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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. Are you the same  Robert K. McDonald who has testified previously in this proceeding? 6 

A. Yes, I submitted direct testimony on behalf of ComEd in this proceeding. 7 

 B. Purposes of Testimony 8 

Q. What are the purposes of your testimony? 9 

A. My testimony has three purposes.   10 

1. In my direct testimony, I explained why increasing ComEd’s distribution 11 

rates is financially essential for ComEd and ultimately beneficial for its customers.  12 

Current distribution rates simply will not allow ComEd to cover its costs including 13 

earning a fair return so that it can sustain infrastructure investments and operational 14 

expenditures that benefit customers.  Approval of ComEd’s proposed rate increase will 15 

put ComEd back on the path to financial health and provide it the means to continue to 16 

fund new investment and planned operations.  The disallowances recommended by Staff 17 

and Intervenors are inconsistent with these objectives and, if adopted, would have very 18 

significant adverse effects on ComEd and its customers.  In my rebuttal testimony I 19 

reiterate the critical importance of approving rates that will improve ComEd’s financial 20 

condition.    21 
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2. On two important areas discussed in my direct testimony -- capital 22 

structure and cost of long-term debt --  the parties are in agreement, with only some 23 

minor corrections to the capital structure and precise cost of long-term debt remaining for 24 

consideration.  My rebuttal testimony reviews the positions of Staff and Intervenors on 25 

these issues that support approval of a capital structure with 45.04% common equity and 26 

approval of a cost of long-term debt of  6.78%.  27 

3. I respond to Staff and Intervenors on two issues addressed in my direct 28 

testimony that are in dispute – recovery of incentive compensation costs and Riders SMP 29 

and SEA. 30 

 C. Attachments to Direct Testimony 31 

Q. Are you submitting any attachments to your testimony? 32 

A. My testimony includes ComEd Exhibits 28.1 through 28.5, which are attached. 33 

II. ComEd’s Need for A Rate Increase 34 

Q. In your direct testimony, you described ComEd’s weak financial condition and the 35 

critical importance of the proposed increase in delivery rates.  Why are you reiterating 36 

these concerns in your rebuttal testimony? 37 

A. Because the need for the rate increase remains the same for all of the reasons I described 38 

in my testimony, yet Staff and Intervenors recommend disallowance of the vast majority 39 

of the increase necessary to put ComEd on the path to financial recovery.  ComEd’s 40 

delivery rates do not allow ComEd to recover its costs of providing delivery services 41 

including its allowed return on equity.  For the adjusted test year, ComEd’s direct 42 

testimony demonstrated that its distribution costs including its costs of equity were 43 

approximately $361.3 million greater than distribution revenues calculated at current 44 
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rates.    Despite this revenue deficiency of over $350 million, Staff recommends approval 45 

of a rate increase of only $112 million.  Intervenors propose approval of even less -- $39 46 

million.  It should be noted that in the rebuttal testimony of Kathryn Houtsma and Stacie 47 

Frank, ComEd accepted various adjustments that reduced its revenue requirement 48 

increase to $355.4 million. 49 

Q. Would adoption of Staff and Intervenor positions provide ComEd with adequate revenues 50 

to earn a fair return, improve its financial condition and maintain spending plans for 51 

improvements to the delivery system? 52 

A. No.  As explained below, adoption of Staff and Intervenor positions would not allow 53 

 ComEd to earn a fair return and would further damage ComEd’s financial position. 54 

 Furthermore, adoption of these Staff and Intervenor positions would force ComEd to 55 

 significantly  reduce its spending plans for the distribution system.  56 

Q. Staff witness Dianna Hathhorn includes a Schedule 1.1 with her testimony indicating that 57 

adoption of Staff’s positions results in net operating income for ComEd of $476 million.   58 

Does this $476 million amount include a deduction for the interest that ComEd pays on 59 

its debt? 60 

A. No.  Schedule 1.1 is a standard schedule used in rate cases to show the total return on rate 61 

base.  Staff’s Schedule 1.1 shows that information assuming that all of Staff’s positions 62 

were adopted.  It does not purport to show distribution net income after interest expense.  63 

Q. What adjustments would have to be made to the $476 million amount on Schedule 1.1 to 64 

reflect distribution net income after interest expense? 65 
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A.  Interest expense of approximately $211 million would have to be deducted from the 66 

$476 million amount resulting in distribution net income after interest expense of about 67 

$265 million.   68 

Q. Will ComEd actually earn $265 million of distribution net income after interest expense 69 

if Staff’s positions are adopted? 70 

A. No.  The $265 million amount is based on a 2006 test year.  In the first full year in which 71 

the new rates will be in effect – 2009 – ComEd projects that its distribution net income 72 

would be $131 million under Staff’s proposals.   Exhibit 28.1. 73 

Q. How would this projected $131 million of distribution net income compare to Staff’s 74 

proposed 10.3% return on equity? 75 

A. The $131 million of distribution net income equates to a distribution return on equity of 76 

only 3.98%, significantly below the 10.3%.      77 

Q. Would Staff’s proposal have an impact on 2008 net income? 78 

A. Yes.  Staff’s proposal would reduce ComEd’s revenue in the 4th quarter of 2008 by about 79 

$70 million.  In addition to the reduction in revenue, ComEd would be forced to write-off 80 

almost $200 million of plant related to property unit catalog issues, software 81 

capitalization and the disallowance of costs related to underground lines and services.  82 

Such a combination of lower revenue and a write-off would leave ComEd with a 83 

projected return on equity in 2008 of 1-2%. A Commission order compelling write offs of 84 

this magnitude will be very significant to the investment community.  Rather than 85 

demonstrating support for ComEd’s efforts to restore its financial health, such an order 86 

would likely be viewed as a serious setback, further weakening ComEd’s position.     87 
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Q. Mr. Gorman testifies that adoption of his proposals will still enable ComEd to produce a 88 

Funds From Operations (“FFO”) to debt interest ratio and an FFO to total debt coverage 89 

ratio falling within the Standard & Poors’ (“S&P”) benchmark guidelines for an A-rated 90 

utility with a business profile score of “4”.  Do you agree? 91 

A. No.  First of all, as outlined in Ms. Abbott’s testimony, S&P no longer uses the business 92 

profile score.  However, ignoring that S&P has changed its rating methodology and the 93 

fact that under the old methodology S&P rated ComEd’s business risk profile as an “8” 94 

and not “4”, Mr. Gorman has not calculated his credit metrics correctly. 95 

Mr. Gorman’s credit metrics calculation is based entirely on values related to the 96 

test year in this case pertaining to Distribution.  The rating agencies will review company 97 

projections of 2009 for the entire business when determining ComEd’s credit rating.  Mr. 98 

Gorman’s estimate of Funds from Operations (FFO) of $726 million is a hypothetical 99 

value for the Distribution business that ignores the impacts of the difference between the 100 

test year and 2009 and fails to include other sources of funds related to Transmission.  101 

ComEd currently projects a total FFO in 2009 of $738M using Staff’s proposal, which is 102 

slightly higher than Mr. Gorman’s but reflects all sources of Funds from Operations not 103 

just Distribution related funds (Exhibit 28.1, Schedule 1.3, lines 4 - 8). 104 

Additionally, Mr. Gorman bases his debt and interest estimates solely on the 105 

amounts related to the 2006 test year for Distribution.  The rating agencies will calculate 106 

the 2009 metrics on projected debt and interest for the entire ComEd business including 107 

Transmission as well as make adjustments for certain non-debt liabilities that Mr. 108 

Gorman has failed to include.  Mr. Gorman’s hypothetical calculations understate interest 109 
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expense by $125 million and understate ComEd’s 2009 debt by $2.8 billion.  ComEd’s 110 

projections result in an FFO to Interest value of 2.98 for 2009, and a FFO to Debt metric 111 

of 11.58% (Exhibit 28.1, Schedule 1.3).   Both of these metrics are significantly below 112 

Mr. Gorman’s estimate of 3.9 for FFO to Interest  and 20% for FFO to Debt and are more 113 

consistent with the new S&P category of “aggressive” suggesting a continuation  of the 114 

below investment grade rating for ComEd.  Even under S&P’s old rating methodology, 115 

with a business profile of “8” these metrics would have been consistent with a sub-116 

investment grade rating. 117 

Q. More than $100 million of Staff’s proposed revenue requirement disallowance is 118 

attributable to the recommendation by Mr. Griffin, ICC Staff Ex. 2.0, to remove from 119 

ComEd’s rate base the plant additions that ComEd’s witnesses testified were reasonably 120 

certain to occur during the first three quarters of 2008.  Although this proposed 121 

disallowance is addressed in detail by other ComEd witnesses, are there overall factors 122 

that ComEd believes the Commission should consider when assessing this proposal to 123 

disallow more than $100 million of revenue requirement related to ComEd’s plant 124 

additions costs? 125 

A. Yes.   The Commission’s decision on this issue is critical to the restoration of ComEd’s 126 

financial health, as well as to the achievement of reasonable investment grade credit 127 

ratings.  ComEd, like many other utilities, is faced with enormous capital expenditures 128 

for which it must receive timely cost recovery.  The Commission has  authority to 129 

provide timely recovery of the costs of these expenditures by including plant additions in 130 

rate base.  This is a key tool available to utilities and the Commission to reduce the 131 

impact of regulatory lag.  If the Commission adopts the position of Staff and certain 132 
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Intervenors and declines to support the restoration of ComEd’s financial health through 133 

the use of recognized plant addition authority, it will confirm the fears of credit rating 134 

agencies and others who have expressed continued uncertainty about ComEd’s ability to 135 

obtain the type of supportive regulatory order on which its financial condition depends.  136 

Q. Is there recognition in the industry that the large capital expenditures being made by 137 

utilities like ComEd pose financial challenges that regulators must acknowledge and 138 

address? 139 

A. Yes.  For example, an Edison Electric Institute (“EEI”) 4th quarter 2007 financial update 140 

notes that “[t]he utility industry is in the early stages of a sizeable long-term capital 141 

investment cycle that includes rising spending on emissions control equipment, 142 

transmission and distribution upgrades…”  EEI Q4 2007 Financial Update at 5.  EEI 143 

commented that “[a]s the year[2007] progressed, rising capital expenditures and the 144 

accompanying debt were becoming a more frequent concern cited by the rating 145 

agencies.”  EEI Q4 2007 Financial Update, Credit Ratings, at 6.  EEI reported four rating 146 

agency downgrades in the 4th quarter of 2007 by Moody’s primarily attributable to the 147 

“weakening financial profile ... from a significantly increased capital expenditure 148 

program.”  Id.  149 

Q. Are concerns about regulatory lag and the need for supportive regulatory orders allowing 150 

timely recovery of the costs of capital expenditures also being expressed in the industry 151 

and by rating agencies? 152 

A. Yes.  Focusing, again, on EEI, its 4th quarter 2007 Financial Update concludes with the 153 

observation that “[r]egulatory uncertainty has kept agencies wary of prolonged revenue 154 
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deferrals and cost recovery challenges, particularly in volatile regulatory environments.”  155 

EEI Q4 2007 Financial Update at 7.  Moody’s has stressed the importance of “timely 156 

regulatory support from the ICC for recovery of [ComEd’s] ongoing capital investment 157 

program in the transmission and distribution business.”  Moody’s Global Research 158 

Announcement, March 13, 2007.  Fitch Ratings revised its outlook for one utility to 159 

Negative in December, 2007, citing, among other things, “the potential for further 160 

deterioration due to regulatory lag”  and noting that “earnings and cash flow attrition due 161 

to regulatory lag and/or unanticipated disallowances is a significant challenge to the 162 

sustainability of … investment grade credit ratings.”  Fitch Ratings, Press Release, 163 

December 21, 2007. 164 

Q. Do rating agencies consider the importance of timely authorization of cost recovery by 165 

regulatory authorities? 166 

A. Yes.  The testimony of Susan Abbott explains that they do.  In addition, in its study 167 

entitled “Keys to Success for U.S. Electricity Transmission and Distribution Companies,” 168 

Standard & Poors stated that “[r]egulation is the most important factor affecting T&D 169 

companies’ credit quality because it provides the means by which a utility can realize 170 

predictable and stable financial results.  To be viewed positively, regulatory treatment 171 

should be timely …”  172 

Q. What do you  conclude on the subject of ComEd’s financial condition and need for a rate 173 

increase? 174 

A. The Commission is well aware that we have gone through a difficult period in Illinois 175 

and that ComEd’s financial health and credit standing have suffered significantly.  Some 176 
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of the uncertainties that faced ComEd have been resolved, but the future for ComEd 177 

remains far from clear.  Leaving aside entirely the risks posed by ComEd’s procurement 178 

obligations, major challenges confront ComEd’s distribution business.  ComEd’s 179 

financial condition continues to be very weak and its decline can be reversed only if the 180 

Commission provides significant rate relief.  The rating agencies have plainly stated that 181 

“supportiveness of the regulatory framework under which a utility operates is a critical 182 

rating factor.”  Moody, Global Credit Research, Credit Opinion September 24, 2007.   183 

The Commission should authorize inclusion of ComEd’s plant additions through 184 

September 30, 2008 in rate base, avoiding the drastic consequences that will result if 185 

plant additions are disallowed.  It will provide ComEd an opportunity to rebuild its 186 

financial strength and will send a clear message to rating agencies that Illinois regulatory 187 

authorities stand behind ComEd and will not allow it to become even more weakened 188 

financially.  ComEd respectfully urges the Commission to follow that course.  It is in the 189 

interest of ComEd’s customers and it will help to halt ComEd’s decline and the continued 190 

uncertainty about its future that have dominated so much of the past few years’ debate.     191 

III. ComEd’s Capital Structure  192 

Q. Please summarize the testimony addressing ComEd’s capital structure. 193 

A. In my direct testimony, I indicated that ComEd’s actual common equity ratio as of 194 

December 31, 2006 was 58.95% and noted that a capital structure with a common equity 195 

ratio in that range would be reasonable for a utility like ComEd.  However, we elected 196 

not to pursue goodwill, and I asked for approval of a capital structure with no less than 197 

45.11% equity. 198 
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IIEC witness Michael Gorman states in his testimony: “I do not take issue with 199 

ComEd’s proposed capital structure in this proceeding.”  IIEC Ex. 2.0 14:318.  CUB 200 

witness Christopher Thomas applies the 45.11% common equity capital structure in his 201 

testimony.  CUB Ex. 1.0 3:46-48.  Staff witness Michael. McNally proposes that 202 

ComEd’s balance of long-term debt be calculated without giving effect to GAAP 203 

purchase accounting adjustments, which results in a common equity ratio of 45.04%. ICC 204 

Staff Ex. 4.0 3:55-57.   ComEd will not oppose Mr. McNally’s removal of the purchase 205 

accounting adjustments from the balance of long-term debt in this proceeding 206 

Q. What action should the Commission take on the capital structure issue given this 207 

testimony? 208 

A. The Commission should approve a capital structure with a common equity balance of no 209 

less than 45.04%.   A revised Schedule D-1 reflecting a capital structure with a common 210 

equity ratio of 45.04% is attached as Exhibit 28.2.    211 

IV. ComEd’s Cost of Long-Term Debt  212 

Q. Please summarize the testimony addressing ComEd’s cost of long-term debt. 213 

Q. My direct testimony included a detailed Schedule D-3 showing that the embedded cost of 214 

ComEd’s long-term debt is 6.74%.  IIEC witness Michael Gorman applied a 6.74% long-215 

term debt cost in his testimony.  IIEC Ex. 2.1.  CUB witness Christopher Thomas did so 216 

as well.  CUB Ex. 1.0 3:  46-48.  Staff witness Michael McNally identified a number of 217 

adjustments to ComEd’s long-term debt cost, but arrived at the same result, testifying that 218 

“ComEd’s embedded cost of long-term debt as of December 31, 2006 equals 6.74%.”  219 

ICC Staff Ex. 4.0  7:139-142.  220 
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Q. After reviewing Mr. McNally’s adjustments, are there any corrections that should be 221 

made to the proposed 6.74% cost of long-term debt? 222 

A. Yes, there are three corrections that should be made.  The first error understates the 223 

annualized amortization of balances associated with the write off of unamortized losses 224 

on reacquired debt in 1997 as a result of ComEd's discontinuance of SFAS No. 71 for the 225 

generation portion of ComEd’s business.  As is demonstrated on ComEd Exhibit 28.3, 226 

and the response to Staff Data Request MGM 3.06, the understatement is the result of a  227 

presentation difference between ComEd’s GAAP accounting and the ILCC Form 21 228 

Annual Report.  Mr. McNally recognized the difference with respect to both the balance 229 

of unamortized losses on reacquired debt and the related amortization, but his adjustment 230 

to account for the difference in the amortization was incorrect (Staff Exhibit 4.0, 231 

Schedule 4.2) The presentation difference in GAAP accounting and Form 21 reporting 232 

should have no impact on ComEd’s cost of long-term debt.  Mr. McNally’s adjustment 233 

for the amount of amortization associated with the presentation difference is a credit of 234 

$4,558,668 (Staff Exhibit 4.0, Schedule 4.2, Line 120). The correct amount of 235 

amortization associated with the presentation difference is a credit of $3,313,131 (ComEd 236 

Exhibit 28.3).   237 

The second and third errors understate the annualized amortization of debt expenses 238 

related to certain settled interest rate swaps.  ComEd Exhibit 28.4 and the response to 239 

Staff Data Request MGM 3.03 outline the amortization of the subject settled interest rate 240 

swaps in more detail.  Mr. McNally’s annualized amortization amounts for the subject 241 

settled interest rate swaps are $87,510 and $3,493,409 (Staff Exhibit 4.0, Schedule 4.2, 242 

Lines 44 and 97, respectively).  The correct annualized amortization amounts for these 243 
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interest rate swaps are $232,486 and $3,647,692, respectively (see ComEd Exhibit 28.4).   244 

The net understatement of total cost of long-term debt expense by Staff as a result of the 245 

three errors is approximately $1.5 million. 246 

Q. Please summarize the overall impact to the cost of long term debt. 247 

A. The exclusion of purchase accounting reduces Staff’s calculation of the cost of long term 248 

debt relative to ComEd’s calculation in Schedule D-3; the reduction is offset by  249 

adjustments proposed by McNally as well as the correction of Staff’s calculation due to 250 

the three errors noted above (see Exhibit 28.5).  The net effect is to raise ComEd’s cost of 251 

long term debt to 6.78%.  252 

Q. What action should the Commission take on the cost of long-term debt issue given this 253 

testimony? 254 

A. The Commission should approve at least a 6.74% cost of long-term debt.  That long-term 255 

debt cost is not in dispute.  If the Commission accepts ComEd’s positions with respect to 256 

the three errors described above, the appropriate cost of long-term debt would be 6.78%.   257 

V. ComEd’s Incentive Compensation Programs   258 

Q. Staff witness Dianna Hathhorn recommends disallowance of $17.7 million of incentive 259 

compensation expense and $10.4 million of capitalized incentive compensation costs.  260 

Are these proposed disallowances consistent with what the Commission decided in 261 

ComEd’s last rate case, ICC Docket 05-0597? 262 

A. No.  They are not.  In ICC Docket 05-0597, the Commission adhered to its position in 263 

ICC Docket 01-0423 that “such expenses should be recovered if the incentive 264 

compensation plan has ‘reduced expenses and created greater efficiencies in operations’ 265 
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and thus, ‘it can reasonably be expected to provide net benefits to ratepayers.’”  ICC 266 

Docket 05-0597 Final Order at 95.  Concluding that “it is hard to ignore the tangible 267 

benefits to ratepayers” that result from meeting operational goals, such as “increased 268 

reliability as measured by SAIFI and CAIDI” and “reducing O&M and capital expenses,”  269 

the Commission approved recovery of incentive compensation resulting from meeting 270 

“funding measures associated with operational goals.”  ICC Docket 05-0597 Final Order 271 

at 96-97.  Despite the Commission’s decision that incentive compensation associated 272 

with operational goals is recoverable, Ms. Hathhorn’s recommendation includes 273 

disallowances of substantial amounts of “operational” incentive compensation that 274 

squarely  - and intentionally - meet the Commission’s standards for allowance. 275 

Q. What portions of Ms. Hathhorn’s proposed disallowance squarely meet the 276 

Commission’s standards for allowance in ICC Docket 05-0597? 277 

A. A number of components of the proposed disallowance do.  First, Ms. Hathhorn 278 

recommends disallowance of 50% of ComEd’s 2007 Annual Incentive Plan costs related 279 

to the “total costs” goal, which Ms Hathhorn concedes “includes targets for operating and 280 

maintenance (“O&M”) expenses plus capital expenditure goals.”  ICC Staff Ex. 1.0, 13: 281 

275-278.  Nonetheless, she contends that “only shareholders will benefit by ComEd’s 282 

achievement of the O&M goals….”  Staff Ex. 1.0, page 13, lines 283-284 283 

Q. Does Ms. Hathhorn’s contention with respect to the AIP’s total cost goal have merit? 284 

A. No.  Ms. Hathhorn’s classification of the total cost goal as shareholder-oriented is 285 

misplaced.  The total cost goal is an operational metric.  It provides an incentive to 286 

manage cost levels, which benefits customers through lower rates than otherwise would 287 
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be expected, improved efficiency, and productivity.  The Commission has repeatedly 288 

recognized the benefits to customers from incentive compensation programs that reward 289 

employees for controlling or lowering operating costs.  The Commission specifically 290 

authorized recovery of such O&M-related incentive compensation in ICC Docket 05-291 

0597.   292 

Q. Did ComEd revise its AIP plan in response to the ICC's Order? 293 

A. Yes.  The Commission’s Order concluded that “the earnings per share (“EPS”) funding 294 

measure, which constitutes fifty percent of overall plan funding, should not be allowed to 295 

be recovered through rates.”  Final Order, ICC Docket 05-0597 at 96.  In direct response 296 

to the Commission’s Order, ComEd revised the AIP to abolish the Exelon EPS funding 297 

measure, and replaced it for most employees with the ComEd-specific total costs goal.  298 

Because ComEd has complied with the Order, the AIP costs related to the total costs goal 299 

should be recoverable.    300 

Q. Are there other recent Commission decisions that also support recovery of ComEd’s AIP 301 

costs related to the total costs goal? 302 

A. Yes.  In the recent Peoples Gas / North Shore gas rate cases, in rejecting a challenge by 303 

Staff to a portion of an incentive compensation plan, the Commission stated in part: “As 304 

to its particulars, the Utilities’ surrebuttal testimony effectively disputes Staff’s claim that 305 

controlling O & M expenses should not count [as a customer benefit].  It further shows 306 

that in the 2006 test year the aggregate actual O & M expenses were about $11 million 307 

below budget.  Under the Plan, 25% of the measures were based on controlling these very 308 

expenses and we consider this as beneficial to ratepayers.”  ICC Docket 309 
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Nos. 07-0241/07-0242 Order Feb. 5, 2008, p. 66.  See also, e.g., In re Commonwealth 310 

Edison Co., ICC Docket No. 01-0423, at 129 (Order, March 28, 2003); In re Consumers 311 

Illinois Water Co., ICC Docket No. 03-0403, at 15 (Order, April 13, 2004); In re 312 

Northern Illinois Gas Co., ICC Docket No. 95-0219, at 27 (Order, April 3, 1996).  That 313 

such a metric benefits customers under the Commission’s past analyses is directly 314 

reflected in the Commission’s identification of cost savings as a key customer benefit.  315 

To suggest that the same operational goal which has been regularly permitted in other 316 

Commission decisions should now be disallowed is inconsistent with past Commission 317 

practice, contrary to customer interests, and should be rejected. 318 

Q. Does Ms. Hathhorn provide any explanation for proposing a disallowance that is directly 319 

contrary to the Commission’s decision in ICC Docket 05-0597? 320 

A. Ms. Hathhorn compliments ComEd for basing incentive compensation on “a tangible 321 

goal such as reducing O&M,”  but  contends that the “total costs” portion of ComEd’s 322 

AIP expense should nonetheless be denied because ratepayers do not benefit “unless 323 

those cost reductions remain in place through the next rate case cycle and are accounted 324 

for in the next test year.”  ICC Staff Ex. 1.0. 13:281-282.  In fact, the total cost goal 325 

remains in effect as one of the key performance indicators in ComEd’s 2008 AIP.  In 326 

addition, the relevant test applied by the Commission in ICC Docket 05-0597 is whether 327 

the plan has “reduced expenses and created greater efficiencies in operations” and thus, 328 

“it can reasonably be expected to provide net benefits to ratepayers.”  ICC Docket 05-329 

0597 Final Order at 95.  Ms. Hathhorn’s “accounted for in the next test year” standard is 330 

not included in the Commission’s order in Docket 05-0597, and the order provides just 331 

the opposite by adopting a “reasonably expected to provide net benefits” test instead.   332 
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The Commission should seek to encourage utilities to focus on cost management 333 

each and every year and to establish incentives that will encourage continuing cost 334 

savings now and in the future.  To disallow incentive compensation costs that will 335 

encourage cost reduction would be inconsistent with the goals the Commission seeks to 336 

achieve.  Advising utilities that costs of incentive programs will not be recoverable if the 337 

benefits fall outside the test year sends the wrong message, emphasizing short-term test 338 

year results rather than consistent, ongoing operational improvements.   339 

Recovery of all of ComEd’s Annual Incentive Plan costs related to the “total 340 

costs” goal should be approved because those costs meet both the “operational” and 341 

“reasonably expected to provide net benefits” tests set out by the Commission.  Ms. 342 

Hathhorn’s proposed disallowances related to the AIP total cost goal include $4,999,000 343 

of operating expense, including payroll taxes and depreciation expense, and $3,018,000 344 

of capital costs.  345 

Q. Do other components of Ms. Hathhorn’s proposed disallowance squarely meet the 346 

Commission’s standards for allowance in ICC Docket 05-0597? 347 

A. Yes.  As explained in the rebuttal testimony of Kathryn Houtsma and Stacie Frank, 348 

ComEd Ex. 25.0, Ms. Hathhorn’s calculation of her disallowance of ComEd’s Long 349 

Term Incentive Plan (“LTIP”) costs incorrectly includes non-jurisdictional amounts, 350 

which were not included in ComEd’s revenue requirement to begin with.  The error 351 

results in unwarranted reductions of $946,000 in expense and $310,000 of rate base. 352 

In addition, Ms. Hathhorn proposes to disallow $3,385,000 of AIP compensation 353 

expenses that largely meets the substantive standards for allowance in ICC Docket 05-354 
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0597, but that Ms. Hathhorn believes does not qualify under the Commission’s pro forma 355 

adjustment standards.  As explained in the rebuttal testimony of Ms. Houtsma and Ms. 356 

Frank, the pro forma adjustment tests are satisfied and disallowance of this portion of 357 

ComEd’s incentive compensation costs is also inconsistent with the Commissions prior 358 

decision.         359 

Q. What is the total amount of  Ms. Hathhorn’s proposed disallowance that squarely meets 360 

the Commission’s standards for allowance in ICC Docket 05-0597?  361 

A. The total amount is $9,330,000 of expense and $3,327,000 of net rate base as described 362 

more fully in the rebuttal testimony of ComEd witnesses Kathryn Houtsma and Stacie 363 

Frank.  364 

Q. Are other components of Ms. Hathhorn’s proposed disallowance also recoverable under 365 

the standards applied by the Commission in ICC Docket 05-0597? 366 

A. Yes.  In fact, the entire amount of Ms. Hathhorn’s proposed disallowance meets the 367 

standards for approval applied by the Commission in our last rate case. 368 

Q. Why have you distinguished between the two categories of expenses – those “squarely” 369 

meeting the Commission’s standards and those that ComEd also believes are authorized 370 

under the Commission’s tests applied in ICC Docket 05-0597? 371 

A. Because the remaining portion of Ms. Hathhorn’s proposed disallowance involves some 372 

factual situations that were not directly presented and ruled upon by the Commission in 373 

ICC Docket 05-0597.  ComEd believes that the Commission should now address these 374 

facts and conclude that the remaining incentive compensation amounts meet the 375 

Commission’s tests. 376 



Docket No. 07-0566 
ComEd Ex. 28.0 

Page 18 of 25 

Q. What new facts and circumstances should be considered by the Commission when 377 

determining the amount of incentive compensation costs for which recovery should be 378 

allowed in this proceeding? 379 

A. For ComEd executives,  the 50% of AIP compensation formerly attributable to meeting 380 

the Exelon EPS goal is now based upon satisfaction of a ComEd-specific net income 381 

goal.   382 

Q. Why does the ComEd-specific net income goal on which 50% of the executive portion of 383 

the AIP is now based meet the Commission’s standards for recovery? 384 

A. It meets the Commission’s test because it addresses the concerns that caused the 385 

Commission to deny recovery of incentive compensation based on the Exelon EPS goal. 386 

First, it does not depend on “earnings per share,” which the Commission stated “[a]s the 387 

name of the funding measure suggests” primarily benefits shareholders.  Second, it is not 388 

an Exelon measure, which is consistent with the Commission’s expressed preference for 389 

incentive compensation “measured by ComEd’s own performance indices.”  Final Order, 390 

ICC Docket 05-0597 at 96.  The focus on a ComEd-specific, rather than an Exelon-level 391 

metric, is in keeping with the spirit of the Commission’s Order and its rejection of the 392 

Exelon EPS goal.  Third, the ComEd-specific net income goal used in the executive 393 

portion of the AIP is the type of key performance indicator, like the total cost measure, 394 

that benefits customers.  As I explained in my direct testimony, by including a net income 395 

component in the executive measurement along with the operating metrics, ComEd 396 

executives are encouraged to align revenues and expenditures to the extent possible and 397 

to monitor and control expenses while continuing to focus on reliability and safety.   398 

These efforts are focused on ComEd’s financial health and maintenance of financial 399 
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stability that will enable ComEd to serve its customers and continue to make the 400 

significant distribution system expenditures required by the business.  401 

Q. What action do you recommend that the Commission take with respect to the portion of 402 

ComEd’s incentive compensation under the AIP that was formerly based on the Exelon 403 

EPS goal? 404 

A. The Commission should recognize and give effect to the changes ComEd made to its AIP 405 

directly in response to the Commission’s decision.  For all ComEd employees, ComEd 406 

eliminated the Exelon EPS measure.  For most employees, it was replaced with a 407 

ComEd-specific total cost goal that falls squarely within the Commission decision 408 

approving recovery of incentive compensation costs.   409 

For the executive portion of the AIP, the Commission should review the new 410 

ComEd-specific net income measure and should conclude that it also satisfies the ICC 411 

Docket 05-0597 standard.  The ComEd-specific net income measure is more appropriate 412 

for an executive-level employee having greater responsibility for the relationship between 413 

revenues and expenses, but it serves the same ComEd-specific, customer oriented 414 

function that the total cost goal performs.  In summary, the Commission should approve 415 

recovery of both the non-executive and executive portions of AIP incentive compensation 416 

that were restructured to comply with the Commission’s decision rejecting the Exelon 417 

EPS goal. 418 

Q. Does Ms. Hathhorn propose to disallow other categories of incentive compensation that  419 

comply with the standards applied by the Commission in ICC Docket 05-0597? 420 
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A. Yes.  Ms. Hathhorn recommends disallowance of executive incentive compensation costs 421 

under ComEd’s LTIP, which was revised extensively to conform to the Commission’s 422 

decision in ICC Docket 05-0597 and which no longer bases any compensation on 423 

Exelon’s earnings per share.   424 

Q. Is recovery of the costs of the LTIP consistent with the standards applied by the 425 

Commission in ICC Docket 05-0597? 426 

A. Yes.  The LTIP is a special plan designed specifically to restore ComEd’s financial health 427 

so that it can continue to provide the type of service to customers that the Commission  428 

encourages.  The plan targets achievement of “financial stability” as evidenced by 429 

attaining “industry median” financial measures.  It seeks to avoid significant threats to 430 

ComEd’s financial health, such as bankruptcy or legislation “that could adversely impact 431 

the effective operation of the business.”  All of these objectives are consistent with  the 432 

standards applied by the Commission in ICC Docket 05-0597. 433 

Q. Are the detailed program measures specified in the LTIP consistent with the 434 

Commission’s standards? 435 

A. Yes.  To begin with an example that illustrates the point, Ms. Hathhorn attaches a 436 

summary of the LTIP to her testimony, which shows that the LTIP goals include  437 

achievement of SAIFI and CAIDI improvement.  ICC Staff Ex. 1.0., Attachment C.  438 

Although Ms. Hathhorn states that she “did not take exception to the AIP amounts related 439 

to operational measures such as outage duration performance and outage interruption 440 

frequency,”  when the same standards are used as performance measures under the LTIP, 441 

she recommends disallowance of the resulting costs.  LTIP goals related to achievement 442 
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of SAIFI and CAIDI improvement squarely meet the Commission’s standards for 443 

allowance in ICC Docket 05-0597.   The rebuttal testimony of Mses. Houtsma and  Frank 444 

indicates that ComEd’s LTIP costs relating to the SAIFI and CAIDI goals were $1.2 445 

million.  ComEd Ex.  25.0.   446 

Q. Are there other LTIP program measures that also meet the ICC Docket 05-0597 447 

standards? 448 

A. Yes.  One of the measures is an operating return on equity and capital structure goal.  449 

Another is a combined regulatory/legislative goal based on attainment of and 450 

implementation of a procurement process that provides for recovery of power costs, 451 

avoidance of legislation that could adversely affect operations of the business and both 452 

planning and filing of future rate cases that provide for more timely recovery of prudently 453 

incurred costs. 454 

Q. Why do these measures in the LTIP incentive compensation satisfy the standards in the 455 

Commission’s Order in ICC Docket 05-0597. 456 

A. For several reasons.  First, they are ComEd-specific goals, meeting one of the objectives 457 

of the Order in ICC Docket 05-0597.  Second, they meet the Commission’s expressed 458 

approval of standards focusing on “reducing expenses and creating greater efficiencies in 459 

operations.”  Final Order, ICC Docket 05-0597 at 96.  The return on equity and capital 460 

structure goals are directly affected by expense reductions and improved efficiencies, 461 

which can improve the results of operations,  and, as the LTIP program measure 462 

description indicates, restore ComEd’s “financial stability.”  Third, achievement of the 463 

regulatory and legislative goals benefits customers by reducing the risk of the many 464 



Docket No. 07-0566 
ComEd Ex. 28.0 

Page 22 of 25 

adverse developments that would result if ComEd were unable to recover its procurement 465 

costs or unable to obtain timely recovery of prudently incurred costs.  There is no merit to 466 

Ms. Hathhorn’s suggestion that timely recovery of prudent costs is inconsistent with 467 

customer interests.  ICC Staff Ex. 1.0 at 15.  All utility customers must pay prudently 468 

incurred costs, both for delivery services and for power procurement.  Achievement of 469 

the processes necessary to accomplish recovery of those costs and the alignment of 470 

revenue and expenditures are some of the most important operational efficiencies that a 471 

regulated utility must constantly strive to attain.  Failure to succeed with that goal 472 

threatens a utility’s ability to provide safe and reliable service, to invest in infrastructure 473 

and new technological improvements and countless other benefits that financially stable 474 

utilities are able to provide to customers.  In summary, unlike the Exelon EPS 475 

performance measure the Commission rejected in ICC Docket 05-0597, the long-term, 476 

ComEd specific goals on which ComEd’s LTIP compensation depend all further the 477 

interests of customers and meet the standards for recovery applied by the Commission.  478 

Q. Are there other reasons why the Commission should authorize recovery of ComEd’s AIP 479 

and LTIP costs that Ms. Hathhorn proposes to disallow? 480 

A. Yes.  The Commission should authorize recovery of all of ComEd’s AIP and LTIP costs 481 

because ComEd’s total compensation paid to employees, including its incentive 482 

compensation, is reasonable in amount.  A portion of employee compensation is based on 483 

achievement of incentive program goals because that is the way in which most well-484 

designed compensation programs are structured.  Customers benefit from the productivity 485 

and efficiency that incentive compensation fosters.  In addressing the proposed 486 

disallowance of incentive compensation costs, the Commission should consider the larger 487 
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context.  ComEd’s total compensation is reasonable.  If the incentive compensation is 488 

disallowed, the Commission will be denying recovery of reasonable compensation 489 

expense.  As with ComEd’s pro forma plant additions, the Commission should approach 490 

the incentive compensation issue with recognition of the critical importance of a 491 

supportive regulatory decision that will contribute to restoration of ComEd’s financial 492 

health.  Disallowing reasonable compensation expense that complies with the standards 493 

the Commission applied in ICC Docket 05-0597 would be inconsistent with that 494 

objective. 495 

Q. Your discussion of incentive compensation has focused on Staff’s proposals.  Did other 496 

witnesses also recommend disallowances of ComEd’s incentive compensation costs? 497 

A. Yes.  Mr. Effron and Mr. Gorman propose disallowances of incentive compensation 498 

costs, and the rebuttal testimony of Kathryn Houtsma and Stacie Frank responds in detail 499 

to their recommendations.  While I have not discussed their specific proposals, my 500 

responses to Staff’s testimony on these issues are equally relevant to the positions of Mr. 501 

Effron and Mr. Gorman.   502 

VI. Riders SMP and SEA 503 

Q. In your direct testimony, you described ComEd’s proposed System Modernization 504 

Projects (“SMP”) rider, explaining that  it is beneficial to customers to implement a 505 

variety of system modernization and renewal projects earlier or more aggressively than 506 

would otherwise be likely and that Rider SMP would further that objective.  Does the 507 

Staff and Intervenor testimony raise an issue concerning Rider SMP that you will address 508 

in this testimony? 509 
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A. Yes.  The majority of the issues concerning the specifics of Rider SMP will be addressed 510 

in the testimony of other ComEd witnesses.  However,  a number of witnesses, including 511 

Mr. McNally, IIEC witness Michael Gorman and AG/CUB witness Michael Brosch, have 512 

recommended that, if the Commission approves Rider SMP, it should make a downward 513 

adjustment in the return on equity the Commission would otherwise have approved for 514 

ComEd.  That proposal is unwarranted and inconsistent with the objectives that caused 515 

ComEd to propose Rider SMP. 516 

Q. Has ComEd addressed the merits of the argument that approval of Rider SMP warrants a 517 

downward adjustment in ComEd’s return on equity? 518 

A. Yes.  Dr. Hadaway considers the issue and states in his rebuttal testimony that no such 519 

downward adjustment is warranted.  Rider SMP is completely unlike the decoupling rider 520 

recently approved by the Commission in the Peoples Gas matter, ICC Docket 07-0241.  521 

As Dr. Hadaway explains, the return on equity he recommends is appropriate whether or 522 

not the Commission approves Rider SMP.   523 

Q. Do you wish to add anything to Dr. Hadaway’s explanation of the reasons why a 524 

downward adjustment to ComEd’s return on equity would not be justified if Rider SMP 525 

were approved? 526 

A. Yes.  I would like to emphasize the significant customer interests that motivated ComEd 527 

to propose Rider SMP.  As I explained in my direct testimony, the SMP proposal offers a 528 

means for the Commission – if it decides, after reviewing the specific investment plans 529 

for potential projects, that doing so is in the public interest – to provide for sufficient 530 

funding to allow ComEd to go forward with those projects.  ComEd believed that the 531 
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Commission would favor having a mechanism in place to make this possible and that the 532 

mechanism would not be used unless the Commission concludes it is in the long-term 533 

interest of customers.  To state the point directly, ComEd understood that it was 534 

proposing something that was good for customers and that could be embraced by the 535 

Commission.  The recommendations to penalize ComEd through a downward adjustment 536 

in its return on equity if Rider SMP is approved seem entirely inconsistent with the public 537 

interest goals ComEd believed Rider SMP would serve.  In addition, such a penalty 538 

would aggravate ComEd’s weakened financial condition and make even more difficult 539 

the already challenging task of restoring ComEd’s financial health. Rider SMP is not 540 

likely to improve ComEd’s financial health. In fact, the investments will likely have a 541 

negative impact on ComEd’s credit metrics. However, the financial impacts related to 542 

investments for projects proposed under Rider SMP would be worse without the rider.  543 

This is why I stated in my direct testimony that ComEd is likely to undertake these 544 

investments only if its financial health improves and it has greater assurance of cost 545 

recovery through this SMP Rider.  546 

Q. Does this conclude your rebuttal testimony? 547 

A. Yes. 548 

 549 


