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PAUL M. SHAFER - ELECTRIC

Please state your name and business address.

My name is Paul Shafer. My business address is: 45
Glover Avenue, Norwalk, CT 06850.

By whom are you employed and in what capacity?

I am employed by Hewitt Associates LLC (“Hewitt”,
“Hewitt Associates” or “we”) as a Principal. I manage
the Broad-Based Compensation Practice Segment for
Hewitt’s U.S. Eastern Region.

Please describe your educational background.

I graduated from the University of Notre Dame with a
Bachelor of Arts Degree in Economics in 1978. In 1982,
I earned a Master’s Degree in Business from Columbia
University.

Please describe your work experience.

I have worked at Hewitt for more than 26 years as a
consultant. Prior to joining Hewitt Associates I was
employed at the Federal Reserve Bank of New York.
What is the purpose of your testimony?

Hewitt Associates LLC was asked by Consolidated Edison
Company of New York, Inc (“Con Edison” or the
“Company”) to conduct a review of its current non
officer management compensation practices. I will

discuss that project and its findings.
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PAUL M. SHAFER - ELECTRIC

Please provide an overview of the project.

To conduct this review, which I am outlining, we
focused on 80 representative benchmark positions. In
total, 2,085 current Con Edison employees held one of
the 80 benchmark positions, out of approximately 4,300
non officer management level employees. The data
included more than 48% of the Company’s non officer
management employees. The Company’s compensation
practices were then compared with the practices of
different comparator groups of organizations. We used
Con Edison’s compensation data effective as of April 1,
2008. Compensation survey numerical data was drawn
from 2007 surveys and adjusted at Hewitt’s standard
rates (i.e., at an annualized rate of 3.8% for 2007
compensation data), so that the Con Edison’s
compensation amounts and the survey data would be
timing neutral. The compensation data was not adjusted
to reflect the higher than “national norﬁ" cost of
living in the New York metropolitan area and/or any
resultant higher labor costs in the area. New York City
wage differentials typically range between 20% and 25%
above “national norms” according to the Economic

Research Institute’s Geographic Assessor.
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Q. Are you sponsoring a four-page Exhibit entitled “MARKET
COMPARATORS” ?

A, Yes.

Q. Was this exhibit prepared by you or under your
direction and supervision?

A. Yes, it was.

MARK FOR IDENTIFICATION AS EXHIBIT __ (PMS-1)

Q. What are comparator groups?

A. Comparator groups are sets of utility companies that
were selected to benchmark the relative competitiveness
of the Company’s compensation practices.

Q. Where did the compensation survey data come from?

A. The majority of the data came from surveys conducted by
Hewitt. We also supplemented this information with data
obtained by Con Edison from other independent national
consulting firms that conduct compensation surveys.

Q. What comparator groups were used?

A, As noted on page 2 of Exhibit ____ (pMS-1), the first

and largest comparator group “National Utilities” was
composed of compensation data from 38 companies drawn
from Hewitt’s survey database. Con Edison had used 20
specific companies for its executive compensation

assessment. Hewitt used these same 20 companies to
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evaluate program design. The list of 20 companies is
included on page 3 of Exhibit = (PMS-1) and is titled
“Proxy Peer Group.” Of the companies included in the
Proxy Peer Group, 14 provided data for non officer
management level positions. This set of 14
organizations, listed on page 4 of Exhibit  (PMS-1),
formed the “Peer Group Companies.”

Why didn’t Hewitt use all of the companies in the Proxy
Peer Group for management level benchmarking?

Not all of the companies in the Proxy Peer-Group
submitted non officer management level data to our
surveys. Therefore, we used all of the Proky Peer Group
companies that had submitted non officer management
level data. The total amount of data from these
organizations was sufficient to identify peer group
compensation practices for non officer management
employees.

Thé Company provides three elements of compensation
(base salary + annual variable pay (or performance-
based pay) + equity grants) for non officer management
employees, how does that compare with prevailing market

practice?
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In recent years, the majority of organizations that we
survey and work with have moved from a “base salary
only approach” to base salary plus variable pay for non
officer management employees. This transition is well
documented in multiple surveys. In Hewitt’s 2008
Salary Increase Survey approximately 90% of more than
1,000 organizations reported offering variable pay or
performance-based pay to non-officer management
employees. Hewitt’s comparative data from our TCM
database indicates that, in addition to base salary,
93% of Peer Companies and 95% of the National Utilities
Comparator groups report‘annual variable pay or
performance-based programs. In addition, 64% of Peer
Companies and 55% of National Utilities report use of
equity compensation. Among the reasons for this move
has been: shift costs from guaranteed pay (i.e.,
salary) to contingent, performance-based pay; remain
market competitive; and attract and retain employees by
offering total compensation opportunities in line with
similar organizations.

Does Hewitt agree with the approach adopted by the

Company?
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Yes, such an approach is in the best interests of
customers, employees and the organization because it
systematically reinforces higher levels of performance
and employee motivation. Con Edison’s current use of
compensation elements is reasonable and consistent with
market practice. Based on our experience and multiple
survey sources, Hewitt concludes that:

1. As regards offering base salary and annual variable
pay or performance-based pay, the Company’s provision
of these two elements is reasonable and consistent with
almost universal market practice among National
Utilities and Peer Group Companies.

2. As regards offering equity grants, the Company’s
provision of this element is consistent with common
practice among peer companies and National Utilities,
with a slight majority offering such compensation
plans.

Are you sponsoring a five-page Exhibit entitled
“COMPETITIVE POSITIONING”?

Yes.

Was this exhibit prepared by you or under your
direction and supervision?

Yes, it was.
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MARK FOR IDENTIFICATION AS EXHIBIT (PMS-2)
Q. Please describe the information contained on Exhibit
(PMS-2) .

Page 1 of this exhibit presents summary competitive
compensation posture information for the Company versus
National Utilities and Peer Group companies. Reviewing
this page it can be seen that Con Edison’s base salary
competitive posture falls at the median. This is
followed by less competitive total cash compensation
(Base Salary + Target Annual Variable Performance-based
Pay) position and a much less competitive total direct
compensation posture (Base Salary + Actual Annual
Variable Performance-based Pay + Value of Equity
Grants). As can be seen on page 1 of Exhibit (PMS-2):
(A) - MARKET COMPARATORS - The different market
comparator groups against which Con Edison’s
compensation practices were compared.

(B) — BASE SALARY - The % difference between é specific
comparator group and Con Edison’s base salary practice
for benchmark positions.

(C) - TARGET TCC - The % difference between a specific

comparator group and Con Edison’s Target Total Cash
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Compensation (Base Salary + Target Annual Variable

Performance-based Pay) for benchmark positions.

(D) - ACTUAL TCC - The % difference between a specific

comparator group and Con Edison’s Actual Total Cash

Compensation (Base Salary + Actual Annual Variable

Performance-based Pay) for benchmark positions.

(E) - ACTUAL TDC - The % difference between a specific

comparator group and Con Edison’s Actual Total Direct

Compensation (Base Salary + Actual Annual Variable

Performance-based Variable Pay + Value of Actual Equity

Grants) for benchmark positions.

Information is presented for both National Utilities

and Peer Group companies on rows 1 and 2. Reviewing

this exhibit the following can be seen:

1. The Company’s base salaries fall close to the market
median (+.3% for National Utilities and -2.3% below
for Peer Group companies).

2. The Company’s base salafy + target variable
performance-based compensation patterns fall
somewhat below market median levels (-9.6% versus
National Utilities and -12.1% versus the Peer Group

comparators) .
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3. The Company’s base salary + actual variable
performance-based compensation patterns are also
below median (-9.5% versus National Utilities and -
12.0% for Peer Group Companies).

4. Con Edison’s Total Direct Compensation practices

(Base Salary + Annual Variable Performance-based Pay

+ Value of Equity Grants) represent the total
compensation paid to employees. The Company’s total
direct compensation posture is conservative and

falls far below market median practices of beth

National Utilities (-23.1%) and Peer Group Companies

(-24.8%) .

Pages 2 through 4 of the Exhibit summarize the

competitive data for Con Edison versus National Utility

practices. The rows in this exhibit present information

for individual benchmark positions. The lettered

columns present the following information:
As-regards Con Edison Compensation Data:

(A) - POSITION - Titles of the specific benchmark

positions for which data is provided.

(B) - BAND - Company management level employees fall

into four Bands, each with a H (high) and a L (low)

resulting in eight Sub-Bands.

-9~
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(C)- ER - The normal Entry Rate for a position into its

specific Band/Sub-Band

(D) - MAX - The Maximum Salary for a Band/Sub-Band.

(E) - AVG BASE - The Average Actual Base Salary for

Company employees in each benchmark position.

(F) - AVG ACT TCC - The Average Actual Total Cash

Compensation (actual base salary + actual performance-

based compensation award) .

(G) - AVG TDC - The Average Total Direct Compensation

(actual base salary + actual performance-based

compensation award + the value of equity grants).

As regards National Utility Group Base Salary

Practices:
(H) - P75 - The third quartile practice - The “Upper
Quarter” - The compensation amount that has 75% of the

data below it and 25% of the data above it.

(I) - P50 - The median practice - The compensation

amount that divides the data in two and has 50% of the

data below it and 50% of the data above it.

(J) - P25 - The P25 first quartile practice - The

“Lower Quarter” - The compensation amount below which

lies 25% of the data and above which lies 75%.

-10-
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o

(K) - % Variance w/P50 - The percent difference between
the median National Utility Base Salary and the median
Con Edison salary for a particular benchmark position.
If no data is listed for a specific position there was
insufficient data for that position in a particular
comparator group database for reporting purposes.

As regards National Utility Group Total Cash

Compensation (Base Salary + Annual Variable

Performance-based Pay) Practices:

(L) - P75 - The third quartile practice

(M) - P50 - The median practice

(N) - P25 - The first quartile practice

(0) - % Variance w/P50 - The percent difference between

the median National Utility Total Cash Compensation
Practice and the median Con Edison Total Cash
Compensation Practice for a particular benchmark
position. If no data is listed for a specific position
there was insufficient data for that position in a
particular comparator group database for reporting
purposes.

As regards National Utility Group Total Direct

Compensation (Base Salary + Annual Variable

-11-
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Performance-based Pay + Equity Compensation)

Practice:
(P) - P75 - The third qguartile practice
(Q) - P50 - The median practice
(R) - P25 - The first quartile practice
(8) - % Variance w/P50 - The percent difference between

the median National Utility Total Direct Compensation
Practice and the median Con Edison Total Direct
Compensation Practice for a particular benchmark
position. If no data is listed for a specific position
there was insufficient data for that position in a
particular comparator group database for reporting
purposes.

Does your analysis take into account other employee
benefits?

No. Hewitt conducted a review of the Company’s non
officer management compensation practices. While it is
very common that Hewitt is asked by our clients té
review compensation practices, it is very unusual in
our experience for an organization to combine benefits
in the same competitive compensation analysis process
for non officer management level employees. The value

of benefits per employee varies depending not only on

-12-
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pay level, but also tenure, age, and family size
(variables that effect value independently of salary
and job function). As a result, while it is important
to review the competitiveness of benefits and
compensation, these reviews are typically done
independent of one another. We understand that Con
Edison, like most of our clients, has conducted a
separate but similar competitive review of its benefits
program. Company witness Reyes has addressed the
competitiveness of Con Edison’s benefit plans in his
testimony.

Did you review Company witness Reyes’ testimony on the
competitiveness of Con Edison’s employee benefits?

Yes, I did. I could see that it is a current study and
that Con Edison’s benefits programs are at the median
of the peer group.

What can you tell us about the competitiveness of total
compensation and benefits based on these two studies?
It is important to note that the peer groups in both
studies are comparable in terms of the number of
companies. In fact, the majority of companies in both
studies are the same. Therefore, if compensation is

below median values and benefits are at median values,

-13-
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combined compensation and benefits would fall slightly
below median values.

Due to the current economic environment, are companies
continuing to deliver increases in pay?

Yes. Despite the economic downturn, most companies are
continuing to deliver annual merit increases to base
salaries in 2009. According to a survey of 640
companies chducted by Hewitt in December 2008, 90% of
companies are granting increases in 2009. Only 10% had
decided to freeze salaries. Among the 38 Energy
Companies in the database (power/gas) the average 2009
projected salary increase budget was 3.4%. Thus, at.
3.0%, Con Edison is projecting a lower 2009 increase
than the other power and gas utilities in our survey. I
would like to repeat that the survey collected data
after the economic downturn was well recognized and
underway.

Are you spoﬁsoring an exhibit in connection with your
review of the Company’s annual variable performance-
based pay program?

Yes. I have prepared a one-page Exhibit entitled

“ANNUAL VARIABLE PERFORMANCE-BASED PAY COMPARIONS?”

-14-
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PAUL M. SHAFER - ELECTRIC

Was this exhibit prepared by you or under your
direction and supervision?

Yes, it was.

MARK FOR IDENTIFICATION AS EXHIBIT (PMS-3)

In reviewing the Company’s annual variable pay program,
what were your findings?

This exhibit contrasts Con Edison’s target average
annual variable performance-based pay amount as a % of
base salary versus Peer Group and National Utility
practices. Data is presented for each of the 8 Sub-
Bands. If no data is listed for a specific sub-band,
there was insufficient data for that sub-bands’
benchmark positions in the specific comparator group
survey database for reporting purposes. As can be seen
from this exhibit, the Company’s target variable
performance-based pay percentages are conservative and
tend to fall well below market average variable
performance-based pay practices.

Did you compare Con Edison’s current annual variable
pay program design with that of other companies?

Yes. Using the Hewitt database, we were able to compare
Con Edison’s current annual variable pay program design

with programs at the 20 companies Con Edison has used

-15-
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for its Proxy Peer Group, as previously mentioned. We
chose to use the data from the 20 companies rather than
the group of 14 used for the review of pay levels to
provide a more robust look at program design at peer
companies. This peer group (the “Proxy Peer Group”) is
listed on page 3 of Exhibit PMS-1.

What performance measures are typically used in annual
variable performance-based pay plans at peer companies?
90% of the Proxy Peer Group use pre-set performance
goals to determine annual variable pay awards. 61% of
these companies use more than one measure in their
annual variabie pay programs. The most common measure
used is Earnings per Share, with 61% incorporating it
into their annual variable pay programs. The second
most popular measure was an income measure (either net
income or operating income), with 25% of companies
incorporating this measure. There is significant
variation across the Proxy Peer Group regarding which
combination of measures is used. However, of the 61% of
companies using more than one measure, the most common
practice is to combine an external measure like
Earnings per Share with an operational measure, like

Operating Income or Cash Flow. Compared to the programs

-16-
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at companies in the Proxy Peer Group, Con Edison’s
annual variable performance-based pay program is
significantly more weighted towards operating focused
goals such as customer satisfaction and safety, and
significantly less focused on financial measures.

Is customer satisfaction a common measure to use in an
annual variable performance-based plan?

Customer satisfaction is sometimes used by peer
organizations to measure performance for annual
variable pay programs. However, it typically is only
one of several goals, and therefore, contributes
limited weight to the overall determination of award
level. Four of the companies in the Proxy Peer Group
identified customer satisfaction as a formal goal in
their annual variable performance-based plan.

Among these companies, customer satisfaction was
afforded a weight of 10% to 20% of the total goals used
to determine payout. At Con Edison, I understand that-
for the plan that will be effective starting January 1,
2010, safety, reliability, customer satisfaction and
operating performance is currently weighted at 30% and
rising to 50% effective January 1, 2010. Therefore, Con

Edison’s program is much more centered on operating
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performance-based goals than its peers. By contrast,
financial measures are by far the most significant
measures used by peer organizations.

In reviewing the Company’s Equity Grant Plan, what were
your findings?

Con Edison’s grants equity awards based on Company
performance. The grants for employees in the highest
management Bands (3 & 4) are made in the form of
performance restricted stock. The grants for employees
in the two lowest management Bands (1 & 2) are made on
the basis of time-based restricted stock. Generally,
the equity grants vest after three years.

Are these equity grants an important element of
compensation for employees?

Yes, equity grants are a way to deliver competitive
compensation to employees while helping the employees
focus on the long-term goals of the Company. It aligns
the employees with the long-term sﬁccess of the
Company. This is especially true for those at Con
Edison that participate in the Performance-based
Restricted Stock Program, where the actual number of
shares earned is based on Con Edison’s overall Total

Shareholder Return ranking among peers over a 3-year

-18-



10

11

12

13

14

15

16

17

18

19

20

21

22

23

PAUL M. SHAFER - ELECTRIC

period and 3-year corporate average of the management

Variable Pay Plan.

Q. Are you sponsoring a one-page Exhibit entitled “EQUITY
GRANT COMPARISONS”?

A. Yes.

Q. Was this exhibit prepared by you or under your
direction and supervision?

A. Yes, it was.

MARK FOR IDENTIFICATION AS EXHIBIT  (PMS-4)

Q. Please explain the results of your findings as set.
forth on Exhibit (PMS-4).

A, Exhibit PMS-4 compares the value of the Company’s

equity grants, as a percent of salary, with both the
Peer and National Utilities comparator groups at
differing management sub-band levels. If no data is
listed for a specific sub-band, there was insufficient
data for that sub-bands’ benchmark positions in the
specific comparator group survey database for reporting:
purposes. Considering this table, it can be seen that
the value of the Company’s equity grants (4%-8% for
Band 4) are conservative and fall well below grants at
both Peer Group Companies (which range from 28% to 40%

for employees in equivalent positions); and National

-19-
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Utilities (which offer 32% to 38% for employees in
equivalent positions).
Please explain the valuation of shares awarded under
the Company’s plan.
Hewitt applied its standard equity grant valuation
guidelines to value the shares awarded to employees in
these two Bands. For 50% of the grant the performance
measure is the 3-year total shareholder return relative
to the Company'’s peer group. The remaining 50% is based
on the 3 year corporate average of the management
Variable Pay Plan. Payout is in the form of shares or
cash at the end of three years.

Performance Shares:

- Three year vesting period

- Treatment of dividends - No dividends paid.

- Projected value = 80.3% of per share value

Time-based Shares:

- Three year vesting period

- Treatment of dividends - No dividends paid.

- Projected value = 96.1% of per share value
Hewitt’s valuation guidelines reflect the inherent risk

of forfeiture associated with plans of this type.

-20-
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What are typical performance measures used in equity
plans at Proxy Peer Group companies?

Of companies in the Proxy Peer Group that have equity
programs, the vast majority (81%) use Total Shareholder
Return as a measure for evaluating performance for
their equity programs, with 56% of peers using this
measure exclusively. The second most common measure
used is Earnings per Share, seen at 19% of peers.

Who is typically eligible to participate in an equity
program?

Eligibility varies significantly within the Proxy Peer
Group. The median minimum base salary for an eligible
employee is $125,000. The most junior position eligible
to participate i1s manager. However, a number of
programs (50%) permit the use of discretion in
determining eligibility. Con Edison’s eligibility
currently includes all salaried level employees. While
this inclusion is more generous than what is seen among
peers, Con Edison delivers no too little actual value
(0% to 1% of base salary) in equity awards to its most
junior salaried employees. In fact, despite having such
broad eligibility, the actual value delivered in equity

grants to bands 1 through 4 is so limited that Con

-21-
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Edison’s overall pay positioning worsens significantly
compared to its peers.

Can you summarize Hewitt’s overall findings to date?
Hewitt’s findings to date are as follows:

1. Con Edison’s use of three compensation program
elements is reasonable and consistent with market
practice.

2. The Company’s current base salary practices for

management level positions approximate market median

- practices for both National Utilities (0.3%) and Peer

Companies (-2.3%).

3. Total Cash Compensation (Base Salary + Annual
Variable Performance-based Pay) drops below market
median levels (-9.6% versus National Utilities and -
12.1% Peer Group companies).

4., Total Direct Compensation (Base Salary + Annual
Variable Performance-based Pay + Equity Grants), the
total compensation paid to management level employees,
is conservative and falls far below market median
practices (-23.1% vis-a-vis National Utilities and -
24.8% versus Peer Group organizations).

5. The design of the annual variable performance-based

pay program is in line with that of its peers; however,

-22-
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the programs metrics are notably more customer-focused
than programs of peers.

6. The Company'’s equity grant design is in line with
designs of equity programs used by peers; however, the
Company’s grant values are below those offered by
peers.

Does this conclude your testimony?

Yes.

-23-
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