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I. Introduction and Summary of Surrebuttal Testimony 1 

Q. Please state your name and affiliation. 2 

A. My name is Samuel C. Hadaway.  I previously filed Direct and Rebuttal Testimony on 3 

behalf of Commonwealth Edison Company ("ComEd") in this proceeding. 4 

A. Purpose of Testimony 5 

Q. What is the purpose of your Surrebuttal Testimony? 6 

A. The purpose of my testimony is to respond to the Rebuttal Testimony concerning the 7 

return on equity ("ROE") of Illinois Commerce Commission Staff ("Staff") witness 8 

Michael McNally, Illinois Industrial Energy Consumers ("IIEC") witness Michael P. 9 

Gorman, and Citizens' Utility Board ("CUB") witness Christopher C. Thomas. 10 

B. Overview of Other Parties' Rebuttal Testimony 11 

Q. What are the other parties' principal responses to your Rebuttal Testimony? 12 

A. The other parties disagree with my criticisms of their initial recommendations and 13 

continue to support the same ROEs they recommended in their Direct Testimony (Staff 14 

10.0 percent; IIEC, 9.6 percent; and CUB, 8.94 percent).  As I demonstrated in my 15 

Rebuttal Testimony, my updated discounted cash flow ("DCF") analysis supports a cost 16 

of equity in the range of 10.3 percent to 10.9 percent.  Our principal disagreements stem 17 

from the growth rates we use in our respective DCF models and our views about the 18 

appropriate application of equity risk premium models, including the capital asset pricing 19 

model ("CAPM"). 20 
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II. Response to Staff Witness Michael McNally 21 

Q. What are Mr. McNally's principal responses to your Rebuttal Testimony? 22 

A. Mr. McNally responds on pages 4-13 of his Rebuttal Testimony to two of the criticisms 23 

that I offered in my Rebuttal Testimony.  On pages 4-9, he responds to my demonstration 24 

that two of his 12 "comparable" companies are not at all comparable to ComEd and that 25 

their inclusion in his comparable group reduced his ROE estimate.  On pages 9-13, he 26 

responds to my critique of his "b times r" growth rate calculations.  Since these two areas 27 

are relatively small parts of my initial rebuttal of Mr. McNally's ROE recommendation, I 28 

will respond briefly to each and rely on the otherwise unrebutted portion of my Rebuttal 29 

Testimony for my response to our other areas of disagreement. 30 

Q. On page 5, Mr. McNally says that neither the smaller "size" nor the much lower 31 

"percentage of regulated revenues" for New Jersey Resources and South Jersey 32 

Industries indicates that these companies are not comparable to ComEd in terms of 33 

risk.  How do you respond to this contention? 34 

A. Mr. McNally is mistaken about these factors.  The DCF estimates for these companies 35 

were among the lowest of his companies (7.8% and 8.61% for New Jersey Resources and 36 

9.54% and 8.28% for South Jersey Industries).  These results alone should have indicated 37 

a potential problem with these companies.  While commissions sometimes reject small 38 

size-risk relationships (to the amazement of most practitioners), I know of no commission 39 

that has rejected the percentage of regulated revenues as an appropriate filter for selecting 40 

comparable companies.  According to Mr. McNally's ICC Staff Ex. 20.1, New Jersey 41 

Resources receives only 38 percent of its revenues from regulated activities and South 42 

Jersey Industries has only 53 percent regulated revenues.  Mr. McNally's lengthy attempt 43 



Docket No. 10-0467 
ComEd Ex. 62.0 

 Page 3 of 12 

to rationalize his selections notwithstanding, the disparity in the size and percentage of 44 

regulated revenues for these companies relative to ComEd shows that they should not 45 

have been included, or, at best, they might have been part of a much larger comparable 46 

group so that their results were better blended with those for other more comparable 47 

utilities. 48 

Q. On page 8, at line 165, Mr. McNally says that your argument regarding size is 49 

"disingenuous."  How do you respond to this remark? 50 

A. If by "disingenuous" Mr. McNally means less than candid, he is again mistaken and his 51 

remark is unfortunate.  While my stated comparable company criteria do not include a 52 

size filter and my 35-company group did contain a few relatively small utilities, not one 53 

of those companies is as small as either of Mr. McNally's New Jersey companies in terms 54 

of net plant investment.  Additionally, his comparison of operating revenues is overstated 55 

because his companies' include a disproportionately large amount of unregulated 56 

revenues.  He says that, in terms of operating revenues, 14 of my 35 comparable 57 

companies are smaller than New Jersey Resources and that 2 are smaller than South 58 

Jersey Industries.  He fails to acknowledge that on a regulated revenues basis only one of 59 

my companies (N.W. Natural Gas) is as small as South Jersey Resources and only four 60 

(not 14) are as small as New Jersey Industries (see ComEd Ex. 62.1).  Mr. McNally's 61 

inappropriate inclusion of two non-comparable companies in his 12-company group 62 

undermines the credibility of his analysis, and his efforts to rationalize his selections with 63 

potentially misleading comparisons to my group are inappropriate and should be 64 

evaluated accordingly. 65 
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Q. At pages 9-10, Mr. McNally attempts to defend his "sustainable growth" analysis by 66 

saying that he used the "br +sv" version of that model.  Does his inclusion of the 67 

"sv" term change your opinion of that analysis? 68 

A. No.  While it is correct that I did not include an "sv" term in my counter example 69 

calculations, that does not rehabilitate the sustainable growth approach.  The "sv" term in 70 

that model accounts only for potential growth, or attrition, that may result from stock 71 

sales above, or below, book value.  Mr. McNally's inclusion of that term does not 72 

reconcile the sustainable growth model's fundamental deficiencies, e.g., its exclusion of 73 

growth from any other source (productivity improvements, changes in product markets, 74 

etc.).  His application of that model to claim that my (and his) analysts' growth rates are 75 

not sustainable is not valid. 76 

Q. At page 10, line 188 of his Rebuttal Testimony, Mr. McNally also says that your 77 

counter example growth rate calculations are incorrect because they "… violate the 78 

mathematical order of operations." What is your response to this contention? 79 

A. I agree that one will obtain different results depending on whether the analysis is 80 

prepared for each company and the results are averaged, or if the analysis is applied to 81 

the average values for the group.  I am not sure about which is the correct "order of 82 

operations;" but, for example, in his CAPM analysis, Mr. McNally averages the betas for 83 

his group and then performs the analysis on the group data, not on the individual 84 

companies.  Generally the results, regardless of the order of operations, are similar, 85 

unless the data contain extreme values for some of the individual companies.  At any rate, 86 

pending further analysis of Mr. McNally's data, I agree that my claim, in footnote 5 on 87 

page 18 of my Rebuttal Testimony, that he made a mathematical mistake was based on 88 
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my misunderstanding of the "order of operations" he used in his calculations.  Regardless 89 

of our methods of calculation, none of this causes Mr. McNally's conclusions based on 90 

the sustainable growth model to be valid. 91 

III. Response to IIEC Witness Michael P. Gorman 92 

Q. What are Mr. Gorman's principal responses to your Rebuttal Testimony? 93 

A. On pages 2-8 of his Rebuttal Testimony, Mr. Gorman responds to my criticisms of his 94 

ROE analysis.  On pages 8-10, he responds to my updated ROE analysis.  We continue to 95 

disagree about the same issues: the appropriate growth rates in our DCF models and the 96 

need to adjust equity risk premiums to reflect wider risk premiums that occur when 97 

interest rates are low and the smaller risk premiums that occur when interest rates are 98 

high. 99 

Q. On page 3 at lines 46-47, in his discussion of the Empire District Electric Company 100 

and it exclusion from his group, Mr. Gorman says: "He [Hadaway] asserts that I 101 

[Gorman] should have simply plugged in a growth rate from his preferred source 102 

(Value Line) for that firm."  Is that statement accurate? 103 

A. No.  Mr. Gorman's statement and his general discussion of his exclusion of Empire 104 

District border on misrepresentation.  In my critique of his analysis, I showed that he 105 

excluded Empire District, even though growth rates for that company were available 106 

from both Value Line and Thompson Financial.  It is not accurate for him to say that I 107 

asserted or "plugged in" Value Line's growth rate for Empire District in my correction of 108 

his analysis.  In my correction, I averaged the projected Thompson Financial (analysts' 109 

consensus forecasts) and Value Line's growth rates and demonstrated that this correction 110 

increased Mr. Gorman’s ROE estimate.  It is not clear why Mr. Gorman would claim that 111 
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my correction was based solely on Value Line growth rates.  It is clear from my 112 

correction, however, that Mr. Gorman's exclusion of Empire District improperly reduced 113 

his ROE estimate. 114 

Q. On page 4, Mr. Gorman responds to your criticism of his not reporting both average 115 

and median results from his analysis.  At lines 77-79, he states:  "Here, Dr. 116 

Hadaway recalculated the group average DCF return, excluding the unfavorable (to 117 

ComEd) outlier DPL Inc. return."  Was DPL's return in Mr. Gorman's analysis 118 

unfavorable to ComEd? 119 

A. No.  Again, it appears that Mr. Gorman is trying to misdirect attention away from my 120 

legitimate criticism of his failure to report both the average and median results from his 121 

analysis.  DPL's estimated ROE in Mr. Gorman's analysis was over 20 percent, hardly 122 

unfavorable to ComEd.  In my updated analysis (ComEd Ex. 37.4), with a similar high-123 

side result for Hawaiian Electric (15.7%), I excluded that return as an outlier and reported 124 

both average and median results.  Mr. Gorman used DPL's outlier return from his 125 

analysis to rationalize his reporting only the generally lower median results from all of 126 

his analysis.  As I stated in my Rebuttal Testimony, the impact of not reporting both 127 

results is not large, but it is a further example of Mr. Gorman's low-side selections at each 128 

point of his presentation. 129 

Q. At pages 5-6, Mr. Gorman again criticizes your GDP growth rate forecast, now 130 

saying that you developed that forecast "… especially for this case …."  Was your 131 

forecast developed especially for this case and are his arguments about his 132 

"consensus" forecasts being better known to investors correct? 133 
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A. No, on both accounts.  I have used the same forecasting methodology in every case for 134 

the past several years.  I have also used the same St. Louis Federal Reserve data, which 135 

are publicly available to the investing public and reflect investors' actual experience for 136 

the past 60 years.  The basis for Mr. Gorman's remark is not clear.  As I noted in my 137 

Rebuttal Testimony, Mr. Gorman's recession-reduced 5- and 10-year "consensus" 138 

forecasts are not necessarily indicative of investors' expectations for the very long-term 139 

future as required in the DCF model.  They clearly are not at all consistent with what 140 

actual investor experience has been. 141 

Q. What causes Mr. Gorman's "consensus" GDP growth estimates to be so much lower 142 

than your long-term growth estimate? 143 

A. Mr. Gorman compares our GDP growth rate estimates in Table 5 on page 47 of his Direct 144 

Testimony.  In the column that shows my data, the real GDP growth rate (excluding 145 

inflation) is 2.9 percent.  Mr. Gorman's 5-year consensus growth real rate is also 2.9 146 

percent.  His 10-year real growth rate is 2.5 percent.  The difference in our expected real 147 

GDP growth rates, therefore, does not account for much of the total difference between 148 

our GDP forecasts.  The principal cause for his much lower forecast is the much lower 149 

projected inflation rates in his data.  His projected inflation rates are only 2.0 percent to 150 

2.1 percent, whereas my estimate includes long-term inflation of 3.1 percent.  The data in 151 

my Direct Testimony, ComEd Ex. 11.3 show that over the past 60 years, the GDP price 152 

deflator has increased by an average of 3.5 percent per year.  Even the most recent 10-153 

year periods have shown average increases of 2.3 percent per year.  Mr. Gorman's 154 

inflation rates are lower than even those associated with recently depressed economic 155 

conditions, and they are not at all consistent with the longer-term historical inflation rates 156 
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that investors have experienced.  To use such anomalous inflation rates to produce low 157 

long-term growth rates in the DCF model, as Mr. Gorman has done, is inappropriate and 158 

should be rejected. 159 

Q. On page 7, Mr. Gorman defends his second CAPM analysis saying that he derived a 160 

"forward-looking" expected return from the market (10.77%) and subtracted a 4.5 161 

percent risk-free rate to obtain a market risk premium of 6.27 percent.  What is 162 

your response to Mr. Gorman's CAPM discussion? 163 

A. First, it should be noted that Mr. Gorman makes no attempt to defend his first CAPM 164 

analysis, apparently conceding that, in that analysis, his use of unadjusted historical 165 

market risk premium data with current artificially low government bond interest rates is a 166 

mistake.  While Mr. Gorman says that his "other" market risk premium is "forward-167 

looking," it is simply an additional attempt on his part to inject recently low inflation 168 

rates into the long-term data used to estimate ROE.  His so called forward-looking market 169 

risk premium is based on the real rate of return from the S&P 500 for the historical 170 

period, 1929-2009, (8.6%) plus his current Blue Chip inflation projection of 2.0 percent.  171 

The only forward-looking part of Mr. Gorman's market risk premium is his injection of 172 

the 2.0 percent inflation forecast.  As discussed above, that inflation forecast is more than 173 

50 percent lower than the long-run average inflation rate in the U.S.  Similarly, by 174 

comparison, Mr. Gorman's "forward-looking" market rate of return (10.77%) is almost 175 

200 basis points lower than Staff witness McNally's market rate of return estimate 176 

(12.74%).  Mr. Gorman's defense of his CAPM inputs is unsupportable and should be 177 

rejected. 178 
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Q. In Table 1 on page 9 of his Rebuttal Testimony, Mr. Gorman summarizes his 179 

"revised" results from you DCF models.  Are the changes he makes to your analysis 180 

valid? 181 

A. No.  Mr. Gorman uses the same "adjustments" to my analysis he did in his Direct 182 

Testimony.  I explained in my Rebuttal Testimony why those adjustments are 183 

inappropriate.  It is worth noting again, however, that even with his adjustments, the DCF 184 

results are 9.9 percent.  As I demonstrated in my Rebuttal Testimony, if this DCF result is 185 

averaged with the Staff's CAPM estimate (10.32%), the result is an ROE somewhat 186 

above 10 percent.1 187 

Q. On pages 9-10 of his Rebuttal Testimony, Mr. Gorman recalculates your risk 188 

premium analysis and claims a lower result that he says supports his ROE 189 

recommendation.  What is your response? 190 

A. Mr. Gorman made the same claims and performed a similar "adjusted" risk premium 191 

analysis in his Direct Testimony.  There is no question that the articles he cites in 192 

footnote 28 on page 51 of his Direct Testimony discuss causes for changes in equity risk 193 

premiums.  However, there is also clear evidence in those articles, and other similar 194 

academic work, that risk premiums are smaller when interest rates are high and larger 195 

when interest rates are low.  In fact, Mr. Gorman's statement that smaller risk premiums 196 

in the 1980s were likely attributable to more volatile interest rates at that time (Gorman 197 

Direct at 51, lines 1112-1113) has turned out to be wrong. 198 

                                                 
1 Staff's 10.32 percent CAPM estimate was based on the September 22, 2010 spot interest rate on 30-year 
U.S. Treasury bonds (3.74%).  As I demonstrated in my Rebuttal Testimony economic data exhibit 
(ComEd Ex. 37.1, page 1), long-term Treasury bond rates, in September 2010, were at their lowest levels 
since early 2009.  The current 30-year Treasury bond rate (December 29, 2010) is 4.41 percent, an increase 
of 67 basis points from the low level when Mr. McNally performed his CAPM analysis.   
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To demonstrate this fact, in ComEd Ex. 62.2, I provide a comparison of interest 199 

rate volatility for the early 1980s, mentioned by Mr. Gorman, and two additional periods, 200 

including the most recent three years since the beginning of the financial crisis in 2008.  201 

These data, summarized in Table 1 below, show clearly that smaller risk premiums are 202 

not caused by higher interest rate volatility, but that they are directly associated with 203 

higher interest rates. 204 

Table 1 205 
Changes in Equity Risk Premiums 206 

 (1) (2) (3) 207 
Time Average  Average Equity 208 
Period Interest Rate Volatility* Risk Premium** 209 
1981-1983 210 
Baa Utilities 15.75% 8.60% 0.70% 211 

1999-2001 212 
Baa Utilities 8.09% 3.87% 3.29% 213 

2008-2010 214 
Baa Utilities 6.77% 13.08% 4.26%  215 
*Coefficient of Variation, ComEd Ex. 62.2. 216 
**ComEd Ex. 37.5. 217 

In the early 1980s, interest rates were indeed high and volatile.  Prior to the 2008 218 

financial crisis, the early 1980's were viewed as the most volatile interest rate period in 219 

modern history.  However, as shown in column (2) of Table 1 above, the volatility of Baa 220 

interest rates since 2008 has been much higher than existed even in the early 1980s.  221 

More important, with respect to Mr. Gorman's arguments about what has caused changes 222 

in risk premiums, risk premiums have been much larger during the more recent lower 223 

interest rate time periods.  His refusal to accept the well documented inverse relationship 224 

between equity risk premiums and interest rate levels is further refuted by these data.  Mr. 225 

Gorman's "adjusted" results from my risk premium data should be disregarded. 226 
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IV. Response to CUB Witness Christopher C. Thomas 227 

Q. What are your responses to Mr. Thomas' Rebuttal Testimony? 228 

A. At page 3 of his Rebuttal Testimony, Mr. Thomas quibbles with my characterization of 229 

the basis for his ROE recommendation.  He says that I inaccurately inferred that his 230 

recommendation was directly from his DCF results.  In fact, as shown on page 37, at line 231 

765 of his Direct Testimony, Mr. Thomas' 8.94 percent recommendation is a simple 232 

average of his four DCF model results.  While he calculates a CAPM range of 6.69 233 

percent to 9.05 percent, those results are not included in his 8.94 percent average and they 234 

are not used to modify his recommendation, relative to the DCF average, in any way. 235 

At page 4 of his Rebuttal Testimony, Mr. Thomas again argues that the most 236 

recent 20-year (lower) GDP growth rates are more appropriate than my estimate based on 237 

longer-term GDP growth rate data.  My response to Mr. Thomas is the same as my 238 

previous responses to Mr. McNally and Mr. Gorman in this regard: sole reliance on only 239 

the most recent data, which is sharply depressed by extraordinarily low inflation rates, is 240 

not consistent with the long-term growth rate requirements of the DCF model, or with 241 

investors' actual long-term experience in U.S. capital markets.  To use only the lower 242 

near-term GDP data, without consideration for actual long-term experience, causes ROE 243 

estimates based on such data to be understated. 244 

At pages 5-6, Mr. Thomas argues that the sustainable growth rate approach should 245 

be used to determine the DCF growth rate.  I previously rebutted Mr. Thomas' sustainable 246 

growth arguments on page 27 of my Rebuttal Testimony.  The Commission should 247 

continue its prior policy of not relying on the sustainable growth rate approach.  248 
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Q. Does this conclude your rebuttal testimony? 249 

A. Yes, it does. 250 


