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I. INTRODUCTION 1 

Q. What is your name and who do you work for? 2 

A. My name is Susan D. Abbott, and I am a managing director of New Harbor 3 

Incorporated, a firm engaged in strategic advisory services to the electric, gas and 4 

water utilities sectors.  I am testifying at the request of Commonwealth Edison 5 

Company (“ComEd”). 6 

Q. What is the purpose of your testimony? 7 

A. The purpose of my testimony is to explain to the Commission the importance of 8 

ComEd’s continued access to the capital markets on reasonable terms and the 9 

implications of the recent actions taken and statements made by the major rating 10 

agencies - -  Fitch Ratings (“Fitch”), Moody’s Investors Service (“Moody’s”), and 11 

Standard and Poor’s (“S&P”) - - concerning the financial condition of, and 12 

outlook for, ComEd.  In particular, I will explain that the rating agencies view 13 

ComEd as being at a crossroad and regard positive support for ComEd by this 14 

Commission as essential if ComEd is to remain able to access the capital markets 15 

and fund its construction programs. 16 

Q. Please identify the Exhibits attached to your testimony. 17 

A. ComEd Exhibit 2.1 is a compilation of the symbols used by all three major rating 18 

agencies in the United States.  ComEd Exhibit 2.2 contains the S&P ratings grid. 19 

Q. In brief, what conclusions have you reached? 20 

A. I have concluded that ComEd’s standing in the eyes of the various entities that 21 

rate debt issuers - - the “rating agencies” - - is extremely precarious.  I have also 22 

concluded that an order by the Commission in this case that is viewed as not 23 
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sufficiently supportive could lead to action by one or more of the agencies to 24 

drive ComEd further into sub-investment grade and make access to the debt 25 

markets even more difficult or potentially impossible.  I have also concluded that 26 

absent support from the Commission, improved ratings from the agencies and 27 

improved opportunities to earn a reasonable return, ComEd is very unlikely to be 28 

able to raise equity through its current principal shareholder, Exelon Corporation. 29 

Q. What are your qualifications? 30 

A. I have been a professional in the financial services industry my whole career, first 31 

as an institutional investor, and most recently as an investment banker.  For 20 32 

years, I worked for Moody’s, much of which I spent as a member of the Power 33 

Group.  I managed the Power and Project Finance Group for the second decade I 34 

was with Moody’s, and since leaving have been involved in rating agency 35 

advisory work with clients of my new firm, New Harbor Incorporated.  In 36 

addition, I am the chair of the rating agency panel for the EEI/Gee Strategies 37 

“Dialogue with Wall Street” series, in addition to providing expert consulting and 38 

other services on behalf of clients in the United States. 39 

  I have a Bachelor’s Degree in Literature from Syracuse University, and an 40 

M.B.A. in Finance from The University of Connecticut.   41 
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II. THE IMPORTANCE OF RATING AGENCIES’ ACTIONS TO COMED. 42 

Q. What are the rating agencies and what do they do? 43 

A. The rating agencies are independent evaluators of the creditworthiness of 44 

companies accessing capital in the public debt markets.  Their only function is to 45 

assess for investors the likelihood that a company issuing debt will pay principal 46 

and interest to investors on time, and in amounts expected.  S&P, one of the 47 

largest rating agencies in the world, defines its ratings as an “evalu[ation of] 48 

default risk over the life of a debt issue, incorporating an assessment of all future 49 

events to the extent they are known or can be anticipated.”1  The rating agencies 50 

use a series of letters and numbers to express their opinion of the creditworthiness 51 

of the companies they rate.  (The “rating symbols” used by all three major U.S. 52 

rating agencies are appended as ComEd Ex. 2.1.)  Each successive rating level 53 

describes the probability of default, with that probability rising rapidly when 54 

ratings fall from investment grade to non-investment grade.  In 2007, Moody’s 55 

reported that, with respect to senior unsecured debt, from 1982 to 2006 the 56 

average cumulative credit loss as the result of a default was 13.4% by year 20 in 57 

the life of a Baa bond.  On the other hand, 30.8% of Ba- rated issuers default, a 58 

rate more than twice as high.2  The same statistic for A- rated issuers over 20 59 

years is 6.4%.3  In addition, according to Moody’s, fewer than 35% of “fallen 60 

angels,” or former investment grade companies that have lost investment grade 61 

                                                 
1 Corporate Ratings Criteria 2006, Standard and Poor’s Rating Services 
2 Default and Recovery Rates of Corporate Bond Issuers, Moody’s Investors Service, February 2007. 
3Id. 
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status, regain their investment grade rating within 5 years.4  These probabilities of 62 

default, reflected in ratings, have serious implications for both the cost of money 63 

and, more importantly, access to borrowed funds. 64 

Q. How are ratings used? 65 

A. Investors use the ratings provided by the agencies to determine (1) whether they 66 

want to invest in a particular company, (2) what they should pay for the security 67 

being issued, and (3) what the likelihood is that their investment will provide the 68 

returns expected in the time frame offered.  Importantly, rating agencies act as 69 

gatekeepers to the marketplace wherein some companies cannot issue securities 70 

under certain circumstances and market conditions regardless of how much they 71 

are willing to pay.  Because institutional investors have a fiduciary responsibility 72 

to protect their investments for the sake of their clients, many investors are 73 

prohibited, either by their own regulators or by internal charters and standards, 74 

from investing in fixed income instruments with ratings below a certain level.  In 75 

some cases, the lowest rated paper an institutional investor can buy is a single-A.  76 

Simply, the greater the perceived risk that investors will not receive their expected 77 

returns in a timely manner, the less likely they will be to make the investment.   78 

Q. Why should the Commission pay attention to the views held by the ratings 79 

agencies? 80 

A. Utilities throughout the United States are faced with large capital programs 81 

needed to upgrade aging equipment, provide for growth in their service territories, 82 

and maintain service quality.  Aside from the use of internally generated funds to 83 

                                                 
4 What Happens to Fallen Angels?  A Statistical Review 1982-2003, Moody’s Investors Service, July 2003 
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finance these capital programs (which is not an option for ComEd at present, as 84 

Mr. McDonald explains in his direct testimony (ComEd Ex. 9.0)), a utility must 85 

rely on either debt or equity capital provided from external sources.  There are no 86 

other options.  A company’s rating and its earnings prospects will dictate its 87 

ability to attract capital in an increasingly competitive capital market.  CALPERS 88 

(California Public Employee Retirement System) estimates that over the next 25 89 

years, $20 trillion needs to be invested in the infrastructure of the United States 90 

alone.  That includes transmission and distribution equipment owned by regulated 91 

utilities like ComEd.  Lehman Brothers estimates that by 2010, the need for 92 

capital in the electric utility industry alone will more than double from 2004 93 

levels to approximately $60 billion annually.5  In light of these challenges, it is 94 

essential that companies like ComEd have credit quality sufficient to ensure 95 

access to capital under all market conditions and effectively compete for 96 

investment dollars in a very crowded field.  That will happen only if regulation 97 

supports the financial integrity of the company to a degree that provides the basis 98 

for an investment grade rating.  99 

Q. What impact does regulatory action have on a utility’s ratings? 100 

A. A significant amount.  Capital intensive companies like utilities need to be 101 

investment grade in order to maintain access to capital markets on reasonable and 102 

sustainable terms. However, a regulated utility’s financial integrity is largely not 103 

the result of management decisions.  Because a utility’s income is dependent on 104 

rates it is allowed to charge, and those rates are set by utility commissions, it 105 

                                                 
5 Global Equity Research, Power & Utilities, Lehman Brothers, May 22, 2007 
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follows that rate decisions by utility commissions have a major impact on the 106 

financial health of utilities.  Indeed, it is fair to say that the investment community 107 

perceives that utility commissions are principally responsible for the financial 108 

health of the utilities they regulate.  For example, Moody’s states that “the 109 

supportiveness of the regulatory framework under which a utility operates is a 110 

critical rating factor.”6  Even more explicit is S&P’s view, stated by the title of an 111 

article published in 2004.  “Utility Regulation Determines its Ratings” is a tutorial 112 

on how S&P analyzes regulation in light of the “renewed and increasing influence 113 

that regulators are asserting on the creditworthiness of utilities.”     114 

Q. What are ComEd’s current ratings, and how do they compare to those of 115 

other major transmission and distribution utilities? 116 

A. ComEd’s current senior unsecured ratings of Ba1 from Moody’s, B+ from S&P, 117 

and BBB- from Fitch put the company in the non-investment grade category from 118 

two of the three major U.S. rating agencies.  ComEd is in rare company in the 119 

utility industry.   Only one other transmission/distribution company in the sector 120 

is rated below investment grade: Illinois Power also carries a Ba1 unsecured 121 

rating.  This puts ComEd at a severe disadvantage compared to its peers in 122 

accessing the capital markets. 123 

Q. Your answer relates only to senior unsecured ratings.  Why is that? 124 

A. Senior unsecured ratings are issue level ratings that describe the general 125 

creditworthiness of a company absent specific collateral or subordination to other 126 

issues.  All three major rating agencies assign senior unsecured ratings at the issue 127 

                                                 
6 Rating Methodology for Global Regulated Electric Utilities, Moody’s Investors Service, March, 2005 
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level, and the definition among them is fairly standard.  Issue ratings are “a blend 128 

of default risk…and the recovery prospects associated with the specific debt being 129 

rated.”7  As a result, investors are keenly interested in the senior unsecured rating 130 

as a measure of the likelihood of timely payment on all securities issued by the 131 

company.  Rating agency analysts often focus on the senior unsecured rating as a 132 

starting point, and notch8 up for collateral and down for subordination.  Senior 133 

secured ratings are the product of collateral that is attached to a specific security 134 

and therefore available to the holders of that security should the company stop 135 

payment, and in some cases miss other stated financial goals, on that security.  136 

The perceived value of the collateral can greatly affect the senior secured rating.  137 

Subordinated debt is that which is paid only after all senior secured and senior 138 

unsecured debt is paid and can vary dramatically depending on a variety of 139 

factors, including how much debt a company carries. 140 

Q. How are ratings established? 141 

A. Determining ratings is a complex exercise involving balancing financial results 142 

against qualitative risks, and then placing the company being rated in the context 143 

of the corporate structure and industry in which it operates.  While ratings are the 144 

product of the comparison of quantitative information, in the end, they are 145 

subjective.  Ratings are an art rather than a science, and rating analysts rely on 146 

judgment developed over years of experience to produce their opinions on 147 

                                                 
7 Corporate Ratings Criteria 2006, Standard & Poor’s 
8 Notching is the act of adding or subtracting modifying numbers or symbols.  For instance, notching up a 
BB rating could result in a BB+, or a Ba2 rating a Ba1.  Likewise, notching down a BB rating could result 
in a BB- or even a B+. 
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creditworthiness.  S&P publishes a grid (ComEd Ex. 2.2) in which it overlays 148 

ranges of financial results for three important financial metrics with risk levels 149 

determined by examining a company’s operating risks, political environment, and 150 

competitive position.  However, S&P states, emphatically, “it is critical to realize 151 

that ratings analysis starts with the assessment of the business and competitive 152 

profile of the company.  Two companies with identical financial metrics are rated 153 

very differently, to the extent that their business challenges and prospects differ.”9 154 

S&P describes its ratings grid as one that shows how “the company’s business-155 

risk profile determines the level of financial risk appropriate for any rating 156 

category.”10   The agencies also rely on knowledgeable Wall Street and other 157 

financial firms who rate state regulatory climates; Illinois is presently regarded by 158 

a number of equity analysts as having an unsupportive regulatory environment, 159 

and this tends to depress the ratings of Illinois utilities.  In fact, the leading 160 

authority on regulatory activities ranks Illinois as one of five regulatory 161 

jurisdictions that are “below average” in terms of regulatory climate. 162 

Q. What does S&P emphasize in its ratings grid? 163 

A. The statistics published describe the three financial metrics S&P deems most 164 

important:  (1) funds from operations as a percentage of debt outstanding 165 

(FFO/Debt); (2) funds from operations coverage of interest (FFO/Int.); and (3) 166 

debt to total capitalization (Debt/Cap).  These were chosen because cash flow is 167 

critical to a company’s financial health:  cash obligations can only be satisfied 168 

                                                 
9 Corporate Ratings Criteria 2006, Standard and Poor’s Rating Services 
10 Id. 
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with cash.  The first two are cash measurements that describe how well a 169 

company’s cash flow from operations supports its debt and interest burden.  The 170 

third metric, Debt/Cap, describes how heavy that burden is. Numerous other 171 

financial metrics are calculated when a rating is assigned, but cash flow metrics 172 

are the most important. In its section on financial risk analysis in its annual 173 

Corporate Criteria publication, S&P calls “cash-flow analysis . . . the single most 174 

critical aspect of all credit rating decisions.  It takes on added importance for 175 

speculative-grade issuers.”  Moody’s and Fitch use similar financial metrics. 176 

Q. Do the agencies overlay qualitative measures on the financial metrics in 177 

assigning ratings? 178 

A. Yes. The single most important qualitative risk factor analyzed by the rating 179 

agencies relative to the ratings of electric utilities is the quality of regulation.  180 

While strategy, business environment, capital programs, customer base, basic 181 

business profile (i.e., whether a utility is a low risk transmission and distribution 182 

company or a higher risk vertically integrated one) are all important, much of how 183 

those issues will affect a company’s financial integrity is controlled by what rates 184 

regulators allow a company to charge.  The level of return on equity allowed, 185 

accompanied by the amount of equity on which a company is allowed to earn, 186 

combined with rate design, dictate a company’s cash flow.  S&P describes the 187 

qualitative factors in a numeric risk factor from 1, being least risky, to 10, being 188 

most risky.  ComEd carries a risk factor of “8,” which is extraordinarily high in 189 

the transmission and distribution group which has an average risk rating of “3.” 190 

Q. Once ratings analysts have all this information, how is a rating determined?  191 
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A. Once the financial metrics are calculated, and an analyst has determined the 192 

business risk level of a company, he or she compares the results to those of 193 

comparable companies in the industry as well as against internal standards that 194 

have been developed at each rating agency.  S&P’s business risk level of “8”  195 

indicates that  ComEd’s financial metrics should be within certain parameters to 196 

qualify for certain ratings.  Following is a comparison of ComEd’s financial 197 

metrics to the range expected for BBB and BB rated utilities with an “8” business 198 

risk ranking,  as set forth on S&P’s ratings grid, ComEd Ex. 2.2.  199 

Rating Level 
(Business Risk “8”) 

ComEd Metrics S&P 
Metric11 

BBB BB 2007(P)12 2006 2005 2004 
FFO/Debt 25%-40% 15%-25% 10% 15.5% 6.7% 23.9% 
FFO/Int 3.5x-5.5x 2.5x-3.5x 3.0x 3.3x 2.1x 4.5x 

Debt/Cap13 42%-52% 52%-58% 48% 42.5% 43.0% 40.5% 

 The financial metrics achieved by ComEd in previous years were appropriate for 200 

a BBB rating level, at a “4” business risk ranking, which was the ranking ComEd 201 

held until October, 2006.  Those ranges are provided below.  202 

Rating Level 
(Business Risk “4”) 

ComEd Metrics S&P 
Metric 

BBB BB 2007(P) 2006 2005 2004 
FFO/Debt 12%-20% 8%-12% 10% 15.5% 6.7% 23.9% 
FFO/Int 2.5x-3.5x 1.5x-2.5x 3.0x 3.3x 2.1x 4.5x 

Debt/Cap 52%-62% 62%-68% 48% 42.5% 43.0% 40.5% 

Q. What are the most recent pronouncements of the rating agencies that you 203 

believe are relevant to ComEd’s financial standing? 204 

                                                 
11 Note that S&P and Moody’s do not include changes in working capital. 
12 Based on publicly available ComEd projections utilizing the S&P methodology. 
13 This Debt/Cap calculation includes goodwill in the equity balance to be consistent with the methodology 
used by S&P for comparison across companies.  This calculation differs from the method by which ComEd 
calculated its capital structure set forth in Mr. McDonald’s direct testimony (ComEd Ex. 9.0). 



  
 

Docket No. 07-____ 
                                               ComEd Ex. 2.0  

 11 of 18

 

A. Regulation continues to be an overriding concern for the rating agencies relative 205 

to Illinois companies.  All three agencies weighed in on the importance of the 206 

Commission’s actions to ComEd’s financial health when confirming their ratings 207 

in August of 2007 after the enactment of Senate Bill 1592.  Moody’s confirmed 208 

ComEd’s ratings at Ba1 for senior unsecured debt, by saying that the “current 209 

below investment grade rating for ComEd’s senior unsecured debt reflects the fact 210 

that ComEd’s standalone financial metrics for 2007 are expected to deteriorate 211 

from historical levels. . . . ComEd’s ability to improve its standalone credit 212 

metrics will depend upon more supportive and consistent regulatory decisions 213 

emerging in Illinois.”14  Moody’s also stated that although the broad-based 214 

legislative settlement should provide for a more stable political and regulatory 215 

environment, “Moody’s believes that . . . political and consumer group pressure 216 

will continue to pressure the ICC to minimize rate increases at ComEd.”15  217 

Moody’s went on to point out that the major threat to the rating was primarily “if 218 

efforts by the company to secure needed rate relief in its distribution business end 219 

up producing credit metrics which would result in cash flow to adjusted debt 220 

falling below the 11% range and cash flow coverage of interest expense being less 221 

than 2.6x for an extended period of time.”16  Moody’s estimates that ComEd’s 222 

current metrics are expected to be 12% for 2007 for cash flow to debt, down 223 

substantially from an average of 20% in the past 3 years, and cash coverage of 224 

                                                 
14 Moody’s Confirms ComEd’s Ratings; Outlook Stable, Global Credit Research, Rating Action, August 
29, 2007 
15Id. 
16 Id. 
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interest expense of below 3x.  In Moody’s view, “this change [in ComEd’s 225 

financial performance] is due in part to the disappointing distribution rate case 226 

decision rendered by the Illinois Commerce Commission in 2006.”17  In addition, 227 

ComEd’s current metrics as calculated by Moody’s barely meet the criteria 228 

Moody’s has indicated would be necessary to prevent further downgrades. 229 

  S&P, in affirming the sub-investment ComEd senior unsecured rating, 230 

acknowledged that while the “financial impact [of the settlement] on . . . [ComEd] 231 

is manageable at current rating levels, the ratings are more a function of the 232 

apparent indifference to the financial health of the state’s utilities by state leaders 233 

as demonstrated by the recent heated debate over the level of rates that had been 234 

determined in accordance with the terms of the 1997 restructuring law.”18  And 235 

Fitch, echoing Moody’s, stated that “ComEd’s financial measures are expected to 236 

trend downward due to the . . . stringent distribution rate increase approved earlier 237 

this year.  Financial improvement is dependent on an increase in distribution rates, 238 

which is not likely before 2008.  The outcome of that rate filing will determine the 239 

future direction of ComEd’s ratings.”19 240 

Q. In your opinion, what are the implications of those pronouncements for 241 

ComEd? 242 

A. All three rating agencies have clearly expressed their opinion that the poor 243 

financial position ComEd finds itself in results from the need to recover 244 

                                                 
17 Id. 
18 Research Update:  Exelon, Ameren, and Subs’ Ratings Affirmed After Illinois Agreement Becomes Law, 
Off Watch, Standard & Poors, August 29, 2007 
19 Fitch Upgrades Commonwealth Edison’s IDR to BB+ from BB on Illinois Rate Legislation, Fitch 
Ratings, August 29, 2007 
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significant expenditures on the delivery system, the rate decision of 2006, the 245 

uncertainty regarding future rate decisions and the political wrangling over the 246 

rate freeze.  As a result, they are keeping ComEd’s ratings at historically low 247 

levels.  In addition, they have been very clear about what the company needs in 248 

order to sustain or improve its ratings: positive rate support from this 249 

Commission.  Moody’s has gone as far as stating what financial metrics the 250 

company needs to achieve to prevent a further downgrade, a very unusual step for 251 

an agency to take.   Positive regulatory action is the only factor cited by all three 252 

agencies as a factor needed to maintain or improve the ratings.   The regulatory 253 

support that is needed must provide not only a decent return on a reasonable 254 

amount of equity, but a chance to actually earn that return.  255 

 Q. But the Commission’s Order in Docket 05-0597 did not exclude from rate 256 

base any investment ComEd sought to include.  Doesn’t that fact provide 257 

sufficient incentive to the utility to continue its needed investment program? 258 

A.  Although that is certainly an important positive action by the Commission, that is 259 

by itself insufficient.  The overall impact the rate order has on ComEd’s cash 260 

generating capability is what is important, not simply the categories into which 261 

revenues fall.  Allowing recovery of prudent investment but then taking other 262 

actions that do not allow the utility a reasonable opportunity to earn its authorized 263 

return on its actual capital will discourage needed investment as surely as 264 

disallowing recovery for investments already made.  265 

Q. If the rating agencies were to take additional negative action with respect to 266 

ComEd, what form would that action take? 267 
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A. Additional negative rating action could consist of changing ComEd’s outlook to 268 

negative, then putting the company on the watch list for a downgrade, and finally 269 

downgrading the company to a lower rating.  Such an action would indicate that 270 

the rating agencies believed that ComEd’s 5-year default probability had more 271 

than doubled -- from 6.371% to 15.7% or more, which is the credit loss rate for B 272 

rated companies between 1982 and 2006.20   I would also point out that these 273 

steps can happen in quick succession, as ComEd’s own recent experience 274 

demonstrates.  This negative action could result from a perceived lack of support 275 

from the Commission and a continuation of ComEd spending at current levels. 276 

Q. What could be the consequences of this additional action? 277 

A. While the rating agencies moved through their steps of changing the rating 278 

outlook, putting the ratings on review, and then possibly downgrading ComEd, 279 

the cost of funds, if they were even available, would increase as investors 280 

anticipated a further decrease in the rating level.  More importantly though, this is 281 

not simply a question of financing becoming more expensive.  It raises the distinct 282 

possibility that ComEd could be denied access to the debt market entirely.  At a 283 

bare minimum, it is difficult to envision that the market would continue to support 284 

ComEd borrowings at the levels needed to execute the investment and 285 

construction program currently necessary for the integrity of the system.  In 286 

addition, the cost of doing business would increase as suppliers tightened terms 287 

and conditions in order to do business with ComEd. 288 

                                                 
20 Default and Recovery Rates of Corporate Bond Issues, Moody’s Investors Service, February 2007. 
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Q. Are you aware of any circumstance in which a utility or other company has 289 

been foreclosed from obtaining access to the debt capital markets? 290 

A. Yes.  We need look no further than ComEd itself, which has been shut out of the 291 

commercial paper market since early this year when it lost its commercial paper 292 

rating due to the downgrade to below investment grade.  Similarly, just recently, 293 

Southern California Edison, an electric utility with a long-term, senior unsecured 294 

rating of A3 from Moody’s, BBB+ from S&P and A- from Fitch and an A-2/P-2 295 

commercial paper rating, was shut out of the commercial paper market.  In fact, 296 

many A-2/P-2 issuers were shut out of the market while primarily A-1/P-1 issuers 297 

were allowed to roll over their commercial paper.  Notably, the Southern 298 

California Edison situation was a function of market instability resulting from the 299 

sub-prime mortgage problems affecting liquidity in the financial sector.  This is a 300 

good example of how access to the marketplace can be shut off for even 301 

creditworthy borrowers by extraneous, unforeseen events.  A non-investment 302 

grade company doesn’t even have access to the commercial paper market, 303 

limiting its ability to fund short-term financing needs, and is more likely than 304 

others to be shut out of other markets when turmoil strikes. 305 

 306 

III. POTENTIAL CONSEQUENCES TO COMED BEYOND THE DEBT 307 

MARKET 308 

Q. If ComEd was shut out of the public market, couldn’t it simply resort to 309 

other forms of financing to support its construction program? 310 
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A. Utilities, like other public companies, can raise money in only three ways:  from 311 

issuance of debt, internally generated funds, and equity.  ComEd could borrow 312 

from its banks but, in general, bank lending is more expensive and restrictive than 313 

public market issuance and banks tend to have limited credit for a given company.  314 

In addition, the public market is willing to lend money for long periods of time, 315 

20 to 30 years, which is appropriate to fund long lived assets like transmission 316 

and distribution lines.  Bank lending tends to be shorter and therefore less 317 

appropriate to fund long-term assets.  Attracting equity investment is not a viable 318 

option either, given the low returns ComEd expects to earn absent a supportive 319 

rate increase and the fact that ComEd has not paid a dividend since the third 320 

quarter of 2005.  Increasing debt, to the extent it even remains available, is 321 

ComEd’s only real option, and one that may be severely limited in the future. 322 

Q. Although the rating agencies rate a utility’s debt, do their actions have 323 

significance for equity investors? 324 

A. They do.  Equity investors are very conscious of ratings because the financial 325 

health of a company is as important to them as it is to bond investors.  Equity 326 

investors’ timeframes tend to be shorter than those of bond investors, thus the 327 

negative issues immediately facing a company are as important to them as - -  328 

perhaps more important than - - any longer-term opportunities they may see.  In 329 

ComEd’s case, its largest shareholder is Exelon.  Exelon’s concerns are the same 330 

as those of the thousands of shareholders who might otherwise own ComEd:  that 331 

an adequate return be earned on its investment.  Regulation is key to a company 332 

earning an adequate equity return.   333 
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Q. What could be the possible implications of an adverse Commission order and 334 

further adverse ratings agency actions on Exelon’s continued willingness to 335 

be an equity investor in ComEd? 336 

A. Like any equity investor, Exelon invested in the stock of ComEd because it 337 

believed it would receive an adequate return on its investment.  And like any 338 

investor, the absence of adequate performance could lead to a decision to sell its 339 

investment to someone else.   Exelon has not received any dividend from ComEd 340 

since 2005, a factor that would certainly discourage most investors from holding 341 

the stock of a utility company.  Further, if ComEd continues to earn 3.5-4.5% on 342 

equity (as Mr. McDonald testifies is likely to be the case in 2007) Exelon would 343 

have no reason to continue to hold the stock unless it believed the returns would 344 

improve somehow.  Other informed observers appear to share that perspective.  345 

For example, DeutscheBank commented in its July, 2007 report on Exelon that 346 

“we cannot understand why it makes any sense to keep the utility attached . . .  347 

given its anemic 3.5% return on equity . . . even considering dis-synergies from a 348 

spin off . . . ”21   Other commentators likewise have expressed doubt whether 349 

Exelon will remain willing to maintain its equity position in ComEd.  Divestiture 350 

by Exelon of its equity holding in ComEd would require ComEd to find 351 

replacement source(s) of equity, a very uncertain undertaking given current 352 

market conditions and ComEd’s weakened financial condition.  Like all forms of 353 

capital, equity flows first to the firms with the most solid prospects and, in the 354 

utility industry, the most positive regulatory support.   355 

                                                 
21 Grinning and bearing it…, Deutsche Bank, July 25, 2007 
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Q. Does that conclude your direct testimony? 356 

A. Yes it does. 357 




