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STATE OF ILLINOIS 

ILLINOIS COMMERCE COMMISSION 

 

COMMONWEALTH EDISON COMPANY ) 

       )  07-0566 

       ) 

Proposed General Increase in Rates   ) 

 

 

REPLY BRIEF OF THE CITIZENS UTILITY BOARD 
 

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

Commission (“Commission” or “ICC”) and the briefing schedule set by the Administrative Law 

Judges (“ALJ”) in their January 17, 2008 case management order, the CITIZENS UTILITY 

BOARD (“CUB”) submits its Reply Brief in this proceeding.  This proceeding concerns rate 

increase requests filed by Commonwealth Edison Company (“ComEd” or the “Company”).  This 

brief responds to arguments raised in ComEd‟s and other parties‟ initial briefs.  The sections of 

this brief are organized in accordance with the outline of issues submitted to the Administrative 

Law Judges (“ALJ”) on May 13, 2008. 

I. INTRODUCTION - STATEMENT OF THE CASE 

II. OVERALL REVENUE REQUIREMENT AND REVENUE DEFICIENCY 

III. TEST YEAR 

IV. RATE BASE 

 C. Contested Issues  

1. Plant 

a. Pro Forma Capital Additions 

                                                 
1
     83 Ill. Adm. Code Part 200. 
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   i.     Propriety of Additions 

   ii.     Impact on Test Year Rate Base 

a) Accumulated Provisions for   

             Depreciation and Amortization 

 

The Commission should reject ComEd‟s proposed treatment of its Accumulated Reserve 

for Depreciation because ComEd‟s proposal creates an unbalanced rate base which is contrary to 

the record established in this case and violates well-founded Commission precedent of 

recognizing the Commission‟s test year and pro forma adjustment rules.  ComEd‟s proposal is 

one-sided as it proposes to recognize actual and expected post-test year plant additions over a 

period spanning almost two years following the end of the 2006 test year, but fails to recognize 

symmetrical offsetting accounting treatments. 

Com Ed chose 2006 as its test year for setting rates in this case.  Under the 

Administrative Rules, a utility‟s revenues and expenses are matched over this test year.  83 Ill. 

Admin Code Part 287, Part 285.  The Commission‟s rule on the submission of pro forma clearly 

requires that all changes affecting plant investment should be recognized.  83 Ill. Admin Code 

287.40.  Therefore, in order to prevent a mismatch of post-test year additions to plant with the 

post-test year growth in the depreciation reserve, the Commission should offset ComEd‟s 

proposed additions with Mr. Effron‟s calculated depreciation amounts.  AG/CUB Ex. 2.0 at 9.  

Indeed, everything that impacts rate base in the post-test year must be considered, especially 

items that decrease rate base.  IIEC Ex. 2.0-C at 50. 

 Pro forma adjustments may be made only for all “known and measurable changes” in the 

given test year which outlines Rule 287.40 use of the term “plant investment” as net plant.  

Pursuant to this rule, ComEd proposed to recognize almost $1.5 billion in post-test year additions 

to gross plant as a basis for setting rates in this proceeding. IIEC Ex. 2.0-C at 55.  This proposal 
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is inconsistent with the fact that the investment grows only if and to the extent that its net plant 

increases.  Id. at 53.  The ratemaking process requires rate base information that reflects net plant 

investment, not gross plant.  AG/CUB Ex. 2.0 at 4.  As IIEC witness Gorman noted “since rate 

base is changed by net plant not gross plant investments, it seems reasonable to conclude that 

what the rule is referring to is changes in net plant” Id. at 50. 

 AG/CUB Witness Effron‟s accounting adjustments for accumulated depreciation comply 

with the test-year rules.  These rules require the matching of revenues and expenses as part of the 

revenue requirement formula.  Business and Professional People for the Public Interest vs. 

Illinois Commerce Commission, 146 Ill.2d 175, 238 and 242 (1991) (BPI II).  Simply stated, Mr. 

Effron‟s adjustments match elements that raise the revenue requirement with the elements that 

reduce the revenue requirement in the same time period, the test-year.  AG/CUB Ex. 2.0 at 19.  

This results in rates that are more representative of costs that will exist when the new rates go 

into effect.  Id. at 19. In contrast, ComEd calculates a separate, smaller depreciation offset that is 

distinct from the changes that will be actually recorded in its reserve for accumulated 

depreciation.  IIEC Ex. 2.0 at 57.  ComEd does not take account of the larger decline in 

investment that will be recognized in its reserve for accumulated depreciation over the period of 

its plant additions.  Id at 57.  In fact, ComEd witness Williams quantifying its plant additions 

admitted that the accumulated reserve for depreciation and amortization is the major non-plant 

component of rate base calculation.  ComEd Ex. 4.0 at 31.  ComEd‟s proposed pro forma 

adjustment improperly eliminates all consideration of accumulated depreciation and must be 

rejected. 
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a. The Omission of Known and Measurable Accumulated 

Depreciation Changes Violates Commission Precedent. 

 

 ComEd relies on several past Commission decisions that are easily distinguishable from 

the circumstances in the present case.   

In contrast to the Commission‟s determination in Docket No. 05-0597, Mr. Effron‟s 

adjustment does not simply include twenty-one months of additional depreciation expense on 

existing plant in rate base, but rather his adjustment incorporates all changes affecting the 

depreciation reserve, not just increases to the depreciation reserve related to depreciation 

expense.  AG/CUB Ex. 5.0 at 9.  Another difference in this case is that ComEd proposes to 

ignore the change in reserve in the depreciation reserve, and it proposes a pro forma adjustment 

to reduce the depreciation reserve that is deducted from gross plant, not net plant, in the 

determination of rate base.  Id. at 11.  Finally, the fact that ComEd‟s proposal to use its gross 

plant additions during almost two years after its test-year of 2006 is enough to distinguish this 

case from previous cases. 

Further, the Commission has affirmed the policies outlined by the approach adopted by 

Mr. Effron in several recent orders.  First, the Commission adopted pro forma adjustments to the 

reserve for accumulated depreciation because those adjustments matched the period of pro forma 

plant additions.  ICC Docket No. 01-0432, Order at 20-21 (March 28, 2002).  More recently, the 

Commission recognized the need to reflect the utility‟s costs at the time new rates are 

implemented.  The Commission ordered that the company be permitted to record pro forma 

capital additions in rate base “only to the extent that they exceed increased accumulated 

depreciation” which “more accurately matches the costs and revenues that may be expected for 

the period for which the rates are in place.”  ICC Docket No. 03-0009, Order at 9-10 (October 
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22, 2003).   

A review of other Commission decisions in the CILCO case and CIPS proceedings also 

support Mr. Effron‟s well-reasoned position that adjustments to include post-test year plant 

additions in rate base should be offset by the known and measurable growth in the balance of the 

accumulated reserve for depreciation that will occur as plant is being added.  ICC Docket No. 

03-0008; ICC Docket No. 02-0837.  Any reasonable reading of the Commission‟s decisions in 

those dockets supports Mr. Effron‟s balanced adjustment to recognize post-test year growth in 

ComEd‟s depreciation reserve.  In its prior decisions, the Commission has recognized matching 

post-test year changes to more accurately reflect the costs and revenues that may be expected for 

the period during which the rates will be in place, as well as recognizing accounting offsets to 

pro forma adjustments; and therefore, the Commission should decide this case in a similar way 

since similar circumstances exist.  AG/CUB Ex. 5.0 at 14.   

While ComEd makes reference to past decisions, ComEd conveniently omits any 

reference to the Illinois Power case and the AmerenCIPS and AmerenUE cases.  In these cases, 

plant-in-service was growing, but as is the case in this docket, such growth was found to be 

offset by growth in the depreciation.  For example, the Commission in the AmerenCIPS and 

AmerenUE case found that “UE‟s proposed additions to plant-in-service should be included in 

rate base” only “to the extent that they exceed increased accumulated depreciation.”  ICC Docket 

No. 03-0009 (cons.), Order (October 22, 2003).  The Commission further concluded that this 

balanced treatment of plant additions and accumulated depreciation more accurately matches the 

costs and revenues that may be expected for the period during which the rates are in place.  Id.   

Finally, the Commission must make its determinations based on the specific facts in each 
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case, and in this case, Commission precedent supports Mr. Effron‟s proposed adjustment.  

ComEd‟s attempts to distinguish the Illinois Power and CIPS decisions with regard to treatment 

of reserve for accumulated depreciation misrepresent the decisions cited by Mr. Effron and 

should be rejected.  

In summary, to allow ComEd to reflect adjustments to rate base for post-test year plant 

additions without recognizing the attendant growth in the accumulated reserve for depreciation 

will result in a mismatch of rate base items and a significant distortion of ComEd‟s rate bases 

during the period of time rates set in this case will be in effect.  Accordingly, ComEd‟s pro forma 

test year rate base should be reduced by $30,804,000.00 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 did not provide detailed proof of ratepayer benefits that would justify full 

recovery of its incentive compensation program costs nor has ComEd shown that its incentive 

compensation program reduces expenses and creates greater efficiencies in operations.  ComEd 

is seeking $18,343,000 in incentive compensation: $14,958,000 in actual expenses incurred in 

the 2006 test year and a pro forma adjustment of $3,385,000 to reflect 2007 incentive 

compensation expenses.  AG/CUB Ex/ 2.0 at 17; ComEd Schedule C-2.6.   

ComEd has two distinct incentive compensation plans, each of which has pay-out 

mechanisms based on various performance goals.  The first one is the Annual Incentive Program 
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(AIP) which covers all employees and its performance targets are based on cost management, 

reliability and employee safety.  The second program is the Long-Term Incentive Program 

(LTIP) which is designed to link ComEd‟s executives‟ economic interests with those of its 

shareholders. IIEC Ex. 2.0-C at 3. 

The Commission has established clear guidelines for the recovery of incentive 

compensation costs.  First, the utility‟s compensation program must provide tangible benefits to 

its customers.  ICC Docket No. 05-0597, Order of July 26, 2006 at 96.  Second, the utility must 

show those benefits on the evidentiary record.  ICC Docket No. 03-0403, Order at 15 (April 13, 

20040.  Instead of providing evidence demonstrating ComEd‟s incentive compensation programs 

have met these standards, ComEd relies only on an unproven theory: that any incentive plan that 

incorporates payment triggers previously accepted by the Commission is automatically valid.  

ComEd Ex. 28.0 at 20-21.  As explained by Mr. Gorman of the IIEC, the specific goals of LTIP 

have no demonstrated customer benefit.  Mr. Gorman further found that LTIP was designed to 

“align the interests of ComEd‟s executives with those of Exelon‟s shareholders,” not its 

ratepayers.  IIEC Ex. 2.0-C at 62.  In fact, ComEd‟s witness Mr. McDonald admits that “the 

LTIP is a special plan designed specifically to restore ComEd‟s financial health.  The plan 

targets achievement of „financial stability‟ as evidenced by attaining „industry median‟ financial 

measures.” ComEd Ex. 28.0 at 20.  As Staff witness Hathhorn notes, “the mere fact that the goals 

related to ComEd as opposed to Exelon, is irrelevant” since the ComEd specific goals in and of 

themselves do not “confer upon ratepayers specific dollar savings or other tangible benefits.”  

ICC Staff Ex. 14.0 at 13.  It is clear that any ratepayer benefits from the LTIP are incidental, not 

assured and not demonstrated on this record.  
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As for the AIP, IIEC witness Gorman explains that “customers are already paying rates 

that support prudent and reasonable operating expenses.  Customers should not be asked to pay 

higher rates to give management an incentive to manage costs at a prudent and reasonable level.” 

IIEC Ex. 6.0-C at 31.  Thus, full recovery of costs from ratepayers is not justified.   

The Commission made its position on incentive compensation clear in Docket No. 01-

0432:   

IP should not be allowed to recover from ratepayers the expenses 

associated with its current incentive compensation plan.  

First,…the Commission has generally disallowed such expenses 

except where the utility has demonstrated that its incentive 

compensation plan has reduced expenses and created greater 

efficiencies in operations.  For example in the CILCO proceedings 

in Dockets 99-0199/99-0131 (Cons.), the Commission disallowed 

such expenses, and in doing so stated on pages 37-38, “The 

Commission remains convinced that such expenses are not 

recoverable in the absence of any evidence that the…Plan benefits 

ratepayers.” In the limited number of cases, in which such 

expenses were allowed, those companies had historical patterns of 

paying incentive compensation and were able to demonstrate that 

the incentive compensation payments provided benefits to 

ratepayers.   

 

ICC Docket No. 01-0432, Order at 42-43 (March 28, 2002).  The Commission reiterated that 

position in Consumer Illinois Water, stating “to recover incentive compensation, the plan must 

confer upon ratepayers specific dollar savings or other tangible benefits.”  ICC Docket 03-0403 

Order at 15 (April 13, 2004).  The Commission should deny recovery for incentive compensation 

because ComEd failed to meet the clear standard established by the Commission to justify 

recovery of such costs.  
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 3. Merger Expenses 

4. Administrative and General (A&G) Expenses 

a. Exelon Way Severance Amortization 

 

The Commission should reject ComEd‟s claim that the ICC authorized the establishment 

of a regulatory asset consisting of Exelon Way severance costs.  To determine whether recovery 

of severance costs related to the Exelon Way program is just and reasonable, it is useful to 

summarize the facts not in dispute with regard to the severance expenses related to the Exelon 

Way program:  1) The costs of the Exelon Way program were incurred in 2003 and 2004, four 

and three years, respectively, prior to the time that the rates established in this case will go into 

effect; 2) By the time that the rates go into effect, the program will have generated over $210 

million in savings in the years 2004 – 2006; 3) These savings were not reflected in the rates paid 

by customers; 4)  The cumulative savings in the years 2004 – 2006 substantially exceed the costs 

of the Exelon Way program.  ComEd Schedule 11.3.  Given these facts, the only conclusion is 

that there is nothing left to recover.  While there are cases where the costs of a severance 

program should be recoverable in rates prospectively, this is clearly not one of those cases. 

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 

 

5. New Business Revenue Credit 

6. Depreciation and Amortization Expenses (Derivative and Direct 

Adjustments) 

7. Taxes Other than Income Taxes (Derivative Adjustments) 

8. Income Taxes (Derivative Adjustments) 
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VI. RATE OF RETURN 

C. Cost of Common Equity  

The Commission is legally authorized to approve a cost of equity, or return on equity 

(“ROE”),  equal to the return that investors expect to receive for investing in ComEd, and not the 

return that investors hope to receive.  Throughout the past decades, investors‟ 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.  However, this 

spread is not justified by market fundamentals, which show a decreasing spread between the cost 

of corporate debt and the S&P 500.  CUB Ex. 4.0 at 5-6.  The disparity between the Commission 

decisions on cost of capital and the global capital markets is caused by a slow incorporation of 

new academic evidence into these decisions.  May 5, 2008 Tr. at 1864.  The evidence shows that 

many of the traditional methods that the Commission has employed to estimate investors‟ 

required ROEs introduce unnecessary bias.  CUB Ex. 4.0 at 8.  This bias results in decisions that 

allow a cost of capital above the actual cost of capital, and is inconsistent with the law governing 

rate-making.  See 220 ILCS 5/9-211, 5/9-230; Bluefield Water Works & Improvement Co. v. 

Public Service Comm‟n of West Virginia, 262 U.S. 679 (1923); Fed. Power Comm‟n v. Hope 

Natural Gas Co., 320 US 591 (1944).  Both ComEd and Staff, by ignoring new academic 

evidence, argue for ROEs that are significantly above this necessary level of return and for rates 

far above what is allowed by law.  Id.  The Commission should instead incorporate the current 

evidence and literature on ROE and approve an ROE of 7.77%.  See CUB Ex. 1.0 at 2.  
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a. ComEd’s Initial Brief Relies on Irrelevant Details and Ignores the Evidence 

Provided  

 

ComEd‟s requested 10.75% ROE is nearly 300 basis points greater than the rate of return 

that investors expect to receive for their investment in ComEd.  In an effort to support this 

bloated request in its initial brief, the Company attempts to mislead the Commission by relying 

on “evidence” that has little probative value in determining the actual cost of capital. 

     First, ComEd argues that Mr. Thomas‟ ROE recommendation of 7.77%, is “lower than 

any electric distribution returns the Commission has authorized in the last 35 years.”   ComEd 

Initial Br. at 64.  The Commission determines ROE‟s based on the evidence presented in the case 

before it.  The fact that the evidence presented in this docket indicates that the ROE should be 

lower than it has been in past dockets is not a valid reason to ignore this evidence.   The evidence 

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

because there have been dramatic changes in ComEd‟s risk profile.  Examples of these dramatic 

changes include the spin-off of risky generation assets and the elimination of all supply 

procurement risk.  CUB Ex. 4.0 at 7-8.  ComEd is seeking to further reduce its exposure to risk 

by requesting Riders SMP and SEA.  May 5, 2008 Tr. at 1864.  As ComEd‟s risk profile has 

changed, investors will demand a lower return to invest in ComEd than the Commission has 

granted to any other Illinois electric utility in the past 35 years.  May 5, 2008 Tr. at 1841.  

Therefore, as ComEd is only entitled an opportunity to recover the necessary level of return 

through regulated rates as a prudently incurred cost, the ROE granted in this case should be 

lower than the Commission has granted in the last 35 years.   

Second, ComEd‟s initial brief raises the specter of “weakened financial condition and 

depressed credit ratings,” while making reference to “the close attention that rating agencies will 
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pay to the rate relief provided by the Commission in this proceeding.” ComEd Initial Br. at 63.  

Such rhetoric does not add to the proceeding.  The record shows that ComEd‟s unsecured bond 

rating and S&P business profile score were downgraded due largely to uncertainty about its 

recovery of power costs.  IIEC Initial Br. at 40; IIEC Ex. 2.0-C at 36.  This uncertainty was 

resolved when new legislation passed in late 2007 that effectively removed ComEd‟s power cost 

recovery risk.   Fitch has already restored ComEd‟s unsecured bond rating to investment grade, 

and the Commission can reasonably expect ComEd‟s credit ratings and business profile score to 

improve, bringing them in line with those of other electric utilities.  IIEC Initial Br. at 40; IIEC 

Ex. 6.0-C at 6-7, 24.  

Finally, ComEd argues that “rising interest rates support the conclusion that ComEd‟s 

cost of equity is increasing.”  ComEd Initial Br. at 63-4.  This claim is simply untrue.  Using Dr. 

Hadaway‟s own data, Mr. Gorman showed this claim to be “at best an exaggeration, with the 

data showing it is an incorrect assertion.”  IIEC Initial Br. at 37; IIEC Ex. 6.0-C at 3-4.  In fact, 

over the relevant period, interest rates actually declined.  Id. at 3.  Even Dr. Hadaway‟s own 

projections indicate that interest rates are expected to be lower compared to when Dr. Hadaway 

filed his direct testimony.  IIEC Initial Br. at 37-38; IIEC Ex. 6.0-C at 4-5.   

In order to bolster its position, ComEd relies on irrelevant, unsupported and untrue claims 

about the condition of the Company.  The evidence shows that ComEd‟s risk profile has 

changed, that its credit rating will improve, and that interest rates have declined over the relevant 

period.  For these reasons, ComEd‟s propose ROE should be rejected and the Commission 

should adopt an ROE of 7.77% as supported by evidence provided in this case.   
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b. Response to Staff  

i. Analysts’ growth rate forecasts are flawed and should not be used in 

the DCF model 

CUB, Staff and IIEC agree that analysts are 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.  Using these overly optimistic growth rates will result in an 

upwardly biased estimate of ComEd‟s ROE.  CUB Initial Br. at 21.  However, despite agreeing 

that current analysts‟ growth rate forecasts are overly optimistic and unsustainable, Staff argues 

in its brief that there is no reason to reject analysts‟ growth rates altogether.  Staff Initial Br. at 

62.  Staff supports this argument by relying on studies that claim to have shown that analysts‟ 

growth rate forecasts are better predictors of actual growth rates than historical information.  

Staff Initial Br. at 62-63; ICC Staff Exhibit 17.0 at 13.  Staff‟s position should be rejected 

because new evidence reveals that the central study relied on, which was conducted in 1994, is 

flawed.   Academic research is an evolving process.  Researchers continually re-examine past 

findings and improve upon our knowledge.   In this case, the recent research, conducted between 

2001 and 2005, demonstrates that historical information is a vastly superior predictor of growth.  

CUB Ex. 1.0 at 25-6.  The Commission should favor this new knowledge and find that there is 

no basis to conclude that analysts‟ growth rate forecasts are superior predictors of growth.  

Staff also argues that growth rates should not be judged on their ability to accurately 

predict future growth, but instead they should be judged on whether or not analysts‟ growth rates 

accurately portray investor expectations of future growth.  Staff Initial Br. at 60.  However, Staff 

has presented no evidence to support the supposition that investors will form their future 

expectations based upon unreliable growth forecasts.  Instead, Staff, while accepting the poor 
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predictive value of analysts‟ growth forecasts, assumes that investors are somehow ignorant of 

the wealth of current academic evidence, and will blindly accept the inaccurate predictions 

produced by analysts.  Staff Initial Br. at 61-63.  These assumptions are not supported by the 

record.  CUB Initial Br. at 21-2.    Instead, if the market is efficient and stock prices reflect all 

available information, then investors will be aware that analysts‟ growth forecasts have little 

predictive value and will rely on the most accurate predictor of future growth, historical growth, 

to value the stock.  CUB Ex. 1.0 at 25-26.  Like these investors, the Commission should also rely 

on the most accurate predictor of future growth.   

ii. It is inappropriate to reflect quarterly growth in the DCF analysis 

 

The Commission should not reflect quarterly growth in the DCF analysis.  The 

Commission currently sets a utility‟s rates to recover the cost of capital on an annual basis.  CUB 

Ex. 1.0 at 37.  However, the company pays investors dividends quarterly and investors can 

realize the value of reinvesting their dividends.  Id.  If the Commission increases ComEd‟s 

annual return based upon the quarterly adjustment, investors will still be paid dividends 

quarterly, and will still be able to reinvest them and receive greater value from their dividends.  

Id. at 38.  Thus, by adjusting the DCF estimate to account for quarterly growth and 

compounding, the Commission increases the returns that it grants investors, while those investors 

are already earning more because of the timing of their dividend payments.  CUB Ex. 1.0 at 38.  

In other words, reflecting the value of quarterly dividends in the DCF biases returns upward by 

double counting them and is inconsistent with the Commission‟s rate making process.  CUB 

Initial Br. at 22-4. 

Yet, Staff argues that the cost of equity must be increased to reflect the fact that quarterly 
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dividends are more valuable to investors than a single, annual dividend of the same total amount 

paid at the end of the year.  Staff Initial Br. at 58.  Staff‟s response to the double-counting issue 

is  that it can be solved by an appropriate working capital allowance.   That is, the working 

capital allowance will eliminate any surplus or deficit in earnings created by the timing of the 

utility‟s cash collections and disbursements.   Staff Initial Br. at 59.  This misses the point.  A 

working capital allowance may eliminate cash flow timing issues for the utility, but it has no 

effect on the return that investors actually receive, which is the underlying issue here.  Investors 

achieve their required return by reinvesting their dividends, an activity that has no relationship to 

capital surpluses of deficits in earnings created by timing of cash flows to the utility.  CUB Ex. 

1.0 at 37.  Accordingly, the Commission must recognize the fact that a quarterly DCF adjustment 

double counts returns that is inconsistent with the law.  See 220 ILCS 5/9-211, 5/9-230;  

Bluefield Water Works & Improvement Co. v. Public Service Comm‟n of West Virginia, 262 

U.S. 679 (1923); Fed. Power Comm‟n v. Hope Natural Gas Co., 320 US 591 (1944). 

iii. The CAPM should not be directly relied on to calculate the ROE.    

 

In this proceeding, CUB provided evidence, including a study referred to as the “Nagle 

Paper”, that challenges the direct application of CAPM to calculate ROE.   In its Initial Brief, 

Staff argues that this evidence did not apply to the version of the CAPM traditionally used by the 

Commission because it does not evaluate a CAPM that utilizes adjusted betas.  Staff Initial Br. at 

63.    This fact does not invalidate the value of the Nagel paper.  A methodology that uses 

unadjusted betas is vastly superior to Staff‟s method of relying on adjusted betas for determining 

a utility‟s cost of equity.  CUB Initial Br.at 27-8.   Yet, the Nagel paper found that predictions 

using CAPM were inaccurate even when using the superior unadjusted betas.   
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Staff assumes that adjusted betas are superior because some tests of the CAPM suggest 

that the linear relationship between risk, as measured by raw (i.e., historical) beta, and return is 

flatter than the CAPM predicts.  Staff Initial Br. at 64.  However, even if this is true, Staff‟s 

adjustment methodology does not improve the accuracy of utility company betas.  CUB Ex. 1.0 

at 12-13.  Betas of utility stocks have been clearly proven to behave differently than betas for 

other types of firms.  CUB Initial Br. at 27-28.  Because of this, there is no evidence which 

demonstrates that the adjustment methodology, advocated by Staff, is appropriate.  CUB Initial 

Br. at 27-28.  Instead, the evidence is clear that the adjustment methodology does not improve 

the accuracy of utility company betas, but instead simply inflates the cost of equity.  CUB Ex. 

1.0 at 13 

iv. The Commission should not adopt an independent equity market risk 

premium for each individual case.   

 

 The equity market risk premium (EMRP) is the premium, above the risk-free rate, which 

investors expect when they make an investment in the market portfolio. 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.  

In order to arrive at the correct EMRP, CUB shows that the Commission should use evidence 

from prominent academic researchers as well surveys from actual investors.  CUB Initial Br. at 

26-27.  

 Staff argues, however, that the Commissions should rely on what investors are truly 

expecting and that evidence from the academic literature to calculate the equity risk premium 

that investors should expect is not necessarily the same.  Staff Initial Br. at 64-5.  Staff claims 

instead that the relationship between the returns of the stock market and U.S. Treasury bonds is 
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not stable over time, and that current returns provide the best indication of what investors are 

expecting going forward.  Staff Initial Br. at 64-5.  This is not true.  In addition to the 

conclusions from prominent researchers who note that analyst-calculated EMRPs often contain 

significant upward bias, CUB has presented evidence from surveys of real, live investors that 

show that a reasonable and accurate estimate of the EMRP that investors expect is in the range of 

3.0% to 5.0%.  CUB Initial Br. at 26; CUB Ex. 1.0 at 18-19.  The EMRP is a characteristic 

attributable to all investors and applies to the full universe of all potential investments. It is not 

peculiar to Illinois or utilities operating in Illinois. Consequently, the Commission should not 

ignore available research on EMRP and should not compute an independent EMRP for each 

individual case.  CUB Ex. 1.0 at 16. 

E. Effect of Riders SEA and SMP 

 

ComEd argues that no downward adjustment is warranted and that its proposed 10.75% 

return on equity is appropriate whether or not the Commission approves Rider SMP.  ComEd 

Initial Br. at 65-6.  The Company also argues that the proposals to reduce its return on equity are 

inconsistent with the public interest goals of Rider SMP and would aggravate ComEd‟s 

weakened financial condition, making the already challenging task of restoring ComEd‟s 

financial health even more difficult.  ComEd Initial Br. at 65-66; ComEd Ex. 28.0 at 25.  In 

support of this contention, ComEd argues that Staff witness Mr. McNally opposed any reduction 

in ComEd‟s overall rate of return on rate base assets in the event that Rider SMP is adopted.  

ComEd Initial Br. at 65-6.  This argument is misleading.  Indeed, Mr. McNally stated in his 

testimony that an adjustment would not penalize ComEd, but rather, would fairly compensate 

ComEd by accurately reflecting the company‟s true cost of capital in rates.  Staff Initial Br. at 
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66-67.  This is precisely the method that Mr. Thomas recommended.  CUB Initial Br. at 30-31.  

If either Rider SMP or SEA is approved, the Company should receive a cost of capital on any 

investment made under the riders equivalent to the company‟s 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 fairly recognizing the dramatically reduced risk to the 

company.  Id. 

VII. NEW RIDERS 

 B. Rider SMP 

 

In contrast to ComEd‟s suggestion that “cost tracker” mechanisms  - or simply “riders” - 

are routinely approved as an “acceptable means of utility cost recovery,” both the Commission 

and Illinois courts have placed stringent limitations on the use of them.  Except in certain well-

defined and very limited circumstances, 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.  Fuel costs are the classic exception to this rule, as these costs can be volatile, 

fluctuating and beyond the utility‟s control, but these types of riders are authorized by statute.   

As thoroughly argued in CUB‟s Initial Brief, Rider SMP violates the prohibition against 

single issue ratemaking articulated by the Illinois Supreme Court in Business and Professional 

Peoples for the Public Interest v. Ill. Comm. Comm’n, 146 Ill. 2d 175 (1991) (“BPI II”).  An 

example of costs that met the standard for rider treatment articulated in BPI is the costs to 

remediate ComEd‟s manufactured gas plan (“MGP”) sites.  In Citizens Utility Board v. Ill. 

Comm. Comm’n., 166 Ill. 2d 111 (1995) (“CUB”), the Supreme Court held there was evidence 

showing that these costs were “uncertain and variable” and, thus, appropriate for rider recovery.  
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Importantly, an Illinois Appellate Court determined the opposite in the case of energy efficiency 

programs.  In A. Finkl, rider treatment was deemed by to be inappropriate and illegal for 

ComEd‟s proposed Rider 22, which allowed ComEd to recover the costs of demand side 

management programs through a rider.  250 Ill. App. 3d 317, 322, 620 N.E.2d 1141, 1145 (1
st
 

Dist, 1992)   The appellate court in A. Finkl reversed the Commission‟s order stating, in relevant 

part, that the types of costs that could be recovered through Rider 22 “reveal no greater potential 

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

in estimating base ratemaking.”  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. 

ComEd cites the Commission‟s order in the latest Peoples Gas Light and Coke Company 

and North Shore Gas Company consolidated rate proceeding, (ICC Dockets 07-0241/07-0242), 

in which the Commission rejected the utilities proposed Infrastructure Cost Recovery tariff 

(Rider ICR), as addressing the legal issues regarding infrastructure riders.  ComEd Initial Br. at 

71.  In that proceeding, the utilities proposed Rider ICR to recover the costs of an accelerated 

cast iron main replacement program.  The Commission rejected the request, concluding that 

“Peoples Gas could have quantified the benefits of Rider ICR.  Absent a clear evidentiary record 

which demonstrates the benefits of the Rider ICR, the Commission must reject the proposal.”  

Dockets 07-0241 and 07-0242 (cons.), Final Order at 162.  In this context, the Commission went 

on to elaborate other evidence that could have “made it easier” to approve Rider ICR, like a 

detailed quantification of reductions in systems costs, as well as how these reduced costs would 

flow back to consumers.  In addition to its legal infirmities, discussed at length in the Initial 
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Briefs of CUB, Staff, the Attorney General and others, ComEd‟s proposal fails to address these 

issues.  Id.  In fact, considering ComEd has withdrawn all projects from its proposed rider, no 

quantification of savings is currently possible.  

While CUB recognizes all the potentially beneficial enhancements of existing services 

and potentially new services a smart grid could provide, it is clear that both Illinois law and 

regulatory policy mandates the rejection of Rider SMP.  As a foremost expert in smart grid 

policy issues, CUB witness Ms. Lynne Kiesling elaborates on the myriad system and customer 

benefits supplied by a properly implemented smart grid.  See CUB Ex. 2.0.  The costs arising 

from smart grid in investments, however, cannot lawfully be recovered in a rider.  Rather, as 

these costs are not unexpected, volatile or fluctuating, and are within the Company‟s control, 

costs relating to smart grid projects should be recovered via traditional ratemaking.  CUB 

therefore recommends that the Commission reject Rider SMP and instead order the immediate 

commencement of a state-wide stakeholder collaborative process to comprehensively address 

smart grid implementation issues, as articulated by CUB witness, Mr. Martin Cohen.  See CUB 

Ex. 3.0 at 2.  

ComEd has emphasized that it will not commit to smart grid investments absent Rider 

SMP.  ComEd Initial Br. at 70.  ComEd additionally states that the rider mechanism “must 

address the fact that ComEd cannot implement Smart Grid technologies in advance of a 

Commission determination of what technologies and programs are prudent for ComEd to 

implement.”  Id.  In surrebuttal testimony, the Company adopted the proposal of Constellation 

NewEnergy witness Mr. Fein to remove all planned projects from Rider SMP and first initiate a 

six month workshop process, which would culminate in ComEd requesting Commission 
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approval for recovery of certain projects through Rider SMP.  ComEd Initial Br. at 74.  ComEd 

outlined a detailed timeline, referred to as the “Biennial Review Schedule,” which will 

purportedly “allow interested parties a meaningful opportunity to have input and give the 

Commission a better basis on which to formally review and approve projects.”  Id.  Though in 

many respects this proposal resembles Mr. Cohen‟s recommendations, there is one fundamental 

difference - the issue of cost recovery argued above – and a few other more minor procedural 

differences.  

Mr. Cohen proposed that the Commission assert its regulatory authority over the 

objectives and design of a smart grid, involve stakeholders in a focused collaborative process to 

resolve outstanding issues, employ a qualified neutral third party to facilitate the smart-grid 

stakeholder process, and allow recovery of prudently incurred, reasonable costs through 

traditional ratemaking.  CUB Ex. 3.0 at 2.  Only in this way will the Commission ensure that 

consumers are the primary beneficiaries of any smart grid investments.  Mr. Cohen‟s 

recommended collaborative process differs that of Mr. Fein‟s in several ways, the most 

important of which is the employment of a third party facilitator to direct the workshop process.  

Though not mentioned in ComEd‟s Initial Brief, ComEd witness Mr. Crumrine states that 

ComEd has no objection to the use of an independent facilitator in his surrebuttal testimony.  

ComEd Ex. 43.0 at 12.  The Commission should therefore recognize that engaging independent 

technical expertise in evaluating smart grid investment proposals is crucial for ensuring 

consumer benefit and minimizing the probability of rapid obsolescence.  Id. at 10. 

Further, CUB recommends that the collaborative process employ the GridWise 

Architecture Council Interoperability Checklist for Decision-Makers recommended by Ms. 
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Kiesling, which will assist in competitive procurement of intelligent equipment and the long term 

ability to build and maintain systems that meet both today‟s and tomorrow‟s demands for power 

system operations, and do so cost-effectively.  CUB Ex. 5.0 at 5.  Ms. Kiesling describes the 

GWAC as follows: 

The GridWise Architecture Council (“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.  The GWAC is a group of experts formed by 

the U.S. Department of Energy.  The members come from 

organizations including utilities, industry, utility software, demand 

response, distributed generation, metering, building automation, 

information technology, academia, and more across the entire 

electricity chain.  The GWAC focuses only on interoperability 

principles and architectural frameworks to facilitate the smart grid.  

One of the GWAC‟s roles is to help stakeholders understand these 

principles, and to provide resources to help facilitate an 

interoperable, transactive, modern, smart electric power network.  

 

CUB Ex. 2.0 at 12.  The GWAC Interoperability Checklist is a tool to help decision-makers 

evaluate options such as capital asset investments or new information technology opportunities 

to determine whether they contribute to interoperability.  Id.  Decision-makers like the 

Commission should use the GWAC Interoperability Checklist to review policies, as well as 

infrastructure investment proposals, as it embarks on creating a smart grid.   

In conclusion, 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 Illinois courts have 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 order the 

commencement of a stakeholder collaborative process lead by an independent facilitator to create 
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a strategic plan for smart grid deployment using the interoperability-specific design principles 

articulated by Ms. Kiesling. 

  C.     Rider SEA 

 CUB adopts the arguments of the Attorney General with respect to Rider SEA. 

 

CONCLUSION 

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

ComEd‟s rate increase as proposed.  Instead, ComEd‟s proposal should be modified as set forth 

in CUB‟s Initial and Reply briefs. 
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