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I. Introduction and Background 1 

 A. Identification of Witness 2 

Q. Please state your name and business address. 3 

A. Robert K. McDonald, Commonwealth Edison Company (“ComEd”), 440 South LaSalle 4 

Street, Chicago, Illinois 60605-1028. 5 

Q. By whom are you employed and in what capacity? 6 

A. I am employed by ComEd as its Senior Vice President, Chief Financial Officer, 7 

Treasurer, and Chief Risk Officer. 8 

 B. Purposes of Testimony 9 

Q. What are the purposes of your testimony? 10 

A. My testimony has seven purposes.  I will: 11 

1. Explain why increasing ComEd’s distribution rates is financially essential 12 

for ComEd and ultimately beneficial for its customers.  Under current distribution rates, 13 

ComEd’s costs significantly exceed its revenues, a situation that cannot continue and will 14 

not allow ComEd to sustain infrastructure investments and operational expenditures that 15 

benefit customers.  ComEd’s financial weakness is unprecedented.  In 2007, its credit 16 

ratings have been at all-time lows; its senior unsecured debt and corporate credit have 17 

been rated as “junk.”  It does not come close to recovering its Commission-authorized 18 

cost of capital.  Continuing to borrow to cover the growing revenue deficiency is 19 

unsustainable, and doing so risks putting ComEd in a “death spiral” of increasing debt 20 

and costs.  Increasing ComEd’s rates to reflect the costs of providing quality delivery 21 

services, on the other hand, will put ComEd back on the path to financial health and 22 
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allow it the means to continue to fund new investment and planned operational 23 

innovation. 24 

2. Establish the components of ComEd’s capital structure using an historical 25 

capital structure measurement period as of December 31, 2006.   26 

3. Provide background information concerning the $803 million equity 27 

contribution received by ComEd in 2005 to fund its pension obligations and explain the 28 

way in which ComEd has addressed its pending appeal of this issue and the potential 29 

impact on the revenue requirement if ComEd were to prevail in that appeal. 30 

4. Present a summary calculation of ComEd’s weighted average cost of 31 

capital and introduce ComEd’s Schedule D-1 containing the overall summary 32 

information required by 83 Illinois Administrative Code Section 285.4010 and Schedule 33 

D-3 supporting ComEd’s embedded cost of long-term debt.  ComEd’s cost of equity is 34 

supported by the testimony of Dr. Samuel Hadaway, ComEd Ex. 10.0. 35 

5. Describe additional cost of capital schedules submitted by ComEd for 36 

informational purposes in accordance with the remaining requirements of Title 83 of the 37 

Illinois Administrative Code, Sections 285.4000 through 285.4090. 38 

6. Describe ComEd’s current incentive compensation programs and each of 39 

the metrics that determine whether and in what amount incentive compensation is paid to 40 

employees.  I confirm that incentive compensation under these programs is largely 41 

determined by the type of safety, customer service, and performance metrics that the 42 

Commission held in Docket No. 05-0597 were appropriate for incentive compensation 43 

included in rates. 44 
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7. Address ComEd’s Supply Administration Charges, i.e., ComEd’s costs of 45 

managing the acquisition of electricity at wholesale to meet its obligation to retail supply 46 

customers.  These expenses are outside of the delivery revenue requirement, and are 47 

currently recovered through a separate charge applicable only to customers who purchase 48 

supply from ComEd.  I conclude that these expenses were prudently incurred to provide 49 

utility supply service and were reasonable in type and amount.   50 

 C. Background and Qualifications 51 

Q. What are your duties as ComEd’s Chief Financial Officer, Treasurer, and Chief Risk 52 

Officer? 53 

A. I have senior executive responsibility for the management of ComEd’s finance 54 

organization and functions.  These include budgeting, long range financial planning, 55 

financial reporting, financial analysis, and the execution of all financings.  I am also 56 

responsible for ComEd’s risk management and have executive responsibility for the 57 

Energy Acquisition Department, which manages the acquisition of energy, capacity, 58 

transmission and ancillary services ComEd requires to meet its supply obligations. 59 

Q. Have you held any prior positions with duties relevant to the subject matter of your 60 

testimony? 61 

A. I began working for ComEd in 1978.  During my employment with ComEd, I have held 62 

various positions in system planning, transmission planning, generation planning, 63 

engineering, strategic analysis, treasury, and strategic planning.  I became Strategic 64 

Planning Vice President in May 1998, and I was elected a corporate officer of ComEd in 65 

December 1999.  I subsequently undertook similar duties as a Vice President of Unicom 66 

Corporation, then the parent company of ComEd.  As Unicom’s Vice President, I also 67 
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facilitated and coordinated the development of Unicom’s overall corporate strategy, as 68 

well as investigated growth opportunities for the corporation, including mergers, 69 

acquisitions and other strategic combinations.  I was Unicom’s project manager for the 70 

integration of PECO, Pennsylvania’s largest utility serving approximately 1.6 million 71 

customers, and Unicom.  After the close of the merger, I became Vice President and 72 

Chief Risk Officer for Exelon Corporation, the ultimate parent company of ComEd.  In 73 

2002, corporate planning duties were added to my responsibilities.  In November 2005, I 74 

resigned my position with Exelon and was elected to my present position with ComEd. 75 

Q. Please summarize your educational background. 76 

A. I received a Bachelor of Science and a Masters of Science degree in Electrical 77 

Engineering from the University of Illinois in Champaign and a Masters of Business 78 

Administration from the University of Chicago. 79 

 D. Attachments to Direct Testimony 80 

Q. Are you submitting any attachments to your testimony? 81 

A. My testimony includes ComEd Exhibits 9.1 through 9.13, which are attached. 82 

II. ComEd’s Need for A Rate Increase 83 

Q. Why, from a financial perspective, does ComEd need increased delivery rates? 84 

A. ComEd’s delivery rates no longer allow ComEd to recover its costs of providing delivery 85 

services.  Nor do they generate enough cash to sustain ComEd’s ability to continue to 86 

provide the same level of reliable service to customers.  There are different ways to look 87 

at the shortfall, but ComEd comes up far short no matter how you look at it.   88 
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• One can compare ComEd’s adjusted test year distribution costs to what its 89 

distribution revenues would have been under current distribution rates using 90 

the current test year billing determinants.  For the adjusted test year, ComEd’s 91 

distribution costs were approximately $361.3 million greater than distribution 92 

revenues calculated at current rates.   93 

• One can compare ComEd’s test year distribution revenue requirement to the 94 

revenue requirement that ComEd’s current rates were designed to recover.  95 

ComEd’s base distribution rate revenue requirement is $2,048.8 million, or 96 

about $388.5 million greater than the revenue requirement on which 97 

corresponding current rates are based. 98 

• One can ask whether ComEd’s revenues under current rates are adequate to 99 

meet its cash needs.  ComEd’s current rates leave it with a projected 2007 100 

cash shortfall of approximately $500 million for basic operations that, absent a 101 

rate increase, will grow still larger in the future.  While some of that shortfall 102 

is the result of investment exceeding depreciation, ComEd’s inability to 103 

recover its delivery costs through its delivery rates is the major driver.   104 

In short, ComEd’s current rates do not recover its test year costs.     105 

Q. How does approving distribution rates that recover ComEd’s distribution costs affect 106 

ComEd’s ability to invest in the delivery business in the future? 107 

A. A Commission decision in this proceeding allowing ComEd to recover fully the actual 108 

costs of delivering electricity, including a realistic cost of capital, is of the utmost 109 

importance to customers and investors.  ComEd’s ability to recover its delivery costs 110 
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governs what it can invest and spend.  Moreover, without delivery rates that allow 111 

ComEd to recover its costs, it cannot maintain stable access to the capital markets or 112 

regain its financial health.  Indeed, without a distribution rate increase, ComEd’s 113 

mounting debt burden will further impair ComEd’s financial stability and, ultimately, its 114 

ability to provide service. Establishing rates that enable ComEd to recover its costs, 115 

including its cost of equity, and restore and then maintain investment grade credit ratings 116 

is therefore critical to our customers, as well as to our investors.  The only alternative is 117 

slashing investment and spending which, as Mr. Williams and others testify, would have 118 

a profound effect on our ability to serve our customers. 119 

Q. ComEd has proposed a System Modernization Projects (“SMP”) rider as part of this case.  120 

How does approving ComEd’s SMP proposal affect its ability to invest in the delivery 121 

business in the future? 122 

A. ComEd’s SMP proposal envisions a variety of system modernization and renewal 123 

projects described in the testimony of Mr. Williams and Ms. Clair (ComEd Exs. 4.0 and 124 

6.0, respectively).  ComEd believes that in many cases it may be beneficial to customers 125 

to implement those projects earlier or more aggressively than is required by ComEd’s 126 

basic service obligation.  Customers may, in short, benefit in some cases from our doing 127 

more than is required of us.  However, these same projects are highly capital-intensive.  If 128 

ComEd were to implement them, the required investment expenditures would only 129 

worsen our financial condition, even assuming that adequate capital was available at all.  130 

The SMP proposal offers a means for the Commission – if it decides, after reviewing the 131 

specific investment plans, that doing so is in the public interest – to provide for sufficient 132 

funding to allow ComEd to go forward.  Of course, ComEd must be sufficiently 133 
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financially healthy to make core investments first and, therefore, needs basic delivery 134 

rates that recover its core delivery costs, no matter what action the Commission takes on 135 

the SMP proposal.  But, provided that hurdle is met, the SMP proposal can permit 136 

customers to benefit on an accelerated basis from investments that the Commission finds 137 

are in their interest.   138 

Q. What is ComEd’s financial condition under current rates? 139 

A. ComEd’s overall financial condition is very weak, below the range traditionally viewed 140 

as acceptable for a major utility.  In particular: 141 

• ComEd’s credit ratings are at all time lows.  Just prior to the Governor's signing 142 

of Public Act 95-0481, all three major credit rating agencies rated ComEd’s 143 

senior unsecured debt as “junk” – below investment grade.  After the legislation 144 

was signed on August, 28, 2007, two of the three major credit rating agencies still 145 

consider that debt to be “junk.”  ComEd’s corporate credit rating, a rating issued 146 

by Standard & Poor’s (“S&P”), is “BB,” also below investment grade.  ComEd’s 147 

business profile, a measure of the market’s view of its risk, is an “8” (on a scale of 148 

1 to 10 with 10 being the riskiest, according to S&P), a measure of business risk 149 

unheard of for an electric delivery utility.  150 

• ComEd is forced to borrow at unsustainable levels in order to secure sufficient 151 

cash to fund our business.  For a business like ComEd, borrowing in this manner 152 

is both unsustainable and counter-productive.  Issuing more debt each year while 153 

operating at an inherent revenue shortfall simply digs ComEd into a deeper hole. 154 
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• ComEd has no ability to issue equity and cannot rely on investments from its 155 

parent.  It has also lost access to traditional utility credit markets such as for 156 

commercial paper and must rely on borrowing from its back-up line of credit to 157 

manage its working capital requirements.  The only new long-term debt ComEd 158 

can issue now is first mortgage bonds and even that capacity is limited.  159 

Moreover, if ComEd’s financial condition persists, its ability to access any debt 160 

markets will worsen further and its already impaired ability to withstand financial 161 

shocks will evaporate.  For a capital intensive utility like ComEd, the risk of 162 

losing access to the capital markets is a significant concern. 163 

• ComEd’s weak financial condition has triggered adverse payment terms under 164 

ComEd’s Supplier Forward Contracts (“SFCs”) with energy suppliers.  As a result 165 

of the downgraded credit ratings, the SFCs require ComEd to make semi-monthly 166 

(as opposed to monthly) payments.  This means that ComEd must make full 167 

payments for supply even before it receives payment from customers, resulting in 168 

an even greater need to borrow. 169 

• ComEd’s net income is sharply depressed, falling well below the level found just 170 

and reasonable by the Commission just last year and well below the level required 171 

to recover its cost of equity.  ComEd’s weakness is also reflected in its inability to 172 

pay any dividend.  As a result, the holders of its equity are currently being paid no 173 

return at all on their investment.  By contrast, more than 60% of U.S. electric 174 

utilities and their holding companies were able to increase their dividends last 175 

year, by an average of over 9%.  Fewer than 1 in 10 were in ComEd’s position of 176 

being unable to pay any dividend.    177 
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Q. Mr. McDonald, you described ComEd’s financial condition as very weak.  How is 178 

ComEd’s financial condition related to its provision of delivery services? 179 

A. Restoring ComEd’s financial health is critically important not only to ComEd and its 180 

investors, but also to its customers.  That does not mean that ComEd’s current financial 181 

condition has so far prevented it from making investments; as Mr. Williams testifies, 182 

some investments are necessary to meet customers’ needs and ComEd has been operating 183 

on the assumption that rates will be increased to reflect its costs.  But, ComEd’s business 184 

is capital-intensive and frequently requires access to the capital markets to finance 185 

infrastructure investments to meet the needs of customers.  ComEd’s ability to finance its 186 

investment program at all, let alone at a reasonable cost, is driven by ComEd’s financial 187 

health.  ComEd cannot continue to operate and invest as it has under current rates.  188 

Moreover, having ready access to capital markets is especially important given the need 189 

to maintain access to capital during unexpected market disruptions (e.g., potential future 190 

fallout from the sub-prime lending problems) or operating contingencies outside of the 191 

control of the utility (e.g., major storms).   192 

Utilities in sound financial condition have reasonable access to the capital 193 

markets.  They are not, like ComEd, forced to increase borrowings over the long run to 194 

make up for inadequate revenues.  They enjoy more favorable terms and conditions in 195 

their lending arrangements and do not face the risk of losing access to the capital markets.  196 

To help fund their operations, they are able to attract and maintain equity investors by 197 

providing a return to those investors.  The benefit of financial heath, in sum, is the ability 198 

to assure customers continued quality service and a lower capital cost. 199 
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Q. Isn’t ComEd’s poor financial condition addressed by the legislative resolution of the 200 

controversy over recovery of ComEd’s supply costs? 201 

A. No.  Certainly, the market’s perception of ComEd has been colored by the controversy 202 

over ComEd’s ability to recover its supply costs.  But, since the end of the transition 203 

period in January, 2007, ComEd has recovered its supply costs and the recently passed 204 

legislation confirms that ComEd is entitled to “pass through … the costs incurred … in 205 

procuring a supply of electric power and energy for the applicable customer classes with 206 

no mark-up or return ….”1  ComEd has not, by contrast, recovered its delivery costs.  The 207 

severe revenue shortfall has resulted in depressed earnings and financial metrics. 208 

ComEd is also a much smaller company financially than it was before 209 

restructuring was complete.  It can no longer lean on revenues or earnings from selling 210 

energy to fund its delivery business.  Under both current supply rates and the new 211 

legislation, the payments ComEd receives for electricity supply reflect costs passed 212 

through from ComEd’s wholesale suppliers without markup.  Without a delivery rate 213 

increase, therefore, ComEd will be unable to return to financial health.  As Moody’s 214 

noted, after observing that “ComEd expects to file a distribution rate case later this year,” 215 

“ComEd's ability to improve its standalone credit metrics will depend upon more 216 

supportive and consistent regulatory decisions emerging in Illinois.”  Even Fitch Ratings 217 

– the only rating agency to judge ComEd as having investment grade unsecured debt – 218 

recognizes that ComEd’s “[f]inancial improvement is dependent on an increase in 219 

                                                 
1 220 ILCS 5/ 16-111.5(l), added by Public Act 95-0481. 
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distribution rates ….”2  Indeed, without a distribution rate increase, ComEd’s financial 220 

weakness will only worsen.  221 

Q. You also testified above that ComEd is not covering its cash needs under current rates.  222 

How does ComEd’s cash shortfall under current delivery rates affect its ability to provide 223 

service? 224 

A. ComEd’s revenues under current rates do not provide it with sufficient cash to fund its 225 

cash needs for basic operations.  In fact, ComEd’s delivery revenues in 2007 will be 226 

about $500 million less than the annual cash requirements for the basic operations (i.e., 227 

excluding any return on equity) of the business.  The resulting deficit is illustrated in the 228 

diagram below.  229 

Inadequate Revenues Leads to Cash Shortfall
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2 Moody's Release, August 29, 2007; Fitch Ratings Release, Aug. 29, 2007.  A Copy of each is 

attached as ComEd Ex. 9.1 
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These cash shortfalls are substantially higher than ComEd has experienced in the 231 

recent past.  In part, this shortfall reflects continued growth in new delivery investments.  232 

But it principally reflects the fact that ComEd’s rates, even taking into account demand 233 

growth,3 simply have not kept up.  This is not a sustainable financial position.   234 

Q. Why can’t ComEd borrow to make up its delivery revenue deficit? 235 

A. ComEd cannot borrow its way out of an inherent inability to recover its costs in its rates.  236 

As with any business, continuing to borrow is no substitute for being able to sell its 237 

services at a price that at least covers its costs.  Borrowing in a vain effort to cover the 238 

gulf between revenues and costs would simply put ComEd into a cycle of ever worsening 239 

financial health.  That is what I meant by the “death spiral” that I mentioned earlier. 240 

Moreover, if ComEd tried to pursue this futile strategy: 241 

• The underlying cause of the deficit would go unaddressed.  Without increased 242 

delivery rates, ComEd’s cash shortfall would grow and the borrowing would 243 

only worsen its financial condition. 244 

• ComEd would exhaust its ability to borrow, at least on anything like 245 

reasonable terms.  ComEd’s ability to access the commercial paper market has 246 

already dried up, forcing it to rely on revolving credit and other more 247 

expensive credit facility agreements typically reserved for “emergency” 248 

purposes.   249 

                                                 
3  Load growth since 2004 reduces the test-year revenue requirement by only about $27 million, as 

Mses. Houtsma and Frank explain in their panel testimony (ComEd Ex. 5.0). 
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• Borrowing would further increase ComEd’s capital costs.  ComEd’s growing 250 

borrowing has already increased its borrowing costs and that adverse trend 251 

will likely accelerate unless ComEd’s financial condition strengthens.  252 

In the end, ComEd would be forced to cut back on critical investments that would 253 

have a longer term impact on ComEd and its customers.   254 

Q. You also testified concerning ComEd’s inability to earn a reasonable return on its 255 

investment under current rates.  How does ComEd’s projected return on equity compare 256 

to the return on equity found by the Commission to be just and reasonable in Docket 257 

No. 05-0597?  258 

A. ComEd’s 2007 return on equity is projected to be much less than half of what the 259 

Commission determined in December 2006 to be just and reasonable.  ComEd’s 260 

projected return on equity in 2007 will be between 3.5% and 4.5%, excluding costs 261 

related to the recent legislative settlement, assuming earnings continue to track our 262 

estimates filed with the SEC. 263 

Q. How does ComEd’s inability to recover its cost of capital through its earnings affect its 264 

ability to serve customers? 265 

A. In order to continue to finance ComEd’s delivery business from either equity or debt 266 

investors, ComEd needs to earn sufficient returns to attract those investors.  If it cannot 267 

do that, its credit ratings will remain weak, its access to capital will be limited, and its 268 

ability to continue to invest in and operate its delivery business will suffer.     269 

Q. What would be the impact on ComEd’s credit ratings and credit metrics if ComEd does 270 

not receive a delivery rate increase? 271 
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A. If ComEd does not secure an appropriate rate increase, it likely faces further credit 272 

downgrades.  Susan Abbott, who was with Moody’s for 20 years, discuses the reasons 273 

further (ComEd Ex. 2.0).  As she observes, rating agencies are looking for a supportive 274 

rate order in this case.  The absence of a supportive order along with a continuation of 275 

current spend levels on the delivery system would continue both ComEd's sub-investment 276 

grade credit metrics and substandard return on equity through 2009 and likely further add 277 

to the rating agencies’ views of the risks that ComEd faces in Illinois.   278 

Q. Mr. McDonald, I have one final question concerning ComEd’s costs before turning to its 279 

capital structure.  How does ComEd monitor and control its expenses and capital 280 

expenditures to help ensure that its costs are reasonable? 281 

A. In addition to programs and controls at the operational level (which are discussed by 282 

other witnesses), ComEd has rigorous financial controls in place.  On the financial side, 283 

ComEd put in place financial controls and processes that allow it to develop, monitor, 284 

control, and minimize its expenses and capital expenditures.  ComEd also has a capital 285 

project approval process that we use to evaluate the quantitative and qualitative merits of 286 

projects.  We use the budgeting process to identify and challenge short-term costs and 287 

expenditures and any adverse trends in those costs and expenditures.  ComEd 288 

management and Board of Directors also use the budget process to strategically manage  289 

ComEd’s expenditures and capital structure.  Particular attention is given to operating 290 

and maintenance expenses and capital expenditures, and actual versus budget variances 291 

are reviewed and explained monthly.  ComEd also complies with Sarbanes-Oxley 292 

requirements for testing key financial controls.  Currently, PricewaterhouseCoopers 293 
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conducts independent, external audits of ComEd’s financial statements.  These processes 294 

allow ComEd to develop, monitor and control its costs and total expenditures.   295 

III. ComEd’s Capital Structure 296 

Q. What are the components of ComEd’s capital structure? 297 

A. ComEd’s capital structure includes long-term debt and common equity. 298 

Q. What capital structure measurement period has ComEd used for purposes of this 299 

proceeding? 300 

A. ComEd has used an historical capital structure measurement period as of December 31, 301 

2006, the end of the latest calendar year for which actual data are available. 302 

Q. As of December 31, 2006, what was ComEd’s balance of long-term debt? 303 

A. ComEd’s long-term debt, including transitional funding instruments, totaled $4.386 304 

billion. 305 

Q. What was ComEd’s common equity balance as of that date? 306 

A. ComEd’s common equity balance was $6.298 billion. 307 

Q. Have you calculated the common equity ratio for ComEd’s capital structure based on the 308 

long-term debt and common equity balances you have described? 309 

A. Yes.  ComEd’s common equity ratio as of December 31, 2006 was 58.95%. 310 

Q. Does ComEd’s proposed revenue requirement use a capital structure with a common 311 

equity ratio of 58.95%? 312 

A. No.   313 
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Q. Why is ComEd not proposing its actual 58.95% common equity ratio? 314 

A. While that common equity ratio would be reasonable for a utility like ComEd, we 315 

recognize that the rationale of the Commission’s decision in Docket No. 05-0597 316 

suggests a different result.  In Docket No. 05-0597, the Commission determined that, for 317 

ratemaking purposes, the goodwill recorded on ComEd’s balance sheet should not be 318 

included in the common equity balance used for ratemaking, and rejected ComEd’s 319 

proposed purchase accounting adjustment.  Reducing ComEd’s common equity balance 320 

for goodwill as of December 31, 2006 would result in a common equity ratio lower than 321 

58.95%. 322 

Q. Have you calculated the common equity ratio that would result if ComEd’s balance of 323 

common equity as of December 31, 2006 were reduced by the goodwill recorded on 324 

ComEd’s balance sheet as of that date? 325 

A. Yes.  As of December 31, 2006, the total amount of goodwill recorded on ComEd’s 326 

balance sheet was $2.694 billion.  Reducing ComEd’s $6.298 billion of common equity 327 

by the goodwill balance results in common equity of $3.604 billion, and a capital 328 

structure with a common equity ratio of 45.11%. 329 

Q. Is ComEd recommending that the Commission approve a capital structure with a 330 

common equity ratio of 45.11% in this proceeding? 331 

A. ComEd is asking the Commission to approve a capital structure with no less than 45.11% 332 

equity.  But the Commission should recognize that a capital structure with 45.11% equity 333 

is still quite leveraged for utilities with the type of strong credit ratings that ComEd has 334 

historically sought to achieve and that the Commission should conclude are appropriate.  335 
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Having a BB corporate credit rating and a business profile of “8” is virtually 336 

unprecedented and inappropriate for a large metropolitan T&D utility like ComEd.  337 

Utilities should be financially sound enterprises, not higher-risk investments.  338 

Q. How does a capital structure with a 45.11% common equity ratio compare to the capital 339 

structures of other utilities? 340 

A. A 45.11% common equity ratio is lower than the 50.7% average common equity ratio for 341 

comparable utilities identified by Dr. Hadaway for purposes of estimating ComEd’s cost 342 

of equity.  It is also several percentage points lower than the average of all U.S. regulated 343 

electric utilities.  344 

Q. Does ComEd’s acceptance of a capital structure with at least 45.11% equity mean that 345 

approval of a capital structure with more common equity would be inappropriate? 346 

A. No.  The Commission would provide significant support to ComEd’s financial strength 347 

by approving a capital structure with a higher common equity component.  However, for 348 

the reasons that I have described, ComEd has prepared its cost of capital schedules 349 

assuming a capital structure with a common equity ratio of 45.11%.  It is important to 350 

recognize that this 45.11% common equity ratio is premised on recovery of ComEd’s full 351 

revenue requirement. 352 

IV. ComEd’s Weighted Average Cost of Capital 353 

Q. Has a schedule calculating ComEd’s weighted average cost of capital been prepared 354 

under your direction? 355 

A. Yes.  Schedule D-1 attached to this testimony as ComEd Exhibit 9.2 is such a schedule. 356 

Q. What is ComEd’s weighted average cost of capital? 357 
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A. As reflected on ComEd Exhibit 9.2, ComEd’s weighted average cost of capital is 8.55%. 358 

Q. What are the costs of the individual components of ComEd’s capital structure taken into 359 

account in determining ComEd’s weighted average cost of capital? 360 

A. As shown on ComEd Exhibit 9.2, the embedded cost of ComEd’s long-term debt is 361 

6.74%.  The cost of ComEd’s common equity as estimated by Dr. Hadaway is 10.75%. 362 

Q. Has a detailed schedule calculating the embedded cost of ComEd’s long-term debt been 363 

prepared under your direction? 364 

A. Yes.  Schedule D-3 attached to this testimony as ComEd Exhibit 9.4 is a detailed 365 

schedule showing the calculation of the embedded cost of ComEd’s long-term debt.  366 

Q. Has a schedule showing ComEd’s cost of short term debt in the form specified by 83 367 

Illinois Administrative Code Section 285.4020 also been prepared under your direction? 368 

A. Yes.  Schedule D-2 and associated workpapers, attached to this testimony as ComEd 369 

Group Exhibit 9.3, contains a detailed schedule showing the calculation of the cost of 370 

ComEd’s short-term debt as well as other information required by 83 Illinois 371 

Administrative Code Section 285.4020. 372 

Q. You have testified that the components of ComEd’s capital structure are long-term debt 373 

and common equity.  Does the information provided in Schedule 9.3 support that 374 

conclusion? 375 

A. Yes.  As stated in ComEd Exhibit 9.3, ComEd uses short-term debt to maintain sufficient 376 

cash balances to meet its operating and working capital requirements.  Short-term debt is 377 

not used by ComEd to finance rate base assets or to make long-term investments in rate 378 

base.  Short-term debt is not a permanent source of capital for ComEd.  At several times 379 
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during 2006, ComEd was completely out of short-term borrowing.  Moreover, during the 380 

beginning of 2006, when ComEd had its largest short-term borrowings, ComEd was 381 

using short-term debt as a temporary bridge during a period when, due to uncertainty 382 

over threatened rate freeze legislation, it was unable to refinance long-term debt.  That 383 

debt has now been refinanced. 384 

V. The $803 Million Pension Contribution 385 

Q. Please describe the $803 million pension contribution. 386 

A. In March 2005, ComEd’s parent, Exelon Corporation, contributed $803 million in cash to 387 

ComEd.  This equity contribution enabled ComEd to provide funding for ComEd’s 388 

employees’ pension plans without requiring the issuance of additional debt. 389 

Q. Has the Commission previously considered how ComEd should recover the cost of the 390 

$803 million pension contribution through rates? 391 

A. Yes.  In Docket No. 05-0597, the Commission determined on rehearing that, as a result of 392 

the $803 million contribution, ComEd had incurred a cost and that ComEd should be 393 

authorized cost recovery for the contribution.  The Commission authorized cost recovery 394 

based on a 4.75% annual cost of debt that the Commission, based on the record in that 395 

case, found to be a proper estimate of the interest rate ComEd would have paid at that 396 

time had the pension contribution been financed with long-term debt rather than through 397 

an equity contribution. 398 

Q. Is ComEd asking the Commission to reconsider its decision to award ComEd a debt 399 

return on the pension contribution based on new evidence in this proceeding? 400 
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A. No.  ComEd appreciates that the Commission gave extensive consideration to this issue 401 

in Docket No. 05-0597 and is not seeking to re-litigate the issue in this proceeding.  402 

Accordingly, the rates and revenue requirement ComEd has submitted to the Commission 403 

reflect an annual debt return on the pension contribution at a 4.75% rate. 404 

However, ComEd has appealed the Commission’s decision in Docket No. 05-405 

0597, contending that ComEd’s rates should include the full cost, at ComEd’s overall 406 

weighted average cost of capital, of the $803 million contribution made to fund its 407 

pension obligations.  If the courts sustain ComEd’s legal position on appeal, then the 408 

Commission should include the $803 million pension contribution in ComEd’s rate base 409 

when determining rates in this case.   410 

Q. How would such a decision by an appellate court impact the revenue requirement 411 

schedules presented here? 412 

A. The impact on ComEd’s revenue requirement resulting from including the $803 million 413 

pension contribution in ComEd’s rate base would be an increase of approximately $37 414 

million. 415 

VI. Remaining Section 285.4000-4090 Schedules 416 

Q. Have schedules providing other financial information and financial statements called for 417 

by 83 Illinois Administrative Code Sections 285.4000-4090 been prepared under your 418 

direction?  419 

A. Yes.  Schedules D-4, D-5 and D-7 through D-12 are attached to this testimony as ComEd 420 

Exhibits 9.5, 9.6 and 9.8 through 9.13, and each has been prepared under my direction.   421 
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Q. To the best of your knowledge, is the information contained on ComEd Exhibits 9.2 422 

through 9.6 and 9.8 through 9.13 accurate and correct? 423 

A. Yes. 424 

Q. Please describe Schedule D-4, ComEd Exhibit 9.5. 425 

A. Schedule D-4, ComEd Exhibit 9.5, shows the embedded cost of ComEd’s preferred 426 

stock.  ComEd has no preferred or preference stock outstanding.  Accordingly, ComEd's 427 

cost of preferred and preference stock is 0%.  428 

Q. Please describe Schedule D-5, ComEd Exhibit 9.6. 429 

A. Schedule D-5, ComEd Exhibit 9.6 shows Unrecovered Common Equity Issuance costs.  430 

ComEd has no Unrecovered Common Equity Issuance costs. 431 

Q. Please describe Schedule D-7, ComEd Exhibit 9.8. 432 

A. Schedule D-7, ComEd Exhibit 9.8, contains comparative financial data for ComEd for 433 

the five most recently completed calendar years (i.e., through 2006). 434 

Q. What is Schedule D-8, ComEd Exhibit 9.9? 435 

A. Schedule D-8, ComEd Exhibit 9.9, Security Quality Ratings, is a schedule of credit 436 

ratings for ComEd by S&P, Moody’s and Fitch Ratings.  The table below summarizes 437 

ComEd’s current credit ratings.   438 

 S&P Moody’s Fitch 
Senior Unsecured B+ Ba1 BBB- 
Senior Secured BBB Baa2 BBB 

Q. What are Schedules D-9 through D-12, ComEd Exhibits 9.10 through 9.13? 439 
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A. Schedules D-9 through D-12, ComEd Exhibits 9.10 through 9.13, provide financial 440 

statements, including Income Statements (D-9), Balance Sheets (D-10), Statements of 441 

Cash Flows (D-11) and Statements of Retained Earnings (D-12). 442 

Q. What is Schedule D-6, ComEd Exhibit 9.7? 443 

A. Schedule D-6, ComEd Exhibit 9.7 is the cover page of a schedule containing work papers 444 

and source documents used by Dr. Hadaway to estimate ComEd’s requested rate of return 445 

on common equity.  The work papers and source documents that have been submitted by 446 

ComEd in accordance with Section 285.4060 of Title 83 of the Illinois Administrative 447 

Code were prepared under the direction of Dr. Hadaway. 448 

VII. ComEd’s Incentive Compensation Programs 

Q. Can you please describe ComEd’s incentive compensation programs? 449 

A. ComEd has two basic incentive compensation programs:  the Annual Incentive Program 450 

(“AIP”) and the Long-term Incentive Program (“LTIP”).  The ComEd LTIP has two 451 

plans: one for officers and one for key managers.  These incentive programs are an 452 

important part of our employees’ compensation packages and link their individual 453 

performance to ComEd’s performance.   454 

The AIP, in particular, provides incentives for achieving ComEd’s annual 455 

performance goals.  AIP compensation is based on how well an employee, that 456 

employee’s functional area, and ComEd as a whole perform against goals established for 457 

the year.  The AIP is based on two types of measurements:  funding and allocation.  458 

Performance on funding measurements determines whether AIP compensation will be 459 

paid and what the potential payout will be.  Performance on allocation measurements 460 
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determines how AIP compensation, once funded, will be divided up among the various 461 

ComEd functional areas.  AIP compensation is paid in cash.   462 

The officers’ LTIP compensates officers who affect ComEd’s long-term success.  463 

Annual progress on a combination of goals, primarily operational and cost savings goals, 464 

is the basis for determining the LTIP payout.  The key managers’ LTIP compensates 465 

individuals in select, non-officer management positions who also play key roles in 466 

supporting ComEd’s operational success and whose retention is critical to long-term 467 

succession planning.  ComEd officers’ and key managers’ LTIP compensation vests in 468 

thirds on the first, second and third anniversaries of the grant.  ComEd officers receive 469 

these payments in cash, while key managers receive their compensation in restricted 470 

stock of Exelon Corporation. 471 

ComEd restructured its incentive compensation programs for 2007 to address the 472 

Commission’s decision in Docket No. 05-0597.  As is described in the testimony of 473 

Mses. Houtsma and Frank, ComEd’s revenue requirement in this case includes a pro 474 

forma adjustment to reflect the new 2007 incentive plans. 475 

Q. What is the impact of this pro forma adjustment?  476 

A. As described in Schedule C-2.6 of Mses. Houtsma and Frank’s direct testimony (ComEd 477 

Ex. 5.0), a pro forma adjustment to increase operating expenses by $3.4 million has been 478 

made to reflect the 2007 incentive plan.  This is a result of both increases in salary and 479 

wages from 2006 to 2007, and use of a 100% target for purposes of calculating the 480 

payout in 2007.   481 
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Q. How is the AIP component of the incentive compensation program different from the 482 

program addressed by the Commission in Docket No. 05-0597? 483 

A. The 2007 AIP performance measurements focus on improvements that directly benefit 484 

ComEd’s customers.  For 2007, ComEd’s total cost (i.e., operating and maintenance or 485 

“O&M” and capital) goal replaces the Exelon corporate earnings per share (“EPS”) 486 

measure.  For non-executive employees, ComEd’s total cost goal reflects a 50 percent 487 

weighting in the overall plan.  The remaining 50 percent of the AIP for non-executive 488 

employees is based on operational measures such as outage duration performance (i.e., 489 

Customer Average Duration Interruption Index or “CAIDI”), outage interruption 490 

frequency (i.e., System Average Interruption Frequency Index or “SAIFI”) and 491 

Occupational Safety and Health Administration (“OSHA”) recordable incidents.  492 

Executives’ AIP is based on the same measures as identified above plus an additional 493 

measurement, ComEd net income.  Simply put, ComEd net income is comprised of two 494 

major elements:  revenues and expenses.  By including a net income component in the 495 

executive measurement along with the operating metrics, ComEd executives are 496 

encouraged to align revenues and expenditures to the extent possible and to monitor and 497 

control expenses while continuing to focus on reliability and safety.  Customers benefit 498 

because appropriate returns provide the financial health and flexibility a utility needs to 499 

make further investments in the system.   500 

The weighting of these measures for executive AIP payments is 50% ComEd net 501 

income, and 50% for all the other measures (ComEd total cost, CAIDI, SAIFI, and its 502 

safety performance as measured by incidents meeting OSHA definitions).  In order to 503 

maintain ComEd’s commitment to customer satisfaction, ComEd AIP payments for all 504 
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eligible employees are adjusted upward or downward based on the results of an American 505 

Customer Satisfaction Index (“ACSI”) Proxy survey. 506 

Q. How is the LTIP component of the incentive compensation programs different from the 507 

program addressed by the Commission in Docket No. 05-0597? 508 

A. ComEd’s Board of Directors established the LTIP as of January 1, 2007 for ComEd 509 

officers.   The LTIP payments to officers are in cash rather than in shares or options in 510 

Exelon Corporation common stock.  As I previously described, payments from this LTIP 511 

program are designed to promote ComEd’s operational and cost savings goals, and vest 512 

over a three-year period.   513 

The key managers’ LTIP compensates individuals in selected roles with restricted 514 

common stock of Exelon Corporation.  Although the compensation under this LTIP is 515 

paid in the form of stock, the compensation itself is based on the employee’s performance 516 

in supporting ComEd’s operational success, not Exelon’s.  Compensation in the form of 517 

restricted stock delivers value at the vesting date regardless of whether the stock price 518 

increases or decreases, as opposed to a stock option that delivers no value unless the 519 

stock price increases following the grant and the option is exercised.  As I previously 520 

described, compensation under the key managers’ LTIP vests over a three-year period. 521 

Q. Do the metrics governing compensation under ComEd’s current incentive compensation 522 

program have the characteristics that the Commission found in its decision in Docket 523 

No. 05-0597 were appropriate for incentive compensation programs the cost of which 524 

was recoverable in retail delivery rates? 525 



Docket No. 07-____ 
ComEd Ex. 9.0 

Page 26 of 28 

A. Yes.  In its Order in Docket No. 05-0597, the Commission found that ComEd should not 526 

be permitted to recover through rates the portion of the incentive compensation structure 527 

based on Exelon Corporation earnings per share (“EPS”) metric, because “the primary 528 

beneficiaries of increased earnings per share are shareholders, not ratepayers.”  Although 529 

we do not agree with that conclusion, the 2007 incentive compensation plans do not have 530 

an EPS component.  In short, they comply with the Commission Order by removing the 531 

performance metric that the Commission found should not be reflected in rates.  532 

Moreover, the Commission found that metrics related to ComEd’s performance in 533 

meeting operational goals and customer service needs such as SAIFI, CAIDI, and O&M 534 

and capital expense control were appropriately reflected in rates and the incentive 535 

compensation costs related to those metrics were eligible for rate recovery.  Even the 536 

small remaining role that ComEd’s net income plays in the incentive program meets this 537 

test.  In sum, the 2007 incentive plans, the costs of which are included in the revenue 538 

requirement, use the criteria that the Commission previously found to be appropriate.  539 

VIII. Supply Administration Charge 540 

Q. What is the nature of ComEd’s supply administration charge? 541 

A. ComEd purchases all of the electricity it requires to serve retail supply customers in the 542 

federally regulated wholesale electricity markets.  Under both the Illinois Auction process 543 

and the new competitive procurement process adopted by Public Act 95-0481, ComEd 544 

must take actions to administer and manage those purchases.  While the cost of the 545 

electricity itself is recovered from customers through rates that are not the focus of this 546 

filing, the cost of the administration has been recovered through a separate “Supply 547 

Administration Charge” or “SAC.” 548 
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Q. What are the types of costs recovered though the Supply Administration Charge?  549 

A. ComEd recovers through the SAC the costs directly associated with supply procurement 550 

activities required to serve our retail load, as opposed to other distribution company 551 

functions under PJM.  The costs are relatively minor and largely consist of payroll for the 552 

employees dedicated to the supply administration function and the costs of the 553 

information systems that they use.  The calculation of the SAC is discussed in the 554 

testimony of Mr. Crumrine (ComEd Ex. 11.0) and the panel testimony of Mr. Alongi and 555 

Ms. Jones (ComEd Ex. 12.0).  556 

Q. What is ComEd proposing with respect to the SAC in this case? 557 

A. The competitive procurement process will evolve in response to Public Act 95-0481, but 558 

ComEd will continue to incur these types of supply acquisition expenses.  ComEd plans 559 

to propose to begin recovering these costs through its supply charges in the tariffs 560 

implementing the new legislation.  But, in the event that the Commission does not 561 

approve that approach, ComEd has sought to update the SAC to reflect test year costs.  562 

The types of expenses included in the updated SAC remain the same as those reviewed 563 

and approved by the Commission in the 2005 Rate Case.   564 

Q. Are ComEd’s supply administration charges reasonable and prudently incurred? 565 

A. Yes.  ComEd supply administration charges are reasonable and were prudently incurred.  566 

The staffing in the Energy Acquisition Department is individually managed and adjusted 567 

as a function of required procurement activities.  Their wages and salaries are appropriate 568 

given the skills and experience required.  Further, the information systems they use are 569 
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selected to meet the specific needs of their function, and were acquired using the same 570 

purchasing processes as with our other information systems. 571 

Q. Does this conclude your direct testimony? 572 

A. Yes, it does. 573 


