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I. OVERVIEW AND EXECUTIVE SUMMARY

This report is being filed in accordance with the Illinois Commerce Commission’s (“ICC” or 

“Commission”) Final Order in Commonwealth Edison Company’s (“ComEd”) initial formula 

rate case (ICC Dkt. No. 11-0721, referred to hereafter as “the 2011 case”).  In that proceeding, 

two parties – the Commission’s Staff (“Staff”) and the Illinois Industrial Energy Consumers 

(“IIEC”) – expressed concerns about the appropriate relative levels of debt and equity capital in 

ComEd’s capital structure in light of the new formula ratemaking construct being implemented 

pursuant to Section 16-108.5 of the Public Utilities Act. Accordingly, the Commission ordered 

ComEd to conduct discussions with Staff and IIEC to explore alternative capital structures and 

the acceptable amounts of debt and equity capital for ComEd.  In compliance with the 

Commission’s Final Order in the 2011 case, this report summarizes those discussions, sets forth 

relevant data to give context to ComEd’s capital structure, and states the conclusions of the 

parties.

A. Executive summary of conclusions

ComEd and Staff each indicate the areas of joint agreement and dissenting views at the end of 

each section of this paper.1  Generally, however, both parties jointly conclude the following: 

ComEd’s capital structure needs to balance the desires and objectives of three stakeholder 

groups: customers, debt investors, and equity holders. 

1 IIEC participated in and contributed to the discussions related to ComEd’s capital structure and the proposal for an 
equity trigger but chose not to join in the conclusions stated in this report or offer separate conclusions.  This report 
does summarize the comments stated by IIEC in the course of those discussions in order to attempt to fully and 
completely capture the dialogue ordered by the Commission.  Additional detail regarding IIEC’s participation in the 
discussions and report can be found in the letter to ComEd and Staff submitted by counsel for IIEC, which is 
included as Appendix A to this report. 
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ComEd’s current and projected capital structure is reasonable, and a capital structure with 

more debt is not warranted given the circumstances and conditions reasonably 

foreseeable at present. 

ComEd’s credit ratings are heavily influenced by the rating agencies’ qualitative 

assessments of the Illinois regulatory environment and ComEd’s ability to recover its 

costs.  ComEd’s prospects for ratings upgrades are limited absent a change in the 

agencies’ assessments of these qualitative factors. 

B. Views of the parties

Under Section 16-108.5, ComEd’s rates are to be set using a formula rate that “[r]eflects 

ComEd’s actual capital structure for the applicable calendar year, excluding goodwill, subject to 

a determination of prudence and reasonableness consistent with Commission practice and law.2

ComEd’s return on equity (“ROE”) is set by a formula consisting of the average of the monthly 

averages of the 30-year United States Treasury bond plus a fixed risk premium of 580 basis 

points.  This method of setting ROE replaced the process used in Article IX rate cases for 

determining an ROE based on various financial models calculated by academics, capital markets 

experts, and other financial practitioners.  

1. Views of ICC Staff

In the 2011 case, Staff filed direct testimony that expressed two major concerns about this means 

of setting ComEd’s ROE and its impact on capital structure.3  First, Staff noted that setting the 

ROE by formula with a fixed risk premium “severs the link between the rate of return on 

2 220 ILCS 5/16-108.5(c)(2). 
3 See ICC Docket No. 11-0721, Kight-Garlisch Dir., Staff Ex. 12.0, 5:94-6:99. 
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common equity and capital structure.”4  In other words, financial theory offers that as the 

percentage of equity in a company’s capital structure increases, the riskiness of that equity 

decreases, and therefore compensation to the shareholder in the form of ROE should also 

decrease.  Staff noted that the 580 basis point adder for risk in Section 16-108.5 is static and 

would remain constant regardless of how much equity is actually in the capital structure of a 

participating utility.  Staff suggested that fixed relationship would give a participating utility “an 

incentive to increase its common equity ratio”5 which would increase the return on rate base, 

thereby increasing that utility’s revenue requirement, and thus potentially leading to rates that 

were unjust or unreasonable.  Second, Staff argued that the formula mechanism would increase 

the timeliness of cost recovery and increase the probability that ComEd would be able to recover 

its costs.6  That combination of factors would result in a decline in ComEd’s operating risks in 

the view of the credit rating agencies and could therefore potentially allow ComEd to 

accommodate more debt in its capital structure while maintaining or even improving its credit 

ratings.

2. Position of IIEC

IIEC made a separate proposal also related to ComEd’s capital structure.  In its direct testimony, 

IIEC argued that the Commission should set a cap on ComEd’s equity capitalization to limit 

common equity to no more than 55% of ComEd’s total capital.7  IIEC argued that such a cap 

would ensure that ComEd continues to manage its capital costs and ensure that those costs are 

reasonable and prudent.8  IIEC also noted in briefs that the cap would limit the contested issues 

in the annual update docket, thereby easing the workload of Staff and intervenors in a proceeding 

4 Id., 3:40-41. 
5 Id., 3:44. 
6 Id., 5:94-6:99. 
7 See ICC Docket No. 11-0721, Gorman Dir., IIEC Ex. 1.0; Id., 30:690-695. 
8 Id. 
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conducted on an expedited schedule.  IIEC noted that ComEd’s FERC transmission formula rate, 

which was similar to the proposed distribution formula at issue in the 2011 case, included a 55% 

cap and therefore represented a reasonable limit.9

In its Final Order, the Commission adopted the agreed upon proposal by ComEd, Staff, and IIEC 

to enter into discussions concerning capital structure.  The Commission ordered the parties “to 

work together to explore more leveraged capital structures and/or an equity cap for future 

years.”10  The ICC ordered ComEd to provide this report to the Commission in ComEd’s 2013 

formula rate annual update and reconciliation.11

B. Nature of discussions

The parties have worked together and held joint and collaborative discussions related to the 

appropriateness of ComEd’s capital structure.  Specifically: 

ComEd and Staff spoke initially via videoconference in December 2012 to outline the 

general scope of discussions and discuss the type of report to be produced. 

ComEd and Staff conducted a two hour meeting at the Commission’s offices in 

Springfield in February 2013.  At that meeting, ComEd and Staff reviewed peer 

comparison data and credit rating agency perspectives on ComEd.  Subsequently, 

ComEd sent its 5-year Long Range Financial Plan (“LRP”) for review.  Staff and 

ComEd conducted follow-up conversations to clarify information in the LRP. 

ComEd evaluated three alternate scenarios to its LRP and discussed the results of those 

scenarios with Staff and IIEC in several telephone conferences in March. 

9 ICC Docket No. 11-0721, IIEC Init. Br. at 36; ICC Docket No. 11-0721, IIEC Rep. Br. at 33. 
10 Commonwealth Edison Co., ICC Docket No. 11-0721 (Order May 29, 2011) at 134. 
11 Id. 
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All parties discussed the IIEC proposal regarding an equity cap in a telephone 

conference in April. 

The parties exchanged drafts of this report and exchanged views on conclusions. 

All parties note that the opinions and conclusions offered in this report are based on financial 

projections and credit rating analyses at a snapshot in time.  All parties acknowledge that 

material changes in those factors could lead to changes in the conclusions expressed in these 

discussions and outlined in this report. 

II. DRIVERS OF FIRM CAPITALIZATION AND COMED’S CAPITAL STRUCTURE

A. Balancing debt and equity in capital structure

Generally, a large firm is capitalized using a combination of equity and debt.  While there are 

variations of each type of capital (e.g. preferred stock, debt that can convert to equity at the 

bondholder’s choosing, etc.), two types of capital predominate the financing of a typical firm: 

common equity and long term debt.  ComEd’s capital structure is composed almost entirely of 

these two capital classes.12

Each type of capital has a cost commensurate with the owner’s risk of holding the security.  Debt 

is raised by issuing bonds, and bondholders have a priority claim to the assets of the firm in the 

event of bankruptcy.13  Because of this, debt is generally cheaper than equity.  The cost to the 

12 In its 2010 rate case (ICC Docket No. 10-0467) and the two formula rate cases filed thereafter (ICC Docket Nos. 
11-0721 and 12-0321), ComEd included short term debt in its ratemaking capital structure.  These short term 
borrowings were included because ComEd considers them to be a permanent financing tool rather than a seasonal or 
cyclical one.  However, short term debt represents a very small component of ComEd’s total capital, generally 
representing less than 0.25% of ComEd’s total capital.  For this reason, short term debt will be ignored when 
discussing ComEd’s capital sources.
13 Some firms can issue secured debt, and since the bondholders have a claim to the assets of the firm and a greater 
chance to recover their principal, those bonds are usually an even lower cost of financing.  ComEd is able to issue 
secured debt. 



6

firm is only the interest payment on the principal amount of the bond, and because interest 

expense is tax deductible, more of the operating income of a firm flows to the equity investors.

Thus, leverage increases the return to the equity holders, though it also increases the risk of that 

equity investment.  These factors could create an incentive for a firm to finance itself 

predominantly with debt.   

However, a company that is too highly levered (has too much debt relative to its equity) can be 

constrained by its creditors and experience other negative financial consequences.  The regular 

interest payments associated with debt increase the fixed costs of the firm, and as the fixed costs 

of the firm rise, so too does the probability that the firm might suffer from financial distress.

Analysis of Moody’s Investor Service global issuer default rates from 1983 to 2012 indicates that 

a firm in the first sub-investment grade rating group (“Ba”) has a cumulative probability of 

default of roughly 37% over a twenty year period.  In other words, a firm rated just below 

investment grade has a roughly four in ten chance of defaulting over a twenty year period.  For a 

firm in the lowest investment grade rating group (“Baa”), that cumulative default probability is 

only approximately 13%.  The threat of bankruptcy or financial distress can have numerous 

negative effects on the firm, such as deterring customers, additional investors, suppliers, or high-

quality workers and inducing managers to sustain the firm in the short term at the expense of its 

long term viability.  These factors tend to raise the costs to customers, whether through higher 

interest rates, higher wages and salaries, or more stringent payment terms to suppliers.  To avoid 

these effects, firms seek to find a capital structure that properly balances lower cost debt and 

more expensive equity. 



7

Figure 1 – Default Probability Over 20 Year Period by Credit Rating 

Source: Moody’s Investors Service Annual Default Study: Corporate Default and Recovery Rates, 1920-2012, Exhibit 34,  
published February 28, 2013 

ComEd’s objective is to maintain a capital structure that satisfies the interests of its debt and 

equity investors, is consistent with sound financial practice, and reflects an appropriate level of 

financial risk while also maintaining sufficient financial strength to attract capital and permit 

access to the financial markets.  The level of risk borne by ComEd’s debt investors can be 

gauged by ComEd’s credit ratings.  To that end, ComEd is committed to maintaining investment 

grade ratings to minimize the cost of borrowing, ensure continued access to the debt capital 

markets, and mitigate the risk that unforeseen events could trigger a downgrade to sub-

investment grade ratings.   

While the level of risk to the debt holders is an important concern, ComEd’s financial plan must 

also satisfy its equity holders.  ComEd’s parent company has many equity investors who 

consider, at least in part, the earnings and cash flows that ComEd contributes to Exelon’s 

consolidated financial results. To that end, ComEd’s financial strategy must also consider the 
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return on equity and net income that inures to the benefit of its equity holders, cash flow 

available to make dividend payments, and the overall equity ratio in the capital structure because 

ComEd’s direct and indirect equity holders have a choice as to where they may invest their 

capital – including in regulated utilities in states other than Illinois. A capital structure with too 

much debt may make ComEd a less attractive investment for equity holders given that the ROE 

premium is fixed at 580 basis points above the 30-year U.S. Treasury bond yield. 

B. Conclusions

ComEd and Staff believe ComEd’s capital structure should balance the desires of 

customers to have reliable service at a reasonable cost; of debt holders to be assured that 

their interest payments will be made as promised and their principal will be repaid at 

maturity; and of equity investors to receive competitive dividends and earnings that 

justify their continued capital commitments.   

ComEd and Staff agree that ComEd’s current capital structure and that projected in its 

five year financial plan adequately satisfy each of these three constituencies based on all 

circumstances and conditions reasonably foreseeable at present. 

III. CAPITAL STRUCTURE AND IMPACT ON CREDIT RATINGS

The relatively stable cash flows that result from the regulated utility model allow companies like 

ComEd to raise substantial capital in the long term debt markets.  The perspectives of the credit 

rating agencies – Fitch Ratings, Moody’s Investors Service, and Standard & Poor’s – are very 

relevant to any discussion of utility capital structures, as the long term debt ratings of those 

agencies are used by current and prospective bondholders as a measurement of the riskiness of 

lending to the utility.  Those ratings substantially affect the cost at which the utility can access 
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the debt capital markets and, in extreme cases, whether the utility can access the capital markets 

at all. 

A. ComEd’s Credit Rating History

As stated above, ComEd is committed to maintaining strong investment grade credit ratings.

Figures 2 and 3 (below) show ComEd’s current credit ratings for each of the three agencies and 

the historical evolution of ComEd’s issuer rating since 1995.14

Figure 2 – ComEd’s Current Credit Ratings and Letter Rating by Agency 

Figure 3 – ComEd’s Credit Rating History 

ComEd’s ratings declined sharply around 2004-05 resulting from the uncertainty regarding the 

end of the rate freeze and the transition to market prices for electricity supply.  Following these 

14 Standard & Poor’s uses the term “Corporate Credit Rating” rather than the “Issuer Rating” used by Moody’s and 
Fitch. 
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downgrades, ComEd had a sub-investment grade (“junk”) bond rating.15  Those ratings have 

since rebounded, with S&P upgrading ComEd most quickly and Fitch responding most slowly.

As Figure 3 indicates, rating agency downgrades occur relatively quickly while upgrades 

generally take more time. 

B. Methodology of the credit rating agencies

The three rating agencies evaluate firms using slightly different methodologies, but all three look 

at both the firm’s financial risks and business risks when determining a credit rating.  A utility’s 

quantifiable financial risk is determined using a series of financial ratio calculations based on 

approximately three years of financial projections.  The calculations measure things such as the 

ability of the firm to meet interest payments given its cash flows from operations, the ratio of 

cash from operations to total debt, and the ratio of debt to total capitalization.  A utility’s 

business risk is determined by numerous factors such as the extent to which it is diversified, its 

operational performance, its ability to recover its costs and earn returns, and the supportiveness 

of its regulatory environment.  In contrast to the measurement of financial risk, the business risk 

factors are generally qualitative and subject to greater discretion on the part of rating agencies.

None of the agencies has a rigid formula that can be used to exactly predict a utility’s ratings, so 

to some extent the ratings are subjective in nature.  But of the three rating agencies, Moody’s 

offers the most specific guidance as to how its various quantitative and qualitative factors are 

weighted.  Because of that transparency, because the Moody’s methodology was the focus of 

15 Though ComEd had a sub-investment grade credit rating throughout part of the mid-2000s, it was still able to 
access the debt capital markets because of its ability to issue debt secured by the property under its mortgage.  
Investors did, however, demand a higher interest rate to compensate them for the added risk.  Additionally, the sub-
investment grade issuer rating limited ComEd’s ability to issue debt in the short term commercial paper markets.  As 
a result, ComEd was reliant on meeting its liquidity needs through its revolving credit facility which was a 
comparatively more expensive form of borrowing.
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Staff’s testimony in the 2011 case, and because Moody’s ratings are commonly referenced when 

ComEd borrows in the long term debt markets, these discussions have examined ComEd’s 

capital structure using Moody’s rating framework.  Staff and ComEd agree that while the Fitch 

and S&P methodologies might yield a slightly different result, the Moody’s methodology offers 

a reasonable proxy for S&P and Fitch. 

The Moody’s rating grid for ComEd as of March 2013 is shown below in Figure 4.  It outlines 

the four ratings factors, the subfactors that compose each factor, and the weighting assigned to 

every component.16

Figure 4 – Moody’s Ratings Grid for ComEd, March 2013 

16 For a detailed description of Moody’s factors for regulated utilities, see Attachment B to the Direct Testimony of 
Ms. Kight-Garlisch in Dkt. No. 11-0721. 
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Based on the weighting shown above, non-financial factors dominate the Moody’s ratings 

factors.  In particular, the assessment of the regulatory framework (Factor 1) and the ability to 

recover costs and earn returns (Factor 2) combine to account for 50% of the total credit rating.

The quantifiable financial metrics account for 40% of the rating, and diversification accounts for 

the remaining 10%.  Therefore, regardless of its financial strength as measured by the ratio 

calculations, ComEd’s rating is limited by Moody’s assessment of the regulatory environment in 

Illinois and ComEd’s ability to recover its costs.  Commentary by the rating agencies generally 

notes that ComEd enjoys strong financial metrics for its current rating.  This indicates that absent 

a material reduction in financial leverage, the rating agencies’ assessments of the regulatory and 

cost recovery environments would need to improve before ComEd’s rating would be upgraded. 

In testimony in the 2011 case, Staff argued that the implementation of formula rates improves the 

timeliness and certainty of ComEd’s cost recovery.17  In its testimony in the 2011 case, Staff 

suggested that the adoption of formula rates would improve Moody’s assessments of Factors 1 

and 2 by at least one rating, and perhaps two.18  In other words, ComEd’s regulatory 

environment (Factor 1) would improve from a sub-investment grade “Ba” rating to at least “Baa” 

and its ability to recover costs and earn returns (Factor 2) would improve from “Baa” to at least 

“A.”  Staff suggested that given these upgrades, ComEd’s risk would substantially decline, 

which could result in a rate of return on rate base that is unreasonably high given the amount of 

equity in its capital structure.19

17 ICC Docket No. 11-0721, Kight-Garlisch Dir., Staff Ex. 12.0, 5:94-6:99. 
18 Id., 6:105-107. 
19 Id., 7:129-131. 
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In the discussions conducted pursuant to the Order in the 2011 case, all parties agreed that the 

ratings upgrades on these two non-financial factors have not materialized as quickly as Staff had 

postulated in testimony in the 2011 case.  Nonetheless, the credit rating agencies have noted that 

the passage of the Energy Infrastructure Modernization Act (“EIMA”) has improved the 

qualitative components of the ratings.  In its March 5, 2013 Credit Opinion on ComEd (included 

in Appendix B, the Moody’s credit opinions for ComEd published in the last year), Moody’s 

noted that “[t]he 2011 passage of EIMA has improved the cost recovery framework” and that the 

“regulatory environment is improving, but still challenging.”  However, Moody’s also noted that 

“the implementation of [EIMA] has been a challenge for Illinois electric utilities,” and that 

“[c]ontinuing complications with the implementation of the formula-rate-plan (FRP) has 

reinforced previous concerns about the predictability of the regulatory environment.”  Moody’s 

noted that the initial formula rate proceeding orders have “resulted in lower than expected 

financial results for the utilities… leading to litigation, lower investment by the utilities, and the 

prospect of additional legislation.” 

In its March 2013 commentary, Moody’s notes that “ComEd’s rating is stable,” and “[a]lthough 

the regulatory environment remains challenging and unpredictable, we believe that the latest 

credit supportive legislation will improve recovery under the FRP.”  Moody’s noted that a 

ratings upgrade could occur “if the new regulatory framework is seamlessly implemented and 

accepted as a workable model by key constituents in the state.”  On the other hand, Moody’s 

noted that ComEd’s rating could be downgraded “if EIMA ratemaking legislation is altered 

dramatically or terminated.”   
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C. Conclusions

ComEd and ICC Staff note that, in theory, EIMA is designed to reduce regulatory risk in 

a way that should improve ComEd’s credit ratings over time if the law is implemented as 

intended, all else equal.  The credit rating agencies have acknowledged this improvement 

while also noting implementation challenges, and therefore some measure of the reduced 

risk that results from the EIMA formula rate framework is already factored in to 

ComEd’s current credit rating with the potential for further improvement.   

ComEd and ICC Staff note that the ratings upgrades suggested by Staff in testimony in 

the 2011 case have not materialized to date.  The timing of upgrades related to Moody’s 

Factors 1 and 2 is uncertain and, rather than trying to predict the timing of an upgrade, it 

is reasonable to re-assess ComEd’s appropriate capital structure if and when the rating 

agencies’ views on the non-financial factors change and manifest themselves in the form 

of changes to the relevant ratings factors.  ComEd believes that the rating agencies will 

continue to monitor ComEd’s annual formula rate updates and factor the outcomes into 

their assessments of ComEd’s business risk. 

IV. DEBT-TO-CAPITALIZATION RATIOS AND PEER COMPARISONS

As mentioned previously, the perspectives of the credit rating agencies are only one part of an 

assessment of a reasonable capital structure.  For the reasons discussed in Section II, it is 

impractical for a utility to be predominantly debt capitalized.  While financial leverage magnifies 

the returns enjoyed by shareholders, it increases the risk to investors.  Too much financial 

leverage makes an investment less attractive to utility investors who have a range of options to 

choose from.
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A. Comparing ComEd to other utilities on a FERC Form 1 and approved ratemaking 
capital structure basis

The simplest measurement of ComEd’s capital structure comes from looking at the amounts 

shown on its FERC Form 1 balance sheet.  Under this measure, ComEd’s capital structure is 

comprised of roughly 55% equity and 45% long term debt.  For ratemaking purposes, though, 

ComEd’s capital structure is essentially reversed – roughly 45% equity and 55% debt.  The 

goodwill reflected on ComEd’s FERC Form 1 balance sheet has been removed from the 

ratemaking capital structure since ComEd’s 2005 distribution rate case.  ComEd’s ratemaking 

capital structure also incorporates various other adjustments to the balances and costs of long 

term debt in accordance with Commission practice.  Further, the earnings available to a common 

equity investor are a function of the product of the authorized rate of return on common equity 

and the ratemaking common equity ratio.  For these reasons, the ratemaking capital structure is a 

significantly better representation of what the utility’s equity investor would actually earn from 

his or her investment than the FERC Form 1 balance sheet. 

For comparison purposes, ComEd has provided two data sets that show the actual approved 

ratemaking capital structure for utilities receiving rate orders in 2011 and 2012.  The Regulatory 

Research Associates database contains data for all rate orders issued over that period of time, 

with the debt capitalization percentages obtained from the final commission orders in the cases.  

These approved ratemaking capital structures encompass adjustments for goodwill and other 

disallowances.  In other words, they represent what is used to calculate a utility’s actual weighted 

average cost of capital to be applied to rate base.  The data show that the average debt 

capitalization in approved rate orders was 47% and 46% in 2011 and 2012, respectively.  Over 
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this period of time, ComEd’s has received three rate Orders from the ICC with ratemaking debt-

to-capital ratios of 53%, 53%, and 57%.   These results are shown in Figures 5 and 6 below. 

Figure 5 – Approved Ratemaking Debt Capitalization of Utilities Receiving Rate Orders in 2011 

List of utilities and approved ratemaking long term debt percentages sourced from Regulatory Research Associates.  Excludes state regulated transmission utilities and 
utilities with settled or stipulated rate case results that do not specify long term debt capitalization.  Utilities appearing multiple times represent rate cases in multiple 
jurisdictions or multiple cases in one jurisdiction covering different capital structure measurement periods (e.g. ComEd’s multiple formula rate orders received in 
2012). 
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Figure 6 – Approved Ratemaking Debt Capitalization of Utilities Receiving Rate Orders in 2012 

List of utilities and approved ratemaking long term debt percentages sourced from Regulatory Research Associates.  Excludes state regulated transmission utilities and 
utilities with settled or stipulated rate case results that do not specify long term debt capitalization.  Utilities appearing multiple times represent rate cases in multiple 
jurisdictions or multiple cases in one jurisdiction covering different capital structure measurement periods (e.g. ComEd’s multiple formula rate orders received in 
2012). 

When goodwill is removed and other ratemaking adjustments are made, ComEd’s ratemaking 

debt ratio is at the higher end of the spectrum of all utilities receiving rate orders.

B. Conclusions
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ComEd notes that when comparing its ratemaking capital structure to those of other 

utilities receiving rate orders from 2010-12, its capital structure is among the most 

levered.

ComEd believes that higher levels of leverage reduce the attractiveness of ComEd in the 

eyes of equity investors.  To that end, ComEd believes that a requirement to adopt a 

capital structure more leveraged than projected in its LRP is not reasonable and does not 

strike the proper balance between the desires of customers, bondholders, and equity 

investors.

Furthermore, while its financial plan does not contemplate de-levering, ComEd believes 

that the RRA data on recent rate orders implies that a capital structure that reduces 

ComEd’s leverage in the direction of the three-year average of approximately 50% would 

be reasonable and appropriate.

Staff believes that comparisons of a utility’s capital structure to those of its peers can be 

useful in assessing the former’s reasonableness.  Nevertheless, Staff is not confident of 

the accuracy of the RRA data and its comparability to ComEd’s ratemaking capital 

structure.  For example, Figure 6 shows a 35% debt ratio for Wisconsin Electric Power 

(“WEPCO”).  In contrast, the Wisconsin Public Service Commission’s Order in Docket 

No. 5-UR-106 adopted a capital structure comprising 47.4% total debt for WEPCO.  

Further, the Order is based on a total debt balance of $2.8 billion while WEPCO’s 2012 

SEC Form 10-K reports $5.4 billion in total debt due to $2.7 billion is capital lease 

obligations.  Thus, Staff believes that WEPCO’s ratemaking capital structure understates 

the degree that it uses leverage to finance its operations.  As a second example, Staff 

found that CMS Energy’s ratemaking capital structure includes accumulated deferred 
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income taxes (“ADIT”), which causes the ratios of all the other components (such as 

short term debt, long term debt, and common equity) to be stated at a lower level than 

they would be if the Illinois practice of excluding ADIT from the capital structure had 

been followed.20  Consequently, Staff cannot draw any conclusions regarding whether 

ComEd’s capital structure contains a greater proportion of debt than other electric 

transmission and distribution companies, let alone draw any conclusions regarding the 

reasonableness of ComEd’s capital structure from the RRA data alone. 

V. COMED’S LONG RANGE FINANCIAL PLAN AND ALTERNATE SCENARIOS

In the course of the discussions with parties regarding ComEd’s capital structure, ComEd 

provided to Staff and IIEC its five-year LRP.21  After examining the LRP, Staff requested that 

ComEd show its LRP under three alternative scenarios, which are described below.  Those 

scenarios are designed to provide sensitivities for ComEd’s base case financial projections under 

several different sets of circumstances. 

A. Base case LRP
ComEd’s base case LRP projects a ratemaking capital structure and credit ratios that are 

generally the same as those in place at the time of the 2011 case.  Throughout the five-year LRP 

window, its debt-to-total capital ratio for ratemaking purposes is within a range of XXXXXX.22

The Moody’s financial strength ratios generally imply XXXXXXXXXXXXXXXXXXXXXX 

20 See Consumer Energy Co., Michigan Pub. Serv. Comm’n Docket U-16794 (Order June 7, 2012) at 69. 
21 ComEd’s LRP contains non-public financial information that is confidential, proprietary, and market-sensitive.  
As such, the public version of this report has been redacted to avoid disclosure of non-public financial information. 
22 The determination of capital structure for ratemaking purposes involves adjusting total capital for the goodwill on 
ComEd’s balance sheet.  It further adjusts long term debt costs and balances for the annual amortization of gains, 
losses, discounts, and premiums; the unamortized balances of each of those components; and the effects of gains and 
losses on reacquired debt.  These calculations are traditionally shown on Part 285 Schedule D-3 and WPD-3 and 
Workpaper 13 of the distribution formula rate. 
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XXXXXX for Factor 4 criteria, which account for 40% of ComEd’s overall rating.23  ComEd 

targets a dividend to its equity investor that is roughly 65%-70% of its operating net income.  

ComEd has annual total capital expenditures of between XXXXXXXXXXXXXXX to meet its 

capital commitments (including the incremental spending it committed to as a participating 

utility under EIMA).  It finances these capital expenditures with a combination of incremental 

debt issuances and retained earnings.  Because of these EIMA-related capital expenditures, 

ComEd’s average ratemaking long-term debt balance continues to increase each year and is 

cumulatively XXXXXXXXXXXX at the end of the LRP period than it was at the time of the 

enactment of EIMA. 

B. Alternate Scenarios

The first alternate scenario considered was enactment of SB9, legislation passed by the General 

Assembly to clarify several rate-setting provisions of EIMA.  For the purpose of this scenario, 

ComEd assumed SB9 becomes law in 2013, that rates would be set based on year-end rate base 

and year-end capital structure beginning in 2013, and that the reconciliation regulatory asset 

would earn interest at ComEd’s rate of return on rate base.  Because of the timing of the scenario 

analysis, ComEd assumed that the advanced metering infrastructure deployment schedule would 

be consistent with the ICC’s Order on Rehearing in Dkt. No. 12-0298 and did not assume the 

acceleration of meter deployment in 2013 that was included in the amended version of SB9 that 

passed the General Assembly.  Under this scenario, ComEd’s revenues increase.  However, in 

terms of capital structure and credit metrics, the scenario has negligible impacts.  The ratemaking 

debt-to-capital ratio decreased slightly in the latter half of the LRP window but the variance to 

23 One-time events, for instance changes in tax laws or guidance, can influence the financial metrics significantly 
from year to year.  When a single year’s calculation is a clear departure from previous years and the utility’s general 
trend, the rating agencies will often discount the one-year impact rather than change the rating as a result of an event 
that is not sustainable or likely to recur.  The discounting of single-year events is what is meant by saying that the 
ratios “generally” imply a given rating. 
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the base case LRP was still less than XXX in every year. ComEd issues only XXXXXXXXX in 

long-term debt under this scenario.  As a result, ComEd’s Moody’s credit metrics show no 

meaningful change. 

The second alternate scenario considered assumed a 100 basis point increase in the 30-year U.S. 

Treasury bond and a 100 basis point increase in the cost of new long term debt.  To model this 

scenario, ComEd assumed that the increase happened overnight (which of course does not reflect 

the realistic movement of interest rates).  In this scenario, ComEd’s revenues again increased.  

This is due in part to higher interest expense that is recovered annually in rates and a higher 

allowed ROE as a result of the formula that sets ROE equal to the average 30-year Treasury 

bond yield plus 580 basis points.  This higher ROE leads to higher retained earnings relative to 

the base case scenario, and these higher retained earnings allow ComEd to meet its dividend 

commitments to its equity investor at the same payout ratio as the base case LRP and have 

additional cash left over with which to make EIMA investments.  This incremental cash allowed 

ComEd to reduce the amount of debt required to finance its capital expenditures.  Overall, 

however, the reduction in debt is rather modest – XXXXXXXXXXXXXXXX – and occurs late 

in the planning period.  The ratemaking debt-to-capital ratio decreases, as it did in Scenario 1, 

but again the decrease is modest – XXXXXXXXXXXXXXXXX by the end of the planning 

period in 2017.  Since the reduction in debt is greater than in Scenario 1, the favorable impact on 

Moody’s credit metrics is also greater.  But since the de-levering is XXXXXXXXXX over the 

planning period, the impact on the credit metrics is small enough so as not to change the 

projected ratings for any of the Factor 4 financial metrics. 
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The third alternative to ComEd’s base case LRP contemplates an increase in ComEd’s 

ratemaking equity-to-total capital ratio to 50%.  In modeling this scenario, ComEd assumed that 

it would reduce its dividend payout ratio to 20% for the years 2013-15.  ComEd would reach a 

ratemaking capital structure with 50% common equity in 2015.  Beginning in 2017, the dividend 

payout ratio returns to the 65%-70% target in the base case LRP.  This scenario presents two full 

years of results with ComEd at a 50% common equity ratio.  In discussions with parties, ComEd 

noted that this scenario is illustrative but not realistic because it is inconsistent with ComEd’s 

stated dividend policy and would not provide an acceptable dividend to ComEd’s equity 

investor.  That caveat notwithstanding, the scenario does result in a significant change to 

ComEd’s capital structure.  Under this scenario, ComEd’s net income increases because the 

higher equity ratios result in a higher return on rate base.  As ComEd reduces its dividend, it uses 

the available cash to make EIMA capital investments that would otherwise have been funded by 

debt.  This results in a cumulative reduction in long-term debt of XXXXXXX over the LRP 

forecast period.  Under this scenario, the Moody’s financial ratios improve considerably.  

However, this improvement does not translate into a ratings upgrade if one assumes that the rest 

of the Moody’s factors are held constant.  This is because the quantitative Factor 4 calculations 

that improve under this scenario account for only 40% of ComEd’s total credit rating.  In 

particular, without improvement in Factors 1 and 2 (regulatory environment and ability to 

recover costs and earn returns), even rather significant changes in the financial projections have 

muted impacts on ComEd’s overall credit rating. 

C. Conclusions

Staff stated in the course of discussions that the capital structure and credit metrics in 

ComEd’s base case LRP projections are unlikely to generate significant challenge. 
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ComEd and Staff agree that alternate Scenarios 1 and 2 do not generate significant 

variance in either ComEd’s ratemaking capitalization ratio or its credit metrics. 

ComEd and Staff agree that alternate Scenario 3 would result in notable improvements in 

ComEd’s quantitative credit ratios, but even that degree of de-levering is unlikely to 

result in credit rating upgrades without a change in the rating agencies’ assessments of 

the qualitative business risk factors. 

VI. DISCUSSION OF A PROPOSED EQUITY CAP

In testimony in the 2011 case, IIEC proposed the concept of an equity cap, a feature that is a part 

of ComEd’s FERC transmission formula rate.  IIEC proposed that if ComEd’s common equity 

ratio was greater than 55%, the equity dollar amount above 55% should be added to the balance 

of long term debt.24  According to IIEC, the institution of this cap would ensure that ComEd’s 

cost of capital reflects reasonable and prudent management of its capital structure.   IIEC further 

claimed that it would further simplify the formula rate update proceedings by creating a test of 

capital structure reasonableness and thereby reduce the number of potentially contested issues in 

the case.  In its Final Order, the ICC declined to adopt the IIEC equity cap proposal on the 

grounds that ComEd’s equity capitalization ratio was below the cap level and such a cap was 

therefore unnecessary in that proceeding.25  The Commission did, however, order that 

discussions around the equity cap be included in the capital structure discussions that formed the 

basis for this report.26

24 ICC Docket No. 11-0721, IIEC Init. Br. at 37. 
25 Commonwealth Edison Co., ICC Docket No. 11-0721 (Order May 29, 2011) at 131. 
26 Id., at 134. 
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To that end, ComEd, IIEC, and Staff discussed the concept of a limitation on common equity in 

ComEd’s ratemaking capital structure.  In these conversations, IIEC modified its “cap” proposal 

to instead be what the parties have referred to as a “trigger.”  IIEC recommended that all parties 

set a threshold level for common equity ratio.  If ComEd’s common equity ratio was below that 

trigger level, then Staff and IIEC would not contest (with limited exceptions) ComEd’s capital 

structure on the grounds of reasonableness and prudence.27  If ComEd’s common equity ratio 

was at or above the trigger level, ComEd would commit to presenting additional evidence in its 

direct testimony justifying its capitalization and explaining why it views that equity level to be 

reasonable and prudent.  Reaching the trigger level would not result in a disallowance or 

conversion from equity to debt without an explicit ruling by the ICC.   

All parties agreed that such a trigger mechanism would be desirable, would streamline the annual 

update and reconciliation proceedings, and would be a productive result of the constructive and 

collaborative discussions.  IIEC recommended that the trigger be set at a level of 50% common 

equity to total capital.  All parties agreed that such a trigger is best accomplished by a letter 

agreement or stipulation rather than as part of a Commission Order in the upcoming 2013 annual 

update and reconciliation. All parties also agreed that financial conditions affecting ComEd’s 

capitalization could change over time, and that if these changes were material, that certain 

conditions should be set forth under which the parties would re-convene to assess whether the 

50% trigger level was still proper.  Finally, all parties agreed that the trigger arrangement should 

27 Staff and IIEC said they would like to preserve their rights to challenge ComEd’s capital structure and capital 
costs in two respects.  First, they sought to preserve their rights to contest capital structure if they felt that ComEd’s 
affiliation with unregulated or non-utility companies directly or indirectly affected ComEd’s risk or cost of capital.  
Second, in the event that Section 16-108.5 was amended to use a year-end capital structure, Staff and IIEC sought to 
preserve their rights to challenge financial transactions that had the effect of manipulating ComEd’s capital structure 
at the end of a year.  
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be in place for a set period of time, after which the parties could determine the desirability of an 

extension.  ComEd, IIEC, and Staff recognize that the trigger arrangement is not binding on any 

non-signatories to the arrangement. 

ComEd, Staff, IIEC, and each party’s respective legal counsel are working to effectuate an 

agreement along the lines described above and hope to enter into such an agreement shortly after 

the filing of ComEd’s 2013 formula rate update and reconciliation.

VII. CONCLUSION

ComEd and Staff found the discussions that formed the basis of this report to be beneficial.

While ComEd, Staff, and IIEC do not share the same conclusions on all issues, each has come 

away from the process with a clearer understanding of how the others view the issues of capital 

structure and credit ratings in the rate setting process.   All parties are hopeful that an agreement 

will be reached that will minimize capital structure as a contested issue in ComEd’s upcoming 

formula rate filings.  Finally, all parties hope that the parties will be able to address future 

questions in a similarly collaborative dialogue. 

Respectfully submitted by 

COMMONWEATH EDISON COMPANY 

STAFF OF THE ILLINOIS COMMERCE COMMISSION 






























