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Q. Ms. Abbott, can you give your name, position and business address for the 1 

record? 2 

A. Susan D. Abbott.  I am Managing Director of New Harbor Inc., 546 Fifth Avenue, 3 

New York, New York 10036. 4 

Q.  Have you submitted testimony in this case previously? 5 

A. Yes. 6 

Q.  To what are you responding in your rebuttal testimony? 7 

A.  I am responding to two issues.  First, to Mr. Gorman’s characterization of both 8 

the credit quality and the rating agencies’ views of ComEd.  Secondly, I have a 9 

few comments about Mr. Griffin’s opinions on the appropriate rate base on which 10 

the Commission should reach a decision. 11 

Q.  What, in summary, are your conclusions? 12 

A.  First, Mr. Gorman’s characterization of both the credit quality and the views of 13 

the rating agencies regarding ComEd is badly flawed.  So far as the rating 14 

agencies are concerned, ComEd is an outlier, yet Mr. Gorman takes general 15 

comments about the industry as a whole and seeks to apply them to ComEd 16 

without regard to ComEd’s actual situation.   Although Mr. Gorman apparently 17 

believes that there is no reason why ComEd’s below investment grade ratings 18 

cannot be restored in the near future, he ignores both ComEd’s financial metrics, 19 

which remain below investment grade, and history, which suggests that once a 20 

company loses an investment grade rating, it will take a very long time (if ever) 21 

for recovery to take place.  This is not an academic matter.  Mr. Gorman’s 22 

inaccurate depiction of ComEd’s market standing serves to obscure something the 23 
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rating agencies understand very well: that ComEd’s present financial position is, 24 

to say the least, dire.  Adoption of Mr. Gorman’s reasoning in this regard, far 25 

from alleviating ComEd’s problems, would simply make a bad situation worse. 26 

 Second, Mr. Griffin is proposing to disallow certain pro forma additions because 27 

they fail to meet an unreasonably strict standard of “reasonable certainty.”  Mr. 28 

Griffin would allow pro forma additions that are either actually or within 30 days 29 

of being completed but not those that have otherwise been budgeted for and are in 30 

process.  This makes no sense.  Mr. Griffin’s justification is that there are 31 

variances between works budgeted for and works actually completed but the most 32 

recent budget I have seen shows a variance of a mere 0.1%.  It cannot be right that 33 

a rule that allows recovery for works in progress can only be applied to works that 34 

have been completed.  In any event, application of that standard here is not in 35 

anyone’s best interest and would be viewed very negatively by the financial 36 

community, including the rating agencies.. 37 

 38 

RESPONSE TO MICHAEL GORMAN 39 

Q.  Starting with Mr. Gorman, do you agree with his inference that ComEd’s 40 

credit quality is improving because the electric industry has “improving 41 

credit standing” according to reports issued by EEI and Standard & Poor’s 42 

(S&P)?  43 

A. No.  Mr. Gorman reads EEI’s and S&P’s reports too narrowly, and seems to 44 

conclude that all utilities have improved credit quality, and will remain stable.  He 45 
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infers from this broad generalization that ComEd, as a member of the electric sector, 46 

has improved credit quality and a bright future.   47 

Specifically, Mr. Gorman quotes EEI’s 4th Q 2007 Financial Update, and S&P’s 48 

Industry Report Card of January, 2007.  Those reports state that the industry in general 49 

showed an improving trend.  EEI cited the fact that “upgrades outnumbered 50 

downgrades”1 in 2007, and S&P stated that the “stable credit quality in the 4th quarter 51 

of 2006” “should continue… in 2007 despite increasing capital spending needs…”  52 

 Q. What are some of the issues regarding Mr. Gorman’s characterization of the 53 

industry as stable that are of concern relative to ComEd? 54 

A. EEI’s and S&P’s reports, along with any other reports that portray an entire 55 

industry as having certain characteristics, should never be interpreted as being 56 

applicable to each and every participant in that industry.  Each individual company has 57 

its own set of issues, and while averages or means can be useful for generalizations, 58 

they are meaningless for a serious analysis of a particular company’s creditworthiness. 59 

Q. Are Mr. Gorman’s quotes  inaccurate? 60 

A. The quotes are by and large accurate, but their meaning is misinterpreted or 61 

overstated.  EEI is merely reporting on ratings changes in one period.  That says little 62 

about the intermediate or longer term picture.  More importantly, Mr. Gorman chooses 63 

to ignore the important factors that balance S&P’s generally positive outlook.  He does 64 

misquote the January 2007 S&P report, now more than thirteen months old, by saying 65 

that “A credit element”, which originally reads “A critical element during this coming 66 

growth phase, however, will be fair and equitable treatment by state regulators as 67 

                                                 
1 EEI Q4 2007 Financial Update, page 1 
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utilities seek to recover the capital expenditures they will incur….”2  While Mr. 68 

Gorman includes this portion of S&P’s statement in his testimony, he largely ignores 69 

this important caveat in reaching his conclusion that “S&P acknowledges the improving 70 

credit standing of the electric utility industry . . . ”3  S&P is clear that any improvement 71 

in credit standing depends heavily on supportive regulatory decisions.   72 

Q. Has anything changed since S&P wrote the report in January of 2007? 73 

A. Yes.  Moody’s released its annual Industry Outlook on the U.S. Electric Utility 74 

Industry in January, 2008, prior to the filing of Mr. Gorman’s testimony.  In that report, 75 

Moody’s concludes that the “fundamental credit outlook for the U.S. electric utility 76 

sector currently remains stable” but “material negative bias appears to be developing 77 

over the intermediate and longer term due to rapidly rising business and operating 78 

risks.”4  Most germane to ComEd’s situation is that “financial credit metrics have been 79 

relatively stable over the past few years . . . a credit negative since stronger metrics 80 

would be needed to offset the pace of rising business and operating risk.”5  Since 81 

ComEd’s credit metrics have actually deteriorated during this period of time, it is in a 82 

precarious position relative to the stresses it faces. 83 

Q. Do you disagree with Mr. Gorman’s assertion that ComEd’s credit quality is 84 

moving in a positive direction? 85 

A. Mr. Gorman’s assertions are premature and lack an understanding of what it takes 86 

for rating agencies and investors to regain a level of comfort with a regulatory or 87 

legislative situation that resulted in the near failure of a utility.  While legislative and 88 

                                                 
2 IIEC Ex. 2.0 at lines 107-109 
3 Ibid. 
4 U.S. Electric Utility Sector, Industry Outlook, Moody’s Investors Service, January, 2008 
5 Loc. Cit. Moody’s, emphasis added 
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regulatory activities precipitated the crisis, and subsequent legislation was passed to 89 

resolve one issue regarding the cost of procurement, the quality of ongoing regulatory 90 

activity has yet to be tested. 91 

Q. Do you believe that rating agencies will be cautious about signaling improved 92 

credit quality of ComEd despite Illinois having instituted a power procurement 93 

mechanism? 94 

A. Yes.  Moody’s and S&P haven’t moved ComEd’s ratings, despite the fact that the 95 

legislation was signed into law over seven months ago.  In fact, they have been quite 96 

emphatic about their abundance of caution regarding the situation in Illinois, and the 97 

need for ongoing supportive regulation for improved creditworthiness.  S&P says that 98 

“the current ratings are more a function of the apparent indifference to the financial 99 

health of the state’s utilities by state leaders as demonstrated by the recent heated 100 

debate over the level of rates that had been determined in accordance with the terms of 101 

the 1997 restructuring law.  This debate raises the prospects for future uncertainty if 102 

electric rates again climb to politically unacceptable levels.”6  S&P also states that “any 103 

rating upgrade will be constrained until Standard and Poor’s is more assured that the 104 

new resource-procurement process will not be subject to further executive or legislative 105 

intervention, and that the normal regulatory compact has been restored in a sustainable 106 

manner.”7   107 

Q. What has Moody’s said about the legislation and regulation in Illinois post 108 

Senate Bill 1592? 109 

                                                 
6 Research Update, Exelon, Ameren, and Subs’ Ratings Affirmed After Illinois Agreement Becomes Law, 
Off Watch, August 29, 2007 (emphasis added). 
7 Commonwealth Edison, Ratings Direct, Standard & Poor’s, September 25, 2007 (emphasis added). 
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A. Moody’s, in its confirmation of ComEd’s ratings after passage of Senate Bill 110 

1592, states that “notwithstanding the broad-based nature of the settlement agreement, 111 

political and consumer group pressure will continue towards the ICC to minimize 112 

future rate increases at ComEd given the degree of statewide pushback that arose earlier 113 

this year . . . . The current rating also considers the execution risk inherent in 114 

implementing many of the elements contained in the settlement, including next year’s 115 

request-for-proposal process and the creation and successful operation of the new 116 

Illinois Power Agency.”8  These statements clearly demonstrate concerns over the 117 

implementation of the new rules, and skepticism about the outcomes of the regulatory 118 

process in the future.  To the extent Mr. Gorman intends to imply that ComEd is on the 119 

verge of regaining its investment grade ratings, he is being quite premature. 120 

Q. Is it difficult for a non-investment grade company to achieve an investment 121 

grade rating? 122 

A. Yes.  I cited in my direct testimony a study by Moody’s, done in July 2003, and 123 

titled “What Happens to Fallen Angels?  A Statistical Review 1982-2003.”  This study 124 

showed that of all the “fallen angels,” or former investment grade companies that lost 125 

investment grade status, fewer than 35% regain their investment grade ratings within 5 126 

years.  Ratings are slippery on the way down, and sticky on the way up.  This is one 127 

reason loss of investment grade status is so devastating to any company.  More 128 

specifically to ComEd, it is clear that the road back to investment grade is going to 129 

depend on the regulatory relationship between ComEd and the Illinois Commerce 130 

Commission.  While the agencies view the legislation as positive, ComEd’s credit 131 

                                                 
8 Rating Action:  Commonwealth Edison Company, Moody’s Investors Service, August 29, 2007 
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quality, in their opinion, will not be restored to its former creditworthy condition absent 132 

positive and supportive regulation.  133 

Q. Do the rating agencies and investors have reason to be skeptical? 134 

A. Yes.  Several examples can be cited of legislation and/or regulatory 135 

pronouncements regarding power procurement costs that have gone awry and caused 136 

the failure or near failure of regulated utilities. 137 

Q. What are those? 138 

A. Most notorious, of course, is California.  Poorly devised legislation exposed 139 

the California utilities to procurement risk, and when it became evident that the 140 

burden had become untenable, the California legislature could not produce a 141 

solution in time to prevent serious financial consequences for the companies and 142 

their stakeholders.  A less well known but equally devastating situation involved 143 

Nevada Power.  A deferred power cost pass-through mechanism was in place, but 144 

when the company filed to “true-up” its procurement costs during a time of 145 

escalating power costs, under a plan it believed would operate smoothly, the 146 

commission denied half of the utility’s request despite rules the commission itself 147 

had promulgated.  The company ended up having to write down $465 million in 148 

equity, fully 1/3 of the company’s entire equity base, in 2002.  The company’s 149 

ratings remain non-investment grade today.   150 

Q. Does Mr. Gorman make other implications about ComEd’s credit quality 151 

that you find unfounded? 152 

A. Yes.  His recitation of business risk factors in the industry implies that ComEd’s 153 

business risk profile as characterized by S&P is incorrect. 154 
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Q. Why is Mr. Gorman incorrect? 155 

A. First, one needs to understand S&P’s new business risk assessment methodology.  156 

They announced a change in their 1-10 business risk scale in November, 2007, after my 157 

testimony, but before Mr. Gorman’s testimony was filed.  In order to make utilities 158 

comparable to all other corporates, S&P has decided to eliminate the 1-10 business risk 159 

scale, and make business risk assessments of utilities using the same scale they use for 160 

corporate entities.  That scale uses the same analytical factors to determine business 161 

risk, but expresses the conclusion differently.  Business risk profiles of “excellent,” 162 

“strong,” “satisfactory,” “weak” or “vulnerable” are assigned rather than a number 163 

between 1 and 10, and the companies are then ranked from strongest to weakest.  On 164 

January 2, 2008, S&P published an assessment of all U.S. electric utilities in a report 165 

titled “U.S. Electric Utility Companies, Strongest to Weakest.”  All electric utilities 166 

were assigned one of the top three categories of “excellent,” “strong,” or “satisfactory.”  167 

S&P’s assessment of ComEd’s Business Profile is “satisfactory.”  Companies with a 168 

“satisfactory” Business Profile are confined to the Illinois utilities,9 plus Enogex, Black 169 

Hills, Entergy New Orleans and Aquila.  ComEd is ranked in the bottom 5% of all 170 

utilities: 171st out of 180.   171 

S&P then assigns to each utility one of the following financial risk profiles:  “minimal,” 172 

“modest,” “intermediate,” “aggressive” or “highly leveraged.”  The vast majority (95%) 173 

of utilities are ranked in the “intermediate” or “aggressive” categories.  ComEd is rated 174 

“intermediate” on its financial risk profile.  S&P does not rank companies based on 175 

financial risk. 176 

                                                 
9 ComEd, Ameren Corp, CIPSCO, Illinois Power Co, CILCO, and CILCORP Inc. 
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The matrix S&P uses then describes the financial metrics that would be expected for 177 

each broad rating category for companies with any combination of business and 178 

financial risk.  The chart below shows S&P’s metrics for a company, like ComEd, with 179 

“satisfactory” business risk and “intermediate” financial risk.10  That combination 180 

should qualify for a BBB rating.  However, as can be seen, a rate order granting ComEd 181 

its entire request (“ComEd’s Request”) is still not enough to bring ComEd’s metrics 182 

where they need to be to satisfy S&P’s expectations for a BBB rating – and Staff’s 183 

position is even worse.  184 

      ComEd Staff  S&P 185 
      Request Position Metrics 186 
    187 
 188 
FFO/Debt     14.2%  11.6%  25%-45% 189 
FFO/Interest      3.43x  2.98x  3x-4.5x 190 
Debt/Cap     59.7%  60.2%  35%-50% 191 
 192 
Even if ComEd’s entire 2007 rate case request was granted, FFO/Debt, an extremely 193 

important cash flow measure, would still not come close to S&P’s expectations.  Staff’s 194 

recommendation does not improve ComEd’s creditworthiness to a level commensurate 195 

with a BBB rating on any level.  It follows, therefore, that Mr. Gorman’s apparent 196 

belief that ComEd’s S&P rating is erroneous and/or will rapidly improve has no 197 

foundation. 198 

 199 
Q. You indicate that Mr. Gorman assessed ComEd using S&P’s old 200 

methodology.  Did Mr. Gorman reasonably characterize ComEd’s business risk 201 

under the old S&P methodology? 202 

                                                 
10 Including S&P's standard adjustments to debt.  
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A. No.  Mr. Gorman seems to regard S&P’s former business risk designation of “8” 203 

for ComEd on the 1-10 scale as a “mistake.”  He implies that because ComEd is 204 

supposedly a low-risk transmission and distribution company, its real business risk 205 

profile is a “3” or a “4,” like other transmission and distribution companies.  What he 206 

fails to recognize is that a large part of the business risk assessment S&P, or any rating 207 

agency or bond investor, makes about a utility is the quality of its regulation.  In fact, 208 

S&P’s 2005 Corporate Ratings Criteria cites regulation as one of its four subsets of 209 

“competitive position,” one of the major components in its three-legged business risk 210 

assessment.  In addition, in a May 15, 2007 Criteria publication, S&P noted that “the 211 

utility business is unique, in that in no other industry do legislative and regulatory 212 

pronouncements so significantly inform rating agency opinions.  Indeed, Standard & 213 

Poor’s views the regulatory and political environment in which a utility operates as one 214 

of the most significant factors in assessing the creditworthiness of regulated utilities.”11    215 

Because S&P and Moody’s are quite unsettled about regulation in Illinois, despite the 216 

passage of legislation that may have avoided a collapse of the electric utilities in the 217 

state, it logically follows that until they are satisfied with the smooth operation of the 218 

new process, including the performance of the new Illinois Power Agency, and proof 219 

that the regulatory compact has been restored, a reassessment of the business risk 220 

inherent in ComEd’s rating will not be quickly forthcoming.  Mr. Gorman does not 221 

seem to understand that the rating agencies view the regulatory risk in Illinois as 222 

significant and ongoing. 223 

                                                 
11 Criteria:  Influence of Regulatory and Policy Decisions On Utility Credit Quality Deepens, Demanding 
Timely Assessments from Standard & Poor’s, May 15, 2007 
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Q. What is your opinion of Mr. Gorman’s assessment of the capital spending 224 

programs utilities are entering into? 225 

A. Mr. Gorman misreads the concerns of investors by assuming that they view utility 226 

capital spending programs as entirely positive.  He states that the fact that the industry 227 

is in a growth period indicates that the market is providing capital to it and is attracted 228 

to regulated utility companies because they are safe investments.  I find this particularly 229 

ironic coming from Mr. Gorman, who, as I understand it, was the primary sponsor of a 230 

“used and useful” test for nuclear plants that ultimately led ComEd to write-off 231 

hundreds of millions of dollars of capital investment in those units. 232 

Q.  Is Mr. Gorman incorrect in his assessment?  233 

A.  Yes, in some very fundamental ways.  The industry indeed requires funds to pursue 234 

capital programs necessitated by growth, infrastructure renewal and environmental 235 

requirements.  However, just because the industry needs money does not mean 236 

investors will provide it.  In fact, according to EEI, the electric utility industry alone 237 

requires $150 billion in new investment in just the next 2 years, while the water 238 

industry requires $250 billion through 2012.  As stated in my direct testimony, 239 

CALpers estimates the U.S. will require $20 trillion of infrastructure investment over 240 

the next 25 years.  The inevitable result of this demand will be intense competition for 241 

funds. 242 

Q. What is the significance of that competition for funds? 243 

A. Investors have choices.  Most are concerned about not only growth of their 244 

capital, but preservation of their capital.  Therefore, they are going to be most interested 245 

in investing in companies with solid, stable investment grade ratings.  Given that 246 
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regulation is a key factor in both the level and stability of ratings, utilities operating in 247 

supportive regulatory environments will attract much more capital than those in less 248 

dependable jurisdictions. 249 

Q. Do the rating agencies have a concern over intensive utility capital spending? 250 

A. Very much so.  Spending should theoretically result in a larger rate base on which 251 

a company can earn a return.  In that way, earnings grow, the potential for increased 252 

dividends continues, and investors are comfortable that their money is working at 253 

satisfactory levels.  However, the risk of inadequate or unsupportive regulatory 254 

decisions, delay in recognizing costs in rates, or legislative interference is significant 255 

during a capital cycle.  This lesson was starkly and emphatically impressed upon the 256 

investment community during the nuclear construction cycle of the 1980s and early 257 

1990s, when, it is worth remembering, the financial community was distinctly critical 258 

of regulatory treatment in Illinois.  Unless the regulatory framework recognizes issues 259 

like delay in recognizing costs, the efficacy of pre-approvals, and other positive 260 

regulatory structures, investors will be deeply concerned about whether the utility will 261 

be allowed to both recover capital spent, and earn a satisfactory return on it.  Because 262 

construction cycles are years long, the utility’s creditworthiness will be under stress 263 

during the entire building cycle.  Mr. Gorman chooses to ignore that fact and imply that 264 

growth is good in all ways for all times. 265 

Q. If the expected outcome of a capital cycle is to increase earnings power, what 266 

are the things that create stress sufficient to make investors nervous about credit 267 

quality during construction? 268 
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A. Historically, utilities have been net cash neutral to negative on a regular basis.  269 

Therefore, they must raise money in the public marketplace to pursue their capital 270 

programs.  How that money is raised, at what cost, and in what proportions of debt and 271 

equity concerns investors.  Additional debt out of proportion to equity raised can put 272 

stress on a company’s ability to generate cash flow sufficient to pay its obligations.  273 

Interest rates may rise in reaction to the demand for funds, or for reasons entirely 274 

outside the industry’s control.  Construction of big projects may take longer than 275 

anticipated, or rules and regulations may change during the construction cycle, 276 

necessitating the expenditure of additional funds.12  And in the end, the uncertainty of 277 

whether a utility has the ability to earn a return on the invested capital at levels 278 

commensurate with returns offered by other potential investments makes investors 279 

skeptical during construction cycles.  Therefore, regulatory activities that can bolster a 280 

utility’s ability to work its way through the construction cycle smoothly with 281 

reasonable assurances to investors about the final outcome increase the chances that 282 

investors will put their money in utilities.  283 

Q. Is there precedent for investors’ concerns? 284 

A. Definitely.  In the last big construction cycle beginning 30 or more years ago, 285 

many utilities suffered downgrades as a result of cost disallowances by regulators.  The 286 

average rating of companies in the electric utility sector has declined consistently, from 287 

Aa in the 1970’s to Baa today (six rating notches lower) owing to a variety of factors.  288 

But among the most influential issues in that decline have been regulatory treatment of 289 

requests for cost recovery on construction programs, and allowed returns on equity.  290 

                                                 
12 Consider, for example, the extreme stress placed on nuclear units under construction in the post Three 
Mile Island era. 
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While the transition period of around 1994 through 2002 represented a time when 291 

utilities were not engaged in much construction, and many did not file or pursue rate 292 

cases for long stretches of time, other issues concerned investors.  An abundance of 293 

historical data on regulatory activity that disadvantaged certain utilities supports 294 

investors’ skepticism.  295 

For instance, between January 1, 1993 and October 1, 1993, 14 electric utility 296 

companies had their ratings downgraded by Moody’s, while only four were upgraded.  297 

In addition, on October 1, 1993, seven additional companies were on review for 298 

downgrade, while only two companies were on review for upgrade.  Moody’s lowered 299 

the rating of such companies as Jersey Central Power & Light Company to A3 from 300 

A2, citing its sizable construction program and power purchase obligations.  The rating 301 

agency said, in its annual Sourcebook, that “Jersey Central’s credit quality could be 302 

pressured if adequate regulatory support is not continued”13.  Of Public Service 303 

Company of New Mexico, Moody’s said that its rating reflected “numerous regulatory 304 

uncertainties . . . and, most importantly, its [P.S. New Mexico’s] inability to place a 305 

large portion of its generating capacity in rate base.”14   Commonwealth Edison itself 306 

was downgraded in that period to reflect, in part, the “financially negative” rate 307 

settlement ComEd entered into.15  The mere uncertainty involved in a rate proceeding 308 

is, by itself, enough to make normally skeptical fixed-income investors nervous.  309 

 310 

RESPONSE TO THOMAS GRIFFIN 311 

                                                 
13 Moody’s Electric Utility Sourcebook, October 1993 
14 Ibid  
15 Ibid 
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Q. Let’s turn to the testimony of Mr. Griffin.  Does anything in his testimony 312 

create concern for ComEd’s financial condition? 313 

A. Yes.  Mr. Griffin of the Illinois Commerce Commission Staff argues that 314 

ComEd’s rate base, as filed, includes inappropriate costs for new construction. 315 

Q. How does he characterize this “inappropriate” cost? 316 

A. He indicates that construction costs for projects that are currently in progress 317 

should be eliminated from the rate base as not being sufficiently measurable.  Mr. 318 

Griffin cites an Illinois rule under which utilities are allowed to reflect construction 319 

programs in progress for 12 months after the date of the rate filing.  However, Mr. 320 

Griffin says ComEd has not demonstrated that investment in the projects it is pursuing 321 

in the first 3 quarters of 2008 is “reasonably certain.”   322 

Q. Why is this an issue for the rating agencies? 323 

A. While I am not an expert in Illinois law, I am an expert in credit analysis and how 324 

fixed-income investors think.  The position Mr. Griffin has taken threatens to 325 

exacerbate the delay in recognizing costs that is already inherent in this case and the 326 

whole rate-setting process, further threatening returns.  ComEd has made it widely 327 

known that it has a substantial capital program intended to provide adequate service for 328 

its customers, as it should.  In fact, according to a Lehman Brothers report dated 329 

February 14, 2008, “[ComEd] expects to spend $1.7 billion on the grid during the 330 

eleven months that the ICC considers the rate increase request.”  The report further 331 

states that “ . . . [ComEd’s] financial metrics have deteriorated because of the 332 

regulatory lag and its inability to pass on the costs of serving its customer base through 333 

rates on a timely basis.”  The report reflects the sentiments of the rating agencies by 334 
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stating that “we believe that some of the parties involved [CUB and the office of 335 

Illinois Attorney General Lisa Madigan, IIEC, ICC staff] may be missing the nuances 336 

of what could happen if they continue down this path.”  The report has a decidedly 337 

negative tone, and concludes that investors should avoid ComEd securities. 338 

Q. What are the implications for ComEd as far as the rating agencies are 339 

concerned? 340 

A. The entire industry is facing large capital expenditures in the next few years.  341 

Investors and the rating agencies are concerned with how those capital expenditures are 342 

handled by regulators vis-à-vis utilities’ credit metrics.  S&P believes that utilities 343 

“which face significant regulatory lag are . . . subject to reduced operating margins, 344 

increased exposure to cash flow volatility, and greater demand for working capital”16  345 

From an analytical perspective, that means creditworthiness will be under severe 346 

pressure, pressure that will be worsened by regulatory activities that encourage 347 

regulatory lag and delay rate recognition of projects that no one challenges on their 348 

merits.  349 

Q. How does the Illinois rule cited by Mr. Griffin fit in? 350 

A. As I stated, I am not an expert in Illinois law.  However, the “proof” provided by 351 

Mr. Griffin to exclude all of the expenditures in progress is a recitation of prior year’s 352 

actual versus budgeted forecasting which, on average, indicates a variance of 353 

approximately 18% over three years for distribution plant, and 6% over three years for 354 

general and intangible plant.  In reality, the variances for the larger program, the 355 

distribution plant, improved (were smaller) from one year to the next, indicating better 356 

                                                 
16 Ratings Roundup:  U.S. Electric Utilities Continued their Long Shift to Stability in Third Quarter, 
Standard & Poors, October 23, 2007 
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forecasting capabilities.  The last year cited had only a 0.1% variance.  Notably, the 357 

evidence cited by Mr. Griffin shows that, as to distribution plant, actual spend was 358 

greater (not less) than budget in each of the three years analyzed.  Therefore, from an 359 

analytical perspective, it is difficult to conclude that discarding all, or even a large 360 

portion of, expenditures makes any sense.  More importantly, the consequences of 361 

doing so could be dire.  ComEd’s financial metrics are already teetering on the edge.  362 

An additional disallowance of cash flow of the magnitude proposed by Mr. Griffin will 363 

exacerbate the already precarious financial condition of ComEd. And for the 364 

Commission to do so on the untenable basis proposed by Mr. Griffin will send the most 365 

negative signal possible to the investment community.   The rating improvement 366 

apparently anticipated by Mr. Gorman, already doubtful enough for reasons I have 367 

explained, becomes even more remote if Mr. Griffin’s position were to be accepted. 368 

Q. What do the rating agencies expect will happen in the area of utility 369 

regulation relative to the upcoming capital programs many utilities face? 370 

A. The rating agencies believe that in order to accommodate the upcoming large 371 

capital programs a lot of companies face, regulators and utilities will develop a variety 372 

of new procedures and mechanisms to ensure a smooth transition into the next phase of 373 

construction.  S&P states that it “expects most utilities will seek pre-approval from 374 

regulators of any substantial spending program, or at least a broad understanding of the 375 

principles that regulators will apply in granting recovery.”17  Considering that delay of 376 

recognition of costs in rates has been a major contributor to the deterioration of utility 377 

ratings during times of stress brought about by the need for large capital programs, the 378 

rating agencies and the financial community in general are looking for more up-to-date 379 
                                                 
17 Loc. Cit. S&P 
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regulatory tools to solve the problems caused by this delay.  They are also keenly 380 

interested in the creation of regulatory approaches that encourage appropriate business 381 

outcomes and minimize the creation of perverse incentives, so that utilities can direct 382 

their energies towards managing their business rather than the regulatory process. 383 

Q.  Are any regulatory jurisdictions using advance approval regulatory tools?  384 

A. Yes.  Regulatory jurisdictions that are viewed most positively, like Georgia, 385 

which is ranked Average 1 on a 9 category scale of Above Average 1 to  386 

Below Average 3 by Regulatory Research Associates, engage in “return based 387 

alternative regulation” and “multi-year rate freezes that provide an opportunity for 388 

additional earnings retention”18 in addition to having fuel adjustment clauses.  389 

Colorado granted a cash return on CWIP to Public Service of Colorado in its last 390 

electric rate case to help support the company through its construction cycle.    Iowa 391 

and Missouri, according to Standard & Poor’s, “structured recovery mechanisms for 392 

MidAmerican Energy Co., [and] Kansas City Power & Light Co….in such a way 393 

that the utilities’ financial health would not be compromised during the construction 394 

of major generating facilities.”19  Less supportive jurisdictions, like Texas (ranked 395 

Below Average 1) concern investors because “although state statutes established a 396 

relatively constructive electric restructuring framework, implementation of the 397 

framework resulted in various proceedings that were both lengthy and complex, 398 

creating a great deal of uncertainty for the utilities.”20 399 

Q. Does that conclude your rebuttal testimony? 400 

                                                 
18 SNLi, February 22, 2008   
19 Industry Report Card:  Credit Environment Varies for Utilities Around the Globe, Standard & Poor’s, 
10/16/07 
20 Loc. Cit. SNLi 
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A. Yes it does. 401 


