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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 and rebuttal 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 and rebuttal testimony, I explained why increasing ComEd’s 11 

distribution rates is financially essential for ComEd and ultimately beneficial for its 12 

customers.  Nothing in the rebuttal testimony of the parties who have addressed ComEd’s 13 

financial condition changes this conclusion.  Current distribution rates simply will not 14 

allow ComEd to cover its costs including earning a fair return so that it can sustain 15 

infrastructure investments and operational expenditures that benefit customers.  As 16 

described in the testimony of Barry Mitchell, ComEd has reviewed Staff’s proposed 17 

disallowances and is willing to support a revised approach on numerous issues that meets 18 

Staff’s concerns.  Approval of the combination of proposals now supported by both 19 

ComEd and Staff is consistent with the facts and is critical to ComEd’s financial 20 

recovery.    21 
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2. There are no remaining issues on capital structure or cost of long-term 22 

debt.  My surrebuttal testimony reviews the positions of Staff and Intervenors on these 23 

issues that support approval of a capital structure with 45.04% common equity and 24 

approval of a cost of long-term debt of  6.78%.  25 

3. On two issues addressed in my direct and rebuttal testimony – recovery of 26 

incentive compensation costs and Riders SMP – there continues to be significant 27 

differences for resolution.  My surrebuttal testimony addresses the incentive 28 

compensation issue, explaining why ComEd’s proposal is reasonable and meets the 29 

standards the Commission applied in ComEd’s last rate case.  With respect to Rider SMP, 30 

the majority of the topics raised in the rebuttal testimony are answered by other ComEd 31 

witnesses.  However, I emphasize the importance to ComEd’s financial health of 32 

achieving prompt recovery of the cost of the investments that would be made under Rider 33 

SMP; absent a rider the investments will likely not be made in the near future.     34 

II. ComEd’s Need for A Rate Increase 35 

Q. In your direct and rebuttal testimony, you described ComEd’s weak financial condition 36 

and the critical importance of the proposed increase in delivery rates.  Does your concern 37 

over these issues continue? 38 

A. Yes.  ComEd’s delivery rates do not allow ComEd to recover its costs of providing 39 

delivery services including its allowed return on equity.  Approval of a significant rate 40 

increase is critical to put ComEd back on the path to financial health and provide it the 41 

means to continue to fund new investment and planned operations.  Adoption of the 42 

remaining disallowances proposed in this proceeding would have very significant adverse 43 

effects on ComEd and its customers.  For those reasons, my concerns continue.     44 
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Q. Does anything in the rebuttal testimony of Staff and Intervenors change the conclusions 45 

in your prior testimony on the subject of ComEd’s financial condition and need for a rate 46 

increase? 47 

A. No.  The Commission is well aware that we have gone through a difficult period in 48 

Illinois and that ComEd’s financial health and credit standing have suffered significantly.  49 

Some of the uncertainties that faced ComEd have been resolved, but the future for 50 

ComEd remains far from clear.  ComEd’s financial condition continues to be very weak 51 

and its decline can be reversed only if the Commission provides significant rate relief.   52 

An illustration of the severity of the challenges confronting ComEd is presented 53 

by Mr. Lazare’s proposal to disallow more than $100 million of ComEd’s rate base for 54 

reasons  that Mr. Williams’ rebuttal and surrebuttal testimonies  (ComEd Exs. 22.0 and 55 

37.0) have shown warrant no disallowance at all.  ComEd Ex. 37.0 5:87 – 6:110.  If the 56 

Commission were to adopt Mr. Lazare’s proposal,  a write off of more than $100 million 57 

of the investments ComEd has made to serve its customers would be made.  The impact 58 

of such a write-off would mean a reduction to ComEd’s 2008 earnings of over $60 59 

million which would represent about 25% of the company’s anticipated earnings for the 60 

year.  The impact on ComEd’s financial health and standing in the investment community 61 

in which it must raise capital would be significant, undermining the effort to restore 62 

confidence in ComEd and its ability to recover its costs.   63 

The outcome of this proceeding will largely determine whether ComEd proceeds 64 

on a path to financial recovery.    For example, the surrebuttal testimony of Dr. Hadaway 65 

demonstrates that Staff’s analysis of ComEd’s cost of equity would result in a 10.65% 66 
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return on equity (rather than the 10.3% recommended by Mr. McNally) if the same data 67 

input dates applied by Janis Freetly in her recent testimony in ICC Docket Nos.  07-0585 68 

– 07-0590 concerning the Ameren companies were used here.  An update of Mr. 69 

McNally’s analysis to reflect more recent developments in the capital markets would still 70 

result in an equity return of approximately 10.5%.  Given the similar outcomes from 71 

Staff’s and ComEd’s approaches when updated inputs are applied, adopting the 10.75% 72 

return on equity supported by Dr. Hadaway’s analysis is consistent with the record, will 73 

demonstrate the Commission’s commitment to ComEd’s recovery and will contribute 74 

greatly to the restoration of its financial health.  75 

III. ComEd’s Capital Structure  76 

Q. What action should the Commission take on the capital structure issue? 77 

A. The Commission should approve a capital structure with a common equity balance of  78 

45.04%, which does not appear to be disputed.   A revised Schedule D-1 reflecting a 79 

capital structure with a common equity ratio of 45.04% is attached to my rebuttal 80 

testimony as Exhibit 28.2.    81 

IV. ComEd’s Cost of Long-Term Debt  82 

Q. What action should the Commission take on the cost of long-term debt? 83 

A. The Commission should approve a 6.78% cost of long-term debt, which has been 84 

accepted by Mr. McNally, the only other witness to testify on this issue.  Staff Ex, 17.0  85 

2:32-41.    86 

 87 

 88 
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V. ComEd’s Incentive Compensation Programs   89 

Q. In your rebuttal testimony you explained that Ms. Hathhorn had proposed disallowances 90 

of $9,330,000 of expense and $3,327,000 of net rate base attributable to incentive 91 

compensation expenditures that squarely meet the Commission’s standards for allowance 92 

in ICC Docket 05-0597.  Has Staff’s position on these recommended disallowances 93 

changed?  94 

A. Yes.  In her rebuttal testimony, Ms. Hathhorn supports approval of $3,433,000 of the 95 

$9,330,000 of expense and $309,000 of the $3,327,000 net rate base amounts.  The 96 

amounts Ms. Hathhorn now recommends that the Commission approve relate to the non-97 

jurisdictional and a portion of the pro forma cost disallowances discussed in my rebuttal 98 

testimony.  ComEd Ex. 28.0 16:346 – 17:359.  However, Ms. Hathhorn continues to 99 

propose disallowance of the remaining $4,999,000 of expense and $3,018,000 of rate 100 

base amounts attributable to the AIP’s total cost goal, as well as $898,000 of expense 101 

relating to ComEd’s pro forma adjustments.  ComEd Ex. 28.0 13:276 – 16:345.  Because 102 

$810,000 of the $898,000 pro forma adjustment expense amount is for AIP total cost 103 

compensation, the standards applied by the Commission in ICC Docket 05-0597 call for 104 

approval of an additional  $5,809,000 ($4,999,000 + $810,000) of expense and 105 

$3,018,000 of rate base. 106 

Q. Does Ms. Hathhorn explain why she continues to propose disallowance of AIP costs that 107 

squarely meet the Commission’s standards for allowance in ICC Docket No. 05-0597? 108 

A. Yes.  She acknowledges that in ICC Docket No. 05-0597 the Commission approved 109 

recovery of 100% of incentive compensation expense attributable to meeting the 110 

operational goal of reducing O&M and capital costs.  Staff Ex. 14.0 11:248-252.  111 
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However, she says that she is proposing disallowance of 50% of these costs and that “no 112 

party in the last case presented the option to the Commission that I advocate now.”  Staff 113 

Ex. 14.0 11:264-265.  Therefore, she believes this presents “a new issue for 114 

determination on the record in this case.”  Staff Ex. 14.0 11:267-268.  115 

Q. Does this explanation change your view that ComEd’s incentive compensation 116 

expenditures attributable to the AIP’s total cost goal squarely meet the Commission’s 117 

standards for allowance in ICC Docket 05-0597? 118 

A. No.  As Ms Hathhorn recognizes, the Commission approved 100% of ComEd’s incentive 119 

compensation costs relating to O&M and capital cost reduction in ComEd’s last rate case 120 

because they meet the Commission’s standards.  Disallowance of 50% of incentive 121 

compensation attributable to the AIP’s total cost goal, as Ms Hathhorn recommends, is 122 

simply inconsistent with the standards announced by the Commission in ICC Docket No. 123 

05-0597.   124 

 ComEd shaped its incentive compensation programs to comply with the 125 

Commission’s decision in ComEd’s last rate case.  ComEd retained the operating, total 126 

cost measure because the Commission specifically approved its use.  Achieving 127 

reasonable cost recovery becomes exceedingly difficult if, as Staff proposes, the criteria 128 

set forth in an ICC order are changed without notice and after actions are taken in 129 

reliance on them.  If adopted, this is precisely the type of ruling that will cause the 130 

financial community concern about the regulatory process.  If nothing has changed -- and 131 

here it has not -- a utility should not be at risk for relying on recent Commission orders. 132 

Q. Are there additional reasons why use of the total costs goal is appropriate? 133 



Docket No. 07-0566 
ComEd Ex.  41.0 

Page 7 of 13 

A. Yes.  A well-designed incentive compensation program should include numerous goals 134 

that interact to promote the intended behavior. Operating goals like CAIDI and SAIFI 135 

provide the greatest benefit for customers when combined with a goal that encourages 136 

employees to strive for the reliability improvements within a budget. The result is that 137 

employees are given an incentive to achieve the reliability goals as well as to achieve 138 

increased productivity. 139 

Q. If the Commission were to accept Ms. Hathhorn position and prohibit recovery of 50% of 140 

ComEd’s incentive compensation expense based on the total cost goal, would ComEd 141 

have to reconsider the structure of its AIP program? 142 

A. Yes.  We altered the program to comply with the Commission’s order in ICC Docket No.  143 

05-0597.  If the Commission rejects the incentive compensation standards it approved in 144 

that case, ComEd would have to consider changing the program again because ComEd 145 

can ill afford to continue to incur expenses for which it cannot obtain cost recovery.  The 146 

next change could involve reducing the portion of ComEd employees’ compensation that 147 

is “at risk” and subject to achievement of incentives.  Because ComEd must provide 148 

competitive compensation in order to retain qualified employees, the result would likely 149 

be increases in base pay.  While ComEd does not favor that approach and believes the 150 

use of incentives is preferable, disallowances of the costs of the AIP program could leave 151 

ComEd with no choice but to rely much more heavily on base compensation, forgoing 152 

some of the productivity and reliability benefits that incentive compensation fosters. 153 

Q. What action should the Commission take on this issue? 154 
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A. The Commission should apply the standard used in ICC Docket No. 05-0597 and should 155 

approve recovery of 100% of ComEd’s incentive compensation costs attributable to the 156 

AIP’s total cost goal.   157 

Q. In your rebuttal testimony, you described other components of Ms. Hathhorn’s proposed 158 

incentive compensation disallowance that also meet the Commission’s test but that 159 

present new facts and circumstances for consideration in this proceeding.  Has Staff’s 160 

position on these recommended disallowances changed? 161 

A. Yes.  Ms. Hathhorn states that she has revised her proposed disallowance of ComEd’s 162 

LTIP costs “to be consistent with my recommendation in the AIP to not contest incentive 163 

compensation expense amounts related to operational measures such as outage duration 164 

performance and outage interruption frequency.”  Staff Ex. 14.0 12:277-281.  Ms. 165 

Hathhorn now recommends approval of a portion of ComEd’s LTIP costs attributable to 166 

these operational measures. 167 

Q. Are there other components of ComEd’s AIP or LTIP costs for which Ms. Hathhorn 168 

continues to oppose cost recovery? 169 

A. Yes.  Ms. Hathhorn continues to propose disallowance of the portion of ComEd’s AIP 170 

costs now based upon satisfaction of a ComEd-specific net income goal and the portions 171 

of ComEd’s LTIP costs that are not attributable to outage duration and frequency 172 

standards.   173 

Q. Does Ms. Hathhorn’s rebuttal testimony concerning ComEd’s AIP costs based on a 174 

ComEd-specific net income goal support disallowance of those costs? 175 
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A. No.  As I explained in my rebuttal testimony, ComEd revised the AIP to eliminate the 176 

Exelon EPS goal and replace it with a ComEd net income goal specifically so that the 177 

plan would conform with the Commission’s standard.   178 

Q. Is Ms. Hathhorn correct that the benefits from achievement of the ComEd-specific net 179 

income goal  “accrue only to shareholders” ? 180 

A. No.  The ComEd-specific net income goal, like the total cost measure, benefits 181 

customers.  This supports alignment of revenues and expenditures to the extent possible 182 

and monitoring and controlling expenses while continuing focus on reliability and safety.   183 

These efforts are focused on ComEd’s financial health and maintenance of financial 184 

stability that will enable ComEd to serve its customers and continue to make the 185 

significant distribution system expenditures required by the business. 186 

Q. Is Ms. Hathhorn correct that the change from an Exelon EPS goal to a ComEd-specific 187 

net income goal “does not address the inherent problem” the Commission identified in 188 

ICC Docket No. 05-0597, Staff Ex. 14.0, 10:226-228?   189 

A. No.  It directly addresses the concern the Commission raised.  The net income goal does 190 

not depend on “earnings per share,” which the Commission stated “[a]s the name of the 191 

funding measure suggests” primarily benefits shareholders.  Second, it is not an Exelon 192 

measure, which is consistent with the Commission’s expressed preference for incentive 193 

compensation “measured by ComEd’s own performance indices.”  Final Order, ICC 194 

Docket No. 05-0597 at 96.  These are significant changes that warrant approval of 195 

ComEd’s AIP costs attributable to the net income goal. 196 
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Q. Does Ms. Hathhorn’s rebuttal testimony concerning ComEd’s LTIP costs based on 197 

measures other than outage duration and frequency support disallowance of those costs? 198 

A. No.  As I explained in my rebuttal testimony, ComEd’s LTIP was also revised 199 

extensively to, and does, conform to the Commission’s decision in ICC Docket No. 05-200 

0597.   201 

Q. Is Ms. Hathhorn’s suggestion that the LTIP simply provides an incentive “to file more 202 

frequent rate cases” and “to achieve results in those rate cases more favorable to ComEd” 203 

(Staff Ex. 14.0 14:321-323)  correct? 204 

A. No.  The LTIP is a special plan designed specifically to restore ComEd’s financial health 205 

so that it can continue to provide the type of service to customers that the Commission  206 

encourages.  The plan targets achievement of “financial stability” as evidenced by 207 

attaining “industry median” financial measures.  It seeks to avoid significant threats to 208 

ComEd’s financial health, such as bankruptcy or legislation “that could adversely impact 209 

the effective operation of the business.”  All of these objectives are consistent with  the 210 

standards applied by the Commission in ICC Docket No. 05-0597. 211 

Q. Do the LTIP program measures meet the  standards established in ICC Docket No. 212 

05-0597? 213 

A. Yes.  Ms. Hathhorn now recognizes that the outage frequency and duration measure 214 

meets the Commission’s standards.  The other measures do as well for the reasons I 215 

explained in my rebuttal testimony.  ComEd Ex. 28.0 20:425 – 22:478.   216 

Q. In your rebuttal testimony, you stated that the Commission should authorize recovery of 217 

all of ComEd’s AIP and LTIP costs because ComEd’s total compensation paid to 218 
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employees, including its incentive compensation, is reasonable in amount.  Does Ms. 219 

Hathhorn dispute the reasonableness of the total  compensation costs?   220 

A. No.   221 

Q. What is IIEC witness Mr. Gorman’s position in his rebuttal testimony with respect to 222 

ComEd’s AIP incentive compensation costs and expenses? 223 

A. Mr. Gorman continues to propose that 50% of each of the Total Cost and Net Income  224 

components of the AIP should be allocated to shareholders.  He indicates that: “Adjusting 225 

the target from earnings per share to O&M expense management does not change the 226 

primary beneficiary of the target.”  IIEC Ex. 6.0, 31:660-661. Mr. Gorman appears to 227 

have misunderstood the changes that ComEd made in response to the Commission’s last 228 

rate case Order.  The “adjustment” that Mr. Gorman may be referring to is the change 229 

from Exelon EPS to ComEd Net Income.  There was no change “to” an O&M expense 230 

management target – the O&M target was in place in ComEd’s last rate case, and the 231 

costs associated with this target were expressly approved by the Commission in its Order 232 

in that case, based on the tangible benefits to ratepayers from meeting such operational 233 

goals.  Mr. Gorman’s arguments for disallowance of a portion of the net income 234 

component of ComEd’s AIP should also be rejected, for the same reasons I have 235 

explained with respect to Ms. Hathhorn’s proposed disallowance on this issue. 236 

Q. What is Mr. Gorman’s position in his rebuttal testimony with respect to ComEd’s LTIP 237 

incentive compensation costs and expenses? 238 

A. As discussed in the Surrebuttal Panel Testimony of Ms. Houtsma and Ms. Frank, 239 

Mr. Gorman has corrected his proposed disallowance of ComEd’s LTIP for the 240 
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appropriate capital versus expense split of the incentive compensation costs.  However, 241 

Mr. Gorman maintains his original position with respect to whether those costs are 242 

recoverable.  For the same reasons outlined above in response to Ms. Hathhorn’s 243 

proposed disallowance of certain LTIP costs, Mr. Gorman’s proposal should be rejected. 244 

VI. Rider SMP 245 

Q. In your rebuttal testimony, you opposed the recommendations of a number of witnesses, 246 

including Mr. McNally, IIEC witness Michael Gorman and AG/CUB witness Michael 247 

Brosch, that, if the Commission approves Rider SMP, it should make a downward 248 

adjustment in the return on equity the Commission would otherwise have approved for 249 

ComEd.  Does the rebuttal testimony of Staff and Intervenors provide any further support 250 

for these recommendations that you and Dr. Hadaway have not already addressed in your 251 

rebuttal testimony? 252 

A. No.  Mr. Gorman and Mr. Brosch do not address the issue in their rebuttal testimony.  253 

Mr. McNally specifically opposes the recommendation to reduce ComEd’s overall rate of 254 

return on rate base assets in the event that Rider SMP is adopted, stating “I do not 255 

recommend any adjustment to the authorized rate of return on rate base assets.”  Staff Ex. 256 

17.0 18:381-382.   257 

Q.  Mr. Brosch and Mr. Cohen continue to suggest there is no financial need for Rider SMP.  258 

Do their contentions support the position that there is no need for Rider SMP?  259 

A. No.  As I explained in my rebuttal testimony, the financial impacts related to investments 260 

for projects proposed under Rider SMP would be worse without the rider.  That is true 261 

whether a pilot program or a full Rider SMP program of investments is undertaken.  It is 262 
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why ComEd is unlikely to undertake these investments unless its financial health 263 

improves and it has greater assurance of cost recovery through the SMP Rider.  In other 264 

words, reducing the issue to ComEd’s ability to secure funding, as Mr. Brosch would, 265 

ignores the fundamental issue.  There are significant customer interests that motivated 266 

ComEd to propose Rider SMP.   267 

Q. Focusing on specific projects, Mr. Brosch states that the anticipated pattern of AMI 268 

capital spending followed by O&M savings suggests that traditional test year regulation 269 

is adequate to address the AMI program, making Rider SMP unnecessary.  Do you agree? 270 

A. No.  The prompt cost recovery provided by Rider SMP is appropriate for the AMI 271 

program, just as it is appropriate for the other proposed Rider SMP investments.   272 

Q. Does this conclude your surrebuttal testimony? 273 

A. Yes. 274 


