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List of Issues & Major Conclusions 
 

Revenue Requirement Adjustments 
 

 ComEd’s total delivery services revenue requirement (“revenue 
requirement”) is $2.295 billion, reflecting an increase of $353.9 million over 
ComEd’s revenues under current rates. 

 The revised schedules and documentation that support the calculation of 
ComEd’s revenue requirement are provided with this testimony. 

 Various Staff and intervenor proposed adjustments relating to contributions 
to pension funds, the taxation of subsidies for retiree prescription drug 
benefits, and annual accrued pension expense are inappropriate, and in some 
instances inconsistent with prior ICC decisions.  These adjustments should 
be disregarded. 

 Various other adjustments to rate base and operating expenses proposed by 
Staff and intervenor witnesses are inappropriate and should also be rejected, 
including accumulated provisions for depreciation, customer deposits, 
proposed changes to the tax treatment of repairs, inventories for materials 
and supplies, severance expenses, and depreciation of intangible plant. 
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I. Introduction and Background 1 

A. Identification of Witnesses 2 

Q. What is your name and business address? 3 

A. Kathryn M. Houtsma, Commonwealth Edison Company, Three Lincoln Centre, 4 

Oakbrook Terrace, Illinois  60181. 5 

Q. Are you the same Kathryn M. Houtsma who submitted Direct Testimony on behalf 6 

of Commonwealth Edison Company (“ComEd”)? 7 

A. Yes 8 

B. Purpose of Testimony 9 

Q. What is the purpose of your rebuttal testimony? 10 

A. The overall purpose of my rebuttal testimony is to respond to certain positions set forth in 11 

the Direct Testimony of the following Illinois Commerce Commission Staff and 12 

Intervenor witnesses:  Staff witnesses Teresa Ebrey, Bonita Pearce, and Dianna 13 

Hathhorn; and Illinois Attorney General’s Office and Citizen’s Utility Board witnesses 14 

Michael Brosch, David Effron and Ralph Smith; and Illinois Industrial Energy 15 

Consumers witness Michael Gorman. 16 

Q. How is your rebuttal testimony organized? 17 

A. The rebuttal testimony is divided into five sections: 18 

(1) Introduction and Background – Sets forth the scope of testimony, summarizes 19 

my conclusions, and identifies the attachments to the testimony; 20 
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(2) Updated Revenue Requirement – Describes ComEd’s total revised revenue 21 

requirement, reflecting ratemaking and pro forma adjustments, including updated 22 

pro forma plant additions, and certain adjustments proposed by Staff or 23 

intervenors that ComEd does not contest; 24 

(3) Rate Base – Addresses Staff and intervenor proposed adjustments to rate base, 25 

including the accumulated provision for depreciation and amortization and 26 

underground cable costs; 27 

(4) Pension and post-retirement benefits – Addresses certain Staff and intervenor 28 

proposed adjustments relating to contributions to pension funds, the taxation of 29 

subsidies for retiree prescription drug benefits, and annual accrued pension 30 

expense; 31 

(5) Other adjustments to rate base and operating expenses -  This section 32 

addresses various proposals by Staff and intervenors to adjust rate base or 33 

operating expenses for various items, including: customer deposits, proposed 34 

changes to the tax treatment of repairs, inventories for materials and supplies, 35 

severance expenses, and depreciation of intangible plant. 36 

C. Summary of Conclusions 37 

Q. Please summarize the conclusions in your direct testimony. 38 

A. In brief, I conclude as follows: 39 

(1) ComEd’s revised revenue requirement is $2.295 billion, which represents an 40 

increase of $353.9 million over revenues in current rates. 41 
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(2) ComEd believes that the approach applied in direct testimony concerning the 42 

accumulated provision for depreciation and amortization is proper and that parties 43 

concerns that rate base is overstated are unfounded; 44 

(3) ComEd has fully justified the costs for underground cable installed from 2005-06, 45 

and there is no basis to exclude these costs from rate base; 46 

(4) ComEd should continue to be able to recover the cost of the 2005 pension 47 

contribution, as it was allowed to do in its past two distribution rate orders; the 48 

contribution continues to provide clear benefits to customers in the form of lower 49 

pension expense; 50 

(5) ComEd should earn a return on the pension asset resulting from its 2009 pension 51 

contribution because that contribution was a prudent and reasonable investment 52 

made in the course of administering the Company’s pension plans. 53 

(6) ComEd should be entitled to recover funds to pay the taxes related to the 54 

Medicare Part D subsidy given that the Company has passed on the full value of 55 

the subsidy to customers on a tax-free basis despite the fact that cash payments to 56 

ComEd from the federal government severely lag annual accruals. 57 

(7) ComEd should be permitted to recover its actuarially-determined 2010 expenses 58 

for pension and post-retirement benefits because such expenses are known and 59 

measurable and appropriate pro forma adjustments to operating income; 60 

(8) An adjustment to rate base for customer deposits is most appropriately considered 61 

on an average balance basis and should not include non-jurisdictional balances; 62 
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(9) The effects of any future changes to the tax deduction for repairs will be passed 63 

through to customers through the normalization of income taxes, and 64 

extraordinary measures are not warranted or appropriate; 65 

(10) ComEd’s representation of materials and supplies inventories and construction 66 

work in progress is correct and appropriate and in accordance with the Public 67 

Utilities Act; 68 

(11) The severance expenses incurred by ComEd in relation to its past cost savings 69 

initiatives were reasonable and prudent and should be recovered over time as 70 

indicated in my direct testimony; 71 

(12) The proposals to reduce depreciation expense related to intangible plant would 72 

understate the amount of depreciation expense expected to be incurred in future 73 

periods. 74 

D. Itemized Attachments to Direct Testimony 75 

Q. What are the attachments to your testimony? 76 

A. The following is a list of the exhibits attached to my rebuttal testimony and a brief 77 

description of each. 78 

(1) ComEd Exhibit (“Ex.”) 29.1 consists of 64 pages.  As indicated above, ComEd 79 

is presenting a revised revenue requirement, reflecting revised miscellenous 80 

revenues, rate base, and operating expenses.  Accordingly, I have attached 81 

ComEd Ex. 29.1, which consists of the following Revised Schedules: 82 

  Revised Schedule As – Revenue and Financial Summary Schedules: A-1, A-83 

2, A-2.1, A-4, and A-5. 84 
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 Revised Schedule Bs – Rate Base Schedules: B-1, B-2, B-2.1, B-2.5, B-5, B-85 

6, B-8, B-8.1, B-9, B-10, B-13, and B-15. 86 

 Revised Schedule Cs – Operating Income Schedules: C-1, C-2, C-2.5, C-2.7, 87 

C-2.8, C-5, C-5.4, C-16, and C-23. 88 

Additional schedules in support of the revised revenue requirement are submitted 89 

with the rebuttal testimony of Mr. Martin Fruehe as ComEd Ex. 30.01. 90 

(2) ComEd Ex. 29.2 consists of 23 pages.  ComEd Ex. 29.2 contains certain 91 

associated work papers that support the revised schedules submitted as ComEd 92 

Ex. 29.1   93 

(3) ComEd Ex. 29.3 shows ComEd’s operating net income and earned returns-on-94 

equity for the preceding five years. 95 

(4) ComEd Ex. 29.4 is a schedule documenting the cost of repairs of underground 96 

cable faults. 97 

(5) ComEd Ex. 29.5 is a schedule outlining the ongoing benefit of the 2005 pension 98 

contribution. 99 

(6) ComEd Ex. 29.6 is a schedule showing the benefit of the 2009 pension 100 

contribution. 101 

(7) ComEd Ex. 29.7 is a schedule showing accrued pension expenses, pension 102 

expenses collected through rates, and the underfunded status of the pension 103 

plans. 104 

(8) ComEd Ex. 29.8 is a schedule outlining the relationship between pension 105 

accruals and contributions. 106 
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(9) ComEd Ex. 29.9 is a schedule documenting accrued Medicare Part D subsidies 107 

passed on to customers and the amount of the subsidy actually received by 108 

ComEd. 109 

Unless otherwise noted, the Schedules and work papers attached to my testimony have 110 

been prepared by me or under my direct supervision.  To the best of my knowledge and 111 

belief, the Schedules and work papers are accurate. 112 

II. Updated Revenue Requirement 113 

Q. In Direct Testimony you stated that ComEd’s revenue requirement for delivery 114 

services is $2,337,147,000 (after the subtraction of miscellaneous revenues).  What is 115 

the revised revenue requirement? 116 

A. ComEd’s revised revenue requirement is $2.295 billion, representing an increase of 117 

$353.9 million over revenues under current rates. The revised revenue requirement 118 

reflects 1) updated data, primarily related to the pro forma plant additions, including 119 

actual plant additions through October 31, 2010, and forecasted additions for the 120 

remainder of 2010 and the first two quarters of 2011, including the impact of new 121 

accelerated tax depreciation provisions applicable to 2010 plant additions resulting from 122 

the September passage of the Small Business Jobs Act of 2010; 2) correction of certain 123 

errata that ComEd identified during the discovery process and agreed to make in rebuttal 124 

testimony; and 3) certain issues that were proposed by ICC Staff and intervenor witnesses 125 

which ComEd does not contest in the interest of limiting the issues at dispute in this 126 

proceeding.  A summary reconciliation of the revised revenue increase of $353.9 million 127 

to the original request of $396.1 million is shown below: 128 
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 129 

III. Rate Base 130 

A. Accumulated Provision for Depreciation and Amortization 131 

Q. Staff witness Teresa Ebrey, AG/CUB witness David Effron, and IIEC witness 132 

Michael Gorman all recommend adjustments to roll forward the depreciation 133 

reserve and accumulated deferred income tax liabilities related to embedded plant.   134 

Do you agree with their positions on this issue? 135 

A. No.  First, I understand that on September 30, 2010, the Illinois Appellate Court issued an 136 

opinion in the appeal of the 2007 rate case in Docket 07-0566 that addresses this issue; 137 

however, ComEd intends to appeal the ruling to the Illinois Supreme Court.  138 

Accordingly, for the reasons outlined in my direct testimony, ComEd continues to believe 139 

that the approach applied in our direct case is appropriate and a pro forma adjustment to 140 

roll forward the depreciation reserve is not warranted. 141 

$millions
Initial rate increase request $396.1

Updates to initial filing:
Pro Forma Plant Additions (3.3)
New Bonus Tax Depreciation (14.4)
Other Updated data (1.5)

($19.2)

Corrections for Errata
Remove Rate Relief Credit (8.0)
Deferred Taxes (ADIT) correction (3.0)
Customer Advance reclassification (0.7)

($11.7)

Agreed to Positions of Other Parties
Reduction to Amortization of Reg Assets (8.4)
Capitalized Incentive Comp Previously Disallowed (0.9)
Other items (2.0)

($11.3)

Revised Revenue Increase Request $353.9
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Q. Is Ms. Ebrey correct that not decreasing rate base on existing plant due to 142 

depreciation on that existing plant through the pro forma period would result in an 143 

overstatement of rate base and overstated rates? 144 

A. No.  As Ms. Ebrey indicates, many components of rate base will change after June 2011 145 

when new rates from this proceeding take effect, and many operating expense levels will 146 

as well.  Other elements affecting the revenue requirement, such as capital structure, will 147 

also likely change.  However, a future test year calculation using 2011 data (see ComEd 148 

Ex. 6.3, attached to my direct testimony) supports a revenue requirement quite similar to 149 

the request in this proceeding.  This suggests that when all of the other components of 150 

ComEd’s cost structure are updated to 2011 cost levels (including changes in O&M as 151 

well as changes in depreciation reserve and accumulated deferred income taxes), that 152 

revenue request is close to the one requested herein.  As a result, the revenue requirement 153 

is not overstated.  Moreover, rate base will not be overstated because ComEd will 154 

continue to make significant capital investments during the period in which the rates set 155 

in this proceeding will be in effect in amounts that will exceed the continued accrual of 156 

depreciation.     157 

Q. Does other evidence suggest that ComEd’s rates will not be overstated unless the 158 

depreciation reserve is updated? 159 

A. Yes.  As shown on ComEd Ex. 29.3, in each of the last three years ComEd’s actual 160 

earned return on equity has significantly lagged the ROE authorized by the ICC in rate 161 

proceedings, despite the fact that the rate orders in effect for those years included pro 162 

forma additions without a roll forward of depreciation on embedded plant.  This fact 163 
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refutes any contention that a failure to update the depreciation reserve would result in 164 

overstated rates.   165 

Q. Is AG/CUB witness Michael Brosch correct that a comparison of total capital to the 166 

sum of the delivery services rate base values proposed by ComEd in this proceeding 167 

plus the transmission rate base included in the most recent FERC filing is an 168 

indication that rate base is overstated? 169 

A. No.  There is no reason to expect that total capitalization will equal total rate base.  Mr. 170 

Brosch’s analysis is overly simplistic and does not consider, among other things, the 171 

impact of historical transactions such as the accounting for the  merger and corporate 172 

restructuring (which occurred in the years 2000 and 2001, respectively) that significantly 173 

altered the relationship between the capital structure and rate base.  This very issue was 174 

debated at length in ComEd’s 2005 rate case (Docket 05-0597) when parties, including 175 

CUB, argued the reverse point, i.e. that ComEd’s proposed common equity balance, and 176 

hence its total capital, was too high because the total capital exceeded the rate base 177 

value.   In that proceeding the Commission concluded that the “capital structure for 178 

ratemaking purposes is based on original cost rate base, and may differ from the capital 179 

structure for operations,” and ordered that the capital structure should be reduced for 180 

certain amounts related to the ComEd’s merger and corporate restructuring.  Although 181 

ComEd did not agree with the nature of the adjustment, a similar approach is followed in 182 

the determination of the capital structure in this proceeding.   183 

Q. What is the effect of that adjustment in this proceeding?   184 
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A. As shown on Schedule D-1, total capital for ratemaking purposes is reduced by $2.6 185 

billion from the amount reported on ComEd’s balance sheet in conformance with the 186 

adjustment made by the Commission in Docket 05-0597.   If this adjustment would not 187 

have been made, total capital would actually exceed the rate base values.  This 188 

adjustment is simply one reason why Mr. Brosch’s high-level analysis cannot be relied 189 

upon to support the conclusion that the rate base value proposed by ComEd is overstated. 190 

Q. Is Mr. Brosch correct that your direct testimony that ComEd will “be investing 191 

about $700 to $800 million annually in utility facilities and other plant” is 192 

inconsistent with information presented to Wall Street? 193 

A. No.  The Wall Street presentations cited by Mr. Brosch and my calculations are based 194 

upon consistent data and assumptions.  Mr. Brosch’s conclusions are the result of his own 195 

errors and misunderstanding.  First, Mr. Brosch misrepresents my direct testimony at line 196 

302 where he claims I imply that net invested capital will be increasing by $700 to $800 197 

million.  My testimony was that ComEd expects to invest $700 to $800 million in utility 198 

facilities.  As shown on Page 5 of AG/CUB Exhibit 1.4, the Wall Street presentations 199 

assume annual capital expenditures of $845 million and $870 million in 2011 and 2012, 200 

respectively.  The amount referenced in my testimony is based upon those same 201 

assumptions, reduced by about 15-20% for transmission system investments.  A 202 

subsequent response to Data Request AG 3.40 provided updated, and higher, levels of 203 

capital investments in the years 2011 and 2012, although the increases related primarily 204 

to transmission investment.  Furthermore, as stated in the response to AG Data Request 205 

3.02, the rate base amounts presented in the Wall Street presentations are annual average 206 

amounts that were not prepared in conformance with ICC standard filing requirements 207 
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and do not contain a number of standard ratemaking adjustments.  However, the 208 

underlying financial projections in my testimony are entirely consistent with those 209 

underlying the Wall Street presentations.    210 

B. Underground Cable Costs 211 

Q. Mr. Effron and Ms. Ebrey propose to reduce rate base by $18.7 million related to 212 

underground cable costs that were excluded from rate base in Docket 07-0566.  Is 213 

this adjustment appropriate? 214 

A. These assets are a prudently incurred investment in distribution plant that is providing 215 

service to customers. In Docket 07-0566, ICC Staff proposed an adjustment to rate base 216 

for plant additions related to installation of new services and underground cable in 2005 217 

and 2006 because of a perceived increase in average cost per unit for those additions 218 

compared to the comparable unit costs for 2001-2004.  ComEd provided evidence in 219 

Docket 07-0566 that demonstrated the reasonableness of the 2005 and 2006 new services 220 

and underground cable costs. However, as part of a stipulation with ICC Staff, ComEd 221 

agreed that it would not take exception to the $18.7 million adjustment proposed by Staff 222 

related to the underground cable costs. ComEd made clear (Docket 07-0566, Initial Brief 223 

on Exceptions, pg 22) that it is not precluded from seeking to justify the costs in future 224 

cases.   225 

Q. Did the order in Docket 07-0566 conclude that the 2005-2006 underground cable 226 

costs were unreasonable or imprudently incurred? 227 

A. No.  The ICC order concluded that “the Company provided justification for the increase 228 

in costs” (Order at 46).  Thus the premise that led to the adjustment (i.e. that ComEd 229 
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failed to provide reasonable evidence justifying the level of its proposed additions) is no 230 

longer relevant.  231 

Q. Do you have further evidence to support the reasonableness of the 2005-2006 plant 232 

additions related to underground cable? 233 

A. Yes.  The $18.7 million, which represents the increase in average unit costs (as calculated 234 

by ICC Staff witness Peter Lazare) for plant additions to Account 366 related to 235 

underground cable for 2005-2006 compared to the average for similar costs in 2000-236 

2004, can be fully attributed to a change in capitalization policy with respect to 237 

underground cable fault repairs.  This change, which occurred in 2004, resulted in the 238 

capitalization of certain costs to Account 366 that had been recorded as expense in the 239 

prior years.  As shown on Ex. 29.4, if the effect of the change in capitalization policy is 240 

removed from the calculation of the $18.7 million adjustment, the 2005-2006 average 241 

unit costs are lower than the 2001-2004 inflation adjusted costs, providing further 242 

explanation for the 2005-2006 costs in question. Said again, the increase identified by 243 

Mr. Lazare in Docket 07-0566 was due solely to a change in accounting policies, not 244 

because of increased costs.  The effect on rate base of the change in capitalization policy 245 

for underground cable fault repairs was also reviewed by the ICC in Docket 08-0312, and 246 

proposals to remove such costs from rate base were rejected in that proceeding.  In 247 

summary, ComEd has demonstrated that the costs were prudently incurred and 248 

reasonable and has explained and justified the reason for the increase in average unit 249 

costs that formed the basis for the original proposal to exclude these costs from rate base.  250 

Accordingly, there is no basis to continue to exclude these costs from rate base. 251 
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IV. Pension Cost Issues 252 

A. 2005 Pension Funding Cost Recovery 253 

Q. What recommendation does Staff Witness Bonita Pearce make regarding recovery 254 

of the costs of funding the 2005 pension contribution? 255 

A. Ms. Pearce recommends disallowing $25.5 million related to the cost to ComEd to fund 256 

the 2005 pension contribution, which the ICC previously approved in the 2005 rate case 257 

(on rehearing).   258 

Q. On what basis does Ms. Pearce make this recommendation? 259 

A. Ms. Pearce makes four claims concerning these pension funding costs: 1) the Order on 260 

Rehearing in Docket 05-0597 did not authorize recovery of those costs beyond that 261 

specific proceeding; 2) that ComEd has not demonstrated ongoing benefits to customers; 262 

3) that the ICC has denied pension and OPEB assets in other proceedings; and 4) that 263 

actuarially-determined pension costs fully account for the cost of providing pension 264 

benefits (an argument to which I will respond in connection with the 2009 pension 265 

contribution). 266 

Q. Please review the rationale behind ComEd’s 2005 pension contribution. 267 

A. In 2005, ComEd made an $803 million contribution to its pension plans using capital 268 

provided to it in the form of an equity infusion from Exelon.  The contribution improved 269 

the portion of the underfunded status attributable to ComEd of Exelon’s largest pension 270 

plan, resulting at the time in a funded status of 92%. 271 

Q. What did the Commission rule in its Order on Rehearing in Docket 05-0597? 272 
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A. The Commission recognized that ComEd had incurred a cost to fund the pension plan and 273 

also recognized that the contribution benefitted customers by reducing pension costs.  274 

The Commission also concluded that the equity infusion from Exelon was not the lowest 275 

cost method of financing the contribution and allowed ComEd a return equal to the cost 276 

that would have been incurred had ComEd issued debt to fund the contribution.  The 277 

Order on Rehearing in Docket 05-0597 allowed cost recovery of $25.5 million.  That 278 

same cost treatment was not challenged and was reflected in ComEd’s subsequent rate 279 

case, Docket 07-0566.  Identical treatment is reflected in ComEd’s proposal in this 280 

proceeding. 281 

Q. Do you agree with Ms. Pearce’s first claim that the Commission’s Order in Docket 282 

05-0597 did not extend beyond that proceeding? 283 

A. No.  In fact, the Commission granted ComEd recovery of the costs of funding the 2005 284 

contribution in its order in Docket 07-0566.  I would note that neither Ms. Pearce, nor 285 

any other member of Staff, nor any other intervenor challenged the continued recovery of 286 

those costs in that proceeding.  Indeed, it is odd that Ms. Pearce would argue for 287 

disallowance of these pension funding costs in the absence of any evidence that an 288 

investment twice deemed to be prudently made is now somehow imprudent and 289 

improper.   290 

Q. How do you respond to Ms. Pearce’s second claim that ComEd did not demonstrate 291 

an ongoing benefit of the 2005 pension contribution? 292 

A. Even if ComEd were required to show such an ongoing benefit, the benefit to customers 293 

of the 2005 pension contribution continues to be the lower pension expense as a result of 294 
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earnings on the contribution.   Under applicable accounting guidelines, annual pension 295 

costs are reduced by an amount equal to the return expected to be earned on pension 296 

assets.  In 2010, that expected return is 8.50%.  Had the 2005 pension contribution not 297 

been made, all other things being equal, pension costs on an ongoing basis would be 298 

higher by an amount equal to 8.50% of that $803 million contribution.  Using the 299 

assumed funding cost of 4.75% determined by the Commission its Order on Rehearing in 300 

Docket 05-0597, the pension contribution provides an estimated $33.8 million 301 

jurisdictional reduction to pension expense, which is greater than the $25 million cost of 302 

the contribution included in rates.  The calculation of this benefit is shown in Ex. 29.05 303 

attached to my rebuttal testimony. 304 

Q. Ms. Pearce cites several instances where the Commission has either not allowed 305 

pension assets or recognized pension liabilities where none previously existed.  Do 306 

any of these proceedings have relevance here? 307 

A. No.  The proceedings Ms. Pearce cites (ICC Dockets 04-0779 and 95-0219) predate the 308 

Order on Rehearing in Docket 05-0597, which considered ComEd’s specific facts and 309 

circumstances. Absent some indication that the facts have changed regarding ComEd’s 310 

particular pension contribution, which they have not, the Commission should not depart 311 

from the ratemaking treatment for this pension contribution that it has found appropriate 312 

in the past. 313 

Q. Ms. Pearce states that the third reason for disallowing cost recovery on the 2005 314 

pension contribution is that “the company’s pension cost for ratemaking purposes 315 

has been, and should continue to be, based on the most recent actuarial analysis.  316 
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Therefore, it would not be consistent or proper to burden ratepayers with the 317 

additional debt service on the 2005 pension prepayment…”  Is the position 318 

advocated by Ms. Pearce consistent with prior treatment? 319 

A. No.  Ms. Pearce’s position on pension costs is contrary to the orders in ComEd’s last two 320 

rate cases, which 1) provided for a debt return on the 2005 pension contribution, and 2) 321 

relied upon the most recent, mid-year actuarial study to set pension expense.  Moreover, 322 

the most recent actuarial analysis provided in WPC-2.2 reflects $803 million in assets in 323 

the pension trusts that reduce pension cost and would not be there but for the 2005 324 

contribution.  The Commission acknowledged that there is a cost to that contribution; 325 

ComEd is simply seeking identical cost recovery treatment in this proceeding.  326 

B. 2009 Pension Asset 327 

Q. What recommendation does Ms. Pearce make regarding the pension asset included 328 

in the company’s rate base? 329 

A. Ms. Pearce recommends reducing rate base by $68.8 million to remove the $92.5 million 330 

2009 pension asset net of accumulated deferred income taxes. 331 

Q. What is Ms. Pearce’s rationale for disallowing the 2009 pension contribution? 332 

A. Ms. Pearce argues that the $92.5 million pension asset resulting from 2009 contributions 333 

should be disallowed because 1) the contribution was made with funds provided by 334 

ratepayers, not shareholders; 2) it was “discretionary,” and neither ordinary nor necessary 335 

for the provision of utility service; and 3) the economic cost of providing the pension is 336 

fully recovered through accrued pension expense, and therefore allowing a return on a 337 

pension asset improperly charges customers doubly.  These positions are either factually 338 

incorrect or irrelevant, and I will comment on each separately.  339 
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Q. As a general matter, can you review why the company made the pension 340 

contribution? 341 

A. ComEd made the contribution because it was the right thing to do.  Ms. Tierney (ComEd 342 

Ex. 39.0) and Mr. Apple (ComEd Ex 28.0) discuss this point in greater detail from the 343 

standpoints of a policymaker and the ComEd workforce, respectively.  Briefly, the 344 

Company has made commitments to its current employees and retirees to provide post-345 

retirement income through its pension plans.  The funded status of those plans has 346 

deteriorated significantly in the last few years as a result of the turmoil in the financial 347 

markets.  As of December 31, 2005, the largest Exelon pension plan was approximately 348 

92% funded; however, following the economic decline in 2008 the plan was only 60% 349 

funded.  Accordingly, as described by Mr. Trpik, the Company made contributions in 350 

2009 in excess of minimum contributions to proactively address this underfunded status.  351 

The Commission should encourage companies to responsibly and proactively address 352 

their pension shortfalls.  Disallowing ComEd’s contributions to its pension funds 353 

provides the opposite incentive.   354 

Q. To Ms. Pearce’s first point, is she correct that the pension investment was made 355 

with customer-supplied funds?   356 

A. No.  Ms. Pearce claims that, in the absence of explicit external debt or equity funding, the 357 

funds used to make the contributions must have come from customers.  Ms. Pearce’s 358 

contention that any money not specifically derived from external funding is supplied by 359 

customers ignores the fundamental principle that a portion of ComEd’s internally-360 

generated cash flow, from which this contribution was made, represents a return provided 361 
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to shareholders on their equity investment in rate base.  That equity return may be either 362 

reinvested in the business or returned to shareholders as a dividend.     363 

Q. Does ComEd make other investments with internally generated cash? 364 

A. Absolutely.  A significant portion of the Company’s rate base investment was made with 365 

cash generated by normal business operations (i.e., reinvested equity).  Ms. Pearce’s 366 

contention could be interpreted as to require the removal of those plant assets from rate 367 

base in the absence of specific evidence that they were financed using external capital 368 

(i.e., new debt or equity).  369 

Q. How should the Commission view the internally-generated funds used to make the 370 

2009 pension contribution? 371 

A. The Commission should treat all investments in assets funded with internally-generated 372 

cash the same way.  Because the funds used to make them were generated as a result of 373 

ComEd’s capital structure, they should earn a return equal to the Company’s weighted 374 

average cost-of-capital. 375 

Q. To Ms. Pearce’s second point, why does she argue that the 2009 pension investment 376 

was discretionary, extraordinary, and unnecessary? 377 

A. Ms. Pearce claims that ComEd’s 2009 pension contribution exceeded the minimum 378 

amount under the applicable laws governing pension funding, and therefore – absent a 379 

legal mandate to fund the pension – the contribution was not prudently made.  380 

Furthermore, she claims that it results in a net increase in costs to the customer, that there 381 

are no benefits to customers beyond the current rate case, and that the Company 382 

historically contributes to the pension only in historical test years. 383 
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Q. Was ComEd’s 2009 pension contribution in excess of legally required minimums? 384 

A. Yes.  The minimum required contribution in 2009 was $8.9 million on a jurisdictional 385 

basis.  However, as I noted, ComEd’s plans were significantly underfunded as a result of 386 

the market turmoil experienced since 2008.  According to Towers Watson, the 387 

Company’s actuarial consultant, ComEd’s portion of Exelon’s pension plans was 388 

underfunded by $1.389 billion.  ComEd must meet this funding shortfall eventually; it 389 

must either pay now or pay later.  The legally required minimum contributions would 390 

increase dramatically to bring the plan to fully-funded status over seven years.  ComEd’s 391 

2009 contribution was intended to mitigate steep increases in future required minimum 392 

contributions.  To claim, as Ms. Pearce does, that any contribution in excess of the 393 

absolute minimum is imprudent, ignores this stark reality. 394 

Q. Does the Company believe that the contribution was prudently made? 395 

A. Yes.  Given the current funding shortfall of over $1 billion, ComEd believes that its $152 396 

million contribution (which represents $134.7 million on a jurisdictional basis) is 397 

certainly prudent and reasonable.  In fact, it arguably would be unwise to “kick the can 398 

down the road” by making only minimum contributions.  That was the course of action 399 

adopted by the airlines and automobile companies that ultimately contributed to their 400 

financial difficulties.  401 

Q. Do customers benefit from the contribution? 402 

A. Yes, and the Commission has recognized this in prior orders.  While ComEd’s rate 403 

request reflects the inclusion of a pension asset earning a return of 8.98%, the pension 404 

contribution simultaneously reduces pension cost (prior to splitting it between expense 405 
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and capital) by an amount equal to the expected return on assets.  In 2009, this amount 406 

was 8.50%.  The 2009 pension contribution and the expected return earned on it reduced 407 

2010 pension costs, which were included as a pro forma adjustment to operating income.  408 

If the pension contribution had not been made, ComEd’s proposed revenue requirement 409 

would have been approximately $7 million higher (see ComEd Ex. 29.06).  This 410 

compares to a rate base return on the pension asset of $8.8 million (or $7.9 million using 411 

Staff’s proposed pre-tax rate of return).  The costs and benefits of the pension 412 

contribution should be treated symmetrically, and ComEd’s revenue requirement reflects 413 

that.  While rates reflect a rate base return on the pension asset, they also reflect a 414 

reduced pension cost resulting from that asset.   415 

Q. Does the fact that the Company’s requested ratemaking return on the pension asset 416 

is greater than the corresponding reduction in pension expense attributable to the 417 

contribution suggest that it should not be recoverable through rates? 418 

A. No.  This is a prudent and reasonable cost incurred in conjunction with the administration 419 

of the pension plan for employees who are engaged in providing delivery service.   It 420 

certainly cannot be the case, as Ms. Pearce’s standard would suggest, that every cost 421 

incurred must result in an offsetting and specifically quantifiable cost savings.  Ms. 422 

Tierney discusses in her testimony why, in her view informed by years as a state 423 

regulator, she believes this is an inappropriately narrow standard. 424 

Q. Is Ms. Pearce correct that it “would be double-counting to make ratepayers pay a 425 

return to shareholders on the amount contributed in addition to the actuarially 426 
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determined accrual basis pension cost that has been and continues to be, reflected in 427 

rates?” 428 

A. No.  The accrual basis pension costs represent the annual cost of providing pension 429 

benefits to employees, while the return on the pension contribution represents the cost of 430 

funding the plan with amounts not previously collected through annual pension expense.  431 

The costs are related but separate, in the same sense that the company recovers a return of 432 

(depreciation expense) and earns a return on plant investment, which does not result in 433 

double-counting.   434 

Q. If ComEd made no discretionary contribution in 2009, how much of a contribution 435 

would have been required in 2010? 436 

A. If ComEd made no discretionary pension contribution in 2009, Towers Watson advised 437 

(at the time of the 2009 study) that the ERISA required pension contribution in 2010 438 

would have been approximately $187 million (before jurisdictional allocation).  In that 439 

scenario, this larger contribution would likely have been included in rate base as a known 440 

and measurable pro forma addition to rate base and would have met even Ms. Pearce’s 441 

standard as outlined in her direct testimony.  The $187 million contribution would have 442 

resulted in a somewhat greater increase in rate base compared to the 2009 contribution of 443 

$152 million.  Moreover, the benefit of that contribution in the form of lower pension 444 

costs would not be reflected until the 2011 accruals, and customers would not enjoy those 445 

benefits until a future rate case.     446 

Q. How do you respond to Ms. Pearce’s contention that ComEd makes discretionary 447 

pension contributions only in rate case historical test years? 448 
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A. While Ms. Pearce implies that ComEd’s discretionary pension contributions represent 449 

regulatory gamesmanship, in actuality ComEd is responding to real economic conditions 450 

that affect the funded status of its pension plans.  ComEd discussed at length in Docket 451 

05-0597 that it made a pension contribution to address a drop in funded status that 452 

resulted from a special liability recognized under GAAP in 2004.  Similarly, as discussed 453 

in my direct testimony (ComEd Ex. 6.0) and that of Mr. Trpik (ComEd Ex. 4.0), the 2009 454 

contribution was made in response to the fact that the pension plans were again faced 455 

with a growing funding gap.  ComEd has continued to actively manage its pension 456 

funded status by making a discretionary pension contribution in 2010 totaling $200 457 

million (before jurisdictional allocation). 458 

Q. To Ms. Pearce’s third point, is the economic cost of the pension fully reflected in 459 

annual accruals? 460 

A. This is true only in a theoretical sense.  In practice, however, the pension expenses 461 

recovered through rates do not represent the full cost of the pension plans.  Over the very 462 

long run, the actuarially determined pension expenses will increase to reflect the 463 

underfunded status of the plan as employees in the plans get closer to retirement.  But the 464 

pension accruals will only provide amounts sufficient to fully fund the pension plan if 465 

actual market and demographic conditions consistently match those embodied in the 466 

actuarial calculations.  Given the volatility and unpredictability in financial markets this 467 

would rarely, if ever, be the case.  ComEd’s pension is over $1 billion underfunded.  It is 468 

unrealistic to pretend that this shortfall will be made up solely by relying on annual 469 

pension accruals of $25 million to $50 million, as were recorded from 2007 to 2009. 470 
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Q. Were the annual pension accruals for 2007-2009 equivalent to amounts collected 471 

from customers through rates for those years? 472 

A. ANo.  Rates in effect for the first nine months of 2008 reflected pension expense allowed 473 

in the 2005 Order on Rehearing in Docket 05-0597 (reflecting 2005 actuarial costs) and 474 

the remainder of 2008 and 2009 reflected pension expense established in Docket 07-0566 475 

(based on 2007 actuarial costs).  Pension accruals in the years 2007 through 2009 were 476 

$100 million, whereas the amounts collected through customer rates for that time period 477 

were only $30.7 million (See ComEd Ex. 29.7). 478 

Q. If annual pension accruals fully represent the cost of the pension plan, what should 479 

have been the effect on the funded status of the plan? 480 

A. If this contention is true, the funded status of the plan should have remained roughly 481 

constant.  In actuality, the underfunded status of the plan increased dramatically.  In 482 

Docket 05-0597, ComEd discussed that its 2005 pension contribution brought the funded 483 

status of its pension plans to 92%.  Since that pension contribution, pension expense 484 

recovered through rates approved by the Commission’s orders in Dockets 05-0597 and 485 

07-0566 has risen twice.  From 2007 to 2009, the annual pension accruals recorded were 486 

approximately $100 million while the underfunded liability of the plans grew 487 

dramatically, from $303.1 million in 2006 to $1.389 billion in 2009.  ComEd Ex. 29.07, 488 

attached to my testimony, highlights this growing disparity.  489 

Q. Is Ms. Pearce correct that because of changing economic conditions a funding policy 490 

based solely on ERISA required minimums is “good ratemaking policy?”  491 
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A. No.  To the contrary, taking a hopeful “wait and see” approach only increases the 492 

likelihood of greater cost volatility associated with poorly funded, albeit ERISA 493 

compliant, pension plans.  In the long run this is not good for customers or employees 494 

who participate in those plans.  Ms. Tierney discusses in detail the implications of such a 495 

policy in her rebuttal testimony (ComEd Ex. 39.0).  496 

Q. What position does AG/CUB witness Mr. Effron take regarding the pension asset? 497 

A. He also recommends disallowing the pension asset on the grounds that if ComEd would 498 

have contributed annual amounts equal to annual pension accruals then the 2009 499 

contributions would not have been required. 500 

Q. Is Mr. Effron correct that the pension costs should be disallowed because if greater 501 

contributions (equal to annual accruals) had been made in earlier years the 2009 502 

contribution would not have been necessary? 503 

A. No.  This does not make sense.  Mr. Effron argues that ComEd’s pension accruals from 504 

2007-09 totaled $106 million and says that the $92 million jurisdictional portion of the 505 

pension asset included in rate base simply represents the difference between those 506 

accruals and actual contributions of $15 million.  Mr. Effron refers to BAP 2.02_Attach 1 507 

as his source.  Yet, according to that document, actual jurisdictional pension accruals 508 

from 2007-09 total $100.3 million and actual jurisdictional mandatory pension 509 

contributions totaled $20.7 million (ComEd Ex. 29.8).  While one could posit, 510 

hypothetically, that if ComEd would have made discretionary contributions in 2007 and 511 

2008 then lower contributions in 2009 may have been justified, the key point remains that 512 

the end result would be the same. 513 
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Q. What would the impact on rate base have been if contributions had been made in 514 

2007 through 2008 in amounts equivalent to annual pension accruals. 515 

A. The impact would be roughly the same if ComEd had contributed an amount equal to the 516 

$24.9 million pension accrual for 2007 and $22.7 million for 2008 in each of those 517 

respective years and reduced the 2009 contribution by a corresponding amount, as Mr. 518 

Effron suggests.  The key point is that in either case those amounts would have been on 519 

ComEd’s balance sheet as of December 31, 2009.   Although Mr. Effron suggests that the 520 

funding should have occurred in the earlier years, this is simply a red herring.  By 521 

suggesting the funding should have occurred earlier Mr. Effron appears to acknowledge 522 

that funding is appropriate, but he completely disregards the fact that the funding has a 523 

cost.   524 

Q. What is your recommendation concerning the 2009 pension contribution? 525 

A. The contribution was made by ComEd to proactively manage the widening gap between 526 

benefit obligations and the funds required to pay them.  The funding was made using 527 

internally-generated cash on which shareholders had a claim.  It was, in effect, a re-528 

investment in the business.  While customers will compensate ComEd for the 529 

contribution, they will also benefit from the reduction in pension costs included in this 530 

revenue requirement.  The Commission should encourage utilities to responsibly manage 531 

their multi-billion dollar pension obligations.  That is what ComEd did in 2009, and the 532 

costs and benefits of the 2009 contribution should be reflected in rates.  Accordingly, the 533 

jurisdictional portion of that contribution recorded as a pension asset should earn the 534 

company’s weighted average cost of capital. 535 
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V. Regulatory Asset Relating to the Taxation of Medicare Part D Subsidies 536 

Q. What recommendation does Ms. Pearce make regarding recovery of the taxes 537 

related to the Medicare Part D subsidy? 538 

A. Ms. Pearce recommends removing the tax regulatory asset from rate base and adjusting 539 

operating income to remove the annual amortization of the regulatory asset. 540 

Q. What is Ms. Pearce’s rationale for that adjustment? 541 

A. Ms. Pearce contends that the inclusion of the regulatory asset is an improper pro forma 542 

adjustment because the legislation resulting in the taxation change does not become 543 

effective within twelve months after the filing date of the tariffs.  Further, she claims that 544 

the amount of the charges is not determinable and therefore also not known and 545 

measurable. 546 

Q. Why does ComEd seek to create a regulatory asset for taxation of the Medicare Part 547 

D subsidy? 548 

A. ComEd provides prescription drug benefits to its retirees.  When the Medicare 549 

prescription drug benefit was passed in 2003, the law provided a cash subsidy to 550 

employers whose prescription drug coverage was at least comparable to that provided by 551 

Medicare.  The intent of the subsidy was to provide annual cash payments to qualifying 552 

employers as an incentive for companies to keep their retiree prescription drug benefits 553 

rather than to cancel the benefits and have their retirees become Medicare Part D 554 

participants.  Historically, this cash subsidy was not subject to tax, and ComEd was able 555 

to take a tax deduction related to its retiree health care costs.  However, the health care 556 

reform legislation enacted into law in March 2010 changed the non-taxable status of that 557 
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subsidy.  Accordingly, ComEd recognized a charge to earnings in 2010 representing the 558 

amount of taxes owed on the subsidies accrued from 2004 to 2009.  559 

Q. Has ComEd passed the benefit of these subsidies through to customers? 560 

A. Yes, ComEd has fully passed the benefit of the subsidies through to customers by 561 

reducing post-retirement welfare costs in prior rate cases for the amount of the annual 562 

accrued subsidy on a tax-free basis.  The creation of a regulatory asset will allow ComEd 563 

to recover the taxes owed on these benefits. 564 

Q. One of Ms. Pearce’s concerns is that a portion of the tax requested for recovery is 565 

an estimate of subsidies that will not be received until 2010 through 2012 and are 566 

therefore not known and measurable.  Are the subsidy amounts that have been 567 

passed through to customers based on estimates or actual cash received?  568 

A. The subsidy that is reflected in the revenue requirement in this proceeding and prior 569 

proceedings is an estimated amount that is accrued for each year.    ComEd has passed on 570 

the full amount of the accrual despite the fact that the amount of cash actually received 571 

from the federal government severely lags the accruals. As shown on ComEd Ex. 29.09, 572 

ComEd has received only about 13% of the estimated subsidy that has been passed on to 573 

customers in prior years.  If Ms. Pearce’s logic regarding the tax benefit were to be 574 

accepted then the same logic should be applied to the subsidy itself.   Both are estimated 575 

amounts, and both could conceivably be changed by law before the cash benefit/tax 576 

payment is actually made.   577 

Q. What would be the impact on test year expense if the subsidy were reflected on a 578 

cash basis, rather than an accrual basis? 579 
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A. The test year includes an approximate $6 million reduction to OPEB expense based on 580 

the estimated Medicare Part D subsidy attributable to that year.  If the subsidy was based 581 

on the actual cash received during the year, this benefit would be reduced to about $2M.  582 

Additionally, if the Commission were to adopt Ms. Pearce’s suggestion, though I do not 583 

believe it should, then I would recommend that the amount of the subsidy that has been 584 

credited to customers through rates but not yet received from the government should be 585 

returned to ComEd.  As of the end of 2009, customers have benefited from approximately 586 

$14.4 million in accrued Medicare Part D subsidies reflected in OPEB expense for which 587 

ComEd has not yet received any cash payments.  That amount is even greater when the 588 

capitalized portion of the subsidy is considered. 589 

Q. Is Ms. Pearce correct that the charges related to the deductibility of the subsidy are 590 

not known and measurable and should not be recognized until the legislation 591 

becomes effective? 592 

A. No.  Even though the legislation does not become effective immediately, the law that 593 

establishes its effects has been passed and ComEd is required to recognize the full cost of 594 

the law in its financial statements in the period in which the legislation is enacted.  The 595 

costs are reflected in accumulated deferred income balances in the Company’s published 596 

financial statements in the first quarter of 2010.   The effective date simply establishes the 597 

dates upon which the taxes become due and payable in 2013.   598 

Q. Ms. Pearce claims that the legislation may change before it becomes effective.  Is 599 

that an appropriate basis for her adjustment? 600 
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A. No.  That is purely speculative.  It is also possible that future legislation could repeal the 601 

Medicare Part D Subsidy, and ComEd may not receive the cash benefit that has been and 602 

is being passed on to customers through rates.  What is relevant is that right now the law 603 

provides that ComEd is entitled to receive Medicare Part D subsidies, and ComEd has in 604 

good faith reflected that promise in rates, notwithstanding the risk that the law could 605 

change.  The law also now requires ComEd to pay tax on the subsidy that it will receive 606 

in the future, even if those subsidies relate to employee benefits from prior years.   It is 607 

only fair that the tax should be treated commensurate with the associated benefit.   608 

Q. What is the economic effect of the three year amortization of the regulatory asset 609 

proposed by ComEd? 610 

A. The proposed amortization would allow ComEd to recover through rates an amount equal 611 

to the tax owed on the subsidy from 2004 to 2009.  As a result, ComEd will have 612 

collected funds to pay the tax owed when it is due. 613 

Q. What is the economic impact of the adjustment proposed by Ms. Pearce? 614 

A. If the adjustment proposed by Ms. Pearce were to be adopted, ComEd would not have 615 

collected through rates any of the funds required to pay the tax due upon the effective 616 

date of the legislation, and customers would have received benefits as if they are tax free, 617 

which the law now makes clear is not the case.  618 

Q. What recommendation does Mr. Effron make regarding recovery of the Medicare 619 

Part D taxes? 620 

A. Mr. Effron agrees that the costs should be recovered but contends that the 621 

recovery/amortization period should be longer. 622 
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Q. What is the basis for Mr. Effron’s adjustment? 623 

A. Mr. Effron correctly notes that the amount of cash subsidies received by ComEd is less 624 

than the annual accrued amounts.  He then calculates an implied amortization period of 625 

eleven years and recommends amortizing the regulatory asset over ten years.  626 

Q. What is the economic impact of the adjustment proposed by Mr. Effron? 627 

A. If Mr. Effron’s position were to be adopted, ComEd would not have collected from 628 

customers the full amount of tax due by the time it needs to be paid. 629 

Q. Is Mr. Effron’s adjustment to the amortization period reasonable since it is tied to 630 

the amount of cash subsidies actually received by ComEd? 631 

A. It might be reasonable if ComEd only passed on to customers the benefit of the cash 632 

subsidies it received annually from the federal government.  However, the Company is 633 

passing through the full accrued benefit of the subsidy regardless of the amount of cash 634 

received annually.  In other words, the full amount of the subsidy is being enjoyed by 635 

customers through rates even though ComEd receives only a fraction of it each year from 636 

the federal government.  Mr. Effron’s adjustment to the amortization period effectively 637 

penalizes ComEd for the tardiness of the federal government in remitting the subsidy to 638 

the Company. 639 

Q. What is your recommendation regarding the tax regulatory asset regarding the 640 

Medicare Part D subsidy? 641 

A. The regulatory asset recognizes the properly booked charge taken by ComEd as a result 642 

of the change in the deductibility of the Medicare Part D subsidy.  The charge is known 643 

and measurable, and the odds that the law will be repealed or altered are speculative.  The 644 
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three year amortization period is an appropriate term over which to amortize the 645 

regulatory asset because doing so will ensure that ComEd has collected through rates the 646 

funds needed to pay the tax due upon the effective date of the legislation. 647 

VI. Recovery of Actuarially-Determined 2010 Pension and OPEB Costs 648 

Q. What recommendation does Ms. Pearce make regarding recovery of the 2010 649 

pension and OPEB costs included as pro forma adjustments to operating income in 650 

the rate case filing? 651 

A. Ms. Pearce recommends disallowing the proposed pro forma adjustment made to reflect 652 

the increase in 2010 pension costs relative to 2009 pension costs because the transmittal 653 

letter accompanying the pension valuation report prepared by Towers Watson, ComEd’s 654 

actuarial consultant, is labeled as “preliminary” and as a result does not meet the standard 655 

of being known and measurable.   656 

Q. Why was the Towers Watson report labeled “preliminary”? 657 

A. The pension valuation – the measurement of its funded status – is indeed preliminary.  It 658 

is not considered final until the plan sponsor has made all the contributions it will make 659 

for a given Plan Year.  Since the laws governing pension funding permit a contribution in 660 

a Plan Year anytime within the first nine months of the subsequent calendar year, the 661 

final measurement of the plan’s funded status will not be known for several months after 662 

the valuation report is issued. 663 

Q. Does the measurement and allocation of pension and post-retirement benefit costs 664 

have similar uncertainty? 665 
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A. No.  Under FAS 87, pension costs are determined based on a balance sheet date.  In 666 

Exelon’s case, they are measured based on the pension plan assets, expected return on 667 

assets, discount rate, participant populations, and other measurement determinants as of 668 

December 31 of a given calendar year.  In the case of the report to which Ms. Pearce 669 

refers, determinants for pension costs are as of December 31, 2009.  ComEd then records 670 

those costs on its books for 2010.   671 

Q. Are those costs fixed, or might they change throughout the year? 672 

A. Those costs are generally fixed.  Costs could change if a re-measurement of the plan were 673 

required during the year, which would occur in the case of a significant event such as a 674 

major plan amendment or curtailment.  Curtailments are generally triggered by large 675 

workforce reductions that result in significant benefit distributions from the plans. 676 

Q. Has ComEd changed valuation determinants or experienced curtailment events in 677 

2010? 678 

A. No.  Through the first eleven months of 2010, it has not amended its plan. ComEd also 679 

has not reduced its workforce such that a curtailment event occurs.  To my knowledge, 680 

the likelihood of either of these triggering events occurring in the remainder of the year is 681 

very small.  As a result, the pension and post-retirement health care costs are “fixed” in a 682 

practical sense and are “known and measurable” for purposes of the pro forma rule. 683 

Q. In ComEd’s previous rate proceedings, has it used actuarial validation of pension 684 

costs of a similar “vintage?” 685 

A. Yes.  In Docket No. 05-0597, ComEd relied upon an August 2005 actuarial report to 686 

document pension and post-retirement welfare costs for 2005.  In Docket 07-0566, 687 
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ComEd relied upon a May 2007 actuarial report to document pension and post-retirement 688 

welfare costs for 2007.  In both of these proceedings, the reports were comparable to the 689 

March 2010 report that is relied upon for 2010 and were accepted as providing known 690 

and measureable verification of the Company’s pension and post-retirement benefit costs. 691 

Q. What recommendation does AG/CUB witness Mr. Smith make concerning 2010 692 

pension and OPEB costs? 693 

A. He also recommends disallowing the 2010 pension cost increase and further adjusts 694 

pension costs reflected in the revenue requirement in two ways: 1) by using a historical 695 

average of previous years’ pension costs; and 2) by disallowing costs related to 696 

supplemental management retirement plans. 697 

Q. Is his rationale the same as that offered by Ms. Pearce? 698 

A. No.  Mr. Smith argues that 2010 pension costs are higher than 2009 pension costs, which 699 

he already considers to be “abnormally high.”  He does, however, propose to accept the 700 

pro forma adjustment for post-retirement benefits.  Apparently he believes that actuarial 701 

determination is valid even though the only difference between them is that OPEB costs 702 

decreased from 2009 levels. 703 

Q. Why does Mr. Smith contend that 2009 and 2010 pension costs are “abnormally 704 

high?” 705 

A. Mr. Smith finds no fault with the cost measurement done by Towers Watson, a leading 706 

actuarial firm with years of expertise in determining pension and post-retirement benefit 707 

costs.  Rather, he simply points to cost increases and claims that those increases are ipso 708 

facto unrepresentative of normal economic conditions. 709 
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Q. What does Mr. Smith believe are normal economic conditions? 710 

A. Mr. Smith proposes to disregard the 2010 pro forma adjustment to pension expense in 711 

favor of a “normalization” of pension expense using the average pension expense for the 712 

years 2006-08.  The effect is to reduce pension expense by $37.4 million annually. 713 

Q. Is this a reasonable adjustment? 714 

A. No.  A normalization adjustment that substitutes prior year average data would be 715 

appropriate only if the test year expense was not representative of cost levels expected 716 

during the period that new rates will be in effect and the prior year average amount 717 

results in a value expected to be more representative of future years.  In this instance, the 718 

opposite is true.  Pension expense increased in 2009, increased further in 2010, and is 719 

expected to increase further in 2011 and beyond.  Mr. Smith provides no basis for his 720 

assumption that pension expense levels will revert to those that existed from 2006-2008.  721 

Mr. Smith’s cost estimate is divorced from reality and should not be considered a 722 

credible substitute for ComEd’s actuarially-determined pension expense levels for 2010.  723 

Q. In the years following an investment boom, has the company normalized pension 724 

expense to reflect abnormally high returns? 725 

A. No, in fact the opposite was the case.  The Commission’s order in Docket 01-0243 726 

reflected negative pension expense totaling $11.4 million.  This credit to pension expense 727 

was due to the exceptional stock market returns driven by technology and related stocks 728 

in the late 1990s.  Periods of strong market performance are reflected in pension costs 729 

included in rates to the benefit of customers; consistency and fairness require that periods 730 

of poor market performance, unpleasant though they may be, should be as well. 731 
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Q. Is there validity to Mr. Smith’s claims that should the Commission grant ComEd’s 732 

pension expense it would remove the incentive for the Company to alter its benefit 733 

plans so they are less expensive? 734 

A. ComEd’s pension obligations represent the sum of the promises it has made to its past 735 

and current workers to provide for their post-retirement security.  The Company believes 736 

that changing the terms of those promises is something that should not be done casually.  737 

Nevertheless, as described in the testimony of Mr. Apple, ComEd and its largest union 738 

have worked to manage the long-term cost of its benefit programs.  For instance, 739 

beginning in 2009, all new bargaining unit new hires were enrolled in the cash balance 740 

plan.  ComEd will continue to evaluate options for improving the management of its 741 

benefit obligations.  However, ComEd’s ability to quickly adapt to a signal from the 742 

Commission that its pension costs are too high is limited by the fact that the benefits for a 743 

large portion of its workforce can be changed only at the end of the current collective 744 

bargaining agreements with its labor unions (and even then only at the risk of potential 745 

unrest among the Company’s workforce). 746 

Q. Why does Mr. Smith recommend disallowance of retirement benefits provided 747 

through supplemental management retirement plans? 748 

A. Mr. Smith notes that supplemental management retirement plans (SMRPs) provide for 749 

retirement benefits for employees whose income exceeds IRS tax deductibility limits.  He 750 

claims that provision of retirement benefits in excess of those IRS limits and above the 751 

levels provided to the broader population is by definition unreasonable and should not be 752 

recovered through rates.   753 
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Q. Is Mr. Smith’s adoption of the IRS deductibility limit appropriate? 754 

A. No, it is an arbitrary limitation.  ComEd provides SMRPs in order to provide retirement 755 

benefits to employees commensurate to their compensation regardless of IRS limits on 756 

tax deductibility.  Mr. Smith does not claim that ComEd’s compensation is excessive nor 757 

does he offer any indication that the IRS threshold is an appropriate standard for the 758 

reasonableness of retirement benefits.  Mr. Smith also fails to note that, in preparing the 759 

revenue requirement in this proceeding, ComEd voluntarily excluded from rate recovery 760 

the allocated portion of salaries, incentive compensation, perquisites, and benefits of 761 

Exelon Chairman and CEO John Rowe and the executives who report directly to him.  762 

Moreover, ComEd voluntarily excluded the compensation for two high-ranking ComEd 763 

officers (with the exception of base salary and benefits) and that of one other officer who 764 

retired in the test year.  Through these adjustments, the Company has ensured that 765 

shareholders – not customers – bear the costs of compensation the Company believes is 766 

entirely appropriate for the most highly-compensated officers of ComEd and its parent 767 

company.   768 

Q. What is your recommendation concerning recovery of actuarially-determined 769 

pension and benefit costs? 770 

A. ComEd’s position is that these costs are known and measurable and have been validated 771 

by the Company’s actuaries.  They are reflective of the economic realities of the present 772 

day and partially take into account the economic turmoil of the past several years.  I 773 

recommend that the Commission permit full recovery of the actuarially-determined 774 

pension costs for 2010. 775 
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VII. Customer Deposits 776 

Q. ICC Staff Witness Scott Tolsdorf recommends use of a thirteen-month average, 777 

rather than a twelve-month average to calculate the amount of customer deposits in 778 

rate base.  Do you agree with this proposal? 779 

A. Yes, ComEd has no objection to the proposal to use a thirteen-month average, and this 780 

has been reflected in the revised revenue requirement.  However, Mr. Tolsdorf disregards 781 

the accrued interest payable that ComEd owes to customers on this deposit.  Either this 782 

interest payable amount should reduce the value of customer deposits in rate base or, as 783 

Mr. Brosch proposes, an annual interest expense accrual should be included in operating 784 

expense.   785 

Q. Mr. Brosch recommends that Customer Deposits be adjusted 1) to reflect a year end 786 

2009 balance, rather than an average balance, and 2) to include non-jurisdictional 787 

balances of customer deposits in delivery services rate base.  Should either of these 788 

proposals be adopted? 789 

A. No.  With respect to the first issue, ComEd used an average balance to recognize the 790 

seasonality associated with the deposit balances.  Although many factors influence 791 

customer deposits, including the economy, year end balances may be higher than mid-792 

year balances as a result of moratoriums on customer disconnections, which in turn 793 

reduces write-off of balances during the winter months.  Accordingly, an average balance 794 

smoothes out the seasonal factors that can affect the deposit balance.   795 

Q. Is Mr. Brosch’s proposal to include 100% of customer deposits in delivery services 796 

rate base appropriate? 797 
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A. No, it is not.  The purpose of this proceeding is to establish rates for delivery services and 798 

the costs on which the rates are established should reflect only those costs attributable to 799 

delivery services.   It is no more appropriate for non-jurisdictional customer deposits to 800 

be reflected in delivery services rate base simply because they are not reflected elsewhere 801 

than it would be for ComEd to propose recovery of non-jurisdictional related plant in the 802 

delivery services rate base because it is not recoverable elsewhere.  The ICC’s practice 803 

has consistently and appropriately been to reflect customer deposits in delivery services 804 

rate base based on jurisdictional amounts, and Mr. Brosch’s proposal to expand the scope 805 

of the delivery services rate base to reflect non-jurisdictional amounts is inappropriate.  806 

Q. Mr. Brosch also proposes to include $5.27 million in Customer Advances for 807 

Construction for a customer advance that was originally considered to be 808 

transmission related.  Is this adjustment valid? 809 

A. Yes.  As Mr. Brosch indicated, ComEd determined that the project for which this deposit 810 

was received is a distribution project included in ComEd’s proposed rate base, and as 811 

such this customer advance should also be reflected in rate base.  The revised rate base 812 

filed with this testimony reflects this adjustment; therefore no further adjustment is 813 

required for the advance.   814 

VIII. Tax Repair Proposal 815 

Q. Is Mr. Effron correct that ComEd has not adopted a new tax method change that 816 

would allow for expanded tax repair deductions?   817 

A. Yes.  As he describes, in 2009 the IRS identified new procedures that would allow 818 

transmission and distribution utilities to request a change in the method of tax accounting 819 

for repair costs.  However the IRS has not issued any guidelines, and there is 820 
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considerable uncertainty as to specifically how a unit of property should be defined for 821 

transmission and distribution property.  Therefore, ComEd is collaborating with the 822 

Edison Electric Institute (EEI) and other electric utilities to obtain specific 823 

implementation guidance from the IRS in order to request this change in accounting for 824 

repair cost tax deductions. While Mr. Effron cites three electric utilities that have already 825 

filed a request for change in the method for claiming repair tax deductions, my 826 

understanding is that a significant number of utilities, of which ComEd is one, are 827 

awaiting the IRS guidelines before implementing the change.    828 

Q. Has the IRS issued the guidance yet? 829 

A. No.  To date the IRS has not issued the guidelines.  My understanding is that guidance 830 

could possibly be issued either later this year or early next year.  Upon receiving the 831 

guidance, ComEd expects to take steps to gather the appropriate data necessary to 832 

calculate the potential benefit and ultimately request a change in accounting and claim 833 

the benefit on future tax returns.  At this point, it is uncertain when the guidelines will be 834 

issued, or when ComEd will be in a position to claim the deductions 835 

Q. Is Mr. Effron’s characterization of the expanded tax repair deduction as a windfall 836 

to shareholders accurate? 837 

A. No.  Although ComEd does not have a reliable estimate of what the deduction will be 838 

worth in the absence of IRS guidelines, the Company expects that the potential benefit in 839 

the form of improved cash flow could be material and accordingly is actively working 840 

with industry towards implementation.  At the same time, as I have testified, ComEd 841 

expects to invest in new distribution facilities and plant at the rate of roughly $700-$800 842 
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million per year after new rates in this proceeding take effect.  The cash benefit of the tax 843 

deduction would provide cash flow to support this investment.  Therefore, rather than 844 

resulting in a “windfall” to shareholders, the tax benefits will serve to reduce the non-845 

recovery of this new investment until ComEd’s next rate case. 846 

Q. How will customers receive this tax benefit? 847 

A. In the same manner that they receive the benefit of all other accelerated tax benefits.  The 848 

Commission follows a “normalization” approach to income taxes which means that cost 849 

of service is calculated assuming a statutory income tax rate before considering the effect 850 

of accelerated tax deductions.  To the extent the tax code allows for accelerated tax 851 

deductions of costs such as repair costs, this provides cash flow which can be used to 852 

finance new plant investment.  This cumulative accelerated benefit will be reflected as a 853 

reduction to rate base in future rate cases in the same manner that all tax benefits flow 854 

through.  There is no reason to depart from the established process in order to be able to 855 

track the tax benefit.   856 

Q. Mr. Effron proposes that the Commission should require ComEd to “maintain the 857 

effect of any Section 481(a) adjustment related to the new repair allowance in a 858 

reserve account; and 2) keep a record of any increase to the ongoing repair 859 

allowance deduction from the effective date of the accounting change. The 860 

cumulative revenue requirement effect of the change in accounting for repair costs, 861 

with appropriate carrying charges, should then be credited to customers at the time 862 

of the Company’s next rate case.”  Is this proposal appropriate? 863 
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A. No.  The first part of his suggestion is not necessary, and the second part is not 864 

appropriate.   865 

Q. Why is it not necessary to maintain a separate reserve account? 866 

A. ComEd records all of its accumulated deferred income taxes in separate accounts, and 867 

The Uniform System of Accounts requires that the tax timing differences be recorded in 868 

separate asset/liability accounts (Accounts 190, 281-283), and ComEd’s records track the 869 

various categories of tax differences.  Upon implementation of the new repair guidelines, 870 

ComEd will record the tax deductions separately within the already established accounts 871 

for tax timing differences.   872 

Q. Why is Mr. Effron’s suggestion to calculate the cumulative carrying charge on the 873 

amount of the benefit received in between rate cases and credit that amount to 874 

customers in the next rate case inappropriate? 875 

A. This would clearly be inappropriate single issue ratemaking.  As I indicated earlier, the 876 

cash benefit of the potential tax benefit will be more than offset by the hundreds of 877 

millions of dollars a year in new plant that ComEd is likely to invest between rate cases 878 

and that will not be recovered in the rates set in this case.  There is no mechanism by 879 

which carrying charges on this new investment can be deferred and recovered in future 880 

rate cases, and there is no justification to treat a potential offsetting benefit any 881 

differently.   882 
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IX. Materials and Supplies Inventories 883 

Q. Mr. Tolsdorf has proposed an adjustment to the Materials and Supplies Inventory 884 

balance to utilize a thirteen month average balance and to recognize the associated 885 

accounts payable balances related to the inventories.  Is this adjustment reasonable?  886 

A. No.  Regarding the first issue, Mr. Tolsdorf states that an average balance “diminishes the 887 

impact of any abnormal conditions which may exist at a given point in time.”  However, 888 

Mr. Tolsdorf provides no evidence or examples of what those conditions are or whether 889 

any abnormal conditions affect the year end balance proposed by ComEd.  Although 890 

accounts payable associated with Materials and Supplies provide a source of short-term 891 

working capital to ComEd, the rate base impact of this working capital is already 892 

accounted for in the cash working capital calculation.  Therefore, a further reduction to 893 

rate base for the accounts payable would be duplicative and overstate the value of the lag 894 

associated with payments to vendors.   895 

X. Construction Work in Progress 896 

Q. Mr. Brosch proposes to disallow all Construction Work in Progress (“CWIP”) from 897 

rate base because he believes that the Public Utilities Act does not allow plant that is 898 

1) not in service in rate base and 2) is vendor financed.  Is this a reasonable 899 

approach? 900 

A. No.  ComEd included approximately $12.590 million of CWIP in rate base representing 901 

only the short-term projects on which AFUDC is not being capitalized.  Mr. Brosch is 902 

incorrect that the Public Utilities Act (PUA) does not allow CWIP in rate base solely 903 

because it is not providing service.  Section 9-214 (e) of the PUA provides that “the 904 

Commission may include in the rate base of a public utility an amount for CWIP for a 905 
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public utility’s investment which is scheduled to be placed in service with 12 months of 906 

the date of the rate determination.”   The Commission has consistently allowed CWIP in 907 

rate base in ComEd’s recent rate orders.   ComEd’s proposal is entirely consistent with 908 

the PUA.  909 

Q. Is Mr. Brosch’s suggestion that CWIP is vendor financed a reasonable basis for 910 

excluding the investment from rate base? 911 

A. No.  The cash flow benefit from vendor payables simply represents a form of working 912 

capital, and although Mr. Brosch has dismissed the analysis performed by ComEd, the 913 

Company’s rate base separately includes its comprehensive cash working capital 914 

position.  Also, I would note that Staff witness Michael McNally has proposed reductions 915 

to ComEd’s long-term debt and equity balances for amounts that he attributes to 916 

financing CWIP. Therefore, it would be inappropriate and contradictive to accept Mr. 917 

Brosch’s position that the CWIP should be considered to be financed by vendors. 918 

Q. Mr. Brosch suggests that ComEd could revise its procedures to record AFUDC on 919 

all projects, including the small projects of short duration that its current policy 920 

does not include.  What would be the impact of such a change? 921 

A. The economic impact would be the same as the current practice.  Recording AFUDC on 922 

the small projects would delay inclusion of the small projects in rate base but would also 923 

modestly increase the value of those projects when they do go into rate base.  All else 924 

equal, customers should be economically indifferent.   Mr. Brosch has not made any 925 

compelling reason to require ComEd to implement a change in procedures.   926 
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XI. Severance Expense 927 

Q. Has Staff proposed any adjustments to ComEd’s request for recovery of severance 928 

costs it incurred related to its 2009 Cost Savings Initiative? 929 

A. Yes. ComEd has proposed to amortize its 2009 jurisdictional severance costs of $12.8M 930 

over a three-year period.  Mr. Tolsdorf has proposed that ComEd be allowed to recover 931 

only a fraction of this amount, $0.269M.  932 

Q. Please explain Mr. Tolsdorf’s adjustment. 933 

A. Mr. Tolsdorf effectively disallows 98% of the severance costs on the grounds that the 934 

salaries of the terminated employees have effectively “recovered” the upfront severance 935 

costs. 936 

Q. How is Mr. Tolsdorf’s assumption that ComEd will recover its severance costs 937 

through the associated cost saving flawed? 938 

A. First, I would note that this is not an appropriate standard for recovery of test year costs.  939 

The severance costs are a reasonable and prudent cost incurred during the 2009 test year. 940 

These are the upfront costs of an initiative that is expected to save more than $6 million 941 

annually (on a jurisdictional basis) and these savings have been fully reflected in this 942 

filing.  The standard filing requirements for rate cases explicitly permit utilities to request 943 

recovery of cost savings programs with savings of $1,000,000 or more.  Furthermore, the 944 

conclusion that the upfront costs were recovered through subsequent cost savings is 945 

incorrect because it does not consider that virtually every cost element has changed since 946 

the last rate order and many of those costs have increased, including pension and health 947 

care costs, depreciation expense and wage levels.  Overall, in 2009 ComEd’s earned ROE 948 

was 8.5%, which was well below the 10.3% ROE authorized in the last rate case.  This is 949 
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an indication that any savings from the cost savings initiative were more than offset by 950 

other cost increases relative to the last test year.  The notion that severance costs should 951 

be deemed to have been recovered by means of salary and wage savings is inappropriate 952 

single issue ratemaking and should be rejected.    953 

Q. Has the Commission approved recovery of severance costs associated with other 954 

costs saving programs in the past? 955 

A. Yes. In ICC Docket 05-0597, ComEd was allowed to recover the severance costs it 956 

incurred as part of the Exelon Way program. The Commission dismissed similar 957 

arguments (i.e. that the cost savings from the program between rate cases should provide 958 

for cost recovery), recognizing that recovery of the upfront costs associated with a cost 959 

savings program was consistent with the intent of Section 285.3125 filing requirements.  960 

The Commission also recognized in that order that not allowing rate recovery of 961 

severance costs would eliminate the incentive for utilities to embark on cost savings 962 

programs.   The Commission reached a similar conclusion in the recent Ameren rate case 963 

in Dockets 09-0306 et. al., finding that customers will benefit in the long run from the 964 

cost savings and therefore should fairly pay the severance costs on an amortized basis.  965 

This symmetrical recognition of costs and benefits should be adopted here as well. 966 

Q. Do any other parties suggest that ComEd not be allowed to include its 2009 967 

severance costs in its revenue requirement? 968 

A. Yes. Mr. Effron recommends that none of ComEd’s 2009 severance costs be included in 969 

its revenue requirement for reasons similar to those stated by Mr. Tolsdorf. In essence, 970 

Mr. Effron states that ComEd will “double recover” if it is allowed to include the 971 
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amortization of its severance costs in base rates as the savings it has realized since 972 

August 2009 have offset the costs to achieve.  973 

Q. Is Mr. Effron’s position valid? 974 

A. No.  His argument is similar to that made by Mr. Tolsdorf and should be rejected for the 975 

same reasons.  976 

Q. Does Mr. Effron propose any other changes to the amortization of 2009 severance 977 

costs? 978 

A. Yes.  Mr. Effron proposes that if the Commission does allow ComEd to include the 979 

amortization of the 2009 severance costs they be amortized over a longer period, 7.5 980 

years, as this will “better match the realization of the benefits.”  981 

Q. Is a 7.5 year amortization period reasonable? 982 

A. No.  While it is an improvement over non-recovery of the costs, it is still flawed. Mr. 983 

Effron contradicts his own argument with this position. His rationale for removing the 984 

amortization of the 2009 severance costs from the revenue requirement is that, as he 985 

assumes, they will be recovered in the two-years between the time the costs were 986 

incurred (July 2009) and the time the rate case is concluded (May 2011).  987 

Q. Does Mr. Effron include any analysis or justification of the 7.5 year period? 988 

A. No. 989 

Q. Does Mr. Effron propose any other adjustments regarding the recovery of severance 990 

expenses? 991 
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A. Yes.  Mr. Effron recommends that the recovery of the amortization related to ComEd’s 992 

Exelon Way program cease, on the grounds that if ComEd would have begun to amortize 993 

the Exelon Way severance costs in 2003 (rather than in 2005 when authorized by the 994 

Commission in Docket 05-0597), the costs would be fully amortized by 2011.  Mr. 995 

Effron also makes the same argument that he makes regarding the 2009 severance costs, 996 

i.e. that a portion of the Exelon Way severance costs should be assumed to have been 997 

recovered in between rate cases through cost savings.   998 

Q. Do you agree with his position? 999 

A. No. This is counter to the rate order in Docket 05-0597 in which the Commission 1000 

authorized ComEd to recover its Exelon Way severance costs over a 7.5 year period.  1001 

That recovery began in January 2007 with the effectiveness of new rates in that 1002 

proceeding.  Mr. Effron’s proposal would now effectively disallow 40% of those 1003 

previously approved costs by eliminating the last 3 years of the 7.5 year amortization.  1004 

The Commission rejected similar efforts by Mr. Effron in Docket 07-0566 to limit the 1005 

recovery of Exelon Way severance costs approved in the prior rate case.  These costs 1006 

have previously been found to be reasonable and appropriately recovered through 2014, 1007 

which is well after the conclusion of this proceeding. ComEd will not fully recover these 1008 

costs if Mr. Effron’s position is adopted, which would be contrary to fair cost recovery 1009 

principles and prior Commission orders. 1010 

XII. Depreciation of Intangible Plant 1011 

Q. Mr. Effron proposes a reduction to depreciation expense for intangible plant based 1012 

on an analysis that shows a lower increase in 2009 depreciation expense over 2008.   1013 

Is Mr. Effron correct that depreciation expense related to intangible plant should 1014 
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increase by only 1.21% of the amount of plant additions because that was the 1015 

relationship observed in 2009? 1016 

A. No.  Mr. Effron’s oversimplification does not consider that the timing and nature of the 1017 

additions could drive a much different relationship from year to year.  For instance, 1018 

several large information technology projects were placed in service in December of 1019 

2009, which means that 2009 intangible depreciation expense only includes one-twelfth 1020 

of an annual amount of depreciation expense for those large projects.  Because the intent 1021 

of the adjustment for depreciation expense is to reflect a full year’s depreciation expense 1022 

related to the pro forma plant additions, Mr. Effron’s 2009 ratio based analysis would 1023 

significantly understate the expected annual depreciation expense on a going forward 1024 

basis. 1025 

Q. Does that conclude your rebuttal testimony? 1026 

A. Yes. 1027 


