
117 available time and resources to propose comprehensive edits to the 171 pages of 

118 proposed Rate DSPP. Under these circumstances, I recommend that the 

119 Commission include in its order in this docket a requirement that CornEd submit 

120 conforming changes to CornEd Ex. 2.0 (formula template) and CornEd Ex. 9.1 

121 (Rate DSPP tariff) after the many issues raised in this proceeding have been 

122 resolved. 

123 

124 II. TEST YEAR PRINCIPLES. 

125 Q. What is the purpose of a "test year" in the determination of public utility 

126 revenue requirements? 

127 A. Energy utilities have traditionally been regulated based upon their cost to provide 

128 service, including an opportunity to earn a reasonable return on invested capital. 

129 The process used to evaluate and measure the cost of service and resulting revenue 

130 requirement is the rate case, in which a balanced review ofjurisdictional expenses, 

131 rate base investment, the cost of capital and revenues at present rates can be 

132 undertaken at a common period in time, referred to as a "test year." The proper 

133 selection and consistent application of the test year is critically important, so that all 

134 of the components of the revenue requirement, including rate base, operating 

135 expenses, capital costs and sales or billing determinants are holistically analyzed 

136 and quantified in a balanced and internally consistent manner with appropriate 

137 "matching" of costs and revenues. 

138 Q. Are there several commonly employed types of rate case test years? 

139 A. Yes. The two broad categories oftest years include "historical" test years that 

140 employ actual recorded financial information to develop the revenue requirement 
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and "future" and "forecasted" test years that employ projections of expected future 141 

financial information to develop the revenue requirement. Within these two broad 

143 

142 

categories, the test year calculations can be based upon either an "average" set of 

144 rate base and income data throughout the 12 months of the year or, alternatively, an 

145 "end-of-period" or "annualized" approach that adjusts one or more elements of the 

146 revenue requirement calculation to cost and revenue levels extant at year-end. 

147 Q. What type of test year has been proposed by CornEd in the determination of its 

148 asserted first year formula rate-based revenue requirement? 

149 A. The Company's proposed test year is a hybrid, employing both historical and 

150 forecasted information ana both average and year-end information, as more fully 

151 explained in the Direct Testimony ofMr. Martin Fruehe.3 The Company's 

152 proposed rate base is measured as of December 31, 2010, and then is increased for 

153 projected plant additions and for projected growth in Accumulated Depreciation 

154 through December 31, 2011. 4 The Company has generally quantified the individual 

155 elements of rate base as oftest year-end, except for CWC which is quantified by 

156 lead/lag study and the Materials & Supplies and Customer Deposits balances, which 

157 are quantified as a 13-month average.' Thus, for Rate Base, CornEd proposes use 

158 of both historical and projected data and both average and year-end quantification 

159 of specific Rate Base elements. 

160 CornEd's test year Operating Income for ratemaking purposes is based 

161 generally upon historical, average amounts as recorded in calendar 2010. Operating 

162 expenses and Depreciation!Amortization expenses start at recorded calendar year 

CornEd Ex. 4.0, pp. 11-19. 
4 Id., p. 12. 
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163 levels, with certain adjustments to account for cost recoveries through other tariff 

164 mechanisms or to exclude costs not allowable for ratemaking purposes." 

165 Exceptions to this historical, average approach include projections of depreciation 

166 expense associated with CornEd's projected Plant in Service additions and for 

167 Income Tax expenses that are calculated applying statutory tax rates to a calculation 

168 of ratemaking taxable incorne.i Rather than calculating revenues at present rates for 

169 comparison to the asserted revenue requirement, CornEd is proposing that its 

170 overall test year revenue requirement be divided through annual billing 

171 determinants, so as to set revised tariff prices and the billing determinants that are 

172 based upon average 2010 customer bill counts and calendar 2010 weather 

173 normalized sales volumes.f 

174 Q. Will the revenue requirement and new rates resulting from ComEd's initial 

175 installment of annual formula rate changes later be subjected to reconciliation 

176 and "true-up" provisions under Section 16-108.5? 

177 A. Yes. Each May 1, CornEd proposes to file its calculation of prospective changes to 

178 the formula rate revenue requirement using inputs from the prior year's FERC Form 

179 1 and other data sources. As part of this filing, CornEd would then also calculate a 

180 reconciliation to "true-up" the previously approved revenue requirement, which had 

181 incorporated projections of changes in Plant investment, accumulated depreciation 

182 and depreciation expense, to determine a revised revenue requirement for the same 

Id., pp. 15-18. See also CornEd Ex. 4. I, Schedule FR B-1 and referenced sources therein and
 
CornEd Ex. 2.0, pp. 13-18.
 
CornEd Ex. 2.0, pp. 18-22; CornEd Ex. 2.1, Sch. FR C-I and FR C-4; CornEd Ex. 4.0, pp. 19-29.
 
CornEd Ex. 4.0, pp 28-29.
 
CornEd Ex. 9.0, pp.5-8.
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183 period using then available actual recorded data." According to CornEd witness Mr. 

184 Hemphill, "Importantly, the annual reconciliation proceedings ensure that CornEd 

185 recovers no more t an Its actua costs 0 service.han i If' ,,10 

186 Q. Has CornEd proposed any particular test year approach for calculation of the 

187 reconciliation revenue requirement? 

188 A. There is no discussion of reconciliation test year concepts in the Company's 

189 prepared testimony, but the references appearing in CornEd Ex. 2.1 and CornEd 

190 Exhibit 4.1 at Schedule FR A-l-REC II indicate the Company's intent to again use a 

191 year-end rate base to calculate the reconciliation revenue requirement so as to "true

192 up" previously approved revenue levels.i ' 

193 Q. Is it appropriate to employ a year-end rate base in calculating the 

194 reconciliation revenue requirement that would "true-up" costs using actual 

195 information? 

196 A. No. The reconciliation calculation should employ an average rate base to properly 

197 quantify the return on investment elements of the revenue requirement. The proper 

198 level of return for investors should reasonably compensate the actual level of capital 

199 invested in the Delivery Service business throughout the true-up period. Adoption 

200 of CornEd's proposed reconciliation approach, which would apply the allowed rate 

201 ofretum to year-end rate base, would systematically overstate the true-up rate base 

9 CornEd Ex. 1.2, pp. 4-6, "Annual Updates to and Reconciliations under Rate DSPP."
 
10 CornEd Ex. 1,0, p. 19:372-373.
 
11 CornEd Ex. 4.1 and 4.3 both represent calculations of revenue requirements populating the
 

template set forth as CornEd Ex. 2.1 primarily with calendar year 2010 input data, with and 
without application of what CornEd calls the "Trailer Bill". The balance of this testimony will 
reference the CornEd Ex. 4.1 calculations that do not recognize the "Trailer Bill." This is 
necessary because CornEd Ex. 4.3 does not include all of the Schedules needed to fully explain the 
revenue requirement issues discussed herein. 
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202 and resulting reconciliation revenue requirement. CornEd's investment in assets 

203 serving Delivery Service customers is generally higher at year-end than throughout 

204 the reconciliation year. 

205 Q. Does CornEd's "election" to be a "Participating Utility" under Section 16

206 108.5, as stated in Mr. Hemphill's testimony.V cause the decision regarding use 

207 of an average versus year-end rate base in the reconciliation to be an important 

208 issue? 

209 A. Yes. The Company is committing to making incremental investments in electric 

210 system upgrades estimated at $1.3 billion over five years, plus another estimated 

211 $1.3 billion of incremental investment over ten years in Smart Grid system 

212 upgrades." These "incremental" investments totaling $2.6 billion are above and 

213 beyond CornEd's normal pace of spending to accommodate replacement of aging 

214 plant, customer growth and other ongoing capital programs. If we assume ratable 

215 capital spending and the impact of only the incremental investment commitments in 

216 years one through five of the program, annual rate base growth caused by the new 

217 investments could eventually represent $390 million per year. IS The "value" of 

218 reconciling the revenue requirement using year-end versus average rate base would 

219 be approximately one-half the ratable investment growth expected each year, since 

220 the mid-point of spending in a typical future year could be at the $195 million level 

12 Schedule FR A-l-REC at line 12 indicates an intended "Source" for the "Rate Base-
Reconciliation" value would be Schedule FR 8-1 at line 49, which amount is the sum of recorded 
year-end rate base balances, prior to projected Plant additions for the subsequent year. 

13 CornEd Ex. J.0, p. 4. 
14 Id., p. 5:95-107. 
15 Sum of$1.3 billion /5 years plus $1.3 billion /10 years. CornEd's Infrastructure Investment Plan 

filed 1/6/2012 in Attachment 2 indicates incremental investment planned in 2012 totaling $233 
million. (See Table A.I) 
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221 of Plant additions while by year-end Plant additions could total $390 million. 16 

222 Translating this typical rate base difference of $195 million into revenue 

223 requirement would produce additional annual revenues for CornEd after 

224 reconciliation of approximately $25 million per year. 17 

225 Q. Does CornEd, in fact, anticipate significant and continuous growth in its 

226 ratemaking capital structure in every year of the infrastructure investment 

227 plan for which it has prepared projections? 

228 A. XXx. The Company's confidential response to Staff Data Request No. RMP 1.01 in 

229 Attachment 1 provided projections showing XXXXXXXXXXXXXXXXXx:Xx 

230 

231 xxxxxXxj{xxxXXxXXXXXXXXXXXXXxxxXXxxxxxxxxxxxx 

232 XXXXxxXXXxXXXXXXX:X:XXXXxXXxxx,'there is no doubt that using a 

233 year-end rate base in the reconciliation of annual revenue requirements will 

234 overstate charges to customers and inflate the Company's return on actual 

235 investment, relative to the actual cost of capital. I have included a copy of this 

236 confidential response as AG/AARP Exhibit 1.4 (Confidential). 

237 Q. Can you provide an illustration of how the Company's proposed use of a year

238 endrate base will inflate the Company's return on actual investment? 

239 A. Yes. To illustrate the problem, we can assume steady annual growth in future rate 

240 base and 'the corresponding amount of common equity capital in the utility, at a pace 

241 of five percent per year spread evenly throughout each year. The following table 

16	 This simplified example ignores changes in other elements of rate base, arising from ongoing 
capital spending on non-incremental programs, continued growth in Accumulated Depreciation, 
and changes in Accumulated Deferred Income Taxes and other elements of rate base which are 
assumed to be largely offsetting in this discussion. 
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242 shows the impact upon equity returns of targeting an assumed 8 percent ROR on 

243 such a growing rate base, but then calculating revenue requirements on year-end, 

244 rather than average invested capital: 

Illustration of Average VSYear-end Rate Base ($ millions) - post tax return and ROE % difference 

Year Projected Rate Base Return at 8% on Rate Base Return 
18 

Average ROE 

Beg. Of Year End of Year Average End of Year Average Difference Equity@ 45% Impact 

1 7,000 7,350 7,175 588 574 14 3,229 0.43% 

2 7,350 7,718 7,534 617 603 15 3,390 0.43% 

3 7,718 8,103 7,910 648 633 15 3,560 0.43% 

4 8,103 8,509 8,306 681 664 16 3,738 0.43% 

5 8,509 8,934 8,721 715 698 17 3,925 0.43% 

245 

246 With these assumptions, the post-tax return available for return on equity ("ROE") 

247 capital exceeds the intended ROE by approximately 43 basis points each year, 

248 adding over $14 million, plus the related factor-up for income taxes, to the revenue 

249 requirement burden faced by ratepayers. If rate base grows more rapidly than five 

250 percent per year, the ROE variance relative to intended earnings levels would be 

251 even larger, and vice-versa. 

252 Q. Why does the use of a year-end rate base force the achieved ROE to be higher 

253 than the intended ROE? 

254 A. The utility's actual investment in new plant and the corresponding growth in newly 

255 invested equity and debt capital tend to grow gradually throughout the year. 

256 Therefore, the associated return requirement for such capital also grows gradually 

17 Based upon CornEd's asserted pretax overall return rate of 12.7%, derived from CornEd Ex. 4.1 as 
the sum of "Authorized Return" of$543,733 plus "Incremental Tax Gross-up" of$298,282 = 
$842,015, then divided by "Rate Base" of$6,647,180 = 12.66%. 

18 These return differences are after income taxes. The equivalent revenue requirement impact of the 
return differences is approximately 1.66 times the amount shown. See CornEd Ex. 4.3, Sch C-4 at 
line 13 for documentation of CornEd's 1.66 Gross Revenue Conversion Factor. 
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257 throughout the year. If the revenue requirement calculation is improperly based 

258 upon the year-end level of such Rate Base investment, as if that investment was 

259 fully incurred on January 1 and existed in all months of the test year, the resulting 

260 return requirement is systematically overstated. This is the financial result caused 

261 by CornEd's proposal to utilize a year-end rate base within the reconciliation 

262 process. 

263 Q. If return requirements are overstated relative to the actual amounts of capital 

264 being invested only gradually throughout a test year, why would regulators 

265 ever allow utilization of a year-end rate base? 

266 A. The only valid reason for employing a year-end rate base in an otherwise average 

267 test year approach is to reduce regulatory lag by approximately six months, which is 

268 the difference between the mid-point of an historical test year and year-end. It 

269 should be noted that when a year-end or "annualized" rate base is used by 

270 regulators, it is common for other elements of the revenue requirement such as 

271 wage rates, employee headcounts, customer counts, depreciation expense and other 

272 known changes to be similarly annualized at year-end. The combined impact of 

273 such broadly applied annualization adjustments is to reduce regulatory lag. 

274 Q. If CornEd's revenue requirements are to now be annually trued-up, so as to 

275 fully recover jurisdictional actual incurred costs, is there any remaining need 

276 to address regulatory lag through use of a year-end rate base? 

277 . A. No. Traditional test-year regulation involves setting utility rates that remain 

278 unchanged until the "next" rate case is filed, causing regulatory lag to exist when 

279 cost changes occur between test year rate cases. However, regulatory lag concerns 

280 are completely mitigated by the new formula ratemaking regime, where CornEd 
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281 will be made "whole" with interest for experienced changes in all of its actual 

282 jurisdictional costs incurred to provide Delivery Services in Illinois. When the 

283 formula-based revenue requirements, which are inclusive of projected net Plant in 

284 Service additions, are trued-up through the reconciliation process to actual cost 

285 levels, any revenue requirement variances are allowed interest charges to be sure 

286 that regulatory lag imposes no financial consequences on CornEd. In this new 

287 regulatory environment, there is absolutely no need for the Commission to permit 

288 the use of year-end rate base as a remedy for regulatory lag. 

289 Q. With the new annual reconciliation process in place to true-up CornEd's 

290 asserted revenue requirement to its actual cost levels, does it matter whether 

291 the revenue requirement at the inception of formula ratemaking utilizes a 

292 year-end versus an average rate base? 

293 A. Not particularly. The methodology being used to develop the inception revenue 

294 requirement, such as depicted on CornEd Ex. 4.1 at Schedule FR A-I, is of less 

295 importance to CornEd's earnings than the method to be used in the future when 

296 calculating the true-up charges or credits to customers in future reconciliation 

297 proceedings.l" The revenue requirement that is ultimately payable by ratepayers is 

298 the amount calculated after reconciliation, plus any associated carrying charges on 

299 such over or under-recoveries. The Commission's goal should be to adopt a 

300 revenue requirement calculation method that yields a reasonable approximation of 

301 the ultimate revenue requirement owed CornEd upon reconciliation so as to 

302 minimize the size of future reconciliation revenue adjustments. 

19	 This is not to say that inception rates are unimportant to ratepayers or the utility, where actual 
monthly bills payable by consumers are directly impacted by inception rate levels and the 
Company's cash flows are also impacted by the level of inception rates. 
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303 Q. In ComEd Ex. 2.1, the Company has proposed a spreadsheet template to 

304 document the calculation steps to be employed in administering Rate DSPP, 

305 with the same spreadsheet populated with input values in ComEd Ex. 4.1 TB. 

306 What changes to this template are needed to ensure that the reconciliation of 

307 revenue requirements is performed using an average Rate Base approach? 

308 A. The simplest revision would be to insert two additional lines at what is presently 

309 identified as Sch. FR A-l-REC in the proposed spreadsheet template. The existing 

310 line 12 of this Schedule now references Sch. FR B-1 at line 49 to insert a year-end 

311 rate base from the current filing made each year. I would insert one additional line 

312 beneath existing line 12 to insert from the prior year's filing the Sch. FR B-1, line 

313 49 recorded year-end Rate Base at December 31 of the previous year. Then a 

314 second line would be inserted to calculate the mathematical average of the prior 

315 year-end and current year-end Rate Base values to quantify an average Rate Base 

316 for purposes of calculating the "Net Revenue Requirement - Reconciliation" on 

317 Schedule FR A-l-REC each year. 20 Conforming changes would be needed within 

318 the Rate DSPP to effect reconciliation of the revenue requirement on an average 

319 Rate Base approach. 

320	 A more complex calculation of the actual average Rate Base used in 

321 reconciliation could be employed, that would require more elaborate spreadsheet 

322 template revisions than are recommended above. For example, certain elements of 

323 the Rate Base that are included in the amounts used above are not presently 

324 quantified at a single point in time, but are instead based upon 13-month averages 

20	 It should be noted that CornEd Ex. 2.1 at Seh. FR A-3, at line 1, employs a "DS Rate Base" value 
from Seh. FR A-I REC line 12 for determination of the ROE Collar Computation, The changes 
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325 or specific calculations, such as Customer Deposits, Materials & Supplies and 

326 CWC. It may be worthwhile in the interest of accuracy to substitute the most 

327 currently available 13 month averages or separately calculated CWC amounts 

328 within the average rate base amounts being used in reconciliation. These more 

329 complex calculations could be ordered by the Commission to be included in a 

330 compliance filing from CornEd once the more substantive issues involving the 

331 reconciliation process are resolved. 

332 Q. Are you responsible for development and presentation of the Rate Base to be 

333 used in calculating the initial formula rate case revenue requirement in this 

334 Docket? 

335 A. No. AG/AARP witness Mr. Effron is addressing the Rate Base issues on behalf of 

336 the Attorney General and AARP, except for Cash Working Capital and for the 

337 minor rate base impacts of several of my proposed expense adjustments, which are 

338 discussed later in this testimony. 

339 

340 III. RECONCILIATION INTEREST CHARGES. 

341 Q. Please describe the Company's proposal with regard to the application of 

342 interest charges to the revenue requirement reconciliation balance. 

343 A. CornEd proposes to apply a "Monthly Interest Rate" of 0.684% to the revenue 

344 requirement "Variance - Reconciliation Before Interest" amount calculated on 

345 CornEd Ex. 4.1 at Sch. FR A-4. This percentage represents 1/12 of the calculated 

346 Weighted Average Cost of Capital that is calculated at Sch. FR D-l and appears at 

proposed herein for derivation of the DS Rate Base on an average basis within Sch. FR A-l-REC 
would properly flow through to the ROE Collar computation. 
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