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Top 10 Investor Questions For U.S. Merchant 
Power Companies 
Sr<lnd;]fd & Poor's Ratings Servict's categorizes the U.S. pow<.>r sector into three segments. "Regulated urilities" arc 

companies that arc wholly rare-regulated or h<l.ve limited unregulated operations (e.g., i\llleric(ln Eleuric Power Cu. 

Ioc., Southern Co.). "Diversified utilities" arc comp,wies that art· mostly ullregu!ated, but own regulated utility 

opernriom (e.g., Public Service Enterprise Croup Inc, F.xdon Corp.). Finally, independenr power producers {lPP) 

ar(; pure mcrdwnr genl.'ration companies with no mility operations k.g., NRG Energy Inc., Calpine Corp,). for the 

purpose of this commcnt,lf)', we consider "merchant power" to consist of iotegulled lllerCh,lIHS and IPPs. 

Helow, we present Ollf views regarding issues that investors frequclltly raise about issuer and industry credit qU3Iiq'. 

Credit Concerns 
What are the challenges confronting the merchant sector in 20l2? 

The merchant sector will confront yet another year of declining electricity demand, in OVf opinioll. In conjuliction 

with low natural gas prices, which have kept downward pressure on gross wargins, Wt' see signific3nt headwinds for 

merchant power generation in 2012. The IPPs will continue to snuggle rhis year as natural gas prices hover neM 

lO-yc<lr lows, pulling down power prices by 50% cOlllpared with 2008 levels. Typically, these comp;wies hedge theil 

production less than diversified utilities. Many of these companies are leveraged to higher natllral gas price 

expecrutiOIlS. for these reasons, among others, Slandard & Poor's 2012 outlook (or the U.S. merduH1( power ,md 

dlt~ 11'1' sector is negative, Illdeed, we've t;lken several negative rOlling actlons over (he past six months {see charts 1 

and 2). 

StafHbrJ & POOl's! RatingsDirect on the Global Credit Portal I May 3, 20',7 2 
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II Oct 2011 .Apri12012 

Positive Developing Watch Neg Watch Pos 'Watch Dev 

The tWO siBnifirant r,Hing changes in 2012 were the three-notch dowllBrade of AlllerenEnergy Gener,lting Co. to 

'13B' from 'BBB·' and the one-nolch downgrade of Edison Mission Energy (EM E) and subsidiary Midwest 

Gelleration LLC 10 'CCC-t-' from 'B-'. We based Am<:ren Cnrp.'s downgrade on the decline in forward po\wr prices 

and their impact on "dark" spreads (the difference hetween the price of coal and rhe electricity sold). SimilJrly, 

E.\'1£'5 rMin?, em stemmed (ruin neaHe-rm refinancing risks, also due to expectations of reduced futurr cash flow 

and liquidity fwm low IlCllllral gas prices. 

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

(and affiliates) to 'CCC' from 'CCC+'. We consider the compalJy'~ multiple distressed exchanges and credit facility 

('l'tt"nsiOt1S as tantamount to def"J\tlr. Similarly, despite a restructuring attempt, nyn¢i~Y Hold'lllgs LLC announced ,l!) 

cxc!t'JIlge offer and sub~e{Juently filed for bankruptcy prolectior! in Novemher 20] 1. 

\Vhy are IPPs suffering dramatic credit quality declines? Are ratings of investment-grade diversified 

utilities under threat? 
The IPP SCUol is overleveraged, the result of aligning capital strul"tllres with expectations of $6 to $8 per million Btu 

(1!lIIlbtu) gas p[icc~ over the long term. Comp<1nie5 such as NRG Energy <1nd CellOn EnerEY Holdings Inc., which 

have significanr high'priceJ hedges still outstanding, are currently rrhltivdy insulated from the markct, bl!t in reality 

can only postpone 3 reckonlJlg with the consequcnces to their capita! ~trucrures of dramatically lower p,a5 prie,"s 

whcn rho.<.c hedges roll off. The expected bottoIlling of the merchant cycle in 2012 coincides with significant debt 

~Hld revolving ucdi, maturities. As a result, the IPl' sector could be headed for a spate of b;mkruptcies similar to til<' 

ont: Illercharu power wen I through from 2001 to 2004 due to ,Ill ovrrblJild of g,ls-·Iired clpaeity. 

Standard & Poors ! RatinQsDirect on the Global Credit Portal I tv-lay 3, 2012 4 
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Diversified lJ!ihries have higher credit qualIty than independent power producers for many reasons: 

Their more ('fiiciem generating plants Jfe capahle of dispatchinr. along the stlpply curve; 

Their pl;lnt~ \.1$\.1,1IIr serve better m,lrkcts beC(lUse they were huilt originally as the production 'Jssets of;1 re/',\llatt'd 

utility; and 

A meaningful proponinn of their ca"h flow is regulated, or they transferred generation assets from utility 

operations at book valuc. Dominion Resources Inc. and PPL Corp" for ill~tance, havt: significantly more 

regulated cash flows than lllallY of their peers, such as PSEG [lnd Exelon, <lnd have lr.~s ('xposure. to merchant 

markets. 

Diversified utilities als(J hedge more of their expected production th,m do 11'1'5, which somewhat insul,w's th<:fll from 

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

companies MC lIsually highly hedged for the Ilear to medium rerill. These companies focus more on the back eJld of 

the forward natura! gas curve hecause they typica!!)' do not enter hedges of more than duer years. Further 0111 on 

rhe price curve, hedging becomes progressively expensive because of thinner power-trading voluilles and highel 

li'luidity needs due [0 margining n:quiremenrs associated \Vith H1ark~ro-l1l<1rkct provisioning. Thus, depressed natural 

gas prices in the front end do lIot trouble diversified utilities as long as the structural, long· term forward gas prices 

remain intact. 

Chart 3 

182012 m2013 .2014 

(%) 
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However, daim5 rh:\t stlpply from the \'ariulis shale llatur<li ga5-g,llhering are<1S can support u.s, ga~ flI:CJs for the 
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fleX! 7.5 to 90 years ha.ve depressed nafllral gas prices for the long term and call dcraillong-rtrm gi15 price 

fundamentals< Tadar's low prompr (llt:ar-terlTl) gas price is merely the st,Hr of <1 price curve that has sagged 

appreciably over the past two years. The natural gas market appears to be communicating, via the pricing ill the 

outer years of the curve, that the future does flot warrant higher prices. We believe this is rhe dominant risk that 

diversified utilities currently must deal with, despite their hedgillg actjvitie~. 

\Xihik we expect ,1ddirinl1al annOlulcements of coal plant retirements over the llext 12 months, particularly given the 

lowc-f clpacit)' prices set for June 2012 in the PJM InterCOlllH~ction electricity pricing auction. Such ;W.!HHlIlCCl11ClHS 

may rnuh in higher gas prices as demand for the fuel rises to meet higher demand from higher lltili7_ation of existing 

and new ~as-fifed facilities, Still, the impressive amount of sh,de gas production tempers that upside. 

Over the past six months, 2013 and 2014 forward prices in most unregulated markets have fallen about 15';1" to 

20%. Diversified utilities undertake- ratable hedging largely [0 bring predictability to future cash flows, which 

otherwise would be extremely vohltile. Because of the rolling hedging strategy, these utilities are hedging their 2014 

forward generation and facing sharply lower forward prices. (For instance, the PHd Intcn:onnenioll 2014 forward 

prices han: sunk to about $40 per megawatt-hour (M\X'h) from ahnm S50 per MWh as recently as Septcmber 

2011). Leaving the generation un hedged in cxpectation of higher price diswvery will represent a directional beL} 

Yet, an effective hedging strategy docs provide rime to adjust. Should forward po\vcr prices rem;)in 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 unr(;'gulated businesses (PEPCO Holdings Inc. 's 

sale of subsidiary Conectiv's 4,500 MWj, while others have rebalanced their regulated/unregulated generMioll mix 

(PPL's purchase of Louisville Gas & Electric Co., Kentucky Utilitit:s Co., and Central Networks from E.ON AG). 

\,/'/(;, gencrally expect st;"!nd-alone unregulated subsidiaries of di\'ersified utilities to achieve adju.'.ted fund;; from 

uperatlons (fFO) to deht ratios of about 25% to maintain ratings in the 'BBB' category. This requiremC!lt could be 

higher or lower depending 011 a company's unregubted to re£ulated business mix and whether the unregulated 

business continues to generate frec operating cash flow. Diversified utilities would also wcarher the storm if the U,S. 

Environmental Protection Agency implements the Mercury and Air Toxics Stilndards (tvlATS) as drnfted and if we 

see h1r,her power prices in 2015, However, if the prevailing cOUlmodit}, price situation persists, w(: expect that some 

companies may have to address their backwardated earnings profiles by reducine capital spending, (lIning 

dividends, or issuing eqt1it~,. Failing this, negative outlooks and lower ratings are likely to occur as early as the 

second half of 20 11. 

\Vhat aloe the main hurdles Dynegy Holdings must pass if it is to emerge from bankruptcy, and how will it 
.1Heet Dynegy Inc.? 
The complexity of this bankruptcy is evident in the many credit issues thar Dyncgy's numerous subsidiaries must 

facc, as well as in the various levels of debt in Dynegy's corporatt' structure_ The track record of similar merchant 

cOInpanics is mixed. Mirant Corp., now GellOn, had an imricilre capita! structure with various types of debr "t 

assorted subsidiaries,;l level of complexity that contributed to its long 36-mollth bankruptcy irom Jilly 2003 10 

January 2006. Calpine, also harboring a complex capital structure, although with more debt thall others <'It the 

hol&Bg comp<'lny level, also spent 36 months in bankruptcy, from Decen:hcr 2005 to January 2000. In comrast, 

NRG Eller~;y emerged from its May 2003 bankruptcy filillg--a mere seven months lattr because of thc prcp;)ckagcd 

nature of irs bankruptcy. One favorable attribute of the Dyne}.';y bankruptcy is tfH! company's nef,otiarion of 

preliminary terms with key creditors soon after tile U.S. Bankrupt<.:y Court's dett:rmination that Dynegy Holdings 

Standard & Poors ! RatingsDirect on the Global Credit Portal I May 3, 701? 6 
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and Dynegj' Inc. had fr<ludulcntly transferred certain asse[~ in 2011. Dyncgy's initial response to the court's findings 

\ViiS strong, givinr, the impression ot a long road ahead. The numerous hiws\!it5 surrounding this blllkruptcy would 

seem to indicate that the isslles wi!! not be resolved expeditiously. The 'CC' rating on Dynegy Inc refiet::ls Ihe 

possibility that it could ultimately be involved in Dym·gy's Holdillgs' hankruptcy proceeds and reorganization. 

What arc the haseline economic assumptions behind your I"<lting outlooks? 
u.s. GDP accelerated to ,lll a!llHlillizcd 3 'y., pace in fourth-quarter 200 [--four limes stronger rh,lll the 0.7% reported 

in the first half of 20ll.0ur economists now expect real Gnp to r:,se 2.1 % in 201}_, a bit stron!',cr than in 2011, 

although much weaker than the 3'Y", raIl" ill 2010. For 2013, we expect just 2.3'J.·, growth. 

We expect the U.S. economy to continue to improve, albeIt slowly (see table 1). WhiJ~· GDP evel1tllally ended lip 

1.7% higher year-over-year in 2011, most indicators of "m~regate delliand did not keep up with job gains. ReCeSS!OIl 

fears are alive and kicking in 2012. The emOl-one crisis i~ far from over alld the risk of ne;lNerJll U.S. austerity is 

vcry real. Regulatory uncertainties goin,1~ imo lOB, the large oHrh-ang of excess housing supply, and struggling 

consumers also point to murky prospects. }-ligfHT oil prices frolll Ill<..feased !diddle Fast unrest are now the largest 

near-term threat to the U.S. recovery. OUf economiqs believe the U.S. could slip into another recession if the \X'cst 

Texas Intermediate benchmark price reaches around $1 SO per barrel (about :5 t 70 for the Brent benchmark). \·Ve 

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

the price hike. This is a bit less than in the paSI beC811s,e cheap nall)[,11 gas and coal prices now arc good substitutes 

for pricy oil products. Natural gas pricing, in panicuiaf, nu longer reacts significantly to oil prices. In this 

environment, a cautious outlook, espeeiaUy for the most cyclically scnsitive sectors, secills warranted still. 

Table 1 

S&P Economic Outlook (as of April 12. 2012) ~ -~ ~ -
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Table I 

S&P EconomIc Outlook (as of April 12, 2012) (cont,) 
r cdcm! funds rate [%) 0.1 0.1 0..1 0.1 0.1 0.1 0.1 0.1 

----

lO'year ireasury note vield ("In) 18 20. 2.0 1.:2 2.4 2.3 '1..'1. V -- .. --~---.-

'AM' corporate bond Yield !%) 46 19 3.9 ,0 41 4.2 41 4..1 
-----~--

Mortgage rate (3D-yeal conventional) (%) 45 40. 3.9 4.0. 4.1 4.0 4.0 4.2 

IInee·month 1'-8iiI131'3 (%) 0. 1 Ito 0..1 01 01 0.1 0.1 0. 1 

S&P 500 index 1.169 177.6 1,3!!!) 1.31:-4 1.3% 1.387 1.380 1M3 

S&P operating cilinlllgs ($/:;113Ie) 96.44 73./3 23.95 2b.5 26.<111 26 Of 10254 11394 

Currenl account ($ bll.i (473) (49B) (548) (574) (5136) (ii43) (551) (5081 
-----

Exchange mte (major trade pannl)ls) 84.6 863 86.9 86.8 87.0 871 87.0 87.7 
-----~ 

Crude oil (S/ballet Wesllexas lntelmedlate 95 07 9·t04 102.92 102.67 103.17 103.94 114.7,1 

Saving rate (%1 4.1 4.5 3.9 3.8 
-.- -------_ ... _". 

HOllsing 5tar\s (miL) 1:1.01 067 O) O}1 

Unit sales of h!)ht ve1Hcl~s !m;!.) 12.1 13-4 l'l!J 14.2 14.1 141 141 148 

Federal surplus (fiscal I'ear unified. UiL S) 0.297) (322) (413) (98) (247.) (n21 11.075) PBi) 

e'-b(imate 

How have economic indicators affected power consumption? 
HistoriC<ll!y,;) we;)bwss in Qvera]( economic activity h;)s hurt demand in the power sector. Although the senor 

continues to hcnefit from low l1awr,l! gas prices, an additional conccfIl is that demand may cominue \.0 decline. 

After remaining flat in 2011, weather-normalized power output has declined about O)j'1:, ye;:lr-to-dare compared 

with the same period (ast year due to slowing industri,11 production. However, absolute power grnenHion has 

,'ullapsed across all regions as heating-degree days dedined an avcmge 22% compared with last year. The National 

Oceanic iHld Atlllospheric Administration is fOl"{!casting heatine degree-days to tot;)) 4,020 for 2012, about 11 <;,{, 

below the 30-yellr TlurlllalleveL Similarly, the projected 17% ye<H~over-year decline in US coo!inf, degree days 

during the seconJ <Ind third quarters this year could reduce restdentia! electricity usc by 5'% this sUlllmer. 

As a n:~l\lt of the projected lower levei of economic activity in tilt U.S., the U.S. Energy InfOrtlwtiol1 Administration 

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

EIA's demand growth expectation for 2012 is a meaningful downward revision from rhe 2.4% growth it expected as 

recently as May 2011 hcc chart 4). 

Standard & Poors I RatingsDirect on the Global Credit Portal I May 1. 7017 8 



ICC DkL 13-xxxx 
ComEd Ex. 3.04 
Page 728 of 831 

WPD-8 
Page 130 of 233 

Tot) 10 bwestor QIIl'sfi()/fS For U.S. 11'1ercholll Power COllllh1llies 

Chart II 
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Lower demand fOI power increases reserve margins and lowers market heat rates, and hurts enerGY and capa6ty 

prices in the power markets. 

\Vhat are your assumptions for natural gas prices and how does commodity price risk affect yOUl' credit 
opinion on this sector? 
WIt; published our latest price assumptions on RatingsDirect on April 18, 2012 in an article tided "Stand,Hd &. 

Poor's Lowers Its U.s. Natura! Gas Price Assumptions; Oil Price Assumptions Arc Unch<lllg,cd." 

On April 10,2012, natural gas prices felJ to below $2.0 per million British thermal units (J1lnlBtu) ·tht·jr lowe~t levd 

ill a deC<lde. The falling prices stertllargdy from oversupply. Shale gas is the loweH-cost resource in llle U.S. (sec 

chart 5). Development costs for shale gas plays have become much more competitive thall those for eOBvenliOIl<l1 

assets, and continuing advances in technology afe making it even cheaper. After a decade of flal production lhrough 

year-end 2006, gas production has surged 12.5 billion cubic feet per day (bd) over the past five years, inCfe:lsing by 

nearly 4.5 bcf per day just in 2011. indusrry consultant Wood Mackenzie estimates that, after excluding the cost of 

leasing acrC>lgc, rbe largest shale plays have development break-even COSts (including a 10% inrernall;Hl' of return) 

at less than $5 per llllllBlll after factoring in drilling, cornplerion, and overhead, Given that many wdls h;lVe a mix 

of natura! gas liquids and natur,,1 gas, thc cf(ccrive break-cven pric{' for natural r,as is even lower. 

www.standardandpoots.com/ralingsdirect 9 
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Chart 5 
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The biggest surprist' has been the mild weather. The very warm winter spurred working n~nural gas inven(()rie~ to 

new [{'wrek As of Mareh .30, 2012, workine inventories rotilkd 2,479 bcf, 934 hcf <loove the bve-year aver;l[';t', 

dragging down spot prices dramatically. 

\'<Je have tong argued that mCrcll,l!lt power call be divided into two different markets. It '$ critical for a merchant 

genenltor to separate the cyclical, short-term powcr m,nket fllnd,llncmals fr(J1ll dw HrtlCtllU.J, IO!1g,tnHl I<lCtof5. 

Energy dcm:md and natural gas inventory largely dictate power price, ill the short tt'rl11, while reserve margim and 

the cOSt !>tructufc of the highest-cost power producer driV{' structural power prices. In other words, eb.:trieity 

demand usually dictates prompt (near-tefm) power priet,s, while supply--the marginal cost of natural gas production 

and ddivery"-dcl'ides long-term power prices. Shale gas Jeveiopmcl1l has been weighing on short-term power prices 

since jate 2008, but only started bringing down long-term power prices from Feba],!!), 2010. That influence on the 

forward curve ~lLcderatcd in the last quarter of 2011. The back end of the forward curve has flattened considerably 

since 2009. The lOB strip ill the current forward curve declined to abo[jf $.L~O per million cubic feet (md) by 

March 2012, compared with about $7.50 pn mcf in June 2009. 

White inefficient coal units arc the first to get displaced from the supply swck as gas prices (b:line (and IPPs have 

historicilllr owned more of the,c inefficient UflttS), diversified utilities' generatioll mix skews more toward base IO;HI 

Huclear and coal gencration lh.Hl for IPPs. Therefore, diversified miliries' cash flow is often more leveraged to shifts 

in natllral gas prius. For instance, falling gas prlc(~s harm Exelol1 Generation Co. LLC more than its peerS because 

95% of its gCllcnllioll cOllles from ba~e load nudear plants, all of which declining natural gas priccs affect. 

However, fal1mg gas prices ,lfe not bad news for all generators. A prolonged lower cas price is favorable for 

Standard & Pours I RatingsDirecl on the Global Credit Portal I May 3, 7012 10 
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predominantly J;;lwral gas-fired operators such as C;:dpinc. Even if gross margms per MWh sold deduK, Calpine's 

planrs have greater mililatiol! and voll1mc~ sold, and {hi> largely oH~ers :1ny potential nwrgin decline. 

What are your views on coa!~fircd generatioJl and credit implications for coal plant operarors? 
The power s.enor started 2012 dramatically, with a significant sliJ<.: ill power and natural gas prices following the 

D.C. Circuit Court's decision il' December 2011 to stay irnplcmclHatioll of the EPA's Cross-State Air Pollution Rule 

(Casper). A mild winkr added to the decline. Through 2.011 and inro 2012, increasing levels of coal-to·gas 

displacement (scc chart 6) has occmred, illilially ill the Sollthelst and Mid-Atlantic before spreading to other 

regioll'. 

Chart 6 

Coal·Fired Generation Versus Total Generation ~, ~ ~ ~ _ ~ 
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!nJanuary 2012, co·ai·fired prodllction dropped \0 a low of just 38";0 of to1all--'fOduction, compared with the 

historic aVcr<lgc of about 45'1", caused largely hy mid-11lerir gas-fired gC!1er~lti[)n displacing incfficient cO;lI~fjred 

units. The ElA projects power sector coal consumprion to dedine by neady 5% in 2012, and for coal consumption 

to drop below 900 rnillion short tom for the fir.~t time since 1996 as generation from natural gas and wind 

H1Cl"cilSCS. 

As prices continue to decline, coal is increasill~ly setting the lllargin,d cost of pOWCI and pow!;'!" prices in the near 

tefm willillaiuly reflen shifts in coal prices rather than gas prices. We believe pricing of powcr has likely found 
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some stability with limited downside to eaS(efll Appalachian coal prices, which at S57.00 per (on ill the SpOt rl1Jrkt·t 

in April 2012 afC abour the same as the c(lsh cosr for many suppliers (cash COSt is the price at which co:1I prodllCers 

would remove production from the market, providing a floor to prices). Despite the recent lower cOdl prices, spot 

d;lrk spreads in the Northeast bec:ul1c negative for sub-critical coal units by March 2012 {sec chan 7), from $5 to '16 

per 1.j\\lh a~ ren'ntly as June 2011 and from about $30 pcr M\X1h in first-quarter 2008. 

Chart 7 
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~The three lines represert gross marginS for eo efficient, average, end 'neffldent heat 
rate coal ri. We've IlSSt.i'TlCd $1.50 per roogawatt...tloor of 'nIriabIe opereting and 
lMintenance costs-. K\I'Ih\-.-.KiowatI:..rour. Sot6ce: stend8td 8. Poor's estmaIes. 

@standard&Poor's2012. 

Ominons!y, with i1 drag on Spot gas prices on rhe forward curve, even forward dMk sprnds have turned neg'Hive 

fur coal·fircd generation (src table 2). Rcsponding to the economics, generators announced a Wilve of roal-plant 

retirements over the past six mOlHhs. At this point, rcrlrenlelH decisions appe;H due more to economic 

c()llsider:nions than to environmental compliance. 

Table2 

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

Coal Natural gas 

68 Price ($ per mil wbic feet) W 

20 Pri~e (S per miL Btu) J.2B 
~ ---------, 

Bll Basis dlfferenlia! ($ per mil. Btu) 02 

10tal CQst (S rer 'ni' lUu) 352 [)elivBled cost of gas (S per rn;1 Rlui 348 
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Table 'I. 

2013 Forward Central Appalachian Coal~ And Natural_Gas-Fired Marginal Costs* (cont.) ~, ~ 

!nefliclr.nt coal pl<w heat Wle lmiL Btu per 
MWh) 

11.0DO Switcn!l1!l combir.ed cycle gas hJfbi~e heat rate {mil. Btu 
per ':"Wh) 

41_72 G~s mJr(Jio~~!~~.:~~i!p~~~,vVhl 
'We (Dm~r2 on t 1 ,(JUO hfrai 131e COol .lnil with ~ S,i}J[) heilll~tD gas unit S'.~:lch'ng CGmpe!it,o,\!S fiDt h~:wi?~r. the ~o,t eHl(,itlll gas unit Jno t~~ b,:;t efkl'lm CDol 
,-,mi. but ~~tween U,~i\o in the ITnlriie GI tnp. disp,J1Ch (ur.e fo' e,xh fuel type Otr,e' v~flable co,m ~r0 cn~ ill ~3 pH Mi-'in ~ml ~JS at Sf Pfl' MW~ MWH -i"lf~ij':iJlt kUI 

Almost at! of AmcrcnEncl'gy Generating's generarion comes from burning co,d. Our Fcbruuy 2012 JowHgradc: of 

the company directly rdatnl to the significant reduction in cash flows from eroding dark spreads. G<.'nOn, E1\·1[, 

and FirstEnergy Corp. arc also seeing lower dark spreads, FME, in P<H!:t . ."!Ibr, will be thc most ;lffected due to its 

fairly low price hedge levels. 

WhiH impact will the EPA rulcs--Caspcr and Mercury and Air Toxics Standards (MATS) ~havc on 
merchants' credit quality? 
The implellleWltion date of Casper is being litigated. A numher of Statcs, utilities :md tradc groups Me appealing 

tbe EPA's approach lo tbe definition of "significant contribmion" of particulates ;10d 502. Petitioners are also 

a5king if whether tlw EPA can proceed directly to a federal implementation plan imte3d of allowing states to cr,l!t 

rlwir own strategics within a federal target. A ruling is expected by July 2012. We currently believe that a sIan date 

is unlikely before 2013, COfllll1C!l{S have also bcen filed against the MATS with rhe U.S. Court of Appeal for the 

D,C Circult. The EPA's comments to the initial motions of the petitioners are not due before mid-May 2012. 

To comply with both new rules, co;\l-iired generators haw: annoullced about 17. gipwatts (G\'VJ of retirements 

through 202] (although ilbout 5 GW of retirement decis10llS ;lre in abcyance followinf; a sray on Casper). While ,1 

regulated miliry em operate a plant OLlt·of-dispatch for some time, <J merchant generator has to respond relatively 

quickly. Perversely thoup;h, reguhlted utilities ;ll1ilOllllCed the first wave of coal-plant retirements. i\s Casper has beeH 

in the work~ for many years, and has had two prcdccessor rules, companies have grown accustomed to repe<lteJ 

dc-lays. lv1erch<l.!lt operators that have deferred environmental upgrade decisions have generally been rew<lrdt~d wirh 

postponed regulations. Eventually though, unregubted generators will genrra!ly dose ullscrubbed smaller and older 

coal·fired plants. Among the merchant companies, FirsrFnergy and GenOn have annoullccd signifICJnt l1ear-tenn 

closures of ahout 3,350 MW and 2,850 l'vIW, respectively, 

Generators will also continue to illstall pollutioll-C()J1trol t(juipment to reduce eUli~siol!s from exisl!!lg coal-ftred 

pown pi,J!)ts when it is cost effective. Cn'dit quality could come under prCS$mc for companies such ,15 Amtrcn, 

Dominion Resources, Fi(s(Encrg~', and PPL, which have both regulnted and merchant gene[lHioll busirKs~es b.-came 

these companies will h<1ve to rely on marker pricing to recover merchant environmental cClpit31 5pclldint~.lf curren1 

cnergy prices don't improve, we would expect some wc;;.ker consolidated fin;l!lcialllleasures. On the flip side, 

cxpcctarions of reliremelHs arc influencing capacity pricing ro rhe upside in rccent all(:tio!lS, 

What <ire your expectations for capacity prices and how do they affect credit? 

Offsettillg a bC;Hish nearer lerrn view, we believe several in;.:remental plant rdirements arc likel}', About 32 (",XI of 

l'ctirelllenr~ have already becn announccd through 2021.1'ht'ie rctircmc!l(s \';ilJ influence capacity markets. 

In N('w Fn~!and, tht'" verr large ovnsllPply has kcpt cap,lCilY prices neM floor Jnd. It is likely that the New England 

Independellt System Operator wil! contemplate a market redesign <l!lJ consider zunal lTloJding along with st'parar(: 

products for peaking poweL 
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\X'ere mos! focused on P./M because a large 11l1111ber of men:hant plallf~ upeclle ill the regioll. Spn.:ifically, we look 

for openllors of unregulated capacity ill PJM's regional tmllsmissioll organiz>ltioll (RTO) to potcntially ;1l1ll0unCe 

additional asset retirement!; Biven rhe substantial decline ill capacity prices ill June to $16 per M\X'-d<l}" froll! $110 

per MW·day (sce table 3). In addition to Casper and MATS, New Jersey's high energy demand Jay cnvironmental 

regulation;:;, effective in 2015, would likely sec retirements of about 14 G\X! in PJM alonc through 2021 of older cnal 

unit5 that arc ullscruhbed, are under 500 M\V', alld have capacity facrors of about 30%. 

Table3 

Historic Capacity Prices In PJM Zones 

Jt'.!!leg'!.-watt~~lL~.~ ___ , 
-,-----~~~~~.~ 

PJM lones 2009/2010 2010J201!_,"?~~,,1E~12 201~~!! ?~1.~!.?_!!!L 2014/2015 
Auction year 2DOG 2007 2008 20D9 2010 2011 

-------- -_.- --... -~.--~~ 
17429 110-00 139,73 21,5,00 13G.50 

11429 110.00 1333l 226.15 13650 

[astern Mid Atlantic !\rea [Gun!::i! 1!J1.32 
Mid AtlJntic Area Couilcil ·.c::"-~~~-lC"C'C3C2-~-=-

-----~~--.-.-.-

Southwest Md Allilf1;lr: Area CDum:.i! 737.3.3 \74.29 11001] 13337 220.15 lJ6.~10 

Hest [I! pool 102 [)4 1f4)fl 1100[] 1646 2773 12600 
----~~-~. 

Delma:va 1'ow91 & light South N/A l1J6.12 110.00 222.30 745.00 13650 
----~"~~~~-.~~ .. 

N/A NfA 139.73 24500 136.50 
-~--~~~~ .. 

N/A NfA 185 GO 745.00 22iCO 

----;:;;-----;:;;:------c 
Pulllic Sc;vir:e Ell'chc & Gas -,N"/cA,--~--,-=-,-

Public Service ElectriC & Gas North Zone NJA 
-----~~-~--.-

NfA Poluwoc FIt;clric Power N/A --.-C""-----'.:::: NfA N!A 24714 136.~10 

N!l<· NOI applicabie Source: PJM irllertOnnect Websiw 

\'{!hilc we still expect price convergence for al! c<lp,lCiLY zones in the PJM, tbe incremental 13 G\'\' of deactivation 

requcsts could result in a Structural shift in RTO capaciTY prices because iT decrca~es the amount of insralled 

capacity anJ mily also dccrease C<lpacity transfers into zones (as is evident in American Transmission Sy~tellls Inc. 

(ATSl) zone. The PJM's latest capacit? allction p3rame[Cr filings SllgfWSr TrallsmisSlrJII t:{)IlSLr:lill(s arc devduping 

across ATSl's region likely due to recent plant retirements. Based on the capacity emergency triHl~fer hrnit to 

capacity emel"f',tncy transfer objective calculations tbe ATSI zone will likely price high in the 201512016 <lllction. 

I IOIvevel, dl(" most sif',nificallt factor in these auctions is the degree to which EPA·drivcn retirements or 

environmental ('ost amortizations will ch~Ulge the supply curve. Also, II compli..:,ning i~Slle is that a generator's 

deactivation request is reversible. If 3 generator submits a deactivation [egues!, it does not hay!:" to withdraw from 

the ulpacHY auction; lilt gClleraror can still submit a sell offer if it decides not to retire. Consequently, there is some 

IlIlCt'fl<linty surroundinG eventual retirements. Notwithstanding these shorter-term developments, we believe that 

prices of all zOlles will likely cOllverge, .lfter EPA-driven rttirernen[~ phase cOllchllks, due primarily to transmission 

upgrades 

From a credit perspectiyc, capacity prices have been prin;d in throllgh our outlook period in the [,]M. \Ve assume 

floof pricing ill New England. 

Do you vicw retail power business as supporting credit? 
From:1 uedu s!;mdpoint, we view an ";1ssrt-lite" retail power business;Is risky, \Y/e view load-following retail 

power cuntr<\us as risky becilusc such contracts can result in Llrge liquidity I"cquin.'lllt'lllS should plln:~ !I!O\T 

adversely from the prices contracted. Furdwflllore, these contracts expose margins to marker risks, inc!lldmf, 

load-sh3ping, fuel, and volume risks. 
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However, for !llerclWIH generators, retail gcm:rally providcs somc offset to wholesale prices, and merchant 

generators have Increasingly mitigated the imp:lct of d('ciining wholesale prices by cxpandinr, their rerail business. 

From a credit perspective, capital chargcs.·-including the ~~ost of working capital, credit Llcilities, contingenr 

collateral, as well as the cost of equity required to cover risk clpilal rcquirenlCnts·,illcreasc roughly in proportion to 

cO!1lll1odit)-' prices. At high power price levels, capital charges arc also high and cut into gross tllargills. Yet 

customers are less inclined to lock in prices at these levels. As a result, at elevated price~ we expect fixed~price sales 

to f;lll, reducing total c:1pit:11 requiremeuts and tifting average mal gins on exiSlinf, retail volullles. At low puwe[ 

prices, c[(pital chMges decline. \X/hile customer mir,rariun ensues, gross margins fOf fetail volumes fisc due to 

increasing headroom between locked~in fet,ti! price~ and wholesale prices. Thus, although the generation business's 

profitability declines when prices arc !ow, the re(3d busilless's profitability improves, and vice versa (see chart 8). 

ChartS 
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(;ivel1 {"he significant volatility of capa.:·i!}' lll,trkets, rerail openltions can mitii~att· whoJesak power risk by blending 

capacity prices in rrf<liJ products that bring forward lhe Cap<lCll), prin: uplift in later years. for instance, in the Duke 

Enngy aUelioll in Ohio, Fir~IE!lergy Solutions bid largely into the three-year cotltrac[s that cleared substamia!!y 

hie her prices than one~year COJ1tr;lCtS {see table 4). 
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Table 4 

FjrstEnergy's RetaIl Prices In Duke Auction 

70G8 i'\JCllfli1 yeJr 
.c---'---h)\)!ol\&llriH!sm:ssmil organil"atiofl c~pnc;ty rr:ce (.5 per ,\W1/.rjay) 110 00 

--------
One yea! G011raCl (5 per MWhj 

fwc-ye3r CDIiI;~ct!S per MWhj 
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Standard & Poor's Ratings Services' 'BBB' corporate credit ratings all diversified energy company, Exelon Corp, 

reflects its consolidattcd business risk profile, which we view as "strong." Exelon's business risk profile [('neets the 

higher-risk operations of unregulated supply affHiiite Exelon Generation Co. LLC (ExGcn), which has incrcased in size 

to subsume Constellation's unregulated business. Exelorl's busirlf'Ss risk also reflects the excelh~nt business risk profiles 

of regulated delivery businesses, Commonwealth Edison (CornEd), PECO Energy (PECO), and Baltimore Gas & 

Electric Co. (BGE), which have generally predictable transmission and distribution cash flows. Because of ring-fencing. 

we will conunue to deconsojjdate BGE and analyze it as an equity investment, counting only distributions to the parent 

as primary contributions to the parent's credit quality and financial profile. 

As of June 30, 2012, Exelon had about $18.4 billion ofoll-balance-sheet debt. We also impute about $1.6 bi!lion of 

off~balance-sheet debt on the books for computing financial ratios, pertaining mostly to unfunded pension and other 

postempJoymem benefit obligations and power-purchase agreements 

Postmerger, Exelon is now the nation's second-largest regUlated disuibutor of electricity and gas, with 5.4 million 

customers in lIlinois and Pennsylvania and 1.2 miHion customer!> in Maryland. Exelon ilbo distributeS natural gas to 

490,000 customer!> ill the Philadelphia metropolitan area through PECO and 650,000 customer s in Maryland. ExGcn 

engage!> in unregulated energy generation, wholesale power marketing, and energy delivery. The company has 

long-term exposure to market lisk and meaningful exposure to nuclear assets (17,OOO megawatts fMWJ across 19 

units). The company now has about 35,000 MW and 450 billion cubic feet (beO (2012 estimates) of natural gas 

business. The company has recently divested about 2,618 MW of generation to address market power concerns. 

Exelon derives a larger proportion of earnings from its regulated and retail operations. Through retail find wholesale 

channels, ExGen now provides about 170 temwatt-hours (TWhrs), or approxjmately 5%, of total U.S. power demand. 

Wc expect the switched markets in Pennsylvania, Ohio, Michigan, and Arizona to grow at abollt 10% in the 

commercial and industrial class and at about 15% in the residential dam; between 2011 and 2014. TIle fleet is well 

positioned to grow where capacity available for competitive supply has room to grow. We expect these incremental 

revenue streams to make the consolidated Exelon somewhat more resilient to commodity plices. The combillation 

provides ExGen regional diversification of the generation fleet and a customer-facing load business, as generation and 

load positions arc now better balanced acrOss multiple regions. [n most locations, ExGen will have adl'quatc 

intermediate and peaking capacity within the portfolio for managing load shaping (matching resources with energy 

needs) risks. lIowever, the company wlll still need to buy and selllengtil in the market to manage portfolio needs, in 

our opinion. Moreover, ExGen has a significant open position in the mid-west (exposed to merchant market), and a 

somewhat tigbt po!>ition in ERCOT and New England, where it ha!> !>omc risk of finding itself short when loads are 

WWW.STANDARDANDPOORS.COM/RATINGSDlRECT SEPTEMBER 10,2012 2 
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high, in Our opinion. 

Supply subsidiary, ExGen's c<ish flow is sensitive to commodity pnccs as almost 95% of its premerger generation is 

nuclear, all of which sliding gas prices arc impairing. EXGf:U'S unregulated operations accounted for about 65% oft11e 

consolidated enterprise by casb flow and capital spending in 2011. Given that base-load generation is price-ta!cing- it 

doesn't affect the market price--we expect ExGen's adjusted fum!;:; from operations {FFO} to debt to remain 

volatHc·-relativc to its peers--and wc expect it to swing in a band of over 40% in 2011 to about 27% by 2014. For 

instance, all else remaining equal, we estimate gross margins Jll 2014 will be lower by about $500 million for every $5 

per MW~hour (round-the-clock) decHne in power prices, about $215 million for every $0.5 per million cubic feet (Met) 

decline in gas prices, and about $110 milliOll for every $1 per MWh decline in retail margins. 

As a result, ExCen's contribution to the overall Exelon cash flow declines to about 55% under our base case, because 

of the decline in unregu!aterl ci1sh Oow when commodity plices fall. However, despite the lower power prices, we view 

the business risk profile of parent Exe)on as strong. We expect financi<1l measures to decline over the next 2-years and 

the corporate credit ratings reflect our expectation thaI 2014 will be the trough yei'lr. 8ased on the present forward 

curve, cash flow measures are still adequate for the rated level in that year, However, as a result of the declining gross 

margin in forward years, we view Exe!on's cash flow adequacy ratio as more akin to the "significant" financial risk 

profile than the erstwhile "intermediate" onc. 

We view ExGen's ratable bedging strategy favorably, as it ensures that a high percentage of the company's near-term 

generation is locked in. Hedging not only protects unregulated generation cash 00W5 from steep price declines, it also 

provides the company time to adjust its CDst structure or its capital st..ructure, should prices remain depressed. 

However, hedging activities insulate, but do not isolate', power merchants from commodity price effects. Current 

hedges show the significant vaJue of Exe!on's hedging program Even though these hedges insulate ExGen, perversely, 

they also show the sensitivity of ExGen's margins to the prospect of a continued shale production onslaught. 111e 

decline in mark-to-market viilU(~ through 2014 shows the limit to which Exclan can hedge--a price-taking fleet can 

hedge, but only at the prices the market will bear. Also, the gross margin contribution at ExGen will face a decline as 

highcr"priccd hedges expire, evident in the drop jn wholesale hedged gross margins. SHl!, the forwards show a 

contango as reflected in the increase in ExGen'$ open EBITDA from higher natural gas forwards. Additionally, we 

believe rctail contributions will increase, given the potential for cost ~;lVings, volumes gained from the constellation 

merger, and recent acquisitions (StarTex and MX Energy Hoidings). 

We view parent Exelon's financin! policy and illternal funding as "aggressive." 11lC current level of dividends, at about 

$1.8 billion, results in a dividend poyout of about 80%, according to our estimates--meaningfuHy higher than the 50% 

to 65% rauge for peers. Moreover, Exe!on's capital spending requirements are significant between 2012 and 2014, at 

about $18.5 billion. Although utility capital spending lends to be funded in regulated rates {i.e under yjr fate 

base),unregulated generation will have to fund its own capital requirements and recover them in market prices. 

However, cash flow from operation.~ will be insufficipnt for cnpita! spending and dividends, resulting in external needs 

of financing. We estimate that the funding gap would be greatest in 2014 because of a trough in earnings even as 

ExGen's requiremellt to contribute towards Exelon's dividend commitments <He the higheRt internal financing needs of 

the utilities. This funding gap could .,viden if the company fails to achieve merger rlriven O&M savings in its forecast. 
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We estimate ExeJon's incremental long-term financing needs at an average of about $1.4 billion to S 1.5 billion in 2014 

and 2015. Still, incrementally lower gas prices, combined with higher than anticipated O&M costs, would hurt ExCen's 

debt protection measures more than the level of new debt financing in ExGen's forecast through 2015 

Under our consolidated base case (we assume lower gas prices and market he?t fates that result in power prices 

roughly 10% luwer than the current forward contracts), we expect FFO to lolal debt of the pro forma company (i.e., 

Exelon and Constellation combined) to decline to about 25% jn 2012 and then to hover at 22% to 23.5% through 2015. 

We expect free operating cash flow to debt to remain marginally positive even in 2013 and 201<1 when we (,xpect 

financial measures to trough. However, we expect discretionary cash flow (after dividends) to tum significantly 

negativc-,in a r3J)ge between $1.1 and $1. 7 uilHon through the period--mostly because of high capital spending. 

Similarly, we expect total debt to total capital to be about 57% and debt to EBlTDA to hover at about 4.0x. TheSE" 

ratios me still consistent with Standard & Poor's 'BBB' rating guideposts for a financial fisk profile we assess as 

"significant," especially since a meaningful amount of capital expenditure js discretionary. The company's recent 

decision to defer the LaSalle extended power llprate (EPU) by two years demonstrates Ilcxibility to adjust the program 

as needed based on market conditions. We estimate that deferring the project by two years will frec"up about $400 

million through 2014. 

Liquidity 

The short-term ratjng on Exelon and affiliates is 'A-2'. Standard & Poor's views the Iiqujdity across tJ,e ExelOIl group of 

companies as "strong," in light of the debt maturities we expect liud available credit facilities. We estimate that sources 

of cash will exceed the companies' uses by about 2x during the next 12 to 24 months, We expect sources over uses lor 

Exelon and ExGen to remain positive even if Em'fDA declines by 50%. In adrlition, because of Exdon's solid 

relationships with banks and high conversion of FFO to discretionary cash flow, we believe the company can absorb 

low,probability, high-impact shocks. 

Exelon has sufficient alternative sources ofliquidity to cover current liquidity needs, including ollgoing capital 

requirements, moderate capita! spending, and upcoming debt mahlrities. Ironically, a declining power price 

environment is favorable from a liquidity perspective as cash is belng posted to ExGen on its forward hedges the next 

large maturities are in 2015 for Exelon and 2014 for ExGen. 

In March 20 lO, ComEd replacl'd its $952 million credit facility with a three-year, $1 billion unsecured revolving credit 

faeility that expires March 25, 2013. On March 10, 2012, the capacity under Constellation'S revolving facility fell to 

$1.5 billion from $2.5 billion, reducing aggregate bank commitments to $3.2 billion. All facilities reside at the parent 

leveL In addition, Exeloll is working through the migration oflctters of credit and has a liquidity reduction plan in place 

that it \\~l! filialize toward the end of 2012. 

As of July 27, 2012, Exelon, ExGen, CornEd, PECO, and 8GB had credit facilities of $2.84 billion, $5.6 billio)l, $1.0 

billion, SO.6 billion, and $0.6 billion, respectively. These facilities expire between September 2013 and March 2017. 

Availability under these facilities was $2,319 million and $3,807 mimon respectively for Exelon and ExCen, 

respectively, and $999 million, $599 million and $564 million for CornEd, PECO, and BGE, respectively. Excluding 

commercial paper outstanding, the aggregate availability was $7.86 billion. 
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Outlook 

The o~!tlook on the fatings is stable. That said, we believe that higher natura! gas production from shale plays and a 

delay in environment mles related to plant retirelllents can significantly hurt the company's financial performance. We 

believe these headwinds have increased and Exelon faces a potential earnings decline in 2014. Should the prevailing 

commodity environment persist, the company may have to address its declining earnings profile by reducing capital 

spending. We expect Exelon and ExGen to maintain consolidated FFO to d!2bt in the 22% to 23% and 25% to 27% 

ranges, respectively, in 2014 to maintain currellt ralings. We \\oill specifically monitor the expected negative 

discretionary cash position that results from Exelon's large dividend commitment. A positive outlook--currently not 

under cOllsideration--can result if natural gas prices stabilize and power price.~ respond favorably to coal-plant 

retirements, resulting in an improvement in consolidated FFO to debt level::; of over 27%. 

Related Criteria And Research 

Liquidity Descriptors For Global Corporate Issuers, Sept. 28, 2011 

Business Risk/Financial Risk Matrix Expanded, May 27,2009 

• 2008 Corporate Criteria: Analytical Methodology, April 15, 2008 

WWW.STANOARDANDPOORS.COM/RATINGSDlRECT SEPTEMBER 10, 201:2 5 



Copylight © 2012 by Standard & Poor"s Financial Services LLC. All rights reserved. 

ICC Ok!. 13-xxxx 
ComEd Ex. 3.04 
Page 741 of 831 WPO-8 

Page 143 of 233 

No content jindudlng ratings. credit-related analyses and data. model. software or othel applicatiull or ()lUpilt the! eflOm) OJ any pmt Ihere<)f 
{Content} may be modified, reverse engineered, reproduced or dislributed in any foml by any mean~. or stoled:n a dataha~e or retrieva! sy$t~m, 
without the pdor written pemlission of Standard & Poor's Financial Services LLC or its a/liliiltrs (collectively. S&P). ::'11e Content ~h,1I1 not he used 
for any unlawful or unauthorized purposes. S&P and Imy third-party providers, as well as their rlirectors. OffiCNS. sharehulden;. employees or agents 
(collectively S&P Farties) do not guarantee the accuracy, completenESS, timeliness or availability of the Content. S&P !'aHi,'~; me not responsitle fur 
any enor.; or omissions (negligent or otherwise), regardless of the cnuse, for the results obtained from the lJS~ of the Content. Of for ttle security or 
maintella"~e orany data inp'!l by the user. The Content is provided on an "as is" basis S&P PARTIES DISCLAIM ANY AND ALL EXPRESS OR 
iMPLIED WARRANTIES. INCI.UDlNG, BUT NOT lJMITED TO, ANY WARRANTIES OF MERCHANTADlUTY OR FITNESS FOR A 
PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENTS fUNCTiONING 
WILL BE UNINTERRUPTED. OR T1IAT THE CONTENT WILL OPERATE WITH ANY SOFT\'[ARE OR HARDWARE CONFIGURATION. h: no 
e"'ent slJall S&P P"rties be liable lIJ any purty for any direct. indirect. incidental. mwmpl~ry, comp~nsatory. punitive. special or conseqll~ntial 
damages, costs. expenses, legal fees, or losses (including, without limitation. 10$1 income or lost pf(Jfit~ ilnrl 0PP(H"!\lHity cmts or losses caused by 
neglig~nce) in connection with any lise of the Content even if advised of the possibility of such dam~ge~ 

Cff'dir.related i!ml uther analyses. includmg ratings. ilnd statemems in the Content are statt'ment.~ of opiniDn as of ~h~ date they ar(~ ~xpres.le(i ~"d 
nol staternents of fact. S&P's opinions, analy5~". and rating admcwledgment decislon~ (described below) are not recommtndat;U!ls tc.> pllrdj~W, 
hold, or selJ any securities or to make any investment decisions. iHld do not adrlff'ss the suitability of any security. S&P a,$urnes no obligatinfl 10 
updoltc the Content following publioation in any fonn or fomlat. li,t' Coment shonlrlnot be relied on and is not ~ $\,bstitlJle for the ,kill. judgment 
and expetit!l)ce of the user, i!.~ m~nagement. employ{'~s, advisor.; and/or dients when making invcstmrnt and ether business Jecl$;nIlS. S&P doe" 
not act as a lidudary or an inv(,stment advisor except wheri'! registered as such. While S&P has cbt,lin('(1 inf0!ll1oltion fWin SOUle!'" it b"lieve~ It) be 
r(,)i~ble. S&P uoes nut perionn al1 al1dit and undertakes 110 dilly of due diligence or independent verification of any information it [('ceives. 

To the extent that regl1lato!), 8uU\oritics allow a rating agency to acknowledge in one jurisdktion a rating issued in another jurisdiction ro, ct:rt~iH 
regulatory purposes, S&P rESerVeS the right 10 assign, withdraw, or suspend such acknowledgement at ilny lim~ and in irs sole discredon. S&P 
Purties disclaim ilny duly whatsoever arising out of the assignment, withdrawal. or su$pension of an acknowledgm"nt ~s weU ~s any liability for any 
dam~ge alleged to have been suffered on account [hereof. 

S&!' keep "!!thiin ~c!ivilies ofit.~ business tllJits Separdte from each other in order to preserve the independence and objecti,>ity of tneil resper:tivr 
adivitle:;. As a reSUlt. <:ert8m business units of S&P may have infonnatlon that is not available to other Sf;,r busine% uni:s. S&P has etlablisherl 
pDlir'ies and procedures to lllilintain the confid~ntidlity of certain nonpublic iniorrnatiOIl received in connection wi:h eilch ana;yl;cal prOcess 

5&1' may H'ceive compensation for its ratings and certain analys~'i, normally {rem i,$I'er~ or underwriters of securities or from flliligOfS. S&P 
le5ErV~S fhp.. right to disseminate ib ()pirlion~ and analyses. S&P's public ratings and nnalyses nre rllMJC available UJ; Its Web ~;)res< 
W\'lw.stand~Hjillidpools.com \iff'£" nf dMrge), aod www.ratingsdirecLcornandwww.elnbakleditportJI corn (subscrip:i(]r;). and may be di5,ricllted 
through other rneam, indmiinr. via 5&1' publications ar.d third-party H'di,tributors. Additional informMion abDut our r~ti"gs fe~~ is aVililable at 
www standJ.fd~lldpQ()rs.com IU~lrJ tir.B~fp..es. 

McGRAW-HILL 

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT SEPTEMBER 10, 2.0J2 6 



STANDARD 
&PO 0 R"S 
RATINGS SERVICES 

ICC Ok\. 13-xxxx 
Com Ed Ex. 3.04 
Page 742 of 831 

WPD·8 
Page 144 of 233 

RatingsDirect' 

Sumrnary; 

Commonwealth Edison Co. 
Primary Credit Analyst: 
Gabe Grosherg, New York (I) 212·438·6043; gabe.grosherg@standardandpoors_com 

Secondary Contact: 
Aneesh Prabhu, CFA, FRM, New York (I) 212·438·1285; ancesh~prabhu@standardandpoors.com 

Table Of Contents 

Rationale 

Outlook 

Related Criteria And Research 

WWW.STANDARDANDPOORS.COM/RATlNGSDIRECT SEPTEMBER21,2012 1 



ICC Ok!. 13-xxxx 
Cam Ed Ex_ 3.04 
Page 743 af 831 

WPO-8 
Page 145 of 233 

Commonwealth Edison Co. 

Credit 
Rating; 

Rationale 

BBB/StablcIA-2 

Standard & Poor's Ratings Services' ratings on Commonwealth Edison Co. (CornEd) reflect the consolidated credit 

profile of Chicago-based parent Exelon Corp. Exelon's other considerable subsidiaries include regulated PECO Energy 

Co., unregulated Exelon Generation Co. LLC, and the recently merged assets of the former Constellation Energy 

Group Inc., including rate-regulated Baltimore Gas & Electric Co. In general, our ratings on CornEd are limited to the 

lower of our consolidated rating on Exe]on or CornEd's stand-alone credit quality. The ratings also reflect CornEd's 

"excel1entH business risk profile and Exelon's nsignificant" financial risk profile under our criteria. 

CornEd's excellent business risk profile reflects its monopolistic, rate.regulated utility transmisSion and distribution 

businesses that provide an essential servlce. CornEd serves about 3,8 million electricity customers in the City of 

Chicago and the surrounding area. The company's distribution rates are regulated by the Illinois Commerce 

COmmiR'lion and the transmission rates, which make up about 23% of the company's rate base, are regulated by the 

Federal Energy Regulatory Commission. Additionally, we view the distribution and transmission businesses as lower 

risk than the generation businesses that often included in many fully integrated electric utilities. 

CornEd took the initiative in engaging state legislators and regulators to effect reform in the utility regulatory process, 

As a result, at year-end 2011, the lliinois governor signed into law House Bill 3036 that will allow for a fonnula process 

for determining rates, including the recovery of actual costs and a fonnula for calculating return on equity (ROE). 

While we initially viewed these developments as potentially enhancing ComEd's credit quality, we think (he outcome 

of ComEd's first rate filing under the new law suggests that the company's management of regulatory risk could remain 

challenging. In that case, the eOlllmj~sjon ordered that CornEd reduce rates by more than $165 million, whIch is more 

than $100 million lower than COrnEd's initial rate case filing The company requested a rehearing on certain issues of 

the order and expects a rehearing order by November 2012_ ComEd has since filed a second rate case under the new 

law, requesting a $106 million rate increase and the staff has recommended a $37 million rate increase. We expect that 

the company will continue to file annual distribution formula rate cases through {hls streamlined process 

Our corporate credit rating on CornEd incorporates its affiliation with [xelon's competHive energy businesses The 

cOfnpetitlve energy businesses' strong business risk profile reflects their ultimate dependence on the market price for 

electriCity, which has recently sharply declined. Although management contHlues to proactively manage those areas 

Owl it can directly influence--including capItal spending, operatIons and maintenance (O&M) costs, and maintaining its 

hedging strategy-_sustained weak power prices will hurt the competitive bm:inesses' cash flow over the intermediate 

term Furthermore, prolonged weakness of the power markets, particularly the flattening of the fonvard curve, could 

potenti3l\y reduce the value of the company's hedging strategy to protect it from weak power prices. Although the 

company's hedging strategy provides a degree of price insulation over the shorr terrn, sustained depres~cd power 
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prices could eventually undermine this credit enhancement. 

The significant financial risk profile reflects Exelon's consolidated financial measures under our base-case scenario thaI 

for 2013-2015 funds from operations (PFO) to debt will approximate 22% to 24%. Key assumptions under our base 

case include [ower gas prices and market heat rates that result in power prices tilat arc about [()C/o lower than the 

current forward contracts. For the 12 months ended June 2012, adjusted FFO to debt decreased to 28.9% from 34 25% 

at year-end 2011, and adjusted debt to EBITDA and adjusted debt to total capital weakened to 4_5x and 52.7%, 

respectively, compared with 2.9x and 55.7% at year~end 2011. 

We expect that Exelon's historically positive discretionary cash flow will tum negative, primarily reflecting high capital 

spending of about $18.5 billion for 2012-2014 and annual dividends about $18.5 billion. We expect that Exelon will 

meet these cash shortfalls in a manner that is at least credit·neutral. As such under our base· case scenario we expect 

total debt to total capital to be about 57% and debt to EBITDA to approximate 4.0x. 

Liquidity 

Our short-term rating on Exelon and CornEd is 'A-2'. We view Exelon's consolidated liquidity as strong and Exelon can 

more than cover its cash needs for the next two years, even if FFO declines. 

OUf liquidity assessment is based on the following factors and assumptions: 

We expect Exelon's consolidated liquidity sources (including cash, FFO, and credit facility availability) to exceed its 
uses by about L8x over the next 12 months. 

Debt maturities are material with about $1 billion maturing in 2013 and approximately $1.5 billion maturing in 2014. 

Even if EBITDA declines by 30%, we believe net sources will be well in excess of liquidity requirements. 
The company can absorb high-impact, low-probability events with limited need for refinancing, has the flexibility to 

lower capital spending, has sound bank relationships and solid standing In the credit markets, and has generally 

prudent risk management 

In our analysis, we assumed liquidity sources of about $12.5 billion over the next 12 months. We estimate the 

company will use about $7 billion OVer the same period for capital spending, debt maturities, working capital needs, 

and shareholder dividends. 

As of July 27, 2012, &elon, ExGen, ComEd, PECO, and BGE had credit facilities of$2.84 billion, $5.6 billion, $1.0 

billion, $0.6 billion, and $0.6 billion, respectively. Availability under these facilities was $2,319 million and $3,807 

million for ExeJon and ExGen, respectively, and $999 million, $599 million, and $564 mi!Jion for CornEd, PECO, and 

BGE, respectively. Excluding commercial paper outstanding, the aggregate availability was $7.86 bil!ioll. 

ComEd's $1 billion revolving credit facility that expires in March 2017 has a financial covenant requiring that CornEd 

must maintain cash from operations to interest expense of at least 2x. As of June 3D, 2012, CornEd had adequate 

cushion with respect to this financial covenant. 

Recovery analysis 

We assign recovery ratings to first-mortgage bonds (FMBs) issued by investment-grade US utilltics, which can result 

in the notching of issue ratmgs above a corporate credit rating on a utility, dependmg on the c<llegory and the extent of 

the collateral coverage, We base the Investment~grade FM8 recovery methodology on the amplc historiCill record of 
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nearly 100% recovery for secured bondholders in utility bankruptcies, and on our view that the factors that supported 

those recoveries (limited size of the creditor class, and the durable value ofuti!i!y rate-based assets during and after a 

reorganization, given the essential service provided and the high replacement cost) will persist Under our notching 

criteria, when assigning issue ratings to utility FMBs, we consider the limitations of FMB issuance under the utility's 

indenture relarive to the value of the collateral pledged to bondholders, management's stated intentions on fulure FMB 

issuance, as well as the regulatory limitations on bond issuance FMB ratings can exceed a corporate credit rating on a 

utility by up to one notch in the 'A' category, two notches in the 'BB8' category, and three notches in speculative-grade 

categories 

CornEd's FMAs benefit from a first-priority lien on substantially all of the utility's real property, owned or subsequently 

acquired. Collateral coverage of 1.5x supports a recovery rating of'l +' and an issue rating two notches above the 

corporate credit rating. 

Outlook 

The stable outlook reflects Standard & POOf'S baseline forecast that parent Exeloo's consolidated FFO to debt will 

approximate 22% to 24% over the next three years. We could lower our rating on ComEd if Exelon's cOllsolidated 

financial measures weaken so that FFO to debt is consistently beJow 22'%. This could occur if electricity prices remain 

weak and economic growth is minimal. Because our corporale credit rating on CornEd is limited to the lower of its 

stand-alone credit quality or our corporate credit rating 00 its parent, for us to raise our rating on Com Ed, we would 

first have to upgrade Exelon. and CornEd's stand-alone credit quality would have to reOect the higher rating. Although 

we view a ratings upgrade as less likely, this could occur if Exelon's consolidated FFO to debt is consistently grealer 

than 27%. 

Related Criteria And Research 

• Business Risk/Financial Risk Matrix Expanded, Sept 18,2012 

• Liquidity Descriptors For Global Corporate Issuers, Sept. 28, 2011 

• Analytical Methodology, April 15, 2008 

Changes To Collateral Coverage Requirements For '1 +' Recovery Ratings On U S Utility First Mortgage Bonds, 

Sept 6, 2007 
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