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List of Issues & Major Conclusions  
 

Cost of Equity 
 

 Responds to the testimony of Illinois Commerce Commission Staff  witness 
Michael McNally, Illinois Industrial Energy Consumers witness Michael P. 
Gorman, and Citizens' Utility Board witness Christopher C. Thomas, 
explaining why their objections to the comparable earnings and risk 
premium methods of estimating a utility’s cost of equity are without merit. 

 Reports that authorized returns on equity for utilities have been at extremely 
low levels for a number of years, prompted in part by a decline in interest 
rates to historically low levels, and that the Commission should take a fresh 
look at cost of equity estimation approaches and approve a return on equity 
that will be sufficient to enable ComEd to attract new capital on reasonable 
terms.   

 Concludes that a reasonable return on common equity for ComEd is 12%.
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Q. Please state your name, address and current position. 1 

A. My name is Carl H. Seligson. I previously filed Direct Testimony on behalf of 2 

Commonwealth Edison Company ("ComEd" or the "Company") in this proceeding 3 

(ComEd Exhibits 12.0-12.2).  4 

Q. What is the purpose of your rebuttal testimony? 5 

A. The purpose of my testimony is to respond to comments of Illinois Commerce 6 

Commission Staff ("Staff") witness Michael McNally, Illinois Industrial Energy 7 

Consumers ("IIEC") witness Michael P. Gorman, and Citizens' Utility Board ("CUB") 8 

witness Christopher C. Thomas concerning my recommendation that the Illinois 9 

Commerce Commission approve a 12% return on equity for Commonwealth Edison 10 

Company (“ComEd”).   11 

Q. Does the testimony of Messrs. McNally, Gorman or Thomas change the views you 12 

expressed in your direct testimony that a 12% return on equity for ComEd is 13 

appropriate? 14 

A. No.  As I explained in my direct testimony, electric utilities have a significant external 15 

capital dependency as they spend a higher amount of their cash flow on capital 16 

expenditures than industrial firms.  Despite this need for capital, authorized returns on 17 

equity for utilities have been at extremely low levels for a number of years, prompted in 18 

part by a decline in interest rates to historically low levels.  The low returns on equity 19 

authorized for electric utilities present a significant problem because current and 20 

prospective investors are looking for assurance that allowed returns on equity, as well as 21 

the actual earnings that they produce, will be sufficient to attract new capital on 22 

reasonable terms.  As I stated in my direct testimony, what investors value most in 23 
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utilities are stable earnings and regular dividends supported by consistent and fair 24 

regulation.  The higher risks facing utilities for major construction initiatives; the 25 

mounting need for external financing; increasing costs for medical, post-retirement, and 26 

pension benefits, and other factors warrant higher allowed returns on equity for utilities 27 

than have been authorized in many jurisdictions in the recent past.   28 

The testimony of Messrs. McNally, Gorman and Thomas does not change my 29 

view that all of these factors warrant a higher return on equity for ComEd.  Although I 30 

recognize that there have been changes in interest rates and interest rate projections since 31 

my direct testimony was filed, I continue to believe that 12% is a fair and reasonable 32 

return on common equity for ComEd. 33 

Response to Mr. McNally 34 

Q. Mr. McNally states that “there is no basis for the notion that the rate of return on 35 

book common equity is equivalent to the current investor required rate of 36 

return….”  Is he correct in that judgment? 37 

A. No.  In my experience all securities analysts covering utilities and reporting to investors 38 

use the return on book value as an appropriate measure. 39 

Q. Mr. McNally states that your risk premium estimate of ComEd’s cost of equity is 40 

“useless” because it includes no mechanism for measuring market risk on a security 41 

specific basis.  Is Mr. McNally correct? 42 

A. No.  My risk premium estimate provides a useful indication of the return on equity 43 

required in the marketplace by companies with whom ComEd must compete for capital.  44 

I do not agree with Mr. McNally that an anlysis on a security specific basis is the only 45 

approach that is useful to the Commission in arriving at a fair and reasonable return on 46 
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equity for ComEd.  Any electric utility finding itself in need of external financing is in 47 

competition with all others seeking investor capital.  The Commission does not have to 48 

use the risk premium method as the basis for setting the return, but it should look at it for 49 

instruction and information because, as I have explained, it is one of the things many in 50 

the market look at in deciding which firm will get scarce funding. 51 

Q. Mr. McNally states that your comparable earnings approach has been rejected by 52 

the Commission in the past, citing four orders from cases decided in 1991, 1992, 53 

1994 and 1999.  Is the comparable earnings approach a reasonable method of 54 

estimating the cost of equity that the Commission should consider in this 55 

proceeding? 56 

A. Yes.  As I explained in my direct testimony, looking at the earned returns of a broad 57 

range of regulated utilities is an appropriate method to determine a return on equity for 58 

ComEd.  Other public utility commissions have agreed.  As reported in Estimating the 59 

Cost of Equity: Current Practices and Future Trends in the Electric Utility Industry, 60 

Narayanaswamy, C.R.Publication: Engineering Economist Date: Wednesday, December 61 

22 1999; http://www.allbusiness.com/government/380587-1.html, twenty five utility 62 

commissions around the country responded to a survey about the methods used by the 63 

commissions to estimate the cost of common equity.  Twenty five percent of the 64 

commissions surveyed answered that they used the comparable earnings approach.  This 65 

review of public utility commission ROE methodologies published after the most recent 66 

of the orders cited by Mr. McNally shows that the comparable earnings approach is a 67 

reasonable method of estimating the cost of equity.  I believe that the Commission should 68 

consider the comparable earnings method in this proceeding and that four orders decided 69 
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ten to twenty years ago should not discourage the Commission from taking a fresh look at 70 

this important question.  71 

Q. Is Mr. McNally correct that the comparable earnings approach is flawed because 72 

the results can be distorted by accounting practices? 73 

A. No more so than other methods can be subject to manipulation.  Estimation of a fair and 74 

reasonable return on equity requires the exercise of judgment.  There is no perfect 75 

approach even among those used by varying regulatory bodies.  Any method can be 76 

criticized.  I would note, for example, that in Mr. McNally’s selection of 12 companies 77 

for a “Comparable Sample,” Mr. McNally includes 4 companies that do not distribute 78 

electricity.  In my judgment, the comparable earnings approach provides relevant 79 

information that supports my conclusion that a 12% return on equity for ComEd is 80 

reasonable. 81 

Response to Mr. Gorman 82 

Q. Mr. Gorman states that your risk premium analysis is flawed because it uses “the 83 

highest market risk premium estimate made by Morningstar” and the “highest 84 

projected Treasury bond interest rates available.”  Is the result of your risk 85 

premium analysis flawed as Mr. Gorman states? 86 

A. No.  The result from my risk premium analysis is not flawed.  The sum of the projected 87 

treasury bond rates and Morningstar’s market risk premium used in my analysis produced 88 

a 12.6% cost of equity.  That result is lower than the 12.74% weighted average expected 89 

market rate of return calculated by Mr. McNally.  Staff Exh. 5.0: 549-551. 90 
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Q. Mr. Gorman states that your market risk premium result is not appropriate for use 91 

in this proceeding because ComEd is a “below market risk regulated utility 92 

company.”  Do you agree? 93 

A. No.  As I discussed in my direct testimony, authorized returns on equity for regulated 94 

utilities such as ComEd have been at extremely low levels for a number of years.  The 95 

contention that utilities are below market risk companies that do not require reasonable 96 

rates of return is in part responsible for this situation.  I have stated that “regulators 97 

should take note” of the circumstances in which utilities find themselves and take action 98 

to increase the extremely low returns on equity that have been authorized in recent years.  99 

Maintaining those low rates of return on the theory that utilities are below market risk is, 100 

in my judgment, the wrong course of action in these difficult times in which utilities face 101 

so many challenges.  The risks faced by utilities requiring outside financing to pay for 102 

required capital expenditures must be considered in setting fair and reasonable rates that 103 

will provide an appropriate return on common equity, which in turn provides the metrics 104 

required for an investment grade debt rating.   105 

Response to Mr. Thomas 106 

Q. Mr. Thomas states that the comparisons to the earned returns of other utilities in 107 

your comparable earnings approach add little value to this proceeding.  Do you 108 

agree? 109 

A. No. As I believe I have explained, the comparable earnings approach is a recognized 110 

method of estimating the cost of equity.  According to the survey discussed in the 111 

Engineering Economist, a comparable earnings approach had been used by 25% of 112 
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responding the public utility commissions.  It produces results that, together with the 113 

exercise of judgment, do add value to this proceeding.   114 

Q. Mr. Thomas states that the Commission has rejected risk premium analyses other 115 

than the CAPM method and that it should not consider your risk premium 116 

approach.  Should the Commission consider your approach even though it has 117 

expressed a preference for the CAPM method? 118 

A. Yes.   The capital markets have experienced dramatic changes since mid 2007.  These 119 

changes have affected regulated electric utilities severely.  The Commission should take 120 

these significant developments into account and should not necessarily adhere to the 121 

same approaches that it used to produce such low returns on equity in the recent past.  I 122 

urge the Commission to consider the cost of equity estimation methodologies I have 123 

presented and approve a return on equity that permits ComEd to compete in the 124 

marketplace for funds necessary to further capital expenditures and provide a fair and 125 

reasonable return.    126 

Q. Does this conclude your rebuttal testimony? 127 

A. Yes, it does. 128 


