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Midwest Independent Transmission System Operator, Inc. ER07-887-001
Midwest Municipal Transmission Group V. Interstate Docket No. EL07-85-000

Power and Light Company and Midwest Independent
Transmission System Operator, Inc.

ORDER AUTHORIZING DISPOSITION OF JURISDICTIONAL FACILITIES,
ACCEPTING PROPOSED RATES AND JURISDICTIONAL AGREEMENTS
SUBJECT TO CONDITIONS, AND DISMISSING COMPLAINT

(Issued December 3, 2007)

1. On May 11, 2007, as amended on June 5, 2007, ITC Holdings Corp. (ITC
Holdings), ITC Midwest LLC (ITC Midwest), Interstate Power and Light Company (IPL)
(collectively, Applicants), and the Midwest Independent Transmission System Operator,
Inc. (Midwest ISO) filed a joint application under sections 203" and 2057 of the Federal
Power Act (FPA) seeking Commission authorization for the disposition and acquisition
of certain jurisdictional facilities and approval of the rates, terms, and conditions for the
sale of certain services. Applicants request authorization under section 203 for IPL to
sell to ITC Midwest all of IPL’s jurisdictional transmission facilities and related
jurisdictional contracts, agreements, books, and records (the Transaction). They also
request that the Commission make determinations regarding necessary filings in
connection with proposed public offerings of ITC Holdings’ common stock. Finally,
Applicants request Commission approval under section 205 of proposed rates ITC

116 U.S.C. § 824b (2000) amended by Energy Policy Act of 2005, Pub. L.
No. 109-58, § 1289, 119 Stat. 594, 982-83 (2005) (EPAct 2005).

216 U.S.C. § 824d (2000).
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Midwest would charge as an independent transmission company and certain proposed
agreements between ITC Midwest and IPL and between ITC Midwest and the Midwest
ISO.

2. On July 31, 2007, Midwest Municipal Transmission Group (Midwest Muni
Group)? filed a complaint under section 206 of the FPA* regarding the return on equity
(ROE) component of the formula rate used in determining IPL’s annual transmission
revenue requirement under the rate formula in Attachment O of the Midwest 1SO Open
Access Transmission and Energy Markets Tariff (Midwest ISO Tariff). Midwest Muni
Group requests that its complaint be consolidated with the section 203 and 205 dockets
established by Applicants’ filing. Midwest Muni Group also filed an Offer of Settlement
that would resolve the complaint proceeding.

3. In this order, we grant Applicants’ request to transfer the jurisdictional facilities in
question, finding that, although the Transaction may lead to some increase in
transmission rates, it is likely to result in significant benefits related to the ownership of
the transmission facilities by an independent transmission-only entity. There are likely to
be significant benefits to competition itself along with concomitant benefits to power
rates. We also make the determinations Applicants request regarding filings to be made
in connection with proposed additional public offerings of ITC Holdings common stock.
Finally, we accept Applicants’ proposed rates and the agreements, subject to certain
conditions. We also dismiss Midwest Muni Group’s complaint because the outcome here
Is consistent with the terms under which Midwest Muni Group offered to withdraw its
complaint.

l. Background

A. Description of the Parties

1. ITC Holdings

4. ITC Holdings is a holding company whose material assets currently consist of all
the common stock of International Transmission Company (International Transmission)
and the sole membership interest in Michigan Electric Transmission Company, LLC
(METC). Both International Transmission and METC are independent transmission
companies engaged exclusively in the transmission of electric energy in interstate

¥ Midwest Muni Group’s members are lowa Association of Municipal Utilities,
Minnesota Municipal Utilities Association, and Central Minnesota Power Supply
Agency.

%16 U.S.C. § 824e (2000).
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commerce.® They are members of the Midwest 1SO and have turned functional control
of their transmission assets over to the Midwest ISO. Another subsidiary of ITC
Holdings, ITC Grid Development, invests in transmission infrastructure through a
wholly-owned subsidiary, ITC Great Plains. Neither ITC Grid Development nor ITC
Great Plains currently owns or operates any transmission facilities, and neither entity will
own any facilities used for the generation or distribution of electric energy.

2. ITC Midwest

5. ITC Midwest is a wholly-owned subsidiary of ITC Holdings. ITC Midwest was
formed to own and operate the transmission assets of IPL that are the subject of the
Transaction. ITC Midwest will engage exclusively in the transmission of electric energy
In interstate commerce. Its transmission facilities will be under the functional control of
the Midwest ISO.

3. Interstate Power and Light Company

6. IPL is a wholly-owned public utility subsidiary company of Alliant Energy
Corporation (Alliant Energy).® IPL is engaged primarily in the generation, transmission,
distribution, and sale of electric energy and the purchase, distribution, transportation, and
sale of natural gas. It provides service to approximately 700,000 gas and electric
customers in lowa and southern Minnesota. IPL owns 6,791 miles of transmission lines
and associated substations in lowa, Illinois, and Minnesota.” It is a transmission-owning
member (TO) of the Midwest ISO, and its rates for transmission service are set under the
formula rate in Attachment O of the Midwest 1SO Tariff.

B. Application

7. Applicants state that under their Asset Sale Agreement (ASA), IPL will sell, and
ITC Midwest will acquire, all of the jurisdictional transmission assets of IPL rated at

> See ITC Holdings Corp., 102 FERC { 61,182 (ITC Holdings), reh’g denied,
104 FERC {61,033 (2003); Trans-Elect, Inc., 98 FERC { 61,142 (Trans-Elect I), order
on reh’g, 98 FERC 1 61,368 (Trans-Elect Il) (2002).

® Alliant Energy also owns Wisconsin Power and Light Company, a public utility
providing electric and gas service in Wisconsin.

"IPL also currently owns a single, approximately 9.5-mile, 161 kV line in
Missouri.
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Voltages of 34.5 kV and above, associated real property interests, support facilities and
assets, and all related contracts, agreements, books and records that memorialize
arrangements involving the transmission assets.

8. ITC Midwest seeks approval under section 205 to join the Midwest ISO as a TO
by executing the Midwest ISO TO Agreement® and a proposed agreement between ITC
Midwest and the Midwest ISO under Appendix | of the Midwest ISO TO Agreement
(Appendix | Agreement). ITC Midwest also submits proposed transmission rates for ITC
Midwest as an independent transmission company within the Midwest 1SO, to become
effective upon closing of the Transaction. The rates would be calculated under a rate
formula based on the generic formula in Attachment O of the Midwest ISO Tariff,
modified to use projected data inputs with a true-up mechanism. 1TC Midwest seeks
approval of a 13.88 percent ROE and an actual capital structure targeted to reflect 60
percent equity and 40 percent debt to calculate the overall rate of return in the formula.

9. Applicants also submit two additional agreements for filing under section 205 of
the FPA: a Transition Services Agreement (Transition Agreement) and a Distribution-
Transmission Interconnection Agreement (DT Interconnection Agreement). Under the
Transition Agreement, IPL would provide corporate administration, construction,
maintenance, engineering, and system operating services to ITC Midwest for a transition
period of up to three years. The DT Interconnection Agreement provides the terms and
conditions for the interconnection of the transmission facilities ITC Midwest will acquire
with IPL’s distribution facilities.

C. Complaint

10.  Inits complaint, Midwest Muni Group requests that the 12.38 percent ROE
currently authorized for determining IPL’s transmission revenue requirement under the
transmission rate formula in Attachment O of the Midwest ISO Tariff be reduced to 9.36
percent, which it argues is the current cost of equity capital IPL has invested in its
transmission facilities. In its Offer of Settlement, Midwest Muni Group offers to
continue to pay rates that reflect a 12.38 percent ROE, as long as this 12.38 percent level
does not become a platform for higher incentive-based returns to IPL or any successor in
ownership of IPL’s transmission facilities, including ITC Midwest, for five years.
Instead, the 12.38 percent would become a ceiling that could be increased only on cost-
based grounds.

® The full name of this document is Agreement of the Transmission Facilities
Owners to Organize the Midwest Independent Transmission System Operator, Inc., a
Delaware Non-Stock Corporation.
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1. Notice of Filing and Responsive Pleadings

11.  Notice of Applicants’ initial filing was published in the Federal Register, 72 Fed.
Reg. 29,150 (2007), with comments, protests, or interventions due on or before June 1,
2007. Notice of Applicants’ amendment to their filing was published in the Federal
Register, 72 Fed. Reg. 33,994 (2007), with comments, protests or interventions due on or
before June 20, 2007.

12.  Timely motions to intervene were filed by American Transmission Company
LLC; Integrys Energy Group, Inc. and its subsidiaries, Wisconsin Public Service
Corporation, Upper Peninsula Power Company, and Integrys Energy Services, Inc.; lowa
Consumers Coalition;” Jo-Carroll Energy, Inc.; MidAmerican Energy Company;
Midwest Independent Transmission System Operator, Inc.; Midwest ISO Transmission
Owners;'® Resale Power Group of lowa;*! and Xcel Energy Services Company.*?

% lowa Consumers Coalition is made up of Archer Daniels Midland Company;
Bemis Company, Inc.; Cargill, Incorporated; Equistar Chemicals, L.P.; PPG Industries,
Inc.; and United States Gypsum Company.

19 Midwest 1SO Transmission Owners consist of: Ameren Services Company, as
agent for Union Electric Company, Central Illinois Public Service Company, Central
Illinois Light Co., and Illinois Power Company; American Transmission Systems,
Incorporated, a subsidiary of FirstEnergy Corp.; City of Columbia Water and Light
Department (Columbia, Missouri); City Water, Light & Power (Springfield, Illinois);
Duke Energy Shared Services for Duke Energy Ohio, Inc., Duke Energy Indiana, Inc.,
and Duke Energy Kentucky, Inc.; Hoosier Energy Rural Electric Cooperative, Inc.;
Indiana Municipal Power Agency; Indianapolis Power & Light Company; Michigan
Public Power Agency; Minnesota Power (and its subsidiary Superior Water, L&P);
Montana-Dakota Utilities Co.; Northern Indiana Public Service Company; Northwestern
Wisconsin Electric Company; Otter Tail Power Company; Southern Illinois Power
Cooperative; Southern Indiana Gas & Electric Company; Southern Minnesota Municipal
Power Agency; Wabash Valley Power Association, Inc.; and Wolverine Power Supply
Cooperative, Inc.

! The Resale Power Group of lowa is made up of City of Afton; Amana Society
Service Company; Anita Municipal Utilities; Burt Municipal Utilities; Coggon Municipal
Light Plant; City of Danville; City of Dike; Dysart Municipal Utilities; Farmers Electric
Cooperative, Frytown; Grand Junction Municipal Utilities; Long Grove Municipal
Electric; Maguoketa Municipal Electric Utility; Mount Pleasant Municipal Utilities; New
London Municipal Utility; Ogden Municipal Utilities; State Center Municipal Utilities;
Story City Municipal Electric Utility; Strawberry Point Utilities; Tipton Municipal
Utilities; Traer Municipal Utilities; Vinton Municipal Electric Utilities; City of West
Liberty; and Whittemore Municipal Utilities.
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Illinois Commerce Commission filed a timely notice of intervention. Timely motions to
intervene and protest or comment were filed by Central lowa Power Cooperative
(CIPCO); Corn Belt Power Cooperative (Corn Belt); Dairyland Power Cooperative
(Dairyland); Great River Energy (Great River); lowa Office of Consumer Advocate (1A
Consumer Advocate);*® Midwest Muni Group, Missouri River Energy Services, and
Wisconsin Public Power Inc. (these three entities are referred to collectively as Municipal
Coalition); and the Southern Minnesota Municipal Power Agency (Southern Minnesota).
Comments were filed by General Motors Corporation, the International Brotherhood of
Electrical Workers, and Thumb Electric Cooperative. Applicants then filed an answer,
and Municipal Coalition filed a limited answer to that filing.

13.  Notice of Midwest Muni Group’s complaint was published in the Federal
Register, 72 Fed. Reg. 44,838 (2007), with answers, interventions, and comments due on
or before August 20, 2007. Midwest ISO filed a timely answer. IPL filed a timely
motion to dismiss and answer. ITC Midwest filed a timely motion to intervene and
dismiss. Midwest ISO TOs and Jo-Carroll Energy, Inc. filed timely motions to intervene
and comments. Midwest Muni Group filed an answer to the motions to dismiss.

I11. Discussion

A. Procedural Matters

14.  Pursuant to Rule 214 of the Commission’s Rules of Practice and Procedure,
18 C.F.R. 8§ 385.214 (2007), the notices of intervention and timely, unopposed motions to
intervene serve to make the entities that filed them parties to this proceeding.

15.  Rule 213(a)(2) of the Commission’s Rules of Practice and Procedure, 18 C.F.R.
8§ 385.213(a)(2) (2007), prohibits an answer to a protest and/or answer unless otherwise
ordered by the decisional authority. We will accept Applicants’ answer and Municipal
Coalition’s limited answer to that filing in the proceedings under sections 203 and 205,
and Midwest Muni Group’s answer in the complaint proceeding, because they have
provided information that assisted us in our decision-making process.

12 Xcel Energy Services Company’s filing was made on behalf of Northern States
Power Company, a Minnesota corporation, and Northern States Power Company, a
Wisconsin corporation.

3 The 1A Consumer Advocate also requested an extension of time to comment,
which was denied.
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B. Section 205 Analysis

1. Proposed Transmission Rates

16.  ITC Midwest proposes that its annual revenue requirement and rates for providing
transmission service be calculated using a rate formula based on the generic transmission
rate formula in Attachment O of the Midwest ISO Tariff, with modifications to use
projected data inputs with a true-up mechanism and a 13.88 percent ROE. The weighted
cost of capital would be derived based on ITC Midwest’s actual capital structure, the
equity component of which the company is targeting to be 60 percent.

a. Return on Equity

17.  ITC Midwest states that its proposed 13.88 percent ROE is consistent with
Commission precedent and also with sound financial analysis. It states that its proposed
ROE is based on the 12.38 percent ROE currently approved for use by all Midwest ISO
TOs,** with a 100 basis point incentive for independent ownership and a 50 basis point
incentive for regional transmission organization (RTO) membership. This is the ROE
that is currently approved for use by International Transmission.”®> ITC Midwest argues
that the rate effects of the proposed ROE are comparable to those approved by the
Commission in its orders authorizing International Transmission and METC as
independent transmission companies. 1TC Midwest also states that its proposal is
consistent with Order Nos. 679 and 679-A,"® in which the Commission stated its
commitment to provide incentives for the formation of independent transmission
companies.

18.  Insupport of its proposed ROE, ITC Midwest filed a financial analysis, including
a discounted cash flow (DCF) analysis using the Commission’s electric DCF
methodology, applied to ITC Holdings alone rather than using a proxy group. ITC

4 Application at 41 (citing Midwest Independent Transmission System Operator,
Inc., 100 FERC 61,292 (2002), reh’g denied, 102 FERC { 61,143 (2003), order on
voluntary remand, 106 FERC { 61,302 (2004), aff’d in part, Pub. Serv. Co. of Ky. v.
FERC, 397 F.3d 1004 (D.C. Cir. 2005), order on remand, 111 FERC { 61,355 (2005)
(collectively, Midwest ISO ROE Decisions)).

> Application at 41 (citing ITC Holdings).

1% Promoting Transmission Investment through Pricing Reform, Order No. 679,
71 Fed. Reg. 43,294 (July 31, 2006), FERC Stats. & Regs. | 31,222, order on reh’g,
Order No. 679-A, 72 Fed. Reg. 1,152 (Jan. 10, 2007), FERC Stats. & Regs. 1 31,236
(2007), order on reh’g, Order No. 679-B, 119 FERC { 61,062 (2007).
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Midwest’s analysis results in a cost of equity ranging from a low of 11.35 percent to a
high of 18.94 percent, with a midpoint of 15.14 percent and a median of 11.83 percent.
ITC Midwest also provides an analysis of ITC Holdings using an asset pricing model
known as the Fama-French Three-Factor Model. It results in an indicated cost of equity
ranging from a low of 13.48 percent, a high of 14.71 percent, a midpoint of 14.10
percent, and a median of 13.67 percent.

19. ITC Midwest states that it performed the ROE analysis of ITC Holdings in
isolation because it is the only publicly-traded independent transmission company in the
United States and therefore is unique. Because of this, the usual approach of establishing
a proxy group of comparable firms and using analytical results derived for that proxy
group cannot be used because there are no comparable firms. It states that if ITC
Midwest were simply another diversified electric utility that owned transmission assets
along with other assets, it would be reasonable to set ITC Midwest’s allowed ROE using
an appropriate proxy group, and one would expect ITC Midwest to fall near the middle of
the proxy group range in such an analysis.

20.  ITC Midwest submits that its financial analysis reflects risks it will face that IPL
does not face. First, ITC Midwest will be a stand-alone, independent transmission
company, lacking the larger, more diversified rate base of a traditional, vertically
integrated public utility company. Second, ITC Midwest will assume risks that IPL has
been reluctant to assume. In particular, ITC Midwest will invest in economically
beneficial transmission expansion, which IPL does not plan to do. Third, ITC Midwest
will face the hurdles that confront new transmission projects, including siting delays,
zoning regulations, land use requirements, and public opposition.

21.  ITC Midwest urges the Commission to consider the substantial but non-
quantifiable benefits expected because of its desire and ability to invest in the IPL
transmission system. These benefits include increased reliability, the mitigation of
market power in generation, improved access to transmission for the production of
alternative biofuels, and improved access to transmission for wind generation. 1TC
Midwest states that the need for substantial new transmission in the area in question is
precisely the type of challenge for which an independent transmission company is best
suited. It states that these transmission assets serve an area rich in the feedstocks used for
ethanol production. Plans to increase ethanol production there will require additional
generation, new transmission lines, and associated upgrades. Costs of these investments
may be difficult to recover if the projected load does not materialize or becomes
economically unsustainable. In addition, ITC Midwest states that based on 2006 data,
lowa and Minnesota rank third and fourth, respectively, among all states in installed wind
generating capacity, and substantial improvements to the transmission grid are needed to
realize the potential of wind power.

22.  ITC Midwest notes that the Commission has recognized the benefits that
independent, for-profit transmission ownership can bring. It asserts that International
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Transmission’s record of investment to date has borne out the Commission’s confidence.
ITC Midwest maintains that the Commission can encourage increased investment in
transmission by approving the policy-based incentives sought here.

I Protests

23.  Dairyland states that in Order No. 679-A, the Commission found that incentive
ROEs are for new projects that present special risks or challenges, not for routine
Investments made in the ordinary course of expanding the system to provide safe and
reliable transmission service or for existing transmission rate base.'” A 100 basis point
ROE incentive for both existing and new transmission facilities is thus inconsistent with
Order No. 679. Dairyland also questions the reasonableness of the 50 basis point
incentive for RTO participation. 1TC Midwest will not be joining the Midwest ISO
intentionally and voluntarily. Instead, it will be purchasing IPL assets that are already
under the functional control of the Midwest 1SO. In addition, ITC Midwest is bound by
the ASA to keep the facilities in the Midwest 1SO for five years after the closing of the
Transaction. Dairyland states that while Order No. 679 provides that ROE incentives
may apply to utilities that joined RTOs or ISOs because of merger conditions or market-
based rate requirements, ITC Midwest’s voluntary contractual obligation to keep the
facilities in the Midwest I1SO for at least five years obviates the need for an ROE
incentive in this case.™

24.  Municipal Coalition notes that Order No. 679 clearly requires that ROEs,
including those enjoyed by transcos, be kept within the zone of reasonableness, as
developed through a traditional DCF analysis.'® It says that ITC Midwest has not
demonstrated that a 13.88 percent ROE is within the zone of reasonableness. ITC
Midwest’s attempt to use ITC Holdings as the sole proxy for ITC Midwest is inconsistent
with Commission policy requiring that an ROE for use in RTO rates be based in a proxy
group made up of transmission owners with a direct link to the RTO where the applicant
is located.?® As discussed below, Midwest Coalition also argues that ITC Midwest’s
analysis of ITC Holdings is fatally flawed in at least five respects: (1) it is circular; (2) it
Is distorted by acquisition-related and other short-term financial disturbances; (3) it

7 Dairyland Protest at 14 (citing Order No. 679-A at P 23, 44, 61).
8 1d. at 16-17 (citing Order No. 679 at P 331, n.180).
¥ Municipal Coalition Protest at 15 (citing Order No. 679 at P 206).

20|d. at 16 (citing Commonwealth Edison Co., 119 FERC { 61,238, at P 78-79
(2007) (ComEd); Trans-Allegheny Interstate Line Co., 119 FERC { 61,219, at P 40
(2007)).
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reflects unsustainable growth from an outdated baseline; (4) it is further distorted by the
parent company’s much more leveraged capital structure; and (5) it is based on a
company whose stock is held by remarkably few shareholders.

25.  Municipal Coalition argues that ITC Midwest’s analysis of ITC Holdings is
circular because all of ITC Holdings’ revenues come through Commission-regulated rates
for monopoly service. A DCF analysis limited to ITC Holdings simply measures the
level of profit that investors and investment analysts predict the Commission will
continue to permit ITC Holdings’ operating subsidiaries to recover. Municipal Coalition
states that Order No. 679-A explicitly recognized this circularity problem, and to resolve
it the Commission required that the DCF methodology be applied so that the cash flows
reflected in that analysis would “not be significantly affected by an incentive return.” %

26.  Municipal Coalition also alleges that several major short-term financial
disturbances distort ITC Midwest’s DCF analysis of ITC Holdings, and the analysis
therefore does not reflect a sustainable constant growth rate. In particular, disturbances
associated with ITC Holdings’ purchase of METC and the announcement of its intentions
to purchase IPL’s transmission assets during the six-month study period distort the 14.6
percent Institutional Brokers Estimate System (I/B/E/S) and 16.0 percent Zack’s
Investment Research (Zack’s) earnings per share growth rates on which ITC Midwest
relies. Municipal Coalition maintains that by far the single largest driver of analysts’
expectations for increases in ITC Holdings’ earnings per share was a major jump from
2006 to 2007 attributable to ITC Holdings’ acquisition of METC in October 2006. ITC
Holdings’ earnings per share were depressed during the study period by the issuance of
debt and new equity to finance the acquisition of METC. Municipal Coalition states that
according to the April 13, 2007 Value Line report on ITC Holdings, earnings per share
declined by 21.5 percent from 2005 to 2006, but that was before the increased annual
earnings level associated with the acquisition. Standard & Poor’s explains in a recent
stock report on ITC Holdings that following a leap upwards due to the growth spurt
associated with this acquisition, ITC’s earnings per share growth will moderate to “about
8.1 percent.”?> Municipal Coalition thus maintains that the estimates of rapid earnings
per share growth that drive ITC Midwest’s study above 13.88 percent appear to represent
comparisons of the post-acquisition ITC Holdings to a pre-acquisition baseline.

27.  Municipal Coalition next argues that ITC Midwest’s analysis of ITC Holdings is
distorted by short-term earnings growth due to recent changes in International
Transmission and METC’s rates. The rates of International Transmission and METC

21 |d. at 37 (citing Order No. 679-A at P 62).

22 1d. at 39 (citing Standard & Poor’s Stock Report, ITC Holdings Corp. at 1
(June 9, 2007), attached as Attachment 7 to that pleading).
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have risen from about $1.075/kW-month and $0.98/kW-month to approximately
$2.12/kW-month and $1.70/kW-month, respectively, because of the recent phase-out of
rate caps in their pricing zones in the lower peninsula of Michigan and the related end of
deferral periods in which rate increases had been accrued as regulatory assets in lieu of
current collection. ITC Holdings also contemporaneously changed the way these
companies’ rates are calculated from a lagging test-year basis to a projected test-year
basis. Municipal Coalition states that the revenues received by International
Transmission and METC have skyrocketed as a result, and ITC Holdings’ earnings have
soared. One cannot infer from this that ITC Holdings’ earnings will continue to increase
at that rate over the long term, as Standard & Poor’s recognizes.

28.  Municipal Coalition argues that a 14.6 percent or 16.0 percent growth rate would
be unsustainable even if it were the expected five-year growth from the current, post-
acquisition baseline. The resulting cost of equity therefore should be disregarded.
Municipal Coalition notes that the Commission has recently found that a 13.3 percent
growth rate is not sustainable over time and therefore does not meet threshold tests of
economic logic.? The Commission accordingly ruled that a DCF-based ROE that
assumed a constant growth rate of 13.3 percent or higher was not reliable. Municipal
Coalition states that the same conclusion applies here, especially since Standard & Poor’s
does not expect ITC Holdings to sustain earnings growth above 8.1 percent even for the
short term.

29.  Municipal Coalition submits that a study based on ITC Holdings rather than a
proxy group, assuming it is appropriate, should look to Standard & Poor’s 8.1 percent
growth projection rather than the unsustainable, acquisition-influenced 14.6 percent and
16.0 percent growth projections on which ITC Midwest relies. Combining that growth
projection with the dividend yields calculated by ITC Midwest produces a cost of equity
below 12.38 percent in every case.

30.  Municipal Coalition asserts that to the extent ITC Midwest relies on the Fama-
French methodology rather than a DCF analysis, it is engaging in a collateral attack on
Order No. 679. In that order, the Commission rejected requests that it adopt additional
methodologies, including Fama-French.?* Municipal Coalition argues that the DCF
approach demonstrates that the high end of the zone of reasonableness does not exceed
the current 12.38 percent ROE.

23 |d. at 42-44 (citing 1SO New England, Inc., 109 FERC { 61,147, at P 205
(2004), reh’g denied, 110 FERC 1 61,111, at P 23, reh’g denied, 111 FERC 1 61,344
(2005) (ISO New England)).

24 |d. at 47 (citing Order No. 679 at P 99, 102).
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31.  Finally, Municipal Coalition challenges ITC Midwest’s claim that its business is
riskier that that of traditional vertically-integrated utilities. Municipal Coalition says that
this argument contradicts ITC Holdings’ representations in its prospectus, is inconsistent
with the views of Wall Street analysts on the risk of investment in transmission relative to
investment in generation, and is inconsistent with Commission findings that transmission
Is not riskier than vertically-integrated operations. ITC Holdings asserts in its prospectus
that its performance is more predictable than that of other regulated businesses, citing,
among other things, its formula rate, minimal commodity and energy demand risk, and
lack of competition. Municipal Coalition also cites a January 2007 Standard & Poor’s
research update finding that ITC Holdings has a low business risk profile” and a report
by Fitch Ratings finding that, based on low operating risk and a supportive regulatory
environment, investment in the transmission sector is relatively low in risk compared to
similar investment in the generation sector.”® Municipal Coalition notes that the
Commission has similarly rejected arguments that transmission operations are more risky
than vertically-integrated utility operations.?’

i, Answer

32. ITC Midwest states that it accepts the 12.38 percent ROE for transmission owners
in the Midwest ISO and does not propose to change that ROE. It seeks to add to that
ROE two policy-based incentives that the Commission has previously awarded to
similarly situated companies: a 50 basis point incentive for RTO participation and a 100
basis point incentive for independence. ITC Midwest also asserts that it has
supplemented the basis for this ROE with ample evidence.

33.  ITC Midwest states that the Commission “will award the 50 basis point incentive
for RTO participation even for facilities that already are under the control of an RTO, in
order to encourage continued participation in RTOs.”? It adds that the 100 basis points
should be granted because “the Commission’s authority to provide policy-based rate

% |d. at 49-50 (citing Standard & Poor’s, Research Update: ITC Holdings and
Units ‘BBB’ Rating Affirmed After Acquisition Announcement (Jan. 19, 2007)).

% |d. at 50 (citing Fitch Ratings, U. S. Power Transmission Projects: Less Candy?
(April 2, 2007)).

2"'1d. at 50-51 (citing City of Vernon, California, Opinion No. 479, 111 FERC
161,092 at P 101, clarified, 112 FERC { 61,214 (2005), reh’g denied, 115 FERC
161,297 (2006); Midwest ISO ROE Decisions, 100 FERC {61,292 at P 12, 30-31).

28 Applicants” Answer at 12 (citing I1SO New England, Inc. 106 FERC { 61,280
(2004); ComEd).
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Incentives to encourage transmission investment predated Order No. 679, and it is that
authority that Applicants ask the Commission to exercise here.”® Moreover, “even in
Order No. 679 the Commission clearly endorsed an incentive ROE for independent
transmission companies that ‘both encourages Transco formation and is sufficient to
attract investment after the Transco is formed’ in part because ‘Transcos are spending
their additional return on capital spending....””%* ITC Midwest argues that because there
is no serious allegation that it will not be an independent transmission company as
defined in the Commission’s Policy Statement Regarding Evaluation of Independent
Ownership and Operation of Transmission,* it should be granted the 100 basis points
incentive approved for other independent transmission companies.

34.  ITC Midwest states that much of Municipal Coalition’s protest is devoted to
attacks on its DCF analysis, insistence that a non-comparable proxy group of integrated
utilities must be used instead, and complaints that the application does not meet the tests
established by Order No. 679. It states that it is not seeking incentives under that order
and maintains that Municipal Coalition’s arguments are beside the point. The real
question is “whether the policy incentive previously approved for independent ownership
of transmission, and for placing control of transmission facilities under the control of an
RTO, should be granted to ITC Midwest.”* ITC Midwest states that it should.

35.  With respect to the critique of its DCF and other studies, ITC Midwest attaches
rebuttal testimony by its expert witness, Dr. Jonathan A. Lesser, which it claims
“demonstrates why [Municipal Coalition’s] analysis is either irrelevant or incorrect.
Dr. Lesser states that ITC Holdings has bee