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WITNESS IDENTIFICATION 1 

Q1. Please state your name and business address. 2 

A1. My name is Michael McNally.  My business address is 527 East Capitol Avenue, 3 

Springfield, IL 62701. 4 

Q2. What is your current position with the Illinois Commerce Commission 5 

(“Commission”)? 6 

A2. I am a Senior Financial Analyst in the Finance Department of the Financial 7 

Analysis Division. 8 

Q3. Please describe your qualifications and background. 9 

A3. I received both a Bachelor of Arts degree in Economics and a Master of Business 10 

Administration degree with a concentration in Finance from the University of 11 

Illinois at Urbana-Champaign.  I earned the Chartered Financial Analyst 12 

designation from the organization now known as the CFA Institute in 2003.  I 13 

have been employed by the Commission since 1999 and have previously 14 

testified before the Commission on a variety of financial issues. 15 

Q4. What is the purpose of your testimony in this proceeding? 16 

A4. I will present the fair rate of return on rate base for Commonwealth Edison 17 

Company’s (“ComEd” or the “Company”) electric delivery services, pursuant to 18 

the provisions of Section 16-108.5 of the Public Utilities Act (the “Act”).1   19 

                                            
1
 220 ILCS 5/16-108.5. 
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CAPITAL STRUCTURE 20 

Q5. What capital structure does the Company propose for setting rates in 2014 21 

accordance with 16-108.5 of the Act (“formula rates plan”)? 22 

A5. The Company proposes using an end-of year 2012 capital structure comprising 23 

0.00% short-term debt, 54.72% long-term debt and 45.28% common equity 24 

(excluding goodwill).2 25 

Q6. What capital structure does the Company propose for the 2012 26 

reconciliation? 27 

A6. The Company proposes using the same capital structure as it proposes for 28 

setting rates in 2014, as identified above. 29 

Q7. Do you agree that the Company’s proposed capital structure is appropriate 30 

for setting rates in 2014 and the reconciliation for 2012? 31 

A7. Yes.  ComEd’s capital structure is appropriate for the reasons set forth in ComEd 32 

Ex. 4.01.  Specifically, based on the Company’s business risk and financial risk, 33 

Standard and Poor’s has assigned ComEd a BBB credit rating with a stable 34 

outlook.3  Likewise, Moody’s has assigned ComEd its equivalent credit rating, 35 

Baa2, also with a stable outlook.4  This indicates that ComEd maintains a 36 

reasonable degree of financial strength, as reflected in the Company’s capital 37 

structure.  Further, as noted in ComEd Ex. 4.01, the ratings agencies have 38 

indicated that ComEd enjoys strong financial metrics for its current rating. 39 

                                            
2
 ComEd Ex. 4.0 Rev., p. 3. 

3
 Standard and Poor’s Ratings Services, “Summary: Commonwealth Edison Co.,” March 28, 

2013, pp. 2-3. 
4
 www.moody’s.com. 
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Q8. How does the capital structure affect the overall cost of capital? 40 

A8. Financial theory suggests capital structure affects the value of a firm and, 41 

therefore, its cost of capital, to the extent it affects the expected level of cash 42 

flows that accrue to outside parties (i.e., other than debt and stock holders).  43 

Employing debt as a source of capital reduces a company's income taxes,5 44 

thereby reducing the cost of capital.  However, as reliance on debt as a source of 45 

capital increases, so does the probability of default.  As default becomes more 46 

probable, expected payments to attorneys, trustees, accountants, and other 47 

outside parties increase.  Simultaneously, the expected value of the income tax 48 

shield provided by debt financing declines.  Beyond a certain point, a growing 49 

dependence on debt as a source of funds increases the overall cost of capital. 50 

Likewise, increasing the proportion of common equity in a utility’s capital 51 

structure reduces financial risk, thereby lowering the cost of each source of 52 

capital.  However, since common equity is the most costly source of capital, an 53 

excessive proportion of common equity unnecessarily raises the overall cost of 54 

capital.  On the other hand, an inadequate proportion of common equity also 55 

unnecessarily raises the cost of capital, since reducing the proportion of common 56 

equity in a utility’s capital structure increases financial risk, thereby raising the 57 

cost of each source of capital.  In other words, above a certain common equity 58 

ratio, increasing the proportion of common equity increases the overall cost of 59 

capital despite reducing the individual component costs; below a certain common 60 

equity ratio, decreasing the proportion of common equity has a smaller effect on 61 

                                            
5
 The tax advantage debt has over equity at the corporate level is partially offset at the individual 

investor level.  Debt investors receive returns largely in the form of current income (i.e., interest).  

In contrast, equity investors receive returns in the form of both current income (i.e., dividends) 

and capital appreciation (i.e., capital gains).  Taxes on common dividends and capital gains are 

lower than taxes on interest income because common dividends and capital gains tax rates are 

lower and taxes on capital gains are deferred until realized. 
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the overall cost of capital than the resulting increase in the cost of each source of 62 

capital.6  Therefore, the Commission should not determine the overall rate of 63 

return from a utility’s actual capital structure if that capital structure adversely 64 

affects the overall cost of capital. 65 

COST OF SHORT-TERM DEBT 66 

Q9. What cost of short-term debt does the Company present? 67 

A9. The Company presents a cost of 0.50%, which equals the weighted cost of short-68 

term borrowings reported in the Company’s 2012 Form 10-K, page 320.  69 

Nevertheless, since there is no short-term balance as of the end of the year, this 70 

does not affect the overall cost of capital. 71 

Q10. What is the cost of ComEd’s credit facilities? 72 

A10. ComEd calculated its annual credit facility commitment fees to be $4,012,000, 73 

which divided by the total capitalization produced a credit facility fee of 4 basis 74 

points to be added to ComEd’s overall cost of capital. 75 

Q11. Did you make any changes to the Company’s cost of credit facilities? 76 

A11. No. 77 

                                            
6
 Unfortunately, determining the common equity ratio that minimizes cost of capital remains 

problematic because:  (1) the cost of capital is a continuous function of the capital structure, 

rendering its precise measurement along each segment of the range of possible capital structures 

problematic; and (2) the optimal capital structure is a function of dynamic operating risk and 

investor risk preferences. 
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COST OF LONG-TERM DEBT 78 

Q12. What cost of long-term debt does the Company present in its direct 79 

testimony for use under the formula rates plan? 80 

A12. The Company presents a cost of long-term debt of 5.34% for both 2014 rate 81 

setting and the 2012 reconciliation. 82 

Q13. Did you make any changes to the Company’s cost of long-term debt? 83 

A13. Yes.  Based on several corrections to the Company’s debt schedule, I have 84 

changed the cost of long-term debt to 5.39%.  Through its responses to Staff 85 

data requests, the Company has indicated that it agrees that the cost of long-86 

term debt should be 5.39% and will be filing an updated debt schedule with its 87 

rebuttal testimony reflecting that change.7 88 

Q14. Please explain the changes you made to the Company’s debt schedule. 89 

A14. First, since there were no unamortized balances as of the end of the year for the 90 

Series 98 bonds and interest rate swaps maturing in 2012, I changed the 91 

associated annual amortizations of discount/premium and debt expense to $0 to 92 

reflect the amortization on a forward-looking basis.  In contrast, in order to reflect 93 

the amortization on a forward-looking basis for the Series 113 bonds, which were 94 

issued in 2012, I changed the annual amortization expenses to represent a full 95 

year of amortization. 96 

Next, I corrected the unamortized debt expense for the Series 113 bonds from 97 

$3,485,491 to $3,474,180, as reported in the Company’s Form 21. 98 

                                            
7
 Company responses to Staff data requests MGM 1.01, 1.02, 2.01, 2.02, and 2.03. 
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Next, I corrected the amortization period end date for three of the Series 92 99 

reacquired issues from March 15, 2012 to April 15, 2013, as reported in the 100 

Company’s Form 21. 101 

Finally, I corrected the unamortized debt expense for the Interest Rate Swap 102 

Settlement from -$141,951 to -$125,418. 103 

RATE OF RETURN ON COMMON EQUITY 104 

Q15. What is ComEd’s rate of return on common equity for setting rates in 2014? 105 

A15. ComEd’s rate of return on common equity is 8.72%, which equals the 2.92% 106 

monthly average 30-year U.S. Treasury bond yield, plus 580 basis points, as set 107 

forth in Section 16-108.5(c)(3) of the Act. 108 

Q16. What is ComEd’s rate of return on common equity for the 2012 109 

reconciliation? 110 

A16. Pursuant to Section 16-108.5(d)(1) of the Act, the common equity for the 2012 111 

reconciliation is calculated in the same manner as the rate of return on common 112 

equity for setting rates in 2014.  Thus, the rate of return on common equity for the 113 

2012 reconciliation is 8.72%. 114 
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RATE OF RETURN ON RATE BASE 115 

Q17. What is your recommendation for the Company’s rate of return on rate 116 

base? 117 

A17. I recommend a 6.94% rate of return on rate base for both 2014 rate setting and 118 

the 2012 reconciliation for ComEd’s electric delivery services, based on the 119 

following capital structure and capital costs: 120 

 
Capital Component 

 Percent of 
Total Capital 

  
Cost 

 Weighted 
Cost 

Short-term Debt  0.00%  0.50%  0.00% 
Long-term Debt  54.72%  5.39%  2.95% 
Common Equity  45.28%  8.72%  3.95% 
Credit Facility Fees      0.04% 

Total  100.00%    6.94% 

RATE CASE EXPENSE 121 

Q18. What documents did you review with regard to rate case expenses? 122 

A18. I reviewed ComEd Exhibits 3.09, 8.02, and 8.05, as well as the Companies’ 123 

responses to Staff data requests, which included invoices for the rate case 124 

expenses incurred in 2012 associated with the cost of capital in Docket No. 11-125 

0721. 126 

Q19. Do you propose an adjustment to the rate case expense associated with 127 

the cost of capital from Docket No. 12-0321? 128 

A19. Yes.  I am proposing that Analysis Group’s consulting fees, outlined in ComEd 129 

Ex. 8.05 (Confidential and Proprietary), be disallowed.  That exhibit includes two 130 

invoices from Analysis Group, numbered 831794 and 833617.  In its response to 131 
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Staff data request RWB 4.01, the Company stated that invoice 831794 actually 132 

related to an Article IX case rather than the instant docket and acknowledged 133 

that the related expense ($XXXXXXXXX) should be removed from the revenue 134 

requirement in this proceeding. 135 

With regard to invoice 833617, the Company noted that those expenses 136 

($XXXXXXXXX) relate to ICC Docket No. 11-0721,8 and the Company still seeks 137 

to recover them in this proceeding.  However, like the expenses related to invoice 138 

831794, I recommend that the expenses related to invoice 833617 also be 139 

removed from the revenue requirement in this proceeding.  First, the amount 140 

billed does not support any tangible work product.  The Company’s response to 141 

Staff data request RWB 4.03 states that there is “no particular ComEd exhibit 142 

number associated” with the amounts billed in invoice 833617.9  Second, the 143 

documentation does not specify what work was done beyond broad labels such 144 

as “research” and “review.”  Without greater clarity there is no way to determine if 145 

that work was even related to that case, let alone reasonable and necessary.10  146 

Third, many of the hours billed are for work reportedly done before Analysis 147 

Group was hired (prior to the engagement letter dated January 11, 2012).  The 148 

engagement letter gives no indication of retroactivity.  Allowing the recovery of 149 

payments for work that was not even acknowledged in the engagement letter 150 

would introduce the potential for questionable billing, particularly given the vague 151 

                                            
8
 Company response to Staff data request RWB 4.03. 

9
 Curiously, despite having no particular ComEd exhibit number associated with that invoice, the 

invoice includes 5.75 hours billed for the preparation of exhibits. 
10

 The Public Utilities Act states, “The Commission shall specifically assess the justness and 

reasonableness of any amount expended by a public utility to compensate attorneys or technical 

experts to prepare and litigate a general rate case filing.”  (220 ILCS 5/9-229)  Further, in 

rejecting certain expenses for rate of return experts in a prior ComEd rate case, the Commission 

stated that “one component of justness and reasonableness for rate case expense is necessity.”  

(Order, Docket No 10-0467, May 24, 2011, p. 76) 
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descriptions of the work performed.  Fourth, the invoice applies the same billing 152 

rate for all the Analysis Group consultants from Academic Affiliate to Analyst.  I 153 

believe the use of such a blended billing rate should be avoided because it 154 

conceals the underlying individual billing rates.  This subverts the idea of 155 

transparency in rates for which the Commission should strive.  For example, 156 

Analysis Group charged ComEd a blended rate of $XXX per hour, which not only 157 

hides the fact that one witness billed Analysis Group individually at $XXXXX per 158 

hour, but also results in work billed to ComEd at $XXX per hour that was 159 

performed by a low-level analyst for which Analysis Group actually pays much 160 

lower rates.11  Overall, the documentation provided does not justify the work 161 

reportedly performed or the amount expended as necessary or reasonable and, 162 

thus, the expenses related to invoice 833617 should be removed from the 163 

revenue requirement. 164 

The Company is also requesting to recover $XXXXXXXXX of expenses for rate 165 

of return testimony from Dr. Samuel Hadaway in Docket No. 11-0721.12  166 

Although I am not proposing any adjustment with respect to that invoice, I note 167 

that Dr. Hadaway increased his rate by 12.5% (from $XXX/hour to $XXX/hour) 168 

from just one year earlier13 and billed for 65 hours of work despite only 169 

presenting 4 pages of substantive direct testimony and 11 pages of substantive 170 

rebuttal testimony on a single issue. 171 

                                            
11

 ComEd Ex. 8.02 (Confidential and Proprietary); ComEd Ex. 8.05 (Confidential and Proprietary); 

and Company response to Staff data request RWB 4.04_Attach 1 (Confidential and Proprietary). 
12

 ComEd Ex. 8.05 (Confidential and Proprietary). 
13

 Docket No. 10-0467, Company response to Staff data request DLH 1.04 CORRECTED_Attach 

4. 
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Q20. Does this conclude your prepared direct testimony? 172 

A20. Yes, it does. 173 


