
Sizeable capital program

Strong credit metrics for rating category

Parent's dividend reduction enhances ComEd's internal cash flow

Dispute with IRS remains an overhang credit issue

Corporate Profile

Commonwealth Edison Company (ComEd) is a regulated electric transmission and distribution company and a
subsidiary of Exelon Corporation (Exelon: Baa2 stable). ComEd provides energy delivery services to retail and
wholesale customers in northern Illinois, including the city of Chicago. ComEd is regulated by the Illinois
Commerce Commission (ICC) and the Federal Energy Regulatory Commission (FERC). At December 31, 2012,
ComEd had total assets of $22.91 billion.

SUMMARY RATING RATIONALE

ComEd's Baa2 senior unsecured rating primarily reflects an improving but still unpredictable state regulatory
environment in which the company operates. The 2011 passage of EIMA improved the cost recovery framework;
however, implementation of the law has been a challenge for Illinois electric utilities. The rating factors in continuing
strong credit metrics for its rating category, good liquidity management, a sizeable capital spending program, and a
diverse regional economy which helps mitigate the financial impact from the still weak economic recovery. The
rating further recognizes the expected enhancement to ComEd's internal cash flow following Exelon's decision to
reduce its common dividend by 40%. A longer-term credit overhang remains owing to ComEd's ongoing exposure
to litigation with the IRS.

DETAILED RATING CONSIDERATIONS

Regulatory environment remains unpredictable despite credit supportive legislation

ComEd's rating recognizes an improving, but still challenging regulatory environment for utilities in Illinois.
Continuing complications with the implementation of the formula-rate-plan (FRP) has reinforced previous concerns
over the predictability of the regulatory environment.

On 30 December 2011, the Energy Infrastructure Modernization Act (EIMA) became law. The EIMA established a
new distribution, performance based FRP ratemaking paradigm for the state's largest electric utilities with an
intention to spur utility infrastructure investment. The legislation required ComEd to invest $1.3 billion over a five-
year period in electric system upgrades, modernization projects, and training facilities, and at least $1.3 billion over
a 10-year period in transmission & distribution assets and smart-grid system upgrades. While EIMA has the
potential to create a concrete, dependable regulatory framework, the ICC's interpretation of certain aspects of
EIMA has resulted in lower than expected financial results for the utilities, including ComEd, leading to litigation,
lower investment by the utilities, and the prospect of additional legislation.

On 29 May 2012, the ICC issued an order in its initial FRP filing that reduced ComEd's annual revenue requirement
by $168 million, approximately $110 million more than proposed by the company. The reduction included $50
million that the ICC determined could be recovered through alternative rate proceedings, $35 million for the
disallowance of a return on pension assets, $10 million for incentive compensation related adjustments, and $15
million for various adjustments on other technical items. The ICC agreed to rehear some of the issuer's appeal and
on 3 October 2012, the ICC issued its final order in that rehearing, adopting ComEd's position on the return on its
pension asset, resulting in an increase in ComEd's annual revenue requirement. However, in two other areas, the
ICC ruled against ComEd by reaffirming use of an average rather than year-end rate base in ComEd's
reconciliation revenue requirement; and amending its prior order to provide a short-term debt rate as the
appropriate interest rate to apply to under/over recoveries of incurred costs. ComEd filed an appeal with the courts
on 4 October 2012. New rates reflecting the impacts of the rehearing order went into effect in November 2012.

In December 2012, ICC issued the second FRP for ComEd authorizing the utility an $72.6 million rate increase.
While the outcome was only $2 million less than the company's ask, ComEd's position reflected the rate impact of
the ICC decision in the initial FRP proceeding, including the methodology used to calculate rate base and capital
structure, both of which remain under appeal in the Illinois courts. As such, ComEd's position does not reflect the
full revenue requirement expected had the FRP been implemented in a manner consistent with the company's
interpretation of the legislation.
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In light of these developments, the Illinois legislature has introduced Senate Bill 9 (SB 9), to further clarify the
perceived ambiguity around EIMA by the ICC, specifically the FRP process. The new bill includes language
indicating that the ICC should use year-end rate base values and year-end capital structures in all rate
reconciliations. Additionally, SB 9 specifies that any reconciliation-related amounts should accrue interest
calculated using the weighted average cost of capital. If passed, the bill will supersede the ICC's previous orders to
the extent that the orders are inconsistent with the bill, allowing companies to retroactively recover any amounts
not previously authorized for recovery. On 13 February 2013, the Illinois Senate Executive Committee voted
unanimously to pass SB 9, and the bill will now be considered by the full Senate. We understand that there is
broad bipartisan support for SB 9 in both the Senate and the House and that such a vote, when taken, will likely
pass with a veto-proof majority. The 2013 legislative session is expected to conclude on May 31st.

Material Capital Investment

ComEd's capital expenditure program has increased in each of the last two years primarily to maintain and
strengthen the transmission and distribution network in and around its service territory, and for infrastructure
spending related to smart grid deployment. In 2011 and 2012, capital expenditures increased to $1.0 billion and
$1.2 billion, respectively, as compared to the three year average of $923 million over the 2008-2010 period.
Following the outcome of the above-referenced ICC rehearing in October 2012, ComEd deferred $65 million of
planned spend in 2012 and plans to defer an additional $335 million of smart meter and other infrastructure spend
from the 2013-2014 period to 2015 and beyond. We anticipate that capital spending will approximate $1.4 billion
during 2013.

Strong Credit Metrics for the Current Rating

For the past three years, ComEd has produced very strong credit metrics for the Baa rating category. Cash flow
(CFO pre W/C) to debt has averaged around 21.2%, cash flow coverage of interest expense has averaged 4.6x
while retained cash flow to debt has averaged 17.6% for the past three years, all of which are reflective of a higher
Baa rating. Some of this financial performance can be attributed to the receipt of bonus depreciation, which is not a
sustainable source of cash flow. During 2011, Exelon's utilized the incremental cash sourced by bonus
depreciation to voluntarily make a sizable contribution to ComEd's pension plan, an action we viewed as credit
positive. Prospectively, and factoring in the loss of bonus depreciation in the near-term financial results, we believe
that ComEd will produce credit metrics that will strongly position the company within the Baa2 rating category.

Parent's dividend reduction enhances ComEd's internal cash flow

On 7 February 2013, Exelon announced that it would reduce its common dividend by 40% which will enhance
retained cash flow and free cash flow across the company by $740 million. We view this action as being
supportive of credit quality and highlights management's strong commitment to maintain an investment grade
rating at all legal registrants. Exelon's revised dividend policy contemplates that the utilities, including ComEd, pay
out an average of 65-70% of their respective earnings.

IRS dispute remains an overhang credit issue

Exelon, through ComEd, is involved in a tax dispute with the IRS relating to a portion of the tax gain associated with
the 1999 sale of ComEd's fossil generating assets. Specifically, about $1.2 billion of the gain was deferred by
reinvesting the proceeds from the sale in qualifying replacement property under the like-kind exchange provisions.
The like-kind exchange replacement property purchased by Exelon included interests in three municipal-owned
electric generation facilities which were leased back to the municipalities.

Exelon has been unable to reach agreement with the IRS regarding the dispute over the like kind exchange
position. The IRS has asserted that the Exelon purchase and leaseback transaction is substantially similar to a
leasing transaction, known as a SILO, which the IRS does not respect as the acquisition of an ownership interest
in property.Exelon disagrees with the IRS and continues to believe that its like-kind exchange transaction is not the
same as or substantially similar to a SILO. Exelon expects to initiate litigation in 2013 to contest the IRS's
disallowance of the like-kind exchange position.

On 9 January 2013, the U.S. Court of Appeals for the Federal Circuit reversed the U.S. Court of Federal Claims
and reached a decision for the government disallowing Consolidated Edison's deductions stemming from its
participation in a LILO transaction that the IRS also has characterized as a tax shelter.

In light of the Consolidated Edison decision and Exelon's current determination that a settlement is unlikely, Exelon
has concluded that it will record a non-cash charge to earnings of approximately $270 million in the first quarter of
2013, which represents the full amount of interest expense (after-tax) and incremental state tax expense in the
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2013, which represents the full amount of interest expense (after-tax) and incremental state tax expense in the
event that Exelon is unsuccessful in litigation. Of this amount, approximately $185 million will be recorded at
ComEd and the balance at Exelon. Exelon intends to hold ComEd harmless from any unfavorable impacts of the
after-tax interest amounts on ComEd's equity.

At 31 March 2013, in the event of a fully successful IRS challenge to Exelon's like-kind exchange position, the
potential tax and after-tax interest, exclusive of penalties, that could become currently payable may be as much as
$860 million, of which approximately $320 million would be attributable to ComEd after consideration of Exelon's
agreement to hold ComEd harmless with the balance at Exelon.

Liquidity

ComEd's Prime-2 short-term rating for commercial paper reflects our view that the company will maintain
adequate liquidity for the next 4 quarters.

On 28 March 2012, ComEd entered into a new five year unsecured revolving credit agreement for $1 billion,
expiring in 2017. This credit facility is used primarily to provide liquidity support and for the issuance of letters of
credit. As of 31 December 2012, there were no borrowings or letters of credit outstanding under the facility. While
the credit agreement does not contain any rating triggers that would affect borrowing access to the commitment
and does not require any material adverse change (MAC) representation for borrowings, there is a requirement to
maintain a ratio of net cash flow from operations to net interest expense at a minimum level of at least 2.0 times. At
31 December 2012, ComEd's ratio of net cash flow from operations to net interest expense was 6.14x. Cash on
hand at 31 December 2012 was $144 million.

In light of the ample capital investment program anticipated at the utility, we expect ComEd being free cash flow
negative for the next few years. That said, in light of the higher capital spending at ComEd, we do not believe that
the utility's dividend will reach the higher end of the above-referenced targeted 70% payout level. In that vein, we
note that ComEd paid $105 million of dividends during 2012 representing 28% of ComEd 2012 earnings. ComEd
has approximately $252 million of debt maturing in 2013 and $600 million in 2014. We anticipate the company
seeking to access the capital markets to refinance a substantial portion of this debt given the capital requirements
of the utility.

As of 31 December 2012, if ComEd lost its investment grade credit rating, it could be required to provide $218
million of incremental collateral.

Rating Outlook

ComEd's rating outlook is stable reflecting an expectation that financial results will remain strong for the rating
category, particularly with the passage of EIMA. Although the regulatory environment remains challenging and
unpredictable, we believe that the latest credit supportive legislation will improve cost recovery under the FRP.
ComEd's stable outlook further incorporates our belief the company's dividend policy will continue to remain
sensible in light of the utility's increased capital spending requirements.

What Could Change the Rating - Up

In light of our March 2012 one notch upgrade of ComEd's ratings, the challenges that have occurred in
implementing ratemaking under EIMA, and the increased capital spending anticipated at ComEd, limited prospects
exist for the utility's ratings to be upgraded in the near-term. However, upward rating pressure can surface if the
new regulatory framework is seamlessly implemented and accepted as a workable model by key constituents in
the state, resulting in more predictable financial results for the state's utilities. Specifically, consideration of a higher
rating could emerge if ComEd's the ratio of cash flow to debt exceeds 20% and its cash flow interest coverage
exceeds 5.0x on a sustainable basis.

What Could Change the Rating - Down

The rating could be downgraded if EIMA ratemaking implementation is altered dramatically or terminated, if the
company's cash flow to debt declines to below 16.0% or cash flow to interest expense falls below 3.5x for an
extended period. Also, negative rating pressure could materialize if the outcome of a continuing IRS challenge
concerning certain sale/leaseback transactions affecting Exelon and ComEd leads to substantial payments for the
utility.

Other Considerations
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As depicted below, ComEd's implied rating under the grid on a historical and projected basis is Baa2 on par with
the current senior unsecured rating.

Rating Factors

Commonwealth Edison Company
                                        

Regulated Electric and Gas Utilities Industry [1][2] Current
12/31/2012

                    Moody's
12-18

month
Forward
View* As
of March

2013

          

Factor 1: Regulatory Framework (25%) Measure Score           Measure Score
a) Regulatory Framework                                                   
Factor 2: Ability To Recover Costs And Earn Returns (25%)           Ba                     Ba
a) Ability To Recover Costs And Earn Returns           Baa                     Baa
Factor 3: Diversification (10%)                                                   
a) Market Position (10%)           Baa                     Baa
b) Generation and Fuel Diversity (na)           na                     na
Factor 4: Financial Strength, Liquidity And Key Financial Metrics (40%)                                                   
a) Liquidity (10%)           Baa                     Baa
b) CFO pre-WC + Interest/ Interest (3 Year Avg) (7.5%) 4.6x A           4.5x -

4.8x
A

c) CFO pre-WC / Debt (3 Year Avg) (7.5%) 21.2% Baa           18 -
22%

Baa

d) CFO pre-WC - Dividends / Debt (3 Year Avg) (7.5%) 17.6% A           15 -
18%

A/Baa

e) Debt/Capitalization (3 Year Avg) (7.5%) 38.1% A           35 -
38%

A

Rating:                                                   
a) Indicated Rating from Grid           Baa2                     Baa2
b) Actual Rating Assigned           Baa2                     Baa2

                                                  
* THIS REPRESENTS MOODY'S FORWARD VIEW; NOT THE
VIEW OF THE ISSUER; AND UNLESS NOTED IN THE TEXT DOES
NOT INCORPORATE SIGNIFICANT ACQUISITIONS OR
DIVESTITURES

                                                  

[1] All ratios are calculated using Moody's Standard Adjustments. [2] As of 12/31/2012(L); Source: Moody's
Financial Metrics

 

© 2013 Moody's Investors Service, Inc. and/or its licensors and affiliates (collectively, "MOODY'S"). All rights reserved.

 

CREDIT RATINGS ISSUED BY MOODY'S INVESTORS SERVICE, INC. ("MIS") AND ITS AFFILIATES ARE
MOODY'S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT
COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND CREDIT RATINGS AND RESEARCH
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COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND CREDIT RATINGS AND RESEARCH
PUBLICATIONS PUBLISHED BY MOODY'S ("MOODY'S PUBLICATIONS") MAY INCLUDE MOODY'S CURRENT
OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR
DEBT-LIKE SECURITIES. MOODY'S DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET
ITS CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS
IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT
LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS AND
MOODY'S OPINIONS INCLUDED IN MOODY'S PUBLICATIONS ARE NOT STATEMENTS OF CURRENT OR
HISTORICAL FACT. CREDIT RATINGS AND MOODY'S PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS AND MOODY'S PUBLICATIONS ARE NOT AND
DO NOT PROVIDE RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES.
NEITHER CREDIT RATINGS NOR MOODY'S PUBLICATIONS COMMENT ON THE SUITABILITY OF AN
INVESTMENT FOR ANY PARTICULAR INVESTOR. MOODY'S ISSUES ITS CREDIT RATINGS AND PUBLISHES
MOODY'S PUBLICATIONS WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL
MAKE ITS OWN STUDY AND EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR
PURCHASE, HOLDING, OR SALE.

 

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT
LAW, AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED,
FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR
SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY
MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. All information
contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, all information contained herein is provided
"AS IS" without warranty of any kind. MOODY'S adopts all necessary measures so that the information it uses in
assigning a credit rating is of sufficient quality and from sources Moody's considers to be reliable, including, when
appropriate, independent third-party sources. However, MOODY'S is not an auditor and cannot in every instance
independently verify or validate information received in the rating process. Under no circumstances shall MOODY'S have
any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or relating to,
any error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or any
of its directors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,
interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special,
consequential, compensatory or incidental damages whatsoever (including without limitation, lost profits), even if
MOODY'S is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any such
information. The ratings, financial reporting analysis, projections, and other observations, if any, constituting part of the
information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or
recommendations to purchase, sell or hold any securities. Each user of the information contained herein must make its
own study and evaluation of each security it may consider purchasing, holding or selling. NO WARRANTY, EXPRESS
OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY
PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER.

 

MIS, a wholly-owned credit rating agency subsidiary of Moody's Corporation ("MCO"), hereby discloses that most issuers
of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred
stock rated by MIS have, prior to assignment of any rating, agreed to pay to MIS for appraisal and rating services
rendered by it fees ranging from $1,500 to approximately $2,500,000. MCO and MIS also maintain policies and
procedures to address the independence of MIS's ratings and rating processes. Information regarding certain affiliations
that may exist between directors of MCO and rated entities, and between entities who hold ratings from MIS and have
also publicly reported to the SEC an ownership interest in MCO of more than 5%, is posted annually at
www.moodys.com under the heading "Shareholder Relations — Corporate Governance — Director and Shareholder
Affiliation Policy."
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For Australia only: Any publication into Australia of this document is pursuant to the Australian Financial Services License
of MOODY'S affiliate, Moody's Investors Service Pty Limited ABN 61 003 399 657AFSL 336969 and/or Moody's Analytics
Australia Pty Ltd ABN 94 105 136 972 AFSL 383569 (as applicable). This document is intended to be provided only to
"wholesale clients" within the meaning of section 761G of the Corporations Act 2001. By continuing to access this
document from within Australia, you represent to MOODY'S that you are, or are accessing the document as a
representative of, a "wholesale client" and that neither you nor the entity you represent will directly or indirectly
disseminate this document or its contents to "retail clients" within the meaning of section 761G of the Corporations Act
2001. MOODY'S credit rating is an opinion as to the creditworthiness of a debt obligation of the issuer, not on the equity
securities of the issuer or any form of security that is available to retail clients. It would be dangerous for retail clients to
make any investment decision based on MOODY'S credit rating. If in doubt you should contact your financial or other
professional adviser.
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Top 10 Investor Questions For U.S. Merchant
Power Companies
Standard & Poor’s Ratings Services categorizes the U.S. power sector into three segments. ‘Regulated utilities” are

companies that are wholly rate-regulated or have limited unregulated operations (e.g., American Electric Power Co.

Inc., Southern Co.). “Diversified utilities” are companies that are mostly unregulated, but own regulated utility

operations (e.g., Public Service Enterprise Group Inc., Exelon Corp.). Finally, independent power producers (IPP)

are pure merchant generation companies with no utility operations (e.g., NRG Energy Inc., Calpine Corp.). For the

purpose of this commentary, we consider “merchant power” to consist of integrated merchants and IPPs.

Below, we present our views regarding issues that investors frequently raise about issuer and industry credit quality.

Credit Concerns
What are the challenges confronting the merchant sector in 2012?
The merchant sector will confront yet another year of declining electricity demand, in our opinion. In conjunction

with low natural gas prices, which have kept downward pressure on gross margins, we see significant headwinds for

merchant power generation in 2012. The IPPs will continue to struggle this year as natural gas prices hover near

10-year lows, pulling down power prices by 50% compared with 2008 levels. Typically, these companies hedge their
production less than diversified utilities. Many of these companies are leveraged to higher natural gas price
expectations. For these reasons, among others, Standard & Poor’s 2012 outlook for the U.S. merchant power and
the IPP sector is negative. Indeed, we’ve taken several negative rating actions over the past six months (see charts 1
and 2).
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Chart 1
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Top 10 Investor Questions For U.S. Merchant Power Companies

Chart 2

The two significant rating changes in 2012 were the three-notch downgrade of AmerenEnergy Generating Co. to

‘BB- from ‘BBB- and the one-notch downgrade of Edison Mission Energy (EME) and subsidiary Midwest

Generation LLC to ‘CCC+’ from ‘B-’. We based Ameren Corp.’s downgrade on the decline in forward power prices

and their impact on “dark” spreads (the difference between the price of coal and the electricity sold). Similarly,

EME’s rating cut stemmed from near-term refinancing risks, also due to expectations of reduced future cash flow

and liquidity from low natural gas prices.

Other significant rating changes over the course of 2011 included the downgrade of Energy Future Holdings Corp.

(and affiliates) to CCC from ‘CCC÷. We consider the company’s multiple distressed exchanges and credit facility

extensions as tantamount to default. Similarly, despite a restructuring attempt, Dynegy Holdings LLC announced an

exchange offer and subsequently filed for bankruptcy protection in November 2011.

Why are IPPs suffering dramatic credit quality declines? Are ratings of investment-grade diversified
utilities under threat?
The IPP sector is overleveraged, the result of aligning capital structures with expectations of $6 to $8 per million Btu
(mmbtu) gas prices over the long term. Companies such as NRG Energy and GenOn Energy Holdings Inc., which
have significant high-priced hedges still outstanding, are currently relatively insulated from the market, but in reality

can only postpone a reckoning with the consequences to their capital structures of dramatically lower gas prices

when those hedges roll off. The expected bottoming of the merchant cycle in 2012 coincides with significant debt
and revolving credit maturities. As a result, the IPP sector could be headed for a spate of bankruptcies similar to the
one merchant power went through from 2001 to 2004 due to an overbuild of gas-fired capacity.
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Diversified utilities have higher credit quality than independent power producers for many reasons:

• Their more efficient generating plants are capable of dispatching along the supply curve;

• Their plants usually serve better markets because they were built originally as the production assets of a regulated

utility; and

• A meaningful proportion of their cash flow is regulated, or they transferred generation assets from utility

operations at book value. Dominion Resources Inc. and PPL Corp., for instance, have significantly more

regulated cash flows than many of their peers, such as PSEG and Exelon, and have less exposure to merchant

markets.

Diversified utilities also hedge more of their expected production than do IPPs, which somewhat insulates them from

market forces (see chart 3). The front end of the forward pricing curve is not that meaningful because these

companies are usually highly hedged for the near to medium term. These companies focus more on the back end of

the forward natural gas curve because they typically do not enter hedges of more than three years. Further out on

the price curve, hedging becomes progressively expensive because of thinner power-trading volumes and higher

liquidity needs due to margining requirements associated with mark-to-market provisioning. Thus, depressed natural

gas prices in the front end do not trouble diversified utilities as long as the structural, long-term forward gas prices

remain intact.

Chart 3
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next 75 to 90 years have depressed natural gas prices for the long term and can derail long-term gas price
fundamentals. Todays low prompt (near-term) gas price is merely the start of a price curve that has sagged
appreciably over the past two years. The natural gas market appears to be communicating, via the pricing in the
outer years of the curve, that the future does not warrant higher prices. We believe this is the dominant risk that
diversified utilities currently must deal with, despite their hedging activities.

While we expect additional announcements of coal plant retirements over the next 12 months, particularly given the
lower capacity prices set for June 2012 in the PJM Interconnection electricity pricing auction. Such announcements
may result in higher gas prices as demand for the fuel rises to meet higher demand from higher utilization of existing
and new gas-fired facilities. Still, the impressive amount of shale gas production tempers that upside.

Over the past six months, 2013 and 2014 forward prices in most unregulated markets have fallen about 15% to
20%. Diversified utilities undertake ratable hedging largely to bring predictability to future cash flows, which
otherwise would be extremely volatile. Because of the rolling hedging strategy, these utilities are hedging their 2014
forward generation and facing sharply lower forward prices. (For instance, the PJM Interconnection 2014 forward
prices have sunk to about S40 per megawatt-hour (MWh) from about $50 per MWh as recently as September
2011). Leaving the generation unhedged in expectation of higher price discovery will represent a directional bet.)

Yet, an effective hedging strategy does provide time to adjust. Should forward power prices remain depressed for a
long time, or even decline further, current hedges provide diversified utilities time to strengthen capital structures
against deteriorating fundamentals. Some have responded by exiting unregulated businesses (PEPCO Holdings Inc.’s
sale of subsidiary Conectivs 4,500 MW), while others have rebalanced their regulated/unregulated generation mix
(PPLs purchase of Louisville Gas & Electric Co., Kentucky Utilities Co., and Central Networks from E.ON AG).

We generally expect stand-alone unregulated subsidiaries of diversified utilities to achieve adjusted funds from
operations (FF0) to debt ratios of about 25% to maintain ratings in the ‘BBB’ category. This requirement could be
higher or lower depending on a company’s unregulated to regulated business mix and whether the unregulated

business continues to generate free operating cash flow. Diversified utilities would also weather the storm if the U.S.
Environmental Protection Agency implements the Mercury and Air Toxics Standards (MATS) as drafted and if we
see higher power prices in 2015. However, if the prevailing commodity price situation persists, we expect that some
companies may have to address their backwardated earnings profiles by reducing capital spending, cutting
dividends, or issuing equity. Failing this, negative outlooks and lower ratings are likely to occur as early as the
second half of 2012.

What are the main hurdles Dynegy Holdings must pass if it is to emerge from bankruptcy, and how will it
affect Dynegy Inc.?
The complexity of this bankruptcy is evident in the many credit issues that Dynegys numerous subsidiaries must
face, as well as in the various levels of debt in Dynegys corporate structure. The track record of similar merchant
companies is mixed. Mirant Corp., now GenOn, had an intricate capital structure with various types of debt at
assorted subsidiaries, a level of complexity that contributed to its long 36-month bankruptcy from July 2003 to
January 2006. Calpine, also harboring a complex capital structure, although with more debt than others at the
holding company level, also spent 36 months in bankruptcy, from December 2005 to January 2008. In contrast,
NRG Energy emerged from its May 2003 bankruptcy filing--a mere seven months later because of the prepackaged
nature of its bankruptcy. One favorable attribute of the Dynegy bankruptcy is the company’s negotiation of
preliminary terms with key creditors soon after the U.S. Bankruptcy Court’s determination that Dynegy Holdings
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and Dynegy Inc. had fraudulently transferred certain assets in 2011. Dynegy’s initial response to the court’s findings

was strong, giving the impression of a long road ahead. The numerous lawsuits surrounding this bankruptcy would

seem to indicate that the issues will not be resolved expeditiously. The ‘CC rating on Dynegy Inc. reflects the

possibility that it could ultimately be involved in Dynegy’s Holdings’ bankruptcy proceeds and reorganization.

What are the baseline economic assumptions behind your rating outlooks?

U.S. GDP accelerated to an annualized 3% pace in fourth-quarter 2001--four times stronger than the 0.7% reported

in the first half of 2011.Our economists now expect real GDP to rise 2.1% in 2012, a bit stronger than in 2011,

although much weaker than the 3% rate in 2010. For 2013, we expect just 2.3% growth.

We expect the U.S. economy to continue to improve, albeit slowly (see table 1). While GDP eventually ended up

1.7% higher year-over-year in 2011, most indicators of aggregate demand did not keep up with job gains. Recession

fears are alive and kicking in 2012. The eurozone crisis is far from over and the risk of near-term U.S. austerity is

very real. Regulatory uncertainties going into 2013, the large overhang of excess housing supply, and struggling

consumers also point to murky prospects. Higher oil prices from increased Middle East unrest are now the largest

near-term threat to the U.S. recovery. Our economists believe the U.S. could slip into another recession if the West

Texas Intermediate benchmark price reaches around $150 per barrel (about $170 for the Brent benchmark). We

expect that each $10 rise would take about 20 basis points (bps) off GDP growth in each of the first two years of

the price hike. This is a bit less than in the past because cheap natural gas and coal prices now are good substitutes

for pricy oil products. Natural gas pricing, in particulat no longer reacts significantly to oil prices. In this

environment, a cautious outlook, especially for the most cyclically sensitive sectors, seems warranted still.

Table 1

S&P Economic Outlook (as of April12, 2012)

2012

2011 042011 Ole 02e 03e 04e 2012e 2013e

1% change)
Real GOP 1.7 3.0 2.1 2.0 1.8 2.3 2.1 2.5

Consumer spending 2.2 2.1 2.1 2.6 2.0 2.2 2.0 2.2

Equipment investment 10.4 7.5 8.0 8.1 5.7 8.4 8.5 7.5

Nonresidential construction 4.6 (0.9) (0.8) (0.9) (0.8) (1.3) 2.2 2.2

Residential construction (1.5) 11.8 20.1 4.2 7.2 10.3 9.8 16.4

Federal government (1.9) (7.0) 3.6 (5.3) (3.7) (3.7) (1.8) (3.6)

State and local government (2.2) (2.2) (0.6) (1.4) (1.4) (0.9) (1.4) (0.7)

Exports 6.7 2.7 3.8 4.3 5.4 7.0 4.2 7.1

Imports 4.9 3.7 7.1 3.0 4.8 4.0 4.1 3.7

CPI 3.1 1.3 2.4 2.0 1.9 1.5 2.2 1.7

Core CPI 1.7 1.9 2.0 2.2 1.9 1.8 2.1 1.9

Nontarm unit labor costs 1.9 2.8 1.8 1.9 2.7 2.4 2.3 2.0

Nontarm productivity 0.6 0.9 (1.0) 0.6 0.1 0.6 0.3 1.0

(Levels)
Unemployment rate (%( 8.9 8.7 8.3 8.3 8.2 8.1 8.2 7.9

Payroll employment(mil.( 131.4 132.0 132.7 133.2 133.7 134.3 133.5 135.7
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Table 1

S&P Economic Outlook (as of April 12,2012) (cont.)

Federal funds rate (%) 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1

10-year Treasury note yield (%( 2.8 2.0 2.0 2.2 2.4 2.3 2.2 2.7

‘AAA corporate bond yield (%) 4.6 3.9 3.9 4.0 4.2 4.2 4.1 4.4

Mortgage rate (30-year conventional) (%) 4.5 4.0 3.9 4.0 4.1 4.0 4.0 4.2

Three-month T-Bill rate (%) 0.1 0.0 0.1 0.1 0.1 0.1 0.1 0.1

S&P 500 index 1,269 1,226 1,355 1,384 1,395 1,387 1,380 1,439

S&P operating earnings ($/share( 96.44 23.73 23.95 25.5 26.48 26.62 102.54 113.94

Current account ($ bil.) (473) (496) (548) (574) (566) (543) (557) (508)

Exchange rate (major trade partners) 84.6 86.3 86.9 86.8 87.0 87.1 87.0 87.7

Crude oil 1$/barrel, West Texas Intermediate 95.07 94.04 102.92 102.67 103.17 107.0 103.94 114.74

Saving rate (%( 4.7 4.5 3.9 3.8 3.8 3.8 3.8 3.4

Housing starts (mil.) 0.61 0.67 0.7 0.71 0.75 0.8 0.74 1.0

Unit sales of light vehicles (mil.) 12.7 13.4 14.5 14.2 14.1 14.1 14.2 14.9

Federal surplus (fiscal year unified, bil. $) (1,297) (322) (413) (98) (242) (272) (1,075) (781)

e--Estimate.

How have economic indicators affected power consumption?
Historically, a weakness in overall economic activity has hurt demand in the power sector. Although the sector

continues to benefit from low natural gas prices, an additional concern is that demand may continue to decline.

After remaining flat in 2011, weather-normalized power output has declined about 0.8% year-to-date compared

with the same period last year due to slowing industrial production. However, absolute power generation has

collapsed across all regions as heating-degree days declined an average 22% compared with last year. The National

Oceanic and Atmospheric Administration is forecasting heating degree-days to total 4,020 for 2012, about 11%

below the 30-year normal level. Similarly, the projected 17% year-over-year decline in U.S. cooling degree days

during the second and third quarters this year could reduce residential electricity use by 5% this summer.

As a result of the projected lower level of economic activity in the U.S., the U.S. Energy Information Administration

(ETA), in its April 10, 2012 estimate, expects growth in total electricity consumption to be down 0.4% in 2012. The

EIAs demand growth expectation for 2012 is a meaningful downward revision from the 2.4% growth it expected as

recently as May 2011 (see chart 4).
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Chart 4
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Lower demand for power increases reserve margins and lowers market heat rates, and hurts energy and capacity

prices in the power markets.

What are your assumptions for natural gas prices and how does commodity price risk affect your credit
opinion on this sector?
We published our latest price assumptions on RatingsDirect on April 18, 2012 in an article titled ‘Standard &
Poor’s Lowers Its U.S. Natural Gas Price Assumptions; Oil Price Assumptions Are Unchanged.”

On April 10, 2012, natural gas prices fell to below $2.0 per million British thermal units (mmBtu)--their lowest level

in a decade. The falling prices stem largely from oversupply. Shale gas is the lowest-cost resource in the U.S. (see

chart 5). Development costs for shale gas plays have become much more competitive than those for conventional

assets, and continuing advances in technology are making it even cheaper. After a decade of flat production through

year-end 2006, gas production has surged 12.5 billion cubic feet per day (bcf) over the past five years, increasing by
nearly 4.5 bcf per day just in 2011. Industry consultant Wood Mackenzie estimates that, after excluding the cost of

leasing acreage, the largest shale plays have development break-even costs (including a 10% internal rate of return)

at less than $5 per mmBtu after factoring in drilling, completion, and overhead. Given that many wells have a mix

of natural gas liquids and natural gas, the effective break-even price for natural gas is even lower.
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Chart 5

Shale Gas Break-Even Costs At 10% Internal Rate Of Return

The biggest surprise has been the mild weather. The very warm winter spurred working natural gas inventories to
new records. As of March 30, 2012, working inventories totaled 2,479 bcf, 934 bcf above the five-year average,
dragging down spot prices dramatically.

We have long argued that merchant power can be divided into two different markets. It’s critical for a merchant
generator to separate the cyclical, short-term power market fundamentals from the structural, long-term factors.
Energy demand and natural gas inventory largely dictate power prices in the short term, while reserve margins and
the cost structure of the highest-cost power producer drive structural power prices. In other words, electricity
demand usually dictates prompt (near-term) power prices, while supply--the marginal cost of natural gas production
and delivery--decides long-term power prices. Shale gas development has been weighing on short-term power prices
since late 2008, but only started bringing down long-term power prices from February 2010. That influence on the
forward curve accelerated in the last quarter of 2011. The back end of the forward curve has flattened considerably
since 2009. The 2013 strip in the current forward curve declined to about $3.50 per million cubic feet (mcf) by
March 2012, compared with about $7.50 per mcf in June 2009.

While inefficient coal units are the first to get displaced from the supply stack as gas prices decline (and IPPs have
historically owned more of these inefficient units), diversified utilities’ generation mix skews more toward base load
nuclear and coal generation than for IPPs. Therefore, diversified utilities’ cash flow is often more leveraged to shifts
in natural gas prices. For instance, falling gas prices harm Exelon Generation Co. LLC more than its peers because
95% of its generation comes from base load nuclear plants, all of which declining natural gas prices affect.

However, falling gas prices are not bad news for all generators. A prolonged lower gas price is favorable for
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predominantly natural gas-fired operators such as Calpine. Even if gross margins per MWh sold decline, Calpine’s

plants have greater utilization and volumes sold, and this largely offsets any potential margin decline.

What are your views on coal-fired generation and credit implications for coal plant operators?
The power sector started 2012 dramatically, with a significant slide in power and natural gas prices following the

D.C. Circuit Court’s decision in December 2011 to stay implementation of the EPA’s Cross-State Air Pollution Rule

(Casper). A mild winter added to the decline. Through 2011 and into 2012, increasing levels of coal-to-gas

displacement (see chart 6) has occurred, initially in the Southeast and vIid-Atlantic before spreading to other

regions.

Chart 6
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In January 2012, coal-fired production dropped to a low of just 38% of total production, compared with the

historic average of about 45%, caused largely by mid-merit gas-fired generation displacing inefficient coal-fired

units. The ETA projects power sector coal consumption to decline by nearly 5% in 2012, and for coal consumption

to drop below 900 million short tons for the first time since 1996 as generation from natural gas and wind

increases.

As prices continue to decline, coal is increasingly setting the marginal cost of power and power prices in the near

term will mainly reflect shifts in coal prices rather than gas prices. We believe pricing of power has likely found
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some stability with limited downside to eastern Appalachian coal prices, which at $57.00 per ton in the spot market

in April 2012 are about the same as the cash cost for many suppliers (cash cost is the price at which coal producers

would remove production from the market, providing a floor to prices). Despite the recent lower coal prices, spot
dark spreads in the Northeast became negative for sub-critical coal units by March 2012 (see chart 7), from $5 to $6
per MWh as recently as June 2011 and from about $30 per MWh in first-quarter 2008.

Chart 7

Ominously, with a drag on spot gas prices on the forward curve, even forward dark spreads have turned negative

for coal-fired generation (see table 2). Responding to the economics, generators announced a wave of coal-plant

retirements over the past six months. At this point, retirement decisions appear due more to economic

considerations than to environmental compliance.

Table 2

2013 Forward Central Appalachian Coal- And Natural Gas-Fired Marginal Costs*

Coal Natural gas

Price 1$ per ton) 68 Price ($ per mu, cubic feet) 3.44

Transportation cost 1$ per ton) 20 Price ($ per mu. Btu) 3.28

Total cost 1$ per ton) 88 Basis differential 1$ per mu. Btu) 0.2

Total cost 1$ per mu. Btu) 3.52 Delivered cost of gas 1$ per mu. Btu) 3.48
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2013 Forward Central Appalachian Coal- And Natural Gas-Fired Marginal Costs* (cont.)
Inefficient coal plant heat rate (mu. Btu per 11000 Switching combined-cycle gas turbine heat rate (mu. Btu 9,500
MWh) per MWh)

Coal marginal fuel cost ($ per MWh) 41.72 Gas marginal fuel cost ($ per MWh) 35.02

We compare an 11,000 heat rate coal Unit with a 9,000 heat rate gas unit. Switching competition is not between the most efficient gas unit and the least efficient coal
unit, bat between units in the middle of the dispatch curve for each fuel type. Other variable costs are coa at $3 per MWh and gas at $2 per MWh. MWH--Megawatt-hour.

Almost all of AmerenEnergy Generating’s generation comes from burning coal. Our February 2012 downgrade of

the company directly related to the significant reduction in cash flows from eroding dark spreads. GenOn, EME,

and FirstEnergy Corp. are also seeing lower dark spreads. EME, in particular, will be the most affected due to its

fairly low price hedge levels.

What impact will the EPA rules--Casper and Mercury and Air Toxics Standards (MATS)--have on
merchants’ credit quality?
The implementation date of Casper is being litigated. A number of States, utilities and trade groups are appealing

the EPA’s approach to the definition of ‘significant contribution of particulates and So2. Petitioners are also

asking if whether the EPA can proceed directly to a federal implementation plan instead of allowing states to craft

their own strategies within a federal target. A ruling is expected by July 2012. We currently believe that a start date

is unlikely before 2013. Comments have also been filed against the MATS with the U.S. Court of Appeal for the

D.C. Circuit. The EPA’s comments to the initial motions of the petitioners are not due before mid—May 2012.

To comply with both new rules, coal-fired generators have announced about 32 gigawatts (GW) of retirements

through 2021 (although about 5 GW of retirement decisions are in abeyance following a stay on Casper). While a

regulated utility can operate a plant out-of-dispatch for some time, a merchant generator has to respond relatively

quickly. Perversely though, regulated utilities announced the first wave of coal-plant retirements. As Casper has been

in the works for many years, and has had two predecessor rules, companies have grown accustomed to repeated

delays. Merchant operators that have deferred environmental upgrade decisions have generally been rewarded with

postponed regulations. Eventually though, unregulated generators will generally close unscrubbed smaller and older

coal-fired plants. Among the merchant companies, FirstEnergy and GenOn have announced significant near-term

closures of about 3,350 MW and 2,850 MW, respectively.

Generators will also continue to install pollution-control equipment to reduce emissions from existing coal-fired

power plants when it is cost effective. Credit quality could come under pressure for companies such as Ameren,

Dominion Resources, FirstEnergy, and PPL, which have both regulated and merchant generation businesses because

these companies will have to rely on market pricing to recover merchant environmental capital spending. If current

energy prices don’t improve, we would expect some weaker consolidated financial measures. On the flip side,

expectations of retirements are influencing capacity pricing to the upside in recent auctions.

What are your expectations for capacity prices and how do they affect credit?
Offsetting a bearish nearer term view, we believe several incremental plant retirements are likely. About 32 GW of
retirements have already been announced through 2021. These retirements will influence capacity markets.

In New England, the very large oversupply has kept capacity prices near floor level. It is likely that the New England

Independent System Operator will contemplate a market redesign and consider zonal modeling along with separate

products for peaking power.
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