether the CAPM model provides a better estimation of the cost of 

capital than a completely arbitrary model.  CUB Ex. 1.0 at 5-6.  The Nagel Paper is the most 

recent research available on forecast error in the CAPM, and corroborates a long history of 

problems with the CAPM.  CUB Ex. 2.0 at 5-8.   

mainstream version of the CAPM and five other well-known theoretical models that add more 

specific risk measurements (such as the factor loadings and expected risk premia mentioned in 

Paper concludes: 

[F]orecast error caused by estimating factor loadings and expected 

risk premia in the more complex models exceeds the precision 

gained by including the risk factors.  In other words, both 

parametric and nonparametric statistical tests show that increasing 

model complexity fails to significantly reduce forecast error.   

 

CUB Ex. 1.0 at 5 (quoting Nagel at 61).  In making this comparison, the Nagel Paper used a 

mainstream version of the CAPM without adjusted betas.  Staff Ex. 17.0 at 15.  Therefore, as 

described below, this version of CAPM was even more accurate than the version used by Staff in 

this proceeding.  Nonetheless, Nagel, et. al, still found this version of CAPM to be unreliable.  

CUB Ex. 1.0 at 5-6. 

The Commission has not previously ruled on the specific issues raised by the Nagel 

Paper.  Thus, the Commission may freely change its conclusion regarding the use of the CAPM 

based on this information.  The Commission should recognize the results of the Nagel Paper by 

                                                 

4 Gregory L Nagel, 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, 61. 
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abandoning its previous method of averaging DCF and CAPM results to find a final return on 

equity recommendation, and instead use the DCF calculation, as verified by CAPM, to estimate 

return on equity.  CUB Ex. 1.0 at 9. 

i. The Commission Should Set the EMRP Parameter at 5.0% 

Unlike other parties in this proceeding, who use biased analyst estimates of the expected 

market risk premiu

EMRP estimate of 5.0% on empirical financial research.  CUB Ex. 1.0 at 16-19.  This figure 

represents a single characteristic that is among the most examined in finance  the market 

premium.  This premium, above the risk-free rate, which investors expect when they invest in the 

market.  This risk premium represents the additional reward that investors expect from investing, 

not just in a utility, but in any investment, over their return if their money were kept absolutely 

safe.  CUB Ex. 1.0 at 16.   

 The financial literature is filled with conclusions from prominent researchers who note 

that analyst-calculated EMRPs often contain significant upward bias.  CU B Ex. 1.0 at 16-19.  

Surveys of real, live investors show that a reasonable and accurate estimate of the EMRP that 

investors expect is in the range of 3.0% to 5.0%.  CUB Ex. 1.0 at 18-19.  Thus, the Commission 

 the 

CAPM analysis. 

In contrast, 

analysis of companies making up the S&P 500.  Staff Ex. 4.0 at 24.  This methodology suffers 

s.  That is, analysts have set their 

sustainable growth rate assumptions at unreasonably and unsustainably high levels.  Financial 
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CUB Ex. 1.0 at 24-26.  Dr. Hadaway calculated EMRP by looking at historic growth rates.  

ComEd Ex. 10.0 at 34.  This methodology has been proven inaccurate because it is upwardly 

biased by historical stock market data.  CUB Ex. 1.0 at 17-18.  Thus, the Commission should use 

the 5.0% EMRP supported by financial research.   

ii. The Commission Should Reject Use of the Mean Reversion 

Adjustment to Beta Because it Does Not  Apply to Utilities 

 

use adjusted betas, even though the mean reversion adjustment is not appropriate for the analysis 

of utilities.  CUB Ex. 1.0 at 11.  The beta parameter represents the degree to which the price of a 

stock moves with the overall market.  CUB Ex. 1.0 at 10.  If the stock in question is less volatile 

(and hence, less risky) than the overall market, then its beta parameter will be less than 1.0.  If 

the stock is more volatile and risky than the overall market, then its beta parameter will be 

greater than 1.0.  Id.  In the context of a CAPM analysis, an unreasonably high choice of beta 

parameter will result in an unreasonably high cost of equity.  See CUB Ex. 1.0 at 7 (CAPM 

formula).  

While the Commission has historically relied on beta parameters that have been adjusted 

using the mean reversion adjustment, this adjustment is reasonable only under certain 

circumstances  CUB 

Ex. 1.0 at 11-12.  However, utility stocks have not been shown to have beta parameters that 

move toward 1.0 over time.  CUB Ex. 1.0 at 12-13       
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increasing them, the authors also theorize that utilities revert to a utility average beta.  CUB Ex. 

1.0 at 12-13 (citing Gambola and Kahl).  Staff attempts to refute this evidence by arguing that a 

portfolio of betas below 1.0 will somehow be biased downward.  Staff Ex. 17.0 at 17.  Staff has 

missed the point.  Gambola and Kahl (cited above) have already proven that the mean reversion 

adjustment methodology does not apply to utilities, and there is no basis with which to conclude 

that a portfolio of utility betas will somehow behave any differently than individual utility betas.  

Thus, the mean reversion adjustment incorrectly increases CAPM estimates of utility cost of 

equity and is inappropriate for use in a utility rate making proceeding.  CUB Ex. 1.0 at 6 (CAPM 

formula), 13.  T

rely on an unadjusted beta parameter.   

iii. The Commission Should Only Use CAPM To Verify DCF 

Results  

 

 

base one-half of the weight of its recommendation on it.  Instead, Mr. Thomas uses the CAPM 

analysis only to verify its DCF model results.  If the CAPM and DCF results are similar, then the 

n equity.  If, however, the 

CAPM results differ wildly from the DCF results, then the DCF model should be checked for 

errors or inappropriate assumptions.  CUB Ex. 1.0 at 2, 5-6, 9.   

Nonetheless, in addition to the errors in his CAPM and DCF analysis discussed above, 

Dr. Hadaway also averaged his biased CAPM results with his biased DCF results to obtain his 

final recommendation for cost of equity.  ComEd Ex. 10.0 at 37.  Thus, his final 

recommendation is upwardly biased as well.  Consequently, the Commission should adopt 
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7.77% 

similar CAPM result of 7.9%.  CUB Ex. 1.0 at 43. 

c. Investors Expect Lower Returns than the Commission has 

Granted During the Last 30 Years  

 

Investors are content to demand a lower return to invest in ComEd than the Commission 

has granted any other Illinois electric utility in the past 30 years.  Tr. at 1841.   The evidence 

demonstrates that investors take on far less risk when they invest in ComEd than they have in the 

-off of risky 

generation assets and the elimination of all supply procurement risk.  CUB Ex. 4.0 at 7-8.  

isk, as evidenced by Riders SMP and 

SEA filed in this case.  Tr. at 1864.  While ComEd focuses attention on the absolute level of the 

ROE, the absolute level is actually far less important than the risk premium above the cost of 

debt.  Tr. At 1861.  Accordingly granting ComEd anything more than 7.77% would provide 

investors a return above their cost of capital, which violates the Hope and Bluefield standards.   

There is no doubt that investors hope for returns above their required cost of capital.  

However, while investors may desire higher rates of return, ComEd is only entitled an 

opportunity to recover the necessary level of return through regulated rates as a prudently 

incurred cost.  See generally Hope; Bluefield; 220 ILCS 5/9-211, 5/9-230.  In the past

hopes have been fueled by a generally increasing trend in the spread between Commission 

approved rates of return on common equity and the cost of corporate debt.  CUB Ex. 4.0 at 4-5.  

The Commission has actually been granting increasing spreads at a time when there is actually a 

decreasing trend in the spread between earned returns on Baa rated corporate bonds and the S&P 

500 since the mid 1980s.  CUB Ex. 4.0 at 5-6.   
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When you compare the academic evidence to the practical world the Commission has 

operated in, there is a big disparity. Tr. at 1863.  Most if this disparity is caused by a level of 

persistence in Commission decisions.  This persistence is based on a slow incorporation of the 

academic findings that Mr. Thomas identified. 1864.  The evidence shows that many of the 

introduce unnecessary bias.  This bias results in decisions above the cost of capital, which is 

unlawful.   

D.  Overall Cost of Capital 

Based upon the analysis described above, the Commission should grant ComEd a 7.77% 

rate of return on common equity.  Using the capital structure and debt costs presented in ComEd 

Schedule D-1, the cost of capital for ComEd is: 

Cost of Capital 
   

 
Amount % Cost Weighted 

Long-term Debt 
 
$4,397,546  54.96% 6.74% 3.70% 

Common Equity 
 
$3,604,115  45.04% 7.77% 3.50% 

Total Capital 
 
$8,001,661  

  
7.20% 

              Balances and Debt Cost from ComEd Ex. 28.02 

   

This cost of capital allows the company to earn a fair return on its investment, and appropriate 

compensates investors for the risk they take by investing in ComEd.  CUB Ex. 1.0 at 20. 

 E. Effects of Riders SMP and SEA 

 

 capital 

under the Riders.  This risk reduction is significant because investors are protected from the 

possibility that they will fail to recover their investment.  CUB Ex. 1.0 at 46.  In addition, as Mr. 
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Brosch testifies, only the costs associated with the proposed riders are passed along to customers.  

  AG-CUB 

Ex. 1.0 at 19. 

Rider is approved, the Company should receive a cost of capital on any investment made under 

cost of long-term debt, 6.74%. 

CUB Ex. 1.0 at 46.  This return will allow ComEd access to the capital they need to finance 

projects under SMP and SEA, while recognizing the dramatically reduced risk to the company.  

Id.  Staff witness Michael McNally said it best: 

If implemented appropriately, an adjustment would not penalize 

ComEd, but rather would fairly compensate ComEd through an 

accurate reflection of its true cost of capital in rates. Indeed, if 

be penalized if no adjustment were made.   

 

Staff Ex. 17.0 at 20. 

 

 cost of capital on Riders SEA and SMP 

investments is actually conservative and the Commission may find that other, additional 

measures are necessary to remedy the concerns expressed by the parties.  CUB Ex. 1.0 at 46. 

VII. NEW RIDERS 

A. Overview 

The Company has proposed the use of two new riders to collect costs that have 

historically always been recovered in base rates.  The overall effect of the proposed riders is to 

shift ratemaking risk from the utilities to ratepayers.  As explained by Michael L. Brosch, who 

testified on behalf of CUB and the Illinois Attorney General, the rates established by public 
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utility commissions allow utilities to recover their costs of providing service along with an 

opportunity to earn a reasonable return on invested capital AG-CUB Ex. MLB 1.0 at 19; see also 

, 262 U.S. 679 

(1923); Hope

are entitled to an opportunity to earn a fair return on their prudent and reasonable investment that 

is commensurate with the returns earned by other firms of comparable risk.) 

Mr. Brosch added that although individual cost items and revenue levels change from 

year-to-year, it does not mean that utilities will file frequent rate cases.  Id. at 19.  In between 

rate cases, in some years a utility will earn more than its authorized rate of return and in other 

years less.  But as long as the overall balance of costs and revenues remains within a reasonable 

Id. at 20.  

Most utility expenses are recovered through base rates set in rate cases.  The exception to this 

general rule is costs recovered through riders.  Riders are used in limited situations and allow a 

utility to recover a particular expense that (1) is large in relation to the overall cost of providing 

service, (2) is volatile or fluctuates and (3) is  AG/CUB Ex. MLB-

4.0 at 10.  The most common form of riders allows utilities to recover the costs of fuel on a 

dollar-for-dollar basis as those costs are incurred by the utility.  Id. at 10.  Because fuel costs 

represent such a large portion of utility costs, permitting utilities to recover this potentially 

Id. at 11. 

Com Ed has proposed two new riders, which would isolate certain costs from the 

balanced review outlined above: (1) , which 
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would permit the Company to recover the costs relating to restoration of the distribution system 

due to damage caused by storms in a line item surcharge or credit (based on the variation from an 

established average baseline); and (2) which 

would permit ComEd to recover certain costs of system modernization investments as a line item 

on bills.   

RIDER RECOVERY  LEGAL STANDARD 

Illinois courts have addressed the circumstances under which a utility may lawfully 

collect its jurisdictional, authorized costs outside the traditional regulatory scheme in riders.  In 

Citizens Utilities Co. v. Ill. Comm. Comm'n Citizens Utility

Il

Supreme Court explained that in establishing the rates that a public utility is to charge its 

customers, the Commission bases the determination on the company's operating costs, rate base, 

and allowed rate of return.  A public utility is entitled to recover in its rates certain operating 

costs.  A public utility is also entitled to earn a return on its rate base, or the amount of its 

invested capital; the return is the product of the allowed rate of return and rate base.  The sum of 

those amounts, operating costs and return on rate base, is known as the company's revenue 

ratemaking formula R (revenue requirement) = C (operating costs) + Ir (invested capital or rate 

  Citizens Utility, 124 Ill. 2d at 200-01.  The court in A. 

, 250 Ill. App. 3d 317 (1993 A. Finkl

that  

In determining the amount of money a utility is authorized to 

collect from the consumers, the Commission is required to 
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consider all aspects of the utility's operations during a year 

selected by the utility as a test year. The test year so selected is 

intended to be representative of both the utility's anticipated rate-

base expenses and its expected revenues, including overall costs 

and rate of return in the same year.   

 

A. Finkl, 250 Ill. App. 3d at 325.  The process described in the Citizens Utility and A. Finkl cases 

has been in place for decades and is the foundation of rate-of-return regulation.  Recovery of 

costs outside of the traditional rate-setting process is not permitted except in special 

circumstances.  Except in those special circumstances, which are described below, allowing a 

utility to recover a particular cost in isolation without considering the entire and panoply of costs 

and expenses violates the rule against single-issue ratemaking.   

In Business and Professional  , 

BPI II -

issue ratemaking as follows: 

The rule against single-issue ratemaking recognizes that the 

revenue formula is designed to determine the revenue requirement 

based on the aggregate costs and demand of the utility.  Therefore, 

it would be improper to consider changes to components of the 

revenue requirement in isolation.  Often times a change in one item 

of the revenue formula is offset by a corresponding change in 

another component of the formula.  For example, an increase in 

depreciation expense attributable to a new plant may be offset by a 

decrease in the cost of labor due to increased productivity, or by 

increased demand for electricity.  (Demand for electricity affects 

the revenue requirement indirectly.  The yearly revenue 

requirement is divided by the expected demand for electricity to 

arrive at a per kilowatt hour rate.  If actual demand is more than 

the estimated demand used in the formula, the utility's revenues 

increase.)  In such a case, the revenue requirement would be 

overstated if rates were increased based solely on the higher 

depreciation expense without first considering changes to other 

elements of the revenue formula.  Conversely the revenue 

requirement would be understated if rates were reduced based on 
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the higher demand data without considering the effects of higher 

expenses.   

 

BPI II, 146 Ill. 2d at 244-45. 

 

The exception permitting recovery of costs outside of the traditional rate-setting process 

is recovery through riders.  Riders allow a utility to collect revenues associated with a particular 

cost as it is incurred, without waiting until it files a general rate case to recover such expenses.  

In other words, rider cost recovery allows utilities to collect a cost in isolation without 

all aspects of the utility's operations during a year selected by the utility as a test 

A. Finkl, 250 Ill. App. 3d at 325. 

However, rider recovery is permitted only under certain well-defined and very limited 

circumstances.  In A. Finkl, the appellate court stated that riders are permissible where the costs 

unexpected, volatile or fluctuating,  and beyond the control of the utility.  Id. at 

327.  The A. Finkl court identified fuel costs as an example of an expense that meet the 

control.  Id. 

The Illinois Supreme Court ruled in accordance with the A. Finkl 

CUB CUB case, 

the Supreme Court 

through a rider clean-

sites.  Id. at 116.  The Supreme Court held there was evidence showing that the costs to 

covery.  Id. 

at 138-39. 
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In A. Finkl, the appellate court reviewed a Commission order approving Commonwealth 

 allowed ComEd to recover the costs of 

demand side management programs (i.e., energy efficiency programs) through a rider.  A. Finkl,  

for unexpected, volatile or fluctuating expenses which Edison cannot control, than costs incurred 

Id. at 327.  The court added that any uncertainty in determining 

demand side management costs could be addressed through the traditional base rate setting 

process.  Id. 

Both Rider SEA and SMP fail to meet the legal criteria for rider approval established in 

the A. Finkl and CUB cases and should be rejected outright on purely legal grounds.  However, 

there are also important policy considerations that also support rejection of Riders SEA and 

SMP. 

 B. Rider SMP 

 

 The Commission should reject Rider SMP and Instead Order the Immediate 

Commencement of a State-wide Stakeholder Collaborative Process to Comprehensively 

Address Smart Grid Implementation Issues 

 

ComEd has proposed Rider SMP 

technology that will begin to provide enhanced customer benefits far earlier than might 

  ComEd Ex. 14.0 at 3.  ComEd generally refers to these investments as 

conditions its investment in smart grid technology on Commission 

approval of Rider SMP.  According to ComEd witness, Mr. Donnelly, the Company is unlikely 

to undertake significant system modernization projects if rider treatment is rejected, and 
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consequently  ComEd Ex. 

15.0 at 70 line 29.   

In addition to violating Illinois law prohibiting single issue ratemaking, Rider SMP 

suffers from several infirmities that fail to satisfy the necessary policy criteria required for rider 

recovery.  The language in Rider SMP does not ensure that eligible costs are limited to true smart 

grid investments.  Mr. Cohen argues that, if Rider SMP was adopted, the Company would have 

no reason not to want all of its capital investment included under Rider SMP.  Id.  In fact, Mr. 

Cohen postulates that the proposed tariff language for Rider SMP could allow almost any capital 

expenditures to be eligible for cost recovery under Rider SMP  and employs an unlikely 

example to demonstrate the unrestricted nature of the tariff language.  Id. at 6.  If the Company 

found that newly designed shoes could reduce the time it takes a lineman to climb a pole, it could 

seek Rider SMP recovery for an investment in footwear.  Id.   

Additionally, although the Commission would have approval authority under the 

This is problematic for several reasons.  First, instead of working with stakeholders and the 

Commission to develop a shared vision at the outset, the Company reserves the right to design its 

own piecemeal approach and bring it to the Commission as it sees fit.  The Company would 

decide on its own what technology to propose for deployment, where to deploy it, and on what 

timetable.  Second, a

cause it to choose an investment strategy which is sub-optimal for its customers and does not 

provide the Investments that the Company 

would find most advantageous to propose for recover under Rider SMP would be those that 
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could be used to generate cost savings for the Company without reducing revenues, thereby 

increasing earnings through both a return on investment provided for in the rider and lower 

operating expenses that have not yet been addressed in a rate case.  Id. at 8.  Third, some inherent 

conflict of interest exists for ComEd by virtue of its affiliation with Exelon and it concomitant 

fiduciary duty to its shareholders.  As Mr. Cohen explained: 

If investments eligible under Rider SMP would enable 

technologies that could result in substantially reduced demand for 

electricity, ComEd, by virtue of its affiliation with Exelon, would 

have an added incentive to avoid making these investments, or to 

avoid utilizing the technology in ways that were contrary to the 

interests of its affiliates.  

 

Id. at 9.  Finally, upon approval by the Commission, costs ComEd deems eligible under Rider 

SMP would immediately be put into rates, while the prudence of the investments remains 

presumed until a subsequent prudence review proceeding.  There would be no offset to the rider 

for any operational or other savings incurred by the Company due to the projects.  Therefore, 

though customers would pay for these investments immediately upon deployment, they must 

wait until the completion of the next rate case to realize any of the cost savings realized by those 

investments. 

If smart grid investments are in the best interest of customers, and its benefits outweigh 

its costs, then the decision to deploy these technologies should not be solely within the control of 

the Company.  The Company should not be allowed to unilaterally determine the nature and 

scope of smart grid investments, while customers assume the risk before such investments are 

determined to be prudent, used and useful.  And any savings that will result from these 

investments should be passed through to customers as they are realized.   
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In its rebuttal case, the Company agreed to several modifications to Rider SMP in 

response to concerns by Staff, CUB and other parties.  Specifically, although Staff also 

recommended that the Commission deny Rider SMP, it alternatively proposed to add some 

protective mechanisms to reduce the likelihood that the Company would use Rider SMP as a 

revenue enhancing mechanism.  Staff Witness Luth testified that Rider SMP provides an 

recoverable through the rider because an increase in the charges 

resulting from the rider will increase revenues received by ComEd sooner than if the costs were 

added to rate base at the time of the next ComEd general rates proceeding.   ICC Staff Ex. 11.0 

at 7.  Thus, in addition other modifications to its original proposal, ComEd agreed to the 

following modifications to Rider SMP, which are based in large part on the administrative rule 

governing certain infrastructure investments by water utilities (Rider QIP), 83 Ill. Admin. Code 

Par 656:  

 Rider SMP surcharges would be capped at 5% of base rate revenues billed to 

customers;  

 

 Mandatory annual reconciliation reports, reconciliation and prudence review 

proceedings, with interest on any ordered refunds; and 

 

 Annual earnings would be capped at overall rate of return allowed in last rate 

case.   

 

ComEd Ex. 30.0 at 11-12.   

These modifications do not cure the legal hurdles inherent in the rider, argued above, and 

For example, Mr. Cohen and Mr. Brosch agree that the 

earnings cap is unworkable and would allow the company to retain savings enabled by SMP 

investments instead of passing them through to customers.  CUB Ex. 6.0 at 3; AGCUB Ex. 4.0 at 

36.  Further, the modifications do nothing to improve the conceptual and mechanical problems 
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with Rider SMP identified by Mr. Brosch.  AG/CUB Ex. 4.0 at 36.  The annual reconciliation 

proceedings would add considerable complexity and administrative burden to an already 

complex regulatory mechanism.  Id. at 37.  Beyond not recognizing O&M cost savings from 

enhanced grid performance and reliability, Rider SMP does not recognize any of the additional 

revenues or the income tax benefits arising from the write-off of existing meter investments.  Id. 

at 39. 

CUB witness, Mr. Martin Cohen, though not opposed to implementation of a true smart 

grid where the benefits outweigh the costs, takes issue with the propriety of rider treatment for 

recommends that the 

Commission consider 

the potential benefits as well as the costs of a true smart grid in a separate Commission- and 

stakeholder- The stakeholder process should be process led 

by an independent expert facilitator with experience in similar processes elsewhere, who could 

assimilate the latest technical information and regulatory policy from around the country in a 

highly specialized and rapidly evolving field.  Id. at 11.  A high level of experience with similar 

processes will enable the facilitator to set the agenda, manage the flow of information, and focus 

the collaborative on timely achievement of its goals.  Id.  The collaborative stakeholder process 

would accomplish the following: 

 Define the intended functionalities and properties of a true smart grid; 

 Delineate principles to govern smart grid design and operation; 

 Analyze the costs, benefits, and other implications of smart grid technology, and 

the business and use cases for its deployment; 
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 Identify regulatory policies, rules, and statutory provisions that would be affected 

by smart grid implementation; 

 

 Incorporate utility-specific system design and engineering processes; 

 Address other issues that may be identified by stakeholders. 

Mr. Cohen further recommends that the Commission set a schedule for the work of the 

collaborative and the issuance of a report to the Commission by the independent expert.  Id.  

Such a report could detail areas of agreement, recommend standards and policies, and summarize 

any remaining issues of contention.  Id.  The Commission would then use the report to order a 

strategic plan for smart grid deployment.  Id.   

CUB witnesses Cohen and Kiesling both testify about the vast potential benefits of a true 

smart grid, but also caution that such benefits will only be realized if the Commission approaches 

smart grid planning strategically, and with ratepayer .  Mr. Cohen testifies 

that a true smart grid has the potential to facilitate optimal procurement planning as well as other 

system benefits.  CUB Ex. 3.0 at 11-12.  Smart grid technologies integrate electric generation, 

delivery, and consumption systems with communication systems to improve system function and 

reliability and also potentially to provide a variety of electricity products and services to the 

diverse range of customers in the electricity network.  CUB Ex. 2.0 at 5-6.  Further, Smart grid 

holds the potential to reduce operating and maintenance costs while improving reliability, as well 

as reduce the cost of long-run generation, transmission, and distribution investments by reducing 

peak load.  Id. at 21. 

Ms. Kiesling lays out the necessary foundations for any smart grid planning process and 

advises that this Commission should approach smart grid investment from a proactive and 

strategic policy framework stand point, rather than the reactive approach.  See CUB Ex. 2.0.  Ms. 
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Kiesling explains why a utility-specific system engineering process is essential at the outset, the 

-

grid decision-making.  Id.  Ms. Kiesling identifies the following characteristics as defining a true 

smart grid: 

 Self-healing: a smart grid can measure voltage and frequency and detect and 

prevent faults and outages automatically, 

 

 Active agent participation: customers actively participate in the network, as with 

demand response programs, 

 

 Security: built-in resiliency to external attacks on the network, 

 

 Power quality: customers can demand interruptable power supplies in exchange 

for lower prices, 

 

 Interconnection: distributed generation and storage sources can interconnect 

within the network, 

 

 Markets: a smart grid is a transactive, market-based network, and 

 

 Efficiency: a smart grid optimizes resource use and minimizes waste and idle 

capacity. 

 

CUB Ex. 2.0 at 6.  To assist in the effective design of a smart grid, there has been industry 

movement toward common smart grid architecture.  Ms. Kiesling cites the GridWise 

Architecture Council ( GWAC ), a group of experts formed by the U.S. Department of Energy, 

as the gold standard in interoperability principles and architectural frameworks to facilitate the 

smart grid.  Id. at 11.   

GWAC is dedicated to the development of interoperability principles for the 

modernization of the electric power network, and to facilitating the implementation of these 

principles Id.  

and to provide resources to help facilitate an interoperable, modern, smart electric power 
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network.  Id.  The  Decision-

decision-makers evaluate options such as capital asset investments or new information 

technology opportunities to determine whether they contribute to interoperability.  Id. at 16-17.  

Decision-makers can use the checklist to review policies or infrastructure investment proposals.  

Ms. Kiesling recommends that these standards be applied in a multi-party process that creates a 

long-term smart grid strategy for ComEd.  Id. at 12. 

Of the original projects proposed by ComEd for inclusion under Rider SMP, the 

is 

frequently associated with smart grid technologies.  AMI is actually only one component in a 

smart grid, albeit a very important one.  a metering system that records customer 

consumption [and possibly other parameters] hourly or more frequently and that provides for 

daily or more frequent transmittal of measurements over a communication network to a central 

collection point   CUB Ex. 2.0 at 8, citing (FERC (2006) p. 17).  However, Ms. Kiesling warns 

that the AMI network may be inadequate for more sophisticated, and potentially more valuable, 

applications of smart grid capabilities.  CUB Ex. 2.0 at 8.  She cites as examples distribution 

automation, plug-in hybrid vehicle interconnection and management, microgrids, demand 

response, and retail markets with automated customer response to real-time price signals.  Id.   

The collaborative process recommended by Mr. Cohen and Ms. Kiesling would address 

foundational policies, as well as incorporate utility-specific issues.  Policies for consideration 

could include, but would not be limited to:  

 Definition of a smart grid and its functionalities; 

 Principles Illinois should use to guide smart grid planning and deployment, for 

example: 
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o Interoperability 

o Open Architecture 

o Non-discriminatory Access 

 Uniform Standards; 

 Methods of estimating, calculating and assessing benefits and costs, including 

evaluation of non-quantifiable benefits (and costs);  

 

 Implications of smart grid technology for existing policies regarding rate design, 

consumer protection, and customer choice;  

 

 Effect of statutory renewable resource, demand response and energy efficiency 

goals on smart grid planning and implementation; 

 

 Consumer education and dissemination of information about smart grid 

applications; 

 

 Access by electricity market participants to smart grid functionalities; 

 Data collection, storage, management, security, and availability to third parties; 

 Standards for interconnection of third party equipment; 

 Mechanisms to flow through to customers any utility smart grid revenues. 

CUB Ex. 6.0 at 6-7.  A critical input into the collaborative process would be information derived 

through internal utility design and engineering exercises using established national models, and 

tools to identify functionality requirements and technical standards.  Ms. Kiesling further testifies 

that the development of a long-term smart grid strategy should include an implementation 

management process, facilitated by an independent third-party technical expert, who welcomes 

the participation of parties beyond the utility, develops specific functionality requirements, and 

incorporates industry-supported interoperability standards and other architecture standards.  CUB 

2.0 at 3. 
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In order to ensure sufficient interoperability, which in turn enables information sharing, 

enhances the reliability and effectiveness of operational and commercial functions, and a host of 

additional system benefits, the following Interoperability Principles must be present in any smart 

grid plan (as reflected in the GWAC Constitution Statements of Principle): 

 Respect organizational boundaries and security across the electric system supply 

chain.  Electric system business processes must become better automated across 

the value chain, while respecting privacy and each business  internal processes.   

 

 Embrace the evolutionary dynamics of business processes, technologies, and 

interfaces.  Over time, business processes evolve and the information system 

interfaces that support them are smoothly modified.   

 

 Enable the discovery and creation of new value chains and participants.  New 

players become active participants by accessing and delivering services through 

information system interfaces with other organizations.     

 

 Enhance the resilience of the system to natural or deliberate attacks.  Automation 

with independent, distributed decision-making schemes promotes reconfiguration 

of the electric grid to protect and mitigate impacts. 

 

CUB Ex. 2.0 at 15-16. 

 

Rider SMP is incomplete and does not require the interoperability needed to ensure that 

these benefits are achieved.  

investments, instead of the more comprehensive criteria listed above and discussed in more detail 

by Ms. Kiesling.  These criteria are necessary to ensure that smart grid investments are fully 

beneficial to ComEd, customers, and the electric grid.  Id. at 16. 

The Company appears to agree  at least in principle  

recommendations with regard to the importance of a stakeholder process, and does not oppose 

the use of a third party facilitator.  ComEd Ex. 43.0 at 12.  

parties, including ComEd, would benefit from the opportunity to further discuss AMI and Smart 
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Grid outside this litigated proceeding in an attempt to gain additional understanding and identify 

Id. at 6.  posal 

removes all previously proposed projects from the rider, except for Phase 0 implementation of 

AMI.  Id. at 4.  Like its prior attempts to make Rider SMP more acceptable on legal or policy 

grounds, this so-

recovery of base rate investments in piecemeal rate tracking riders.  Though CUB does not 

oppose the implementation of Phase 0 as a pilot program, it cannot be conditioned on the 

approval of Rider SMP, as Rider SMP violates legal and policy grounds for all the reasons 

articulated herein. 

In sum, the Company has failed to show that Rider SMP is necessary.  Based on the 

criteria established in Illinois Supreme Court and appellate court cases, the costs ComEd seeks to 

recover through Rider SMP do not rise to the level in amount or volatility of those the Court has 

deemed worthy of rider treatment, and would likely cause ratepayers to pay higher rates, 

resulting in significant additional revenues for the Company.  Accordingly, the Commission 

should reject Rider SMP, and instead initiate a comprehensive, statewide, collaborative 

stakeholder process to articulate a strategic plan for smart grid deployment, using a third party 

facilitator.  Only then can the Commission be assured that the benefits of any smart grid 

technology outweigh the costs to ratepayers, and that Illinois ratepayers enjoy the smartest  and 

most cost-effective - grid possible going forward. 

2. Rider SEA 

 CUB adopts the argument of the Illinois Attorney General in its Initial Brief with regard 

to Rider SEA. 
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CONCLUSION 

For the reasons discussed herein, CUB respectfully requests that the Commission reject 

ComEd , as well as Riders SMP and SEA.  Instead,  proposal 

should be modified as set forth in this brief. 

Respectfully submitted, 
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