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I. INTRODUCTION AND BACKROUND 1 

A. Witness Introduction 2 

Q. Please state your name, position and business address. 3 

A. My name is Steven M. Fetter.  I am President of Regulation UnFettered.  My business 4 

address is P.O. Box 280, Nordland, WA 98358. 5 

Q. Did you file testimony earlier in this docket? 6 

A. Yes, I filed rebuttal testimony in this docket on behalf of North Shore Gas Company and 7 

The Peoples Gas Light and Coke Company (“North Shore” and “Peoples Gas”, together 8 

the “Utilities”). 9 

B. Purpose of Testimony 10 

Q. What is the purpose of your surrebuttal testimony? 11 

A. For the reasons stated herein, I encourage the Illinois Commerce Commission (“ICC” or 12 

“Commission”) to reject the following aspects of the rebuttal testimony of Staff witness 13 

Mr. Michael McNally and Governmental and Consumer Intervenors witness Mr. 14 

Christopher Thomas:   15 

   a)  Mr. McNally’s claim that the rating agencies’ reaction to the recent Ameren 16 

Illinois rate order “was obviously not particularly strong”; 17 

   b)  Mr. McNally’s statement that “any evaluation of the return recommendations 18 

in this proceeding via comparison to the returns authorized [elsewhere] is useless,” and 19 

then proceeds to cite a June 2011 Orange and Rockland Utilities (“ORU”) rate decision 20 

with a 9.2% authorized return on equity and a December 20071 United Illuminating 21 

                                                 
1 This decision was actually issued in February 2009. 
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(“UIL”) rate decision with an 8.75% authorized return on equity for the Commission to 22 

consider (Mr. Thomas makes a similar argument, and my response should be viewed as 23 

responding to both witnesses); 24 

   c)  Mr. McNally’s observation that the ORU and UIL decisions did not lead to 25 

rating agency actions; and 26 

   d)  Mr. McNally’s and Mr. Thomas’ argument that the Commission should ignore 27 

the returns on equity (“ROEs”) it has set for other utilities, ROEs set in other 28 

jurisdictions, investor expectations, and other evidence of market sentiment when setting 29 

the Utilities’ ROEs. 30 

 Based on the evidence and my experience as a state utility commission chairman and 31 

head of a major utility credit rating practice, I will explain why I disagree with the 32 

positions put forward by Mr. McNally and Mr. Thomas.   33 

C. Discussion 34 

Q. First off, is Mr. McNally correct that the rating agency reaction to the Ameren Illinois 35 

decision “was obviously not particularly strong?” 36 

A. No, he is not.  Standard & Poor’s (“S&P”) viewed the original Ameren Illinois decision 37 

in 2010 “as not conducive to credit quality.”  Even with that rate order amended on 38 

rehearing, S&P recently stated that it sees Ameren Illinois’ “regulatory risk as rising,” 39 

and that “[s]hould this regulatory environment persist, it could pressure the company’s 40 

business risk profile, which could harm its credit quality.”2  Having headed the utility 41 

ratings practice at Fitch, I know that a diminishment in regulatory climate affects all 42 

                                                 
2 S&P Research: “Ameren Illinois Co.,” June 29, 2011. 
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regulated utilities operating within a particular jurisdiction.  Accordingly, I view S&P’s 43 

reaction to the Ameren Illinois decisions as very strong indeed. 44 

Q. But Mr. McNally and Mr. Thomas note that S&P did not downgrade Ameren Illinois in 45 

response to the 2010 rate decision.  Why do you view S&P’s reaction as strong if it did 46 

not downgrade the utility? 47 

A. A decline in credit quality is not only measured in terms of an upgrade or downgrade, an 48 

outlook change, or a watch status.  A utility’s credit profile is assessed on an ongoing 49 

basis, through periods of improvement or weakening of its credit profile, with a rating or 50 

outlook change a culmination of many factors over time.  Ameren Illinois’ credit profile 51 

appears to be weaker due to its current circumstances, notwithstanding that a downgrade 52 

has not yet occurred.   53 

Q. What did you think when Mr. McNally said that the Commission should find your 54 

citation to ROE findings here and in other jurisdictions “useless,” and then proceeded to 55 

discuss ROE findings for ORU in New York and UIL in Connecticut? 56 

A. I was surprised by his inconsistency, but also gratified because Mr. McNally apparently 57 

concedes that some value can be gleaned from Commission consideration of ROE 58 

decisions from other jurisdictions.  Let me first correct the record though.  Mr. McNally 59 

stated that the UIL case was decided in December 2007, and that it elicited no rating 60 

action.  The case was actually decided on February 4, 2009, and while it did not lead to 61 

any rating action on UIL’s weaker “BBB” rating, S&P did take notice of it in a report 62 

later in 2009:  63 

… the DPUC lowered the allowed return on equity (ROE) to 64 
8.75% from 9.75% and required the continuation of an earnings 65 
sharing mechanism on a 50%/50% basis with customers … the 66 
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company's ability to pursue and reach constructive regulatory 67 
outcomes that allow recovery of the investment and the ability to 68 
earn its allowed ROE will be very important in supporting credit 69 
quality.3 70 

 Moreover, the Commission needs to consider the context of individual rate case results 71 

that are cited within evidence.  However, Mr. McNally does not describe the significant 72 

differences between Peoples Gas and North Shore, on the one hand, and ORU and UIL, 73 

on the other.  ORU is a small subsidiary within a holding company that contains 74 

Consolidated Edison Company of New York, a regulated utility more than 10 times the 75 

size of ORU – accordingly, ORU’s financial profile has an extremely small impact on the 76 

consolidated entity’s ratings.  Also, while the Utilities are close to holding two ratings 77 

within the “A” category (with an “A3” Stable outlook rating from Moody’s and a 78 

“BBB+” rating from S&P with a Positive outlook), UIL resides in the middle of the 79 

“BBB” category.  Accordingly, the Utilities are subject to much more injurious harm in 80 

the case of a low authorized return on equity out of line with U.S. regulatory norms than 81 

was UIL upon receiving the 8.75% result. 82 

Q. Has anything in Mr. McNally’s or Mr. Thomas’ rebuttal testimony led you to change 83 

your mind about the need for the Commission to consider data pertaining to authorized 84 

ROEs for other utilities in Illinois and other jurisdictions? 85 

A. No.  I am aware that the Commission has made it clear in past decisions, including the 86 

2006 Commonwealth Edison Company (“ComEd”) decision cited by Mr. Thomas (GCI 87 

Ex. 10.0, at 7:159-174), that it will not set a utility’s ROE simply on the basis of ROE 88 

decisions made for other utilities, either in Illinois or elsewhere.  But I am not advocating 89 

                                                 
3 S&P Research: “United Illuminating Co. (The),” December 30, 2009. 
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that the Commission do so.  I respectfully noted in my rebuttal testimony that, based 90 

upon my regulatory experience, there is value from such data because it helps regulators 91 

to gain an understanding of investor perceptions and expectations.  This is important for 92 

regulators to know because the utilities under their jurisdiction compete with other 93 

utilities throughout the country for capital.  Regulatory actions that reduce the financial 94 

strength of utilities will, in the long run, result in adverse credit rating actions and 95 

increase the utilities’ risk and cost of capital.  Such actions are not in the interest of utility 96 

customers; they can be avoided by recognizing the utility’s true market costs of capital. 97 

 I note that in the ICC’s last rate decisions for the Utilities, the Commission acknowledged 98 

the value of comparative data:   99 

 As prudent regulators we must be cognizant of this context because each of the 100 
financial models is theoretical and has its own limitations.  The models are also 101 
highly dependent on analyst judgment as to the inputs, and therefore are 102 
susceptible to manipulation.  Although these models provide the best information 103 
of what we need for the purposes at hand, their limitations require that we also 104 
consult general financial market information to ensure that the the model results 105 
presented us are generally consistent with real world conditions, and to guide our 106 
determination of reasonable rates of return on equity based on the models that we 107 
deem appropriate for our consideration.   108 

 109 

 In re North Shore Gas Co., ICC Docket Nos. 09-0166, 09-0167 (Cons.), at 123 (Order 110 

Jan. 21, 2010). 111 

 With that decision being issued several years after the ComEd decision cited by Mr. 112 

Thomas (and subsequent to the 2008 Peoples Gas/North Shore rate decision he also 113 

cites), I believe that statement represents a positive policy direction for the ICC, and I 114 

encourage the Commission to consider my evidence relating to prior ROE findings in this 115 

proceeding – and such evidence in future cases.   116 
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Q. What do you think of the language from the 2010 Commonwealth Edison rider case that 117 

Mr. Thomas quotes (GCI Ex. 10.0, at 4:82-102)? 118 

A. First of all, nothing in my testimony represents a “threat to the Commission.”  I have 119 

presented factual information regarding the strong concerns financial analysts and credit 120 

rating agencies have expressed regarding the current regulatory climate in Illinois.  If 121 

there is any “threat” here, it is to the Utilities’ ability to access capital at reasonable cost 122 

if the Commission were to adopt any of the extreme recommendations of Mr. Thomas or 123 

Mr. McNally. 124 

 As to the language quoted by Mr. Thomas, I do not doubt the Commission’s dedication 125 

“to ensuring that, only reasonable and legally-recognizable, costs are passed on to 126 

ratepayers.”  It is that very dedication that, in my opinion as a former regulator, requires 127 

the Commission to consider the impact of its actions on the utilities it regulates when 128 

they go to market for capital.  Increasing the leverage in a utility’s capital structure by 129 

reducing its actual (and previously authorized) equity ratio and significantly lowering its 130 

current authorized ROE may reduce rates in the short-term, but the long-term impact 131 

could very well be higher capital costs and higher rates. 132 

 Finally, neither I nor Mr. Moul is asking the Commission to “appeal to investors.”  I 133 

agree with Mr. Moul, however, that if the Commission seeks to establish ROEs at market 134 

levels, then information that actual investors actually rely upon in making their 135 

investment decisions is relevant to the Commission’s inquiry.  If, as Mr. Thomas 136 

apparently suggests, the Commission were to ignore such information, then it would be 137 

engaged in a wholly hypothetical exercise.  I submit that such an exercise could be 138 
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detrimental to ratepayer interests, as it could unnecessarily increase the utilities’ risk and, 139 

ultimately, their cost of service. 140 

Q. Mr. McNally states at page 39, lines 813-817 of his rebuttal testimony, that the financial 141 

markets should not be shocked “if the Commission were to adopt a cost of common 142 

equity near the low end of ROEs authorized over the last 20 years in this proceeding” 143 

because interest rates “are the lowest they have been in 20 years.”  Is Mr. McNally 144 

accurate in his assessment? 145 

A. No, he is not.  The Utilities’ current authorized ROEs are 10.23% for Peoples Gas and 146 

10.33% for North Shore.  The Commission increased the Utilities’ ROEs in their last rate 147 

case even though interest rates had fallen from where they were when the Utilities ROEs 148 

had last been set in early 2008.  Obviously, the Commission bases its ROE decisions on 149 

factors in addition to interest rates.  In any event, I would expect shock and extremely 150 

negative reactions from the market if the Commission were to reduce the Utilities’ ROEs 151 

from their current levels to a point within the 7.09% to 8.94% range of returns 152 

recommended by Mr. McNally and Mr. Thomas.  As I discussed in my rebuttal 153 

testimony, rating agencies look for the consistent application of sound economic and 154 

regulatory principles by regulators, and regulation that is supportive of utility financial 155 

strength. 156 

Q. Does this conclude your surrebuttal testimony? 157 

A. Yes, at this time. 158 


